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SECTION 1: INTRODUCTION
1.1

Background

1.

Financial inclusion is now a priority among global policymakers and financial sector

regulators. In the aftermath of the Global Financial Crisis of 2007–8, the Group of Twenty
(G20) during its Summit in 2010 formally recognised the importance of financial inclusion as
one of the pillars of the global development agenda. In its official communique,1 the G20 called
on relevant international standard-setting bodies (SSBs) to consider how they can further
contribute to encouraging financial inclusion, consistent with their respective mandates.
2.

Financial inclusion is also positioned prominently as an enabler of at least seven of the

seventeen 2030 Sustainable Development Goals (SDGs) adopted by the United Nations (UN)
in 2015.2 These include SDG 1, on eradicating poverty; SDG 2, on ending hunger, achieving
food security and promoting sustainable agriculture; SDG 3, on promoting health and wellbeing; SDG 5, on achieving gender equality and economic empowerment of women; SDG 8,
on promoting economic growth and jobs; SDG 9, on supporting industry, innovation and
infrastructure; and SDG 10, on reducing inequality. Additionally, in SDG 17, on strengthening
the means of implementation, there is an implicit role for greater financial inclusion through
greater savings mobilisation for investment and consumption that can spur growth.
3.

Financial inclusion has garnered the attention and support of many development

institutions, multilateral development banks, international organisations and other relevant
government organs (including financial sector regulators) as a means to promote inclusive
growth. A study3 by the Basel Committee on Banking Supervision (BCBS) found that, of the
52 jurisdictions which responded to a 2013 range-of-practice survey on the regulation and
supervision of institutions relevant to financial inclusion, 36 have a national financial inclusion
strategy, a national microfinance strategy, or a specific policy statement establishing a
financial inclusion mandate or goal at the national or organisational level.
4.

The international financial architecture, recognising the growing need for policy and

regulatory direction towards the financial inclusion objective, has witnessed the emergence of

1

G20 Meeting of Finance Ministers and Central Bank Governors, Communiqué, Busan, Republic of Korea, 5 June
2010.
2 See: www.uncdf.org/financial-inclusion-and-the-sdgs
3 BCBS (2015), “Range of Practice in the Regulation and Supervision of Institutions Relevant to Financial
Inclusion”, Basel, January.

new initiatives, such as the G20’s Global Partnership for Financial Inclusion (GPFI)4 and the
appointment of the UN Secretary General’s Special Advocate for Inclusive Finance for
Development. The financial sector SSBs have also responded in line with their mandates,
engaging increasingly to incorporate financial inclusion in their work. The recent GPFI report
entitled Global Standard-setting Bodies and Financial Inclusion: The Evolving Landscape
(March 2016) considers standards and guidance relevant to financial inclusion from the
Financial Stability Board (FSB) and six SSBs, including the BCBS, the Committee on
Payments and Market Infrastructures (CPMI), the Financial Action Task Force (FATF), the
International Association of Deposit Insurers (IADI), the International Association of Insurance
Supervisors (IAIS), and the International Organization of Securities Commissions (IOSCO).
5.

In line with the global trends, financial inclusion is also an important agenda item

among the wider Islamic Financial Services Board (IFSB) membership, with particular
relevance for the Islamic financial services industry (IFSI). Recent estimates5 suggest that, on
average, approximately 9% of the population across 35 selected Muslim-majority countries
financially exclude themselves from the formal financial sector due to religious reasons.6 This
translates into nearly 40 million individuals financially excluded from the formal financial
system, thus representing a specific gap for the IFSI to bridge.
6.

Accordingly, and in line with the institutional mandate,7 the Council of the IFSB, in its

29th meeting held on 14 December 2016 in Cairo, Egypt, approved the IFSB’s Work Plan for
2017 which included, among others, the preparation of a new Technical Note (TN) on Financial
Inclusion and Islamic Finance, and the setting up of a Task Force (TF) to guide its preparation.
Subsequently, the IFSB Secretariat duly formed the project team consisting of assigned IFSB
staff and externally appointed subject-matter expert consultants, and a TF through invitations
to international organisations, multilateral development banks, and regulatory and supervisory

4

The GPFI was established at the G20 Seoul Summit in December 2010 as the main implementing mechanism of
the G20 Financial Inclusion Action Plan and a platform for peer learning, knowledge sharing, policy advocacy and
coordination among G20 and non-G20 policymakers and other stakeholders.
5 See Chapter 3 in the World Bank–Islamic Development Bank’s global report on Islamic finance (2016): “Islamic
Finance – A Catalyst for Shared Prosperity?”
6
The range between countries is much higher, going as high as 33.6% of the population. See Table A, “Islamic
Financial Institutions and Financial Inclusion by Country”, in the appendix to this document.
7 Article 4(a) of the IFSB’s Articles of Agreement states that the objective of the IFSB is to promote the development
of a prudent and transparent Islamic financial services industry through introducing new, or adapting existing,
international standards consistent with Sharī`ah principles and recommending these for adoption. In addition, the
IFSB’s Strategic Performance Plan (2016–2018) (SPP) underlines the importance of financial inclusion due to its
intimate connections with financial stability and cross-sectoral implications. The SPP also emphasises the need for
further studies on how financial inclusion policies can support microfinance activities. In this regard, the
development of new standards and regulations related to financial inclusion, and to microfinance as an
indispensable part of financial inclusion, is of significant importance within the mandate of the IFSB.
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authorities (RSAs), in line with the relevant IFSB rules and procedures and in consideration of
the nature, scope and intended objectives of the TN.
7.

The TF, under the direction and guidance of the IFSB Technical Committee (TC) as

well as some specific directives from the IFSB Council, has developed this TN. The work has
been further informed by a survey of RSAs8 with regulatory and supervisory responsibility for
financial inclusion in their jurisdiction. This survey, and the TF’s own deliberations, identified
a number of areas in which specificities of Shari’ah were needed to be addressed for the
regulatory and supervisory initiatives in Shari’ah-compliant financial inclusion and
microfinance activities.

1.2

Objectives and Scope

8.

Broadly, the aim of this TN is to provide guidance on good practices in regulating the

financial sector to enhance financial inclusion through Islamic finance, while also considering
proportionality in balancing the benefits of regulation and supervision against the risks and
costs. The TN underscores the importance of financial inclusion, due to its intricate connection
with economic growth, shared prosperity and poverty reduction, while furthering an
understanding of how financial inclusion policies and regulatory initiatives can support Islamic
microfinance/savings/investment activities. The TN also covers recent developments in
enhancing financial inclusion through digital finance and financial technology (FinTech)
platforms 9 while further identifying the current main challenges and emerging issues, as
experienced by the market players and regulators, in microfinance and financial inclusion
related to Islamic financial services. Finally, the TN explores practical modalities for the
integration of social finance modes in Islamic finance (e.g. zakah, sadaqah, waqf) with the
commercial IFSI to promote financial inclusion.
9.

Based on the above, the key proposed objectives of this TN are:


to provide international benchmark guidelines on regulatory and supervisory policies
to support financial inclusion initiatives in the IFSI;



to provide guidance to RSAs on the application of the proportionality principle so that
the benefits of regulation and supervision can be balanced against the risks and costs;

8
9

The survey exercise was conducted from October to December 2017.
However, the scope of this TN excludes discussion of crypto-assets and blockchain technology.

3



to factor in recent developments in enhancing financial inclusion through Shari’ahcompliant mechanisms by digital finance and FinTech platforms;



to consider a modality for the integration of modes of Islamic social finance (e.g. zakah,
sadaqah, waqf) with the commercial IFSI; and



to highlight challenges in, and propose solutions to, emerging regulatory issues in
microfinance and financial inclusion activities in the IFSI.

10.

The TF further noted the currently limited involvement of commercial banks in financial

inclusion activities and the active involvement of different types of non-bank financial
institutions (NBFIs) in the propagation of financial inclusion that includes microfinance.
Overlaps of regulatory functions on financial inclusion activities, often between banking sector
and capital market regulators, were also discussed by the TF.
11.

Based on these deliberations, the TF resolved that the TN is to extend its scope

beyond the banking sector and cover the role of NBFIs and the Islamic capital market in
promoting financial inclusion, where needed. In addition, the TN will cover microfinance
activities, which current evidence suggests represent a majority of the Shari’ah-compliant
financial inclusion efforts. The TF further resolved that the TN will not include the takaful sector
in its scope, as a recent joint IFSB–IAIS working paper has already covered the regulation and
supervision of microtakaful activities.10
12.

The IFSB envisages that this TN will serve as a useful complement to RSAs in

identifying appropriate regulatory flexibilities for various types of institutions and/or activities
involved in financial inclusion, proportionate to the risk exposures and implications for financial
stability (proportionality). The TN can also be used by jurisdictions as a benchmark for
assessing their regulatory and supervisory systems in relation to financial inclusion and
microfinance activities in the IFSI. The TN will further provide guidance to RSAs on the
utilisation of, and corresponding risks associated with, FinTech in the realm of financial
inclusion, as well as on the integration of Islamic social finance within the commercial IFSI.
13.

The IFSB, in line with its mandate, addresses its guidelines for the benefit of RSAs;11

however, it does not exclude other authorities (e.g. government ministries, specialised

See IFSB–IAIS (2015), “Issues in the Regulation and Supervision of Microtakaful (Islamic Insurance)”. Available:
www.ifsb.org/download.php?id=4413&lang=English&pg=/index.php
11 Normally, this includes central banks, capital market authorities, insurance authorities, financial services
authorities, supervision agencies, etc.
10
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supervision authorities, etc.) from utilising the guidance in this TN for the purposes of their
rules and regulations.
14.

While the IFSB standards published to date are primarily for the commercial IFSI, they

are referred to in this TN wherever appropriate relevance is established. These standards
include, but are not limited to, IFSB-1: Guiding Principles of Risk Management of Institutions
Offering Islamic Financial Services (IIFS); IFSB-3: Guiding Principles on Corporate
Governance for IIFS; IFSB-9: Guiding Principles on Conduct of Business for IIFS; IFSB-10:
Guiding Principles on Shari’ah Governance Systems for IIFS; and IFSB-12: Guiding Principles
for Liquidity Risk Management of IIFS.

1.3

Main Premises and General Approach

15.

The starting-point for development of the TN has been an analysis of the existing policy

documents on financial inclusion and microfinance by the various international financial sector
organisations and standard-setting bodies, including the GPFI and its implementing partners,
as well as the FSB, BCBS, IOSCO, IAIS, CPMI, IADI and FATF. Relevant useful work by the
Consultative Group to Assist the Poor 12 (CGAP), a global partnership of 34 leading
organisations that seek to advance financial inclusion, was also referred to in the analysis.
These policy documents were then assessed for their applicability to the IFSI, and to identify
areas where they did not adequately address the specificities of Islamic finance in general,
and Islamic financial inclusion and microfinance in particular.
16.

The analysis of these policy documents showed that, while efforts have been initiated

by the SSBs to enhance regulatory capacity (especially in terms of inclusive finance), specific
standards and guidelines aimed at enhancing the potential of Islamic finance for further
increasing financial inclusion are generally absent.13 Furthermore, studies conducted by SSBs
in which integration between inclusive finance and the IFSI has been carefully examined are
almost non-existent. Surveys on financial inclusion progress and developments by the SSBs
did not include questions on Islamic finance, although a notable exception is the CGAP’s
survey of Islamic microfinance institutions (MFIs), the results of which have been published in
2008 and 2013 in two focus notes entitled “Trends in Sharia-Compliant Financial Inclusion”
and “Islamic Microfinance: An Emerging Market Niche”.

12

CGAP is not an international standard-setting body per se, but CGAP publications cover a wide range of financial
inclusion topics, including consensus guidelines, focus notes, technical guides and other papers.
13 This, however, is not a limitation on the part of these organisations, since it is the IFSB, in line with its institutional
mandate, that is the responsible body for standard-setting activities related to Islamic finance.
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17.

This information gap supports the IFSB’s efforts in this TN to address the relevant

needs in the Islamic financial inclusion and microfinance space. Aside from international
organisations, the existing guidelines on financial inclusion and microfinance (including digital
financial inclusion) from national RSAs, as well as relevant articles and research papers by
the Islamic Research and Training Institute of the Islamic Development Bank (IRTI-IDB), were
also referred to in order to assist in the preparation of this TN for the Islamic finance industry.
18.

The general approach to this TN, in line with the IFSB’s organisational objectives,14 is

to build upon the standards adopted by relevant international organisations and to adapt or
supplement them only to the extent necessary to deal with the specificities of Islamic finance.
Hence, while no specific policy document from conventional standard setters can be used as
a benchmark for this TN, care has been taken to ensure that the guidelines in this document
do not depart from internationally accepted principles and practices, as applicable.

1.4

Specific Approach: Institution- or Activities-based Regulation?

19.

A number of specific approaches are taken by regulators globally in the development

and implementation of regulations. For instance, a regulator may take an “institution-based”
(also known as “entity-based”) approach, which involves setting prudential rules depending
upon the type of institution. Thus, under this approach, different kinds of institutions will be
subjected to different rules about, for example, permitted activities or capital adequacy. A
relevant example from the banking sector today is the marking of some banks as “systemically
important financial institutions” (SIFIs), which are generally required to comply with more
stringent prudential regulations.
20.

On the other hand, regulators may take an “activities-based” (or “functions-based”)

approach, which involves identifying and overseeing the riskiness of financial activities and
developing regulations that correspond to those activities. Thus, under this approach,
regulations will target the more risky products with stringent prudential requirements, and less
risky products with less stringent prudential requirements. This approach ensures that,
regardless of the type of institution, risky products are dealt with identically and none are
excluded, for institutional reasons, from being subject to stringent prudential regulations,
particularly if they are involved in complex financial transactions with implications for systemic
stability (e.g. in conventional finance, exposures in the derivatives market). An activities-based
approach also avoids any unreasonable application of strict regulations to various institutions
The first objective of the IFSB is “to promote the development of a prudent and transparent Islamic financial
services industry through introducing new, or adapting existing, international standards consistent with Sharī`ah
principles, and recommending these for adoption”.
14
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(e.g. applying bank-centric regulations to non-bank financial institutions under the institutionalbased approach) and enables a framework for proportionality in regulating different types of
institutions.
21.

This TN does not prescribe one approach over the other, and leaves the choice to the

discretion of the national RSAs. Globally, both approaches are practised, although some major
financial sector organisations have recently moved towards the activities-based approach for
systemic risk regulations.15
22.

Nonetheless, for the purposes of this TN, the TF has recommended adopting an

activities-based approach for developing policies and guidelines, as several different types of
institutions16 are involved in financial inclusion and microfinance activities. A relatively recent
survey by CGAP17 has also revealed the significantly more active involvement of different
types of NBFIs in Islamic microfinance activities as opposed to commercial banks.18
23.

Hence, three sections of this TN (Sections 3, 4 and 5) are dedicated to the prudential

guidelines and regulations for each of the three main activities of financial inclusion and
microfinance: financing, deposit taking and investments (equity-based financing). This
activities-based approach facilitates relatively easier utilisation by the RSAs of the guidance
provided in this TN with respect to specific activities.
24.

The TN, however, does not completely refrain from highlighting issues specific to the

regulation and supervision of particular types of institutions, and discusses them in Section 2
where such issues are presented, particularly in respect to the proportionate implementation
of the various activities-based guidance in this TN.
25.

The TN also fully recognises that while prudential regulations require an important

consideration of proportionality with respect to different types of institutions, in contrast, most
non-prudential regulations are generally applicable to all types of service providers. In
particular, non-prudential objectives of financial consumer protection and anti-money
laundering/countering the financing of terrorism (AML/CFT) are best achieved through a single
set of rules applicable to all providers of a given service. However, where necessary, due

For instance, IAIS has released its consultation paper in December 2017 on an “Activities-Based Approach to
Systemic Risk for Insurers”. This initiative by the IAIS has previously been welcomed and encouraged by the FSB
in its press release on 21 November 2017. The Financial Stability Oversight Council (FSOC) of the US Treasury
has also recommended to the President of the United States in its Report in April 2017 to prioritise an activitiesbased approach in the regulation and supervision of non-bank financial companies.
16 As discussed in subsection 2.3 of the document.
17 CGAP Focus Note No. 84: “Trends in Shari’ah-Compliant Financial Inclusion”, March 2013.
18 See Figure A, “Institutions Offering Islamic Microfinance Products”, in the appendix to this TN.
15
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guidance on proportionality with respect to non-prudential regulations is provided in Section 6
of this TN.
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SECTION 2: PRELIMINARY ISSUES
26.

This section defines various preliminary issues in financial inclusion, setting the stage

for an appropriate interpretation of the regulatory, supervisory and other guidelines provided
in this document. It clarifies the working definition of “financial inclusion” as adopted in this TN,
and highlights the specificities of financial inclusion activities through Islamic finance. It also
discusses, at an early stage, the challenges that different types of institutions bring to the
regulatory and supervisory framework, and some of the steps that can be undertaken to
address them.

2.1

Working Definition of “Financial Inclusion”

27.

There is no universally agreed-upon definition of “financial inclusion”. Several different

definitions are used globally by various organisations that refer to a set of activities with
relatively identical objectives. These objectives include enhancing access to formal financial
services for the segments of society that are currently either unserved or underserved by
formal financial institutions. This is usually achieved by addressing those constraints that make
it difficult for people to access and/or use financial services and products offered by the formal
financial institutions that are appropriate to their needs. These financial services and products
are not limited to accessing credit, but also include savings (defined broadly to include
transaction accounts), payments, insurance and investments.
For the purposes of this TN, conventional “financial inclusion” refers to “a state where

28.

individuals and businesses in a society have access to, and usage of, a range of affordable
and quality financial products and services that appropriately meet their needs; and that are
delivered by formal financial service providers in a transparent and simple manner, enabling
informed understanding and decision making by the customer”.
29.

This definition encompasses all the key components of financial inclusiveness:


Financial products and services are available and accessible by both individuals and
businesses, reflecting the specific issue in particularly emerging and less developed
economies where micro, small and medium-size enterprises (MSMEs) often find it
difficult to access finance at an affordable price.



The definition stresses both the access to and usage of the financial products and
services, since access might be available, but a lack of awareness by consumers may
limit their usage of these products.
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It reinforces the achievement of a balance between affordable products that do not
compromise on a certain level of quality in terms of efficiency, safety and reliability.



It highlights aspects of consumer protection and caveat emptor by way of ensuring the
appropriateness of financial products that are understood by the customer and offered
by the service providers in a transparent and simple manner.



Finally, it clarifies an intention to support financial inclusion activities by the formal
financial service providers to ensure regulatory coverage and protection of the
participants/stakeholders involved.

30.

On the last point specifically, several researchers have indicated that the financially

excluded may have other informal options (e.g. private moneylenders, friends and family, tribal
heads in rural areas, non-licensed pawnbrokers, etc.), which may offer customers better value
than formal products and providers.19 However, there are sometimes severe risks associated
with informal lenders using illegal or exploitative means in a case of non-payment to recover
the dues, which can force generations of a borrowing individual to fall into the poverty trap –
and in the worst case, slavery.
31.

Nonetheless, the entrenched presence of such informal financial service providers, at

least in some societies presently, cannot be ignored. Through a combination of prudential and
non-prudential regulations, these providers can be brought into the regulatory ambit for the
purposes of oversight, risk management and consumer protection. Correspondingly, this TN
provides a combination of both prudential and non-prudential guidelines that may well be
applicable to these traditionally informal institutions by way of a proportionate implementation.
32.

Hence, “formal financial service providers and facilitators” in this TN refers to those

that have a recognised legal status and includes entities with widely varying regulatory
attributes, subject to differing levels and types of external supervision. These should not be
understood to be referring to commercial financial institutions only (e.g. traditional banks);
rather, traditionally informal institutions (e.g. non-government organisations [NGOs],
cooperatives, religious institutions, FinTech platforms, crowdfunding entities) may well come
under this category if the RSA enables a framework to regulate them.
33.

As a last point, sometimes distinction is made between “financial inclusion” and

“microfinance” – a key distinguishing factor being that microfinance is often associated with a
provision of credit to the poor or less well-to-do segments of society with the intention of

19

As may be indicated where there is access to formal financial products and services, but limited or no usage by
financially excluded and underserved customers.
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helping them to elevate themselves out of poverty. There are also some other terminologies
in use, including “microcredit”, “microloan”, “microsaving”, “financial services accessibility”,
and so on. This TN, which uses an activities-based approach in its various sections, does not
always make this distinction in terminologies but refers to all activities that will enable the
objectives described in paragraphs 27 and 28 to be achieved. The TN does, however, achieve
a differentiation between activities by microfinance and other informal institutions vis-à-vis the
commercially established institutions through appropriate discussion of proportionality in
various sections.

2.2

Specificities of Financial Inclusion in Islamic Finance

34.

The concept of financial inclusion is well grounded in the Islamic economic and

financial system. Justice, transparency and equality form the foundation of an Islamic
economic system with the objective of developing a prosperous economic and social system.
Islamic economics gives just weight to both individual and societal interests and hence
encourages social harmony. Social solidarity is also supported by the subsystems of the
Islamic economic system, including Islamic finance, which is anchored in a number of
fundamental principles such as sanctity of contracts, links to the real economic sector and risk
sharing.
35.

The Islamic financial system’s endorsement of justice and risk sharing provides for the

establishment of a clear link between the Islamic concept of development and the notion of
financial inclusion, in view of their holding a common goal of enabling the development of
marginalised individuals and communities. Islamic financial contracts, particularly risk-sharing
financing instruments and social solidarity instruments such as sadaqah, waqf, qard and zakah
(see Figure 2.2.1), can be utilised for financial inclusion. The social solidarity instruments in
an Islamic economic system are intended specifically to safeguard the rights of the less able
through the income and wealth of the more able, thus ensuring social protection and poverty
alleviation, leading to wider social and financial inclusion.
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Figure 2.2.1: Key Social Solidarity Instruments in Islamic Finance

Sadaqah

36.

• Recommended charitable contributions intended
safeguard the rights of the less privileged in society.

to

Waqf

• Voluntary endowment of assets or funds to a trust, whose
usufruct is earmarked for charitable and socially beneficial
purposes specified by the founder.

Qard

• Loan given to a debtor without any repayment obligation to
the lender, beyond the loaned principal amount (i.e. interestfree loan).

Zakah

• A binding obligation of financial contribution disbursed to
specified recipients prescribed by the Sharî‘ah on those who
possess threshold level of wealth (niṣâb) for one lunar year.

In essence, while the concepts of financial inclusion and microfinance are in harmony

with the objectives of Shari’ah, Islamic finance has its own specificities and governing
principles for Shari’ah compliance that differentiate it from the traditional financial services
business. The rules and procedures are derived from Shari’ah (Islamic law), which requires
offering institutions to comply with factors beyond the traditional regulatory and supervisory
measures. Islamic financial inclusion and microfinance activities are also required to comply
with these additional measures based on the Shari’ah. Some of these specificities are
discussed below.
2.2.1

Permissible and Impermissible Activities

37.

There are Shari’ah rules in relation to permissible and impermissible activities. Shari’ah

deems some activities as prohibited (haram), and businesses and/or individuals engaged in
these activities may not avail themselves of Shari’ah-compliant financial solutions. The
commonly prohibited businesses in Islamic finance are those dealing with liquor, gambling,
vice-related activities (e.g. pornography, trafficking, etc.) and interest-based lending
businesses. Hence, operators in Islamic financial inclusion activities must ensure that their
operations comply with rules of halal (permitted) and haram (prohibited), and that they only
finance activities (of counterparties) that are permissible in Shari’ah.
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2.2.2

Shari’ah Contracts

38.

On the transaction level, Shari’ah requires contracts to be free of riba (interest), major

gharar (excessive uncertainty) and maysir (zero-sum/gambling outcomes). Since interest is
prohibited in Islamic finance, money can only be lent at par value. Therefore, interest-based
lending, which is the typical feature of conventional finance, is prohibited in Islamic finance.
Instead, Islamic finance utilises a number of different Shari’ah-compliant contracts to enable
financial intermediation activities. Commonly used Shari’ah-compliant contracts include
murabahah, ijarah, salam, mudarabah, musharakah and hybrids (i.e. a combination of two or
more of these contracts).20 Each of these contracts has its own set of rules and operational
mechanisms that lead to different sets of rights and responsibilities for the contracting
parties. 21 Intermediation activities for the purposes of Islamic financial inclusion and
microfinance are required to comply with the specific rules of these contracts. Any regulatory
and supervisory guidelines need to be cognisant of these rules and provide clarity about these
contracts in the marketplace.
2.2.3

Shari’ah Advisers/Board and Shari’ah Reporting

39.

Islamic finance activities need to be under ongoing supervision by qualified experts

who are well versed in the principles of Islamic finance and Shari’ah. The activities/institutions
may be supervised either by a Shari’ah adviser or by a team of three or more experts forming
a Shari’ah board. (The particular requirements for Shari’ah supervision can differ between
jurisdictions.) The regulatory and supervisory guidelines on Islamic financial inclusion and
microfinance activities need to be clear in terms of who or what constitutes a Shari’ah
adviser/board, and spell out in detail the “fit and proper” criterion in relation to it.
40.

Regulatory and supervisory guidelines also need to clarify the need for Shari’ah review

and audit on Islamic financial inclusion and microfinance activities, including the frequency
and type of reporting – whether to the general public, the board of the operator, or the regulator
for supervision purposes.
41.

A counterbalancing argument, however, is that many institutions involved particularly

in microfinance are small, and an option for reducing the costs of operations may be to rely
on a single Shari’ah adviser each, or for a number of smaller service providers to engage a
Shari’ah consultancy firm, or for one adviser to collectively serve a number of smaller service

For the meanings of these and other Shari’ah contracts and terminologies commonly used in Islamic finance,
please see the IFSB Glossary available at: www.ifsb.org/terminologies.php
21 These rights and responsibilities, and their regulatory treatment, are discussed as appropriate in the following
sections of this TN.
20
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providers. An additional modality may be when voluntary Shari’ah services may be offered by
Shari’ah advisers, Shari’ah advisory firms or Shari’ah boards of firms (e.g. Islamic banks) to
the smaller service providers as part of social solidarity/corporate social responsibility (CSR)
efforts. (This modality is discussed further in Section 6 of this TN.)
2.2.4

Products – Mechanism and Operations

42.

Aside from complying with halal/haram activities and utilisation of Shari’ah contracts,

the Islamic jurisprudence of transactions also has provisions regarding the way products
function and contracts of exchange are executed. The regulatory and supervisory guidelines
need to elaborate on the Islamic jurisprudence of transactions that would govern the execution
of Islamic financial inclusion and microfinance contracts. Generally, these are common in both
the conventional and Islamic activities in relation to guidelines on transparency, disclosure and
fairness to the consumers, as well as abstention from fraud, manipulation and exploitation of
buyers due to information asymmetry. The Islamic jurisprudence of transactions typically
requires offer (ijab) of products in clear terms and acceptance (qabul) by the buying party in
clear terms with sufficient information to enable reasoned decision making (The offer and
acceptance may not always be by way of uttering words, but may be through the action of
giving and taking.) This factor is of importance in both conventional and Islamic microfinancing
business, where the financial literacy of the customer is always a concern.
43.

There are also rules in relation to exit and restructuring requirements from a financing

transaction, including additional operational considerations with respect to late-payment
penalties, treatment of early payment, etc. These are typically premised on the Shari’ah
contract (e.g. murabahah, ijarah, salam, etc.) on which the transaction was originally
structured.
2.2.5

Sources of Funds – Social Solidarity Instruments

44.

Aside from own funds, donations, grants and subsidies from various individuals,

institutions and governments/donor agencies are typical features of financial inclusion and
microfinance activities. Accordingly, NGO-type microfinance institutions are typically nondeposit-taking institutions. In Islamic finance, there are particular contracts that enable
donations/grants such as sadaqah and waqf.22 These social solidarity instruments, in turn,
have their own specific concepts and contractual obligations that need to be duly considered
by the institution collecting these funds and utilising them for financial inclusion activities. For

See Figure 2.2.1 in this document, as well as the IFSB Glossary – www.ifsb.org/terminologies.php – for a detailed
discussion of this topic.
22
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instance, zakah can be availed of by eight types of recipients as defined by Shari’ah, and the
institution offering zakah funds for financial inclusion activities must ensure compliance with
these rules.
45.

While these non-commercial contracts are considerably easier to manage in non-

deposit-taking institutions, there is a need for further regulatory thinking in terms of integration
when they are utilised to raise deposits in commercial deposit-taking institutions. For instance,
a temporary cash waqf deposit with a specified maturity for withdrawal will likely attract a new
set of specific regulatory and prudential guidelines.
2.2.6

Commensurate Prudential and Non-prudential Regulations

46.

From a regulatory and supervisory perspective, the various specificities highlighted

above create the need for commensurate prudential regulations on matters such as solvency
requirements, liquidity buffers, Shari’ah compliance issues, etc. Policymakers will have to
carefully balance the costs of regulatory compliance against those of facilitating financial
inclusion and microfinance activities.
47.

Both deposit-taking and non-deposit-taking institutions will also need regulations – in

particular for non-prudential issues – in terms of consumer protection, financial literacy,
financial reporting and transparency, as well as know-your-customer (KYC) rules and financial
crime risk management. Given specifics from Shari’ah law, these institutions require
appropriate adjustments in business processes in the form of Shari’ah governance
requirements to ensure that non-prudential regulatory issues are soundly addressed.
2.2.7

Resolution Mechanisms

48.

Financial intermediation activities call for resolution mechanisms in the event of a

contracting party failing its obligations. A common restructuring process in conventional
finance typically involves according more time to the client to settle its obligations in exchange
for additional compensation for the lending party. The specificities of Shari’ah contracts utilised
in transactions, combined with prohibition of interest (riba), usually require a different
restructuring process in Islamic finance. The specific restructuring process would depend on
the type of contract used. Hence, for instance, microfinancing done on a murabahah sale basis
of underlying assets creates a debt obligation on the client; a default event then creates
complications, as the financing party is prohibited by Shari’ah from simply rolling over the
outstanding obligation for additional time in return for higher compensation from the client.
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49.

As such, regulations must provide clarity on how defaults and non-performance of

obligations should be approached. This need is particularly pronounced in the context of
financial inclusion and microfinance, where a relatively atypical segment is introduced into the
formal financial sector, bringing with it new risk considerations. Processes of increasing
financial inclusion will change the nature (and sometimes also the level) of risks, due to a
variety of factors, including the characteristics of currently financially excluded customers
(which differ from the “already served” with which the RSAs are most familiar), as well as the
nature of the products, services and providers capable of reaching them, and especially the
innovative approaches needed to accomplish significant increases in financial inclusion.
2.2.8

Other Considerations

50.

A further consideration arising from Islamic financial inclusion and microfinance

activities is the segregation of funds in mixed operators; that is, when institutions operate both
conventional and Islamic finance activities, funds mobilised through Shari’ah contracts should
only be used to finance Shari’ah-compliant activities. Hence, this calls for regulations
preventing a spillover of funds mobilised through Shari’ah contracts into the conventional
business.
51.

A common policy initiative by the national RSAs is to provide credit guarantees to

enhance the eligibility of MSMEs and other clients. This also calls for due consideration of
Shari’ah rules in the provision of guarantees for consumers that wish to avail themselves of
Islamic financial inclusion and microfinance services.
52.

A related concern will be ensuring the availability of skilled human capital who

understand the due rights and responsibilities arising from the various Shari’ah-compliant
activities to run and manage the operations of the Islamic financial inclusion and microfinance
businesses.
2.2.9

Working Definition of “Financial Inclusion” in Islamic Finance

53.

Premised on the various discussions above, this TN proposes a working definition of

“financial inclusion” in Islamic finance as follows: “a state where individuals and businesses in
a society have access to, and usage of, a range of affordable and quality Shari’ah-compliant
financial products and services that appropriately meet their needs; and that are delivered by
formal financial service providers in a transparent and simple manner while duly complying
with the rules of Shari’ah, thus enabling informed understanding and decision making by the
customer.”
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54.

An important implication of the above definition is that it addresses the condition of

voluntary financial exclusion due to faith-based reasons; this is a scenario where the financially
excluded are not necessarily “unbankable” or “uninformed”; rather, they chose not to avail
themselves of presently available financial facilities whose mechanisms contravene certain
religious beliefs.23 Hence, for a number of jurisdictions,24 the success of the commercial IFSI
was due partly to its ability to attract voluntarily excluded bankable customers.
55.

Hence, for the purposes of this TN, and generally regarding financial inclusion activities

in Islamic finance, it is not only restricted to the low-income segments of society but may well
include the “bankable” segments of society that are refraining from availing themselves of one
or more of the financial services in the form of financing, savings, takaful products and
investments, due to reasons of Shari’ah non-compliance of the operational mechanisms.

2.3

Types of Institutions and Regulatory Implications

56.

A variety of institutions are involved in the provision of financial inclusion services –

both formal and informal.25 They differ in terms of their size, nature of risks taken, business
models and operational complexities. In recent times, the progress made in FinTech has
opened doors to even more considerations, reflecting evolving risks and multiple types of
participants, products, services and distribution channels. Such developments make
supervision of financial inclusion activities an even more complex and challenging task. This
subsection discusses some of the regulatory and supervisory considerations based on the
different types of institutions involved in financial inclusion activities.
2.3.1

Proportionality

57.

The different types of institutions involved in financial inclusion mean that a “one-size-

fits-all” approach to regulation and supervision is unsuitable. Hence, the TN encourages RSAs
to adopt a proportionate approach to the regulation of institutions involved in financial inclusion
activities. The intention is to ensure that regulations do not overburden certain institution types
by way of increased regulatory compliance costs and by restricting competition and/or creating
certain barriers to entry. These two factors are particularly important, since a recent regulatory
and supervisory objective in financial inclusion has been to bring the mostly informal
23

See the discussion in paragraph 5 of this TN, as well as Table A in the appendix.
As identified in the survey of RSAs conducted as part of the due process in this TN’s preparation.
25 Compared to the traditional financial sector, financial inclusion activities may involve a wider variety of institution
types ranging from established commercial institutions to branchless/agent banks, mobile network operations, and
informal institutions such as NGOs, non-profit charitable institutions and so on.
24

17

institutions within the regulatory ambit for the purposes of sound monitoring and stability of the
financial system. Other non-prudential objectives include consumer protection and AML/CFT
risk mitigation.
58.

A number of methods are currently being used by different regulators globally to

introduce proportionality in a regulatory regime. Two specific approaches identified26 are the
categorisation approach and the specific standard approach.
i.

The categorisation approach involves establishing categories of institutions according
to different qualitative and/or quantitative characteristics and applying a specific
regulatory regime for each. These characteristics include size of financial indicators
(e.g. assets, deposits, etc.), cross-border activity, as well as the risk profile of
institutions. This approach enables the establishment of consistent prudential rules for
institutions sharing similar characteristics in a particular jurisdiction and, accordingly,
developing a commensurate approach for supervising the groups of institutions under
each category.

ii.

The specific standard approach involves establishing tailored criteria for the application
of specific requirements for a subset of prudential standards, such as disclosure
requirements, liquidity ratios, large exposure limits and market risk. Hence, under this
approach, exemptions or simplifications are made based on specific targeted areas of
regulations, thus allowing a more granular tailoring of regulatory requirements that
takes account of the specific characteristics of each institution or business and its
overall risk profile.

59.

In general, although different criteria may be used under either of the two approaches

described above, the size of the institution in terms of financial indicators is a prominent
feature. It is also possible to use a combination of these approaches, and the TN does not
specifically recommend one over the other. The following sections provide generic
recommendations on proportionality in relation to various activities in financial inclusion, and
RSAs may adopt whichever approach is appropriate for their jurisdiction. In light of the
activities-based approach taken in this TN, the implication for the categorisation approach
would be to segregate institutions according to their activities/functions and risk profiles. With
the specific standard approach, on the other hand, the requirements for prudential regulations
would depend upon the institutions’ activities and associated risk profiles.

Adopted from Financial Stability Institute (August 2017), FSI Insights on Policy Implementation No. 1 –
Proportionality in Banking Regulations: A Cross-country Comparison, Bank for International Settlements.
26
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60.

Overall, the principle of proportionality needs to be recognised and applied at every

step of the legislative and regulatory process so that existing and new legislation and
regulations are applied to institutions involved in financial inclusion in a proportionate way.
Specific to Islamic finance, the principle of proportionality also needs to be applied to the
Shari’ah Governance Framework to ensure that the extra costs associated with the Shari’ah
compliance processes do not make financial inclusion services providers less competitive than
conventional providers.
2.3.2

Inter-agency Coordination

61.

The different institutional types also bring with them various other authorities 27

responsible for their licensing, registration, regulations and monitoring. The IFSB’s survey of
RSAs28 identified several other organisations that had supervisory responsibility over financial
inclusion activities by different institutions in a jurisdiction (see Table 2.3.2.1).
Table 2.3.2.1: Institutions with Supervisory Responsibility over Financial Inclusion
Activities by Various Institutions
Commercial banks

Central Bank, Banking Control Commission, Financial Services Authority

Other deposit-taking

Ministry of Finance, Financial Services Authority

institutions

Non-bank financial

Securities and Exchange Commission, Ministry of Labour and Social

institutions

Development,

Associations

of

Non-Bank

Microfinance

Finance

Institutions, Banking Control Commission, Ministry of Commerce and
Industry, Financial Services Authority

Microfinance banks/

Microfinance Authority, Ministry of Finance, Central Bank

microcredit
institutions

Pawnbroking firms

Financial Services Authority, Ministry of Finance, Central Bank

27

Other authorities which are not understood to be traditionally central banks or securities and exchange
commissions.
28 The survey exercise was conducted from October to December 2017.
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NGOs

Ministry of Justice, Ministry of Domestic Affairs

Cooperatives

Ministry of Labour and Social Development, Provincial Government,
National Cooperative Financing Agency, Ministry of Cooperatives,
Ministry of Agriculture, Cooperative Development Authority

FinTech /

Central Bank, Securities and Exchange Commission, Ministry of

crowdfunding /

Communication/Communications Authority

mobile network-based
operators
Source: IFSB RSAs Survey 2017 (as part of the TN-3 due process), IFSB Summit 2017 proceedings (forthcoming)

62.

Importantly, the presence of several authorities having a mandate over, and

supervisory responsibility for, institutions involved in financial inclusion activities calls for a
strong

inter-agency coordination

mechanism. This TN strongly recommends the

establishment of a coordination body, either as a separate new forum or by empowering and
enhancing the role of any existing inter-agency coordination committee within a jurisdiction to
champion and coordinate the various other agencies on financial inclusion initiatives. A
specific agency may be designated to lead the efforts for inter-agency coordination on financial
inclusion (e.g. a central bank may set up a new committee or leverage by empowering an
existing one). The body may establish subcommittees as appropriate, and comprising
members nominated from various agencies, tasked with specified functions and
responsibilities of the overall financial inclusion agenda.
63.

This coordination body shall monitor that national financial inclusion targets (if any) are

being achieved in a timely manner, and that duplication of effort and overlaps in responsibilities
are avoided to ensure the efficient implementation of the financial inclusion mandate and
achievement of its objectives. Furthermore, there is a need to have uniformity of regulatory
standards for similar activities across different institutions to minimise regulatory arbitrage.
64.

Recent progress made in FinTech and digital financial inclusion platforms29 also brings

together several participants from different industries in the common pursuit of financial
inclusion activities. Importantly, this sometimes includes participants from outside the financial
sector – for example, mobile network operators, which are required to comply with non29

See the related discussion in subsection 2.3.4.
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financial sector regulatory regimes and, hence, are supervised by different authorities from
those in the financial sector. Effective inter-agency coordination becomes even more
significant in such situations to prevent ambiguities and overlaps that can lead to conflicting
regulations for service providers.
65.

The coordination body, or a specific committee within it, shall be tasked to ensure that

regulations for participants from different industries in financial inclusion activities are
implemented smoothly, and do not create ambiguities. Importantly, the committee has to
oversee, and intervene if necessary, to ensure that situations of conflicting regulations and/or
regulatory arbitrage30 are properly mitigated.
2.3.3

Regulatory Arbitrage

66.

The implementation of different regulations for a particular activity (e.g. financial versus

non-financial sector regulations for financial inclusion activities) creates regulatory arbitrage
risks if they are not properly managed and/or coordinated by the various authorities involved.
67.

For example, regulatory arbitrage risks may arise when regulations by an authority for

a specific activity are simpler than those by another authority for the same activity carried out
by institutions in different sectors (“cross-sectoral arbitrage” – e.g. AML/CFT guidelines by
telecom authorities for mobile network operators involved in financial inclusion, versus those
by central banks for financial institutions involved in financial inclusion).
68.

In all instances, “regulatory arbitrage” describes a situation where a particular service

provider attempts to benefit from the relaxed regulatory regime without there necessarily being
a corresponding reduction in the underlying risk, hence earning itself an undeserving
advantage even though the risk exposures have become insufficiently regulated.
69.

Regardless of the manner adopted by a service provider, the risk increases and poses

a threat to financial stability when exposures are not in appropriate reach of the supervisory
authority. The risks associated with regulatory arbitrage are particularly exacerbated in
financial inclusion activities, given the presence of several sectoral authorities (such as those
responsible for financial consumer protection or market conduct, telecommunications,
competition and data protection), leading to greater risks of supervisory overlaps, gaps,
inefficiencies and uncertainty, especially with innovation and rapid market evolution in many

30

See the related discussion on regulatory arbitrage in subsection 2.3.3.
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countries. Thus, the concepts of inter-agency coordination and risks of regulatory arbitrage
are very closely interlinked.
70.

The TN recommends an inter-agency coordination body to achieve harmonisation in

rules regarding specific activities in financial inclusion. This reduces incentives for service
providers to use strategies to avoid supervision by a specific authority, since harmonisation
would result in rules of similar strength by different authorities.
2.3.4

Digital Financial Inclusion (FinTech)

71.

Digital financial inclusion involves the deployment of digital means to reach financially

excluded and underserved populations with a range of formal financial services. The concept
is particularly noteworthy, and is rapidly gaining traction, since it enables formal financial
institutions to reach previously unserved areas (e.g. rural areas, suburbs, villages) in an
efficient and cost-effective manner. Reduced operational expenditure (e.g. by avoiding setting
up physical branches) also enables service providers to potentially lower transaction costs for
the customer, thus increasing affordability and usage.
72.

However, digital financial inclusion presents a potential new set of operational,

settlement, liquidity, credit, consumer protection and AML/CFT risks requiring an unorthodox
regulatory and supervisory approach by the RSAs. A number of factors31 contribute to the
specific risks of FinTech platforms versus those associated with traditional financial
institutions:
i.

New providers and new combinations of providers: FinTechs usually comprise new
service providers, either exclusively or in partnership with existing financial services
institutions. Setting proportionate requirements for licensing and regulation and
determining the best approach for supervision is challenging, with new institutional
types, especially those that are reliant upon other financial and non-financial firms for
important aspects of their business. Issues of liability, dispute resolution, redress, and
enforcement of rules also arise when a financial product is delivered by one type of
provider (e.g. a mobile network operator) but resides on the balance sheet of another
(e.g. a commercial bank). Having multiple providers also increases the risks regarding
data security and privacy.

ii.

New products and services: Digital financial inclusion typically introduces new products
and services (e.g. web-based crowdfunding, peer-to-peer (P2P) fund transfers, etc.)

31

Based on 2016 GPFI White Paper, “Global Standard-Setting Bodies and Financial Inclusion”, Part IV.A.
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that require a specific regulatory approach based on their structure and characteristics.
FinTechs also often bundle their financial services with other financial and nonfinancial products and services (e.g. a payment system facility with ride-hailing/taxi
services). This bundling adds the challenge of combining multiple regulatory guidelines
of different industries into a meaningful framework for such FinTechs.
iii.

Financially excluded and underserved customers: These sets of customers,
particularly those among the low-income segments, are usually inexperienced with
formal financial services and may not be adequately familiar with the use of digital
technology. They may also have limited literacy and numeracy. Such customers may
also not be aware of their own rights as consumers and are vulnerable to exploitation
by providers and their agents. Hence, consumer protection issues are of utmost
importance for this segment of customers and go somewhat beyond the scope of
traditional financial inclusion and microfinance activities.

iv.

Digital technology: Digital financial services rely on digital means of communication,
from the offering and delivery of a product through the entire product life cycle,
including complaints handling. The digital technology may vary in quality, impacting on
data privacy and security. Online risks, including hacking, give rise to concerns about
data security and privacy breaches, and about how traditional supervision (e.g. offsite
and onsite supervision and external audits) is to be conducted when platforms are
based on digital technology.

v.

Use of agents: Agents and agent networks may introduce new risks, particularly
operational risks, many of which are due to the outsourcing of core banking functions
to agents by the financial services providers and the resulting challenges to effective
training and oversight and recourse mechanisms. This, in turn, introduces an
increased risk of fraud and theft, lack of transparency, and misappropriation due to
customers’ lack of knowledge, poor cash management by the agent, and failure to
handle customer data confidentially. In addition, agents may not be well-trained in, or
may for other reasons fail to comply with, AML/CFT rules regarding performing
customer due diligence, handling records and reporting suspicious transactions.
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73.

Aside from the above general factors, the processes, subject matter and transactional

modalities of FinTech platforms in Islamic finance must be in compliance with Shari’ah.32
74.

Hence, digital financial inclusion has introduced a new regulatory challenge for the

global financial industry regulators and standard-setting bodies.33 For established financial
institutions, ex-ante regulations whereby certain rules and standards are a condition for setting
up operations are appropriate. However, for new start-up institutions, including FinTechs, the
ex-post regulatory model may be appropriate, since these institutions are smaller in size and
the risks are not well understood. The ex-post regulatory framework would involve minimal
regulations initially for smaller start-ups. As the institutions grow in size and the risks become
better understood, more stringent regulations are imposed.

34

The ex-post regulatory

framework recognises proportionality by using a “test-and-see” approach for regulating newer
types of institutions, including Fintechs, that promote inclusive financial services.35
75.

Accordingly, a number of RSAs have responded by way of introducing regulatory

sandboxes that enable the authorities to improve their understanding of the business models
and risks of FinTechs. The aim of the sandbox is to allow firms to test innovative products,
services and business models in a controlled market environment, while ensuring that
appropriate safeguards are in place. To that extent, sandboxes enable both the RSAs and the
FinTechs to experiment with a view to finding an appropriate mix that encourages the
development of innovative financing techniques while protecting customers and maintaining
financial stability. More streamlined and embedded regulations on FinTech are likely to follow
based on RSA experiences through the sandbox; however, this may be difficult if FinTechs
keep evolving and coming out with newer products and services.
76.

Overall, regulation and supervision of digital financial inclusion activities is a

developing area and the TN, in its various guidelines, duly highlights specific considerations
and/or treatments which may be essential for FinTechs and that differ from the typically nondigital financial inclusion activities.

32

See the discussion in subsection 2.2.
For example, what licensing and capital requirements should apply to the entity that owns the website providing
the platform? What AML/CFT guidelines or other client identification requirements should apply, and who should
bear responsibility for satisfying them?
34 Claessens, Stijn and Liliana Rojas-Saurez (2016), Financial Regulations for Improving Financial Inclusion,
Center for Global Development.
https://www.cgdev.org/sites/default/files/CGD-financial-regulation-task-force-report-2016.pdf
35 United Nations ESCAP (2017), Financial Regulatory Issues for Financial Inclusion,
https://www.unescap.org/sites/default/files/S6_Regulatory-Issues-for-FI.pdf
33
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2.3.5

Guidelines for Mixed Businesses

77.

A specific challenge in Islamic finance also arises when service providers operate both

conventional and Shari’ah-compliant businesses.
78.

“Mixed businesses”, for the purpose of this TN, refers to service providers that have

both Shari’ah-compliant and conventional products and services related to financial inclusion.
For instance, a crowdfunding platform may support fund-raising activities by both interestbased mechanisms as well as Shari’ah-compliant alternatives. Importantly, for the purpose of
this discussion, a service provider is one single legal entity operating both Islamic and
conventional financial inclusion activities.
79.

While the commercial IFSI has particular established guidelines in relation to the rules

and regulations regarding mixed businesses,36 their implementation is likely to be a costly
exercise, particularly for the smaller service providers in financial inclusion. The guidelines in
various sections of this TN are also applicable to such mixed businesses for the Shari’ahcompliant portfolio. However, the implementation and applicability is to be determined by the
relevant local RSA, keeping in view the market infrastructure available for supporting
regulatory requirements in a Shari’ah-compliant manner, as well as cost implications. As a
result, a proportionate approach also needs to be determined in terms of applicable Shari’ahspecific prudential and non-prudential requirements from operators of mixed businesses.
80.

Regardless of the above, the mixed-business operators of financial inclusion activities

must comply with some basic operational requirements. The operator has to ensure
separation of funds – to the extent that the financing, investment or deposit-raising activities
of the Shari’ah-compliant business are not co-mingled with conventional funds. This aspect is
particularly important for deposit-taking institutions, where funds raised through Shari’ahcompliant mechanisms must be used for Shari’ah-compliant financial intermediation or
invested in Sharī`ah-compliant assets.
81.

However, an exception may be when a non-deposit-taking service provider engages

in, for instance, Shari’ah-compliant microfinancing and the source of funds to the service
provider may be through donations, grants or other mechanisms that may not necessarily be
Shari’ah-compliant. In such instances, the only requirement is to ensure that the

For example, separation of funds in banking and takaful businesses (Islamic window guidelines) and Shari’ah
screening methodologies in the capital markets (screening for prohibited activities, purification of tainted income,
etc.).
36
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microfinancing activity on the assets side is fully conducted in a Shari’ah-compliant manner,
and that the source of funds will not be directly tagged to the financing activity.
82.

In the extreme case, the exception may also be further extended to deposit-taking

service providers where conventional deposit funds (i.e. interest-bearing deposits) may be
utilised to provide Shari’ah-compliant financial inclusion products. This exception is to be
accorded on the basis of public interest (maslahah) and necessity (darurah), and is only
applicable in jurisdictions where Muslims are a minority and/or are in impoverished conditions,
and to whom full-fledged Islamic microfinancing options are not available. In this situation,
there is a genuine need for Islamic microfinance while there are insufficient or no Shari’ahcompliant funds available to meet this need. Under such circumstances, the only requirement
is to ensure that the microfinancing activity on the assets side is fully conducted in a Shari’ahcompliant manner, and that the source of funds will not be directly tagged to the financing
activity.
83.

The supervisory authority must have appropriate mechanisms to supervise and

mitigate any risk that the above guidelines are not met by mixed-business operators. Such
operators must satisfy the supervisory authority that they have in place an effective and robust
internal system that achieves a separation of the Islamic and conventional transactions, and
that the business activities claimed to be Shari’ah-compliant are in fact truly in compliance with
Sharī`ah rules and principles, with appropriate risk management policies and practices in
effect.
84.

Where applicable and enforced by the local authority, the mixed-business operator

must also ensure that its Islamic financial inclusion business complies with the various
guidelines for Shari’ah-compliant financing, investment and deposit-taking activities set out in
this TN. This includes both prudential and non-prudential guidelines relating to capital
adequacy, liquidity management, resolution and insolvency, consumer protection, corporate
governance, etc.
2.3.6

Islamic Social Finance

85.

An additional consideration in relation to financial inclusion and poverty alleviation

activities in Islamic finance is the presence of Islamic social finance institutions that utilise
social solidarity instruments 37 for their activities. The IFSB survey carried out to support
preparation of this TN identified several countries with zakah or waqf institutions, Islamic

37

See Figure 2.2.1 in this TN and the discussion in subsection 2.2.5.
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foundations, and other types of charitable organisations/NGOs utilising social solidarity
instruments for financial inclusion as well as poverty alleviation activities.
86.

However, an overwhelming majority of the RSAs also indicated that these social

finance activities fell outside the regulatory ambit of all the financial sector RSAs in the
jurisdiction

and

were

registered

and

supervised

by

separate

and

specialised

ministries/religious councils. Some RSAs also suggested that these institutions were not
established from a financial inclusion perspective but more for charity purposes – and, hence,
did not require financial sector regulations.
87.

An emerging practice in Islamic finance is the integration of social solidarity

instruments by the commercial IIFS into their products and services. The IFSB survey for this
TN identified a few countries where IIFS utilised, for instance, cash waqf to offer specialised
deposit products to customers. These products had a fixed maturity period during which the
profits were earmarked for certain social and charitable projects; at the end of the maturity
period, the depositors could withdraw their cash waqf placements.
88.

Although this trend is still relatively new, with only a few practical cases, it does mark

a direction of regulatory interest that requires corporate governance standards and
supervision by the RSAs.
89.

Recognising the development phase of this integration of Islamic social finance into

the commercial IFSI, the TN discusses this concept and its related implications in Section 7.
The TN approaches the discussion from an exploratory perspective, highlighting the current
modalities in practice through specific country case studies and proposing commensurate
regulatory frameworks for their supervision. It also discusses feasible product mechanisms
supported by Islamic social finance contracts, as well as their usefulness for achieving the
objectives of financial inclusion.
90.

Overall, while various guidelines in this TN are not directly intended for Islamic social

finance institutions, the specific authorities with a mandate over them may consider utilising
some or all of these recommendations, as applicable, for their supervision. On the other hand,
the commercial IFSI is expected to comply with the various guidelines in different sections.
Therefore, the guidance in Section 7 specifically addresses commercial financial institutions
that utilise Islamic social finance contracts to offer certain products and services.
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SECTION 3: FINANCING
SUPERVISION
91.

ACTIVITIES

–

REGULATION

AND

This section outlines the key prudential regulatory and supervisory guidelines for

Shari’ah-compliant financing activities 38 undertaken for the specific purpose of achieving
financial inclusion objectives. The section provides the Shari’ah parameters that the service
providers in financial inclusion initiatives are expected to comply with in order for their products
and services to qualify as Shari’ah-compliant. The section also discusses specific
recommendations for the proportionate implementation of regulations for supporting the
Shari’ah-compliant financing activities by various institutions involved in financial inclusion.

3.1

Permissible and Impermissible Activities

92.

Financing activities in financial inclusion comprise a variety of forms and mechanisms

ranging from plain-vanilla microfinance loans and financing of specific asset purchases (e.g.
equipment) through to working capital financing (e.g. spot payment for deferred delivery of
commodities) and other means such as transfer of credits for purchases (e.g. mobile network
credits that can be sold for cash or exchanged for goods).
93.

Under all circumstances, regulatory/supervisory authorisation of financing activities in

Islamic financial inclusion initiatives can only be extended by the relevant authority under the
condition that the (a) product structure, (b) operational mechanism, and (c) overall objectives
of the financing transaction by the service provider do not contravene the principles of
Shari’ah39 (as ascertained by a competent approval authority – see paragraph below). These
conditions apply to all types of service providers that claim to offer Shari’ah-compliant financial
inclusion products and services and are under the relevant authority’s mandate. The service
providers who operate mixed businesses (both Shari’ah-compliant and conventional) are
required to comply with the guidance in subsection 2.3.5 as put into effect by the relevant
authority.
94.

In order to satisfy itself that the service provider meets the condition in the paragraph

above, the supervisory authority may require it to (i) seek approval of its financing products
and services by a centralised approval authority on Shari’ah where available (e.g. a centralised
Shari’ah board), or (ii) seek the opinion of and endorsement by a Shari’ah body.40 The actual

38

This section, however, does not consider equity-based financing activities, which are discussed in Section 5 of
this TN.
39 See the relevant discussion in subsection 2.2 of this TN.
40 This may be a Shari’ah board comprised of three or more scholars, an external Shari’ah advisory firm or an
individual Shari’ah scholar. See the discussion in subsection 2.2.3.
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requirement by the authority out of the two options above will be on a proportionality basis,
depending upon the size, complexity, affordability and riskiness of the service provider.
Regardless of the supervisory approach, the authority will require the service provider to
transparently disclose the basis for its claim to the Shari’ah compliance of its financing product.
95.

Premised on the above, all financing activities and/or service providers in financial

inclusion that do not comply with the requirements in paragraphs 93 and 94 will be deemed to
be “impermissible”.
96.

The relevant authority may also undertake to restrict some other activities – for

example, foreign-currency financing, money-transfer services, real-estate purchases, etc.
However, these activities may be universally applicable to both Shari’ah-compliant and
conventional financial inclusion activities. In addition, where an institutional approach to
regulations is undertaken, regulations may also limit the scope of activities by different types
of service providers. Once again, these activities will be universally applicable and not raise
any specific Shari’ah issue other than what has already been highlighted in this subsection.

3.2

Financing Modes and Instruments

97.

The prohibition of riba (interest) in Shari’ah entails that loaning of cash may only be

done at par value, and without any pre-specified additional consideration between the
contracting parties. Hence, the use of “qard” (loan) in Shari’ah-compliant financial inclusion
activities may generally be in a social context, without any expectations of returns beyond the
repayment of the loan. Actual costs incurred in disbursing funds to the borrower, however,
may be included in the qard-based financing, as allowed by the approval authority.41
98.

For any financing activities with an expectation of return, Shari’ah provides a number

of contracts that can be utilised to support financial intermediation. These include sale-based
contracts that allow financing through the sale of underlying asset(s), usually in exchange for
deferred payment of the price in instalments. The commonly used Shari’ah-compliant salebased contracts for financing activities include murabahah, salam, istisna and commodity
murabahah.42
99.

Financial intermediation may also be undertaken through lease-based contracts

consisting of periodical rental payments and a binding promise to conduct a sale that transfers
Here, and elsewhere in this document, the approval authority on Shari’ah matters is either of the two options
specified in paragraph 94 of this TN, and as appropriate to the service provider based on regulatory guidelines.
42 For the meanings of these and other Shari’ah contracts and terminologies commonly used in Islamic finance,
see the IFSB Glossary available at: www.ifsb.org/terminologies.php
41
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ownership of the leased asset to the lessee at the end of the lease period. The Shari’ahcompliant contract of leasing is ijarah, with some variations including ijarah muntahiya bil
tamleek, ijarah al-khadamat and ijarah mawsufah fi dhzimmah. Other types of contracts
include fee-based ones (e.g. wakalah), guarantee contracts (kafalah and rahn) and equitybased types (mudarabah and musharakah).
100.

Financial service providers in Shari’ah-compliant financial inclusion activities may

utilise any of these contracts – as a stand-alone contract supporting the product structure, or
through financial innovation, achieving a hybrid product structure combining two or more of
these contracts – provided that the overall outcome results in achievement of the conditions
specified in paragraphs 93 and 94 of this TN.
101.

The guiding principle in all circumstances is that the service provider must satisfy the

supervisory authority that its financing mode and instruments are in conformity with Shari’ah,
and that the product disclosure sheet duly clarifies the rights and responsibilities of the
contracting parties, commensurate with the type of contract utilised (e.g. payment obligations
in sales or lease contracts).
102.

The supervisory authority must also reasonably satisfy itself that the product structure,

as proposed by the service provider, is in fact practical, and not merely paperwork to seek
Shari’ah and regulatory approval. This requirement is to avoid situations where a product is,
for instance, approved on a murabahah basis involving buying and selling of a subject matter,
but in fact the service provider simply provides funds to the client without any actual sale and
purchase of that subject matter.43

3.3

Prudential Regulations

103.

Prudential regulations in the commercial banking sector are normally imposed on

deposit-taking institutions for the purposes of maintaining appropriate checks and balances
on riskiness of exposures, as well as to maintain a capital buffer to absorb losses on the assets,
and to lower the risk of depositors not receiving their full claims. The overall objective is to
prevent institutions from failuring and to maintain financial stability in the system. This objective
is also applicable in the context of financial inclusion activities based on financing structures
that require the counterparty to perform regularly on its instalments/obligations – hence,
attracting credit risk to the transaction.

43

This requirement is discussed further in subsection 3.4.2, ‘Supervisory Tools and Enforcement Mechanisms’.
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104.

The key consideration, however, is whether institutions that specialise in financial

inclusion activities should follow the prudential requirements applicable to commercial banks44
or have a tighter or lower requirement – for example, for the capital adequacy ratio – compared
to commercial banks.
105.

In general, there is no uniform practice by national regulators globally; however, in

most of the cases observed, prudential regulations are only applied by authorities on deposittaking financial inclusion institutions (e.g. microfinance banks), while non-deposit-taking
institutions (e.g. microcredit institutions) are only required to follow the non-prudential
regulations.45
106.

Within the context of prudential regulations, there is currently no international standard-

setting consensus on approaching minimum capital and other requirements for service
providers specialising in financial inclusion activities. Different jurisdictions have approached
the issue in their own tailored manner, reflecting the very different environments in which the
service providers operate. Some countries have applied a relatively simple prudential
regulatory regime,46 while others have adopted the minimum capital requirements as set by
the international standards for the banking sector. There is, again, no consensus on what
would be the components of capital for institutions specialising in financial inclusion activities.
107.

The guiding principle recommended by this TN is that service providers which mobilise

deposits from the public for the purposes of financing activities should be regulated under both
prudential and non-prudential guidelines. The extent of prudential regulations will be
commensurate with the size, complexity and type of financing activities47 undertaken by the
service provider. Nonetheless, the prudential regulations should cover all important aspects,
including capital adequacy, risk concentrations, financing limits, provisioning requirements,
credit enhancement mechanisms, etc. The supervisory authority should also have in place a
mechanism for regular reporting by the deposit-taking service provider and, when necessary,
on-site inspection rights by law.

44

For example, financial sector regulations benchmarked to Basel III and IFSB-15 guidelines.
There are known exceptions in some countries where non-deposit-taking institutions are required to comply with
prudential regulations. These, however, are classified as going beyond the recommended requirements.
46 For instance, some countries have approached capital regulations by setting limits on the aggregate amount of
all deposits and advances by the institution in relation to its core capital. Such types of ratio are a cruder measure
than the capital adequacy ratio, as it does not use risk weights to reflect the differences in risk associated with
different kinds of assets.
47 Here, a distinction may be made between the types of activities that a service provider is allowed to undertake
– for example, small-sized financing, credit guarantees, asset-purchase financing, etc. Hence, the prudential
requirements will vary, depending upon the permissibility of the activities.
45
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3.3.1

Risk Management Framework

108.

All institutions involved in financing activities must generally have robust and integrated

risk management frameworks, regardless of whether the service provider is a deposit-taking
or a non-deposit-taking institution. This is to sustain the going-concern viability and reputation
of the institution, whether it is a for-profit or a non-profit service provider. The regulatory
emphasis, however, is mainly on deposit-taking institutions for reasons of depositor
protection48 and financial system stability. Effective supervision may also be conducted only
on deposit-taking institutions for reasons of costs versus benefits/implications to the financial
system as a whole.
109.

The TN recommends that all service providers in financial inclusion financing initiatives

have in place appropriate policies, systems and procedures to identify, measure, monitor and
control their risk exposures. This recommendation is applicable to both for-profit and non-profit
service providers whose financing facility imposes repayment terms on the client.
110.

The service provider should also have in place an information technology- (IT-) based

risk management system (if feasible), or any other manually established bookkeeping system
that keeps track of, and files, details of the outstanding obligations of its clients, their personal
particulars (e.g. in line with applicable AML/CFT requirements), their intended use of the funds
received, copies of identity documents of the clients and guarantors (where applicable), and
other relevant documents in support of the financing facility extended. Appropriate backups of
such files should be stored in a safe location.
111.

Depending upon the types of financing activities undertaken by the service provider,

the risk management system in place should recognise the general risks (e.g. credit risk,
market risk, operational risk) as well as specific risks, including Shari’ah non-compliance risks.
For the purposes of establishing the risk management parameters, the service providers may
rely on guidance provided by appropriate IFSB standards49 or other standards published by
international standard-setting bodies,50 or may base it on their local regulatory guidelines.
112.

An important consideration, however, is how regulations will specify the rigorousness

of the risk management framework, as well as the external audit and validation requirements

48

Regulations for deposit-taking institutions from a liquidity risk perspective are discussed further in Section 4 of
this TN.
49 For instance, IFSB-1: Guiding Principles of Risk Management for Institutions (other than Insurance Institutions)
OfferingOonly Islamic Financial Services (IIFS). Available at:
https://www.ifsb.org/download.php?id=4357&lang=English&pg=/published.php
50 Such as BCBS, IOSCO, FATF, etc.
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for different types of service providers. Proportionality51 will be an important guiding principle
in this regard when approaching risk management and audit regulations, as well as the extent
of supervision, for the various service providers in Shari’ah-compliant financial inclusion
initiatives. Effective and ongoing supervision may also be reserved only for deposit-taking
institutions, while non-deposit-taking institutions may utilise other forms of monitoring (e.g.
through independent boards, corporate governance committees, etc.).52
113.

In all circumstances, the risk management framework and its monitoring will feed

inputs towards the implementation of the various prudential guidelines applicable to the
service provider, and hence appropriate regulatory and supervisory clarity needs to be in place
to assure some mechanism which can validate the soundness of the risk management system
in place at the service provider.
3.3.2

Capital Requirements

114.

For the purposes of capital requirements on service providers offering Shari’ah-

compliant financial inclusion activities, this TN benchmarks to the minimum capital
requirements as set out in Sections II and III of IFSB-15,53 including for nine classes of Islamic
financing assets as described in Section IV of IFSB-15, taking into account both credit risk and
market risk as appropriate. These minimum capital requirements may be updated by the IFSB
from time to time, and the TN is understood to refer to the latest guidelines as and when
available.
115.

The regulatory authorities have due discretion to approach the minimum requirements

set out in IFSB-15 on a proportionate basis, reflecting the specific activities allowed to be
undertaken by the service provider. For instance, a service provider that is permitted to offer
almost all the financial services of banks, including current accounts, is likely to have a full
implementation of the minimum requirements set out in IFSB-15.
116.

In all circumstances, the regulatory authority needs to achieve a balance between the

objectives of financial safety and financial access when setting the minimum capital
requirements; an overly burdening capital requirement will restrict the financing ability of the

51

See the preliminary discussion in subsection 2.3.1 of this TN.
Specific discussion on corporate and Shari’ah governance is provided in subsection 6.2.4 of this TN under nonprudential guidelines.
53 Available at: www.ifsb.org/download.php?id=4371&lang=English&pg=/published.php
52
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service provider, while a too relaxed capital requirement may put the depositors and the
financial system at risk.
117.

The regulatory authority may also introduce additional indicators for capital adequacy

purposes (e.g. leverage ratio54), or require the service providers to hold additional capital if the
authority considers appropriate in respect of market or concentration risk and other specific
risks.
118.

Specific to the case of FinTechs and crowdfunding platforms, while this is a developing

area, at present, these platforms are usually identified to be non-deposit-taking institutions
since their sources of funds for financing activities may either be investment/equity-based
(where funding clients absorb losses, if any) or through donations/contributions, which may
not involve repayment to the fund providers.
119.

In the first instance, when sources of funds are equity-based, the emphasis in

prudential regulations will mainly be on operational risk; hence, capital requirements on the
service provider will be for operational and negligence/misconduct risks that may potentially
require the service provider to absorb losses and indemnify the equity providers against such.
In the second instance, where donor-based funds are used for financing activities, the
emphasis is mainly on non-prudential regulations; hence, capital requirements may not be
imposed upon the service provider.
3.3.3

Financing Limits

120.

A common regulatory feature for institutions specialising in financial inclusion activities

is to introduce financing limits. These may be, for instance, a maximum credit transaction size
(or “loan size”, as it is called conventionally), expressed as a percentage rate of capital held
by the institution (e.g. maximum financing size of 10% of total capital to a single client), or
simply an absolute amount (e.g. USD 2,000 to a single client). Limits may also be applied in
relation to exposures to specific economic sectors (e.g. low-cost housing, FinTech start-ups,
etc.), type of clients (individuals, MSMEs, etc.), aggregate limits on a group of clients (e.g.
exposure limit of 20% of total capital for the five largest clients) or even in relation to the
duration for which the financing is extended (e.g. a maximum of two years).
121.

Financing limits may be imposed either on specialised institutions for financial inclusion

activities, or on activities by other types of institutions that wish to offer financial-access

54

See subsection 2.4 in IFSB-15.
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products (e.g. basic bank accounts by commercial banks), and in this process benefit from
relaxed prudential regulations for such types of products and services.
122.

The TN encourages implementation of financing limits, commensurate with the specific

country, region and sector context in which the financial services provider operates. These
limits serve as useful prudential regulations that achieve the mitigation of concentration risk
while also enabling the supervisory authority to clearly identify activities (or institutions) that
are eligible to benefit from a proportionate regulatory treatment. Financing limits also protect
the financial system from instability risks due to overexposure to a specific segment, the nonperformance by which could lead to the service provider’s failure and potentially to spillover
effects in the system.
123.

Given the heterogeneities in jurisdictional and sector-specific contexts, the TN is not

in a position to prescribe recommended limits for financing activities in financial inclusion, and
these are expected to vary between countries and within different economic sectors. For
instance, in the less-developed economies, an absolute financing limit of USD 500 might be
significant for financial inclusion activities; in contrast, the more developed economies may
find USD 3,000 a more appropriate limit.
124.

Some of the considerations in deriving such limits by the regulatory authority will

include consideration of the type of client – for instance, financing limits for individual financees
may be at a lower value (e.g. USD 1,000, or 2% limit to total capital) than applies for groups
of financees (e.g. USD 3,000, or 6% limit to total capital) or MSMEs (e.g. USD 5,000, or 10%
limit to total capital). This is recognising that the financing needs of groups of financees and
MSMEs are typically larger than those of individuals.
125.

The authority may also enable more than one window of regulations – for instance,

based on size of capital – which will segregate service providers into different categories, and
with each category attracting a different financing limit. As the service providers move into
higher categories, they will benefit from a relaxation in the financing limit to enable them to
offer comparatively larger-sized financing products and services.
3.3.4

Provisioning

126.

Setting aside provisions for financing portfolios of deposit-taking institutions is a

common prudential regulatory requirement. However, the terms of the financing activities by
service providers specialising in financial inclusion may differ slightly from those offered by the
traditional deposit-taking financial institutions.
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127.

Financing activities in financial inclusion usually involve more frequent instalment

payments (e.g. daily) and shorter financing maturities (e.g. from one month to a maximum of
two years). Hence, the provisioning requirements for eligible financing by service providers in
financial inclusion are expected to be more conservative than those for commercial banks. For
instance, a microfinance arrangement for a three-month period, unsecured by collateral and
with weekly scheduled payments, presents a higher likelihood of default in the event of two
months of non-performance than a five-year car finance arrangement, payable monthly and
secured by the car itself as collateral.
128.

Hence, this TN recommends a more conservative approach to setting aside provisions

for financial inclusion-specific financing activities. This recommendation is premised on four
factors: (i) maturity, (ii) frequency, (iii) collateral, and (iv) probability of default. As seen in the
example above, such types of financing are typically extended for shorter durations (maturity),
require more frequent instalment payments (frequency), are usually unsecured (collateral) and
potentially present a higher likelihood of default (probability of default).
129.

For such products and services characterised by the four factors above, two types of

provisions should be set aside by the service provider: a general provision on the whole
outstanding financing portfolio, and specific provisions depending upon the number of days
payments are overdue.
130.

The exact nature of specific provisions is likely to vary between countries, depending

upon their local regulations, accounting standards and sector-specific contexts, as well as the
permissibility of activities and financing limits and maturities imposed. However, the specific
provisioning rates will be higher in percentage terms as well as quickly moving to a full 100%
for a lesser number of days overdue than stipulated by the traditional regulations for the
banking sector. For instance, specific provisioning may start as soon as one day after a
payment is missed, and reach 100% as early as 90 days from non-payment.
131.

Different schedules may also be used for financing that has non-performed for the first

time in comparison to previously restructured credit facilities. This approach takes into account
the higher risk of non-repayment for accounts that have already not been performing regularly.
132.

A simpler “basket approach” may also be utilised where provisions are set aside for

the total outstanding financing amounts at each risk grade (substandard, doubtful and loss),
and not on an individual financing account basis. Such an approach makes calculation of
provisions less tedious, particularly if the service provider has many financing accounts and
does not have in place a robust IT system to support its calculations.
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133.

Yet another option for specific provisions is to base them on the number of instalments

missed, which is assumed to be a better indicator of risk than the number of days or months
payments are overdue.
134.

In all circumstances, the service provider is expected to review its total exposures and

assess changes in the riskiness of its assets as frequently as every month, and to make
appropriate adjustments to the provisions set aside. The service provider should also send to
the supervisory authority, at least once every three months, its schedule of total exposures,
showing the provisions made for losses or deterioration in the quality of its risk assets.
However, the frequency of this reporting may vary, depending upon the size, nature and
complexity of the service provider. The supervisory authority may also have in place other
mechanisms, such as on-site supervision, as and when it feels appropriate.55
3.3.5

Credit Enhancement Mechanisms

135.

The “bankability” of clients (whether individuals, groups or MSMEs) for financial

products and services can be “credit enhanced” through various mechanisms that are
intended to reduce their credit risk and enable clients to avail themselves of a service
provider’s financing facility. The simplest way is through availability of collateral. However, the
consumers targeted by financial inclusion initiatives often have little or no collateral to support
their application. Credit enhancement may also be through third-party guarantees provided by
another “bankable” individual or institution (e.g. specialised government agencies that usually
provide guarantees for specific financing, such as for women, agriculture, etc.).
136.

In normal circumstances, the mechanism for credit enhancement in financial inclusion

activities through Islamic finance must be Shari’ah-compliant and in conformity with guidance
specified in paragraphs 93 and 94 of this TN. However, subject to approval by the relevant
approval authority,56 an exception to this requirement may be made to the credit enhancement
mechanism if the product or service itself and the objective of the financing transaction
complies with the principles of Shari’ah. This exception is made only when a client wishes to
avail themselves of Shari’ah-compliant financing for a permitted (halal) activity but possesses
only Shari’ah non-compliant collateral (e.g. interest-bearing government securities or
conventional savings instruments).
137.

This exception is given on the basis of public interest (maslahah), since the main

financing contract and its intended activities are Shari’ah-compliant, but for the benefits to be

55
56

Discussed further in subsection 3.4.
See footnote 42.
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derived from credit enhancement, the contracting parties agree to utilise a Shari’ah noncompliant collateral. A further consideration in this exception is that in an event of default, the
service provider will have rights to recover its outstanding amount from the client through the
principal portion of the collateral (excluding any interest-based income), while any excess from
the principal portion and the interest-income portion in total is to be returned to the client. This
part of the exception will also only be applicable to financing activities categorised as financial
inclusion initiatives.
138.

A further option for the client is to secure a third-party guarantee from either a

conventional or a Shari’ah-compliant institution.57 Aside from the above, in the conventional
microfinance industry, some service providers supporting financial inclusion initiatives have
also put in place group-based lending practices whereby a financing facility to an individual
client is secured by a group of consumers – usually close relatives, associates and fellow
residents in villages and communities. There are a number of variants of the group-based
lending modalities as practised in different jurisdictions, and some regulators may opt to
recognise these guarantees as “collateral” or a “credit enhancement mechanism”. Where such
recognition is accorded by the regulatory authority, the client may benefit from a lower credit
risk rating if the financing is extended on the basis of a group guarantee.58 In the specific case
of Shari’ah-compliant group-based financing practices, these need to be reviewed and
approved by an approval authority.
3.3.6

Resolvability and Insolvency

139.

Issues surrounding resolvability and insolvency of service providers in financial

inclusion activities will be under the purview of the country’s legal system. Most countries do
not have specialised courts for Islamic finance, and disputes and defaults are handled by the
civil courts. Nonetheless, a few countries have enacted laws where civil courts are required to
refer to guidelines on Shari’ah-compliant financial activities by the regulatory authority; these
are countries that have in place a centralised Shari’ah board at the level of the regulator and/or
national authority.
140.

Where disputes and insolvency issues involve institutions carrying out Shari’ah-

compliant financial inclusion activities, the legal system may wish to take into account
guidelines on Shari’ah-compliant financial activities issued by the regulatory authority, where
available. It may be that these Shari’ah-compliant guidelines were not intended for financial
57

See the related discussion of institutional guarantees (both Islamic and conventional) in subsection 7.1.2.
Nonetheless, group-based lending practices have raised issues, from a consumer protection perspective, in
cases where they have led to overburdening societal pressure, causing consumers who default to “lose face”. See
the discussion in subsection 6.2.1.
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inclusion activities, but for the commercial Islamic finance industry. Nonetheless, the tenets of
Shari’ah, and the rights and responsibilities of contracting parties in relation to Shari’ah
contracts, are the same, regardless of the nature of the business model or operational modality
of the financial services providers.
141.

Where the legal process and courts do not make reference to Shari’ah, this problem

also exists for commercial Islamic financial industry transactions, and the financial inclusion
activities may be no different. In general, this issue is normally beyond the control of the
regulatory authorities and concerns the legislature and legal system in place. The reliance on
court processes is also likely when actions are involved against the service provider.
142.

For cases of disputes at a transaction level, it is likely that matters may not be brought

to court due to time and cost factors in respect to the small transaction size of financial
inclusion-specific financing. However, appropriate disclosures must be made by the services
provider, such as in its product disclosure sheet or in the terms and conditions of the product
sheet, signed by the customer, which clearly spells out the dispute resolution process to be
followed in the event of a dispute, default or any other matter.
143.

Specific to transaction-level financial inclusion disputes, an option to settle issues may

be by way of arbitration, where two conflicting parties may come to a reasonable agreement.
The arbitrator may be a special tribunal set up by the regulatory authority to address disputes
in financial inclusion activities, and the contract between the financer–financee would name
this tribunal as the mediator. If this option is selected, the special tribunal may seek Shari’ah
guidance on disputes from a centralised approval authority on Shari’ah where available (e.g.
a centralised Shari’ah board), or appoint a third-party Shari’ah body59 to its panel to provide
guidance on the appropriate rights and responsibilities of the parties involved in the dispute.
144.

See also the discussion on recourse options for financial inclusion consumers in

subsection 6.1.4 of this TN.

3.4

Supervision

145.

The supervision approach for service providers involved in financing activities

specifically for financial inclusion initiatives may differ slightly from that required for supervision

This may be a Shari’ah adviser, a Shari’ah board comprising three or more scholars or an external Shari’ah
advisory firm. See the discussion in subsection 2.2.3.,
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of commercial banks. This variation reflects the different product structures, operational
mechanisms and business models of the service providers.
146.

In contrast to commercial banks’ activities, financial inclusion-specific financing

normally differs in terms of (i) maturity, (ii) frequency, (iii) collateral, and (iv) probability of
default;60 hence, it requires a proportionate approach to regulations.
147.

Correspondingly, supervision of these activities (and financing portfolios) also requires

appropriate knowledge of the service providers’ business methods and operations by the
examiners, along with experience and ability to derive sound interpretations and judgments.
The examiners for the financial inclusion segment must be familiar with the differences in
regulatory treatment for such financing activities, as well as undertake additional training to
acquire the specific examination skills and techniques needed for this sector’s (or its specific
financing portfolios’) supervision.
3.4.1

Supervisory Responsibility

148.

The TN recommends establishing a dedicated supervision unit, responsible for the

supervisory functions related to financial inclusion activities. There are a number of different
ways this may be achieved, as outlined below. The ultimate choice will depend on the specific
country’s situation, and the TN acknowledges that there is not a “one-size-fits-all” approach.
149.

First, the supervision of deposit-taking financial inclusion service providers may be

placed with the same authority that supervises commercial banks. The authority may either
designate staff within the same supervision team (e.g. a sub-team of non-commercial banking
supervisors), or establish a separate department for financial inclusion activities that consists
of teams for different functions, including one for supervision. The advantage of the same
authority having supervisory function for both commercial and financial inclusion-specific
institutions is that it enables a lowering of regulatory arbitrage and improves coordination, as
the same authority is cognisant of rules and regulations applicable to both segments.
150.

However, country-specific circumstances may mean this first option is not feasible. For

instance, a country may have a large number of rural banks, microfinance banks, development
finance institutions, cooperatives, etc. engaged in financial inclusion-specific activities, each
with a different authority having a mandate over it. In such conditions, a second option is to
establish, in each of these authorities, dedicated supervision units having responsibility over

60

As discussed in subsection 3.3.4 of this TN.
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institutions under their mandate, but complying closely with guidelines on inter-agency
coordination61 to prevent overlaps, ambiguities and risks of regulatory arbitrage.
151.

Another consideration for the first option is that the single banking authority itself may

not have the resources, specialisation and skills to undertake responsibility for supervision of
a whole new segment not necessarily familiar to the authority. In such conditions, a third option
is to share supervisory responsibilities among the financial sector regulators (e.g. a central
bank, capital markets authority, insurance authority, etc.) while complying with the guidelines
on inter-agency coordination.62
152.

A fourth option also entails establishing a new and separate financial inclusion

authority altogether, where certain types of service providers (e.g. microfinance banks,
microcredit institutions, NGOs and other types of non-bank financial institutions) fall under its
mandate.63 This option is particularly in response to a situation where there is a large number
of previously informal or unlicensed service providers engaged in financial inclusion activities.
The new authority enables a specific focus to bring such institutions within the regulatory ambit
while also effectively licensing, monitoring and regulating them. It also avoids the risk of the
central banking authority unintentionally having to divert its focus from the commercial financial
sector by taking on responsibility for this segment. This new authority may also be in a better
position to introduce some form of registration requirements for the non-deposit-taking service
providers who, while not posing any major systemic risk, will still be required to comply with
non-prudential regulations (e.g. AML/CFT measures, corporate and Shari’ah governance,
etc.).
153.

Specific to the recent emergence of FinTech and crowdfunding, these platforms bring

with them their own set of considerations. Not all FinTech and crowdfunding platforms have
been introduced with the intention of financial inclusion initiatives; nonetheless, their role in
and ability to support financial inclusion initiatives is also generally agreed upon.64 Also, most
FinTechs and crowdfunding platforms are not usually identified as deposit-taking institutions,
since the sources of funds for financing activities may either be investment/equity-based
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Presented in subsection 2.3.2 of this TN.
Presented in subsection 2.3.2 of this TN.
63 For instance, Bangladesh set up a Microcredit Regulatory Authority (MRA) to promote and foster sustainable
development of the microfinance sector by creating an enabling environment for NGO–MFIs. MRA is the central
body that monitors and supervises microfinance operations of NGO–MFIs. A licence from the MRA is mandatory
in order to operate microfinance operations in Bangladesh as an NGO.
64 The IFSB survey conducted as part of the process of developing this TN found that RSAs saw a positive link in
supporting the emergence of FinTechs in order to achieve financial inclusion objectives.
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(where funding clients absorb losses, if any) or through donations/contributions, which may
not involve repayment to the fund providers.
154.

The regulatory and supervisory approach to FinTech and crowdfunding platforms is

still developing.65 In some countries, the central bank has taken the lead in regulating and
supervising them (at least through regulatory sandboxes); in others, it is the capital market
authority. The various prudential guidelines for financing activities in this section may also be
applicable to FinTech and crowdfunding platforms if they are identified by their supervisory
authority to be “deposit-taking”. Accordingly, the supervision will also be undertaken by the
authority (either a central bank or securities commission) that has responsibility for them.
3.4.2

Tools and Enforcement Mechanisms

155.

Supervision tools and enforcement mechanisms depend largely upon the type of

institution involved, and proportionality is of prime importance when devising a supervisory
framework for financial inclusion activities. For instance, common supervisory interventions
for the banking sector in the form of on-site inspections, recommendations for action,
corrective enforcement, cease-and-desist orders, and intervention and liquidation may not be
feasible (in terms of costs and effort, and with few implications for financial stability) for the
NGO type of service providers, which may be in large numbers and in far and remote locations.
156.

Nonetheless, supervisory sanctions and corrective actions are important in order to

deter, at least, the deposit-taking service providers in financial inclusion from contravening
regulatory requirements intended to protect the participants and the financial system. Any
proportionate approach towards different types of institutions must still be stringent enough to
deter the service providers from violating regulations.
157.

The TN does not prescribe any specific supervisory tool or enforcement mechanism

for financing activities in financial inclusion; the supervisory authorities have the discretion to
identify various types of institutions in their mandate and to evaluate which of the supervisory
tools are most effective for each type. The type of proportionate regulations applicable to each
type of institution will also be a factor in this decision. For instance, some enforcement
mechanisms (e.g. recapitalisation of an institution or forced asset sales) may be more effective
for the commercial banks but not really feasible for small rural-based deposit-taking banks,
which normally have a fixed capital source (and thus no option for raising new capital through

65

See the related discussion in subsection 2.3.4 of this TN.
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stock market listing) and do not have ownership of high-quality unencumbered assets for
liquidation.
158.

The focus of supervision for the financial inclusion financing activities should be on the

service providers’ internal risk management framework – that is, systems and policies for
extending financing, collecting repayments, effective credit risk mitigation efforts, internal
controls and governance, as well as the performance and provisioning of the financing portfolio.
159.

Where violations or lax implementation of regulations are observed (both prudential

and non-prudential), the TN acknowledges the importance of supervisory sanctions and
corrective actions to instil an environment of integrity in the financial system. Hence, actions
may include regulatory fines where, despite supervisory warnings, a service provider fails to
meet regulations without any reasonable justification. In addition to fines, individuals proven
to be deficient in their duties may be subjected to suspensions, removals and even
imprisonment, as ruled by the court of law. Specific supervisory sanctions (e.g. a ban on
paying dividends, restrictions on new lending or on new deposits mobilisation, orders to write
off bad debts, the requirement for higher regulatory reserves) may also be used by the
authority where necessary. In the extreme case, the licence of the service provider may be
revoked altogether with an instruction to liquidate the assets.
160.

The trigger for each of the above supervisory actions is likely to vary between countries;

for instance, in some jurisdictions, it may be large losses or the depletion of capital in deposittaking institutions. Based on the local legislation, some countries may require court orders in
order to enforce any supervisory action.
161.

The supervisory actions are also applicable to FinTech and crowdfunding platforms

when, at a minimum, violations in non-prudential regulations are observed (e.g. misleading
claims or fraudulent descriptions of products, engaging in money-laundering activities, etc.).
As highlighted above, non-prudential regulations are applicable to both deposit-taking and
non-deposit-taking financial inclusion institutions; however, supervision may be comparatively
less rigorous for non-deposit-taking institutions.
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SECTION 4:
SUPERVISION

DEPOSIT

ACTIVITIES

–

REGULATION

AND

4.1

Categorisation of Deposit-taking Activities

162.

Not all service providers in financial inclusion activities are deposit-taking institutions;

a financial inclusion service provider may have other sources of funds, including
grants/donations, crowdfunding contributions, investment/equity-based funding (where clients
absorb losses, if any) or any other mechanism (e.g. Islamic social solidarity instruments66)
where a repayment to the fund providers is not required or a guaranteed obligation. Under
these conditions, a service provider is normally tagged as being a “non-deposit-taking
institution” and, hence, most of the prudential regulations are not applicable to such types of
service providers.67
163.

Premised on the above, this section specifically concerns institutions involved in

financial inclusion activities that are engaged in sourcing funds through deposit-taking
activities. The sources of funds for these service providers include, among others, current and
savings accounts, term deposits, and other forms of customer deposits that bring about an
obligation on the part of the service provider to return the principal and/or profits (if applicable)
to the customer – either on demand or at an agreed date that reflects the maturity period.
164.

The section outlines the key prudential regulatory and supervisory guidelines for

Shari’ah-compliant deposit-taking activities undertaken by service providers involved in
supporting financial inclusion objectives. The section also highlights the liquidity risk
management framework applicable to such service providers, as well as Shari’ah-specific
conditions that govern the deposit-taking activities.

4.2

Funds Mobilisation Criteria and Utilisation

165.

This TN requires deposit accounts offered by service providers in Islamic financial

inclusion initiatives to be in compliance with the principles of Shari’ah68 in terms of (a) product
structure, (b) operational mechanism, (c) rights and responsibilities of the contracting parties
(service provider and depositors), and (d) utilisation of funds mobilised.
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See the preliminary discussion in subsection 2.3.6 of this TN.
See the related discussion in subsection 3.3 of this TN. Nonetheless, non-prudential regulations will apply equally
for both deposit-taking and non-deposit-taking institutions.
68 See the relevant discussion in subsection 2.2 of this TN.
67
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166.

Shari’ah permits a number of contracts for deposit-taking activities by institutions;

however, each bears differing rights and responsibilities for the contracting parties. Qard69
(loan) and wadiah (safekeeping) are non-profit-earning contracts that enable the service
provider to mobilise funds from depositors without any agreement on returns or profits for the
customers. In exchange, however, the service provider has to guarantee the deposits in full
and return them on demand.
167.

In a number of jurisdictions, term deposit products are offered on the structure of

commodity murabahah (which involves three-party buy-and-sale transactions), which enables
the service provider to mobilise funds for a specific period of time, and in return offering a profit
portion to the depositors. This transaction guarantees both principal and profits for the
depositor by the service provider.
168.

Islamic financial institutions may also mobilise funds on an equity basis structured on

profit-sharing and loss-absorbing contracts of mudarabah and musharakah, which are
commonly termed “profit-sharing investment accounts” (PSIA). While these are loss-absorbing
contracts – that is, the customers undertake equity-type risks in exchange for a share in profits
of the underlying business activities – the service provider is responsible for operational risks
as well as for any negligence/misconduct in managing the funds. In these cases, the PSIA
holders are entitled to the full principal amount, and the service provider bears the
responsibility for losses. An agency-based investment account structured on wakalah also
offers an equity-based fund-raising contract where the service provider is entitled to a fixed
fee, while investment account holders are entitled to profits (or losses) of the specified
underlying business activities.
169.

Under all circumstances, funds mobilised by a service provider on a Shari’ah-compliant

basis must only be utilised to undertake financing and/or investment activities that are
permitted by Shari’ah.
170.

Financial service providers in Shari’ah-compliant deposit-taking activities may utilise

any of these contracts to mobilise funds, provided that the condition specified in paragraph
165 of this TN is duly met. Those service providers who operate mixed businesses (both
Shari’ah-compliant and conventional) are required to comply with the guidance set out in
subsection 2.3.5 and as put into effect by the relevant authority.

For the meanings of these and other Shari’ah contracts and terminologies commonly used in Islamic finance,
please see the IFSB Glossary available at: www.ifsb.org/terminologies.php
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171.

In order to satisfy itself that the service provider meets the condition in paragraph 165,

the supervisory authority may require the service provider to seek (i) the approval of its deposit
products by a centralised approval authority on Shari’ah where available (e.g. a centralised
Shari’ah board), or (ii) the opinion of and endorsement by a Shari’ah body. 70 The actual
requirement by the authority out of the two options above will be on a proportionality basis,
depending upon the size, complexity, affordability and riskiness of the service provider.
172.

Regardless of the supervisory approach, the authority will require the service provider

to transparently disclose the basis for its claim to the Shari’ah compliance of its deposit
product. The authority will also require the service provider to duly clarify the rights and
responsibilities of the contracting parties, commensurate with the type of contract utilised (e.g.
qard-based, commodity murabahah, etc.) in the deposit product disclosure sheet or in its terms
and conditions.
173.

The supervisory authority must also reasonably satisfy itself that the service provider

has taken appropriate measures to ensure that the funds mobilised on a Shari’ah-compliant
basis are in fact also used for Shari’ah-compliant activities on the assets side of the service
provider.

4.3

Liquidity Risk

174.

Liquidity risk is important for all deposit-taking institutions where the depositors have

the right to withdraw their funds on demand or by giving a less than 30-days’ notice period.
Experiences from crises in the financial sector (e.g. the Global Financial Crisis of 2007–8)
have shown that not only insolvency, but also illiquidity, can force otherwise solvent banks into
bankruptcy. Liquidity risk management and its regulations feature prominently in the postglobal financial crisis regulatory reforms by the international standard-setting bodies (e.g.
Basel III Liquidity Coverage Ratio, or LCR). Correspondingly, liquidity risk and its management
are also essential for all deposit-taking financial inclusion service providers.
4.3.1

Reserve Requirements

175.

A common regulatory requirement for liquidity risk management is for the deposit-

taking institutions to maintain adequate reserves – held as cash and cash equivalents by the
institution itself and/or placed as reserves with the central bank or equivalent authority. These
reserves are normally ratios in respect to the amounts of deposits mobilised. The ratios may

This may be a Shari’ah board comprising three or more scholars, or an external Shari’ah advisory firm, or an
individual Shari’ah scholar. See the discussion in subsection 2.2.3.
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be monetary policy instruments (e.g. statutory reserve requirements) or specific regulatory
requirements (e.g. LCR).
176.

The TN acknowledges the importance of liquidity and reserve requirements for

deposit-taking institutions specifically involved in financial inclusion activities, but it also
concedes that such types of institutions may not be comparable to commercial banks in
relation to their size, complexity of activities and volume of deposits mobilised. Hence, the TN
recommends a proportionate71 approach to liquidity requirements, depending upon the type
of deposits mobilised by the service providers (e.g. demand deposits, term deposits,
investment accounts, etc.).
177.

Where a deposit-taking institution in financial inclusion initiatives offers nearly all the

financial services offered by established traditional banks, including current accounts, the TN
recommends a full implementation of the minimum requirements as set out in IFSB-1272 and
GN-6.73 These minimum capital requirements may be updated by the IFSB from time to time,
and the TN is understood to refer to the latest guidelines as and when available.
178.

In other instances, the authorities may introduce other specific ratios for the service

providers commensurate with their size, riskiness and business modality. For instance, for the
less complex and smaller service providers, simple and straightforward ratios such as a
specified percentage of all demand deposits/current accounts may be set, as opposed to
requiring the implementation of LCR. The eligible components of such liquidity reserves may
also be simplified to include cash, gold and other unencumbered approved securities not
necessarily complying with the high-quality liquid assets guidelines of Basel III and IFSB GN6. These simple ratios may vary in relation to the type of deposit mobilised – for instance, 10%
of all demand deposits, 5% of all term deposits, etc.
179.

In all circumstances, the regulatory authority needs to balance the objectives of

financial safety and financial access when setting the minimum liquidity and reserve
requirements; high liquidity requirements (for depositor protection and financial stability) mean
larger amounts of funds being idle as reserves, the opportunity cost of which is fewer funds
available to extend as financing to the clients in the financial inclusion segment.
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Based on guidance in subsection 2.3.1.
IFSB-12: Guiding Principles on Liquidity Risk Management for Institutions Offering Islamic Financial Services.
Available at: https://www.ifsb.org/download.php?id=4368&lang=English&pg=/published.php
73 GN-6: Guidance Note on Quantitative Measures for Liquidity Risk Management in Institutions Offering Islamic
Financial Services. Available at: https://www.ifsb.org/download.php?id=4391&lang=English&pg=/published.php
72
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180.

Supervisory exemptions on maintaining a certain level of ratios may also be given at

the discretion of the authority if the specific activities allowed to be undertaken by the service
provider are not on a par with those of its peers (e.g. a deposit-taking NGO which only extends
group-based financing using funds mobilised through term deposits, versus an NGO that
extends individual unsecured financing, funded mainly by demand deposits). On the other
hand, the supervisor may also request more stringent liquidity requirements on certain
institutions in contrast to its peers. There are many considerations that would lead to such an
exemption or additional requirements being awarded. These include availability of an
emergency liquidity facility, maintenance of an internal reserve fund and deposit insurance
protection. These considerations are discussed in the following subsections.
4.3.2

Emergency Liquidity Facility

181.

A supervisor needs to assess whether a deposit-taking financial inclusion service

provider has access to any emergency liquidity facility – whether from the central bank, other
market sources, or the shareholders/patrons of the institution. The latter may be confirmed by
way of a binding undertaking by, for example, the parent company of the service provider that
assures liquidity support through injections if the need arises.
182.

If access to such an emergency liquidity facility is not available, 74 the supervisory

authority may require the financial service provider to comply with higher liquidity ratios and
reserve requirements than apply to those institutions that have access to such facilities.
4.3.3

Internal Reserve Fund

183.

Another option for the regulator is to impose an additional prudential requirement on

the deposit-taking financial inclusion service provider in the form of maintaining an
accumulating reserve fund, built up through contributions from the profits. This internal profitreserve fund is to be held in liquid assets, and set aside from the institution’s annual profits
(as a percentage of that profit) prior to distribution and appropriations. As the size of this fund
increases over time, the prudential percentage of profits to be set aside for this fund will also
reduce until a set threshold is achieved.
184.

For instance, a service provider may be required to set aside 25% of its profits every

year for this fund, until the size of the fund reaches 100% of paid-up capital, following which

74

One particular challenge in many jurisdiction is the relatively underdeveloped Shari’ah-compliant money markets
and availability of related instruments. This creates obstacles for sound liquidity management by IIFS. See further
discussion in subsection 4.3.5.
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the percentage contribution may be reduced to 10% of profit until the upper limit of 200% of
paid-up capital is achieved. Once the specified upper limit is achieved, only annual
adjustments need to be made to ensure that this prudential requirement continues to be
satisfied. The funds from this reserve may be invested only in government securities and other
approved low-risk liquid investments.
185.

Institutions that are required to maintain such a fund may benefit from lower prudential

requirements than apply to those that are not subject to the requirement.
4.3.4

Deposit Insurance Protection

186.

Deposit insurance provides protection to the deposits of eligible institutions, up to a

certain amount. In the event of a member institution’s failure, the deposit insurance undertakes
the responsibility to reimburse its depositors, as per pre-set terms and conditions. In this
process, the deposit insurer contributes to the financial system’s stability, protects the
depositors and assists in the orderly resolution of the failed bank.
187.

At present, there are nearly 140 countries75 in the world where commercial banks (or,

in general, prudentially regulated financial institutions) are required to participate in a deposit
insurance scheme. Financial inclusion service providers that are covered by deposit insurance
can benefit from lower liquidity requirements than apply to those that are not so covered.
188.

The TN encourages authorities to consider the role and participation in deposit

insurance of, at least, the prudentially regulated deposit-taking institutions (including those
having either explicit or “perceived” implicit government guarantees) involved in financial
inclusion activities. These may include banks, financial cooperatives and other-deposit taking
institutions. There are two approaches for achieving this.
189.

One option is for these non-commercial bank institutions to contribute to the same

deposit insurance fund as the commercial banks. Such a unitary insurance system makes
depositor protection more consistent and levels the playing field among the various institutions.
However, a consideration is whether the method used to calculate contributions to this fund
by commercial banks and other financial inclusion institutions should vary according to the
specific size, riskiness and complexities of the institutions involved. Would it distort the deposit
insurer’s ability to effectively conduct its role should a large number of new institutions also
join the risk fund?

75

Sourced from: www.iadi.org/en/deposit-insurance-systems/dis-worldwide/
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190.

Based on the above concerns, a second approach is for the non-commercial bank

deposit takers to be subjected to their own separate deposit insurance schemes, more aligned
to their business models and risk complexities. Separation of the schemes would enable the
deposit insurer to focus on each segment in line with its own specificities. However, a counterconcern is whether these non-commercial bank deposit takers have enough “critical mass” for
a self-contained deposit insurance scheme.
191.

The authorities have the discretion to implement either of the two options above,

depending upon their jurisdiction-specific considerations. Financial inclusion services
providers that benefit from deposit insurance protection may benefit from lower prudential
requirements than apply to those that do not so benefit. Lower requirements may also help
the service provider offset the additional cost incurred through premium contributions into the
deposit insurance fund.
4.3.5

Shari’ah Considerations

192.

Finally, a key essence of all arrangements in Shari’ah-compliant financial services

activities is that all processes, structures and operational mechanisms must be compliant with
Shari’ah. Related to the discussion in this subsection on liquidity risk, the reserves and funds
maintained, as well as the emergency liquidity facilities and deposit insurance protection, must
be Shari’ah-compliant.
193.

However, the TN is cognisant of the fact that in some jurisdictions the market

infrastructure is still not sufficiently developed to support liquidity risk management through
only Shari’ah-compliant instruments and mechanisms. This is true even for the commercial
Islamic banks in many countries; hence, it becomes more difficult for the financial inclusion
segment. The IFSB’s recent study on emergency liquidity facilities76 and deposit insurance77
highlighted the availability of Shari’ah-compliant instruments and schemes in only a few
countries.
194.

Based on the above, the regulatory and supervisory authority may provide certain

flexibilities or alternative arrangements for the affected institutions in order to meet their
liquidity risk obligations through options that do not comply with the various Shari’ah-related
guidance78 in this TN. This flexibility is strictly only a temporary solution, and is not intended
to be treated as an ongoing option. During this process, the regulatory authority must
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See IFSB Working Paper #1: https://www.ifsb.org/download.php?id=4405&lang=English&pg=/index.php
See IFSB Working Paper #6: https://www.ifsb.org/download.php?id=4410&lang=English&pg=/index.php
78 See subsection 2.2, and paragraphs 93, 94 and 165, in this TN.
77
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undertake serious efforts to address the shortcomings in availability of Shari’ah-compliant
liquidity management instruments.

4.4

Regulatory and Supervision Issues

195.

In general, the discussion on supervision in subsection 3.4 is also relevant here.

However, there are some additional issues, from the perspective of deposit-taking activities,
which are discussed below.
196.

The supervisory authority assumes the fiduciary responsibility for prudentially

regulated deposit-taking financial inclusion institutions. The granting of a licence to a deposittaking service provider is a signal to the depositor that the government/regulatory authority
has in effect assumed responsibility for effectively supervising the intermediary.79
197.

Before it grants a licence to a deposit-taking financial inclusion institution, the

regulatory authority must require the applicant to submit proposed risk management policies
and procedures as part of the licensing process. Such policies and procedures should
demonstrate, among other things, how the institution will measure, monitor and control any
liquidity mismatch between its financing and funding portfolios.
198.

The supervisory authority, in turn, must be able to effectively assess that the licensed

deposit-taking institution does not contravene the applicable law and regulations. Ideally, all
institutions taking deposits, regardless of size, should be subject to effective supervision.
However, due to issues of cost-effectiveness and the extent of implications for financial
stability, the supervisory authority may choose to undertake more stringent supervision of the
financial stability of larger and more important institutions than it imposes on smaller ones.
This sort of discussion also raises implications for non-prudential regulations, which are
generally required to be implemented equally by all types of institutions, at least on a
proportionate basis.

79

This, of course, does not attempt to negate the importance of transparency and market discipline. However,
given that the financial inclusion target segments are normally the marginalised and low-income segments, they
may have higher expectations of assurance from the government when an entity is licensed by it.
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SECTION 5: INVESTMENT ACTIVITIES – REGULATION AND
SUPERVISION
199.

This section outlines the key prudential regulatory and supervisory guidelines for

Shari’ah-compliant investment activities80 (equity-based financing) undertaken for the specific
purposes of achieving financial inclusion objectives.

5.1

Categorisation of Investment Activities

200.

Investment activities (or equity-based financing) in financial inclusion may take a

variety of forms and mechanisms, including, for instance, equity participation in an investee
entity (e.g. equity ownership of an MSME) or a partnership-based agreement with an individual
fund-seeking party (e.g. agent–investor, entrepreneur–investor, partner–sleeping partner
investment agreement). Each of these arrangements implies that the service provider (or
investors, if the service provider is merely facilitating investments) is assuming the business
risks of the fund-raising party (i.e. equity investment risk). Hence, in one form of an
entrepreneur–investor agreement, for instance, the fund providers agree to invest in an activity
that will be managed and run by the individual fund-raiser (entrepreneur) and then both parties
share profits as per their agreement; however, only the fund providers have to take
responsibility for the financial losses incurred by the activity during its normal course of
operations.
201.

An important consideration in the investment-based financial inclusion activities is the

specific role of the financial service provider. For instance is the service provider (a)
undertaking equity financing/investments at its own discretion and assessment of the
investees; or (b) merely providing a platform to connect fund-raisers and investors, enabling
the fund providers to directly assess and undertake equity financing/investments at their own
discretion? 81 The degree of regulation and supervision of the service providers will vary
depending upon their specific role in terms of either of these two options.
202.

In general, a service provider with a role under option (b) will not be required to comply

with prudential regulations; only non-prudential regulations will apply, and with relatively

80

The scope of this section differs from that of Section 3 to the extent that the guidelines here are intended for
activities where financing is extended with the investing party assuming the overall business risks of the financed
entity or individual (equity investment risk), beyond the traditional credit, market and operational risks for any other
debt-based financing activity.
81 Nonetheless, the service provider in such settings may still have an obligation to conduct sound initial due
diligence on the fund-raising party and provide relevant information to the investors to enable them to form their
own assessments regarding the investment decision.
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minimal supervision. A number of web-based crowdfunding platforms will fall under this
category.
203.

On the other hand, a service provider under option (a) may also have two further sub-

categories: (i) where the service provider is a deposit-taking institution; and (ii) where the
service provider is a non-deposit-taking institution. As with previous discussions,82 prudential
regulations will not apply to a non-deposit-taking institution; only non-prudential regulations
will apply.
204.

Premised on the above, this section specifically concerns institutions involved in

financial inclusion-specific investment activities where the service provider is a deposit-taking
institution (including raising funds through PSIAs – see the discussion in subsection 5.4.1 of
this TN) that undertakes equity financing at its own discretion and risk assessment.

5.2

Permissible and Impermissible Activities

205.

Regulatory/supervisory authorisation of investment activities in Islamic financial

inclusion initiatives can only be extended by the relevant authority under the condition that the
(a) equity financing product structure, (b) its operational mechanism, and (c) the overall
objectives of the investment by the service provider do not contravene the principles of
Shari’ah83 as endorsed by the approval authority (see paragraph 206). This applies to all types
of service providers’ that claim to offer Shari’ah-compliant financial inclusion investment
products and services, and that are under the relevant authority’s mandate. The service
providers who operate mixed businesses (both Shari’ah-compliant and conventional) are
required to comply with the guidance in subsection 2.3.5 as put into effect by the relevant
authority.
206.

In order to satisfy itself that the service provider meets the condition in paragraph 205

the supervisory authority may require the service provider (i) to seek approval of its investment
products and services by a centralised approval authority on Shari’ah where available (e.g. a
centralised Shari’ah board), or (ii) to seek the opinion of and endorsement by a Shari’ah
body. 84 The requirement by the authority out of the four options above will be on a
proportionality basis, depending upon the size, complexity, affordability and riskiness of the
service provider. Regardless of the supervisory approach, the authority will require the service
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See subsections 3.3 and 4.1 in this TN for the relevant discussion.
See the relevant discussion in subsection 2.2 of this TN.
84 This may be a Shari’ah board comprising three or more scholars, or an external Shari’ah advisory firm, or an
individual Shari’ah scholar. See the discussion in subsection 2.2.3.
83
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provider to transparently disclose the basis for its claim to the Shari’ah compliance of its
investment product.
207.

Premised on the above, all investment activities and/or service providers in financial

inclusion that do not comply with the requirements in paragraphs 205 and 206 will be deemed
to be “impermissible”.

5.3

Investment Modes and Instruments

208.

The commonly used Shari’ah-compliant contracts for investment activities include

mudarabah, musharakah and wakalah.85 These contracts differ in terms of the rights and
responsibilities of the contracting parties, particularly towards claims over profits and losses.
209.

Financial service providers in Shari’ah-compliant financial inclusion activities may

utilise any of these contracts – as a stand-alone contract supporting the investment product
structure, or through financial innovation, achieving a hybrid product structure utilising two or
more of these contracts – provided that the overall outcome results in achieving the conditions
specified in paragraphs 205 and 206 of this TN.
210.

The guiding principle in all circumstances is that the service provider must satisfy the

supervisory authority that its choice of investment mode and instrument is in conformity with
Shari’ah, and that the product in either its disclosure sheet or its terms and conditions duly
clarifies the rights and responsibilities of the contracting parties, commensurate with the type
of contract utilised (e.g. agency-based in wakalah, profit-and-loss-sharing musharakah, etc.).

5.4

Prudential Regulations

211.

In general, prudential requirements on equity-based financing extended by deposit-

taking institutions are more stringent than those applicable for debt-based financing
transactions.86 Given that the financial inclusion segment normally consists of the so-called
unbankable individuals and MSMEs, the requirements are likely to be even stricter, posing a
challenge for compliance by non-bank institutions and other smaller service providers.
212.

To mitigate these potentially stricter requirements, the TN recommends some

considerations through which service providers in equity-based financing activities for financial

For the meanings of these and other Shari’ah contracts and terminologies commonly used in Islamic finance,
see the IFSB Glossary available at: www.ifsb.org/terminologies.php
86 In traditional banking regulations, risk weights for equity financing can be as high as 300–400%, while those of
debt-based financing are normally between 50% and 150% in the worst case.
85
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inclusion may benefit from a proportionate implementation of regulations. These are discussed
in the following subsections.
5.4.1

Proportionality Considerations

213.

The TN recommends a proportionate87 approach to prudential regulations for equity-

based financing activities in financial inclusion, subject to the type of deposit mobilised by the
service provider for undertaking investment activities. In general, deposits may be mobilised
in a number of ways in Islamic finance;88 however, three broad categories are identifiable: (i)
current and savings accounts, (ii) term deposits, and (iii) PSIAs.89
214.

The risks from equity financing for institutional stability and liquidity challenges are

greater when deposits are mobilised through categories (i) and (ii), in contrast to PSIAs. The
PSIAs may also be further divided into two categories (iii-a) unrestricted PSIAs and (iii-b)
restricted PSIAs. Restricted PSIAs are normally placed by sophisticated investors who
understand the risks and returns conditions well and are usually involved in active discussions
with the service provider in terms of investments to be made using their funds.90 In contrast,
unrestricted PSIAs normally rely on the expertise of the service provider to undertake these
investments and have little or no say in the investment decisions and risk assessments.
215.

The TN recommends that equity financing for financial inclusion objectives by deposit-

taking service providers is done using funds mobilised through PSIAs – and preferably
restricted PSIAs. 91 These funds, due to their conditions for rights and responsibilities of
contracting parties, significantly reduce the risks of institutional failure as the fund providers
bear the responsibility of financial losses under the normal course of business operations. This
lowers the prudential requirements for the service provider while also subjecting it to a lesser
extent of supervision. 92 The service provider, however, has to undertake responsibility for
strong compliance with non-prudential regulations 93 relating to, for instance, fiduciary

87

See the relevant discussion in subsection 2.3.1 in this TN for methods to achieve this proportionality in
implementation of capital regulations.
88 See the related discussion in subsection 4.2 of this TN.
89 Although PSIAs are commonly offered by Islamic commercial banks, it is not generally known whether PSIAs,
at present, are a prominent feature of the funding structure of institutions involved specifically in financial inclusion
activities.
90 Most, if not all, regulators treat restricted PSIAs as off-balance sheet items and, as such, prudential regulations
such as capital requirements do not generally apply to them.
91 This is a practical option and should be explored further. In the conventional market space, it is very common for
start-ups and MSMEs to benefit from equity funding by, for instance, angel investors. The same concept can be
applied in Shari’ah-compliant financial inclusion activities, and the contributors to the PSIA may also include Islamic
social finance institutions. See also footnote 98.
92 See the related discussion on PSIAs in subsection 3.4 of IFSB-15.
93 Discussed in Section 6 of this TN.
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responsibilities and comprehensive and credible corporate and Shari’ah governance
practices.94
216.

In any case, the prudential regulations should cover all important aspects of investment

activities, including capital requirements, risk management frameworks, investment limits,
provisioning requirements (if any), credit enhancement mechanisms, etc. The supervisory
authority should also have in place a mechanism for general reporting by the deposit-taking
service provider and, when necessary, on-site inspection rights by law. The various IFSB
standards issued95 on different topics of regulation duly consider the case of equity financing,
although the approach is from the perspective of an IIFS operating in the commercial IFSI.
5.4.2

Risk Management Framework

217.

All institutions involved in investment activities must generally have robust and

integrated risk management frameworks, regardless of whether the service provider is
deposit-taking or non-deposit-taking. This requirement is to sustain the going-concern viability
and reputation of the institution, regardless of whether it is a for-profit or a non-profit service
provider. The regulatory emphasis, however, is mainly on deposit-taking institutions, for
reasons of depositor protection96 and financial system stability. Effective supervision may also
be

conducted

only

on

deposit-taking

institutions

for

reasons

of

costs

versus

benefit/implications to the financial system as a whole. A further consideration here is whether
the deposit-taking institution attracts funds mainly through PSIAs or other types of deposits;
the former attract a lesser extent of prudential regulation and supervision of the service
provider.97
218.

The TN recommends all service providers in financial inclusion investment initiatives

to have in place appropriate policies, systems and procedures to identify, measure, monitor
and control their risk exposures. This is applicable to both for-profit and non-profit service
providers that undertake investment activities using funds mobilised through deposits.
219.

The service provider should also have in place an IT-based risk management system

(if feasible) or any other manually established bookkeeping system that keeps track of details

94

The approach to equity financing through PSIAs is also likely to generate more efficient and productive economic
outcomes in contrast to, for instance, using donor-based funds. In the former instance, the service provider has a
fiduciary responsibility to ensure that equity financing is undertaken only for viable projects; in the second instance,
the fiduciary responsibility on the service provider is not so high, since the funds are donated and do not have to
be repaid to the contributors by the service provider.
95 The various IFSB standards issued to date are available at: https://www.ifsb.org/published.php
96 Regulations for deposit-taking institutions from a liquidity risk perspective are discussed further in Section 4 of
this TN.
97 See the discussion in paragraphs 214 and 215 of this TN.
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of the investments undertaken, and of entities or individuals to whom equity financing has
been extended. In addition, the service provider should maintain a detailed outlook and plan
of the proposed business activity (whether ongoing or to begin afresh), copies of identity
documents of key individuals associated with the business activity and of the guarantors
(where applicable), and other relevant documents in support of the equity financing extended.
Appropriate backups of such files should also be made and stored in a safe location.
220.

Depending upon the types of businesses invested in by the service provider, the risk

management system in place should recognise risks that may affect the expected outcome of
the underlying business activity – for instance, changes in technology requiring new
investment in interface, changes in rules and regulations requiring retraining of the
entrepreneurs, economic factors changing the pricing structure of the product or service
offered by the business, and other factors – including price and valuation of assets (e.g. office
space, small workshop, etc.) – that were purchased using the equity funds.
221.

The service provider should also have legally recognised documentation that validates

its claim of equity financing provided to the fund-raising individual or entity, and hence,
registering the claim of specified share of ownership into the business activity funded.
Depending upon the investment mode utilised to put into effect the equity financing transaction,
the service provider may also have a say in and control of the operations and key decisions
of the business activity funded.
222.

The service provider itself will also need to be assessed for sound corporate

governance practices and prudent investment principles when undertaking equity financing
using funds mobilised through deposits. Here, an important part of assessment will also be
the fiduciary risk management, particularly when funds are raised through PSIAs for extending
equity financing.98 The service provider may be assessed through review and endorsement
by independent boards, executive oversight committees, corporate governance committees,
etc.99 The extent of supervision by the authority will be based on the overall approach to
regulations for this service provider, and as per proportionality considerations introduced in
subsection 5.4.1 and discussed preliminarily in subsection 2.3.1 of this TN.
223.

In all circumstances, the risk management framework and its monitoring will feed

inputs towards the implementation of the various prudential guidelines applicable to the

98

When funds are raised through PSIA, fiduciary risk arises when the service provider fails to act with due care
when managing investments, resulting in the risk of possible forgone profits or even losses to the PSIA holders.
99 Specific discussion on corporate and Shari’ah governance is provided in subsection 6.2.4 of this TN under nonprudential guidelines.
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service provider, and hence appropriate regulatory and supervisory clarity needs to be in place
to enable a mechanism which results in validating the soundness of the risk management
system in place at the service provider.
5.4.3

Capital Requirements

224.

For the purposes of capital requirements on service providers undertaking Shari’ah-

compliant equity financing activities, this TN benchmarks to the minimum capital requirements
as set out in Sections II and III of IFSB-15,100 including, specifically, the discussion of PSIAs
in subsection 3.4 and the capital requirements for musharakah, mudarabah and wakalah in
subsections 4.6, 4.7 and 4.9, respectively, of IFSB-15. These minimum capital requirements
may be updated by the IFSB from time to time, and the TN is understood to refer to the latest
guidelines as and when available.
225.

Premised on the proportionality approach proposed in subsection 5.4.1 of this TN, the

regulatory authorities have due discretion to approach the minimum requirements set out in
IFSB-15 on a proportionate basis, reflecting the specific activities allowed to be undertaken by
the service provider as well as the type of deposits mobilised.
226.

As a general rule of thumb, equity financing activities funded through demand deposits

and term deposits will require full implementation of the minimum requirements set out in
IFSB-15. On the other hand, equity financing activities funded through PSIAs will have some
level of exemptions101 from holding capital, although the service provider still needs to set
aside capital for any operational risk102 events. In a situation where the service provider uses
donor-based funds for equity financing activities, capital requirements and other prudential
regulations will not apply, and the service provider needs to focus on, and will be supervised
for, non-prudential regulations.
227.

In all circumstances, the supervisory authority must have mechanisms in place to

identify, and deal appropriately with, any risks of regulatory arbitrage 103 where service
providers attempt to unduly benefit (e.g. without appropriate reduction in risk profiles) from the
relaxed capital requirements. The supervisory authority may also impose additional capital

100

Available at: www.ifsb.org/download.php?id=4371&lang=English&pg=/published.php
Guidance on these exemptions is given in subsections 3.4, 4.6, 4.7 and 4.9 in IFSB-15.
102 As per Shari’ah regulations, while PSIAs are loss-absorbing deposits, if any losses arise due to the negligence
and misconduct of the service provider, the PSIAs are protected from those losses, and the service provider must
compensate their principal amounts in full.
103 See the relevant discussion in subsection 2.3.3 in this TN.
101
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requirements if the authority considers appropriate in respect of risk exposures undertaken by
the service provider.
228.

Specific to the case of FinTechs and crowdfunding platforms, as discussed in

subsection 5.1 of this TN, if the FinTechs are merely providing a platform to connect fund
seekers and investors, enabling the fund providers to directly assess and undertake equity
financing at their own discretion, capital requirements will generally not apply to the service
provider.104
229.

On the other hand, if FinTechs are undertaking equity financing at their own discretion

and decision, then some level of capital regulations will apply to them, depending upon their
sources of funds. In general, most FinTechs and crowdfunding platforms are usually identified
to be non-deposit-taking institutions since their sources of funds may be either
investment/equity-based

(where

funding

clients

absorb

losses,

if

any)

or

donations/contributions, which may not involve repayment to the fund providers.
230.

In the first instance, when sources of funds are equity-based (i.e. loss-absorbing

PSIAs),

the

FinTechs

will

be

required

to

hold

capital

for

operational

and

negligence/misconduct risks. In the second instance, where donor-based funds are used for
investment activities, capital regulations generally do not apply and the emphasis is mainly on
non-prudential regulations.
5.4.4

Investment Limits

231.

As with credit financing limits introduced for financing activities, 105 equity financing

limits may also be imposed on service providers for them to benefit from relaxed prudential
regulations for investment-based products and services. These may be, for instance, a
maximum equity financing transaction size expressed as a percentage of capital held by the
institution (e.g. 5% of total capital to a single investee), or simply an absolute amount (e.g.
USD 2,000 to a single investee).
232.

Limits may also be introduced in terms of portfolio – for instance, a maximum equity

financing portfolio expressed as a percentage of capital held by the institution (e.g. 20% of
total capital to all fund seekers), or a maximum portfolio share in relation to others (e.g.

104

However, this requirement will depend upon the level of responsibility placed on the service provider to conduct
initial due diligence and provide accurate information to the investors. A certain level of responsibility for these
items may still require the service provider to hold capital against any potential operational and
negligence/misconduct risks. See also footnote 86 and its related discussion in paragraph 201.
105 See the discussion in subsection 3.3.3 in this TN.
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minimum debt-based financing portfolio of 80% while a maximum equity-based financing
portfolio of 20%).
233.

Limits may also be applied in relation to exposures to specific economic sectors (e.g.

real estate, technology, etc.), type of fund seekers (individuals, MSMEs, etc.), or aggregate
limits on a group of fund seekers (e.g. equity exposure limit of 10% of total capital for the five
largest investees).
234.

The TN encourages implementation of equity exposure limits, commensurate with the

specific country, region and sector context in which the financial services provider operates.
The decision on investment limits will also depend upon the type of deposits mobilised by the
service provider, based on the discussion and flexibilities proposed in subsection 5.4.1 of this
TN.
235.

Investment limits generally serve as useful prudential regulations that achieve the

mitigation of concentration risk while also enabling the supervisory authority to clearly identify
activities (or institutions) that are eligible to benefit from a proportionate regulatory treatment.
Investment limits also protect the financial system from instability risks due to overexposure
to a specific segment, the non-performance by which could lead to the service provider’s
failure and potential spillover effects in the system. Investment limits also serve as an
important barrier to regulatory arbitrage, since these limits make it unattractive for the larger
equity investment service providers (e.g. private equities and other fund managers) to apply
for a licence under this relaxed regulatory window.
236.

Given the heterogeneities in jurisdictional and sector-specific contexts, the TN is not

in a position to prescribe recommended limits for investment activities in financial inclusion.
For instance, in the less-developed economies, an absolute equity financing limit of USD 500
might be significant for financial inclusion activities; in contrast, the more developed
economies may find USD 3,000 a more appropriate limit.
237.

Some of the considerations in deriving such limits by the regulatory authority will

include consideration of the type of entrepreneurial party – for instance, equity financing limits
for individual fund seekers may be at a lower value (e.g. USD 1,000, or 2% limit to total capital)
than for groups of investees (e.g. USD 3,000, or 6% limit to total capital), or MSMEs (e.g. USD
5,000, or 10% limit to total capital). This is recognising that the financing needs for groups of
fund-raisers and MSMEs are typically larger than those of individuals.
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238.

The regulatory authority will also consider the type of deposits mobilised by the service

provider, and a PSIA-based funding structure is likely to enjoy more relaxed conditions on
investment limits than a funding structure based mainly on demand deposits and term deposits.
239.

Another factor for due consideration is the availability of credit enhancement via

various Shari’ah-compliant mechanisms for the investee entity. However, Shari’ah has specific
guidelines and conditions for credit enhancement for equity financing contracts, as discussed
in subsection 5.4.7 of this TN.
5.4.5

Exit Plan and Redemption

240.

The TN requires all equity financing activities by service providers in financial inclusion

to have clear exit plans and withdrawal conditions specified in the contract and duly signed by
the investee entity and the service provider (or fund providers, as applicable).
241.

This plan will spell out the terms of ownership and withdrawal conditions for all parties

involved, including methods for the sale of either party’s ownership share (if capital is
contributed by both parties, as is the case in musharakah financing). Clarity on this is
particularly important for equity-based financing transactions, where many considerations,
including current valuations of the business entity, are important to enable an amicable and
appropriate exit benefiting all the parties involved.
242.

The redemption plan is also subject to Shari’ah conditions, in line with the rights and

responsibilities of the contracting parties, based upon the original contract upon which the
equity financing facility was provided to the investee.
5.4.6

Equity Losses and Liquidity Arrangements

243.

In contrast to credit financing activities, which are based upon a structured repayment

plan consisting of regular payments by instalment, equity financing is not necessarily
packaged with a structured and reliable cash-flow plan. A true equity financing transaction is
subject to actual business performance; hence, the cash flows are also subject to the
economic and financial liquidity conditions of the fund-raising entity or individual.
244.

Given the nature of risk undertaken (i.e. equity investment risk), the TN requires the

service providers to implement a fair-value recognition and accounting treatment system for
any losses that are realised in the equity position of the equity financing portfolio. Depending
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upon the type of deposit106 used to finance this portfolio, the losses may either pass through
the Profit and Loss account of the service provider and/or be absorbed by PSIAs, if applicable.
245.

The potentially irregular nature of cash flows from equity financing transactions also

poses challenges for sound liquidity risk management. Not superseding the guidelines in
subsection 4.3 of this TN, the service providers are expected to pre-emptively have in place
appropriate arrangements for raising emergency liquidity in the event of a missed cash flow
from equity financed accounts that were previously expected to perform.
246.

The exact treatment of equity losses and/or emergency liquidity arrangements is likely

to vary between countries, depending upon their local regulations and accounting standards.
In all circumstances, the service provider is expected to review its total equity exposures and
assess changes in riskiness as frequently as every month, and to make appropriate
adjustments to equity valuations in its assets. The service provider should also send to the
supervisory authority its schedule of total equity exposures, showing the adjustments made
(or to be made) for realised losses. This reporting to the supervisory authority must occur at
least once every three months, although a different frequency may be adopted by the authority
depending upon the size, nature and complexity of the service provider, including the type of
deposits mobilised. The supervisory authority may also have in place other mechanisms (e.g.
on-site supervision) as and when it feels appropriate.107
5.4.7

Credit Enhancement Mechanisms

247.

Shari’ah has clear rules in relation to equity financing contracts, including that the

entrepreneur/agent cannot guarantee either the principal or the profits to the investing party
in mudarabah, musharakah and wakalah contracts. The only situation when the capital is
guaranteed is if it is proven that the entrepreneur/agent was negligent or has carried out
misconduct in his or her duties, resulting in a financial loss.
248.

Based on the above, the only credit enhancement mechanism available for equity

financing contracts is through third-party guarantees, based on the Shari’ah-compliant
contract of kafalah. Normally for financial inclusion activities, the government provides the
guarantees through its specialised agencies or even specific ministries, which step in to
provide guarantees related to projects of national interest or priority (e.g. for women,
agriculture, SME finance, technology finance, etc.).

106
107

See the discussion in subsection 5.4.1 of this TN.
Discussed further in subsection 5.5. The discussions in subsections 3.4 and 4.4 are also relevant.
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249.

As a result, when such a guarantee is available from a reliable third party, the TN

recognises that the service provider will no longer have to comply with prudential regulations
from an equity investment perspective; rather, it will implement and comply with prudential
regulations from a credit risk perspective based on the credit quality and rating of the thirdparty guarantor.
250.

Aside from the above, third-party guarantees may also be given by members other

than the fund-raiser if the scheme is based on group-lending practices, whereby an equity
financing facility to an individual fund-raiser is secured by other members in his or her group
– usually close relatives, associates, and fellow residents in villages and communities.
5.4.8

Resolvability and Insolvency

251.

The issues and guidance provided in subsection 3.3.6 of this TN are equally applicable

to investment activities and, hence, are not repeated.
252.

See also the discussion on recourse options for the financial inclusion consumers in

subsection 6.1.4 of this TN.

5.5

Supervision

253.

The discussion of supervision in subsections 3.4 and 4.4 is also relevant here. There

are some additional issues, however, from the perspective of equity financing activities that
are discussed below.
254.

The extent of supervision will depend upon the type of deposits utilised to support

equity financing activities. In general, the TN recommends utilising PSIA deposits for funding
equity financing transactions – in particular, restricted PSIAs (RPSIAs), in which case
supervision will mainly be for regulatory compliance with non-prudential regulations for these
investment activities.
255.

However, in the event that other types of deposits are utilised for equity financing

transactions, much more stringent supervision will be required and the service provider will
have to comply with the full set of prudential and non-prudential regulations, including frequent
supervisory reporting.
256.

In all circumstances, the supervisor has to reasonably satisfy itself that the service

provider has effective risk management systems in place for the ongoing review and
assessment of total equity exposures on a monthly basis, and with appropriate adjustments
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made in the financial books to recognise equity position losses (if any) when realised. The
supervisor must also have backing from relevant law and regulations, giving it the authority to
collect supervisory reporting templates on equity investments by the service provider, as well
as the right to intervene and conduct on-site inspections when necessary (see also specific
guidance in paragraph 246).
257.

The supervisor must also assess the competence of the service provider to undertake

equity investments on behalf of various fund providers, and, if necessary, intervene with
sanctions and corrective actions if it finds any violations in its corporate governance practices
and fiduciary responsibilities, or any risks of independence of its governing board or executive
committee, as applicable.
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SECTION 6: NON-PRUDENTIAL REGULATION
258.

Non-prudential regulations are mainly focused upon the operations of a service

provider with the overarching objective of protecting the consumer and maintaining the
integrity of the financial system. These sets of regulations have been gaining particular
prominence over the past two decades or so, due to various global events ranging from
corporate scandals involving fraudulent practices to political issues related to money
laundering and terrorism financing.
259.

In the sphere of financial inclusion, consumer protection is generally a bigger concern

since a material share of the target market involves the low-income segments with limited or
no financial literacy. There are also criticisms against the financial inclusion service providers
in some jurisdictions for engaging in exorbitant rate-charging practices. These types of issues
also fall under the mandate of non-prudential regulations.
260.

As has been mentioned earlier in the TN, non-prudential regulations are usually

applicable equally to both deposit-taking and non-deposit-taking institutions providing financial
services. However, the diverse set of service providers operating in this market sector requires
some consideration of proportionality in regulations to avoid excessive regulatory costs and/or
other barriers to entry. Further consideration is in the context of digital financial inclusion
service providers, which may require some additional non-prudential measures – for instance,
adequate cyber security to prevent unauthorised access to private information through
hacking. Premised on such, this section outlines the various non-prudential guidelines
applicable, in particular, to service providers engaged in serving the financial inclusion
segment.
261.

The guidelines in this section aim to address gaps (if any) in non-prudential regulations

for financial inclusion service providers. However, the TN clarifies that they are not meant to
replace any existing guidelines or recommendations of other IFSB standards and/or more
stringent practices as adopted by national RSAs, particularly if the service provider is a
regulated institution in the financial sector, which is usually under a more holistic regulatory
framework. As such, the guidelines are intentionally skewed more towards service providers
that may not be regulated and/or are institutions under the mandate of non-financial sector
regulators.
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6.1

Consumer Protection

262.

Aside from safeguarding financial stability, most regulatory and supervisory authorities

also enlist the protection of consumers as one of the fundamental objectives in their mandate.
In general, the standards for consumer protection should be consistent regardless of the type
of institution providing the product – for instance, the principle of “let the buyer beware” (caveat
emptor) would be consistent regardless of whether a financial product is offered by a
commercial bank or a specialised cooperative. However, some differences between
institutions may be in the actual implementation of guidelines that are intended to achieve the
consumer protection objectives. For instance, a commercial bank may have a much more
detailed product disclosure sheet commensurate with the complexity of its financing product
as compared to an NGO, which may offer a relatively small-sized financing product to a lowincome client.
263.

In the following subsections, the TN recommends some core guidelines that are

particularly relevant for upholding consumer protection in activities related to achieving
financial inclusion objectives.
6.1.1

Discrimination/Affirmative Action

264.

The TN encourages the adoption of non-prudential guidelines that prohibit

discrimination against the marginalised segments of society. Service providers in financial
inclusion activities must have transparent criteria regarding the eligibility of specific products
and without any bias towards, for instance, women (gender-based criteria), or based on race,
caste, religion or ethnicity. Islamic finance, while addressing the issue of religious exclusion
for Muslims, does not discriminate against the members of other religions. Shari’ah-compliant
financial products and services are available to all so as long as the activities of the contracting
parties do not contravene the principles of Shari’ah.108
265.

The TN also acknowledges the role of affirmative action policies that endeavour to

address the gaps in financial exclusion of the marginalised segments. Financial inclusion
objectives often prioritise specific segments that are particularly vulnerable or largely excluded
from the formal financial system. Hence, regulations may require, for instance, mandatory
provision of a certain percentage of services to a targeted group (e.g. 20% of all microfinancing
to female clients).

108

See the discussion of principles in subsection 2.2 of this TN.
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266.

For affirmative action and regulatory prohibition of discrimination to be effective,

support is often needed in the form of supply-side policies and fiscal incentives. For instance,
to enable more women to avail themselves of financing, specialised government-backed credit
agencies could step in as guarantors of transactions to address the issue of limited or no
collateral held by this segment. The TN in its various sections has duly discussed options for
credit guarantees and collateral mechanisms in Islamic finance for the purposes of supporting
financial inclusion activities.
6.1.2

Financial Literacy and Disclosure Requirements

267.

Financial literacy of the particularly low-income segments is a primary consumer

protection issue in financial inclusion activities and potentially requires more attention in
Islamic finance, where there are additional rules relating to product structures and the varying
rights of contracting parties (as per the underlying contracts) as guided by Shari’ah. While
financial literacy itself is not a regulatory topic per se, requiring adequate disclosures and
information transparency is a non-prudential regulatory requirement that can, to a certain
extent, help in mitigating financial illiteracy and information asymmetry challenges.
268.

The TN recommends all service providers within a jurisdiction to have in place

standardised product disclosure sheets regarding the common financing, deposit and
investment products offered as part of their financial inclusion activities. The inter-agency
coordination committee 109 may take the lead in coordinating the various authorities and
developing this basic product disclosure sheet, which provides clear, yet concise, information
about the financial inclusion products and services, with a particular emphasis on the
repayment terms and pricing mechanisms. For example, a standard disclosure sheet on
opening deposit accounts through agent banks would list the facilities available to customers
and the different charges payable by them to utilise this service.
269.

The product disclosure sheet – or its terms and conditions, at a minimum – should

indicate the financial responsibility of the client in relation to the product being signed up for,
including terms of regular repayments, profit/fees/commission to be charged by the service
provider, penalties or punitive measures in the event of non-payment, and dispute resolution
mechanisms should differences arise. Where available, the product, in its disclosure sheet or
its terms and conditions for financial inclusion, should also indicate the support or recourse
options available to clients in the event of any grievances or lack of clarity about matters
related to the financial product. These support options may be referrals to purposefully

109

See the discussion in subsection 2.3.2 of this TN.
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established government-led tribunals or dispute resolution avenues, or industry/NGO-led
associations that act as neutral parties to provide guidance and welfare support to the financial
inclusion-tagged clients.110
270.

The TN also recommends that RSAs (or relevant ministries and other bodies) conduct

financial awareness campaigns – for instance, through TV commercials/programs or training
team visits to targeted rural areas/specified segments – in order to improve upon the financial
understanding and capability of the targeted groups. Where such campaigns are run regularly,
the product disclosure sheet or its terms and conditions for financial inclusion in the jurisdiction
should require the client to indicate their prior knowledge and participation in such financial
literacy building campaigns. This requirement acts as an initial signal concerning the client’s
understanding and financial readiness to utilise the product.
6.1.3

Profit Rate Control

271.

A common criticism in financial inclusion initiatives, at least in terms of microfinance

activities, has been the comparatively high rates of interest charged by the conventional
microfinance institutions. The criticism draws upon the fact that the high rates are charged to
low-income consumers, the segment most vulnerable and in need of financing to get itself out
of the poverty region. However, the service providers counter that the administrative efforts
and costs involved in processing small loans (particularly to those in remote areas and those
inaccessible for formal financial institutions) are significant, and that any lowering of rates will
make microfinancing unsustainable and therefore unavailable.
272.

The argument of administrative costs is also applicable to service providers engaging

in Shari’ah-compliant financial inclusion activities, although the pricing structure of the
financing activities is not based on interest rates but on the underlying Shari’ah-compliant
contracts.111
273.

A regulatory option is to introduce rate caps that restrict service providers in financial

inclusion financing activities from charging beyond a certain threshold. Such caps can prevent
service providers from charging exorbitant rates for the purposes of profit maximisation.
However, the challenge is to identify a reasonable rate cap that is sufficient to cover the
unavoidable higher administrative costs involved in financial inclusion activities. The presence
of different types of institutions involved in financial inclusion activities may also make it difficult

110
111

See further discussion of recourse options, see subsection 6.1.4 of this TN.
See the discussion in subsection 3.2 of this TN.
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to identify a “sustainable” rate that is applicable to all of them, given their different cost
structures, market segments, business models, etc.
274.

As opposed to rate caps, this TN recommends that the relevant authorities introduce

schemes that lower the financing costs for financial inclusion clients without eroding the normal
profitability of the service providers. This may be achieved by introducing either credit
enhancement schemes that favour the targeted population groups (so as to reduce their credit
risks and lower the rates offered), or subsidy schemes that partially absorb the costs of the
financing facility to the targeted group. The authorities may also support, via supply-side
policies, and give incentives for service providers to invest in, for instance, technology that
results in improving operational efficiencies and lowering of costs for the service providers in
delivering the financial products and services. The TN further clarifies that these authorities
are not expected to be the financial sector regulators, but rather government ministries and
other specialised bodies that have a mandate to support financial inclusion initiatives (e.g.
SME finance, agriculture finance, unemployment support, FinTech and entrepreneurship
development, etc.)
275.

A further alternative to support the lowering of rates charged is for subsidies to be

provided by Islamic social finance institutions through, for example, sadaqah and waqf. These
social finance institutions mobilise funds to support social and charitable causes; and, based
upon the deed and intention of the contributing parties, funds could be used to support
lowering the debt burden upon the eligible clients of financial inclusion products.112
6.1.4

Dispute Support/Grievances Recourse

276.

Having effective mechanisms for addressing complaints and disputes is an integral

and essential component of consumer protection in the financial sector. These mechanisms
serve to uphold confidence and encourage the financially excluded to reduce any perceived
mistrust of the financial service providers and to partake in utilising the formal financial
services sector. However, clients in financial inclusion activities are often the low-income and
less financially savvy segments; given their small-sized transactions, judicial recourse is not a
viable option for seeking redress of issues (if any) with the financial service providers. As a
result, the focus for financial inclusion activities needs to be on alternative mechanisms that
can provide sufficient recourse options to the target audience.

112

Islamic social finance institutions and their role in financial inclusion activities is discussed in detail in Section 7
of this TN.
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277.

The TN strongly encourages jurisdictions to have in place recourse options specifically

for financial inclusion clientele. These may be special tribunals or dispute resolution bodies
established by the regulatory authority113 or by relevant ministries in the jurisdiction. They may
also be established as an industry association and/or be supported by NGOs to provide
guidance and welfare support to financial inclusion-tagged consumers. Non-prudential
regulations will play an important role in raising consumers’ awareness of these options by
requiring service providers to list them in the product disclosure sheet and its terms and
conditions made available to the consumer, either prior to or at the time of signing a contract.114
The same regulations must also ensure the independence of these tribunals from the
contracting parties (service providers and the clients) to avoid any potential conflict of interest
in the arbitration process.
278.

The recourse mechanisms must be designed to include simple processes and easily

understood language, to avoid intimidating the consumers. They must also be made available
to the targeted consumers at little or no cost. Where applicable due to illiteracy, assistance
needs to be offered to consumers in filling out and submitting written complaint forms. The
independence of the mechanism from the service providers must also be highlighted to the
consumers to instil confidence and trust in the redress system.
279.

An essential concern in financial inclusion activities is the ease of access to support

for the aggrieved parties, given that some consumers may be based in remote and rural areas
with limited accessibility to city offices/complaint desks. Hence, consumers should have other
options for accessing support, such as dedicated phone lines or digital platforms if FinTech
was utilised to provide financial access to these targeted segments.
280.

The TN also encourages the concerned supervisory authorities to regularly review

complaints and grievances data filed at the tribunals/dispute resolution bodies to identify
frequent dispute issues in financial inclusion activities. This review will serve as an important
feedback mechanism to further improve upon consumer protection regulations and practices
in financial inclusion activities on an ongoing basis.

113

In most countries, the regulatory and supervisory authorities normally do have in place an ombudsman that acts
as an independent body to investigate and mediate consumer grievances. The ombudsman for financial inclusion
clientele, however, needs to have some additional characteristics, as elaborated further in this subsection of the
TN.
114 See the relevant discussion in subsection 6.1.2 of this TN.
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6.2

Conduct of Business

6.2.1

Financing and Debt Collection

281.

Financial service providers must be fair in their dealings and avoid abusive “selling”

practices. This includes taking undue advantage of the lack of financial literacy and
understanding of the clients and signing them up for products they do not need or understand.
Financial service providers must engage in responsible financing activities so as not to create
an “over-indebtedness” situation resulting in repayment issues for clients that push them into
the “debt trap”.
282.

Service providers’ debt collection practices must also be fair and ethical, and not

employ abuse or intimidation. Some informal moneylenders are known to resort to criminal
intimidation strategies that force clients to take extreme measures to repay their debts. Related
criticisms have also been raised against group-based lending practices, where social
intimidation by the service provider and the group’s peer pressure has led to overburdening
societal pressures, causing consumers who default to “lose face” or, in the worst-case
scenario, to take their own lives.
283.

The TN requires jurisdictions to have in place regulatory guidelines on fair and ethical

financing and debt collection practices to be followed and implemented by registered service
providers in financial inclusion, regardless of the type of institution (e.g. non-banks, NGOs,
cooperatives, etc.). Importantly, the guidelines must reflect the local cultural norms in their
definition of “fair” and “ethical” treatment. For instance, “saving face” in public is a much more
critical human need in some countries than in others – hence, the approach taken to debt
collection in those countries must try to avoid publicly naming and shaming defaulters.
284.

The guidelines must also include some levels of assessment of the client’s repayment

ability. In the absence of a reliable credit reporting system for the financial inclusion
segment,115 the service providers will need to undertake a simple cash-flow and repayment
assessment of the client and advise them accordingly on the product they are signing up for
and its terms and repayment schedule. The regulatory guidelines must also include provisions

115

Normally, clients in this segment are the financially excluded and with no prior credit history. However, it is
encouraged that a centralised credit database is in place to record the credit history of specific financially included
clients so as to ensure that service providers obtain records to assess the over-indebtedness of individuals (e.g.
by clients not fully disclosing other microfinance products they have availed themselves of from other service
providers).
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on an appropriate product disclosure sheet to be provided by the service provider that lists the
recourse options available to the client in the event of a dispute.116
285.

The TN recommends that supervisory authorities117 have in place a mechanism to

periodically collect financial performance statistics118 of the service providers which includes
indicators of financing sizes, the number of rescheduling and default cases, and the number
of dispute references filed by clients against a service provider. Such supervisory data are
essential to guide the authorities on any strategic response and regulatory updates required
to address frequent patterns of issues in existing financial inclusion activities.
286.

The TN also encourages concerned supervisory authorities to undertake a fact-finding

study on the effectiveness of group-based119 financial inclusion activities (if practised in their
jurisdictions) from a consumer protection perspective – and with a particular focus on
mechanisms of debt collection. Based on the findings, and if required, the supervisory
authorities must respond with corrective actions to improve upon the financing and debt
collection practices, as well as the overall conduct of business of the service providers in
relation to group-based mechanisms. The TN further suggests that this study is periodically
undertaken in the medium to long term (e.g. every 10 years) to ascertain the impact of evolving
developments in market practices and to update policies and initiate correction measures (as
necessary).
6.2.2

Marketing and Branding

287.

All service providers must refrain from any misleading advertisements, and the nature

and scope of their marketing and branding activities in Islamic financial inclusion (including
their claim to Shari’ah compliance) must genuinely comply with various guidelines on
permissible and impermissible activities as provided in the various sections of this TN.
288.

The TN recommends that jurisdictions have in place regulatory guidelines that require

service providers to disclose in their advertisements the necessary laws/Acts under which they

116

See related discussions on consumer protection in subsection 6.1 of this TN.
These may not necessarily be financial sector supervisors, but may include other ministries and bodies that
have the mandate to register and oversee service providers engaged in financial inclusion activities. The
jurisdiction’s inter-agency coordination committee may undertake the role to facilitate the development of an
appropriate and consistent supervisory template that collects somewhat harmonised data from the different types
of service providers. Such harmonised supervisory data will enable a coordinated national financial inclusion
strategic response to any identified patterns of problems in existing practices.
118 Discussed further in subsection 6.2.3 of this TN under “Financial Reporting and Disclosures”.
119 While group-based mechanisms are widely celebrated to minimise default issues and encourage performance
between members (since these groups typically comprise friends, relatives, community members or work
colleagues who know each other), risks to consumer protection arise when service providers charge exorbitant
financing rates – indebting an individual in the process – and then combine this with social and peer pressure to
force the individual to maintain repayments without due regard to his or her ability to repay.
117
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are licensed, including their entity’s specific registration number as issued by the licensing
authority.
289.

While it may not be feasible for the supervisory authority to vet and review every

signage and advertisement, due to the large number of service providers in financial inclusion,
the TN recommends regulations to put the ultimate responsibility for ensuring accuracy upon
the service provider itself, and any marketing found to be in breach of the overall
encompassing regulatory framework will initiate legal and/or regulatory action against the
violating service provider.
290.

The TN further recommends that authorities require the service provider to list in their

promotion materials (e.g. websites, brochures, pamphlets, etc.) the recourse options available
to consumers to register complaints and/or comments about the service provider. This may
be direct office addresses, phone numbers or email addresses of the complaints cell at the
service provider itself and also those of the third-party entity.120
6.2.3

Financial Reporting and Disclosures

291.

The TN recommends that supervisory authorities have in place regulations that require

all service providers (including non-deposit-taking providers) to engage in regular financial
reporting and non-prudential disclosures to their licensing/supervision authorities. This type of
reporting will include updates to basic institutional information when necessary (e.g. operating
locations, key personnel involved, types of activities undertaken, legal status, etc.) as well as
regular reporting on financial performance121 (e.g. financial statements and indicators of scale
and portfolio quality).
292.

The non-prudential disclosures will include information on the characteristics, terms

and costs of the products being offered, as well as the number of rescheduling and default
cases, including dispute references filed by clients against a service provider. Specifically for
Islamic finance, the service provider will also provide details of the due processes that are in
place to ensure the Shari’ah compliance of its products, and highlight any updates or changes
to these, as and when they are implemented.

120

See the related discussion on third-party arbitration entities in subsection 6.1.4 of this TN.
The actual extent of financial reporting will differ based on the type of institution – the regulated financial service
providers will have more stringent financial reporting requirements than those that are non-regulated (e.g. not-forprofit organisations).
121
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293.

The periodic collection of such data will enable the authorities to monitor the financial

inclusion activities being undertaken in the jurisdiction. Also, by including all types of service
providers, the authorities will have access to information and practices by even those that are
not prudentially regulated. The non-prudential disclosure requirements should also be
harmonised122 as much as possible between the different types of institutions (and, hence,
different sets of regulators) involved in financial inclusion activities. Such harmonised
supervisory data will enable a coordinated national financial inclusion strategic response to
any identified patterns of problems in existing practices.
294.

The TN also recommends a proportionate approach to reporting between the

prudentially regulated and non-prudentially regulated service providers; the latter category
may include a much larger number of smaller-sized service providers, including those located
in far and remote locations where efficient supervision by the supervisory authority is difficult.
For those service providers that are not prudentially regulated, the TN encourages authorities
to consider introducing a framework for shared centralised services for financial reporting and
non-prudential disclosures. Such a framework will involve one professional services entity
being the representative for many different small service providers, and in this process
assuming their accounting, auditing, corporate and Shari’ah governance, and other legal and
regulatory functions. The service providers will each pay a lower professional services fee to
the entity in order to benefit from its expertise than if they had each established their own
separate functions to meet the regulatory requirements.
295.

The professional services entity will also be the contact point for the supervisory

authority and will provide supervision data for each of its members. Any supervisory enquiries
about a service provider will also be directed to this entity, saving time and effort, rather than
engaging separately with individual service providers.
296.

However, while allowing centralised shared services, regulations must also bind the

entities providing these services to strict confidentiality rules to ensure that information about
the different service providers that are availing themselves of the facility is not leaked or used
in any unauthorised manner.

The jurisdiction’s inter-agency coordination committee may undertake to facilitate the development of an
appropriate and consistent supervisory template that collects somewhat harmonised data from the different types
of service providers.
122
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6.2.4

Governance Framework

297.

In general, governance frameworks are of equal concern to all institutions offering

financial services, both conventional and Islamic. However, for the purposes of this TN, there
are two important considerations: (a) the Shari’ah governance requirements for activities in
financial inclusion; and (b) the proportionate application of governance requirements for the
non-prudentially regulated service providers.
298.

In essence, the guiding principles on Shari’ah governance systems for IIFS are

provided by the IFSB in its standard no. 10 (IFSB-10123), and this TN broadly benchmarks the
minimum governance requirements to it. However, specifically for the purposes of Shari’ah
governance requirements for activities in financial inclusion, this TN has recognised certain
exceptions and allowed proportionate regulatory flexibilities, and takes precedence over IFSB10 only for such specified activities (i.e. financial inclusion activities as defined in this TN).
This, however, does not override any existing guidelines and/or more stringent practices as
already adopted by national RSAs, particularly if the service provider is a prudentially
regulated institution under a national/central Shari’ah governance framework of the jurisdiction.
299.

As a result, and based on the guidance in the above paragraph, the supervision on

Shari’ah governance framework for service providers in financial inclusion will be in line with
the requirements as established in this TN.
300.

In terms of corporate governance for IIFS, the IFSB has established these

requirements in its standard no. 3 (IFSB-3124), and this TN broadly benchmarks the minimum
corporate governance requirements to it. IFSB-3 recognises that many bodies that are
concerned with the promotion of good corporate governance have issued codes of corporate
governance best practices that have been widely accepted as the international standards, and
would be relevant and useful for IIFS.
301.

Hence, in line with IFSB-3, this TN does not intend to “reinvent the wheel” by proposing

a wholly new corporate governance framework for Shari’ah-compliant financial inclusion
activities. Rather, the TN endorses any sound corporate governance mechanisms as
practised in the conventional financial inclusion, and subject to ensuring the compliance with
Shari’ah rules and principles at all times. This includes implementation of, and conformity with,
Shari’ah governance systems, as discussed earlier. Importantly, it also includes upholding the

123
124

Available at: https://www.ifsb.org/download.php?id=4366&lang=English&pg=/published.php
Available at: https://www.ifsb.org/download.php?id=4359&lang=English&pg=/published.php
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fiduciary responsibilities the service provider has towards investment account holders that
may have provided funds to it on a profit-sharing and loss-absorbing basis.125
302.

For both Shari’ah and corporate governance functions, as introduced in subsection

6.2.3, the TN recognises a proportionate approach for the non-prudentially regulated service
providers in financial inclusion, particularly the smaller-sized entities that may utilise shared
centralised services. This would involve outsourcing the corporate and Shari’ah governance
functions to a professional services entity in exchange for a fee. The service provider will
benefit from the entity’s expertise while saving on the costs of having in-house corporate and
Shari’ah governance functions. Specifically for Shari’ah governance, an option to reduce the
costs of operations may be for each smaller service provider to rely on a single Shari’ah
adviser, or for a number of such providers to collectively engage one adviser or a Shari’ah
consultancy firm. An additional modality may be when voluntary Shari’ah services may be
offered by Shari’ah advisers, Shari’ah advisory firms, or Shari’ah boards of firms (e.g. Islamic
banks) to smaller service providers as part of their social solidarity/CSR efforts.
303.

The professional services entity will also be the contact point for the supervisory

authority and will provide supervision data for each of its members. Any supervisory enquiries
about any of the service providers will also be directed to this entity; as a result, the supervisory
agency saves time and effort by not engaging separately with individual service providers.
304.

However, regulations, while allowing centralised shared services, must also bind the

entities providing these services to strict confidentiality rules to ensure that information about
the different service providers availing themselves of this facility is not leaked or used in an
unauthorised manner.
6.2.5

Ownership and Management

305.

The TN does not have any specific additional criteria on ownership and the

management structure of the service providers involved in Shari’ah-compliant financial
inclusion activities, and these may continue to conform with the prevailing local regulations
and licensing/registration requirements.
306.

The TN, however, recommends that for those wishing to offer Shari’ah-compliant

products, at least one key personnel in a senior position of the service provider must have an

125

When funds are raised through PSIA, fiduciary risk arises when the service provider fails to act with due care
when managing investments, resulting in the risk of possible forgone profits or even losses to the PSIA holders.
See the related discussions on PSIA in subsections 5.4.1 and 5.4.2 of this TN.
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accredited certification in the basics of Islamic finance.126 The regulatory authority is to identify
a list of recognised certification programs that meet this regulatory requirement. The
certification program may be offered locally or by an overseas entity through classroom-based
learning, or remotely by an e-learning platform.
307.

In relation to the “fit and proper” criterion for experts within the Shari’ah body,127 IFSB-

10: Guiding Principles on Shari’ah Governance Systems 128 provides this under Part II,
“Competence”.
308.

In some countries, the law requires that shareholders/owners of financial inclusion

service providers are not entitled to receive returns from the activities; that is, all profits
generated

by

financial

inclusion

activities

must

be

ploughed

back

into

the

business/organisation. The drawback of such a policy is that it limits attracting capital
injections into the sector and discourages new entrants/expansion of existing service
providers.
309.

The TN encourages authorities to permit diverse organisational formats in the financial

inclusion space – for instance, limited liability companies, cooperatives, NGOs, etc. – and in
the case of for-profit entities, enables regulations that allow for distribution of dividends to
shareholders. Such a policy encourages relatively larger capital injections by potential
shareholders/owners into the financial inclusion sector.

6.3

Anti-Money Laundering/Countering Financing of Terrorism

310.

AML/CFT is one of the key non-prudential regulatory areas that, since the 2000s, has

attracted the widespread attention and focus of policymakers globally. The Financial Action
Task Force is the international standard-setting body responsible for protecting the integrity of
financial systems by preventing financial crime, particularly through standards and guidance
on AML/CFT. Over 190 jurisdictions129 around the world have committed to implement the
FATF’s recommendations against money laundering and terrorist financing.
311.

In the context of financial inclusion activities, applying AML/CFT rules without

proportionality in implementation can increase the costs of regulatory compliance, which may
126

This recommendation, however, does not override any existing regulatory requirements and/or guidelines in
other IFSB standards concerning the qualification requirements and “fit and proper” criterion for the board of
directors/management of Islamic financial institutions. The recommendation is more for those small service
providers that are currently not being regulated in terms of the Islamic finance qualifications of their owners/trustees.
127 This may be an individual Shari’ah scholar, a Shari’ah board comprising three or more scholars, or an external
Shari’ah advisory firm. See the discussion in subsection 2.2.3.
128 Available at: https://www.ifsb.org/download.php?id=4366&lang=English&pg=/published.php
129 See: www.fatf-gafi.org/countries/
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discourage microfinance and informal financial service providers from entering the regulatory
ambit. This will be counterproductive to one of the key objectives of enhancing financial
inclusion, which is to reduce money laundering and terrorism financing risks. It is asserted that
without access to the formal financial system, unserved or underserved customers will resort
to cash and unregulated channels, which limits transparency and increases the risk of crime
and money laundering.
6.3.1


FATF Recommendations

Guidance Paper on Anti-Money Laundering and Terrorist Financing Measures and
Financial Inclusion (2011)130

312.

In 2011, FATF recognised the relevance of financial inclusion as a means to mitigate

the money laundering and terrorist financing risks of financial exclusion in a ground-breaking
guidance paper, Anti-Money Laundering and Terrorist Financing Measures and Financial
Inclusion. This guidance paper provided support to countries and their financial institutions in
designing AML/CFT measures that meet the national goal of financial inclusion, without
compromising the measures that exist for the purpose of combating crime.
313.

The main aims of the document were to develop a common understanding of the FATF

standards that are relevant when promoting financial inclusion, and to lay out the flexibility that
the standards offer – in particular, regarding the risk-based approach (RBA), thus enabling
jurisdictions to craft effective and appropriate controls.
314.

The 2011 version of the guidance paper was developed within the framework of the

2003 version of the FATF standards. It reviewed the different steps of the AML/CFT process
(customer due diligence [CDD], record-keeping requirements, reporting of suspicious
transactions, use of agents, internal controls), and for each of them presented how the
standards can be read and interpreted to support financial inclusion. A revised version of the
guidance paper was issued in 2013 to reflect the adoption of the new FATF recommendations
issued in 2012 (as discussed below).


Revised FATF Recommendations (2012)131

130

Financial Action Task Force (2011). Guidance on Anti-Money Laundering and Terrorist Financing Measures
and Financial Inclusion.
131 Financial Action Task Force (2012). International Standards on Combating Money Laundering and the
Financing of Terrorism and Proliferation – The FATF Recommendations, updated November 2017.
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315.

Given the unintended consequences of inflexibility in AML/CFT requirements on

financial inclusion, the FATF introduced a risk-based approach to AML/CFT regulation and
supervision in its revised recommendations issued in 2012. The RBA, which becomes a key
element of the international AML/CFT standards,132 is intended to pursue a financial-inclusionfriendly AML/CFT regime by offering jurisdictions a degree of flexibility to tailor regulations and
policies commensurate with the specific nature and types of financial service providers and
the level of the risks identified in the respective markets.
316.

Despite the wide variability of countries’ AML/CFT capacity and experience, as well as

potential exposures to money laundering and terrorist financing, the RBA enables countries to
make decisions on how to allocate their own resources in the most effective way to achieve
the balance of financial integrity and financial inclusion.
317.

The cornerstone of the RBA in the revised FATF recommendations lies in the

assessment of risk undertaken both at the country and financial institution levels. The revised
FATF recommendations clearly distinguish the circumstances where “higher risk” and “lower
risk” of money laundering and terrorist financing could potentially exist. The ground rule used
is that, where the risk of money laundering and terrorist financing is pronounced, regulators
should require financial institutions to undertake enhanced measures to adequately address
such risks. On the other hand, in the event of lower risks, simplified measures may be
permitted under certain conditions.
318.

The concept of simplified measures may have greater practical contributions in the

effort of establishing AML/CFT regimes that complement the global financial inclusion agenda.
For instance, with respect to CDD, the offering of financial products that are properly defined
and limited to certain types of customers for the purpose of promoting financial inclusion can
be classified as a lower-risk scenario, and hence be subject to simplified CDD measures.133


Revised Methodology for Assessment of Compliance with the FATF Recommendations
(2012)134

132

The FATF recommendations allowed, but did not explicitly require, countries to implement a risk-based
approach prior to the 2012 revision.
133 Examples of simplified CDD measures include the following: (i) verifying the identity of the customer and the
beneficial owner after the establishment of the business relationship; (ii) reducing the frequency of customer
identification updates; (iii) reducing the degree of ongoing monitoring and scrutinising transactions based on a
reasonable monetary threshold; and (iv) inferring the purpose and intended nature from the type of business
relationship established, instead of collecting specific information or carrying out specific measure.
134 Financial Action Task Force (2012). Methodology for Assessing Technical Compliance with the FATF
Recommendations and the Effectiveness of AML/CFT Systems, updated November 2017.
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319.

The FATF revised its assessment methodology for assessing a jurisdiction’s

compliance with the FATF recommendations in 2012. By incorporating, for the first time,
assessment of the effectiveness of a respective country’s AML/CFT regime in addition to the
existing technical assessment component, the revision of the FATF’s compliance assessment
has significant ramifications for financial inclusion by allowing assessors to consider the
potential adverse impacts of financial exclusion in their evaluations. For instance, the
effectiveness of a country’s AML/CFT regime will be assessed poorly if assessors find that
applied AML/CFT measures could discourage the legitimate use of the formal financial
services in that country.
320.

The following immediate outcomes are identified in the revised assessment

methodology indicating the effectiveness of a country’s AML/CFT regime as having a certain
degree of relevance to financial inclusion:
o

Immediate outcome 1: Money laundering and terrorist financing risks are understood
and, where appropriate, actions are coordinated domestically to combat money
laundering and the financing of terrorism and proliferation.

o

Immediate outcome 2: Supervisors appropriately supervise, monitor and regulate
financial institutions and defined non-financial businesses or professions (DNFBPs) for
compliance with AML/CFT requirements commensurate with their risks.

o

Immediate outcome 3: Financial institutions and DNFBPs adequately apply AML/CFT
preventive measures commensurate with their risks, and report suspicious
transactions.



Revised Guidance Paper on Anti-Money Laundering and Terrorist Financing Measures
and Financial Inclusion (2013)135

321.

In 2013, FATF published a revised guidance paper on the application of AML/CFT

measures in the financial inclusion context, in collaboration with the World Bank and the
Asia/Pacific Group on Money Laundering. Updating the first guidance paper issued in 2011,
the 2013 paper reflects the changes made to the revised FATF recommendations issued in
2012 – in particular, the reinforcement of the RBA.
322.

The application of the RBA will help countries and financial institutions to understand,

identify and assess risks and apply mitigation and management measures that are risk135

Financial Action Task Force (2013). Guidance on AML/CFT Measures and Financial Inclusion.
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sensitive. This may include low risks, which could benefit from an exemption, and lower risks,
which could apply simplified AML/CFT measures.
323.

The 2013 guidance paper also highlighted that the main challenges in enforcing

financial integrity, in line with the financial inclusion mandate, relate to the lack of reliable
identity documentation and data verification of potential customers. In doing so, the 2013
guidance paper also reviews how different steps in the AML/CFT process – CDD, recordkeeping requirements, report of suspicious transactions, use of agents and internal control –
can be interpreted and applied in support of financial inclusion.


FATF Guidance on AML/CFT Measures and Financial Inclusion, with a supplement on
Customer Due Diligence (2017)136

324.

In 2017, FATF issued a supplement to the 2013 guidance paper that provides country

examples of CDD measures adapted to the context of financial inclusion. Those examples
illustrate how a simplified set of CDD measures or alternative forms of identity verification –
for example, the use of e-identity tools – can support financial inclusion, while appropriately
mitigating the ML/TF risks.
6.3.2

IFSB Guidelines

325.

The IFSB, at this stage, takes the position that activities in Islamic finance do not pose

any additional money laundering and terrorism financing risks, beyond those that are
potentially posed by the conventional financial sector.137
326.

Shari’ah rules demand high ethical standards and conduct from the IIFS, and mandate

an absence of activities that would result in fraud and criminal activity. Hence, money
laundering and terrorism financing are non-Shari’ah-compliant by their very nature of
fraudulent and criminal-based activities. Consistent with international standards, IIFS are to
report to the relevant authorities suspicious activities involving cases of potential money
laundering and the financing of terrorism.

136

Financial Action Task Force (2017). Guidance on AML/CFT Measures and Financial Inclusion, with a
supplement on Customer Due Diligence
137 This view was also partially expressed in the recent IMF Working Paper WP/16/42 issued February 2016 which
states, “There is no evidence that the ML/TF risks in Islamic finance are any different from those posed by
conventional finance. Rather, the choice of conventional or Islamic financial institutions to launder the proceeds of
crimes or finance terrorism would appear to be dictated by convenience and opportunity rather than by inherent
differences between them.”
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327.

The IFSB has previously addressed AML/CFT requirements for Islamic banking under

its CPIFR 33 on “Abuse of financial services” in its Standard No. 17: Core Principles for Islamic
Finance Regulation – Banking Segment (CPIFR).138 More recently, and as part of its work plan
2018–19, the IFSB is drafting a joint working paper on AML/CFT Issues in Islamic finance in
partnership with the Arab Monetary Fund (AMF) and the IMF.
328.

In view of the above, this TN endorses the FATF recommendations and their

proportionate application (as discussed in subsection 6.3.1) for AML/CFT regulations in
Shari’ah-compliant financial inclusion activities. The TN further recommends authorities to
duly consider, and appropriately implement, guidelines based on the findings and
recommendations of the joint AMF–IFSB–IMF “Working Paper on AML/CFT Issues in Islamic
Finance”.139
329.

Proportionate application of AML/CFT regulations for financial inclusion activities will

apply equally to both Islamic and conventional products; for instance, formal identification
requirements will be a challenge for the poor segments of society and any alternatives allowed
(such as verification of identity by a village leader) will benefit both Islamic and conventional
activities.

6.4

Digital Finance

330.

Non-prudential regulatory issues are increasingly gaining prominence for digital

financial services as these evolve from simple “transfer” and “payment” mechanisms into more
“intermediation” and “investment-based” platforms. The latter involves at least some levels of
credit, market and equity risk undertaking by the funds contributing consumers. Given the
often intersectoral relationships between service providers, financial institutions, mobile
network operators (MNOs) and others in digital financial inclusion services, there are some
specific considerations relating to non-prudential regulations for digital financial inclusion.140
6.4.1

Web-based Platforms

331.

Digital finance includes a number of service providers that may not necessarily have a

physical office location or a strong branch network; rather, they operate solely online through
the web and/or mobile applications – for instance, some crowdfunding platforms or payment
service providers. Hence, non-prudential issues of consumer protection, conduct of business
138

Available at: https://www.ifsb.org/download.php?id=4373&lang=English&pg=/index.php
This working paper is expected to be approved and released in the second half of 2019 – after the issuance of
this TN.
140 The specific considerations from a prudential regulations perspective were duly addressed in Sections 3, 4 and
5 of this TN. Relevant preliminary discussion on digital finance is also included in subsection 2.3.4 of this TN.
139
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and AML/CFT become a much more severe regulatory concern for these virtual platforms
since they cannot be tracked to a physical office or location. These platforms can also easily
circumvent jurisdictional borders and enable consumers from across borders to participate in
the financial activities offered. Virtual platforms, both within financial services and in other
sectors, are also increasingly in the spotlight due to cases of fraud, manipulation, personal
data theft, deceptive marketing and other challenges associated with non-prudential
regulatory issues.
332.

The TN strongly recommends that all supervisory authorities regularly update and

publish a public list of all “approved” digital financial inclusion service providers in their
jurisdiction to enable consumers to verify the legality of any service provider found on the
web/mobile app. This list will include particulars of the registration, including the type of
activities the service provider is allowed to undertake, as well as the registered official web
address/mobile-app name, contact details of those responsible for the website/mobile app,
and the jurisdictions where the service provider is permitted to offer its services.
333.

The TN further recommends that the supervisory authorities follow the above initiative

by running public awareness campaigns against the risk of online scams in financial services,
as well as to encourage consumers to duly verify service providers against the “approved” list
published by the authority. Where any anomaly or a non-licensed service provider is identified,
the authorities must encourage the public to duly report such websites/mobile apps to the
concerned departments for investigation and regulatory action. As such, the public awareness
campaigns run by the authorities must also provide the regulatory contact details for
consumers to report any unlawful activities found on digital finance platforms.
334.

The TN also recommends that supervisory authorities have in place regulations that

require digital financial service providers to provide their regulatory registration details on their
website/mobile app, including the types of activities they are permitted to undertake, and the
jurisdictions where they are allowed to operate. The website/app must also give sufficient
contact details to enable consumers to initiate recourse actions should an issue arise from
utilising the services offered by the service provider.
335.

Where digital finance service providers in a jurisdiction belong to different economic

sectors and are under different supervision authorities, the TN encourages the national
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financial inclusion inter-agency coordination committee141 to take the lead in implementing the
above recommendations.
6.4.2

Agents/Branchless Banking

336.

Third-party agents (e.g. retail shops, mobile airtime resellers, etc.) are an essential

feature of digital finance/branchless banking, since they enable the financial service providers
(including banks) to expand their outreach to various locations with minimal capital and
operating costs, as opposed to setting up bricks-and-mortar bank branches. In this process,
third-party agents are a core component of the customers’ experience and inherently assume
the responsibility of “trust” over people’s money.
337.

This TN recommends that supervisory authorities introduce certain non-prudential

regulations to oversee the behaviour of third-party agents involved in supporting financial
inclusion activities. These regulations142 will apply to the financial services provider itself, who
will act as an “intermediary” in implementing the regulations set by the authority to regulate
the behaviour of the third-party agents.
338.

This TN stipulates that all financial services providers that wish to utilise the services

of third-party agents must obtain “regulatory approval” from the concerned RSA, prior to
marketing and operating third-party mobile money/banking services to the general public. This
regulatory approval will require, at a minimum, that the financial service provider conducts
appropriate due diligence on its potential agents, including collecting copies of company
registration records if the agent is registered as a company and/or identity and verification
documents of the owner(s) if the agent is a sole proprietorship/partnership business. The
financial service provider must also verify and validate the physical address and location of
the agent’s business/shop (e.g. through copies of utility bills in the shop’s name, a local
municipal authority approval letter for the business, etc.).
339.

The financial service provider must also have in place a documented due process for

selecting and approving third-party agents, and it must submit this process for information and
record-keeping by the concerned supervisory authority, prior to beginning the process of
selecting its agents. This due process must include appropriate training programmes for

141

See guidance on the inter-agency coordination committee in subsection 2.3.2 of this TN.
The prudential regulations will apply directly to the financial service providers, as discussed in Sections 3, 4 and
5 of this TN, and without an immediate impact on third-party agents. Nonetheless, the financial service providers,
at their own initiative, may require third-party agents to place a “security deposit” for obtaining agency rights.
However, given the often small scale of these third-party agents, requiring cash funds as a deposit is not a viable
option, and hence, emphasis needs to be placed upon non-prudential measures, as discussed in this specific
subsection of the TN.
142
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potential agents that cover topics such as the financial service provider’s digital
finance/branchless banking products and services, as well as basic AML/CFT, information
technology, user-interface and other relevant aspects necessary for operating a sound and
stable platform. Such training is required because, by way of delegation, the agents are
undertaking to carry out some of the regulatory requirements on behalf of the financial service
provider (e.g. requiring identity documents from clients to comply with AML/CFT requirements).
340.

The training for agents may also include some basic instruction regarding the Shari’ah

governance mechanisms in place at the level of the service provider to ensure the Shari’ah
compliance of its products and services. The third-party agent itself, however, is not required
to have any Shari’ah governance mechanisms in place at its premises.
341.

The financial service provider must also maintain records of its “approved agents” and

regularly update this list to capture any new additions/deletions and/or updates to existing
ones. During the normal cycle of supervisory reporting, these records need to be duly
submitted by the financial service provider to the supervisory authority.
342.

Finally, the financial service providers must have appropriate systems in place to

capture real-time information about the activities being undertaken by the third-party agents.
This is essential to ensure that the service provider is able to, in a way, aptly “supervise” its
agents’ activities and initiate corrective actions when necessary. Where any major breach or
suspicious activity is observed, the service provider must duly report this to the supervisory
authority for their further investigation and action. (An example might be when agents process
transactions involving large amounts without including the client’s personal information, thus
breaching AML/CFT requirements.)
6.4.3

Mobile Network Operators

343.

In contrast to the use of third-party agents, which may number several hundred or more,

MNOs are normally few in number, depending on how many telecom operators are in business
in a jurisdiction. They are also usually well regulated (although, admittedly, not from a financial
services perspective) under the telecommunications authority, which will have in place rules
regarding the conduct of business, consumer protection, anticompetitive behaviour and,
recently, anti-terrorism initiatives.
344.

Telecommunication authorities globally are increasingly requiring customers to be

“registered” with full identification and address details (including biometric fingerprints data)
as a means to prevent crime that may involve phone calls using mobile phones. This has also
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resulted in millions of mobile phone SIM cards being disconnected (e.g. in Pakistan and
Uganda) as well as hefty fines being imposed upon MNOs (e.g. in Nigeria) due to noncompliance with identity registration requirements.
345.

This TN recognises and endorses the regulatory requirements by non-financial sector

regulatory bodies that support the objectives of financial regulation. For instance, registration
of SIM cards will automatically comply with the basic KYC requirements of financial sector
regulations. Also, the use of PIN numbers in mobile phones can provide security against
identity theft for financial transactions conducted over mobile networks. MNOs also normally
have SIM usage records in storage for a specific time period, and this technology and storage
facility can be leveraged upon to record and store financial transactions digitally.
346.

Premised on the above, this TN encourages authorities, ideally via the inter-agency

coordination committee, 143 to explore effective ways to leverage existing cross-sectoral
regulations to facilitate financial inclusion activities. For instance, opening mobile money bank
accounts can be simple and efficient if the digital finance providers collaborate with MNOs to
utilise the customer identity details provided at the time of SIM registration. The role of the
inter-agency coordination committee is also particularly essential in the case of MNOs, to
ensure there is sufficient clarity on the part of telecommunication regulators concerning their
mandate and legal authority to intervene should they identify any issues with MNOs that are
against the interests of mobile-based financial services users – for instance, MNOs charging
excessive fees to the users of mobile-banking services.
347.

As with the use of agents, the MNOs are not required to have any Shari’ah governance

mechanisms in place at the MNO level; instead, the responsibility lies with the financial service
provider to ensure that the products and services offered over mobile networks are Shari’ahcompliant.
6.4.4

Data Protection and Cyber Security

348.

The risk of data theft is much more prominent on digital platforms (e.g. through hacking

or phishing) compared to hard-copy filing and storage of personal information in bricks-andmortar offices. Hence, robust security measures need to be in place to protect the integrity of
the digital system so that information about customers is collected, stored, viewed and used
only in proper ways by designated people.

143

See guidance on the inter-agency coordination committee in subsection 2.3.2 of this TN.
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349.

The TN strongly recommends authorities to have in place regulations that require

service providers in digital finance to implement robust online security measures that ensure
the effective protection of clients’ confidential data as well as stored monetary values. This
security system must protect data against hacking attempts, the spread of malware and spam,
and the theft of proprietary values, and have in place effective antivirus safeguards to protect
the servers of the service provider, as well as the clients/users accessing the website/mobile
app, against infection.
350.

The regulations must also ensure that all third parties who gain access to confidential

or sensitive information digitally (e.g. MNOs, third-party agents in branchless banking, etc.)
duly comply with the data confidentiality agreements and do not disclose or leak such
information. In addition, for third-party agents, the primary responsibility for data protection
and cyber security lies with the service provider, who must have an effective digital system
with the requisite safeguards in place. However, in the case of MNOs, the primary
responsibility may lie with the operator, who must ensure that its network is safe and secure.
351.

In general, the issue of cyber security and data protection goes beyond the realm of

just financial sector regulators and requires a broader, jurisdiction-wide policy concerning
online

privacy

and

data

protection

issues.

For

instance,

the

multimedia

and

telecommunications authority may be in a better position than a central bank to provide
guidance on relevant online security systems to protect against the ever-evolving cyber
security risks.
352.

Premised on the above, the TN further encourages the supervisory authorities with a

mandate over digital financial inclusion service providers to leverage upon digital security
expertise available through different authorities in the jurisdiction and to introduce necessary
regulations that reflect upon this expertise.
353.

A particular challenge regarding digital security systems for financial inclusion service

providers is the costs involved in buying/designing such systems. In this regard, the TN
considers a proportionate approach where the non-deposit-taking service providers, and those
that are not prudentially regulated, may opt to outsource their IT management and security
systems to an external shared centralised services firm that is a professional in this field. This
approach will involve one IT solutions entity assuming responsibility for designing, maintaining
and updating the digital system supporting the financial inclusion activities, as well as having
in place robust security measures to protect against any unauthorised access to the data and
stored proprietary values. The entity will provide similar services to many different digital
financial inclusion service providers in exchange for fee payments by each. The service
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providers will benefit from the expertise of the professional services entity at a reduced cost
by virtue of availing themselves of shared centralised services, as opposed to each having
established its own separate security system.
354.

However, regulations that allow centralised shared services must also bind the entities

providing these services to strict confidentiality rules to ensure that information provided by
the different service providers using the facility is not leaked or used in an unauthorised
manner.
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SECTION 7: ISLAMIC SOCIAL FINANCE
7.1

Relevance for Financial Inclusion

355.

“Islamic social finance” in this TN refers to all those Shari’ah-compliant financing

activities that are undertaken for “non-profit” purposes; that is, the underlying intention of the
financial activity is to support charities, social causes and/or other welfare projects that do not
contravene the principles of Shari’ah.144 Social finance activities in Islamic finance may be
broken down into two interrelated components: (i) social solidarity instruments, and (ii) social
finance institutions.
7.1.1

Social Solidarity Instruments

356.

“Social solidairty instruments” are at the level of “contracts” and, in this TN, the term

refers to those Shari’ah-compliant mechanisms through which social finance activities can be
undertaken. There are a number of social solidarity instruments defined in Shari’ah, including
zakah, sadaqah/infaq, waqf and qard hassan.


Zakah: This is an obligatory financial contribution for Muslims who possess wealth
exceeding a specified minimum amount (niṣâb) and that is maintained in their
possession for one lunar year. Zakah can be availed of by eight types of recipients as
defined by Shari’ah.



Sadaqah: This is a voluntary financial contribution for charitable purposes and with
expectations of reward from Allah.



Infaq: This is voluntary spending on activities carried out for the pleasure of Allah.



Waqf: This is a voluntary endowment of assets (e.g. cash, real estate, land, etc.) to a
trust, whose usufruct is earmarked for charitable purposes specified by the founder of
the trust.



Qard: This is a voluntary extension of loanable funds without expectation of any return
on the principal (i.e. a benevolent loan).

357.

The above instruments are in widespread use by Muslims globally. Aside from zakah,

which is obligatory from a religious perspective, they are voluntary in nature. In addition, only
zakah has a specified list of eligible recipients, while waqf beneficiaries are those specified by
the endower. For the other three, there are no restrictions on the recipients.

144

For a discussion of Shari’ah specificities, see subsection 2.2 of this TN.
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358.

This TN recognises that social solidarity instruments in Islamic finance can play a major

role in supporting financial inclusion initiatives. In terms of extending financing, qard hassan
is an ideal instrument for supporting financial inclusion as it enables the deserving segments
to borrow funds at no cost.
359.

Meanwhile, zakah is also suited to supporting financial inclusion activities, as its

recipients, as defined by Shari’ah, include the “gharimun” – that is, individuals burdened by
debts because of personal needs or social necessity and who lack resources beyond their
basic needs to repay those debts. This TN supports that zakah funds can be a source to
provide third-party guarantees for Shari’ah-compliant financial inclusion activities whereby if
the eligible debtor has defaulted unintentionally and due to no negligence and misconduct on
his or her part, the zakah funds can be disbursed to alleviate the defaulter’s debt. Hence,
zakah funds can be instrumental in meeting the Shar’iah-compliant collateral requirements for
various financial inclusion activities, as has been discussed in earlier sections of this TN.
360.

Among the other instruments, the TN notes that sadaqah and infaq can be utilised for

a variety of purposes in financial inclusion activities, including in supporting Shari’ah-compliant
collateral requirements as well as being used to support subsidies145 that enable financial
inclusion products and services to be offered at lower cost to deserving segments. Alleviating
the burden of debt on a debtor is a very notable virtue in Shari’ah; hence, sadaqah and infaq
funds can be a source of extending third-party guarantees while also being used to provide
subsidies that lower the cost of financing in financial inclusion activities.
361.

Waqf is the most versatile instrument since, subject to the stipulations in the waqf deed

(i.e. trust deed), waqf funds could be used for all of the above purposes. For instance, waqf
endowments may be utilised to extend financing if the waqf deed as stipulated by the founder
allows this. (For instance, the waqf deed could stipulate that a portion of its funds may be used
to support aspiring Muslim entrepreneurs.) Waqf endowments can be utilised to extend
guarantees/collaterals if the waqf deed stipulations include financially supporting debtors who
have defaulted due to no fault of their own. Waqf can also be used to subsidise financing costs
if the deed stipulates supporting entrepreneurs by partially absorbing some of their costs
incurred in running operations.
362.

In all cases, the actual modality and specifics of implementing social solidarity

instruments in support of the above financial inclusion initiatives will need to comply with

145

See the related discussion in subsection 6.1.3 of this TN.
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Shari’ah guidelines. This compliance of modality may be affirmed by (i) seeking the approval
of a centralised approval authority on Shari’ah where available (e.g. a centralised Shari’ah
board), or (ii) seeking an opinion on and endorsement of the modality by a Shari’ah body,146
or (iii) benchmarking and basing a decision upon standardised Shari’ah guidelines on this
matter as provided by a centralised approval authority, or (in the least case) (iv) benchmarking
it to the opinion of an appropriate third-party Shari’ah body 147 if it is publicly available for
reference.
7.1.2

Social Finance Institutions

363.

“Social finance institutions” are at the level of “institutions” and, in this TN, the term

refers to those non-profit entities that are established for the particular purpose of undertaking
social finance activities. The IFSB survey148 carried out to support the preparation of this TN
identified several countries with Islamic social finance institutions that utilised Islamic social
solidarity instruments to raise funds to support their activities. These institutions included
dedicated zakah houses (i.e. institutions responsible for collecting and disbursing zakah), waqf
institutions (i.e. institutions set up as waqf), Islamic foundations, and other types of charitable
organisations/NGOs that collected funds by means of a social solidarity instrument.
364.

The TN recommends that regulatory and supervisory authorities explore the role and

importance of these Islamic social finance institutions in supporting the various financial
inclusion initiatives. Quite often, a zakah house or waqf institution is under the direct care,
operation and supervision of a government authority (e.g. Waqf Ministry, Hajj and Zakah
Ministry, Religious Affairs Ministry, etc.). These institutions, by virtue of their donor-based
funds, have an easier disbursement mechanism for eligible individuals (as opposed to
commercial service providers’ risk-based mechanisms) and are in a position to address many
of the limitations and challenges of financial inclusion activities.
365.

Importantly, in line with the discussion in subsection 7.1.1, Islamic social finance

institutions can undertake to provide third-party guarantees to address Shari’ah-compliant
collateral requirements for financial inclusion activities. These include guarantees to minimise
the risk assessment of individual financees, as well as to support inclusion in specific targeted
areas – for example, supporting with guarantees for gender financing (i.e. women). Islamic
social finance institutions can also provide the support required to lower financing costs for
This may be a Shari’ah board comprising three or more scholars, or an external Shari’ah advisory firm, or an
individual Shari’ah scholar. See the discussion in subsection 2.2.3.
147 For example, Shari’ah standards issued by the Accounting and Auditing Organization for Islamic Financial
Institutions (AAOIFI) or an Islamic finance products fatwa manual issued by Islamic banks or Islamic research
houses.
148 The survey exercise was conducted from October to December 2017.
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financial inclusion clients – for instance, through providing subsidies to lower benchmark rates
charged to clients.
366.

Islamic social finance institutions that raise funds through sadaqah/infaq and waqf may

also themselves take part in financial inclusion activities by extending qard hassan to
individuals directly, or indirectly through the financial inclusion service providers. The latter is
particularly useful as, by virtue of having a free source of funds, financial inclusion service
providers can lower the financing costs offered to their clients.
367.

Islamic social finance institutions, particularly those based on waqf, may also be in a

position to support financial inclusion by placing funds with deposit-taking service providers
on the basis of profit-sharing investment accounts. This will help financial inclusion service
providers in the form of relaxed prudential regulatory and supervision regimes.149
368.

In order to ensure Shari’ah compliance in the implementation of the practices

discussed above, the Islamic social finance institutions may (i) rely on their own internal
Shari’ah expertise,150 or (ii) leverage Shari’ah approvals already in place at the level of the
service providers. If the first two options are not available, Islamic social finance institutions
may validate the Shari’ah compliance of their practices by (iii) seeking approval of a
centralised approval authority on Shari’ah where available (e.g. a centralised Shari’ah board),
or (iv) seeking an opinion on and endorsement of the modality by a Shari’ah body.151
369.

The TN further acknowledges that, in some jurisdictions, Islamic social finance

institutions may not be present, or may be very few in number. In such an event, the TN
recognises that conventional social finance institutions (those that do not implement a Shari’ah
governance system, nor claim to be Shari’ah-compliant) may provide support for Shari’ahcompliant financial inclusion activities subject to the conditions and proportional flexibilities
accorded in this TN in its various guidelines.152
7.1.3

Gaps and Opportunities

370.

The potential of Islamic social finance for serving financial inclusion objectives is

largely untapped and underutilised. This is partly due to misconceptions that social finance is

149

See the related discussion in subsection 5.4.1 of this TN.
Since these are Islamic social finance institutions, they are very likely to have their own in-house Shari’ah
governance systems.
151 This may be an external Shari’ah advisory firm or an individual Shari’ah scholar. See the discussion in
subsection 2.2.3.
152 For example, see the exceptions to Shari’ah requirements discussed in subsections 2.3.5 and 3.3.5.
150
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only for religious and/or charitable purposes and may not be utilised for other productive
activities.
371.

In the IFSB survey conducted as part of the preparation of this TN, an overwhelming

majority of the RSAs surveyed indicated that Islamic social finance activities fell outside the
regulatory ambit of the financial sector RSAs in their jurisdiction. In the same survey, some
RSAs also suggested that these institutions were not established from a financial inclusion
perspective, but more for charity/donation purposes; hence, they did not require financial
sector regulations.
372.

In the contemporary Islamic economy, social finance activities have largely been

excluded from the commercial Islamic financial services industry, aside from the usual CSR
initiatives. However, an integration of social finance with commercial activities can nurture the
entrepreneurial spirit, which is key to enabling segments of society to climb out of the poverty
trap. This draws a parallel to the classical quote: “Give a man a fish and you feed him for a
day. Teach him how to fish and you feed him for a lifetime.”
373.

Islamic social finance institutions have an important role to play in supporting initiatives

in financial inclusion, as has been discussed in this TN. The TN envisions that the integration
of Islamic social finance, which aims to support financial inclusion initiatives, into the
commercial finance industry can improve socio-economic wellbeing, financial inclusion and
overall financial stability by bringing both social and social solidarity activities within the
regulatory ambit.
374.

In this regard, some initiatives have already been undertaken in a few countries to

integrate Islamic social finance within the commercial IFSI as a means to promote financial
inclusion. This trend is still relatively new, with only a few practical cases. Nonetheless, these
developments mark an important direction of regulatory interest, since the traditional
regulations in place have not actively considered the role of Islamic social finance in the
commercial IFSI. Hence, appropriate regulatory guidelines are needed to ensure the smooth
and stable functioning of this integration.
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7.2

Modality for Commercial Integration153

375.

The TN proposes that Islamic social finance can be integrated into the commercial IFSI

via two mechanisms: (i) direct utilisation of Islamic social solidarity instruments “on-balance
sheet” to raise funds by the financial services providers; and (ii) partnerships with Islamic
social finance institutions to support financial inclusion activities by the financial service
providers. The TN also discusses a third modality, where there is a reversal in integration: in
this modality, the commercial IFSI is instrumental in supporting the Islamic social finance
institutions in their activities, which may include, among other objectives, supporting financial
inclusion.
7.2.1

Direct Integration

376.

Direct integration entails the commercial financial services provider utilising Islamic

social finance “on-balance sheet” and earmarking these funds for specified financial inclusion
activities. This would involve the service provider offering and marketing accounts where funds
may be placed on the basis of zakah, sadaqah/infaq, waqf and qard hassan. These
accounts 154 would be made available to the members of the general public, including
individuals, institutions, corporates, NGOs and any other registered bodies/entities. The
Islamic social finance institutions can also participate by placing funds into these accounts.
Table 7.2.1.1: Direct Integration of Islamic Social Finance within a Commercial IIFS
ASSETS
Cash
Financing
Investments
Others
Financial Inclusion Portfolio
(murabahah, musharakah, qard, ijarah,
etc.)
Long-term Investments
Fixed Assets

FUNDING PROFILE
Current Accounts
Investment Accounts
Other Remunerative Accounts
Islamic Social Finance Funds (zakah,
waqf, qard, sadaqah/infaq)

Long-term Funding
Equity and Reserves

153

Due to the essence of this TN, which is dedicated to financial inclusion, the discussions in this subsection
consider only how Islamic social finance can support financial inclusion activities by IIFS. However, in reality,
Islamic social finance can support any Shari’ah-compliant welfare activities through integration with the commercial
IFSI, beyond financial inclusion activities.
154 It is important to note that funds placed on the basis of zakah and sadaqah/infaq do not need to be repaid to
their contributors. This is discussed further in subsection 7.3.3 of this TN. As a result, the contributing parties forfeit
their right over the use and withdrawal of these funds and give full discretion to the IIFS to use these funds as per
pre-specified social purposes. Hence, from this perspective, zakah and sadaqah/infaq placements are, in fact, not
banking deposits, which attract a liability upon the IIFS for repayment.
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377.

The IIFS is encouraged to support financial inclusion by undertaking financing activities

in line with the objectives and targets of the national financial inclusion strategy (where
available). The IIFS is not restricted to using only Islamic social finance funds to extend
financial inclusion financing; rather, the IIFS is free to use all available funds in its funding
profile.155 However, the Islamic social funds will be instrumental in supporting the financial
inclusion portfolio by way of risk management, as well as easing of prudential regulatory
requirements.156
378.

In line with the guidance in subsection 7.1 of this TN, the funds in zakah accounts may

be used by the service provider to alleviate the debt burden of financial inclusion-tagged clients
who fail to perform on their payment obligations. From this perspective, the zakah deposits
will serve as an “implicit collateral” allowing the IIFS to reduce risk weightage of a prospective
client and, hence, facilitating a positive decision towards, for instance, a microfinance
application. However, it is important from a Shari’ah perspective that these zakah funds are
not automatically tied as “guarantee” funds to specific financial inclusion financing portfolios,
but rather are to be used only when an event of default triggers and the client indicates his or
her sincerity in being unable to repay his or her obligation. Hence, at the time of signing of the
microfinance contract, the client is not to be informed that zakah funds are available should
he or she fail to perform. (This is to mitigate against any wilful default practices on the part of
consumers.)
379.

The funds raised in sadaqah/infaq accounts can be used to support debt alleviation as

well as to lower the client’s financing costs (i.e. as subsidies). For debt alleviation, just as in
the case of zakah funds, the sadaqah/infaq accounts can serve as an internal collateral
allowing the IIFS to reduce the risk weightage of a prospective client and, hence, facilitating a
positive decision towards his or her application. To prevent any wilful default, it is suggested
that clients not be informed about the availability of sadaqah/infaq funds to alleviate their debt
should they be unable to repay it. However, in the case of utilising these funds as subsidies
to lower financing costs, there is no restriction on providing this information to the client. The
client may “opt in” at the time of submitting an application for financing, indicating his or her
interest in utilising available sadaqah/infaq funds as a means to lower his or her repayment
obligations (i.e. lower the financing costs charged). This mechanism is very useful for lowering

155

For a better understanding of the utilisation of deposits for financial inclusion activities, see the related
discussion in subsections 4.1 and 4.2 of this TN.
156 Regulations for Islamic social finance are discussed in more detail in subsection 7.3 of this TN.
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the high rates charged to microfinance clients, ostensibly to cover the relatively high
administrative costs incurred to process these applications.157
380.

For the three sources of Islamic social finance accounts discussed above (zakah,

sadaqah/infaq), an important consideration is whether to invest any surplus funds available
with the IIFS for generating returns. Leaving aside the regulatory concerns (which are
discussed in subsection 7.3), in general there are no restrictions on doing so, provided that
the funds are only invested in Shari’ah-compliant opportunities and that the profit generated
is used solely for social activities. That is, the profits are added back into the pool of funds
available to support the financial inclusion portfolio.
381.

In contrast to the above three sources, cash waqf deposits need to be invested and

only the profits generated from these funds are to be utilised for social activities. That is, IIFS
could offer waqf-based deposits and specify that any returns generated may be dedicated,
either wholly or partially, to various financial inclusion supporting activities – including debt
alleviation, lowering of financing costs, and the extending of qard hassan microfinancing. Cash
waqf can be placed either in perpetuity or as temporary placements for a certain time period.158
382.

Cash waqf deposits are a powerful instrument, as they enable the affluent segments

of society (including institutions) to place funds for safekeeping with IIFS – and then to reclaim
the principal funds in full at the end of the waqf maturity period. The end-result is that, leaving
aside considerations of the time value of money, the waqf deposits do not cost their
contributors any monetary amount, while the returns generated from these deposits can
critically help support welfare initiatives in the economy. To address time-value-of-money
considerations, cash waqf deposits can also be structured in a way where the return generated
can be apportioned so that part of it is used for welfare purposes and the remainder is given
back to the contributor.
383.

As with the earlier recommendations, when cash waqf returns are available to alleviate

the debt burden of genuine defaulters, this serves as an internal collateral that allows the IIFS
to reduce the risk weight of a prospective client and, hence, facilitates a positive decision
towards his or her application. To prevent any wilful default, it is encouraged that clients are

157

See the related discussion in subsection 6.1.3 of this TN.
There is a difference in Shari’ah opinion regarding the permissibility of temporary waqf. The mechanism of
temporarily endowing wealth is based on an opinion proposed by Malikī jurists, who are of the opinion that
permanency is not a condition for the validity of waqf. Moreover, another opinion attributed to Imam Abū Ḥanīfah
indicates that waqf can be temporary, since it does not entail the transfer of ownership of the endowed asset from
the endower; as a result, the endowed asset will in effect remain under the ownership of the endower, while its
usufruct will benefit the intended beneficiaries. As a result, the proposals regarding temporary cash waqf are
applicable to all those jurisdictions where Shari’ah opinions allow this practice.
158
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not informed about the availability of the waqf funds to alleviate their debt should they be
unable to repay it. In the case of utilising these funds as subsidies to lower financing costs,
there is no restriction on providing this information to the client, who will be asked to indicate
his or her interest in this facility by “opting in” at the time of submitting an application for
financing.
384.

Finally, in relation to qard hassan, IIFS are known to normally attract current accounts

on the basis of qard even outside the financial inclusion space. However, due to their nature,
which requires repayment in full to the contributors, they attract both prudential and nonprudential regulations; hence, they are not as attractive a source to support financial inclusion
activities as the other social solidarity instruments. Nonetheless, the IIFS may consider
extending qard hassan financing, packaged with the support of the other social finance
deposits as a means to mitigate default risks, as well as to cover its administrative costs
incurred in processing and managing the qard hasan financing portfolio. The end-result is that
the client gets the required financing at zero cost, while the IIFS is secured against default
risks and is able to collect some of its administrative costs through these social finance
deposits.
385.

In all cases, the actual modality and specifics used to implement social solidarity

instruments within an IIFS in support of the above financial inclusion initiatives will need to
comply with Shari’ah guidelines. Based on the proportionate guidelines of this TN, this
compliance of modality may be affirmed by: (i) seeking the approval of a centralised approval
authority on Shari’ah where available (e.g. a centralised Shari’ah board), or (ii) seeking opinion
on and endorsement of the modality by a Shari’ah body. 159 However, where an IIFS is a
prudentially regulated institution, it is expected to have option (ii) in place – and when this IIFS
is in a jurisdiction that has a centralised Shari’ah board, it will also be required to comply with
option (i) or (ii), or both.
7.2.2

Third-party Integration

386.

A third-party integration occurs when a commercial financial services provider does

not hold social finance deposits on its balance sheet, but rather leverages upon support
extended by third parties (i.e. Islamic social finance institutions). This would involve
unencumbered commitments by Islamic social finance institutions to support the financial
inclusion portfolio of an IIFS. For instance, Islamic social finance institutions may guarantee

This may be a Shari’ah board comprising three or more scholars, or an external Shari’ah advisory firm, or an
individual Shari’ah scholar. See the discussion in subsection 2.2.3.
159
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eligible MSME portfolios, provide subsidies for lowering financing costs for female clients, or
support with PSIA160 funds equity-based partnerships with aspiring entrepreneurs.
Table 7.2.2.1: Third-party Integration of Islamic Social Finance within a Commercial IIFS

ASSETS
Cash
Financing
Investments
Others
Financial Inclusion Portfolio

FUNDING PROFILE
Current Accounts
Investment Accounts
Other Remunerative Accounts
RPSIA for Financial Inclusion

(off-balance sheet) Islamic social finance
guarantee and subsidies receivable

Long-term Investments
Fixed Assets
387.

Long-term Funding
Equity and Reserves

The main advantage of third-party integration modalities is that an IIFS is able to

leverage upon its experience in assessing clients’ creditworthiness to screen and identify
deserving and aspiring recipients for financial inclusion support. It also abstains from additional
administrative and governance procedures should it begin raising social finance funds on its
own balance sheet from a large number of contributors (individuals, corporates, NGOs, social
finance institutions, etc.).161
388.

The Islamic social finance institution, in turn, focuses on its fund-raising activities and

leverages upon the wide and extensive branch network of IIFS (including through agent and
branchless banking) to reach out to the low-income segments who are interested in financial
inclusion, as opposed to receiving cash handouts for subsistence purposes. The end-result is
that the IIFS focuses on its core competence of undertaking financing activities, while the
raising of social funds is left to the Islamic social finance institutions that are well-versed in this
(e.g. zakah houses collecting zakah and advising contributors on appropriate rates, criteria,
etc.).
389.

A further advantage of third-party integration is that an IIFS may not always have

regular and sufficient inflow of social funds – this is because IIFS, at least presently, are not a
natural host for receiving social contributions. As such, the IIFS may invariably have to
undertake marketing expenditure to attract these types of funds and build a pool from scratch.
For instance, sufficient time needs to elapse before waqf funds would have generated enough

160

See the related discussion in subsection 5.4.1 of this TN.
IIFS may, however, become intermediaries in collecting funds on behalf of Islamic social finance institutions –
but the management, governance and administration of the funds will be with the Islamic social finance institutions;
the IIFS will support only the collection and channelling of funds.
161
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returns enabling IIFS to start supporting financial inclusion activities. The Islamic social finance
institutions, on the other hand, are a natural host for collecting social funds. By virtue of their
having been in operation for many years, they would have generated a sufficient pool size to
undertake support for financial inclusion activities.
390.

In order to ensure the Shari’ah compliance of the practices discussed above, the

Islamic social finance institutions may (i) rely on their own internal Shari’ah expertise,162 or (ii)
leverage upon Shari’ah approvals in place at the level of the IIFS. If the first two options are
not available, Islamic social finance institutions may validate the Shari’ah compliance of their
practices by seeking (iii) the approval of a centralised approval authority on Shari’ah where
available (e.g. a centralised Shari’ah board), or (iv) an opinion on and endorsement of the
modality by a Shari’ah body.163
391.

The TN further acknowledges that, in some jurisdictions, Islamic social finance

institutions may not be present, or may be very few in number. In such an event, the TN
recognises that conventional social finance institutions (those that do not implement a Shari’ah
governance system or claim to be Shari’ah-compliant) may provide the necessary support for
Shari’ah-compliant financial inclusion activities subject to the conditions and proportional
flexibilities accorded in this TN in its various guidelines.164 These conventional social finance
institutions are also permitted to place funds on the basis of RPSIA, in line with the rules and
principles of Shari’ah.
7.2.3

Reverse Integration

392.

From a different perspective, the commercial IFSI itself can also be instrumental in

integrating with the Islamic social finance activities. At the most basic level, the IIFS can
channel its own charitable funds (e.g. zakah, sadaqah as CSR funds or even tawidh165) to
Islamic social finance institutions, particularly those that are engaged in supporting financial
inclusion activities. The IIFS can offer to become an “intermediary” for collecting funds on
behalf of Islamic social finance institutions.
393.

Waqf is a particular sector where the commercial IFSI as a whole, particularly the

Islamic capital markets, can be instrumental in supporting its development and expansion,
Since these are Islamic social finance institutions, they are very likely to have their own in-house Shari’ah
governance systems.
163 This may be an individual Shari’ah scholar or an external Shari’ah advisory firm. See the discussion in
subsection 2.2.3.
164 For example, see the exceptions to Shari’ah requirements discussed in subsections 2.3.5 and 3.3.5.
165 Tawidh is the late payment penalty charges imposed by Islamic banks upon their customers. The rules of
Shari’ah entail that these charges collected must be diverted to charity and cannot be used by the IIFS for any
purpose that directly benefits itself.
162
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enabling it to undertake further welfare activities within the economy. The waqf sector offers
manifold opportunities for the commercial IFSI to expand its market share given the synergies
between the two sectors (see Figure 7.2.3.1).
Figure 7.2.3.1: Opportunities for the Commercial IFSI in the Waqf Sector

Source: KFH Research, MIFC

394.

One of the earliest and most notable Islamic financing examples in this category is the

musharakah sukuk issued by the Islamic Religious Council of Singapore (MUIS) whose
proceeds were used to develop two waqf properties – namely, the Bencoolen Mosque Project
(a service apartment block, a four-storey commercial complex and a mosque) and the 11
Beach Road Project (a six-storey office building). The rental returns generated by the
commercial portion of the projects helped to pay off the sukuk obligations, following which, the
waqf would be able to utilise the returns for its own administration costs as well as for further
welfare activities.
395.

Another example is that of Yayasan Dakwah Islamiah Malaysia (YADIM), or the Islamic

Dawah Foundation Malaysia, which issued 14 million units of waqf shares or certificates that
100

were bought by interested individuals for MYR 1 each. The proceeds were raised to fund the
construction of a new training centre, whose cost had been estimated at about MYR 14 million.
Subsequently, the purchased shares were endowed in their entirety to the waqf, with YADIM
acting as a trustee in charge of utilising the collected funds for the designated investment
purpose. In such an arrangement, henceforth, the shareholders are not entitled to any financial
return from their participating in the fund (known as the YADIM Training Centre Waqf Fund).
396.

Overall, the integration between the commercial IFSI and Islamic social finance has

great potential to address poverty alleviation and an economy’s financial inclusion objectives.
The TN has provided some practical measures through which this integration can be achieved
for supporting various financial inclusion initiatives. In the following subsection, the TN
highlights some of the regulatory considerations that will need to be addressed and
implemented in order to ensure a smooth and stable functioning of this integration.

7.3

Regulation and Supervision

397.

The integration of Islamic social finance represents a new regulatory direction for the

financial sector RSAs. This TN proposes some basic guidelines that will be helpful in setting
up an appropriate framework for its regulation and supervision.
7.3.1

Regulatory Clarity

398.

At the onset, the TN recommends that a jurisdiction provide regulatory clarity about

whether the commercial and prudentially regulated IIFS is permitted to utilise Islamic social
solidarity instruments on-balance sheet, and/or whether it may recognise guarantee and
subsidy support of Islamic social finance institutions. This regulatory clarity is important to
ensure that an IIFS undertakes only permissible activities, and that it has the necessary
approvals/clearance to engage in introducing and launching products to the wider public.
399.

The IFSB survey for this TN identified that most RSAs presently do not have any

provisions in law and regulations/guidelines on Islamic social solidarity instruments. Some
RSAs added that this was out of their regulatory purview. Those that had answered “Yes” were
asked to provide their areas of coverage. One RSA stated that Islamic banking regulations
included provisions on zakah, while another highlighted that the applicable law on charitable
activities included an instruction on “Islamic finance operations effected by Islamic credit
institutions”. Those RSAs that had answered “Yes” to having laws and regulations/guidelines
on Islamic social solidarity instruments were further asked whether these guidelines permitted
IIFS to integrate Islamic social solidarity instruments (e.g. waqf, zakah, sadaqah, etc.) into
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Islamic financial products. Only two RSAs responded positively to this question, with each
indicating the initiatives as listed in Table 7.3.1.1.
Table 7.3.1.1: Do Regulations Allow Integration of
Islamic Social Solidarity Instruments?
RSA 1: These social solidarity instruments are not excluded.
RSA 2: Not specifically mentioned, although this may be done.
Source: IFSB Survey for TN-3 – October to December 2017

400.

Based on the above, the TN encourages authorities in a jurisdiction to undertake high-

level consultations among the relevant stakeholders and, accordingly, proposes that
appropriate revisions be made to the relevant statutes/Acts to enable IIFS to integrate Islamic
social solidarity instruments. Once the permissibility is ascertained, the RSAs must then
undertake public awareness campaigns to facilitate the growth and development of this
concept.
7.3.2

Credit Ratings

401.

In terms of recognition of credit guarantees and subsidies support by Islamic social

finance institutions to IIFS under the third-party integration approach,166 another important
regulatory consideration is the “reliability” and “credibility” aspects of these commitments.
402.

In traditional banking regulations, third-party guarantees are subject to risk weights

based on the credit rating of the guarantor (in the standardised approach) or an internal-ratings
approach carried out by the IIFS. Islamic social finance institutions are normally not rated
institutions, nor is there at present any known internal-ratings mechanism for assessing the
creditworthiness of these institutions.
403.

In this regard, the TN recommends that those Islamic social finance institutions that

are under the control, operation and supervision of government authorities (e.g. Waqf Ministry,
Hajj and Zakah Ministry, Religious Affairs Ministry, etc.) should be accorded a risk weight
equivalent to that of the supervising government authority or its peer. For instance, if the Hajj
and Zakah Ministry does not have a credit rating, the sovereign rating may be used instead
for prudential regulatory purposes, and be applied to the Islamic social finance institution.

166

See the related discussion in subsection 7.2.2 of this TN.
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404.

For the other types of social finance institutions that are not under a government

authority, the TN suggests the following three approaches: (i) if the commitment is based on
unencumbered assets that are already marked and set aside by the social finance institution,
then the risk weight shall be 20% of the total commitment for prudential regulatory purposes;
(ii) if the commitment is based on partially unencumbered assets that represent 50% or more
of the total committed amount, then the risk weight shall be 50% of the total commitment for
prudential regulatory purposes; and (iii) if the commitment is based on partially unencumbered
assets that represent 20% or more of the total committed amount, then the risk weight shall
be 100% of the total commitment for prudential regulatory purposes.
405.

The TN does not recognise guarantees that are not backed by unencumbered assets

for social finance institutions that are not under the direct care, operation and supervision of a
government authority.
7.3.3

Prudential Regulations167

Direct Integration Approach
406.

For IIFS that are prudentially regulated, the financial inclusion portfolio on the assets

side will not attract any prudential regulations if they are fully backed by three sources of
Islamic social finance accounts (zakah, sadaqah/infaq). This is because these sources of
funds do not need to be repaid to their contributors. As a result, there will be no credit risk
charge or operational risk charge for this financing portfolio. For the deposits themselves, there
will be no liquidity risk charge.
407.

In the more likely event that the financial inclusion portfolio on the assets side is only

partially backed by these three sources of Islamic social finance accounts (zakah,
sadaqah/infaq), the total financial inclusion portfolio exposure will be reduced by the social
finance amounts available and committed to support this portfolio. The remaining net financial
inclusion exposure will attract the necessary credit and operational risk charges as per the
applicable prudential regulations upon the IIFS. For the deposits themselves, however, there
will still be no liquidity risk charge.
408.

In the case of a temporary cash waqf deposit, the principal amount needs to be repaid;

hence, the deposit itself needs to be considered for liquidity risk management purposes as
per the applicable prudential rules (and the assets funded by these temporary cash waqf
167

The prudential regulations discussed in Sections 3, 4 and 5 of this TN remain applicable to prudentially regulated
IIFS. This subsection addresses only those specific aspects of Islamic social finance that need additional
consideration.
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deposits will attract relevant credit and market risk charges). Another component is the returns
generated by the cash waqf that can be used to support the financial inclusion portfolio: this
portion of the waqf returns earmarked for financial inclusion activities does not need to be
repaid, and hence, is absolved from the liquidity risk requirements. The value of the waqf
returns can also be used to reduce the net risk exposure of the financing portfolio for credit
and operational risk calculations.
409.

In the case of cash waqf accounts that are placed perpetually and do not need to be

repaid, these funds can be excluded from any liquidity risk requirements as they take on the
feature of equity. The assets funded by perpetual cash waqf accounts will also not attract any
prudential regulations – although, given the normal intention to preserve the waqf capital longterm, the IIFS must take sound and prudent financial decisions when utilising waqf funds for
their activities. The treatment of returns generated by cash waqf is the same as discussed in
the paragraph above (regardless of whether placement is perpetual or temporary).
410.

In summary, zakah, sadaqah/infaq and perpetual cash waqf accounts do not attract

liquidity risk requirements; for temporary cash waqf deposits, only the principal amount attracts
liquidity risk requirements, while its returns earmarked for social finance activities do not. In
terms of the financial inclusion portfolio, the portion of financing supported by zakah,
sadaqah/infaq, perpetual cash waqf and returns of cash waqf do not attract any capital
charges, while any remaining net financing exposure will attract capital charges as per the
prudential regulations applicable to the IIFS.
Third-party Integration Approach
411.

The recognition of credit guarantees to IIFS and subsidies support by Islamic social

finance institutions under the third-party integration approach168 will be as per the guidelines
provided in subsection 7.3.2 of this TN.
412.

Where Islamic social finance institutions place restricted PSIAs with IIFS to support

financial inclusion activities, these funds, due to their conditions as per the rights and
responsibilities of contracting parties, do not require liquidity risk regulations; nor are credit,
market and equity investment risks chargeable on portfolios financed by them. However, such
portfolios would attract operational risk charges, as the RPSIA contributors do not bear
responsibility for financial loss if the IIFS was negligent in its duties or has engaged in
misconduct.

168

See the related discussion in subsection 7.2.2 of this TN.

104

7.3.4

Non-prudential Regulations169

413.

While many of the prudential regulations do not apply to Islamic social finance

deposits, non-prudential regulations are still applicable to ensure that use of these social
finance funds is transparent and fair, in line with the objectives specified and agreed upon by
the contributors.
414.

The TN requires that IIFS have in place strong governance mechanisms to ensure that

social finance funds are used only for pre-specified types of financial inclusion activities and
that they are not co-mingled or used for any purpose other than that specified at the time of
the funds being raised. This also includes prohibition of any self-benefiting practices by the
IIFS – for instance, overcharging potential microfinance clients to forcefully collect subsidies
from social finance deposits in the guise of reducing financing costs to the clients.
415.

The IIFS must ensure that the social finance funds are not used to earn any unjust

commercial benefits for itself, and that it upholds its integrity in discharging its fiduciary duties.
Where an IIFS has raised RPSIA deposits, it must undertake to ensure strong compliance with
non-prudential regulations

170

relating to, for instance, fiduciary responsibilities and

comprehensive and credible corporate and investments governance practices.
416.

The IIFS must also uphold compliance with Shari’ah rules and principles in line with

the guidance provided in the TN in its various sections. Where exceptions are allowed in this
TN, they must be implemented strictly according to the conditions under which such an
exception is permitted.
417.

Where an IIFS decides to invest any surplus funds collected as social finance deposits,

it must ensure that these are only invested in Shari’ah-compliant opportunities, and that the
profits generated by these investments are used solely for the activities specified at the time
of the funds being raised.
7.3.5

Supervision

418.

In general, the discussion on supervision in subsections 3.4, 4.4 and 5.5 is also

relevant here. However, a specific consideration for the supervision of Islamic social finance
activities is the need for appropriate knowledge by the supervisors.

169

The non-prudential regulations discussed in Section 6 of this TN are also applicable in the context of Islamic
social finance activities by IIFS. This subsection addresses only some specific aspects of Islamic social finance
that need additional consideration.
170 Discussed in Section 6 of this TN.
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419.

Since social finance activities are a new regulatory area with evolving guidelines, the

examiners may need comprehensive training on their regulatory treatment. This will require a
material allocation of time and resources by the concerned supervisory authority.
420.

Also, due to a lack of precedence of past supervision, this may involve, at least initially,

some differences in deriving sound interpretations and judgments by the different examiners
when undertaking supervision of Islamic social finance activities. Hence, the supervisory
authority has to be vigilant to ensure consistency in the supervision assessment of different
IIFS.
421.

There is also likely to be a lot more coordination efforts required, since, for the first

time, integration is bringing Islamic social finance institutions into direct involvement with
commercial financial service providers. Hence, financial RSAs will need to collaborate closely
with the registration/licensing authorities of the social finance institutions to identify and fill any
gaps in regulations and practices.
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SECTION 8: OTHER CONSIDERATIONS
8.1

Financial Stability

422.

Policymakers need to be cognisant of any potential impact on financial stability when

developing and implementing financial inclusion guidelines. Recent studies171 have indicated
that financial inclusion increases economic growth up to an optimal point beyond which
marginal costs may outweigh the marginal benefits due to the economic principles of
diminishing returns. This principle is particularly true for the developed economies, where
financial inclusion is already more prevalent than in the developing economies.
423.

In general, increasing financial inclusiveness is expected to improve financial stability,

as previously unchecked and informal transactions would now be under regulatory purview.
Reducing income inequalities and closing gender gaps will also be beneficial for the economy
in the long run. However, there is also a counterbalancing argument that enhancing financial
inclusion is in fact an expansion of credit access in the economy, and that too rapid credit
expansion without proper supervision can lead to financial instability risks.
424.

Based on the above, the TN strongly recommends that the concerned authorities

coordinate policies at a higher level to ensure that financial inclusion initiatives do not disturb
the macroeconomic balance in an economy. The TN requires that objectives of financial
inclusion in an economy must be achieved in an orderly manner and without compromising
on financial stability.

8.2

Financial Inclusion Data

425.

Following on from the above subsection, the development and implementation of

stabilising macroeconomic policies invariably requires feeding into the framework credible
economic and financial data. In the context of this TN, the authorities must have credible
statistics on financial inclusion activities in order to assess the impact upon the macroeconomy
following implementation of financial inclusion initiatives. As such, the TN encourages
authorities to duly consider including financial inclusion activities in their macropudential
surveillance framework.
426.

The TN also recommends that supervisory authorities periodically collect financial

inclusion data from the various service providers, in line with the supervision guidelines of this

For instance, see IMF Staff Discussion Note SDN 15/17, “Financial Inclusion: Can It Meet Multiple
Macroeconomic Goals?” (September 2015).
171
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TN. Importantly in this context, the TN recommends moving towards separate data collection
templates for Islamic and conventional financial inclusion activities. The IFSB survey for this
TN identified that most RSAs that periodically collected financial inclusion data were currently
not segregating this data, and that Islamic and conventional financial data were therefore comingled. Separating this data will enable the RSAs to respond appropriately with policies that
account for the specificities of Islamic finance and based on patterns observed in the market.

8.3

National Strategies

427.

The TN further recommends that authorities have in place financial inclusion strategies

at a national level to enable a strong and consistent coordination among the various
stakeholders in the jurisdiction. The national financial inclusion objectives must be clearly
specified in terms of measurable targets, along with the timeline by which these targets are to
be achieved. This will enable the authorities to monitor progress made and to gauge the
effectiveness of the policies put in place to achieve those targets. The financial inclusion
strategies must include ongoing review mechanisms in order to take corrective actions or
make adjustments to existing policies in line with the issues/patterns observed in the market.
428.

National strategies also serve as a clear signal in terms of the political willingness of

the government to address financial exclusion and to work towards eradicating poverty and
income inequalities. This may be achieved by specifying targeted groups in the strategy’s
policy priorities whose economic condition the government wishes to improve (e.g.
marginalised societies, women, youth, MSMEs, etc.). Clear identification of the targeted
groups is also essential in order to fairly implement proportionate regulatory treatment and the
special exemptions that have been discussed in various policy guidelines of this TN.
429.

The TN further encourages the national strategies to clearly identify specific mandates

of various stakeholders (e.g. central banks, capital markets, ministries, government-led
corporations, etc.) involved in achieving the financial inclusion objectives. This includes a
division of policy areas and implementation of strategies relevant to each organisation’s
regulatory ambit (e.g. bank deposit and financing targets with the central bank, while
enhancing retail investment and facilitating capital market access with the capital market
authority). This approach is to prevent overlaps in mandate, as well as to address any gaps
identified. It will also enable specific authorities to make any necessary revisions in the
statutes/Acts to explicitly include the financial inclusion mandate (e.g. to include financial
inclusion as an objective of the central bank).
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430.

The TN also strongly recommends that RSAs invest appropriate time and resources

in national financial literacy campaigns. Improved financial literacy can potentially address
many of the consumer protection issues in the marketplace, as well as some involuntary
financial exclusion issues (e.g. due to lack of understanding). The TN also suggests that RSAs
specifically initiate literacy and awareness campaigns for the targeted groups in the national
financial inclusion strategy. For instance, RSAs may conduct awareness campaigns on
Shari’ah-compliant financial products and services tailored for marginalised Muslim societies
that are excluding themselves from the formal financial sector.
431.

Finally, when in line with the national constitution, the TN encourages authorities to

have specific Shari’ah guidelines for financial inclusion activities at a national level to enable
easy implementation by the various financial service providers. While the TN has given a
number of options for achieving Shari’ah compliance for financial inclusion-tagged products
and services, national guidelines on, for instance, plain-vanilla microfinance products can
ensure consistency as well as eliminate the cost burden on service providers of hiring the
services of an appropriate Shari’ah body, as discussed in this TN.
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APPENDIX
Table A: Islamic Financial Institutions and Financial Inclusion by Country

a. Percentage of adults in a given country who responded affirmatively to the question, “Is religion an important part of your
daily life?” in a 2010 Gallup poll.
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b. Number of adults and percentage of adults that point to a religious reason for not having an account at a formal financial
institution.
c. Islamic assets per adult ($)/Size of Islamic assets in the banking sector of an economy per its adult population.

Source: World Bank–Islamic Development Bank (2016), “Islamic Finance: A Catalyst for Shared Prosperity”
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Figure A: Institutions Offering Islamic Microfinance Products

N = 255 for the total number of institutions in the breakdown shown in the figure.
NGOs = non-government organisations, NBFIs = non-bank financial institutions
Source: CGAP Focus Note No. 84, “Trends in Shari’ah-Compliant Financial Inclusion”, March 2013
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