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ABSTRACT1

The working paper comprehensively addresses the 6KDUƯCDK perspective on the 
provision of a lender-of-last-resort (LOLR) facility by the central bank, as well as 
H[DPLQLQJ�WKH�UROH�DQG�VLJQL¿FDQFH�RI�ZHOO�GHVLJQHG�6KDUƯCDK-compliant lender-
of-last-resort (SLOLR) facilities as an emergency mechanism for institutions 
RIIHULQJ�,VODPLF�¿QDQFLDO�VHUYLFHV��,,)6��LQ�SURPRWLQJ�WKH�VWDELOLW\�DQG�UHVLOLHQFH�
RI� WKH� ,VODPLF� ¿QDQFLDO� VHUYLFHV� LQGXVWU\� �,)6,���7KH� SDSHU� DOVR� HYDOXDWHV� WKH�
possible initiatives (or arrangements) by regulatory and supervisory authorities 
(RSAs), aimed at providing stand-by funding opportunities for IIFS on a 6KDUƯCDK-
compliant basis for short-term, overnight or intraday periods of liquidity stress. The 
originality of the paper lies with an industry-wide survey that was carried out as 
a stock-taking exercise among 38 banking RSAs who are members of the IFSB. 
The survey, which used a questionnaire format, had an excellent response rate 
of 95%. The results provide useful insights into the important aspects of SLOLR, 
such as: the existence of an SLOLR mechanism for IIFS; the current assessment 
of the development of SLOLR facilities as a safety net; SLOLR structuring 
mechanisms used by RSAs; the adaptability of tools for monetary operations 
RI�WKH�FHQWUDO�EDQN�WR�FDWHU�WR�WKH�VSHFL¿FLWLHV�RI�,,)6��DQG�NH\�FKDOOHQJHV�DQG�
issues that need to be addressed before developing the SLOLR facilities as a 
safety net. Finally, taking into account classical and contemporary viewpoints on 
the LOLR, the paper outlines some potential strategies for developing SLOLR 
facilities.

Keywords: Tools for monetary operations, lender-of-last-resort, 6KDUƯCDK-
compliant lender-of-last-resort, liquidity facilities, 0DTƗVLG� DO�6KDUƯCDK, 0DVƗOLK�
Mursalah.

�� 7KH�ZRUNLQJ�SDSHU�JUHDWO\�EHQH¿WHG�IURP�WKH�FRPPHQWV�DQG�IHHGEDFN�RI�D�FRUH�WHDP�IURP�WKH�7HFKQLFDO�DQG�
Research Division of the IFSB Secretariat, led by Mr Abdelilah Belatik and Mr Zahid ur Rehman Khokher, 
and including Ms Noor Ashikin Ismail, Mrs Siham Ismail, of the IFSB Secretariat, provided assistance in 
the formatting and publication of the paper. We are also grateful to the banking regulatory and supervisory 
authorities, multilateral bodies, and other institutions that are members of the IFSB for their participation in the 
survey and useful comments on the draft paper.



v

ExECUTIVE SUMMARY 

/LTXLGLW\� WXUEXOHQFH�SUREOHPV� LQ� WKH�¿QDQFLDO�PDUNHWV�GXULQJ� WKH� UHFHQW�JOREDO�
¿QDQFLDO�DQG�HFRQRPLF�FULVLV��VWDUWLQJ�LQ�������KDYH�KLJKOLJKWHG�WKH�QHHG�IRU�DQ�
effective mechanism to provide 6KDUƯCDK-compliant lender-of-last-resort (SLOLR) 
IDFLOLWLHV�WR�LQVWLWXWLRQV�RIIHULQJ�,VODPLF�¿QDQFLDO�VHUYLFHV��,,)62). This need arises 
as part of the comprehensive regulatory and supervisory framework and Islamic 
¿QDQFLDO� VDIHW\�QHW� LQIUDVWUXFWXUH� WKDW�SURYLGHV�VXSSRUW�ERWK�DW� WKH�PLFUR� OHYHO�
IRU�,,)6�DQG�DW�WKH�PDFUR�OHYHO�IRU�WKH�,VODPLF�¿QDQFLDO�VHUYLFHV�LQGXVWU\��,)6,� 
in order to protect their soundness and stability in situations of serious liquidity 
stress.

This working paper focuses on the role of well-designed SLOLR facilities as a 
¿QDQFLDO� VDIHW\�QHW� LQ� ,VODPLF�¿QDQFH��SURPRWLQJ� WKH�VWDELOLW\�DQG� UHVLOLHQFH�RI�
the IFSI. In particular, the purpose of this paper is to address some important 
related questions, such as: (i) What are the 6KDUƯCDK�perspectives and potential 
issues with regard to lender-of-last-resort (LOLR) facilities? (ii) What SLOLR 
mechanisms (if any) are already available for IIFS? (iii) What is the current 
assessment of the development of SLOLR facilities as a safety net? (iv) How 
are existing SLOLR mechanisms structured by the regulatory and supervisory 
authorities (RSAs)? (v) Have the monetary tools used by RSAs been adapted to 
FDWHU�WR�WKH�VSHFL¿FLWLHV�RI�,,)6"��YL��:KDW�DUH�WKH�NH\�FKDOOHQJHV�DQG�LVVXHV�WKDW�
need to be addressed before further developing the SLOLR facilities as a safety 
net? and (vii) How can an SLOLR facility be developed by RSAs?

An industry-wide survey was carried out as a stock-taking exercise among 
38 banking RSAs, including central banks, and monetary authorities who are 
members of the IFSB, between 19 June and 31 July 2012. As of January 
2013, the IFSB had received 36 responses out of the total of 38 RSAs – an 
excellent response rate of 95%. The “open” nature of several questions allowed 
respondents to provide a considerable amount of detail in their answers, which 
appeared to be relevant in most cases; and these responses were taken into 
account while drafting the paper.  

In general, the results show that a conventional LOLR facility is commonly available 
WR�D�¿QDQFLDO�LQVWLWXWLRQ�KROGLQJ�D�EDQNLQJ�OLFHQFH�DQG�LV�OHJDOO\�HPEHGGHG�LQ�WKH�
scope of RSAs; however, there is little evidence for SLOLR facilities being made 
DYDLODEOH�WR�,,)6��DQG�WKLV�LQGLFDWHV�WKH�OLNHOLKRRG�RI�VLJQL¿FDQW�FKDOOHQJHV�IRU�WKH�
development of those facilities. 

��� ,Q� WKLV� VXUYH\�� WKH� WHUP� ³,,)6´� UHIHUV� WR� LQVWLWXWLRQV� RIIHULQJ� ,VODPLF� ¿QDQFLDO� VHUYLFHV� LQ� WKH� EDQNLQJ� 
segment – that is, other than Islamic insurance �7DNƗIXO� institutions and Islamic collective  investment schemes.
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Although the majority of the RSAs indicated that they use open market operations 
(OMOs) and standing facilities as tools for monetary operations, there is little 
evidence to suggest that such tools have been adapted to meet 6KDUƯCDK 
requirements or to accommodate transactions with IIFS. This paper elucidates 
the challenges in developing SLOLR facilities across jurisdictions.

In particular, with respect to the existence of SLOLR facilities, only six RSAs 
FRQ¿UPHG�WKDW�WKH\�KDYH�GHYHORSHG�6/2/5�IDFLOLWLHV�IRU�,,)6�LQ�WKHLU�MXULVGLFWLRQ��
as (for 6KDUƯCDK compliance reasons) they distinguish between conventional 
institutions and IIFS when it comes to providing LOLR facilities. On the other 
hand, some RSAs who have not been required to use SLOLR to date place 
a high importance on developing SLOLR facilities due to the increasing IIFS 
market share in their respective banking systems. The approximate time frame 
for developing SLOLR facilities varies from one to three years. 

The RSAs who have developed a mechanism to provide SLOLR have used the 
following underlying 6KDUƯCDK�compliant structures: 0XۂƗUDEDK� 0XVKƗUDNDK� 
0XUƗEDKDK, Commodity 0XUƗEDKDK� Tawarruq, 4DUۂ with Rahn, etc. Short-term 
6XNǌN� DO�,MƗUDK, Islamic Treasury bills or the equivalent, Islamic government 
LQYHVWPHQW� FHUWL¿FDWHV�� ,VODPLF� FHUWL¿FDWHV� RI� GHSRVLW� �&'V��� &RPPRGLW\�
0XUƗEDKDK and related 6KDUƯCDK�FRPSOLDQW�¿QDQFLDO�LQVWUXPHQWV��DUH�SHUFHLYHG�
as highly useful and suitable for the purpose of developing SLOLR support for 
IIFS.

There is strong agreement among the respondents on the pre-conditions for the 
development of SLOLR facilities; however, current assessment of the existing 
DUUDQJHPHQW� RI� 6/2/5� IDFLOLWLHV� LGHQWL¿HV� VLJQL¿FDQW� JDSV�� $GDSWDWLRQV� RU�
PRGL¿FDWLRQV� WR�H[LVWLQJ� ODZV�UHJXODWLRQV�� WKH�DYDLODELOLW\�RI�D� UDQJH�RI�HOLJLEOH�
6KDUƯCDK-compliant good collaterals, and setting procedures and guidelines on 
6/2/5�DUH�FRQVLGHUHG�WKH�PRVW�VLJQL¿FDQW�FKDOOHQJHV�ZKHQ�GHYHORSLQJ�6/2/5��
:LWK�UHVSHFW�WR�WKH�¿QDQFLDO�FULVLV��WKHUH�LV�HYLGHQFH�LQGLFDWLQJ�WKDW�D�IHZ�56$V�
KDYH�H[WHQGHG�6/2/5� IDFLOLWLHV� WR� WKH� ,,)6�GXULQJ�RU� DIWHU� WKH� ¿QDQFLDO� FULVLV��
mainly by way of standing facilities through discount windows or by offering 
emergency facilities.

$�VLJQL¿FDQW�PDMRULW\�RI�WKH�56$V�DJUHHG�WKDW�LQ�SHULRGV�RI�SDUWLFXODUO\�XQXVXDO�
market duress, the central bank/monetary authority of a respective country should 
be prepared to move beyond the normal scope of operations to provide liquidity 
against a broad range of assets and over a longer maturity than might normally 
be considered. 

'XH� WR� WKH� OLPLWDWLRQ� RI� GRPHVWLF� ,VODPLF� ¿QDQFLDO� SURGXFWV�� WKH� ,QWHUQDWLRQDO�
Islamic Liquidity Management Corporation (IILM) is seen as an integral part of the 
future development of liquidity within the Islamic banking sector through issuing 
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high-quality, liquid, short-term, tradable 6KDUƯCDK�FRPSOLDQW�¿QDQFLDO�LQVWUXPHQWV�
(6XNǌN). However, it is also perceived that this would largely depend on the 
success of the IILM’s business model, the structure and market acceptability of 
LWV�¿QDQFLDO�LQVWUXPHQWV��DQG�WKH�UHJXODULW\�RI�LWV�LVVXDQFHV�

Drawing on the survey results, the paper concludes with some proposed 
strategies and policy recommendations for the development of SLOLR facilities 
by the RSAs across jurisdictions to promote the soundness and stability of the 
IFSI. 





1

1.0 INTRODUCTION

1.1 Background

Liquidity availability and smooth functioning of the payments system are 
considered core objectives of any regulatory and supervisory authority 
�56$���7KH�JOREDO�¿QDQFLDO�DQG�HFRQRPLF�FULVLV�KDV�XQGHUVFRUHG�WKH�LPSRUWDQFH�
RI�ZHOO�GHVLJQHG�¿QDQFLDO�VDIHW\�QHWV��SDUWLFXODUO\�FULVLV�SUHYHQWLRQ�VWUDWHJLHV��DV�
part of the comprehensive regulatory and supervisory framework to ensure the 
VRXQGQHVV�DQG�VWDELOLW\�RI�WKH�¿QDQFLDO�V\VWHP��(PHUJHQF\�OLTXLGLW\�DVVLVWDQFH�
(ELA)3� LV�RQH�RI�WKH�VSHFL¿F� LQVWUXPHQWV�DQG�SUHYHQWLYH�VWUDWHJLHV�DYDLODEOH�WR�
central banks, in their capacity as lender of last resort (LOLR), to be extended 
WR�D�WHPSRUDULO\�³LOOLTXLG�EXW�VROYHQW´�¿QDQFLDO�LQVWLWXWLRQ��DW�WKHLU�GLVFUHWLRQ�DQG�LQ�
“exceptional circumstances”. Such provision of liquidity is usually granted against 
adequate collateral.4 

An LOLR capability has emerged as a key aspect of the crisis prevention 
supervisory framework, and the concept and its operational mechanisms have 
been widely addressed in the conventional literature.5 However, the LOLR 
facilities, as they stand, cannot be extended to institutions offering Islamic 
¿QDQFLDO�VHUYLFHV��,,)6���GXH�WR�� LQ�SDUWLFXODU��VRPH�6KDUƯCDK considerations (in 
terms of their structure or the arrangement used to provide liquidity to the IIFS), 
even though, in substance, the 6KDUƯCDK�compliant lender of last resort (SLOLR) 
is not much different than the LOLR.

7KH�JOREDO� ¿QDQFLDO� FULVLV�DQG� WKH�DVVRFLDWHG�GU\LQJ�XS�RI� liquidity f inancial 
markets, have tested the supervisory authorities’ ability to manage situations 
of stress, and have highlighted the need for an effective mechanism for 
SURYLGLQJ�6/2/5�IDFLOLWLHV�WR�VXSSRUW�ERWK�,,)6�DQG�WKH�,VODPLF�¿QDQFLDO�VHUYLFHV�
industry (IFSI) in such situations. It has also raised some important questions 
pertaining to SLOLR facilities, such as: (i) What are the 6KDUƯCDK�perspectives 
and potential issues with regard to LOLR facilities? (ii) What SLOLR mechanisms 
(if any) are already available for IIFS? (iii) What is the current assessment of the 
development of SLOLR facilities as a safety net? (iv) How are existing SLOLR 
mechanisms structured by RSAs? (v) Have the monetary tools used by the RSAs 
EHHQ�DGDSWHG�WR�FDWHU�WR�WKH�VSHFL¿FLWLHV�RI�,,)6"��YL��:KDW�DUH�WKH�NH\�FKDOOHQJHV�

3 The terms “ELA” and “LOLR” are often used interchangeably, although they may have different connotations. 
The latter is perceived as having a wider scope. However, both are similar and have the same preventive 
VWUDWHJ\�VR�DV�WR�RIIHU�WKH�SURYLVLRQ�RI�IXQGV�E\�FHQWUDO�EDQNV�WR�LOOLTXLG�EXW�VROYHQW�EDQNV�WKDW�FDQQRW�¿QG�DQ\�
other sources of funds. For instance, the LOLR is also taken to mean “WKH�GLVFUHWLRQDU\�SURYLVLRQ�RI�OLTXLGLW\�WR�
D�¿QDQFLDO�LQVWLWXWLRQ��RU�WKH�PDUNHW�DV�D�ZKROH��E\�WKH�FHQWUDO�EDQN�LQ�UHDFWLRQ�WR�DQ�DGYHUVH�VKRFN�WKDW�KDV�
FDXVHG�DQ�DEQRUPDO�LQFUHDVH�LQ�GHPDQG�IRU�OLTXLGLW\�ZKLFK�FDQQRW�EH�PHW�IURP�DQ�DOWHUQDWLYH�VRXUFH” (Freixas 
et al., 1999). 

4  Kahn and Santos (2001), p. 2.
5  Acharya and Backus (2009); Bagehot (1866, 1873); Bordo (1990); Cecchetti and Disyatat (2010); Friedman 

and Schwartz (1963); Freixas et al. (1999); Freixas et al. (2000); Freixas, Parigi and Rochet (1998, 2000); 
Goodhart (1985, 1987, 1999); Goodhart and Huang (2005); Goodfriend and King (1988); Humphrey (1975, 
1989, 2010); Hirsch (1977); Kuttner (2010); Kaufman (1991); Lastra (1999); Rochet and Vives (2004); Schwartz 
(1986, 1992); Thornton (1802); Wood (2003).
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and issues that need to be addressed before further developing the SLOLR 
facilities as a safety net? and (vii) How can an SLOLR facility be developed by 
the RSAs? These questions are explored thoroughly in this paper. 

$V�,VODPLF�¿QDQFH�EHFRPHV�PRUH�LQWHJUDWHG�LQWR�WKH�JOREDO�¿QDQFLDO�V\VWHP��LW�LV�
critical to have an integrated initiative IRU�ERWK�FRQYHQWLRQDO�DQG�,VODPLF�¿QDQFH��
which develops more effective LOLR and crisis management frameworks 
(Alamsyah, 2011). The rapid growth in terms of the market share of the IIFS in 
PDQ\� MXULVGLFWLRQV�DQG� WKHLU�SRWHQWLDO� VLJQL¿FDQFH� IRU�V\VWHPLF�VRXQGQHVV�DQG�
VWDELOLW\�RI�WKH�RYHUDOO�¿QDQFLDO�V\VWHP�UDLVHV�WKH�QHHG�IRU�6/2/5�IDFLOLWLHV�DV�DQ�
HPHUJHQF\�¿QDQFLQJ�PHFKDQLVP�IRU�WKH�,,)6�6 This subject has been highlighted 
in various IFSB publications and initiatives, including:

(a) IFSB-1:�*XLGLQJ�3ULQFLSOHV�RI�5LVN�0DQDJHPHQW, December 2005; 
(b) TN-1:�7HFKQLFDO�1RWH�RQ�,VVXHV�LQ�6WUHQJWKHQLQJ�WKH�/LTXLGLW\�0DQDJHPHQW� 
� RI�,,)6��7KH�'HYHORSPHQW�RI�,VODPLF�0RQH\�0DUNHWV, March 2008;
(c) IFSB-IRTI-IDB 5HSRUW�RQ� ,VODPLF�)LQDQFH�DQG�*OREDO�)LQDQFLDO�6WDELOLW\,  
 April 2010; 
(d) 4th Islamic Financial Stability Forum on “Strengthening Financial Safety  
 Nets: 6KDUƯCDK-compliant Lender of Last Resort facilities and emergency  
� ¿QDQFLQJ�PHFKDQLVPV�DV�ZHOO�DV�GHSRVLW�LQVXUDQFH´��1RYHPEHU�������DQG�
(e) IFSB-12:�*XLGLQJ�3ULQFLSOHV�RQ�/LTXLGLW\�5LVN�0DQDJHPHQW, March 2012.

At its 15th meeting, held on 23 November 2009, the Council of the IFSB resolved 
to establish the Islamic Financial Stability Forum (IFSF) as a high-level platform 
for the Council, RSAs, and international organisations from among the IFSB 
PHPEHUV�WR�GLVFXVV�LVVXHV�UHODWLQJ�WR�WKH�¿QDQFLDO�VWDELOLW\�RI�WKH�,)6,��

At the 3rd meeting of the IFSF, the Council resolved that for the 4th IFSF, which 
was held on 17 November 2011, the appropriate theme would be “Strengthening 
Financial Safety Nets:� 6KDUƯCDK�compliant Lender of Last Resort facilities and 
HPHUJHQF\�¿QDQFLQJ�PHFKDQLVPV�DV�ZHOO�DV�GHSRVLW�LQVXUDQFH´��7KH�SURFHHGLQJV�
of the 4th IFSF highlighted the need to study SLOLR facilities in detail. 

At its 20th meeting, held on 29 March 2012, the Council of the IFSB approved, 
among other things, the IFSB Strategic Performance Plan 2012–2015, which 
required the Secretariat to conduct various cross-border studies, including a 
study on SLOLR facilities.

At its 27th meeting, held on 11 June 2012, the Technical Committee (TC) of the 
IFSB took note of the update on the draft survey on SLOLR, following which the 

6 As the LOLR facility is deemed crucial as well to be developed for IIFS, the term “6KDUƯCDK-compliant LOLR 
(SLOLR) facility” is taken to mean “WKH�6KDUƯCDK�FRPSOLDQW�GLVFUHWLRQDU\�SURYLVLRQ�RI�OLTXLGLW\�E\�FHQWUDO�EDQNV�
WR�LOOLTXLG�EXW�VROYHQW�,,)6�WKDW�FDQQRW�¿QG�DQ\�RWKHU�VRXUFHV�RI�IXQGV” In this paper, the term “SLOLR facility” is 
preferred over the term “6KDUƯCDK-compliant ELA”, as the latter has been extensively used to denote the ELA.
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primary results of the survey (as of September 2012) were presented to the TC at 
its 28th meeting, held on 19 October 2012. After taking into account suggestions 
PDGH�E\�WKH�7&��WKH�¿QDO�UHVXOWV�RI�WKH�VXUYH\�ZHUH�SUHVHQWHG�WR�WKH�7&�DW�LWV�
29th meeting, held on 7 March 2013, in which the TC took note of the update on 
the research and agreed to: (i) circulate the draft paper to survey respondents 
DQG�7&�PHPEHUV�IRU�WKHLU�IHHGEDFN��DQG��LL��ODXQFK�WKH�¿QGLQJV�RI�WKH�UHVHDUFK�
from the IFSB Regional Workshop on Facilitating the Implementation of the IFSB 
Standards held in Labuan, Malaysia on 25–27 March, to allow for feedback to 
further strengthen the paper. Consequently, the draft paper was updated based 
on the feedback before it was presented to the TC at its 30th meeting, held on 
11 July 2013. At that meeting, the TC suggested that the Secretariat circulate 
the paper to all RSAs and international organisations, such as the IMF, ADB, 
IDB, BIS and the World Bank, which are members of the IFSB, and to leading 
academicians in order to improve it further. 

At its 31st meeting, held on 24 October 2013, the TC took note of the updates 
on the SLOLR working paper based on the useful comments received from more 
than 24 IFSB member organisations representing 21 jurisdictions. At the same 
meeting, the TC agreed to publish the draft paper as a working paper of the IFSB.

1.2 Objectives and Scope

Taking into consideration the above background, the paper examines the role and 
VLJQL¿FDQFH�RI�6/2/5�IDFLOLWLHV�IRU� ,,)6��ZKLOH�DW� WKH�VDPH�WLPH�HYDOXDWLQJ�WKH�
possible initiatives (or arrangements) by supervisory authorities that are aimed 
at providing stand-by funding opportunities for the IIFS on a 6KDUƯCDK�compliant 
basis for short-term, overnight or intraday periods during times of liquidity distress. 

The key objectives of the paper are to:
 Ɣ examine the role of central banks/monetary authorities in the development  
� RI�6/2/5�IDFLOLWLHV�DQG�HPHUJHQF\�¿QDQFLQJ�PHFKDQLVPV�
 Ɣ categorise the existing SLOLR facilities, practices and infrastructure  
 across jurisdictions; 
 Ɣ LGHQWLI\� VLJQL¿FDQW� FKDOOHQJHV� IDFHG� E\� WKH� FHQWUDO� EDQNV�PRQHWDU\� 
 authorities in the development of SLOLR facilities; and
 Ɣ review the 6KDUƯCDK issues in LOLR and suggest strategies for developing  
 SLOLR facilities.

The paper does not discuss the de facto role of the IMF as international lender of 
last resort. It takes a more pragmatic approach and outlines the broad conditions 
under which central banks’ provision of SLOLR could be undertaken, in line with 
WKH�VSHFL¿FLWLHV�RI�,,)6��7KHUHIRUH��WKH�DQDO\VLV�SUHVHQWHG�LQ�WKH�SDSHU�IRFXVHV�
more on classical viewpoints of LOLR. However, the strategies to develop 
SLOLR as presented in Section 5, are broadly applicable to classical as well as 
FRQWHPSRUDU\�SHUVSHFWLYHV�RI�/2/5�DV�UHÀHFWHG�LQ�6HFWLRQ����
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1.3 Data and Methodology 

The study is supported by an industry-wide survey, the rationale of which was 
to assess the existing practices of SLOLR in different jurisdictions and provide 
background information for the development of the paper. The survey questions 
ZHUH�VSHFL¿FDOO\�GHVLJQHG�IRU�EDQNLQJ�56$V�RQO\��WKXV�H[FOXGLQJ�,VODPLF�FROOHFWLYH�
investment schemes and 7DNƗIXO�LQVWLWXWLRQV��,Q�OLQH�ZLWK�WKH�VSHFL¿HG�REMHFWLYHV��
the survey questionnaire was tailored to cover the following areas:

 Ɣ general information on types of IIFS being supervised and their market share;
 Ɣ general information on LOLR and sets of monetary tools;
 Ɣ current status and supervisory assessment of the SLOLR facility; 
 Ɣ existing SLOLR practices, design and structures;
 Ɣ VLJQL¿FDQFH�DQG�NH\�FKDOOHQJHV�RI�WKH�6/2/5�IDFLOLW\��DQG�
 Ɣ other issues.

The survey questionnaire was distributed (in hardcopy and softcopy forms) to 
all 38 banking RSAs (central banks and monetary authorities) within the IFSB 
membership, between 19 June and 31 July 2012. 

The RSAs were asked to provide responses that most accurately described 
the exact status of their jurisdictions. To ensure the accuracy of the survey, the 
responses needed to be endorsed by a senior personnel of the RSA, prior to 
submission to the IFSB.

The questionnaire comprised primarily closed-ended questions, where each 
response had an individual code, and respondents were asked to indicate the 
relevant code. To allow for situations which do not fall within the pre-coded 
responses, the survey also comprised open-ended questions. These questions 
allowed respondents to provide a considerable amount of detail in their answers, 
and it proved very helpful while analysing the response and drafting the paper. 

After three rounds of follow-ups, as of January 2013, the IFSB received 36 
responses out of the total of 38 RSAs – a response rate of 95% (see Table 1.3.1). 
The list of responding RSAs is presented in Appendix 1. Section 4 presents the 
detailed results of the survey. Not all RSAs answered all questions. Where the 
term “Base” is used in the analysis of the responses to a question it refers to 
the RSAs who actually answered that question, and percentages are calculated 
accordingly.7

7 It is important to note that there were some incomplete responses from a few RSAs due to various reasons 
�VXFK�DV�WKH�VWDJH�RI�GHYHORSPHQW�DQG�OHYHO�RI�VLJQL¿FDQFH�RI�,VODPLF�¿QDQFH�LQ�WKH�FRXQWU\��DQG�WKH�IDFW�WKDW�
VRPH�RI�WKH�56$V�DUH�VWLOO� LQ�D�SUHSDUDWRU\�VWDJH�RI�¿QDOLVLQJ�WKH�OHJDO�DQG�UHJXODWRU\�IUDPHZRUN�IRU�,VODPLF�
banking, etc.). 
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Table 1.3.1: Survey Response Rate

RESPONDENT TYPE Questionnaires
 Distributed

Responses 
Received

Response 
Rate

Regulatory/Supervisory 
Authorities (RSAs)

38 36 95%

The information and statistics received from the respondents were tabulated 
and analysed using Microsoft Excel. A number of techniques have been used 
to consolidate and examine the feedback from the respondents. These include 
charts, graphs, percentages, averages and descriptive analysis of the compiled 
data. The responses shown as percentages have been rounded off to the nearest 
digit throughout the draft for a satisfactory conclusion. 

It should be noted that the names of the respondents (i.e. RSAs) in their 
respective jurisdictions are not disclosed in this working paper. Therefore, where 
needed/possible, some of the “open” responses have been edited to conceal the 
identity of the RSA. The term “RSAs” is used throughout this paper to refer to the 
respondents to the survey, for the convenience of readers. Therefore, it should be 
noted that wherever the term is used in the context of the results of the survey, it 
must be understood to refer to the sample RSAs, and not to RSAs in general. In 
the tables presented in Section 4, the term “No.” represents the number of RSAs 
included in each question. 

1.4 4XDOL¿FDWLRQV

It should be observed that the collective results are not biased by the geographical 
distribution of the responses. Looking at the geographical distribution of these 
jurisdictions (see Appendix 1), the survey exercise has covered all the major 
UHJLRQV� DQG� FRXQWULHV� ZLWK� D� VLJQL¿FDQW� OHYHO� RI� ,VODPLF� ¿QDQFH� SUDFWLFH� �H�J��
Bangladesh, Indonesia, Iran, Jordan, Kuwait, Lebanon, Malaysia, Pakistan, 
Qatar, Saudi Arabia, Sudan and the UAE); countries with a low level of Islamic 
¿QDQFH� SUDFWLFH� �H�J�� (J\SW�� 0DOGLYHV�� 0RURFFR�� 1LJHULD�� 3DOHVWLQH�� 6HQHJDO�
and Tajikistan); and non-OIC (Organization of Islamic Cooperation) member 
countries, such as China, Hong Kong, Japan, Korea, Luxembourg, Mauritius, the 
3KLOLSSLQHV�DQG�6LQJDSRUH��ZLWK�DQ�HPHUJLQJ�LQWHUHVW�LQ�,VODPLF�¿QDQFH� 

1.5 Structure of the Paper 

The paper is structured as follows. Section 2 discusses the conceptual 
understanding of LOLR and its importance from classical and contemporary 
perspectives. Section 3 provides detailed insights on 6KDUƯCDK perspectives on 
/2/5�DQG�LGHQWL¿HV�VRPH�6KDUƯCDK issues raised by LOLR mechanisms. Section 
4 presents results of the survey categories in various areas, such as:
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(i) the current status of LOLR and tools for monetary operations of the  
 central bank; 
(ii) the current status of SLOLR across the jurisdictions, and supervisory  
 assessments of the pre-conditions for the development of SLOLR facilities; 
(iii) existing SLOLR practices, design and structures; and 
(iv) the key challenges and issues faced by RSAs in the development of an  
 SLOLR as a safety net. Finally, the strategies for developing SLOLR are  
 proposed and discussed, followed by a discussion of the way forward.  
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2.0 CONCEPTUAL UNDERSTANDINGS OF LOLR MECHANISMS

2.1 Brief Introduction to LOLR – Review of Literature

The need for a monetary authority to act as LOLR arises in the case of a banking 
SDQLF�±�GH¿QHG�DV�D�ZLGHVSUHDG�DWWHPSW�E\�WKH�SXEOLF�WR�FRQYHUW�GHSRVLWV�LQWR�
currency and, in response, an attempt by commercial banks to raise their desired 
reserve–deposit ratios (Bordo, 1990). The LOLR can allay an incipient panic by 
timely assurance that it will provide whatever high-powered money is required to 
satisfy the demand, either by offering liberal access to the discount window8 at 
a penalty rate or by open market purchases with good collaterals to support the 
market in times of panic (Bordo, 1990; Wood, 2003). 

Apart from the conduct of monetary policy, a vital responsibility of central banks 
in most countries is to perform the role of LOLR. At its core, the objective of the 
/2/5�LV�WR�SUHYHQW��RU�DW�OHDVW�PLWLJDWH��¿QDQFLDO�LQVWDELOLW\�WKURXJK�WKH�SURYLVLRQ�
RI�OLTXLGLW\�VXSSRUW�HLWKHU�WR�LQGLYLGXDO�¿QDQFLDO�LQVWLWXWLRQV�RU�WR�¿QDQFLDO�PDUNHWV��
The underlying premise is that shortages of liquidity, by which is meant the inability 
of an institution to acquire cash or means of payment on normal terms (i.e. without 
liquidating assets at heavily discounted prices), can lead to otherwise preventable 
failures of institutions that then result in spillover and contagion effects that may 
XOWLPDWHO\�HQJXOI�WKH�¿QDQFLDO�V\VWHP�PRUH�EURDGO\��ZLWK�VLJQL¿FDQW�LPSOLFDWLRQV�
for the real economy.9 By signalling its willingness and ability to act decisively, the 
FHQWUDO�EDQN�GHPRQVWUDWHV� LWV� LQWHQWLRQ� WR� UHVWRUH�FRQ¿GHQFH� LQ� WKH�V\VWHP�E\�
DYRLGLQJ�³¿UH�VDOHV´�RI�DVVHWV�DQG�VXSSRUWLQJ�PDUNHW�IXQFWLRQLQJ�

)UHL[DV�HW�DO���������GH¿QH�WKH�UROH�RI�WKH�OHQGHU�RI�ODVW�UHVRUW�DV�

WKH�GLVFUHWLRQDU\�SURYLVLRQ�RI�OLTXLGLW\�WR�D�¿QDQFLDO�LQVWLWXWLRQ��RU�WKH�PDUNHW�
DV�D�ZKROH��E\�WKH�FHQWUDO�EDQN�LQ�UHDFWLRQ�WR�DQ�DGYHUVH�VKRFN�WKDW�FDXVHV�
DQ�DEQRUPDO�LQFUHDVH�LQ�WKH�GHPDQG�IRU�OLTXLGLW\�ZKLFK�FDQQRW�EH�PHW�E\�
an alternative source.

8 The discount window is historically the principal mechanism through which the central bank performs its lender 
of last resort function. The discount window is considered to be a “Lombard Facility”, meaning that eligible 
depository institutions can freely access central bank credit at a penalty rate with appropriate collateral (Adam 
et al., 2010). 

9 Fundamentally, a bank’s assets are predominantly illiquid (long-term receivables), while its liabilities mostly 
consist of liquid (short-term) deposits. A liquidity problem is triggered if depositors unexpectedly withdraw their 
deposits (bank run), leaving the bank in a condition of potential insolvency. In this time of crisis, the bank may 
request the ELA (i.e. the LOLR facility) from the central bank as an LOLR. The central bank should lend/inject 
liquidity to the bank without restrictions on the basis of collateral, at a “penalty rate” (a high rate of interest 
relative to the pre-crisis period, which is set so as to be a disincentive for the use of the LOLR except as a last 
resort). The underlying issue is that maturity mismatch between short run bank demand deposits and long-term 
bank assets and loans can trigger bank runs and insolvency, giving rise to the need for a safety net that includes 
deposit insurance, in addition to LOLR (Dybvig et al., 1983). Another working paper on 6KDUƯCDK-compliant 
deposit insurance scheme for Islamic banks as a safety net is under consideration by the IFSB.
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The objective of this section is not to review the extensive literature on LOLR 
that is already available; rather, it is to make a short reference to some studies 
in line with the scope of this paper. In this respect, for a detailed study of LOLR, 
reference can be made to the following:

Classical studies: Bagehot (1866, 1873); Bordo (1990); Friedman and 
Schwartz (1963); Freixas, Parigi and Rochet (1998); Freixas et al. (1999); 
Goodfriend and King (1988); Goodfriend (1989); Goodhart (1985, 1987, 
1999); Hirsch (1977); Humphrey (1975, 1989); Kaufman (1991); Lastra 
(1999); Meltzer (1986); Moore (1999); Rochet and Tirole (1996); Rockoff 
(1986); Schwartz (1986, 1992); Thornton (1802).

Recent studies: Acharya and Backus (2009); Ashcraft et al. (2010); 
Alamsyah (2011); Cecchetti and Disyatat (2010); Freixas et al. (2000); 
Goodhart and Huang (2005); Goodhart (2007); Humphrey (2010); Kahn 
and Santos (2001); Kuttner (2010); Manna (2009); Rochet and Vives 
(2004); Wood (2003).

2.2 Key Precepts of the “Classical” Doctrine for LOLR

Henry Thornton (1802) and Walter Bagehot (1873) developed the key elements of 
what is known as the “classical doctrine of the LOLR” in England.10 This doctrine 
holds that monetary authorities in the face of panic should lend XQVSDULQJO\, but at 
D�SHQDOW\�UDWH, to LOOLTXLG�EXW�VROYHQW banks. After Thornton, LOLR theory received 
LWV� VWURQJHVW�DQG�PRVW� LQÀXHQWLDO� H[SRVLWLRQ� LQ� WKH�ZULWLQJV�RI�:DOWHU�%DJHKRW��
%DJHKRW�DFFHSWHG�DQG�EURDGHQHG�7KRUQWRQ¶V�YLHZ�DQG�FRGL¿HG�WKH���WK�FHQWXU\¶V�
collective wisdom on central bank provision of liquidity in Chapter VII of /RPEDUG�
Street (1873). In many respects, the same principles guide modern central banks. 
They involve the following precepts, known collectively as the “classical theory of 
WKH�/2/5´��ZKLFK�FRQWLQXH�WR�LQÀXHQFH�FHQWUDO�EDQN�SROLF\�WRGD\�
 

(i) The central bank, acting as LOLR, should prevent temporarily illiquid but 
solvent banks from failing (short-term lending).11

(ii) In times of panic, the central bank should freely advance these reserves to 
any private bank able to offer “what in ordinary times is reckoned a good 

10 Architects of the classical theory are well presented in Humphrey’s (2010) paper, in which he  
KLJKOLJKWHG� WKDW� FODVVLFDO� /2/5� WKHRU\� ZDV� HVVHQWLDOO\� WKH� SURGXFW� RI� WZR� (QJOLVKPHQ�� 7KH� ¿UVW� 
was Henry Thornton (1760–1815), banker, Member of Parliament, evangelical reformer, and all-time great 
monetary theorist, who developed his doctrine at the beginning of the 19th century when the British Government 
had temporarily suspended gold convertibility of the Bank of England’s currency during the Napoleonic Wars. 
7KH�WKHRU\¶V�VHFRQG�DUFKLWHFW�ZDV�:DOWHU�%DJHKRW������±�������HFRQRPLF�KLVWRULDQ��¿QDQFLDO�ZULWHU��DQG�ORQJ�
time editor of The Economist, who wrote in the 1850s, 1860s and 1870s when the Bank of England had 
resumed convertibility and as an LOLR was forced to operate within the constraints of the gold standard. 
Bagehot’s genius was to show precisely how and why it should do so. 

11 Bagehot (1873) and Thornton (1802) contend that the LOLR’s responsibility is to the market, to the entire 
¿QDQFLDO�V\VWHP��DQG�QRW�WR�VSHFL¿F�LQVWLWXWLRQV��L�H��OHWWLQJ�LQVROYHQW�LQVWLWXWLRQV�IDLO���7KH\�ERWK�DGYLVHG�VWURQJO\�
DJDLQVW�SURYLGLQJ�DVVLVWDQFH�WR�LQVROYHQW�¿QDQFLDO�LQVWLWXWLRQV��DV�WKLV�ZRXOG�HQFRXUDJH�IXWXUH�ULVN�WDNLQJ�ZLWKRXW�
HUDGLFDWLQJ�WKH�WKUHDW�RI�UXQV�RQ�RWKHU�VRXQG�¿QDQFLDO�LQVWLWXWLRQV�
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security” as collateral (i.e. the central bank should accommodate anyone 
with good collateral, valued at pre-panic prices).12

(iii) Lend, but at a [high] penalty rate: “Very large loans at very high rates 
are the best remedy for the worst malady of the money market when a 
foreign drain is added to a domestic drain” (Bagehot, 1873, p. 56). These 
advances should be charged a penalty rate to discourage unnecessary 
applications from banks.13 

(iv) This policy of using reserves to stem panics should be clearly communicated 
(i.e. the central bank should make clear its readiness to lend freely well in 
advance of crises so that the market knows exactly what to expect, thus 
removing uncertainty). Otherwise, uncertainty about central bank actions 
can itself contribute to the panic.

In a nutshell, like Thornton,14 Bagehot stressed that last-resort lending should 
not be a continuous practice but, rather, a temporary emergency measure 
applicable only in times of banking panics.15 He also viewed the role of the LOLR 
as primarily a macroeconomic one (i.e. it should be responsible to the market as 
a system). The central bank bears the responsibility for guaranteeing the liquidity 
of the whole economy, but not that of particular institutions. He prescribed LOLR 
as a remedy for emergencies affecting the entire banking system, not for isolated 
HPHUJHQF\�VLWXDWLRQV�DIIHFWLQJ�DQ�LQGLYLGXDO�EDQN�RU�D�IHZ�VSHFL¿F�EDQNV�

12 Concerning the type of collateral on which the central bank should lend, Bagehot’s answer was clear (Humphrey, 
2010). The bank should stand ready to lend on any and all sound assets, or as he put it, “on every kind of 
current security, or every sort on which money is ordinarily lent” (Bagehot, 1873, p. 97). Such sound collateral 
would provide a rough test – additional to the penalty rate – of the solvency of the borrower (i.e. bank) when 
RWKHU�WLPHO\�SURRI�ZDV�XQDYDLODEOH�/LNHZLVH��VXFK�FROODWHUDO��SURYLGHG�LW�ZDV�VXI¿FLHQW�WR�FRYHU�WKH�ORDQ�E\�D�
considerable margin, would insure the LOLR (and taxpayers) against loss should the borrower default and 
the assets be liquidated to recover the proceeds of the loan plus accrued interest. Besides the conventionally 
eligible bills and government securities, acceptable collateral should include “all good banking securities”, and 
perhaps even “railway debenture stock” (Bagehot, 1873, pp. 97, 101).

13� 7KH�SHQDOW\�UDWH��%DJHKRW�FODLPHG��ZRXOG�SURGXFH�DW�OHDVW�IRXU�DGGLWLRQDO�EHQH¿FLDO�UHVXOWV���L��WKH�KLJK�UDWH�
would encourage the importation and discourage the exportation of specie, thus protecting and enhancing the 
bank’s and the nation’s gold reserve; (ii) consistent with the objective of maintaining stable growth of the note 
component of the money stock, a penalty rate would ensure the quick retirement of emergency expansions 
of the bank note issue once the emergency ends; (iii) the high rate of interest would reduce the quantity of 
precautionary cash balances that overcautious agents would want to hold. Without the high rate to deter them, 
these cash-holders might deplete the bank’s central gold reserve and endanger convertibility; and (iv) most 
importantly, the penalty rate would, in addition to rationing the scarce gold reserve, provide an incentive for 
banks to exhaust all market sources of liquidity and even develop new sources before coming to the central 
bank.

14� 7KRUQWRQ�H[SRXQGHG�RQ�IRXU�SROLF\�LVVXHV�SHUWDLQLQJ�WR�WKH�/2/5��+XPSKUH\���������7KH�¿UVW�LVVXH�FRQFHUQV�
D�SRVVLEOH�FRQÀLFW�EHWZHHQ�WKH�FHQWUDO�EDQN¶V�UHVSRQVLELOLW\�DV�FRQWUROOHU�RI�WKH�SDSHU�FRPSRQHQW�RI�WKH�PRQH\�
stock and its function as an LOLR. The second issue (macro- versus micro-responsibilities) concerned the 
extent of the LOLR’s responsibility to individual banks, as opposed to the banking system as a whole. The 
WKLUG�LVVXH��FRQWDLQLQJ�FRQWDJLRQ��ZDV�ZKHWKHU�WKH�/2/5�VKRXOG�WU\�WR�SUHYHQW�VKRFNV�WR�WKH�¿QDQFLDO�V\VWHP��
+HUH��7KRUQWRQ�DQVZHUHG� LQ� WKH�QHJDWLYH��)LQDOO\��7KRUQWRQ�VSHFL¿HG� WKH�SDUDPRXQW�REMHFWLYH�RI� WKH�/2/5�
as prevention of panic-induced contractions of the money stock (protecting the money stock) that disrupt the 
payments mechanism and produce depressions in the level of real activity. 

15 Panics, said Bagehot (1873, p. 61), can be triggered by a variety of exogenous events: “a bad harvest, an 
DSSUHKHQVLRQ�RI�IRUHLJQ�LQYDVLRQV��D�VXGGHQ�IDLOXUH�RI�D�JUHDW�¿UP�ZKLFK�HYHU\ERG\�WUXVWHG´�
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Having outlined the key elements of LOLR, it is also important to underline that 
WKHUH� DUH� WZR� RWKHU� RSHUDWLQJ� SULQFLSOHV� ZKLFK� DUH� W\SLFDOO\� DSSOLHG�� ¿UVW�� WKH�
central bank’s LOLR role is discretionary, not mandatory; and second, the central 
bank assesses not only whether the situation is of illiquidity or insolvency, but 
also whether the failure of an institution can trigger by contagion the failure of 
other institutions (Lastra, 1999). 

2.2.1 Critique of the Classical Doctrine of LOLR

The classical doctrine of the LOLR as attributed to Thornton and Bagehot, which 
is commonly interpreted to imply that such lending should be extended freely 
without limit, but only to solvent institutions at penalty rates and against good 
collateral (Rochet and Vives, 2004), has been under scrutiny. Therefore, the 
precepts as discussed above have been subject to substantial debate for much 
of the past 30 years, with many issues yet to be resolved. Acharya and Backus 
(2009) think that these precepts remain insightful, but argue that they miss an 
LPSRUWDQW�DVSHFW�RI�¿QDQFLDO�FULVHV��LW�LV�QRW�HDV\�WR�WHOO�WKH�GLIIHUHQFH�EHWZHHQ�DQ�
illiquid and an insolvent institution. Further, with respect to the classical doctrine, 
several writers have criticised Bagehot’s rule for its self-defeating creation of 
moral hazard (Hirsch, 1977; Rockoff, 1986).

At their most basic level, the underlying principles of Bagehot’s original dictum 
have been subject to a variety of interpretations. Goodhart (1999), for example, 
emphasises that Bagehot’s criteria for lending were conditioned not on the 
circumstances of the individual borrower but on the availability of good collateral. 
As such, the distinction between illiquidity and insolvency would not be an 
important issue. Similarly, while the imposition of a penalty rate has traditionally 
been judged relative to the prevailing market rate, it can be argued that Bagehot 
advocated only that lending takes place at a rate higher than the pre-crisis level 
(Goodhart, 1999). Indeed, in practice, LOLR lending has frequently taken place 
at prevailing market rates (Freixas et al. 1999).

At the same time, another facet of the debate has focused on the appropriate 
LPSOHPHQWDWLRQ� RI� /2/5� VXSSRUW�� 6RPH� DUJXH� WKDW� LQ� DQ� DGYDQFHG� ¿QDQFLDO�
system, LOLR should be exclusively through OMOs. As long as system-wide 
changes in demand for reserves are met through such operations, the market can 
direct the reserves to those most in need, thereby avoiding the mispricing that 
administrative mechanisms might create (Goodfriend and King, 1988; Kaufman, 
1991; Schwartz, 1992). However, others argue that LOLR may require direct 
lending, not OMOs, as the market may fail to deliver liquidity to distressed banks 
ZKRVH�IDLOXUH�WKUHDWHQV�WKH�¿QDQFLDO�V\VWHP��)UHL[DV�HW�DO��������)UHL[DV��3DULJL�
and Rochet, 2000; Goodhart, 1999; Rochet and Vives, 2004).16

16 During the global crisis a wide range of measures was used by the US Federal Reserve to restore liquidity and 
PDUNHW�FRQ¿GHQFH��7KXV��WKH�SURYLVLRQ�RI�/2/5�IDFLOLWLHV�ZDV�ZLGHQHG�WR�LQFOXGH�EDQN�DQG�QRQ�EDQN�¿QDQFLDO�
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2.2.2 LOLR and Moral Hazard 

The creation of moral hazard is a long-standing concern associated with LOLR 
operations, as actions taken by central banks as LOLR have always created 
problems for them. In its various 19th-century interventions, the Bank of England 
confronted a number of familiar issues: moral hazard, balance sheet risk, and 
control of monetary policy (Kuttner, 2010). It is worth mentioning that it was 
7KRUQWRQ��������ZKR�¿UVW�HQXQFLDWHG�WKH�PRUDO�KD]DUG�SUREOHP�FRQIURQWLQJ�WKH�
LOLR. Goodhart (2007), for example, argues that generous provision of liquidity 
by central banks, in normal times and in times of crisis, has made banks careless 
in managing their liquidity risks. 

Meanwhile, Cecchetti and Disyatat (2010) state that the provision of support to 
acutely illiquid institutions should be on a discretionary basis so that the market 
does not take it for granted (i.e. a counterbalance to moral hazard). Such 
“constructive ambiguity” does not necessarily mean, however, that the general 
set of principles that would justify emergency lending assistance should not be 
made explicit. Moore (1999) proposed to mitigate the effects of the moral hazard 
problem arising from the introduction of a LOLR facility. On the other hand, 
Goodhart and Huang (2005) developed a model of the LOLR from a central bank 
viewpoint. They concluded that contagion is the key factor affecting central banks’ 
incentives in providing LOLR, and they provide a rationalisation for “constructive 
ambiguity”.

2.3 Extension of the Classical Doctrine of LOLR 

Monetarist writers in recent years have reiterated and extended the classical 
notion of the LOLR. By contrast, Goodfriend and King (1988) argued that an OMO 
is the only policy required to stem a liquidity crisis. Charles Goodhart (1985) and 
others have posited alternative views, broadening the power of LOLR to include 
aid to illiquid and insolvent�¿QDQFLDO�LQVWLWXWLRQV��)LQDOO\��PRGHUQ�SURSRQHQWV�RI�IUHH�
banking (i.e. no government authority is needed to serve as LOLR) have made 
the case against the need for any public LOLR. In the light of these extensions, 
one could argue that these views may have considerably different implications for 
the role of an LOLR.

Friedman and Schwartz (1963) devoted considerable attention to the role of 
banking panics in producing monetary instability in the United States (also see 
Cagan, 1965). According to them, had the Federal Reserve (“Fed”) conducted 
OMOs in 1930 and 1931 to provide the reserves needed by the banking system, 

intermediaries, beginning with the announcement of an enhanced discount window facility (for banks) on 10 
August 2007, followed by successive schemes including, for example, the Commercial Paper Funding Facility 
(7 October 2007), the Term Auction Facility (12 December 2007), the Primary Dealer Credit Facility (16 March 
2008), among others. These facilities also saw the range of acceptable collateral widening, from September 
2008, to non-investment grade securities.  
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the series of bank failures that produced the unprecedented decline in the 
money stock could have been prevented. Schwartz (1986) also argues that 
DOO� WKH� LPSRUWDQW�¿QDQFLDO� FULVHV in the United Kingdom and the United States 
occurred when the monetary authorities failed to demonstrate, at the beginning 
of a disturbance, their readiness to meet the demands of sound debtors for 
loans and of depositors for cash. She also notes that had the Fed acted on 
Bagehot’s principles, federal deposit insurance would not have been necessary, 
as demonstrated in the record of other countries with stable banking systems and 
no federal deposit insurance. 

Meltzer (1986) argues that a central bank should allow insolvent banks to fail, 
RWKHUZLVH� WKH� ¿QDQFLDO� LQVWLWXWLRQV�ZRXOG�EH�HQFRXUDJHG� WR� WDNH�JUHDWHU� ULVNV��
)ROORZLQJ� VXFK� DQ� DSSURDFK� ZRXOG� ³VHSDUDWH� WKH� ULVN� RI� LQGLYLGXDO� ¿QDQFLDO�
failures from aggregate risk by establishing principles that prevent banks’ liquidity 
problems from generating an epidemic of insolvencies” (p. 85). The worst cases 
RI�¿QDQFLDO�SDQLFV��DFFRUGLQJ�WR�0HOW]HU��³DURVH�EHFDXVH�WKH�FHQWUDO�EDQN�GLG�QRW�
follow Bagehotian principles”. 

Goodfriend and King (1988) argue strongly for the exercise of the LOLR function 
solely by the use of OMOs to augment the stock of high-powered money;17 they 
GH¿QH�WKLV�DV�³PRQHWDU\�SROLF\´��6WHULOLVHG�GLVFRXQW�ZLQGRZ�OHQGLQJ�WR�SDUWLFXODU�
banks, which they refer to as “banking policy”, does not involve a change in high-
powered money. They regard banking policy as redundant, because they see 
sterilised discount window lending as similar to private provision of line-of-credit 
services; both requiring monitoring and supervision, and neither affecting the 
stock of high-powered money. Further, Goodfriend (1989) suggests that deposit 
insurance without an LOLR commitment to provide high-powered money in times 
RI�VWUHVV�LV�LQVXI¿FLHQW�WR�SURWHFW�WKH�EDQNLQJ�V\VWHP�DV�D�ZKROH�IURP�DJJUHJDWH�
shock. 

Charles Goodhart (1985, 1987) advocates temporary central bank assistance to 
insolvent banks. He argues that the distinction between illiquidity and insolvency 
is a myth, since banks requiring LOLR support because of “illiquidity will in most 
cases already be under suspicion about … solvency”. Furthermore, “because of 
WKH�GLI¿FXOW\�RI�YDOXLQJ�>WKH�GLVWUHVVHG�EDQN¶V@�DVVHWV��D�FHQWUDO�EDQN�ZLOO�XVXDOO\�
have to take a decision on last resort support to meet an immediate liquidity 
problem when it knows that there is a doubt about solvency, but does not know 
just how bad the latter position actually is”.

Solow (1982) also is sympathetic to assisting insolvent banks. According to him, 
WKH�)HG�LV�UHVSRQVLEOH�IRU�WKH�VWDELOLW\�RI�WKH�ZKROH�¿QDQFLDO�V\VWHP��+H�DUJXHV�

17� +LJK�SRZHUHG�PRQH\�DV�GH¿QHG�±�EDQN�UHVHUYHV�DQG�FXUUHQF\�KHOG�E\� WKH�SXEOLF�±� LV�XOWLPDWHO\�XQGHU� WKH�
control of governments, which have authority to alter the conditions of issue and to change the quantity 
outstanding (Cagan, 1965).
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WKDW�DQ\�EDQN� IDLOXUH��HVSHFLDOO\�D� ODUJH�RQH�� UHGXFHV�FRQ¿GHQFH� LQ� WKH�ZKROH�
V\VWHP��7R�SUHYHQW� D� ORVV�RI� FRQ¿GHQFH� FDXVHG�E\�D�PDMRU� EDQN� IDLOXUH� IURP�
spreading to the rest of the banking system, the central bank should provide 
assistance to insolvent banks. However, such a policy creates a moral hazard, 
as banks respond with greater risk-taking and the public loses its incentive to 
monitor them.

Proponents of free banking have denied the need for any government authority 
to serve as LOLR. They argue that the only reason for banking panics is legal 
restrictions on the banking system. In the absence of such restrictions, the free 
market would produce a panic-proof banking system (Selgin, 1988).

In recent times, Cecchetti and Disyatat (2010) argue that Bagehot’s view of the 
/2/5�UHTXLUHV�PRGL¿FDWLRQ�18�$V�WKH�¿QDQFLDO�V\VWHP�KDV�JDLQHG�LQ�FRPSOH[LW\��
so have all facets of the role of central banks. Following the trail blazed by 
%DJHKRW��WKH\�UH¿QH�WKH�WKHRU\�RI�WKH�/2/5�E\�LGHQWLI\LQJ�WKUHH�W\SHV�RI�OLTXLGLW\�
VKRUWDJHV�WKDW�FDQ�RFFXU�LQ�WKH�PRGHUQ�¿QDQFLDO�V\VWHP���L��D�VKRUWDJH�RI�FHQWUDO�
EDQN�OLTXLGLW\���LL��DQ�DFXWH�VKRUWDJH�RI�IXQGLQJ�OLTXLGLW\�DW�D�VSHFL¿F� LQVWLWXWLRQ��
and (iii) a systemic shortage of funding and market liquidity.

2.4 Simple Operational Structure of the LOLR Facility

On the conditions to receive the LOLR facility, the illiquid and solvent bank will 
QDWXUDOO\�EH�OLNHO\�WR�FRQWHPSODWH�¿UVW�FKHDSHU�VRXUFHV��LI�D�SHQDOW\�UDWH�LV�XVHG�
for the LOLR) to tap its demand for funds, and the bank will eventually turn to the 
central bank for the LOLR only when no alternative is in sight – that is, genuinely 
as the “lender of last resort”. Alternatively, the central bank can explicitly state its 
willingness to extend ELA when applicable, although usually a number of caveats 
are included in the statement (Manna, 2009). As highlighted in section 2.2, LOLR 
provision is at the discretion of the central banks in their capacities as LOLR 
in “exceptional circumstances” to a “temporarily illiquid credit institution which 
cannot obtain liquidity through either the market or participation in monetary 
policy operations”. It is granted “against adequate collateral”, at the risk and 
potential cost of the central bank in question. Terms (e.g. collateral, haircuts, 
interest rate and maturity) are not publicly disclosed, although the classical 
doctrine emphasised the requirement to make the provision of the LOLR public 
(see section 2.2). 

The simple operational structure of the LOLR is depicted in Diagram 2.4.1.

18 Cecchetti and Disyatat (2010) criticise the Bagehot view and argue that he lived in a different world: not only 
were there no automobiles, airplanes or computers, there were also very few central banks – fewer than 20, 
whereas today there are more than 170. Since central banks are essentially a 20th-century phenomenon, it is 
natural to ask whether Bagehot’s 19th-century doctrine still applies.
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Diagram 2.4.1: Transaction Flow of LOLR

Note: There could be some potential overlapping between activities (2) and (3). 

Activities:
1. An illiquid and solvent bank requests the LOLR facility from the central bank.
2. The central bank lends (injects liquidity) to the illiquid bank via a discount window.
3. The bank provides eligible good collateral to the central bank.
4. The bank repays the principal loan + penalty interest, and accordingly the 

collateral is released by the central bank. 

2.5 Why IIFS Need Access to an SLOLR Facility – Fundamental Questions

The term “LOLR” does not denote a straightforward concept but a multi-faceted 
one, as far as the conceptual understanding is concerned, and this is evidenced 
in the literature review and survey results. The practice of providing LOLR to 
¿QDQFLDO� LQVWLWXWLRQV� LV� VFDWWHUHG� DPRQJ� WKH� MXULVGLFWLRQV�19 This has raised 
fundamental questions (such as eligibility criteria and collateral), which also call 
to be explored from the IIFS’s perspective on the LOLR mechanism. For IIFS, the 
issue begins with answering a puzzling fundamental question: Why does an IIFS 
QHHG�WR�KDYH�DFFHVV�WR�WKLV�IDFLOLW\�LQ�WKH�¿UVW�SODFH"�$QVZHULQJ�WKLV�TXHVWLRQ�ZLOO�
allow us to comprehend the circumstances leading to secure SLOLR.

Let us assume an IIFS is having a temporary liquidity problem (whether it is an 
intraday, overnight or other short-term need) stemming possibly from a mismatch 
of assets and liabilities, or for any other reason(s). The IIFS has a few options for 
solving its liquidity problem. First, it can seek interbank assistance (whether formal 
or informal) from a peer IIFS. If there are no such IIFS, the next option would be to 
seek liquidity from conventional bank(s), provided the arrangement is done on a 
6KDUƯCDK-compliant basis. Second, the IIFS can liquidate some of its liquid assets 

19 For instance, one central bank highlighted that “any transaction with the central bank to access liquidity will be 
categorised as LOLR which can be categorised as monetary operations, intra-day liquidity facility (to support 
payment system) and emergency short-term lending”.
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to get the required funding. Third, in the case of its being a subsidiary, the IIFS 
can ask its parent company to inject the required liquidity. A fourth, but somewhat 
unlikely, possibility is that it could raise additional capital very quickly. 

The above situations are only possible under normal market circumstances, 
ZKHUH� WKHUH� LV� QR� ¿QDQFLDO� VWUHVV� LQ� WKH� V\VWHP�DQG�EDQNV� FDQ� OHQG� IUHHO\� WR�
HDFK�RWKHU��,Q�WKH�SUHVHQFH�RI�¿QDQFLDO�VWUHVV�LQ�WKH�PDUNHWV��KRZHYHU��DOO�WKHVH�
RSWLRQV�EHFRPH�VRPHZKDW�GLI¿FXOW�WR�H[HUFLVH��)RU�LQVWDQFH��VHOOLQJ�DVVHWV�LQ�WKH�
PDUNHW�DW�UHDVRQDEOH�SULFHV�EHFRPHV�GLI¿FXOW�WR�DFKLHYH��DV�WKH�GLVFRXQWV�DSSOLHG�
PLJKW�EH�YHU\�KHDY\��6LPLODUO\��UDLVLQJ�FDSLWDO�LQ�VWUHVV�VLWXDWLRQV�LV�GLI¿FXOW��DV�WKH�
market is aware that the IIFS is having a liquidity problem.  

In the above situations, the IIFS is likely to approach its central bank to get the 
required funding. In this regard, LOLR can be categorised into the following 
scenarios:

1. Central bank providing an intraday liquidity facility (to support the 
payment system) and/or emergency short-term lending to a particular 
IIFS or a couple of IIFS facing short-term liquidity problems (i.e. “illiquid 
but solvent” IIFS under the classical doctrine of LOLR of Thornton 
(1802) and Bagehot (1873)).

2. Central bank providing liquidity to the market through OMOs as a 
regular function of the central bank to ease market liquidity (Schwartz, 
1992; Kaufman, 1991; Goodfriend and King, 1988).

3. &HQWUDO�EDQN�SURYLGLQJ�OLTXLGLW\�WR�D�VSHFL¿F�,,)6�ZKLFK�LV�RQ�WKH�YHUJH�
of insolvency and (arguably) needs to be rescued to avoid any systemic 
risk and contagion risks, as well as reputational risk to the supervisor 
(Goodhart, 1985, 1987). 

7KH� ¿UVW� FDVH� ZLOO� EH� H[HFXWHG� GHSHQGLQJ� RQ� WKH� H[LVWHQFH� RI� DQ� LQWHUEDQN�
market (formal or informal) and the normal state of the markets (i.e. a stress-free 
scenario), as the central bank will always direct the IIFS to the money market to 
get liquidity, failing which the central bank will have to provide a liquidity facility 
(to support the payment system) and/or emergency short-term lending under the 
SLOLR mechanism with certain conditions. However, the fundamental principle 
LQ�6/2/5�LV�WKH�HOLJLELOLW\�FULWHULD��DV�QRW�HYHU\�,,)6�ZRXOG�IXO¿O�WKH�UHTXLUHPHQWV�
to receive the SLOLR facility. In addition, the conditions could be subject to, 
inter alia, the availability of eligible good collaterals and the tenor of the required 
funding (whether intraday, overnight, weekly, etc.). The IIFS in this case are not 
insolvent (i.e. their assets exceed their liabilities) but are facing liquidity stress 
due to a maturity mismatch between their assets and liabilities. Such a mismatch 
FDQ�EH� WKH�VLJQL¿FDQW�HOHPHQW�ZKLFK�SXVKHV�DQ� ,,)6� LQWR�D�EDQN�UXQ�VLWXDWLRQ�
under a real-time gross settlement (RTGS) system.20 

20 The term “illiquid IIFS” in this paper is used to denote an IIFS that is not incipiently insolvent, in line with the 
classical doctrine of LOLR. The discussion in the paper is drawn from this perspective. 
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The second case arises when the above type of problem becomes more inevitable 
for the central bank, as the interbank (or money) market faces a liquidity drain 
�RU�ZKHQ�OLTXLGLW\�KDV�GULHG�XS��GXH�WR�D�ODFN�RI�FRQ¿GHQFH��7KLV�VLWXDWLRQ�ZRXOG�
require the central bank to provide the required liquidity to IIFS at large to ease 
the market liquidity. In this situation, usually the central bank would intervene and 
inject liquidity into the market through OMOs as a regular function of the central 
bank to ease the tight liquidity in the market (case 2 above). 

7KH�WKLUG�FDVH�LV�YHU\�VSHFL¿F�DQG�PD\�EH�WKH�ZRUVW�FDVH�VFHQDULR�IRU�WKH�FHQWUDO�
bank. This scenario is similar to a bail-out of the IIFS by the central bank/monetary 
authority, whereby the central bank has to rescue an almost insolvent IIFS to 
avoid any contagion risk to the system and to the respective RSA.21 For this 
reason, this type of action (i.e. rescuing an insolvent IIFS) should not be certain 
to any banks, or is considered as a constructive ambiguity in the Bagehot sense. 
This is a rare scenario, but one that supervisors may have to deal with.

7KLV�SDSHU�GHDOV�PDLQO\�ZLWK�WKH�¿UVW�WZR�VFHQDULRV��ZLWK�ZKLFK�PRVW�VXSHUYLVRUV�
are confronted on a more regular basis. In addition, one should note that in all the 
cases above, the mechanism for providing liquidity may differ depending on the 
arrangements of the respective supervisor. 

21 For an incipiently insolvent bank, Goodhart argues that it is hard to distinguish a “solvent” bank in liquidity stress 
(which, without liquidity support, will lead to insolvency) from an incipiently insolvent one. He says that only at 
the central bank’s discretion may an incipiently insolvent bank be given support, subject to its being able to 
post the eligible collateral. Moreover, it is argued that a bank which can post the eligible collateral (valued at 
QRQ�GLVWUHVVHG�SULFHV��IRU�DQ�DPRXQW�VXI¿FLHQW�WR�FRYHU�D�GUDZLQJ�IURP�DQ�/2/5�IDFLOLW\�LV�QRW�LQVROYHQW��L�H��LWV�
assets exceed its liabilities), although it might be insolvent if it had to sell the collateral at distressed prices (i.e. 
at a considerable loss). This discretion should be exercised with full attention to the problem of moral hazard 
and at a “penalty rate”. 
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3.0 6+$5ƮC$+ PERSPECTIVE ON LOLR AND 6+$5ƮC$+ 
ISSUES IN LOLR

3.1 LOLR – a 6KDUƯCDK Perspective 

Prior to elaborating on strategies for developing an SLOLR facility in order to 
DGGUHVV� WKH� OLTXLGLW\�GLVWUHVV�RI� ,VODPLF�EDQNV�� LW� LV�QHFHVVDU\�¿UVW� WR�H[DPLQH�
LOLR facilities from the 6KDUƯCDK�perspective, as well as from the 0DTƗVLG�DO�
6KDUƯCDK� and� 6L\ƗVDK� 6KDUCL\\DK� points of view. The following sub-sections 
WKHUHIRUH�IRFXV�VSHFL¿FDOO\�RQ�GHVFULELQJ�WKH�FRQFHSW�RI�/2/5�IURP�WKH�6KDUƯCDK�
perspective.22  

������ /2/5�DQG�0DTƗVLG�DO�6KDUƯCDK

An IIFS must ensure that its aims and operations are consistent with 6KDUƯCDK 
rules and principles (IFSB-1, IFSB-3 and IFSB-10), not only in their forms and 
legal procedures but also in their economic substance, which should be premised 
on the objectives outlined by the 6KDUƯCDK. This is known as 0DTƗVLG�DO�6KDUƯCDK. 
All Muslim scholars have unanimously agreed that the ultimate objective of the 
6KDUƯCDK or the 0DTƗVLG�DO�6KDUƯCDK�is to promote the interests (-DOE�DO�0DVƗOLK) 
of all mankind and to protect them from harm ('DIµ�DO�0DIƗVLG). The concept of 
“promoting public interests and preventing social evils” has been pointed out by 
$Eǌ�+ƗPLG�DO�*KD]ƗOƯ�DV�IROORZV�

�ϊϓΩϭ�Δόϔϧϣϟ΍�ΏϠΟ�ϥΈϓ�ϙϟΫ�ϪΑ�ϲϧόϧ�Ύϧγϟϭ�Γέοϣ�ϊϓΩ�ϭ΃�Δόϔϧϣ�ΏϠΟ�ϥϋ�ϝλϷ΍�ϲϓ�ΓέΎΑϋ�ϲϬϓ�ΔΣϠλϣϟ΍�Ύϣ΃
�ΩϭλϘϣ�ϰϠϋ�ΔυϓΎΣϣϟ΍�ΔΣϠλϣϟΎΑ�ϲϧόϧ�Ύϧϛϟ�ϡϫΩλΎϘϣ�ϝϳλΣΗ�ϲϓ�ϕϠΧϟ΍�Ρϼλϭ�ˬϕϠΧϟ΍�ΩλΎϘϣ�Γέοϣϟ΍

�ωέηϟ΍
2ULJLQDOO\� >WHFKQLFDOO\@� WKH� 0DVODKDK� LV� D� PDQLIHVWDWLRQ� UHIHUULQJ� WR� WKH�
DWWDLQPHQW�RI�EHQH¿W�DQG�RU�WKH�UHPRYDO�RI�KDUP��>KRZHYHU@�ZH�GRQࣤW�PHDQ�
>KHUH@� >QHFHVVDULO\@� WKH�DWWDLQPHQW�RI�EHQH¿WV�DQG�WKH�UHPRYDO�RI�KDUP�RI�
KXPDQ�REMHFWLYHV�� >HYHQ� WKRXJK@� WKH�ZHOO�EHLQJ�RI�KXPDQV� LV� LQ�DWWDLQLQJ�
WKHLU�REMHFWLYHV��:KDW�ZH�PHDQ�E\�0DVODKDK��KRZHYHU��LV�WKH�SURWHFWLRQ�RI�
WKH�REMHFWLYHV�RI�WKH�6KDUƯCDK���$O�*KD]ƗOƯ��������S������

From the above, the vital connotation of Maslahah (i.e. 0DTƗVLG� DO�6KDUƯCDK� 
DFFRUGLQJ�WR�DO�*KD]ƗOƯ�LV�WKH�SURWHFWLRQ�RI�WKH�REMHFWLYHV�RI�WKH�6KDUƯCDK, which 
UHIHUV� WR� WKH� SURWHFWLRQ� RI� ¿YH� SXUSRVHV�� UHOLJLRQ�� OLIH�� SURJHQ\�� LQWHOOHFW� DQG�
SURSHUW\��$O�*KD]ƗOƯ�H[SODLQV�IXUWKHU�

�ϥϣοΗϳ�ΎϣϬϠϛϓ�ˬϡϬϟΎϣϭ�ϡϬϠγϧϭ�ϡϬϠϘϋϭ�ϡϬγϔϧϭ�ϡϬϧΑΩ�ϡϬϳϠϋ�υϔΣϳ�ϥ΃�ϭϫϭ�ˬΔγϣΧ�ϕϠΧϟ΍�ϥϣ�ωέηϟ΍�ΩϭλϘϣ
�ΔΣϠλϣ�ΎϬόϓΩϭ�ˬΓΩγϔϣ�ϭϬϓ�ϝϭλϷ΍�ϩΫϫ�Εϭϔϳ�Ύϣ�ϝϛϭ�ˬΔΣϠλϣ�ϭϬϓ�αϣΧϟ΍�ϝϭλϷ΍�ϩΫϫ�υϔΣ

$QG�WKH�REMHFWLYHV�RI�WKH�6KDUƯCDK�IRU�KXPDQ�DUH�¿YH��WKDW�LV��SURWHFWLQJ�WKHLU�
IDLWK��WKHLU�OLYHV��WKHLU�LQWHOOHFW��WKHLU�SURJHQ\��DQG�WKHLU�SURSHUW\��7KHUHIRUH��
ZKDWHYHU�HQVXUHV�WKH�SURWHFWLRQ�RI�WKHVH�¿YH�REMHFWLYHV��LV�0DVODKDK��DQG�

22 In this section, and elsewhere, for the convenience of reading, where the English translation is provided for 
Arabic text, the readers should refer to the original source for accurate meaning and discussion. 
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ZKDWHYHU�FRQWULEXWHV�WR�WKH�LPSDLUPHQW�RI�WKHVH�REMHFWLYHV�LV�FRQVLGHUHG�DV�
KDUP���$O�*KD]ƗOƯ��������S������

,EQ�CƖVKǌU��E\�FRQWUDVW��GH¿QHV�0DTƗVLG�DO�6KDUƯCDK�from a broader angle, with 
special emphasis on the elements of preserving social stability of the public. He 
states:

��ϥΎγϧϹ΍�ωϭϧ�ϭϫϭ�ˬϪϳϠϋ�ϥϣϳϬϣϟ΍�ΡϼλΑ�ϪΣϼλ�Δϣ΍ΩΗγ΍ϭ�ΔϣϷ΍�ϡΎυϧ�υϔΣ�ϭϫ�ϊϳέηΗϟ΍�ϥϣ�ϡΎόϟ΍�ΩλϘϣϟ΍
�Ϫϳϓ�εϳόϳ�ϱΫϟ΍�ϡϟΎόϟ΍�Ε΍ΩϭΟϭϣ�ϥϣ�ϪϳΩϳ�ϥϳΑ�Ύϣ�Ρϼλϭ�ϪϠϣϋ�Ρϼλϭ�ϪϠϘϋ�Ρϼλ�ϪΣϼλ�ϝϣηϳϭ

7KH�RYHUDOO�REMHFWLYH�RI�6KDUƯCDK�OHJLVODWLRQ�LV�WR�SUHVHUYH�WKH�VRFLDO�RUGHU�RI�
WKH�SXEOLF�DQG�DVVXUH�LWV�ZHOO�SURJUHVV�E\�SURPRWLQJ�WKH�KXPDQ�ZHOO�EHLQJ��
7KH�EHQH¿W�RI�KXPDQ�EHLQJV�FRPSULVHV�WKH�VRXQGQHVV�RI�WKHLU minds and 
WKH�ULJKWHRXVQHVV�RI�WKHLU�FRQGXFWV��DV�ZHOO�DV�WKH�JRRGQHVV�RI�WKH�WKLQJV�RI�
WKH�ZRUOG�LQ�ZKLFK�WKH\�OLYH�WKDW�DUH�SXW�DW�WKHLU�GLVSRVDO���,EQ�CƖVKǌU��������S�����

Indeed, Muslim legal theorists (8VǌOL\\ǌQ) have divided the 0DTƗVLG�DO�6KDUƯCDK�
LQWR� WZR� PDLQ� FODVVL¿FDWLRQV�� JHQHUDO� REMHFWLYHV� �0DTƗVLG� DO�C$PPDK) and 
VSHFL¿F�REMHFWLYHV��0DTƗVLG�DO�.KƗVVDK���,EQ�CƖVKǌU�GHWDLOV�WKHVH�FODVVL¿FDWLRQV�
as follows:

�ϻ�ΙϳΣΑ�ˬΎϬϣυόϣ�ϭ΃�ϊϳέηΗϟ΍�ϝ΍ϭΣ΃�ϊϳϣΟ�ϲϓ�ωέΎηϠϟ�ΔυϭΣϠϣϟ΍�ϡϛΣϟ΍ϭ�ϲϧΎόϣϟ΍�ϲϫ�ΔϣΎόϟ΍�ϊϳέηΗϟ΍�ΩλΎϘϣ
�ˬΔϣΎόϟ΍�ΎϬΗϳΎϏϭ�Δόϳέηϟ΍�ϑΎλϭ΃�΍Ϋϫ�ϲϓ�ϝΧΩϳϓ�ˬΔόϳέηϟ΍�ϡΎϛΣ΃�ϥϣ�ιΎΧ�ωϭϧ�ϲϓ�ϥϭϛϟΎΑ�ΎϬΗυΣϼϣ�ιΗΧΗ
�έ΋Ύγ�ϲϓ�ΔυϭΣϠϣ�Εγϳϟ�ϡϛΣϟ΍�ϥϣ�ϥΎόϣ�Ύοϳ΃�΍Ϋϫ�ϲϓ�ϝΧΩϳϭ�ΎϬΗυΣϼϣ�ϥϋ�ϊϳέηΗϟ΍�ϭϠΧϳ�ϻ�ϲΗϟ΍�ϲϧΎόϣϟ΍ϭ

�ΎϬϧϣ�ΓέϳΛϛ�ω΍ϭϧ΃�ϲϓ�ΔυϭΣϠϣ�ΎϬϧϛϟϭ�ϡΎϛΣϷ΍�ω΍ϭϧ΃
7KH�REMHFWLYHV�RI�6KDUƯCDK� OHJLVODWLRQ�HQWDLO� WKH�GHHSHU� FRQQRWDWLRQV�DQG�
LQWHUQDO�SDUWV�RI�ZLVGRP�FRQVLGHUHG�E\� WKH�/DZJLYHU� LQ�DOO�RU�PRVW�RI� WKH�
DUHDV�DQG�FLUFXPVWDQFHV�RI�OHJLVODWLRQ��WKH\�DUH�QRW�UHVWULFWHG�WR�D�VSHFL¿F�
W\SH�RI�6KDUƯCDK�FRPPDQG��7KHUHIRUH��WKH\�LQFOXGH�WKH�JHQHUDO�IHDWXUHV�RI�
WKH�6KDUƯCDK�� LWV�PXOWLSXUSRVH� SULQFLSOHV�� DQG� DQ\� DLP� DQWLFLSDWHG� E\� WKH�
OHJLVODWLRQ��7KH\�DOVR�LQFOXGH�FHUWDLQ�FRQQRWDWLRQV�DQG�ZLVGRP�>SKLORVRSKLHV@�
WKDW�DUH�LQH[LVWHQW�LQ�DOO�W\SHV�RI�6KDUƯCDK�FRPPDQGV�EXW�DUH�IRXQG�LQ�PDQ\�
RWKHUV�>W\SH�RI�FRPPDQGV@���,EQ�CƖVKǌU��������SS����±���

$Eǌ�DO�,VKƗT�DO�6KƗWLEƯ�GLYLGHG�Maslahah (which is also referred to as “0DTƗVLG�
DO�6KDUƯCDK”) into three sub-categories: the exigency ('DUǌUL\\DK), the necessity 
(+ƗML\\DK) and the embellishment (7DKVƯQL\\DK�� �$O�6KƗWLEƯ�� ������ S�� ������
According to him, 'DUǌUL\\DK�UHIHUV�WR�EHQH¿WV�RI�OLIH�XSRQ�ZKLFK�SHRSOH�HVVHQWLDOO\�
GHSHQG��WKH\�FRPSULVH�WKH�¿YH�DERYH�PHQWLRQHG�SXUSRVHV�RI�WKH�6KDUƯCDK: faith, 
life, intellect, progeny and property. If these purposes of the 6KDUƯCDK�are ignored, 
then consistency and order cannot be established, )DVƗG�(disorder) shall prevail in 
this world, and there will be apparent loss in the Hereafter. +ƗML\\DK (or necessity) 
UHIHUV�WR�EHQH¿WV�WKDW�FRPSOHPHQW�WKH�HVVHQWLDO�EHQH¿WV��WKH�QHJOHFW�RI�ZKLFK�ZLOO�
lead to hardship but not to total disorder of the normal order of life. An example 
is seen in the scope of economic transactions, where the 6KDUƯCDK�has permitted 
certain “non-existent” sales (%X\ǌµ�0DµGǌPDK) such as the future sale (Salam) 
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due to human necessities, despite there being a certain irregularity associated 
in it. 7DKVƯQL\\DK�UHIHUV�WR�EHQH¿WV�ZKRVH�UHDOLVDWLRQ�OHDGV�WR�HQKDQFHPHQW�DQG�
accomplishment in the customs and conduct of people at all levels of attainment. 
The second category of 0DTƗVLG�FRPSULVHV�WKH�VSHFL¿F�SXUSRVHV�RI�WKH�6KDUƯCDK�
legislation (0DTƗVLG� DO�.KƗVVDK�� FRQFHUQLQJ� D� VSHFL¿F� GLVFLSOLQH�� VXFK� DV� LQ�
FRPPHUFLDO�WUDQVDFWLRQV��,EQ�CƖVKǌU�VD\V�RI�WKHVH�VSHFL¿F�REMHFWLYHV�

�ϡϬΗΎϓέλΗ �ϲϓ �ΔϣΎόϟ΍ �ϡϬΣϟΎλϣ �υϔΣϟ �ϭ΃ �ΔόϓΎϧϟ΍ �αΎϧϟ΍ �ΩλΎϘϣ �ϕϳϘΣΗϟ �ωέΎηϠϟ �ΓΩϭλϘϣϟ΍ �ΕΎϳϔϳϛϟ΍ �ϲϫϭ
�ϻΎρΑ·�ΔϣΎόϟ΍�ϡϬΣϟΎλϣ�ϝϳλΣΗ�ϥϣ�ϡϬϟ�αγ΃�Ύϣ�ϝΎρΑΈΑ�ΔλΎΧϟ΍�ϡϬΣϟΎλϣ�ϲϓ�ϡϬϳόγ�Ωϭόϳ�ϻ�ϲϛ�ΔλΎΧϟ΍

�ΓϭϬη�ϯϭϫ�ϝϻίΗγ΍�ϥϋ�ϭ΃�ΔϠϔϏ�ϥϋ
7KHVH� FRPSULVH� WKH�PHWKRGV� LQWHQGHG� E\� WKH� /DZJLYHU� IRU� UHDOLVLQJ� WKH�
EHQH¿FLDO� SXUSRVHV� RI� KXPDQ� EHLQJV� RU� SUHVHUYLQJ� WKHLU� SXEOLF� LQWHUHVWV�
UHODWHG�WR�VSHFL¿F�FRQGXFWV��7KH�SXUSRVH�KHUH�LV�WR�DYRLG�SHRSOH¶V�TXHVW�RI�
WKHLU�SHUVRQDO�LQWHUHVWV�IURP�OHDGLQJ�WR�WKH�XQGHUPLQLQJ�RI�WKHLU�HVWDEOLVKHG�
SXEOLF�LQWHUHVWV��RZLQJ�WR�QHJOLJHQFH�RU�E\�EHLQJ�GHÀHFWHG�E\�ZKLP�RU�GHVLUH��
�,EQ�µƖVKǌU��������SS����±���

,EQ� CƖVKǌU¶V� GH¿QLWLRQ�RI�0DTƗVLG�DO�6KDUƯCDK� in pointing out the protection of 
social order is related to the common role of the state in Islam, which is to work 
towards securing the public interest and promoting the general welfare of society. 

&RPPHUFLDO�WUDQVDFWLRQV�IDOO�XQGHU�WKLV�FDWHJRU\�RI�VSHFL¿F�REMHFWLYHV�±�QDPHO\��
0DTƗVLG� � � DO�.KƗVVDK��ZKLFK� UHODWHV� WR� VSHFL¿F� GLVFLSOLQHV��1HYHUWKHOHVV�� WKH�
general objectives or 0DTƗVLG�DO�C$PPDK�DUH�DOVR�UHOHYDQW��DV�,VODPLF�¿QDQFH�
DLPV� DW� VDIHJXDUGLQJ� RQH� RI� WKH� ¿YH� 'DUǌUL\\ƗW (exigencies) including the 
preservation of wealth (+LI]�DO�0ƗO), which is undeniably interrelated with other 
'DUǌUL\\ƗW, particularly the preservation of religion or faith (+LI]�DO�'ƯQ). For that 
reason, it is necessary to examine the objective of wealth preservation, as well 
DV�WKH�JHQHUDO�REMHFWLYHV�RI�,VODPLF�¿QDQFH��7DNLQJ�D�EURDGHU�YLHZ��WKLV�PD\�DOVR�
include the economic requirements of the public.

$V�VWDWHG�HDUOLHU��DO�*KD]ƗOƯ�KLJKOLJKWV� WKH�6KDUƯCDK�concern with safeguarding 
WKH�¿YH�EDVLF�SXUSRVHV��RQH�RI�ZKLFK�LV�WKH�SUHVHUYDWLRQ�RI�ZHDOWK��+LI]�DO�0ƗO). 
The preservation of wealth is one of the fundamental and universal principles of 
the 6KDUƯCDK� which falls under the category of 'DUǌUL\\DK. Fundamentally, the 
6KDUƯCDK�JLYHV�VLJQL¿FDQW�FRQVLGHUDWLRQ�WR�WKH�ZHDOWK�DQG�SURSHUW\�RI�SHRSOH�LQ�
the context of its preservation of human social order. There are numerous Islamic 
OHJDO�HYLGHQFHV�DVVHUWLQJ�WKDW�ZHDOWK�KDV�D�VLJQL¿FDQW�SRVLWLRQ�LQ�WKH�6KDUƯCDK. 
One of the core dimensions emphasised by the 6KDUƯCDK� is the protection of 
wealth and property from being exposed to any form of harm. The protection of 
wealth from harm can be observed from two perspectives: protecting wealth from 
risk that can harm it; and preventing wealth from being damaged through its use 
for harmful purposes. These two perspectives together comprise the philosophy 
of the 6KDUƯCDK� UXOHV�DQG�SULQFLSOHV� WKDW�JRYHUQ�FRQWUDFWV� LQ� ,VODP��,EQ� µƖVKǌU��
2001, pp. 67–68).
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One of the 4XU¶ƗQLF verses that expresses this concept is as follows:

ϥϳϧγΣϣϟ΍�ΏΣϳ�ௌ�ϥ·�΍ϭϧγΣ΃ϭ�ΔϛϠϬΗϟ΍�ϰϟ·�ϡϛϳΩϳ΄Α�΍ϭϘϠΗ�ϻϭ�ௌ�ϝϳΑγ�ϲϓ�΍ϭϘϔϧ΃ϭ
6SHQG�LQ�WKH�FDXVH�RI�$OODK>�@�GR�QRW�FRQWULEXWH�WR�\RXU�GHVWUXFWLRQ�ZLWK�\RXU�
RZQ�KDQGV��EXW�GR�JRRG��IRU�$OODK�ORYHV�WKRVH�ZKR�GR�JRRG���������

Indeed, protecting wealth from risk that can harm it, and preventing wealth from 
being damaged through its use for harmful purposes, are based on the principle 
of harm prevention in Islam. For instance, while dealing with economic and 
business activities, a person is forbidden from causing harm to others. There are 
two core Islamic legal maxims (4DZƗ¶LG�)LTKL\\DK) that address the principle of 
harm prevention. One is the removal of hardship (5DIµ�DO�+DUDM), and the other is 
prevention of harm ('DIµ�DO�'DUDU). This concept is based on an authentic +DGƯWK�
DV�QDUUDWHG�E\�,EQ�0ƗMDK��DO�'ƗUXTXWQƯ�DQG�RWKHUV�RQ�WKH�DXWKRULW\�RI�6DµDG�ELQ�
0ƗOLN�DO�.KXةUƯ��ZKR�PHQWLRQHG�WKDW�WKH�3URSKHW�6�$�:��VDLG�

έ΍έο�ϻϭ�έέο�ϻ
7KHUH�VKRXOG�EH�QHLWKHU�KDUPLQJ�QRU�UHFLSURFDWLQJ�KDUP�23

Therefore, exposing wealth to the danger of destruction is strictly forbidden by the 
6KDUƯCDK��6XFK�D�VLWXDWLRQ�FRXOG�DOVR�RFFXU�LQ�¿QDQFLDO�PDWWHUV�±�IRU�LQVWDQFH��LQ�
the case of risk management. If a major risk is not appropriately mitigated, it may 
lead to disastrous harm that may paralyse the economy and adversely affect the 
lives of the general public. 

7KLV�VFHQDULR�LV�DOVR�DSSOLFDEOH�LQ�WKH�FDVH�RI�LOOLTXLG�,,)6�WKDW�DUH�XQDEOH�WR�¿QG�
any other sources of funds other than an LOLR facility from the central bank. 
Since the outright objective of providing such an LOLR facility to those IIFS is to 
protect the troubled banks from collapsing, it is thus viewed that such an act is in 
line with the perspective of 0DTƗVLG��DO�6KDUƯCDK��VSHFL¿FDOO\�IURP�WKH�0DTƗVLG�
DO�.KƗVVDK perspective. The denial of such an ELA provision to the troubled IIFS 
would not only lead to the collapse of the banks concerned, but might also cause 
catastrophic damage to a nation’s economy. It would also tarnish the reputation of 
the IFSI as a whole.24�$V�ZLWK�WKH�IHDWXUHV�RI�,VODPLF�¿QDQFLDO�SURGXFWV��LW�LV�YLHZHG�
that the existing provision of an LOLR facility at the central bank should thus be 
adapted to enable the illiquid IIFS to obtain the facility. It is an inevitable practice 
in Islamic structuring to remove the prohibited elements contained therein and 
insert the relevant 6KDUƯCDK-compliant contracts in the LOLR operation to enable 
SLOLR to be accessed by illiquid IIFS.

23 See 6XQDQ�$Eǌ�'ƗZǌG, 3:332, KDGƯWK�QR��������$O�%D\KƗTƯ��$O�6XQDQ�DO�.XEUƗ��������DQG�������$O�7DEDUƗQƯ��
$O�0XCMDP�DO�.DEƯU, 17:22, KDGƯWK�QR���������$O�'ƗUXTXWQƯ��$O�6XQDQ, 3:27, KDGƯWK no. 98.

24 Nevertheless, it should also be noted that the extension of the SLOLR facility is the prerogative of the central 
bank and not the right of the IIFS, and in this respect the central bank will take this decision based on the merits 
of the case.
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������ /2/5�DQG�+DUP�3UHYHQWLRQ�LQ�4DZƗ¶LG�)LTKL\\DK

As discussed under the earlier topic of 0DTƗVLG�DO�6KDUƯCDK, it has been pointed 
out that the ultimate objective of the 6KDUƯCDK is to promote the interests (-DOE�
DO�0DVƗOLK) of human beings and to protect them from harm ('DIµ�DO�0DIƗVLG). In 
WKLV�UHJDUG��RQH�RI�WKH�¿YH�IXQGDPHQWDO�,VODPLF�OHJDO�PD[LPV��4DZƗµLG�)LTKL\\DK) 
states that:

ϝ΍ίϳ�έέοϟ΍
+DUP�LV�WR�EH�HOLPLQDWHG�

From the Islamic legal theory (8VǌO�DO�)LTK��SHUVSHFWLYH��KDUP�LV�FODVVL¿HG�LQWR�
two types: (i) the harm arising from a person’s actions upon other parties; this type 
of harm is strictly not tolerated by the 6KDUƯCDK; and (ii) the harm arising from a 
person’s well-intentioned actions which are basically permissible by the 6KDUƯCDK, 
but which in spite of the good intention may directly or indirectly cause harm to 
RWKHU�SDUWLHV��C8OZƗQ��������S��������7KLV� W\SH�RI�KDUP�QHHGV�WR�EH�H[DPLQHG�
systematically, taking into account the different contexts and degrees of harm 
to determine whether the action that may lead to such harm is permissible or 
prohibited.

Based on the aforementioned +DGƯWK, which subsequently became an important 
Islamic legal principle – “there should be neither harming nor reciprocating harm”, 
Muslim jurists then outlined several Islamic legal maxims clarifying the relevant 
principle. One of the examples is: 

ΎϣϫΩη΃�ϊϓΩϟ�ϥϳέέοϟ΍�ϑΧ΃�ΏΎϛΗέ΍
&KRRVLQJ�WKH�OHVVHU�RI�WZR�KDUPV�>HYLOV@�WR�SUHYHQW�WKH�JUHDWHU�RI�ERWK�

What is meant by this maxim is that if harm is inevitable, as there are two harms 
that are alternatives, the best approach is to choose the lesser of the two harms. 
This maxim has been supported by other relevant maxims highlighting the 
equivalent essential meaning:

ϑΧϷ΍�έέοϟΎΑ�ϝ΍ίϳ�ΩηϷ΍�έέοϟ΍
*UHDWHU�KDUP�LV�WR�EH�DYRLGHG�E\�D�OHVVHU�KDUP

ϥϳέηϟ΍�ϥϭϫ΃�έΎΗΧϳ
&KRRVLQJ�WKH�OHVVHU�RI�WZR�YLFHV

ΎϣϬϔΧ΃�ΏΎϛΗέΎΑ�΍έέο�ΎϣϬϣυϋ΃�ϲϋϭέϓ�ϥΎΗΩγϔϣ�νέΎόΗ�΍Ϋ·
:KHQ�WKHUH�DUH�WZR�KDUPV�>HYLOV@�DORQJVLGH�>RU�FRQÀLFWLQJ@��

WKH�OLJKWHU�LV�WR�EH�FKRVHQ�LQ�WKH�FRQVLGHUDWLRQ�RI�JUHDWHU�KDUP�>HYLO@�

In the case of LOLR, where an illiquid IIFS has no option other than obtaining 
DQ�/2/5�IDFLOLW\�IURP�WKH�FHQWUDO�EDQN��WKLV�VLWXDWLRQ�FDQ�EH�FODVVL¿HG�LQWR�WKUHH�
categories, as follows:
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(i) jurisdictions where the SLOLR facility is currently unavailable, and there is 
only the conventional interest-bearing LOLR;

(ii) jurisdictions where an SLOLR facility is available but it is structured using 
certain 6KDUƯCDK-compliant underlying contracts in such a way that there 
is disagreement regarding permissibility among Muslim jurists, such as 
organised Tawarruq (Tawarruq Munazzam) and/or %D\C�DO�CƮQDK�(sell and 
buy-back contract); and

(iii) jurisdictions where the SLOLR facility is available, and is structured using 
6KDUƯCDK-compliant underlying contracts in a way which is commonly 
accepted by Muslim jurists, based on the degree of the liquidity crisis 
affecting the illiquid IIFS.

The above three categories are assessed differently from the 6KDUƯCDK�point of 
YLHZ��*LYHQ�WKDW�WKHUH�LV�QR�VSHFL¿F�6KDUƯCDK�standard, or resolution issued by any 
6KDUƯCDK�related authority YLV�j�YLV the use of an LOLR facility by an illiquid IIFS,25 
WKH�VLWXDWLRQ�LQ�WKH�¿UVW�FDWHJRU\�VKRXOG�EH�VHHQ�IURP�WKH�0DTƗVLG�DO�.KƗVVDK 
YLHZSRLQW�DV�GLVFXVVHG�HDUOLHU��VSHFL¿FDOO\�LQ�FRQQHFWLRQ�ZLWK�WKH�SULQFLSOH�RI�WKH�
'DUǌUDK in the 6KDUƯCDK. As mentioned earlier, the preservation of wealth is one 
of the fundamental and universal principles of the 6KDUƯCDK, which falls under the 
category of 'DUǌUL\\DK. The fundamental Islamic legal maxim with regard to the 
principle of 'DUǌUDK states that:

Ε΍έϭυΣϣϟ΍�΢ϳΑΗ�Ε΍έϭέοϟ΍
([LJHQF\�UHQGHUV�SURKLELWHG�WKLQJV�SHUPLVVLEOH���$O�=DUTƗ¶��������S������

From the 8VǌO�DO�)LTK perspective, there has been a legal exemption (Rukhsah) 
from the general rule (`$]ƯPDK) granted by the Lawgiver in such a 'DUǌUDK 
case, although the action might normally be disallowed by the 6KDUƯCDK�(Kamali, 
2000, p. 267). However, Muslim jurists have unanimously agreed that in the 
case of such a Rukhsah-based ruling which has been deduced on the basis of 
a legitimate concession, the analogical deduction (4L\ƗV) cannot proceed from 
such an exemption, in the sense that a 6KDUƯCDK ruling which is deduced on the 
basis of such a Rukhsah principle cannot be used as a basis for constructing 
further analogies to obtain exemptions (Nyazee, 2003, p. 78). 

In the case of market intervention by the central bank for the purpose of maintaining 
FRQWLQXRXV�¿QDQFLDO�DQG�PRQHWDU\�VWDELOLW\��VXFK�DQ�DFWLRQ�LV�WKXV�UHFRJQLVHG�E\�
the 6KDUƯCDK because it is in line with the objective of harm prevention ('DIC�DO�
Darar) in the 0DTƗVLG�DO�6KDUƯCDK. This argument is supported by an important 
Islamic legal maxim, which states that: 

ϥΎϛϣϹ΍�έΩϘΑ�ϊϓΩϳ�έέοϟ΍
+DUP�LV�WR�EH�UHSHOOHG�DV�IDU�DV�SRVVLEOH���$O�=DUTƗ¶��������SS�����±����

25 The unavailability of 6KDUƯCDK resolution may be explained by the LOLR facility being clearly understood to be 
an interest-bearing loan contract, whose prohibition has been a consensus view among Muslim jurists.
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Therefore, only in the case where there is no Islamic alternative to the conventional 
credit facility made available by the central bank may an illiquid IIFS be permitted 
by the 6KDUƯCDK to obtain an interest-bearing LOLR facility on the basis of the 
'DUǌUDK principle.26 This is based on the fundamental legal maxim as stated 
earlier:

Ε΍έϭυΣϣϟ΍�΢ϳΑΗ�Ε΍έϭέοϟ΍
([LJHQF\�UHQGHUV�SURKLELWHG�WKLQJV�SHUPLVVLEOH���$O�=DUTƗ¶��������S������

+RZHYHU��WKH�,,)6�PXVW�DWWHPSW�WR�DYRLG�GHULYLQJ�DQ\�H[FHVV�EHQH¿W�IURP�XVLQJ�
such a facility as far as possible, in light of the following legal maxim:

ΎϫέΩϘΑ�έΩϘϳ�ΓέϭέοϠϟ�΢ϳΑ΃�Ύϣ�ϭ΃�ΎϫέΩϘΑ�έΩϘΗ�Ε΍έϭέοϟ΍
([LJHQFLHV�DUH�UHVWULFWHG�E\�WKHLU�OHYHO�RU�ZKDW�KDV�EHHQ�SHUPLWWHG�E\�WKH�

H[LJHQFLHV�LV�WR�EH�UHVWULFWHG�E\�LWV�FLUFXPVWDQFH�RU�OHYHO�

In the case of the second category, the illiquid IIFS should also be permitted by 
the�6KDUƯCDK to obtain such a “controversial” facility from the central bank, since 
there is no alternative option to using such a facility. This case also follows the 
same 6KDUƯCDK ruling pertaining to exigency as the former, in the sense that the 
harm arising from the collapse of the IIFS due to its liquidity crisis is more severe 
DQG�GLVDVWURXV�WR�WKH�QDWLRQ¶V�¿QDQFLDO�V\VWHP�WKDQ�WKH�KDUP�UHSUHVHQWHG�E\�WKH�

26� 7KH�SHUPLVVLELOLW\�RI�REWDLQLQJ�DQ�LQWHUHVW�EHDULQJ�ORDQ�RQ�WKH�EDVLV�RI�WKH�'DUǌUDK�SULQFLSOH�LV�LQ�OLQH�ZLWK�WKH�
6KDUƯCDK resolutions with regard to dealing with conventional banks issued by the Muslim World League Islamic 
Jurisprudence Academy of Makkah (MWL), as well as Al-Azhar Islamic Research Academy (IRA). Paragraph 
No. 3 of the 6th MWL Resolution 1406H concerning the topic of “Widespread Conventional Banks and People 
Dealing with the Banks and the Ruling on Taking Interest”, states:

�ϲϓ�Ϫϟ�έΫϋ�ϻ�Ϋ·�ˬΝέΎΧϟ΍�ϭ΃�ϝΧ΍Ωϟ΍�ϲϓ�ΔϳϭΑέϟ΍�ϑέΎλϣϟ΍�ϊϣ�ϝϣΎόΗϳ�ϥ΃�ϲϣϼγ·�ϑέλϣ�ϊϣ�ϝϣΎόΗϟ΍�Ϫϟ�έγϳΗϳ�ϡϠγϣ�ϝϛ�ϰϠϋ�ϡέΣϳ
.ϡ΍έΣϟ΍�ϥϋ�ϝϼΣϟΎΑ�ϲϧϐΗγϳϭ�ˬΏϳρϟΎΑ�ΙϳΑΧϟ΍�ϥϋ�νϳόΗγϳ�ϥ΃�ϪϳϠϋ�ΏΟϳϭ��ϲϣϼγϹ΍�ϝϳΩΑϟ΍�ΩϭΟϭ�ΩόΑ�ΎϬόϣ�ϝϣΎόΗϟ΍

,W� LV� IRUELGGHQ� IRU� HYHU\�0XVOLP� ZKRVH� ,VODPLF� EDQN� LV� DYDLODEOH� WR� KLP� IRU� WUDQVDFWLRQV�� WR� GHDO� ZLWK�
FRQYHQWLRQDO�EDQNV�ZKHWKHU�DW�KRPH�RU�DEURDG��DQG�WKHUH�LV�QR�H[FXVH�IURP�WKH�6KDUƯCDK�IRU�KLP�WR�GHDO�
ZLWK�WKH�FRQYHQWLRQDO�EDQNV�XSRQ�DYDLODELOLW\�RI�WKH�,VODPLF�DOWHUQDWLYH��,W�LV�REOLJDWRU\�IRU�KLP�KHU�WR�UHSODFH�
HYLO�ZLWK�JRRG��DQG�XWLOLVH�WKH�ODZIXO�IURP�WKH�SURKLELWHG.

 Based on the above resolution, it is understood that in the case of non-availability of Islamic banks in certain 
jurisdictions where there is no option except to deal with the conventional banks, it is thus permissible for 
Muslims to deal with such conventional banks on the basis of the applicability of the 'DUǌUDK principle. The 
majority of Muslim jurists agreed that only borrowing with interest is permitted in that exceptional circumstance 
of exigency. However, there is no legal exemption granted by the Lawgiver with regard to lending with interest. 
It is strictly forbidden, never being permitted by the 6KDUƯCDK for reasons either of exigency or necessity. With 
regard to this issue of 5LEDZL, among others, the IRA at its second conference, held in Cairo in the month of 
Muharram 1385AH (corresponding to May 1965), has issued a resolution which states: 

�ϝϛϭ��Γέϭέοϟ΍�Ϫϳϟ·�ΕϋΩ�΍Ϋ·�ϻ·�ϪϣΛ·�ϊϔΗέϳ�ϻϭ�ˬϙϟΫϛ�ϡέΣϣ�ΎΑέϟΎΑ�ν΍έΗϗϻ΍ϭ�ˬΓέϭέο�ϻϭ�ΔΟΎΣ�ϪΣϳΑΗ�ϻ�ϡέΣϣ�ΎΑέϟΎΑ�ν΍έϗϹ΍
…ϪΗέϭέο�έϳΩϘΗ�ϲϓ�ϪϧϳΩϟ�ϙϭέΗϣ�Ήέϣ΍

/HQGLQJ� E\� FKDUJLQJ� LQWHUHVW� LV� VWULFWO\� IRUELGGHQ�� FDXVHG� E\� QHLWKHU� QHFHVVLW\� QRU� H[LJHQF\�� ZKHUHDV�
ERUURZLQJ�ZLWK� SD\LQJ� LQWHUHVW� LV� IRUELGGHQ� DV�ZHOO�� DQG� WKH� VLQ� LV� QRW� H[FXVHG� H[FHSW� LQ� WKH� FDVH� RI�
H[LJHQF\��$QG�HYHU\�PDQ�LV�OHIW�WR�KLV�UHOLJLRVLW\�WR�HVWLPDWH�KLV�H[LJHQF\��

 Based on both resolutions, it is feasible to rule that illiquid IIFS in those jurisdictions where the SLOLR is 
unavailable at all are permitted by the 6KDUƯCDK to access to interest-bearing credit facility offered by the central 
EDQN��VLQFH�WKHUH�LV�QR�RSWLRQ�WR�REWDLQ�WKH�6/2/5��1RQHWKHOHVV��WKH�UHOHYDQW�LOOLTXLG�,,)6�VKRXOG�¿UVW�PDNH�
every effort to obtain ELA from other 6KDUƯCDK-compliant sources of funds before accessing directly the interest-
bearing LOLR. The principle of 'DUǌUDK�LV�LUUHOHYDQW�LQ�WKH�FDVH�ZKHUH�VXFK�DQ�LOOLTXLG�,,)6�LV�VWLOO�DEOH�WR�¿QG�
any other 6KDUƯCDK-compliant sources of funds.
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use of the LOLR facility. This is also coherent with a very essential legal maxim, 
which states that: 

ΔλΎΧ�ϡ΃�ΕϧΎϛ�ΔϣΎϋ�Γέϭέοϟ΍�Δϟίϧϣ�ϝίϧΗ�ΔΟΎΣϟ΍
+ƗMDK�LV�HTXLYDOHQW�WR�WKH�GHJUHH�RI�H[LJHQF\��'DUǌUDK��ZKHWKHU�LW�LV�JHQHUDO�
RU�VSHFL¿F���$O�=DUTƗ¶��������SS�����±����

With regard to the applicability of +ƗMDK and DDUǌUDK principles in taking an 
LQWHUHVW�EHDULQJ� ORDQ��:DKEDK� DO�=XKD\OƯ� ZDV� RI� WKH� YLHZ� WKDW� ERWK� SULQFLSOHV�
should be applicable as well in allowing the taking of an interest-bearing loan. 
+RZHYHU�� DV� IDU� DV� KH� LV� FRQFHUQHG�� WKHUH� LV� QRW� \HW� DQ\� FDVH�ZKLFK� IXO¿OOHG�
the 6KDUƯCDK parameters of both +ƗMDK and 'DUǌUDK to permit taking an interest-
bearing loan. According to him:

�Γέϭέοϟ΍ϭ�ˬΎϫέϳϏϭ�ΔϳϣϼγϹ΍�ΩϼΑϟ΍�ϥϳΑ�ΔϗέϔΗ�έϳ�ϥϣ�ˬϯϭλϘϟ΍�Γέϭέοϟ΍�ϝΎΣ�ϲϓ�ϻ·�ΎΑέϟΎΑ�ιΧέϳ�ϻϭ
�ΔΟΎΣϟ΍ϭ��΍ΩΟ�΍έΩΎϧ�ϭ΃�ΩϭΩΣϣ�ϰϧόϣϟ΍�΍Ϋϫ�έϓ΍ϭΗϭ�ˬϥυϟ΍�ΔΑϠϐΑ�ϭ΃�ΎϧϳϘϳ�ˬέρΧ�ΎϬΗϔϟΎΧϣ�ϰϠϋ�ΏΗέΗϳ�ϲΗϟ΍�ϲϫ
�ˬΔϋΎϣΟϠϟ�έϓ΍ϭΗ�΍Ϋ·�ϰϧόϣϟ΍�΍Ϋϫϭ�ˬΔΑϭόλ�ϭ΃�ΔϘηϣϭ�έγϋ�ΎϬϳϟ·�ΔΑΎΟΗγϻ΍�ϡΩϋ�ϰϠϋ�ΏΗέΗϳ�ϲΗϟ΍�ϲϫ�ΔϣΎόϟ΍
�ΔΟΎΣ�ΎϬΑ �Ω΍έϳϓ �ΔλΎΧϟ΍ �ΔΟΎΣϟ΍ �Ύϣ΃ �ˬΔϘηϣϟ΍ �ϊϓέϭ�ˬέέοϟ΍ �ϊϓΩϟ �ˬΎΑέϟΎΑ �ϝΎϣϟ΍ �ν΍έΗϗ΍ϭ �ιϳΧέΗϟ΍ �ίΎΟ
�ϰϧόϣ�έϓ΍ϭΗ�ϥϵ΍�ϰϟ·�ΩΟϧ�ϻϭ��ϲϣϼγ·�έϳϏ�ϭ΃�ϲϣϼγ·�ΩϠΑ�ϲϓ�ΓέέοΗϣ�ΔϳϠϗ΃�ϭ΃�ϼΛϣ�έΎΟΗϟΎϛ�Δ΋ϓ�ϭ΃�Δϔ΋Ύρ

�ΔϣΎόϟ΍�ΔΟΎΣϟ΍�ϭ΃�Γέϭέοϟ΍
7KHUH� QR� OHJLWLPDWH� FRQFHVVLRQ� RU� H[HPSWLRQ� WR� GHDO� ZLWK� 5LED� �WDNLQJ�
LQWHUHVW� EHDULQJ� ORDQ��� H[FHSW� LQ� WKH� FDVH� RI� H[WUHPH� 'DUǌUDK� ZLWKRXW�
GLIIHUHQWLDWLQJ�EHWZHHQ�0XVOLP�FRXQWULHV�RU�QRW�>RWKHUV@��DQG�VXFK�'DUǌUDK�
UHIHUV�WR�VRPHWKLQJ�ZKLFK�LI�LW�LV�QRW�IXO¿OOHG�WKHQ�ZLOO�OHDG�WR�MHRSDUG\�ZLWK�
FHUWDLQW\�RU�SUHGRPLQDQFH�RI�FRQMHFWXUH��DQG�WR�IXO¿OO�WKLV�PHDQLQJ�LV�OLPLWHG�
DQG� YHU\� UDUH��:KLOH� WKH�JHQHUDO�+ƗMDK� UHIHUV� WR� VRPHWKLQJ�ZKLFK� LI� LW� LV�
QRW� IXO¿OOHG� WKHQ� LW�ZLOO� OHDG� WR�GLVWUHVV�DQG�KDUGVKLS�RU�GLI¿FXOW\��DQG� WKLV�
PHDQLQJ�LI�LW�LV�IXO¿OOHG�WR�D�JURXS��LW�LV�WKHQ�SHUPLVVLEOH�IRU�WKH�H[HPSWLRQ�WR�
WDNH�ORDQ�ZLWK�LQWHUHVW��LQ�RUGHU�WR�SUHYHQW�KDUP��DQG�WR�UHPRYH�KDUGVKLS��$V�
IRU�WKH�VSHFL¿F�+ƗMDK��ZKDW�LV�PHDQW�E\�WKDW�LV�WKH�QHHG�RI�D�VSHFL¿F�JURXS�
VXFK�DV�WUDGHUV�RU�GLVWUHVVHG�PLQRULW\�LQ�D�0XVOLP�RU�QRQ�0XVOLP�FRXQWU\��
+RZHYHU��ZKDW�ZH�KDYH�\HW�WR�¿QG�XQWLO�QRZ�LV�WKH�IXO¿OOPHQW�RI�WKH�PHDQLQJ�
RI�'DUǌUDK�RU�WKH�JHQHUDO�+ƗMDK���$O�=XKD\OƯ��������S������

,Q�FRQWUDVW�WR�DO�=XKD\OƯ¶V�YLHZ��ZH�DUH�RI�WKH�YLHZ�WKDW�LQ�WKLV�YHU\�VSHFL¿F�FDVH�RI�
an IIFS obtaining either an interest-bearing LOLR or an SLOLR with controversial 
FRQWUDFWV� IURP� WKH� FHQWUDO� EDQN�� WKLV� LQ� IDFW� IXO¿OV� WKH�6KDUƯCDK parameters of 
+ƗMDK and 'DUǌUDK principles in the sense that the harm arising from the collapse 
of the IIFS due to its liquidity crisis is more severe and disastrous to the nation’s 
¿QDQFLDO�V\VWHP�DV�PHQWLRQHG�HDUOLHU�DQG�H[FHHGV�WKH�KDUP�UHSUHVHQWHG�E\�WKH�
use of the LOLR facility. The preservation of wealth is one of the fundamental and 
universal principles of the 6KDUƯCDK, which falls under the category of 'DUǌUL\\DK. 
In addition, this action is basically recognised by the 6KDUƯCDK because it is in line 
with the objective of harm prevention ('DIC al-Darar) in the 0DTƗVLG�DO�6KDUƯCDK. 
After discussing the arguments of Muslim jurists – namely, those who permit, as 
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ZHOO�DV�WKRVH�ZKR�GLVDOORZ��GHDOLQJ�ZLWK�FRQYHQWLRQDO�EDQNV�±�:DKEDK�DO�=XKD\OƯ�
further elaborated with some interesting points, as follows:

�ΎϣϬρΑ΍ϭοΑ �ΔϣϫΎγϣϟ΍ �ΕΎϛέηϟ΍ �ϊϣ �ϭ΃ �ΔϳϭΑέϟ΍ �ϙϭϧΑϟ΍ �ϊϣ �ϝϣΎόΗϠϟ �ΔϣΎϋ �ΔΟΎΣ �ϭ΃ �Γέϭέο�Εέϓ΍ϭΗ �ϥΈϓ
�ΓΩΣ�ϰϠϋ�ΎϬϓϭέυ�ΏγΣΑ�ΔϟΎΣ�ϝϛϟ�ΎϣϬϳϓ�˯ΎΗϓϹ΍�ϙέΗϳ�ˬϥΎΗέΩΎϧ�ϥΎΗϟΎΣ�ϥΎΗΎϫϭ�ˬϙϟΫ�ίΎΟ�ˬΔϳϋέηϟ΍

,I�WKH�'DUǌUDK�DQG�JHQHUDO�+ƗMDK�LQ�GHDOLQJ�ZLWK�5LEDZL�EDQNV�RU�FRPSDQLHV�
DI¿OLDWHG�WR�5LED�KDYH�IXO¿OOHG�WKH�6KDUƯCDK�SDUDPHWHUV�RI�ERWK�SULQFLSOHV��
LW� LV� WKHQ� SHUPLVVLEOH� WR� GR� VR�� DQG� WKHVH� WZR� FDVHV� DUH� YHU\� UDUH�� 7KH�
LVVXDQFH�RI�D�6KDUƯCDK�UXOLQJ�LQ�ERWK�FDVHV�LV�OHIW��WR�WKH�MXULVW��DFFRUGLQJ�WR�
WKHLU�FLUFXPVWDQFHV��UHVSHFWLYHO\���$O�=XKD\OƯ��������S������

As for the jurisdictions where the SLOLR facility is available and structured with 
6KDUƯCDK-compliant underlying contracts in a way which is commonly accepted 
by Muslim jurists, this case hardly appears to be problematic from the 6KDUƯCDK 
perspective, as the IIFS can subscribe to the SLOLR facility, for the reasons 
H[SODLQHG�LQ�WKH�RWKHU�WZR�FDWHJRULHV��DIWHU�IXO¿OOLQJ�WKH�QHFHVVDU\�FRQGLWLRQV�DQG�
eligibility criteria.

������ /2/5�DQG�6L\ƗVDK�6KDUCL\\DK�

In Islam, matters relating to the state’s policy and direction that aim at securing 
and preserving the public interest, but have not been clearly stated in the 4XU¶ƗQ 
and the Sunnah, are indeed recognised by the 6KDUƯCDK� based on 6KDUƯCDK-
oriented public policy (6L\ƗVDK�6KDUCL\\DK).

Generally, what is meant by 6L\ƗVDK�6KDUCL\\DK, according to the majority of 
Muslim jurists, is the concession granted by the Lawgiver to the rulers for the 
execution of any policy in dealing with contemporary issues in the light of public 
interest (0DVƗOLK�0XUVDODK), as long as it is not contrary to Islamic principles, 
although no textual authority can be found permitting the action.

Ibn Qayyim al-Jawziyyah (1995), in his work DO�7XUXT�DO�+XNPL\\DK�IƯ�DO�6L\ƗVDK�
DO�6KDUCL\\DK�� TXRWHG� IURP� ,EQ� µ8TD\O�� D� SURPLQHQW�+DQEDOƯ� MXULVW�ZKR� DUJXHG�
for the permissibility of exercising the principle of 6L\ƗVDK�6KDUCL\\DK�by rulers. 
According to Ibn ‘Uqayl: 

�ϡΎϣ·�ϪΑ�ϝϭϘϟ΍�ϥϣ�ϭϠΧϳ�ϻϭ��ϡίΣϟ΍�ϭϫ�Ϫϧ΃��Δϳϋέηϟ΍�ΔγΎϳγϟΎΑ�ΔρϠγϟ΍�ϲϓ�ϝϣόϟ΍�ί΍ϭΟ�ϲϓ�ϯέΟ
7KH�SHUPLVVLELOLW\�RI�LPSOHPHQWLQJ�6L\ƗVDK�6KDUCL\\DK�LQ�WKH�VWDWH¶V�DIIDLUV�KDV�
EHHQ�SHUFHLYHG�>E\�VFKRODUV@�DV�REOLJDWRU\��,QGHHG��WKDW�YLHZ�LV�D�VWURQJ�YLHZ�DQG�
WKHUH�LV�QR�VFKRODU�ZKR�GRHV�QRW�UHFRJQLVH�LW��(Ibn Qayyim, 1995, pp. 10–11)

6XEVHTXHQWO\��,EQ�4D\\LP�DO�-DZ]L\\DK�GH¿QHG�6L\ƗVDK�6KDUCL\\DK�as follows: 

�ϝίϧ�ϻϭ�ϝϭγέϟ΍�Ϫόοϳ�ϡϟ�ϥ·ϭ�ˬΩΎγϔϟ΍�ϥϋ�ΩόΑ΃ϭ�Ρϼλϟ΍�ϰϟ·�Ώέϗ΃�αΎϧϟ΍�Ϫόϣ�ϥϭϛϳ�ϼόϓ�ϥΎϛ�Ύϣ�ΔγΎϳγϟ΍
�ϲΣϭ��ϪΑ
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$Q\�DFWLRQ�WKDW�UHVXOW�LQ�SHRSOH�EHLQJ�FORVHU�WR�JRRGQHVV�DQG�IDU�IURP�KDUP�
HYHQ�WKRXJK��WKHUH�LV�QR�KHDYHQO\�UHYHODWLRQ�RU�3URSKHWLF�WUDGLWLRQ�ZLWK�DQ�
H[SOLFLW�GHFLVLRQ�RQ�LW� (Ibn Qayyim, 1995, pp. 10–11)

%DVHG� RQ� WKH� GH¿QLWLRQ� JLYHQ� E\� ,EQ� 4D\\LP�� 0XVOLP� OHJDO� WKHRULVWV� GH¿QH�
6L\ƗVDK�6KDUCL\\DK as “exercising 0DVƗOLK�0XUVDODK�in justifying legal rulings”:

ϡΎϛΣϷ΍�ρΎΑϧΗγ΍�ϲϓ�ΔϠγέϣϟ΍�΢ϟΎλϣϟΎΑ�ϝϻΩΗγϻ΍

7KHUHIRUH��DFFRUGLQJ�WR�C$EG�DO�:DKKƗE�.KDOOƗI�

�ωέΎηϟ΍�ϥϣ�ϡϘϳ�ϡϟ�ϲΗϟ΍�ϲϫ�ΔϠγέϣϟ΍�ΔΣϠλϣϟ΍�ϥϷ�ΔϠγέϣϟ΍�΢ϟΎλϣϟΎΑ�ϝϣόϟ΍�ϲϫ�΍Ϋϫ�ϰϠϋ�Δϳϋέηϟ΍�ΔγΎϳγϟΎϓ
ΎϬ΋Ύϐϟ·�ϭ΃�ΎϫέΎΑΗϋ΍�ϰϠϋ�ϝϳϟΩ

%DVHG�RQ�WKLV�GH¿QLWLRQ��6L\ƗVDK�6KDUCL\\DK�UHIHUV�WR�H[HUFLVLQJ�WKH�SULQFLSOH�
RI�0DVƗOLK�0XUVDODK��7KLV�LV�EHFDXVH�0DVƗOLK�0XUVDODK�LV�VRPHWKLQJ�ZKLFK�
LV�QHLWKHU�DFFHSWHG�QRU�UHMHFWHG�VSHFL¿FDOO\�E\�DQ\�OHJDO�HYLGHQFH���.KDOOƗI��
1984, p. 6) 

In the study of 8VǌO�DO�)LTK, 0DVƗOLK�0XUVDODK�refers to: 

ΎϬ΋Ύϐϟ·�ϰϠϋ�ϻϭ�ΎϫέΎΑΗϋ΍�ϰϠϋ�ωέηϟ΍�ιϭλϧ�ϥϣ�ι͇ΎΧ�ϝϳϟΩ�ϝΩϳ�ϡϟ�ϲΗϟ΍�ˬΓΩϳ͉Ϙϣϟ΍�έϳϏ�ΔϘϠρϣϟ΍�ΔΣϠλϣϟ΍
���XQUHVWULFWHG� DEVROXWH� 0DVODKDK� LQ� WKH� VHQVH� RI� LWV� QRW� KDYLQJ� EHHQ�
UHJXODWHG�E\�WKH�/DZJLYHU�LQVRIDU�DV�QR�WH[WXDO�DXWKRULW\�FDQ�EH�IRXQG�RQ�LWV�
YDOLGLW\�RU�RWKHUZLVH���=D\GƗQ��������S������   

This application of 0DVƗOLK�0XUVDODK�by the rulers is also based on the legal 
maxim (4ƗCLGDK�)LTKL\\DK), which states:

ΔΣϠλϣϟΎΑ�ρϭϧϣ�Δϳϋέϟ΍�ϰϠϋ�ϡΎϣϹ΍�ϑέλΗ
7KH�UXOHU¶V�FRQGXFW�>GHFLVLRQV@�RI�KLV�SHRSOH�>VXEMHFWV¶@�DIIDLUV�PXVW�VHUYH�
the Maslahah. �$O�6X\ǌWƯ��������S������ 

Generally, the execution of any policy by the central bank for the sake of maintaining 
monetary stability, fostering economic growth with full employment, as well as 
distributing economic justice is considered legitimate by the 6KDUƯCDK, as it is in 
line with the principle of 0DVƗOLK�0XUVDODK, as long as it is not contrary to Islamic 
principles. With regard to banking activities, the central bank is responsible for 
the robust performance of the state’s banking operations, part of which involves 
anticipating banks’ liquidity problems requiring an LOLR facility. 

Moreover, in light of the 6L\ƗVDK�6KDUCL\\DK�perspective, state intervention in the 
market is thus considered legitimate by the 6KDUƯCDK. One of the instances used 
to show that the state is permitted to intervene in the market refers to the issue of 
price control, which action was prohibited by the Prophet S.A.W. during his time. 
In Islam, the market should be free to respond to the natural laws of supply and 
demand. The relevant +DGƯWK mentioned that: 
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�νΑΎϘϟ΍�έόγϣϟ΍�ϭϫ�ௌ�ϥ·�ϝΎϗ�ˬΎϧϟ�έόγ�ௌ�ϝϭγέ�Ύϳ��΍ϭϟΎϘϓ�ϡϠγϭ�ϪϳϠϋ�ௌ�ϰϠλ�ϩΩϬϋ�ϰϠϋ�έόγϟ΍�ϼϏ�Ϫϧ΃
�ϝΎϣ�ϻϭ�ϡΩ�ϲϓ�ϪϣϠυϣΑ�ϲϧΑϟΎρϳ�ϡϛϧϣ�ΩΣ΃�αϳϟϭ�ௌ�ϲϘϟ΃�ϥ΃�ϭΟέϷ�ϲϧ·ϭ�ˬϕί΍έϟ΍

7KH�SULFH�EHFDPH�KLJK� LQ� WKH�3URSKHW¶V� WLPH�DQG�KLV� FRPSDQLRQV�DVNHG�
KLP� WR�¿[�SULFHV� IRU� WKHP��+H� UHSOLHG�� ³$OODK� LV� WKH�RQH�ZKR�¿[HV�SULFHV��
ZKR�ZLWKKROGV��ZKR�JLYHV�ODYLVKO\��DQG�ZKR�SURYLGHV��DQG�,�KRSH�WKDW�ZKHQ�
,�PHHW�+LP��QRQH�RI�\RX�ZLOO�KDYH�D�FODLP�DJDLQVW�PH�IRU�DQ\�LQMXVWLFH�ZLWK�
UHJDUG�WR�EORRG�RU�SURSHUW\�27 

After the demise of the Prophet S.A.W., Muslim jurists unanimously agreed 
that the 0DTƗVLG�or objectives of the prohibition of price control by the Prophet 
S.A.W., when refusing the request made by his companions, are for the purpose 
of realising the objective of justice, in order to avoid injustice and oppression 
WR� ORFDO� WUDGHUV� E\� SUHYHQWLQJ� WKHP� IURP�JDLQLQJ� DSSURSULDWH� SUR¿WV� EDVHG�RQ�
the market price. This is because during the Prophet’s time no such oppression 
occurred. The relevant legal maxim stated that:

ϲϧΎΑϣϟ΍ϭ�υΎϔϟϸϟ�ϻ�ϲϧΎόϣϟ΍ϭ�ΩλΎϘϣϟ΍�ϰϟ·�ΕΎϔΗϟϹ΍�ΕϼϣΎόϣϟ΍�ϲϓ�ϝλϷ΍
2ULJLQDOLW\� LQ� WUDQVDFWLRQV� LV� UHIHUUHG� WR� LWV�FDXVH�DQG�REMHFWLYH��QRW� WR� LWV�
texts and forms. (Zaharuddin, 2009, p. 13)

+RZHYHU��ZKHQ�WKH�PRQRSRO\�LVVXH�LQ�VSHFL¿F�FRPPRGLWLHV�RFFXUUHG�GXULQJ�WKH�
time of the successors (7ƗELCƯQ��� WKHLU� MXULVWV�� LQFOXGLQJ�6DCƯG� ,EQ�0XVD\\DE�DQG�
<DK\Ɨ�ELQ�6DCƯG�DO�$QVƗUƯ��XQDQLPRXVO\�DJUHHG�WR�SHUPLW�XVH�RI�³WKH�PD[LPXP�SULFH�
control” by Muslim rulers, with the aim of preventing injustice and oppression to 
buyers. In fact, the successors’ view that permits Muslim rulers to control market 
prices is in line with the principle of 6L\ƗVDK�6KDUCL\\DK: to promote the public 
interest (0DVƗOLK� 0XUVDODK) with the aim of preventing price manipulation by 
traders at the expense of buyers (Alamsyah, 2011, p. 5). 

Moreover, the major role of a central bank in supervising banking activities can be 
considered as being consistent with the concept of a +LVEDK institution in Islamic 
political history.28 A +LVEDK institution is one of the authoritative means by which 
UXOHUV�H[HUFLVH�WKHLU�SRZHU�LQ�WKH�SXEOLF�LQWHUHVW��VHH�$O�0ƗZDUGƯ��������S��������
Since a +LVEDK is under the purview of 6L\ƗVDK�6KDUCL\\DK, there has been a 
legal exemption (Rukhsah) from the general rule (`$]ƯPDK) in its implementation 
RI� DQ\� SROLF\�ZKLFK� LV� YLHZHG� DV� EULQJLQJ� EHQH¿W� DQG� SUHYHQWLQJ� KDUP� WR� WKH�
public, although the action might not normally be permitted by the 6KDUƯCDK. 
Hence, in the case of market intervention by the central bank for the purpose of 
PDLQWDLQLQJ�¿QDQFLDO�DQG�PRQHWDU\�VWDELOLW\� such an action is recognised by the 
6KDUƯCDK, based on the legal exemption given to a +LVEDK institution.

27� 5HSRUWHG�E\�$Eǌ�'ƗZǌG��QR��������$O�7LUPLGKƯ��������,EQ�+LEEƗQ��,EQ�+DMDU�DO�C$VTƗQƯ�DQG�$O�$OEƗQL��$XWKHQWLF�
28� ,Q�$O�$KNƗP�DO�6XOWƗQL\\DK��$O�0ƗZDUGƯ��������GH¿QHV�+LVEDK�DV�³WKH�LPSOHPHQWDWLRQ�RI�DO�$PU�EL�DO�0DCUǌI�

(enjoining what is good), when it has clearly been abandoned, and al-Nahy `an al-Munkar (forbidding what 
is wrong) when clearly it has clearly been done. The function of this institution is to safeguard society from 
deviance, protect the faith, and ensure the welfare of the people in both religious and worldly manners according 
to the Islamic law. Allah says in the 4XU¶ƗQ��6ǌUDK�ƖO�C,PUƗQ��������/HW�WKHUH�DULVH�IURP�\RX�D�JURXS�FDOOLQJ�WR�DOO�
that is good, enjoining what is right and forbidding what is wrong. It is these who are successful.”
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Indeed, state intervention in the market for the purpose of promoting public 
interest and preventing general harm is considered legitimate by the 6KDUƯCDK. In 
the case of an LOLR facility, it is necessary for the state to rescue troubled banks 
as it is the state’s role, as delegated to the central bank, to maintain the stability 
RI� WKH�RYHUDOO� ¿QDQFLDO�DQG�PRQHWDU\�V\VWHP��$Q�/2/5� IDFLOLW\�DOVR�VLJQL¿HV�D�
guarantee (.DIƗODK29) given by the central bank, whereby it extends ELA to illiquid 
IIFS, and this is basically recognised by the 6KDUƯCDK� in light of the principle of 
6L\ƗVDK�6KDUCL\\DK, with reference to the central bank’s role as the regulatory 
and supervisory authority charged with maintaining the stability of the nation’s 
¿QDQFLDO� DQG�PRQHWDU\� V\VWHP�� 3HUIRUPDQFH� RI� WKLV� UROH� LV� DOVR� UHJDUGHG� DV�
furthering the public interest, or 0DVƗOLK�0XUVDODK, since the collapse of banks 
LI� WKH\�DUH�QRW� UHVFXHG�PD\� OHDG� WR� WKH�GHVWDELOLVDWLRQ�RI� WKH�¿QDQFLDO� V\VWHP�
(Alamsyah, 2011).

Nevertheless, the practice of .DIƗODK by the central bank through extending an 
LOLR facility does not take the form of removing banks’ liquidity risk arising from 
their natural business operations, but rather lies in assisting banks that face 
liquidity distress, due to depositors’ unscheduled liquidity withdrawals in times of 
liquidity stress, to meet their liabilities.

3.2 6KDUƯCDK Issues Raised by LOLR

In discussing the 6KDUƯCDK issues raised by an LOLR facility, the discussion in 
this paper is intended to give general exposure with regard to a loan transaction 
in )LTK literature. This is to enable readers to appreciate the rulings as well as 
WKH�FRQGLWLRQV�WKDW�QHHG�WR�EH�VDWLV¿HG� LQ�D� ORDQ�WUDQVDFWLRQ��6HYHUDO�6KDUƯCDK 
issues pertaining to the operations of an LOLR facility will also be highlighted in 
detail. ,W�VKRXOG�EH�QRWHG�WKDW�WKHUH� LV�QR�VSHFL¿F�)DWZD or 6KDUƯCDK resolution 
issued by any 6KDUƯCDK�DXWKRULW\�VSHFL¿FDOO\�RQ�DQ�/2/5�IDFLOLW\��WKXV��LW�DSSHDUV�
that an LOLR is generally understood as being an interest-bearing loan, which 
has resulted in a consensus on the part of Muslim jurists on its non-permissibility. 
After assessing an LOLR facility from the 6KDUƯCDK perspective, it has been found 
that there are several 6KDUƯCDK issues that need to be deliberated and further 
elaborated, such as interest-bearing loans, collateral, and the reference to a 
“penalty rate”. Other key considerations which do not require any 6KDUƯCDK review, 
as they are equally applicable to IIFS and conventional institutions, were outlined 
in section 2.2, namely: (i) the central bank, acting as an LOLR, should prevent 
temporarily illiquid banks from failing (short-term lending); and (ii) the central 
bank should make clear its readiness to lend freely well in advance of crises, so 
that the market knows exactly what to expect, and thus removing uncertainty.  

29 .DIƗODK�JHQHUDOO\�PHDQV�JXDUDQWHH��,W� LV�GH¿QHG�DV�D�FRQWUDFW�ZKLFK�FRPELQHV�RQH¶V�OLDELOLW\��Zimmah) with 
another person’s Zimmah. It is a contractual guarantee given by the guarantor to assume the responsibilities 
and obligations of the party being guaranteed on any claims arising therefrom. In loan guarantees, .DIƗODK or 
 DPƗQ is applied when the guarantor assumes the liability of the debtor when the debtor fails to discharge hisہ
obligation. 
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Furthermore, apart from the issues described in sections 3.2.1 to 3.2.3, another 
issue relating to an LOLR mechanism that could be considered by the central 
bank concerns the payment and settlement system, which apparently does not 
raise any particular 6KDUƯCDK issues. An LOLR facility may also use electronic 
transfer funding (ETF) as a payment system instrument – for example, electronic 
funds transfer at point-of-sale (EFPOST),30 etc. This involves the charging of 
transaction fees. Islam recognises the concept of `8MUDK (commission) to be 
charged for fund transfer, as this is considered a service. 

������ /2/5�DV�DQ�,QWHUHVW�%HDULQJ�/RDQ

The conventional LOLR operation is an interest-bearing loan, where the discount 
rate involves charging an amount of interest on the LOLR facility extended by the 
central bank. In Islam, 4DUۂ�RU�ORDQ�LV�GH¿QHG�DV�

7KH� WUDQVIHU� RI� RZQHUVKLS� LQ� IXQJLEOH� ZHDOWK� WR� D� SHUVRQ� RQ� ZKRP� LW� LV�
ELQGLQJ�WR�UHWXUQ�ZHDOWK�VLPLODU�WR�LW��(AAOIFI, 2008, p. 345)

From the 6KDUƯCDK�perspective, a loan which is extended for an extra repayment to 
be settled in the future is clearly prohibited, as it is tantamount to 5LED. Therefore, 
it is simply understood that the LOLR facility in which the loan is on the basis of 
interest is forbidden by the 6KDUƯCDK��In this regard, the Accounting and Auditing 
Organisation for Islamic Financial Institutions (AAOIFI) 6KDUL¶D�Standard No. 19 
(4/1) states that:

7KH� VWLSXODWLRQ� RI� DQ� H[FHVV� IRU� WKH� OHQGHU� LQ� ORDQ� LV� SURKLELWHG�� DQG� LW�
DPRXQWV� WR�5LED��ZKHWKHU� WKH�H[FHVV� LV� LQ� WHUPV�RI�TXDOLW\�RU�TXDQWLW\�RU�
ZKHWKHU�WKH�H[FHVV�LV�D�WDQJLEOH�WKLQJ�RU�D�EHQH¿W��DQG�ZKHWKHU�WKH�H[FHVV�
LV�VWLSXODWHG�DW� WKH�WLPH�RI� WKH�FRQWUDFW�RU�ZKLOH�GHWHUPLQLQJ�WKH�SHULRG�RI�
GHOD\�IRU�VDWLVIDFWLRQ�RU�GXULQJ�WKH�SHULRG�RI�GHOD\�DQG��IXUWKHU��ZKHWKHU�WKH�
VWLSXODWLRQ�LV�LQ�ZULWLQJ�RU�LV�SDUW�RI�FXVWRPDU\�SUDFWLFH� (AAOIFI, 2008, p. 345) 

In addition, the AAOIFI further states that:
,W� LV� QRW� SHUPLWWHG� WR� WKH� ERUURZHU� WR� RIIHU� WDQJLEOH� SURSHUW\� RU� H[WHQG� D�
EHQH¿W�WR�WKH�OHQGHU�GXULQJ�WKH�SHULRG�RI�WKH�4DUۂ�ZKHQ�WKLV�LV�GRQH�IRU�WKH�
VDNH�RI�4DUۂ�� XQOHVV� WKH� JLYLQJ� RI� VXFK�EHQH¿WV� LV� D� SUDFWLFH� FRQWLQXLQJ�
DPRQJ�WKH�SDUWLHV�IURP�D�WLPH�SULRU�WR�WKH�FRQWUDFW��(AAOIFI, 2008, p. 345)

In 1999, the Supreme Court of Pakistan ruled that:
,W�PDNHV�QR�GLIIHUHQFH�ZKHWKHU�WKH�ORDQ�LV�IRU�FRQVXPSWLRQ�SXUSRVH�RU�IRU�
FRPPHUFLDO�SXUSRVHV��,W�GRHV�QRW�PDWWHU�LI�WKH�UDWH�RI�LQWHUHVW�LV�ORZ�RU�KLJK��
VLPSOH�RU�FRPSRXQG� IRU�VKRUW�RU� ORQJ� WLPHV��EHWZHHQ� WKH� WZR�0XVOLPV�RU�

30 EFPOST is a real-time gross settlement system in which all banking institutions initiate transfers of funds that 
DUH�LPPHGLDWH��¿QDO�DQG�LUUHYRFDEOH�ZKHQ�SURFHVVHG��%DQNLQJ�LQVWLWXWLRQV�WKDW�PDLQWDLQ�D�UHVHUYH�RU�FOHDULQJ�
account with the central bank may use EFPOST to send payments to, or receive payments from, other account 
holders directly.
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EHWZHHQ�D�FLWL]HQ�DQG�D�VWDWH�RU�EHWZHHQ�WZR�VWDWHV��$Q\�H[FHVV�ZKLFK�LV�
SUHGHWHUPLQHG�RYHU� WKH�SULQFLSDO�VXP� LQ�D� ORDQ� WUDQVDFWLRQ�ZLOO� FRQVWLWXWH�
5LED�LQ�DOO�FLUFXPVWDQFHV��(Usmani, 2001, p. 36)

5LED�generally refers to an unlawful gain derived from the quantitative inequality 
of the countervalues in any transaction purporting to affect the exchange of two 
or more species which belong to the same genus and are governed by the same 
effective cause (ISRA, 2012, p. 179, “6KDUƯCDK�IUDPHZRUN�IRU�,VODPLF�¿QDQFH´���
The Islamic legal maxim states that:

ΎΑέϟ΍�ϭϬϓ�Ύόϔϧ�έΟ�νέϗ�ϝϛ
$Q\�ORDQ�WKDW�JHQHUDWHV�EHQH¿WV�>WKH�OHQGHU@�LV�5LED��(Zaharuddin, 2009, p. 13)

Moreover, another relevant legal maxim points out that:

ϑϼΧϟ΍�ϥϭΩΑ�ΎΑέϟ΍�ϭϬϓ�ϩΩϳίϳ�ϥ΃�Ϫϳϓ�ρέη�νέϗ�ϝϛ
$Q\�ORDQ�ZKRVH�H[FHVV KDV�EHHQ�VWLSXODWHG�XSIURQW�>IRU�WKH�OHQGHU@�LV�5LED�
ZLWKRXW�DQ\�GLVSXWH��DPRQJ�0XVOLP�VFKRODUV���(Zaharuddin, 2009, p. 13)

The 6KDUƯCDK�deliberation on 5LED illustrates that a conventional LOLR facility 
falls under the category of 5LED in a loan contract (5LED�DO�'X\ǌQ) or 5LED�DO�
1DVƯ¶DK, which occurs in lending and borrowing transactions. This type of 5LED 
UHIHUV�WR�DQ\�XQMXVWL¿HG�LQFUHPHQW�LQ�ERUURZLQJ or lending money, whether in kind 
or cash, over and above the principal amount, as a condition stipulated or agreed 
between the parties. It is immaterial whether the increment or 5LED is imposed 
at the beginning and charged proportionately to the time taken for repayment, or 
imposed at the time of default only (ISRA, 2012, p. 179).

In Islam, the prohibition of 5LED has been evidenced by numerous verses in the 
4XU¶ƗQ, the Sunnah, as well as a consensus (,MPƗ`) of Muslim scholars. According 
WR�DO�,PƗP�DO�1DZDZƯ�� LW�KDV�EHHQ�D�FRQVHQVXV�RI�DOO�0XVOLP�VFKRODUV�RQ� WKH�
prohibition of 5LED, and it was included under major sins. Charging interest on 
loans has also been prohibited in the past by all major religions (Zaharuddin, 
2009, p. 13). Islam clearly highlights the prohibition of 5LED which has been 
UHÀHFWHG�LQ�4XU¶ƗQLF verse as follows:

7KRVH�ZKR�GHYRXU�XVXU\�ZLOO�QRW�VWDQG�H[FHSW�DV�VWDQGV�RQH�ZKRP�WKH�HYLO�
RQH�E\�+LV�WRXFK�KDWK�GULYHQ�WR�PDGQHVV��7KDW�LV�EHFDXVH�WKH\�VD\��³7UDGH�
LV�OLNH�XVXU\�´�EXW�$OODK�KDWK�SHUPLWWHG�WUDGH�DQG�IRUELGGHQ�XVXU\��7KRVH�ZKR�
DIWHU� UHFHLYLQJ�GLUHFWLRQ� IURP� WKHLU�/RUG��GHVLVW��VKDOO�EH�SDUGRQHG� IRU� WKH�
SDVW��WKHLU�FDVH�LV�IRU�$OODK��WR�MXGJH���EXW�WKRVH�ZKR�UHSHDW��WKH�RIIHQFH��DUH�
FRPSDQLRQV�RI�WKH�)LUH��7KH\�ZLOO�DELGH�WKHUHLQ��IRUHYHU��31

31� $O�%DTDUDK, 2:275.
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There are also numerous $KƗGƯWK relating to the prohibition of 5LED. One famous 
+ƗGƯWK�LV�QDUUDWHG�E\�,EQ�0DVCǌG��ZKHUH�WKH�3URSKHW�6�$�:��FXUVHV�DOO�GHDOHUV�
of 5LED:

ϪΑΗΎϛϭ�ϪϳΩϫΎηϭ�ϪϠϛ΅ϣϭ�ΎΑέϟ΍�ϝϛ΁�ϡϠγϭ�ϪϳϠϋ�ௌ�ϰϠλ�ௌ�ϝϭγέ�ϥόϟ
7KH�3URSKHW� 6�$�:�� FXUVHG� WKH� UHFHLYHU� DQG� WKH� SD\HU� RI� 5LED�� WKH� WZR�
ZLWQHVVHV� WR� WKH� WUDQVDFWLRQ�DV�ZHOO�DV� WKH�RQH�ZKR�UHFRUGV� LW��DQG�VDLG��
WKH\�DUH�DOLNH�32 

Hence, it should be noted that the SLOLR that needs to be structured and 
developed must be free from such an interest-bearing element as practised in 
the conventional LOLR.

3.2.2 Collateral in LOLR

In an LOLR facility, the central bank requires the bank to furnish a collateralised 
security or eligible collateral. Bagehot illustrates, as mentioned earlier, that the 
LOLR extended by the central bank should be granted against whatever in normal 
times would be understood to be good banking securities. If a bank is able to 
provide such good security, this means that it is still solvent (Manna, 2009, p. 156). 

Fundamentally, the 6KDUƯCDK�permits the lender to ask the borrower to furnish a 
security to his satisfaction. The security may be in the form of a mortgage or a 
hypothecation or some kind of lien or charge, provided that the collateral be a 
6KDUƯCDK-compliant asset. The permissibility of the extension of collateral in loan 
transactions has been evidenced by the 4XU¶ƗQ, the Sunnah and ,MPƗ` of Muslim 
scholars.

In the 4XU¶ƗQ, evidence for the legality of Rahn is as follows:
,I�\RX�DUH�RQ�D�MRXUQH\��DQG�FDQQRW�¿QG�D�VFULEH��D�SOHGJH�ZLWK�SRVVHVVLRQ�
�PD\� VHUYH� WKH�SXUSRVH���$QG� LI� RQH�RI� \RX�GHSRVLWV� D� WKLQJ�RQ� WUXVW�ZLWK�
DQRWKHU�OHW�WKH�WUXVWHH��IDLWKIXOO\��GLVFKDUJH�KLV�WUXVW��DQG�OHW�KLP�IHDU�KLV�/RUG�33 

The +DGƯWK of the Prophet S.A.W. states that:

ΩϳΩΣ�ϥϣ�ΎϋέΩ�Ϫϧϫέϭ�ˬϝΟ΃�ϰϟ·�ΎϣΎόρ�ϱΩϭϬϳ�ϥϣ�ϯέΗη΍�ϡϠγϭ�ϪϳϠϋ�ௌ�ϰϠλ�ϲΑϧϟ΍
7KH�3URSKHW�6�$�:��ERXJKW�VRPH�IRRG�LQ�GHIHUUHG�SD\PHQW�IURP�D�-HZ��DQG�
WKH�3URSKHW�PRUWJDJHG�DQ�DUPRXU�WR�KLP�34 

In the 6KDUƯCDK, collateral is called “Rahn”, which refers to pawning, mortgage, 
collateral, charge, lien and pledge, for the security of debt. 

32� 5HSRUWHG�E\�0XVOLP��$Eǌ��'ƗZǌG��,EQ�0ƗMDK�DQG�DO�7LUPLGKƯ�
33 $O�%DTDUDK, 2:283.
34� 5HSRUWHG�E\�DO�%XNKƗUƯ�DQG�0XVOLP�IURP�CƖ¶LVKDK�������
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7HFKQLFDOO\��:DKEDK�DO�=XKD\OƯ�GH¿QHV�Rahn as:

Ϫϧϣ�ϩ΅ΎϔϳΗγ΍�ϥϛϣϳ�ˬϕΣΑ�ΔϘϳΛϭ�ΎγϭΑΣϣ�ϲϟΎϣ�˯ϲη�ϝόΟ�ϭ΃�Ϫϧϣ�ϩ΅ΎϔϳΗγ΍�ϥϛϣϳ�ϕΣΑ�˯ϲη�αΑΣ
«KROGLQJ�DQ�DVVHW�SK\VLFDOO\�ZKLFK�FDQ�EH�XWLOLVHG�RU�PDNLQJ�D�YDOXDEOH�
DVVHW�DV�D�VHFXULW\��DJDLQVW�D�GHEW���ZKHUHE\�WKH�VHFXUHG�SURSHUW\�FDQ�EH�
XWLOLVHG��WR�UHSD\�WKH�GHEW�LQ�WKH�FDVH�RI�QRQ�UHSD\PHQW����$O�=XKD\OƯ��������
p. 82)

Sometimes, the term “Rahn” is used interchangeably with the term “'DPƗQ”. In 
this regard, the International 6KDUƯCDK Research Academy for Islamic Finance 
(ISRA) distinguished both terms as follows:

��έϳϐϟ΍ �ΔϣΫ�ϲϓ�ΕΑΎΛ �ϕΣΑ�ϡ΍ίΗϟϻ΍�ϭϬϓ�ϥΎϣοϟ΍�Ύϣ΃ �ˬϪϧϣ�ϩ΅ΎϔϳΗγ΍�ϥϛϣϳ�ϕΣ�ϝΑΎϘϣ�ϲϓ�ϪϔϳϗϭΗϭ�ϝΎϣ�αΑΣ
�ϥϭϛϳ�ϥΎϣοϟΎϓ�ΎϣϬΗϳϫΎϣ�ϲϓ�ΎϣϬϧϳΑ�ϕέϔϟ΍ϭ�ˬϕϭϘΣϟ΍�ϕϳΛϭΗ�ϝ΋Ύγϭ�ϥϣ�ΎϣϬϧ΃�ϲϓ�ϥΎϣοϟ΍ϭ�ϥϫέϟ΍�ϙέΗηϳϭ
�ϥϛϣΗϳ�ˬϕΣ�ϥϣ�ϥϫ΍έϠϟ�ϰρόϳ�Ύϣϟ�ΎϘϳΛϭΗ�ϝΎϣ�αΑΣΑ�ϡΗϳϓ�ϥϫέϟ΍�Ύϣ΃ϭ�ˬϕΣϟΎΑ�ϡ΍ίΗϟϻ΍�ϲϓ�ϯέΧ΃�ϰϟ·�ΔϣΫϟ΍�ϡοΑ

�ϪϘΣ�Ϫϧϣ�ϥϬΗέϣϟ΍�ΩέΗγϳ�ϥ΃
5DKQ�LV�ZHDOWK�KHOG�EDFN�DQG�PDGH�LQDOLHQDEOH�LQ�RUGHU�WR�UHFXSHUDWH�D�ULJKW��
ZKHUHDV�'DPƗQ��JXDUDQWHH��LV�DQ�XQGHUWDNLQJ�WR�GLVFKDUJH�WKH�OLDELOLW\�RI�
DQRWKHU�SDUW\��%RWK�5DKQ�DQG�'DPƗQ�DUH�PHDQV�WR�VHFXUH�OHJDO�ULJKWV��EXW�
WKH\�GLIIHU�LQ�WKHLU�HVVHQWLDO�QDWXUHV��'DPƗQ�LV�WKH�DGGLWLRQ�RI�RQH�SHUVRQ¶V�
OLDELOLW\�WR�WKDW�RI�DQRWKHU�WR�VHFXUH�D�OHJDO�ULJKW��ZKLOH�5DKQ�LV�DQ�DVVHW�JLYHQ�
WR�VHFXUH�WKH�FUHGLWRU¶V�DELOLW\�WR�UHWULHYH�KLV�ULJKW��LI�QHHG�EH��(ISRA, 2010, 
p. 347)

Indeed, Rahn�LV�D�FKDULWDEOH�FRQWUDFW��DV�LW�GRHV�QRW�UHTXLUH�DQ\�¿QDQFLDO�REOLJDWLRQ�
on the part of the Murtahin (creditor) when the 5ƗKLQ�(debtor) gives him the pawn 
object. In this case, Rahn is similar to the other voluntary charitable contracts 
such as gift (+LEDK), simple loan (,MƗUDK), loan (4DUۂ) and deposit (:DGƯCDK) 
(ISRA, 2010, p. 259).

In the contemporary application, as a rule, any object which can be sold can 
be pledged or mortgaged. This is because the aim of the mortgage is to obtain 
security for a debt, which can be taken from the price of the pledged object in 
case the pledger fails to repay the debt and reclaim the pledged object. Rahn 
may take the form either of papers such as property documents, vehicle papers, 
6XNǌN, shares, etc. or objects such as ornaments, jewellery and other valuables. 
,Q� ,VODPLF� PRUWJDJH� DQG� ¿QDQFLQJ�� LQ� WKH� HYHQW� RI� GHIDXOW�� WKH� DVVHW� FDQ� EH�
liquidated to settle the outstanding amount of the debt. Nevertheless, the creditor 
cannot sell off the asset without the consent of the debtor because he is still the 
owner of the pledged asset. This is in line with the +DGƯWK of the Prophet S.A.W. 
that says: 

7KH�RZQHUVKLS�OLQN�EHWZHHQ�D�SDZQHG�LWHP�DQG�LWV�RZQHU�LV�QRW�VHUYHG��KH�
LV�VWLOO�UHVSRQVLEOH�IRU�LWV�H[SHQVHV��DQG�KH�LV�HQWLWOHG�WR�LWV�SUR¿W�35 

35� $O�'ƗUXTXWQƯ��6XQDQ�DO�'ƗUXTXWQƯ, 3/33,�.LWƗE�DO�%X\ǌC, No. 127.
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The creditor’s possession of the pawned object has been a point of contention 
DPRQJ�0XVOLP�MXULVWV��ZLWK�WKH�PDMRULW\�RI�WKHP��H[FHSW�IRU�DO�6KƗ¿CƯ��EHLQJ�RI�WKH�
view that the possession of the object should be permanent or continuous. Thus, 
Rahn is deemed invalid if the object is returned to or used by the debtor. On the 
RWKHU�KDQG��DO�6KƗ¿CƯ�MXULVWV�DUH�RI�WKH�YLHZ�WKDW�FRQWLQXLW\�LV�QRW�D�FRQGLWLRQ�RI�WKH�
FUHGLWRU¶V�SRVVHVVLRQ�EHLQJ�YDOLG��$O�=XKD\OƯ��������SS����±����

Thus, the extension of collateral by an illiquid IIFS can be stipulated in an SLOLR 
facility so long as the collateral is a 6KDUƯCDK-compliant asset and may be deemed 
good collateral based on its marketability, rating, etc. For instance, the collateral 
can be in the form of 6KDUƯCDK-compliant papers such as property documents, 
6XNǌN�DQG�VKDUHV��,)6%���LGHQWL¿HV�WKH�OLVW�RI�HOLJLEOH�FROODWHUDOV�WR�EH�XVHG�LQ�DQ�
IIFS’s operations, which are recognised by the central bank.36 

However, the following essential elements of Rahn must be observed in structuring 
an SLOLR facility, for the collateral to comply with the conditions stipulated by the 
6KDUƯCDK��$O�=XKD\OƯ��������SS����±����

(i) The provision of the asset is meant as a pledging of security (collateral) 
IRU�D�GHEW��QRW�IRU�LQYHVWPHQW�DQG�SUR¿WDEOH�XVH��7KHUHIRUH��LI�WKH�VHFXULW\�
(collateral) is contracted for the latter purposes, this is considered 5LED. 

(ii) The pledged collateral must be possessed by the pledger (5ƗKLQ) or debtor 
at the time of making the pledge.

(iii) The pledger (i.e. the IIFS) is the real owner of the collateral. Thus, it is not 
permissible for the pledgee to dissolve the contract until the debt is paid 
by the pledger.

(iv) The provision and supply or encumbrance of security (collateral)) which 
is not guaranteed, including the cost of its maintenance, its return and its 
VXEVWLWXWLRQ��LV�SD\DEOH�E\�LWV�RZQHU�DQG�LWV�EHQH¿FLDO�XVH�LV�DOVR�UHWXUQHG�
to the pledger.

(v) The increase, growth or produce of the security will be included with the 
VHFXULW\�EXW�ZLOO�QRW�EH�FRYHUHG�E\� WKH�SOHGJH��XQOHVV� WKLV� LV�VSHFL¿FDOO\�
agreed).37

(vi) The security or pledge is continuous until the debt is paid.

36  Eligible collateral, as mentioned in IFSB-2/IFSB-15, includes, among other things: (a)� +DPLVK� DO�-LGGL\DK 
(security deposit held as collateral) only for agreements to purchase or lease preceded by a binding promise; (b) 
8UEǌQ (earnest money held after a contract is established as collateral to guarantee contract performance); (c) 
6XNǌN rated by an external rating agency which are issued by: (i) sovereigns and PSEs (treated as sovereigns) 
with a minimum rating of BB-; or (ii) issuers other than the above, with a minimum rating of BBB- (for long term) 
or A-3/P-3 (for short term); (d) 6XNǌN�WKDW�DUH�XQUDWHG�E\�DQ�(&$,�EXW�ZKLFK�IXO¿O�HDFK�RI�WKH�IROORZLQJ�FULWHULD��
(i) issued by an IIFS or a conventional bank (with Islamic windows or subsidiary operations) or a sovereign; 
(ii) listed on a recognised exchange; (iii) the IIFS which incurs the exposure or is holding the collateral has 
no information to suggest that the issue would justify a rating below BBB- or A-3/P-3;  (iv) the supervisory 
DXWKRULWLHV�DUH�VXI¿FLHQWO\�FRQ¿GHQW�DERXW�WKH�PDUNHW�OLTXLGLW\�RI�WKH�VHFXULWLHV��DQG��Y��DOO�UDWHG�LVVXHV�E\�WKH�
issuing IIFS must be rated at least BBB- or A-3/P-3 by a recognised ECAI; (e) 6KDUƯCDK-compliant equities and 
units in Islamic collective investment schemes; and (f) guarantees issued by third parties. 

37� 2Q�WKLV�VXEMHFW��DO�,PƗP�0ƗOLN�RSLQHG�WKDW�LI�D�PDQ�SOHGJHV�KLV�JDUGHQ�IRU�D�VWDWHG�SHULRG��WKH�IUXLWV�DUH�QRW�
included in the pledge with the real estate, unless it is stipulated by the pledger in his pledge.
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(vii) If any property which becomes collateral is damaged by itself (i.e. damage 
was not caused by the pledgee), the pledger loses his right of security and 
no liability will be incurred on the pledge.

(viii) If either of the parties in the contract dies, the contract will be dissolved 
automatically.

3.2.3 LOLR and High Penalty Rate 

Typically, the extension of LOLR by a central bank via a discount window to the 
illiquid banks involves the imposition of a high penalty rate. This is in accordance 
with the theory of Bagehot (1873), who required that:

«WKHVH� ORDQV� �(/$�� VKRXOG�RQO\�EH�PDGH�DW� D� YHU\�KLJK� UDWH�RI� LQWHUHVW�
ZKHUH�WKH�UDWH�DSSOLHG�RQ�WKH�/2/5�IDFLOLW\�VKRXOG�EH�KLJK�FRPSDUHG�WR�WKH�
SUH�FULVLV�OHYHOV�EXW�QRW�QHFHVVDULO\�KLJKHU�WKDQ�WKRVH�SUHYDLOLQJ�DW�WKH�SHDN�
RI�WKH�FULVLV��LI�DQ\�PDUNHW�UDWH�LV�WKHQ�UHDOO\�DYDLODEOH��

In order to replace a “very high interest rate (or high penalty rate)” as commonly 
VWLSXODWHG�LQ�WKH�FRQYHQWLRQDO�/2/5�E\�WKH�FHQWUDO�EDQN��D�³KLJK�SUR¿W�UDWH´�PD\�
be applied to the SLOLR facility for IIFS, provided that the conditions imposed 
by the 6KDUƯCDK�in connection with the principle of mutual willing consent (7DUƗۂƯ) 
in )LTK�DO�0XCƗPDOƗW� �,VODPLF�FRPPHUFLDO� MXULVSUXGHQFH��DUH�IXO¿OOHG��7KLV� LV� WR�
avoid any element that may invalidate the contract, including the acts of *KDEQ�
)ƗKLVK (excessive inequality)38 and 7DJKUƯU� (deception).39 The acceptability of 
VXFK�D�KLJK�SUR¿W�UDWH�LQ�DQ�6/2/5�IRU�D�WURXEOHG�,,)6�ZRXOG�GHSHQG�XSRQ�WKH�
use of a suitable underlying 6KDUƯCDK-compliant contract and benchmark rates.40 

38 *KDEQ�)ƗKLVK means when the seller falsely presents the item he is offering for sale as being perfect, or hides 
its defect(s), such that no one would buy the good at that price if the defect were known. Deception is one of the 
causes of being duped (*KDEQ) (ISRA, 2010, p. 270).

39 7DJKUƯU means to expose someone to Gharar, which is something whose consequences remain unknown. An 
example is to misrepresent a commodity to the buyer as having other than its actual attributes (ISRA, 2010, p. 
131).

40� ,Q�WKH�FRQWHPSRUDU\�,VODPLF�¿QDQFLQJ�SURGXFWV�RIIHUHG�E\�,,)6�XVLQJ�FRQWUDFWV�DSSURYHG�E\�WKH�6KDUƯCDK, the 
SUR¿W�UDWH�LV�W\SLFDOO\�EHQFKPDUNHG�EDVHG�RQ�WKH�SUHYDLOLQJ�EHQFKPDUN�RI�WKH�/RQGRQ�,QWHUEDQN�2IIHUHG�5DWH�
(LIBOR), which is a recognised global pricing benchmark for conventional banking. It should be noted that 
VXFK�D�SUDFWLFH�KDV�DOZD\V�EHHQ�D�VXEMHFW�RI�GHEDWH�DPRQJ�0XVOLP�MXULVWV��RQ�WKH�JURXQG�WKDW�SUR¿W�EDVHG�
RQ�DQ� LQWHUHVW� UDWH� VKRXOG�EH�DV�SURKLELWHG�DV� LQWHUHVW� LWVHOI��$FFRUGLQJ� WR�0XIWL�0XKDPPDG�7DTƯ� C8WKPƗQƯ�
��������EHQFKPDUNLQJ�WKH�SUR¿W�UDWH�LQ�,VODPLF�¿QDQFLQJ�ZLWK�D�FRQYHQWLRQDO�LQWHUHVW�UDWH�LV�SHUPLVVLEOH��EXW�LW�LV�
discouraged (0DNUǌK��DV�LW�UHVHPEOHV�LQWHUHVW�EDVHG�¿QDQFLQJ��DQG�VKRXOG�WKXV�EH�DYRLGHG�DV�IDU�DV�SRVVLEOH��
He pointed out that:

7KH�WUDQVDFWLRQV�ZKLFK�DUH�EDVHG�RQ�,VODPLF�SULQFLSOHV�DQG�IXO¿OO�DOO�WKHLU�QHFHVVDU\�UHTXLUHPHQWV��WKH�UDWH�
RI�SUR¿W�GHWHUPLQHG�RQ�WKH�EDVLV�RI�WKH�UDWH�RI�LQWHUHVW�ZLOO�QRW�UHQGHU�WKH�WUDQVDFWLRQ�DV�Haram.
,W� LV�� KRZHYHU�� WUXH� WKDW� ,VODPLF� EDQNV� DQG� ¿QDQFLDO� LQVWLWXWLRQV� VKRXOG� JHW� ULG� RI� WKLV� SUDFWLFH� DV� VRRQ�
DV� SRVVLEOH�� EHFDXVH� ¿UVWO\�� LW� WDNHV� WKH� UDWH� RI� LQWHUHVW� DV� DQ� LGHDO� IRU� D� KDODO� EXVLQHVV�ZKLFK� LV� QRW�
desirable, and secondly because it does not advance the basic philosophy of Islamic economy having no 
LPSDFW�RQ�WKH�V\VWHP�RI�GLVWULEXWLRQ��7KHUHIRUH��WKH�,VODPLF�EDQNV�DQG�¿QDQFLDO�LQVWLWXWLRQV�VKRXOG�VWULYH�
for developing their own benchmark. This can be done by creating their own interbank market based on 
Islamic principles. The purpose can be achieved by creating a common pool which invests in asset-backed 
instruments like 0XVKƗUDNDK��,MƗUDK, etc. If majority of the assets of the pool is in tangible form, like leased 
property or equipment, shares in business concerns etc. its units can be sold and purchased on the basis 
of their net asset value determined on periodical basis. These units may be negotiable and may be used 
IRU�RYHUQLJKW�¿QDQFLQJ�DV�ZHOO��7KH�EDQNV�KDYLQJ�VXUSOXV�OLTXLGLW\�FDQ�SXUFKDVH�WKHVH�XQLWV�DQG�ZKHQ�WKH\�
need liquidity, they can sell them. This arrangement may create interbank market and the value of the units 
PD\�VHUYH�DV�DQ�LQGLFDWRU�IRU�GHWHUPLQLQJ�WKH�SUR¿W�LQ�0XUƗEDKDK and leasing as well.
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4.0 SURVEY RESULTS AND DISCUSSION 

This section presents the results of the survey responses from the participating 
RSAs. The results are categorised as follows:

 Ɣ section 4.1 – general information on categories and the total number of 
IIFS being supervised by the RSAs, and their total market share;

 Ɣ section 4.2 – general information on LOLR and set of monetary tools; 
 Ɣ section 4.3 – detailed discussion of current status and supervisory 

assessment of the SLOLR facility; 
 Ɣ section 4.4 – the practices, design and structure of existing SLOLR facilities; 
 Ɣ VHFWLRQ�����±�WKH�VLJQL¿FDQFH�DQG�NH\�FKDOOHQJHV�RI�DQ�6/2/5�IDFLOLW\��DQG�
 Ɣ section 4.6 – other issues that are vital in the development of an SLOLR 

facility. 

4.1 General Information 

������ &DWHJRULHV�DQG�1XPEHU�RI�,,)6�%HLQJ�6XSHUYLVHG

This question in the survey questionnaire was concerned with identifying the 
types of IIFS being supervised by RSAs in their respective jurisdictions.41 In 
addition, survey participants were asked to indicate the number of institutions 
being supervised in each category, or the total number. Chart 4.1.1.1 indicates 
WKDW�WKH�UDQJH�DQG�VFDOH�RI�LQVWLWXWLRQV�YDU\�VLJQL¿FDQWO\�E\�MXULVGLFWLRQ��GLVSOD\LQJ�
a heterogeneous market. 

From the sample of 27 responding RSAs, it is essential to underscore that fully-
ÀHGJHG�,VODPLF�FRPPHUFLDO�EDQNV��DFFRXQWLQJ�IRU�����RI�WKH�56$V��DQG�,VODPLF�
banking windows (accounting for 56% of the RSAs) are among the top IIFS being 
supervised, followed by the 7DNƗIXO, Islamic investment companies and Islamic 
mutual funds. The lowest type of IIFS being supervised among the sample 
respondents is Islamic investment banks.42 

41 Although the questionnaire was concerned with IIFS from the banking segment only, this particular question 
highlighted different types of IIFS covering three segments (banking, 7DNƗIXO and Islamic capital market), which 
are being supervised by RSAs.  

42 The “Others” category includes the following IIFS: Islamic rural banks, Islamic trust funds, Islamic pawnbrokers, 
ZLQGRZV� RI� ,VODPLF� PLFUR¿QDQFH� LQVWLWXWLRQV�� SURIHVVLRQDOV� RI� WKH� ¿QDQFLDO� VHFWRUV�� DXGLWRUV�� FRQVXOWDQWV��
5H7DNƗIXO companies and�7DNƗIXO�facilities from insurance companies.
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Chart 4.1.1.1: Categories and Number of IIFS Being Supervised by RSAs

When asked the total number of IIFS operating in their jurisdictions, the RSAs 
VSHFL¿HG�WKH�QXPEHU�RI�,,)6�LQ�HDFK�DSSOLFDEOH�FDWHJRU\�DV�VKRZQ�LQ�&KDUW����������
       
Chart 4.1.1.2: Number of IIFS Being Supervised by RSAs

The sample of 22 respondents (i.e. various supervisory authorities) revealed that the 
WRWDO�QXPEHU�RI�IXOO\�ÀHGJHG�,VODPLF�FRPPHUFLDO�EDQNV�XQGHU�VXSHUYLVLRQ�ZDV������

Meanwhile, the total number of Islamic banking units/divisions/windows was 110, 
supervised by 13 RSAs.43 Similarly, 58 Islamic mutual funds were supervised by 
four RSAs.44 There were also 63 7DNƗIXO companies under supervision in nine 
jurisdictions.45

 

43 For instance, out of 110 Islamic banking units/divisions/windows, the total number of windows in seven 
jurisdictions include: 24, 22, 12, 10, 10, 9 and 8, respectively. 

44 For instance, out of 58 Islamic mutual funds, the total number of funds include: 37, 11, 9 and 1 from four 
jurisdictions, respectively. 

45  For instance, out of these 63 7DNƗIXO companies, the total number of 7DNƗIXO companies include: 34, 12, 6, 4 
DQG���IURP�¿YH�MXULVGLFWLRQV��UHVSHFWLYHO\�

Base: 27
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+RZHYHU�� WKH� WRWDO�QXPEHU�RI� ³2WKHUV´�DPRXQWHG� WR����� IURP�D�VDPSOH�RI�¿YH�
RSAs, the highest among the sample respondents. This high concentration 
includes, among others: 156 Islamic rural banks in one jurisdiction; 11 from 
another jurisdiction; as well as 13 consultants, fund administrators and asset 
managers from another jurisdiction.

4.1.2 Market Share of the IIFS

The RSAs were asked about the market share of IIFS (in terms of assets46 as 
D� SHUFHQWDJH� RI� WKH� WRWDO� DVVHWV� RI� WKH� ¿QDQFLDO� LQVWLWXWLRQ�� LQ� WKH� UHVSHFWLYH�
jurisdiction with respect to total banking, capital market and 7DNƗIXO segments as 
of December 2011. 

Table 4.1.2.1 shows the results among the segments. The banking segment is 
WKH�PRVW�GHYHORSHG�DPRQJ�WKH�,)6%�PHPEHUV�±�WKRXJK�WKLV�YDULHV�VLJQL¿FDQWO\�
by individual jurisdictions. It is also evident that the majority of the respondents 
have less than 5% market VKDUH� RI� ,VODPLF� ¿QDQFH� DVVHWV� LQ� WKHLU� UHVSHFWLYH�
jurisdictions with respect to the three segments. 

Table 4.1.2.1 demonstrates that the Islamic banking sector is becoming 
LQFUHDVLQJO\�VLJQL¿FDQW�LQ�FHUWDLQ�MXULVGLFWLRQV�ZKHUH�����RI�56$V����RXW�RI�����
have a market share of over 35% and seven RSAs are in the range of 5–24%. In 
addition, there is one RSA that has more than a 35% market share of the 7DNƗIXO 
and Islamic capital market. 

Table 4.1.2.1: Market Share of the IIFS

Market Share
Banking 7DNƗIXO Capital Market

No. % No. % No. %

< 5% 14 54 12 75 10 83

  5–9%  3 12 1 6   

10–14% 1 4 1 6   

15–19% 1 4     

20–24% 2 8     

25–29%   1 6 1 8

30–34%       

> 35% 5 19 1 6 1 8

46 Total assets comprised both on-balance sheet and off-balance sheet accounts of the IIFS, so as to determine 
WKH�FRQVROLGDWHG�¿JXUHV�RI�WKH�WRWDO�DVVHWV�RI�WKH�,,)6�UHJDUGOHVV�RI�WKHLU�UHSRUWLQJ��

Base: Banking – 26, 7DNƗIXO – 16, Capital Market – 12
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4.2 LOLR and Set of Monetary Tools

4.2.1 Current Status of the LOLR Facility

7KH�¿UVW� LVVXH�H[SORUHG�LQ�WKLV�VXE�VHFWLRQ� LV�WKH�H[LVWHQFH�RI�DQ�/2/5�IDFLOLW\�
IRU� EDQNLQJ� LQVWLWXWLRQV� DPRQJ� WKH� VDPSOH� UHVSRQGHQWV��(LJKW�¿YH� SHU� FHQW� RI�
WKH�56$V�����RXW�RI�����UHSOLHG�LQ�WKH�DI¿UPDWLYH��LQGLFDWLQJ�WKDW�DQ�/2/5�IDFLOLW\�
is commonly available from the RSAs to their banking institutions. On the other 
hand, only four RSAs (15%) responded that an LOLR facility does not exist in 
their respective jurisdictions. In order to comprehend the reasoning behind the 
non-existence of an LOLR facility, these RSAs were further asked to describe 
why the LOLR facility does not exist in their respective jurisdictions. The actual 
UHVSRQVHV�RI�WKHVH�56$V�DUH�UHÀHFWHG�LQ�%R[����������
                                  
%R[����������:K\�'RHV�DQ�/2/5�)DFLOLW\�1RW�([LVW�LQ�D�-XULVGLFWLRQ"

In addition to the existence of an LOLR facility, it is also important to accentuate 
whether the LOLR facility is legally embedded in the scope of the respective central 
bank/monetary authority47 and who would be the recipients of such a facility. This 
question was put to the RSAs, and the results indicated that 85% of the RSAs (23 
out of 27) have an LOLR facility legally embedded in their scope. Meanwhile, the 
same four RSAs (15%) suggested that such a facility is not legally embedded in 
their scope. In this respect, the RSAs were asked to explain who has adequate 

47 In this survey, the term “central bank or monetary authority” is used interchangeably to refer to the regulatory 
and supervisory authority of the banking institutions.

�» There is no explicit LOLR facility in the Central Bank Law; however, there are 
certain pronouncements in the law which implicitly recognise the relevance of 
LOLR. For example, under Article 5 of the Central Bank Law it is observed that 
establishment of the system leads to stability and organisation of the banking 
system, increasing its competence and contributing to its development.

�» 7KH� ODZ�GRHV�QRW�VSHFL¿FDOO\�VWLSXODWH� WKH�central bank as LOLR. In practice, 
however, the central bank does support the banking industry by providing 
emergency funds when needed.

�» The authority was established on 1 January 2011 under the Authority Order, 
2012. Under the Order, it also provides for the establishment of an LOLR facility. 
Currently, the authority is still looking into this matter. At present, microprudential 
regulations such as the requirements for minimum cash balances and asset 
maintenance are in place.

�» The regulatory authority is an independent regulatory body and regulates 
¿UPV� WKDW� FRQGXFW� ¿QDQFLDO� VHUYLFHV� LQ� RU� IURP� WKH� MXULVGLFWLRQ�� ,W� KDV�D� EURDG�
UDQJH�RI�SRZHUV� WR�DXWKRULVH��VXSHUYLVH�DQG��ZKHQ�QHFHVVDU\��GLVFLSOLQH�¿UPV�
and individuals. However, the law does not provide any provisions for the 
establishment of an LOLR facility.
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SRZHU�WR�SURYLGH�DQ�/2/5�IDFLOLW\�WR�¿QDQFLDO�LQVWLWXWLRQV�H[SHULHQFLQJ�¿QDQFLDO�
GLI¿FXOWLHV� LQ� WKHLU� MXULVGLFWLRQ��7KH�DFWXDO� UHVSRQVHV�RI�VRPH�RI� WKH�56$V�DUH�
presented in Box 4.2.1.2.

%R[����������:KR�+DV�$GHTXDWH�3RZHU�WR�3URYLGH�/2/5�)DFLOLWLHV"

:LWK�UHJDUGV�WR�ZKR�TXDOL¿HV�IRU�WKH�/2/5�IDFLOLW\��WKH�UHVXOWV�VKRZHG�WKDW�/2/5�
IDFLOLWLHV�DUH�JUDQWHG�H[FOXVLYHO\�WR�¿QDQFLDO�LQVWLWXWLRQV�KROGLQJ�D�EDQNLQJ�OLFHQFH�
(i.e. conventional commercial banks) issued by a central bank/monetary authority. 
However, there is also evidence in certain jurisdictions which suggests that an 
LOLR facility is also provided to conventional investment banks/companies and 
RWKHU� W\SHV�RI� ¿QDQFLDO� LQVWLWXWLRQV� �VXFK�DV�DXWKRULVHG� LQVWLWXWLRQV�� LQVWLWXWLRQV�
under the Central Bank Order 2010, conventional rural banks, and all conventional 
banks irrespective of size). 

������ 7RROV�IRU�0RQHWDU\�2SHUDWLRQV�RI�WKH�&HQWUDO�%DQN

Both OMOs and standing facilities are considered important tools for the monetary 
RSHUDWLRQV�RI�D�FHQWUDO�EDQN��DQG�DUH�XVHG�WR�LQÀXHQFH�WKH�DYDLODELOLW\�RI�OLTXLGLW\�
LQ�WKH�¿QDQFLDO�V\VWHP��&HFFKHWWL�DQG�'LV\DWDW���������

In analysing the SLOLR mechanism, it is essential to look at the existing 
mechanisms available for RSAs for monetary operations and how they are 
DGDSWHG� WR�FDWHU� WR� ,VODPLF�¿QDQFH��7KLV�ZLOO� OHDG� WR�HYDOXDWLQJ� WKH�FKDOOHQJHV�
in developing SLOLR facilities. It should be noted that a discussion on Islamic 
PRQHWDU\� SROLF\� RU� WKH� LQVWLWXWLRQDO� VWUXFWXUH� RI� WKH� ,VODPLF� ¿QDQFLDO� V\VWHP� LV�
beyond the scope of this section.

�» Although not clearly stated in law, the RSA acts as an LOLR. It has been vested 
with broad supervisory powers to take measures as needed (some of them with 
the approval of the Minister of Finance) to address any solvency or liquidity 
issues of banks.

�» 7KH� ODZ�GRHV�QRW� VSHFL¿FDOO\� VWLSXODWH� WKH� FHQWUDO� EDQN�DV�/2/5�� ,Q� SUDFWLFH��
however, the central bank does support the banking industry by providing 
emergency funds when needed.

�» /2/5�IDFLOLWLHV�DUH�JUDQWHG�H[FOXVLYHO\�WR�¿QDQFLDO�LQVWLWXWLRQV�KROGLQJ�D�EDQNLQJ�
licence issued by the central bank. The power to provide LOLR facilities to 
¿QDQFLDO�LQVWLWXWLRQV�UHVWV�VROHO\�ZLWK�WKH�FHQWUDO�EDQN�

�» 1R�DXWKRULW\�KDV�DGHTXDWH�SRZHU�WR�SURYLGH�/2/5�IDFLOLWLHV�WR�¿QDQFLDO�LQVWLWXWLRQV�
IDFLQJ�¿QDQFLDO�GLI¿FXOWLHV�LQ�WKH�MXULVGLFWLRQ��5DWKHU��WKH�UHJXODWRU\�DXWKRULW\�UHOLHV�
on its comprehensive and robust prudential regime to adequately safeguard the 
¿QDQFLDO�VRXQGQHVV�RI�¿QDQFLDO�LQVWLWXWLRQV�XQGHU�LWV�MXULVGLFWLRQ�
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�� The term “OMOs” refers to the transactions in money market instruments 
(either primary or secondary markets) initiated by central banks and operated 
through a competitive mechanism with the purpose of adding (through liquidity 
injection operations) or withdrawing (through liquidity absorption operations) 
bank reserves to and from the banking system.48

�� Standing facilities (i.e. discretionary end-of-day lending or deposit facilities 
to provide or absorb overnight liquidity) being part of the LOLR mechanisms 
under usual circumstances are policy instruments that may be used at the 
initiative or discretion of banks, bearing pre-set charges and under certain 
pre-established conditions. Since banks are not expected to rely on these 
facilities, some jurisdictions restrict the number of banks that can have access 
to them, the frequency of access and the intervals between usages. 

The RSAs were asked to identify the set of tools available for central banks/
monetary authorities to conduct monetary operations and their liquidity support 
mechanisms as LOLR under Aspects A and B. Aspect A related to the existence 
RI� WKH� LGHQWL¿HG� WRROV� IRU� PRQHWDU\� RSHUDWLRQV� RI� WKH� FHQWUDO� EDQN� LQ� HDFK�
jurisdiction. Aspect B related to whether each tool had been adapted to meet 
6KDUƯCDK requirements. Table 4.2.2.1 summarises the results on tools for monetary 
operations of a central bank. Overall, although the majority of the respondents 
indicated that they use OMOs and standing facilities as tools for monetary 
operations, there is little evidence to suggest that such tools have been adapted 
to meet 6KDUƯCDK requirements or to accommodate transactions with IIFS. This 
elucidates the challenges in developing SLOLR facilities across jurisdictions. 

Under OMOs, 80% (20 out of 22) of the RSAs buy and sell money market 
instruments outright on the secondary market, and 84% (21 out of 22) of them 
use buy and sell assets under a repurchase agreement (repo and reverse repo 
operations) in a secondary market to inject or absorb liquidity into or from the 
banking system. Sixty-four per cent (16 out of 25) of the RSAs are involved 
in the buying and selling of foreign exchange swaps. This indicates that the 
development of OMOs using “repos and outright” sale or purchase is considered 
³LPSRUWDQW´� IRU� HI¿FLHQW� PRQHWDU\� RSHUDWLRQV� E\� WKH� 56$V�� QHYHUWKHOHVV�� LW� LV�
worth noting that only 23% (5 out of 22) of the RSAs have adapted OMOs to 
accommodate transactions with IIFS. With respect to foreign exchange swaps, 
only three (15%) of the RSAs have indicated that adaptation has occurred to 
FDWHU�IRU�WKH�VSHFL¿FLWLHV�RI�,VODPLF�¿QDQFH��

48 These operations include, among others, the repos and reverse repos that are the bread and butter of 
OLTXLGLW\�PDQDJHPHQW�GXULQJ�QRUPDO�WLPHV��7KH\�DUH�QRW�WDUJHWHG�DW�VSHFL¿F�LQVWLWXWLRQV�±�DOWKRXJK�WKH\�PD\�
be undertaken bilaterally – but are designed to address system-wide liquidity pressures. The operations are 
typically collateralised and conducted at the discretion of the central bank. The basic function is to regulate 
the level of aggregate reserves to ensure smooth functioning of the payments system and to facilitate the 
attainment of the relevant policy interest rate target (Cecchetti and Disyatat, 2010). 
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7DEOH����������7RROV�IRU�0RQHWDU\�2SHUDWLRQV�RI�&HQWUDO�%DQNV

 Aspect A Aspect B
Open market operations (OMOs) Yes Base Yes Base
Buying and selling money market instruments 
outright on the secondary market 20 (80%) 25 5 (23%) 22

Buying and selling assets under repurchase 
agreement (repo and reverse repo 
operations) in a secondary market to inject 
or absorb liquidity into or from the banking 
system

21 (84%) 25 5 (23%) 22

Buying and selling of foreign exchange swaps 16 (64%) 25 3 (15%) 20
OMO-type operations (conducted using 
VSHFL¿F�FHQWUDO�EDQN�LQVWUXPHQWV�� Yes Base Yes Base

Lending and borrowing on an auction basis 
against underlying assets as collateral 11 (44%) 25 3 (14%) 21

Primary market issuance of central bank or 
government securities for monetary policy 
purposes

18 (72%) 25 6 (29%) 21

Auctions of term deposits 6 (25%) 24 1 (5%) 20
Foreign exchange auctions (as a tool for both 
banking system’s liquidity management and 
foreign exchange)

7 (28%) 25 0 (0%) 20

Standing facilities (i.e. discretionary end-
of-day lending or deposit facilities to 
provide or absorb overnight liquidity) 

Yes Base Yes Base

'LVFRXQW�ZLQGRZ�RU�UH�¿QDQFH�IDFLOLWLHV��L�H��
short-term borrowing of funds from central 
banks secured against government bonds or 
central bank securities as collateral, providing 
a ceiling for market interest rates)

21 (88%) 24 2 (10%) 20

Deposit facilities (i.e. short-term placement of 
banks’ funds with central banks), providing a 
ÀRRU�IRU�PDUNHW�LQWHUHVW�UDWHV

19 (79%) 24 5 (25%) 20

Fully collateralised Lombard facilities, secured 
against government bonds and loans on 
deeds, providing a ceiling for market interest 
rates

7 (29%) 24 0 (0%) 19

1RWH��7KH�VSHFL¿F�LQVWLWXWLRQDO�VHWXS�RI�HDFK�RI�WKH�DERYH�WRROV�YDULHV�D�JUHDW�GHDO�DFURVV�FRXQWULHV��
including differences in maturity, frequency, counterparty arrangements and eligible collateral. These 
YDULDWLRQV�FDQ�KDYH�VLJQL¿FDQW�LPSOLFDWLRQV�IRU�KRZ�,,)6�PDQDJH�WKHLU�RZQ�OLTXLGLW\�SRVLWLRQV��DV�ZHOO�
as for the liquidity characteristics of various assets themselves.

With respect to OMO-type operations, 72% (18 out of 25) of the RSAs use 
primary market issuance of central bank or government securities for monetary 
policy purposes, and 44% (11 out of 25) of them use lending and borrowing on 
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an auction basis against underlying assets as collateral. The result demonstrates 
that the use of primary market issuance of central bank or government securities 
LV�FRQVLGHUHG�LPSRUWDQW�DPRQJ�WKH�FDWHJRULHV��7KLV�LPSRUWDQFH�LV�DOVR�UHÀHFWHG�
in Aspect B, where six RSAs (29%) have adapted primary market issuance of 
central bank or government securities for monetary policy purposes in order to 
DFFRPPRGDWH�WKH�VSHFL¿FLWLHV�RI�,VODPLF�¿QDQFH��

On the other hand, there is little evidence from the RSAs on the use of auctions 
of term deposits and foreign exchange auctions (as a tool for both the banking 
system’s liquidity management and foreign exchange) in an OMO-type operation. 
This is also apparent from the results, with only one jurisdiction apparently having 
DGDSWHG�LW�WR�FDWHU�WR�WKH�VSHFL¿FLWLHV�RI�,VODPLF�¿QDQFH���

The most pressing issues for RSAs seem to be the limited availability of instruments 
for OMOs and the limited tradability of existing instruments. Therefore, the 
designing of suitable instruments, particularly for “repo transactions”, is important 
for effective monetary operations with IIFS and for the development of Islamic 
money markets. Similarly, the majority of RSAs perceived Islamic government 
LQYHVWPHQW� FHUWL¿FDWHV�� ,VODPLF� 7UHDVXU\� ELOOV�� UHSRV�� LQWHUEDQN� 0XۂDUDEDK�
investment and commodity� 0XUƗEDKDK49 as particularly suitable for effective 
PRQHWDU\� RSHUDWLRQV�� )RU� LQVWDQFH�� LQ� RQH� MXULVGLFWLRQ�� LVVXDQFH� RI� FHUWL¿FDWHV�
of deposit (CDs) is not driven by monetary policy considerations; rather, these 
instruments are a store of liquidity for banks that provide them with a risk-free 
return (or very low risk). 

Like OMOs, the majority of the RSAs have standing facilities such as a discount 
window (88%) and central bank deposit facilities (79%), but not the Lombard 
facilities (29%). Only two jurisdictions (10%) seem to have adapted discount window 
RU�UH�¿QDQFH�IDFLOLWLHV��DQG�¿YH�56$V�������KDYH�DGDSWHG�FHQWUDO�EDQN�GHSRVLW�
IDFLOLWLHV� LQ� OLQH�ZLWK� WKH�VSHFL¿FLWLHV�RI� ,,)6��7KH�¿QGLQJV�RQ�VWDQGLQJ� IDFLOLWLHV�
also suggest the need to develop new such facilities, or to adapt existing facilities, 
LQ�OLQH�ZLWK�WKH�VSHFL¿FLWLHV�RI�,VODPLF�¿QDQFH��7KH�LPSRUWDQFH�RI�VXFK�IDFLOLWLHV�LV�
DOVR�UHÀHFWHG�LQ�,)6%����50 which demonstrates that country experiences have 
shown that a standing liquidity facility from the RSAs, both in normal and stressed 
PDUNHW� FRQGLWLRQV�� RIIHUV� YDOXDEOH� ÀH[LELOLW\�ZLWK�ZKLFK� WR� GHDO�ZLWK� WHPSRUDU\�
OLTXLGLW\�GLVUXSWLRQV��ZKHWKHU�LQVWLWXWLRQ�VSHFL¿F�RU�PDUNHW�ZLGH��

It is to be noted that, from the 6KDUƯCDK perspective, the OMOs can be used 
as long as the government securities traded in the transactions are 6KDUƯCDK�

49 The term “commodity�0XUƗEDKDK�transactions as a tool for liquidity management (CMT)” means a�0XUƗEDKDK-
based purchase and sale transaction of 6KDUƯCDK-compliant commodities, whether on cash or deferred payment 
terms. 

50 IFSB-12: ,)6%�*XLGLQJ�3ULQFLSOHV�RQ�/LTXLGLW\�5LVN�0DQDJHPHQW�IRU�,,)6��March 2012.
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compliant securities.51 Likewise, similar to discount window facilities, they can 
also be used to increase credit availability in the banking system. However, the 
discount rate needs to be replaced by alternative mechanisms so that the facilities 
are in compliance with Islamic principles.

4.3 Current Status and Supervisory Assessment of the SLOLR Facility  

4.3.1 Current Status of Development of the SLOLR Facility 

This sub-section presents the results in relation to the current status of development 
of a SLOLR facility and the various aspects of their supervisory assessment. The 
RSAs were asked to describe the current status of the development of SLOLR in 
their respective jurisdictions. The results indicate that the RSAs are at different 
stages of development (see Chart 4.3.1.1), as presented below:

(a) 6L[�56$V��RXW�RI�����FRQ¿UPHG�WKDW�6/2/5�IDFLOLWLHV�KDYH�EHHQ�GHYHORSHG�
for the IIFS in their jurisdiction, as they distinguish between conventional 
institutions and IIFS when it comes to providing LOLR facilities for 6KDUƯCDK 
compliance reasons. This low response implies the need to develop an 
SLOLR facility for IIFS in other jurisdictions.

Chart 4.3.1.1: Current Status of SLOLR Development

51 In addition, there are a few more issues involved with repurchase options when OMO is used. Further to this, 
WKH�LVVXH�ZLWK�202�LV�WKDW�LQ�FRQYHQWLRQDO�¿QDQFH�WKH�FHQWUDO�EDQN�LVVXHV�OLTXLG�LQWHUHVW�EHDULQJ�VHFXULWLHV�RU�
repurchases interest-bearing government securities held by banks. There is a dearth of 6KDUƯCDK-compliant 
government securities that may be used for this.

25%

37%38%

The SLOLR facilities have been developed for 
the IIFS in your jurisdiction, as your central bank 
distinguishes between conventional institutions 
and IIFS…

The SLOLR facilities have not been developed, 
as your central bank has conventional LOLR 
facilities available and it does not differentiate 
between conventional institutions and IIFS when it 
comes to providing LOLR facilities…

So far, your central bank has not been required to 
use SLOLR, but it recognises the importance of 
developing SLOLR facilities…

Base: 24 RSAs
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(b) Nine RSAs (out of 24) revealed that SLOLR facilities have not been 
developed in their respective jurisdictions, as they have conventional 
LOLR facilities available, and indicated they do not differentiate between 
conventional institutions and IIFS when it comes to providing LOLR 
facilities, due to prudential and stability reasons. Thus, some RSAs treat 
Islamic and commercial banks equally with respect to their importance 
LQ�¿QDQFLDO�LQWHUPHGLDWLRQ��DQG�DOVR�GXH�WR�WKH�IDFW�WKDW�OHJLVODWLRQ�GRHV�
not specify any requirement for an SLOLR. One RSA mentioned that an 
existing LOLR facility is available to authorised institutions facing short-
WHUP� IXQGLQJ�SUREOHPV�DQG�KDYLQJ�D� V\VWHPLF� LPSDFW� RQ� ¿QDQFLDO� DQG�
PRQHWDU\�VWDELOLW\��7KLV� IDFLOLW\� LV� LQGHSHQGHQW�RI� WKH�QDWXUH�RI�¿QDQFLDO�
services (conventional or Islamic) they are offering. However, this raises 
6KDUƯCDK compliance issues in terms of the mechanisms used to provide 
LOLR to IIFS, which can create reputational risk for the IIFS. Box 4.3.1.1 
summarises the RSAs’ responses on why SLOLR facilities have not been 
developed in their respective jurisdictions.

%R[����������5HVSRQVHV�E\�56$V�RQ�:K\�DQ�6/2/5�)DFLOLW\�+DV�1RW�%HHQ�
Developed

�» The central bank puts Islamic and commercial banks on an equal footing with 
UHVSHFW�WR�WKHLU�LPSRUWDQFH�LQ�¿QDQFLDO�LQWHUPHGLDWLRQ�

�» Currently, our legislation does not specify any requirement for the SLOLR to be 
developed. Section 52 of the Authority Order, 2010 states that the authority may, 
in exceptional circumstances, on such conditions as it determines, act as LOLR 
IRU�D�EDQN�RU�¿QDQFLDO�LQVWLWXWLRQ�

�» Our context is particular because there is only one Islamic bank among 20 banks. 
Therefore, the central bank has not developed the SLOLR facilities for this unique 
bank. We will need to have several Islamic banks before the SLOLR facilities are 
developed.

�» The authority does not see the need for an SLOLR facility at this stage, as 
WKH� ,VODPLF� ¿QDQFH� LQGXVWU\� LQ� RXU� MXULVGLFWLRQ� LV� VWLOO� VPDOO� DQG� WKHUH� DUH� QR�
systemically important Islamic banks in the country at present. Islamic banking 
services in our jurisdiction are provided by a subsidiary and through window 
facilities of conventional banks with access to LOLR facilities. Hence, they can 
REWDLQ�6KDUƯCDK�FRPSOLDQW�VXSSRUW�IURP�WKHLU�SDUHQW�EDQNV��ZKR�FDQ�WKHQ�WXUQ�WR�
the authority for SLOLR funding.

�» SLOLR is not developed in our jurisdiction so far, as there has not yet been any 
request in this regard.

�» The central bank is the LOLR for both conventional commercial banks and IIFS, 
ZLWKRXW�DQ\�VSHFL¿F�FRQGLWLRQV�IRU�,,)6��

�» ,VODPLF� ¿QDQFLDO� VHUYLFHV� DUH� \HW� WR� EH� GHYHORSHG� LQ� RXU� MXULVGLFWLRQ�� DQG�
consideration for the SLOLR framework can only be made in line with 
developments in the market.
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(c) On the other hand, some RSAs who have not been required to offer an 
SLOLR to date place a high importance on developing SLOLR facilities due 
to the increasing IIFS market share in the banking system.52 Nevertheless, 
the RSAs should bear in mind that technical and practical experience 
plays a crucial role in the development and execution of SLOLR facilities. 
Furthermore, in a number of jurisdictions, the unavailability of an SLOLR 
is due to the lack of a suitable legal and regulatory framework53 and the 
small size of the IIFS (i.e. low penetration of IFSI and in particular IIFS, 
there being no systemically important IIFS in the country, thus linking the 
development of an SLOR framework with developments in the market). 
There is also an increasing recognition of the need to have a clear SLOLR 
SROLF\�GRFXPHQW��SURSHUO\�GH¿QLQJ�WKH�VWUXFWXUH��PHFKDQLVP�DQG�VSHFL¿F�
criteria for developing SLOLR facilities. 

With respect to the development of an SLOLR facility, the RSAs were further 
asked to specify the approximate time frame (Chart 4.3.1.2) for the development 
of SLOLR facilities in their respective jurisdictions. The results indicated that the 
approximate time frame for developing SLOLR facilities ranges from one to three 
years. On the other hand, some of the RSAs did not specify any pre-set timeline.

&KDUW����������$SSUR[LPDWH�7LPH�)UDPH�WR�'HYHORS�6/2/5�)DFLOLWLHV

52 For instance, one of the RSAs highlighted that although their central bank currently does not have a mechanism 
to provide SLOLR facilities, they are presently undertaking to launch 6KDUƯCDK-compliant liquidity instruments 
that will be made available on the interbank money market. The framework for the issuance of Commodity 
0XUƗEDKDK and 6XNǌN�E\�WKH�FHQWUDO�EDQN�LV�EHLQJ�¿QDOLVHG�DQG�LV�H[SHFWHG�WR�EH�RSHUDWLRQDO�VRRQ�

53 One of the RSAs indicated that it is yet to develop a legal and regulatory framework that will 
JRYHUQ�WKH�FRQGXFW�RI�,VODPLF�¿QDQFH�LQ�WKH�FRXQWU\��,QVRIDU�DV�,VODPLF�EDQNLQJ�LV�FRQFHUQHG��there 
is only one Islamic bank in the jurisdiction, which is likewise yet to embark on full Islamic banking. 

9%

36%

18%

9%

27%

Within 1 year

Between 1-2 years

Between 2-3 years

3 years and above

Other

Base: 11 



46

������ 3UH�FRQGLWLRQV�IRU�WKH�'HYHORSPHQW�RI�6/2/5�)DFLOLWLHV�

Before examining the supervisory assessment of the development of SLOLR 
facilities, it is important to review the supervisory response regarding pre-
conditions for the development of the facilities. The RSAs were asked to indicate 
their agreement on key statements relating to pre-conditions for the SLOLR, on 
the scale of 1 (disagree strongly) to 5 (agree strongly). Overall, Table 4.3.2.1 
indicates strong agreement among the respondents on the pre-conditions for the 
development of SLOLR facilities. The results revealed that the average score for 
the statements ranges from 3.04 to 4.96. (The ranking is based on average score 
presented in ascending order.)
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Referring to Table 4.3.2.1, 96% (22 out of 23) of the RSAs agreed strongly that it 
LV�QHFHVVDU\�WR�KDYH�D�UREXVW�VXSHUYLVRU\�IUDPHZRUN�LQ�SODFH�¿UVW��L�H��LQ�WHUPV�
of setting out relevant controls on the SLOLR) before developing the SLOLR 
facility. This aspect is ranked highest with an average score of 4.96. Ninety-one 
per cent (21 out of 23) of the RSAs (the second-highest ranking, with an average 
score of 4.78) agreed strongly that a central bank needs to obtain appropriate 
regulatory and remedial powers, and the backing of a suitable legal framework, 
before developing and offering the SLOLR facility. 

Five of the RSAs (22%) indicated strong disagreement with the proposition that, 
due to the lack of eligible collaterals, there is a need for the central bank to broaden 
the scope of eligibility to include lower-rated securities and the acceptance of 
bank/IIFS bills in an overnight facility of the SLOLR. This indicates that some of 
the RSAs will not allow the inclusion of lower-rated securities in order to obtain 
an overnight facility of the SLOLR. Likewise, the cross-border implications of 
the development of an SLOLR and the need to commit resources (e.g. IT and 
manpower) are seen as less important issues for the RSAs, with an average 
score of 3.83 and 3.87, respectively. 

4.3.3 Supervisory Assessment of the Development of SLOLR Facilities 

The current status of SLOLR development indicates progress as well as 
VLJQL¿FDQW� JDSV� LQ� PDQ\� MXULVGLFWLRQV� �VHH� 7DEOH� ���������� $� WKLUG� RI� WKH� WRWDO�
respondent RSAs (28%) indicated that the relevant legal, tax and regulatory 
DVSHFWV� KDYH� EHHQ� DGDSWHG� RU�PRGL¿HG� WR� DFFRPPRGDWH� WKH� GHYHORSPHQW� RI�
SLOLR facilities in their jurisdictions. The lack of response on this aspect appears 
to be an important consideration – in particular, for those RSAs who do not have 
VXI¿FLHQW�H[SHULHQFH�LQ�UHJXODWLQJ�DQG�GHDOLQJ�ZLWK�,VODPLF�¿QDQFH�DFWLYLWLHV�DQG�
WKXV�PD\�¿QG� WKH�GHYHORSPHQW�RI�DQ�6/2/5� IDFLOLW\�D�PRUH�FKDOOHQJLQJ� WDVN��
'HVSLWH�WKH�GHDUWK�RI�UHVSRQVH��WKHUH�ZDV�DGHTXDWH�FRQ¿UPDWLRQ�WKDW�OHJDO��WD[�
and regulatory issues are being reviewed by some of the RSAs to capture the 
operations of IIFS, including the SLOLR facilities. 

More broadly, there is a continuing need to set out clear procedures and processes 
under which the central bank would act as an LOLR covering, inter alia: (i) greater 
clarity of roles as the provider of an SLOLR facility; (ii) the appropriate techniques 
for valuing the underlying 6KDUƯCDK�compliant asset; (iii) eligible collateral; (iv) 
applicable limits for various types of collateral; (v) a process to ensure 6KDUƯCDK 
compliance of SLOLR operations; and (vi) minimum/maximum duration to utilise 
the SLOLR facility. Furthermore, some of the RSAs indicated that the procedures 
and processes have been proposed with respect to an SLOLR facility while its 
compliance with 6KDUƯCDK is being assessed.

6KDUƯCDK�FRQVWUDLQWV�RQ�DQ�6/2/5�IDFLOLW\��H�J��WKH�LVVXH�RI�SUR¿W�RU�SHQDOW\�UDWH��
UH�¿QDQFLQJ�RU�UROO�RYHU�RI�6/2/5��HOLJLELOLW\�RI�WKH�FROODWHUDO��HOLJLELOLW\�RI�6KDUƯCDK�
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compliant assets to be used as collateral when issued in other jurisdictions and 
currencies, etc.) have been assessed only by six RSAs (out of 24). Likewise, 
the necessary steps required to develop the SLOLR facility (including a process 
that ensures 6KDUƯCDK compliance of SLOLR operations through the presence of 
a 6KDUƯCDK supervisory board) in accordance with 6KDUƯCDK rules and principles 
have been assessed only by seven RSAs (out of 24). 

7DEOH� ��������� $VVHVVPHQW� RI� WKH� ([LVWLQJ� $UUDQJHPHQWV� IRU� WKH� 
Development of SLOLR Facilities

Yes No Total
No. % No. % No. %

1

6SHFL¿HG�OHJDO��WD[�DQG�UHJXODWRU\�
DVSHFWV�KDYH�EHHQ�DGDSWHG�RU�PRGL¿HG�
to accommodate the development of an 
SLOLR facility in your jurisdiction

7 28 18 72 25 100

2

The procedures and processes under 
which the central bank would act as a 
lender of last resort to IIFS have been 
set out

8 32 17 68 25 100

3

6KDUƯCDK�constraints on an SLOLR 
IDFLOLW\��H�J��LVVXH�RI�SUR¿W�RU�SHQDOW\�
UDWH��UH�¿QDQFLQJ�RU�UROO�RYHU�RI�6/2/5��
eligibility of the collaterals, eligibility 
of 6KDUƯCDK�compliant assets to be 
used as collateral when issued in other 
jurisdictions and currencies, etc.) have 
been assessed by the central bank in 
your jurisdiction

6 25 18 75 24 100

4

The necessary steps required to 
develop the SLOLR facility (including 
a process that ensures 6KDUƯCDK 
compliance of SLOLR operations 
through the presence of a 6KDUƯCDK 
supervisory board (SSB)) in accordance 
with 6KDUƯCDK rules and principles have 
been assessed

7 29 17 71 24 100

5

Assessment on the payment and 
settlement system has been conducted 
to address its connections with the 
SLOLR facility

6 24 19 76 25 100

6

Cross-border 6KDUƯCDK-compliant LOLR 
facilities and the need for coordination 
among regulatory and supervisory 
DXWKRULWLHV�KDYH�EHHQ�LGHQWL¿HG�E\�WKH�
central bank

4 17 19 83 23 100
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With respect to the issues relating to payment and settlement systems, an 
assessment has been conducted by six RSAs (out of 25) to address its linkages 
ZLWK� WKH�6/2/5� IDFLOLW\�� ZKHUHDV� RQO\� IRXU�56$V� KDYH� LGHQWL¿HG� FURVV�ERUGHU�
6KDUƯCDK-compliant LOLR facilities and the need for coordination among RSAs. 
This area seems to be less prioritised by the RSAs, which can be linked to the 
absence of cross-border operations of the IIFS and their exposures in foreign 
securities. Cross-border 6KDUƯCDK-compliant LOLR facilities would require a 
structured cooperation between the home-host supervisors. 

4.4 Practices, Design and Structures of Existing SLOLR Facilities

4.4.1 Mechanism to Provide an SLOLR Facility 

When asked whether they have a mechanism to provide an SLOLR facility to IIFS, 
����RI�WKH�56$V��VL[�RXW�RI�����FRQ¿UPHG�WKDW�WKH\�KDYH�VXFK�D�PHFKDQLVP�LQ�
SODFH��7KLV�UHVSRQVH�LV�FRQVLVWHQW�ZLWK�WKH�UHVXOWV�UHÀHFWHG�LQ�&KDUW����������LQ�ZKLFK�
VL[�56$V��RXW�RI�����FRQ¿UPHG�WKDW�6/2/5�IDFLOLWLHV�KDYH�EHHQ�GHYHORSHG�IRU�WKH�
IIFS in their jurisdictions, as they distinguish between conventional institutions and 
IIFS when it comes to providing LOLR facilities for 6KDUƯCDK compliance reasons. 

While in economic substance the SLOLR is not much different from LOLR, it 
requires that the structure or the arrangement used to provide liquidity to the IIFS is 
6KDUƯCDK compliant. This requires that RSAs have in place the 6KDUƯCDK-compliant 
¿QDQFLDO�FRQWUDFWV�XVHG�WR�VXSSRUW�WKH�VWUXFWXUH�DUUDQJHPHQW��+RZHYHU��LW�LV�QRW�
a simple task to identify appropriate 6KDUƯCDK�FRPSOLDQW�¿QDQFLDO�FRQWUDFWV�ZKLFK�
satisfy the RSAs’ requirements of providing emergency liquidity to the troubled 
,,)6��RU�ZKLFK�SURYLGH�D�OHYHO�SOD\LQJ�¿HOG�LQ�WKH�LQGXVWU\��DV�WKH�56$�KDV�WR�HQVXUH�
that the central bank is not at a disadvantage when it comes to lending to IIFS 
compared with conventional banks. The key issue is identifying the appropriate 
6KDUƯCDK�FRPSOLDQW�¿QDQFLDO�FRQWUDFWV�WKDW�FRXOG�EH�HPSOR\HG�E\�WKH�56$V�

Those RSAs who have developed a mechanism to provide an SLOLR facility 
have used the following underlying 6KDUƯCDK�compliant structures: 0XۂƗUDEDK� 
0XVKƗUDNDK� 0XUƗEDKDK, commodity 0XUƗEDKDK� Tawarruq, 4DUۂ with Rahn, 
6KRUW�WHUP� ,MƗUDK� 6XNǌN�� etc. (See Table 4.4.1.1 for details on how they are 
structured.) In addition, Appendix 2 provides a general structure (including type 
of transaction, tenure, eligibility criteria, etc.) for providing liquidity access by 
troubled IIFS from one central bank. 

Furthermore, short-term 6XNǌN�DO�,MƗUDK, Islamic Treasury bills or the equivalent, 
,VODPLF� JRYHUQPHQW� LQYHVWPHQW� FHUWL¿FDWHV�� ,VODPLF� &'V� DQG� FRPPRGLW\�
0XUƗEDKDK, and related 6KDUƯCDK�FRPSOLDQW�¿QDQFLDO�LQVWUXPHQWV��DUH�SHUFHLYHG�
as highly useful and suitable for the purpose of developing SLOLR support 
for IIFS (see Table 4.4.1.2). Section 5 outlines some of the potential 6KDUƯCDK-
compliant structures for an SLOLR facility.
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2QH� ¿QDO� SRLQW� WKDW�PXVW� EH�PHQWLRQHG� LV� WKDW� ¿QGLQJ� VXLWDEOH� VWUXFWXUHV� DQG�
instruments remains an ongoing challenge and is subject to further research. 
This is mainly because the merits and weaknesses attached to these contracts 
PD\�QRW�SURYLGH�D�OHYHO�SOD\LQJ�¿HOG�WR�WKH�56$V�LQ�GHYHORSLQJ�WKH�6/2/5�IDFLOLW\�
in parallel with a conventional LOLR. (See section 5.2 for more details.)  
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4.4.2 Qualifying Criteria and Conditions for Providing an SLOLR Facility

With regard to those who qualify for an SLOLR facility, the results demonstrate 
WKDW� WKH� IDFLOLWLHV� DUH� JUDQWHG� H[FOXVLYHO\� WR� IXOO\�ÀHGJHG� ,VODPLF� FRPPHUFLDO�
banks. With respect to the details of the qualifying criteria for obtaining an SLOLR 
facility and certain conditions for providing SLOLR, one of the RSAs described 
that consistent qualifying criteria and pre-conditions apply for the provision of a 
conventional LOLR and an SLOLR, with the exception of an additional 6KDUƯCDK 
compliance requirement on collateral and instruments for the latter. This is 
supplemented by additional criteria such as the likelihood and extent of systemic 
ULVN�SRVHG�DQG�WKH�YLDELOLW\�RI�UHFLSLHQW�¿QDQFLDO�LQVWLWXWLRQV�55

Table 4.4.2.1 lists the responses of the RSAs on key aspects, adapted from 
the classical doctrine of LOLR and alternative views of LOLR (see Section 2) 
that they would consider before providing an SLOLR facility to IIFS. The results 
indicated mixed responses on these aspects. A few RSAs highlighted that there 
is a need to have an SLOLR policy document, applicable across the board and 
SURSHUO\�GH¿QLQJ�WKH�VWUXFWXUH�DQG�PHFKDQLVP�DQG�VSHFL¿F�FULWHULD��$FFHVV�WR�WKH�
SLOLR facility, however, should be at the discretion of the central bank; that is, 
each request should be properly evaluated and the central bank should decide 
whether or not to extend the SLOLR facility to the requesting IIFS.

Table 4.4.2.1: Aspects to be Considered before Providing SLOLR Facilities

 No. %

1
Your central bank will only rescue certain IIFS, when they are 
above a threshold size and are fundamentally sound but face a 
VXGGHQ�DQG�XQH[SHFWHG�OLTXLGLW\�RXWÀRZ

4 15

2 SLOLR is only provided to the IIFS on penalty rates that are 
illiquid, solvent and have good collaterals 6 22

3
When the likelihood of system failure and contagion is the key 
factor affecting your central bank’s incentive in providing SLOLR 
to certain IIFS

6 22

4
When contagion becomes a main concern, even if moral hazard 
is also present, the SLOLR facility will be perceived as necessary 
DQG�MXVWL¿HG

8 30

5
When a panic could put overwhelming pressure on a perfectly 
sound IIFS that, though prudently managed, cannot possibly hold 
enough liquid assets to withstand the pressure unaided

9 33

6 Other2 9 33

Base: 27

55 Besides an IIFS being illiquid but solvent, the other qualifying criteria for SLOLR facilities may include: (i) the 
franchise value of an IIFS; (ii) all funding avenues for the IIFS have been exhausted; (iii) reliability of the IIFS’s 
existing management; and (iv) controls and systems.

56 Some of the comments by RSAs under this category included: (i) sometimes an SLOLR is provided on a 
VXEMHFWLYH�EDVLV��H�J��LQ�OLQH�ZLWK�WKH�JHQHUDO�HFRQRPLF�SROLFLHV����LL��LQ�FDVH�RI�¿QDQFLDO�GLVWXUEDQFH�RU�DQRWKHU�
XQIRUHVHHQ�FRQGLWLRQ�ZKLFK�FDOOV�IRU�PHHWLQJ�WKH�QHFHVVDU\�QHHGV�LQ�WKH�¿QDQFLDO�PDUNHWV��WKH�FHQWUDO�EDQN�
PD\�WDNH�ZKDWHYHU�PHDVXUHV�LW�FRQVLGHUV�FRPSULVH�WKH�H[WHQVLRQ�RI�H[FHSWLRQDO�¿QDQFH�WR�EDQNV��DQG��LLL��WKHUH�
is no pre-commitment for an LOLR facility and decisions are taken on a case-by-case basis.
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������ 6KDUƯCDK�&RPSOLDQW�/LTXLGLW\�0HFKDQLVP�

Apart from observing the SLOLR status, the RSAs were further asked to specify 
whether they have any mechanism for providing 6KDUƯCDK-compliant liquidity to 
IIFS. The results indicated that only six (out of 26) RSAs have in place a structured 
mechanism for providing liquidity to IIFS. The results on this particular question 
are consistent with section 4.4.1 and Chart 4.3.1.1. Four of these six RSAs also 
indicated the existence of the SLOLR facility under section 4.4.1. However, two 
RSAs did not specify the existence of an SLOLR facility, but indicated that they 
have a mechanism for providing liquidity to IIFS. This shows that the task of 
developing an SLOLR facility could be easier in some jurisdictions. Details of the 
structure of 6KDUƯCDK-compliant liquidity facilities provided by the RSAs to the IIFS 
are set out in Table 4.4.3.1.    
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7DEOH� ��������� 7KH� 6WUXFWXUH� RI� 6KDUƯCDK�&RPSOLDQW� /LTXLGLW\� )DFLOLWLHV�
Provided by RSAs

No. Name of Facility
Underlying 
6KDUƯCDK-
Compliant 
Structure

Tenure
(short-term, 
overnight 

or intraday, 
etc.)

Maximum 
Amount 

Eligible 6KDUƯCDK-
Compliant 
Collaterals/
Securities

Currency
(Local Currency 
– LCY / Foreign 
Currency – FCY)

RSA-1

1 Intraday credit Rahn Intra-day
As per Guidelines 

on Standing 
Facilities

LCY

2

Standing facility 
– sell and buy-
back transaction 
(SBBA)

%D\C�
DO�C,QDK Overnight

As per Guidelines 
on Standing 

Facilities

Collateral 
in both LCY 

and FCY

3
Standing facility 
– collateralised 
0XUƗEDKDK

Rahn and 
0XUƗEDKDK Overnight

As per Guidelines 
on Standing 

Facilities

Collateral 
in both LCY 

and FCY
RSA-2

1 Liquidity 
management

Commodity 
0XUƗEDKDK

Short-
term - Yes LCY

RSA-3

1 Interest-free loans 4DUۂ�
DO�+DVDQ

Short-
term

Due to 
policies 

approved

Cheques, 
deduction 

authorisation
LCY

2
Floating 
speculation 
(deposits)

Floating 
0XۂƗUDEDK

Short-
term

Due to 
policies 

approved

Cheques, 
deduction 

authorisation
LCY

3
Restricted 
speculation 
(deposits)

Restricted 
0XۂƗUDEDK

Short-
term

Due to 
policies 

approved

Cheques, 
deduction 

authorisation
LCY

4 Partnership 0XVKƗUDNDK
Short, 
mid-, 

long-term

Due to 
policies 

approved

Cheques, 
deduction 

authorisation
LCY

RSA-4

1 ,VODPLF�FHUWL¿FDWHV�
of deposit (CDs)

Commodity 
0XUƗEDKDK

1 week to 
12 mths No limit LCY

2 Islamic FX swaps Islamic 
swaps

1 week to 
3 mths

200 
million

Lend USD against 
LCY

USD and 
FCY

3 Collateralised 
0XUƗEDKDK facility

Overnight 
to 3 mths 1 million Against Islamic 

CDs LCY

RSA-5

1 Tawarruq and 
Reverse Tawarruq 0XUƗEDKDK Short-

term N/A N/A LCY

2 Exchange of 
deposits 4DUۂ Short-

term N/A N/A LCY

RSA-6

1

The authority 
(central bank) 
government short-
term 6XNǌN $O-
,MƗUDK

,MƗUDK Short-
term

79.84 
million            

(as at 27 
July 2012)

Government 
assets LCY
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4.4.4 Liquidity Facilities During and/or After the Recent Financial Crisis 

Asked whether they have extended an SLOLR facility to any of the IIFS in their 
UHVSHFWLYH� MXULVGLFWLRQV�GXULQJ�RU�DIWHU� WKH�UHFHQW�¿QDQFLDO�FULVLV��������� UHVXOWV�
from the RSAs suggested that only three RSAs (out of 25) have extended such 
facilities. This is done mainly by way of standing facilities through discount 
windows in regular OMO, or by offering emergency facilities through a sell and 
buy-back agreement, as shown in Table 4.4.4.1. It also indicates a blanket 
JXDUDQWHH� SURYLGHG� E\� RQH� RI� WKH� 56$V� WR� DOO� WKH� GHSRVLWV�� LQFOXGLQJ� SUR¿W�
VKDULQJ�LQYHVWPHQW�DFFRXQWV��GXULQJ�WKH�¿QDQFLDO�FULVLV��7KLV�JRYHUQPHQW�GHSRVLW�
guarantee provided temporary additional depositor protection over and above the 
explicit limit to cover the full amount of deposits held in banks. 

Table 4.4.4.1: Liquidity Facilities During and/or After the Recent Financial 
&ULVLV�������

Liquidity Facilities
Yes No Total/ Base

No. % No. % No. %

Offering emergency facilities 1 33 2 67 3 100

2IIHULQJ�DV�D�SDUW�RI�WKH�¿QDQFLDO�UHIRUP�
programme 1 33 2 67 3 100

Providing standing facilities through 
discount windows 2 67 1 33 3 100

Giving a blanket guarantee to all 
WKH�GHSRVLWV��LQFOXGLQJ�SUR¿W�VKDULQJ�
investment accounts 

1 33 2 67 3 100

Overall, the results emphasised that the RSAs should provide greater clarity 
regarding their role as the provider of 6KDUƯ`ah-compliant liquidity support and an 
SLOLR facility to illiquid IIFS in both normal and stressed times. 

4.5 6LJQL¿FDQFH�DQG�.H\�&KDOOHQJHV�RI�WKH�6/2/5�)DFLOLW\�

������ 6LJQL¿FDQFH�RI�WKH�'HYHORSPHQW�RI�WKH�6/2/5�)DFLOLW\

Table 4.5.1.1 displays the responses of RSAs when asked to indicate their 
agreement with the relevance of key aspects of the SLOLR on the scale of 1 
(disagree strongly) to 5 (agree strongly). Overall, the results revealed that the 
average score ranges from 3.96 to 4.61. The combined percentages of agree 
slightly and agree strongly demonstrate strong agreement with the aspects 
LGHQWL¿HG�DQG�VLJQLI\�WKDW�DOO�WKH�DVSHFWV�DUH�FRQVLGHUHG�LPSRUWDQW�E\�WKH�56$V�
in the development of SLOLR facilities. The ranking is based on average score 
presented in ascending order. 
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2XW�RI�VHYHQ�DVSHFWV�LGHQWL¿HG����������RXW�RI�����RI�WKH�56$V�DJUHHG�VWURQJO\�
that central banks/monetary authorities should stand ready to assist all banks 
�LQFOXGLQJ�,,)6��IDFHG�ZLWK�OLTXLGLW\�VKRFNV�LQ�¿QDQFLDO�GLVWUHVV�VLWXDWLRQV�WKURXJK�
various lending and borrowing schemes. This aspect ranked highest, with an 
average score of 4.61. The second-highest rank (with an average score of 4.57) 
indicates that 65% (15 out of 23) of the RSAs agreed strongly with the need to 
have a clearer understanding of the 6KDUƯ`ah governance structures and efforts 
to facilitate the development of SLOLR facilities. 

)XUWKHUPRUH�� D� VLJQL¿FDQW�PDMRULW\� RI� WKH�56$V�HVWDEOLVKHG� WKDW� DFFHVV� WR� DQ�
SLOLR facility should be made uncertain by the central bank to counter the moral 
hazard behaviour of the IIFS; on the other hand, only one RSA indicated strong 
disagreement with this proposition. 

Apart from the above, it is also critical to comprehend that there are some RSAs 
who neither agree nor disagree with most of the aspects; they can be seen as 
UHSUHVHQWLQJ�ÀRDWLQJ�RSLQLRQV��ZKLFK�FRXOG�VZD\�WKH�SHUFHSWLRQ�HLWKHU�ZD\��)RU�
instance, some of the RSAs believed that an SLOLR facility may not be the best 
safety net for supporting IIFS if they encounter large/panic withdrawals. This 
suggests that the SLOLR is not meant for liquidity purposes, and that in times of 
¿QDQFLDO�GLVWUHVV��WKH�56$V�ZRXOG�WKHUHIRUH�KDYH�WR�UHO\�RQ�RWKHU�PHFKDQLVPV�
to protect IIFS against large withdrawals. Likewise, seven of the RSAs indicated 
no clear agreement or disagreement with the proposition that 6XNǌN are key 
instruments that can be used as collateral to obtain an SLOLR facility. This seems 
to indicate a lack of concern by the RSAs in terms of providing the SLOLR facility. 
This result can be explored further. 
56  

56 
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������ .H\�&KDOOHQJHV�LQ�'HYHORSLQJ�WKH�6/2/5�)DFLOLW\

The survey categorised the key challenges encountered in developing SLOLR 
into seven areas, and the RSAs were asked to rank these challenges in order 
RI�WKHLU�VLJQL¿FDQFH�WR�WKHP�RQ�D�VFDOH�RI����WKH�PRVW�VLJQL¿FDQW��WR�����WKH�OHDVW�
VLJQL¿FDQW���7KH�UHVXOWV��DV�VKRZQ�LQ�7DEOH����������UHYHDOHG�WKDW�WKH�GHYHORSPHQW�
RI�WKH�6/2/5�IDFLOLW\�DFURVV�WKH�MXULVGLFWLRQV�LV�QRW�ZLWKRXW�VLJQL¿FDQW�FKDOOHQJHV��
,W� DSSHDUV� WKDW� DGDSWDWLRQV� RU� PRGL¿FDWLRQV� WR� H[LVWLQJ� ODZV�UHJXODWLRQV�� WKH�
availability of a range of eligible 6KDUƯCDK-compliant good collaterals (due to a 
shortage of high-quality (highly rated) 6KDUƯCDK-compliant liquid assets), and 
setting procedures and guidelines for SLOLR are considered to be the most 
VLJQL¿FDQW�FKDOOHQJHV��

Table 4.5.2.1: Key Challenges in the Development of SLOLR Facilities

CHALLENGES
TOTAL

MEAN RANK

$GDSWDWLRQV�DQG�RU�PRGL¿FDWLRQV�WR�H[LVWLQJ�ODZV��
regulations etc. 3.00 1

Availability of a range of eligible 6KDUƯCDK-compliant good 
collaterals and a shortage of high-quality (highly rated) 
6KDUƯCDK-compliant liquid assets

3.94 2

Setting procedures and guidelines for SLOLR (including 
developing a process to ensure 6KDUƯCDK compliance of 
SLOLR operations)

5.24 3

Unavailability of 6KDUƯCDK-compliant liquidity support by 
the central bank/monetary authority 5.29 4

Indispensable role of government, as well as the central 
bank/monetary authority 5.59 5

Supporting infrastructure (such as human resources, an 
effective 6KDUƯCDK�governance mechanism� adaptation of 
integrated payment and settlement system addressing 
6KDUƯCDK concerns, etc.)

5.76 6

Valuation techniques for the underlying 6KDUƯCDK�
compliant assets or collaterals (i.e. too much opacity in 
the valuation and evaluation of IIFS’s banking assets)

6.29 7

Prohibition of “penalty rate/discount rate/interest rate” and 
development of Islamic benchmark as an alternate for an 
SLOLR facility

6.31 8

Differing interpretations of 6KDUƯCDK�rulings, or )DWƗZD, on 
¿QDQFLDO�PDWWHUV�DFURVV�WKH�MXULVGLFWLRQ��L�H��LQWHUSUHWDWLRQV�
among 6KDUƯCDK�boards of the IIFS)

6.41 9

5H�¿QDQFLQJ�RU�UROO�RYHU�RI�WKH�6/2/5�IDFLOLW\ 7.82 10

Base: 17



62

Table 4.5.2.1 indicates that not addressing these challenges would hinder the 
development of the SLOLR facility. It is to be noted that a lack of supporting 
infrastructure (such as human resources, effective 6KDUƯ`ah governance 
mechanisms, adaptation of an integrated payment and settlement system to 
address 6KDUƯCDK� FRQFHUQV�� LV� DOVR� SHUFHLYHG� DV� VRPHZKDW� VLJQL¿FDQW� JLYHQ�
its rank score. On the other hand, prohibition of a penalty rate/discount rate 
and the development of an Islamic benchmark as an alternate for an SLOLR 
facility, differing interpretations of 6KDUƯ`ah rulings/)DWƗZD� RQ� ¿QDQFLDO�PDWWHUV�
across the jurisdiction (i.e. interpretations among 6KDUƯ`ah boards of the IIFS), 
DQG� UH�¿QDQFLQJ� �RU� UROO�RYHU��RI� WKH�6/2/5� IDFLOLW\�DUH�SHUFHLYHG�DV� WKH� OHDVW�
VLJQL¿FDQW� FKDOOHQJHV�� 7KHVH� FKDOOHQJHV� VKRXOG� EH� YLHZHG� LQ� WKH� OLJKW� RI� WKH�
¿QGLQJV�SUHVHQWHG�LQ�VHFWLRQ��������RQ�WKH�FXUUHQW�VWDWXV�RI�WKH�6/2/5�IDFLOLW\���
as the limitation of technical and practical experience can play an important role 
in the development and execution of the SLOLR facility. 

Although the results indicate that the “differing interpretations of 6KDUƯCDK�rulings/
)DWƗZD� RQ� ¿QDQFLDO� PDWWHUV� DFURVV� WKH� MXULVGLFWLRQV´� DUH� WKH� OHDVW� VLJQL¿FDQW�
challenge to the RSAs, it was observed that during the consultation with industry 
RQ�WKH�¿QGLQJV�RI�WKH�6/2/5�VXUYH\��PRVW�RI�WKH�,,)6�ZKLFK�KDYH�FURVV�ERUGHU�
RSHUDWLRQV�EHOLHYH�WKDW�WKLV�ZRXOG�EH�D�VLJQL¿FDQW�FKDOOHQJH�WR�WKHP��DV�HQVXULQJ�
the 6KDUƯCDK compliance of the structure of the SLOLR facility in light of the 
guidelines provided by their parent 6KDUƯCDK supervisory board is pertinent. This 
raises a critical concern regarding the 6KDUƯCDK compliance of the structure used 
E\�WKH�56$V��DQG�LWV�DFFHSWDQFH�E\�WKH�GRPHVWLF�DQG�IRUHLJQ�,,)6��7KLV�UHÀHFWLRQ�
DOVR�VSHFL¿HV�WKH�QHHG�IRU�VWDQGDUGLVDWLRQ�RI�LQVWUXPHQWV�DFURVV�MXULVGLFWLRQV��

Other than the challenges listed in Table 4.5.2.1, the RSAs were further asked 
ZKHWKHU�WKHUH�LV�DQ\�VSHFL¿F�LVVXH�RU�FKDOOHQJH�WKDW�WKH\�DUH�FXUUHQWO\�IDFLQJ�LQ�
developing the SLOLR in their central bank/monetary authority. Almost 50% (12 
RXW�RI�����56$V�UHVSRQGHG�WKDW�WKH\�GR�QRW�KDYH�DQ\�VSHFL¿F�LVVXH�RU�FKDOOHQJH��
as the major issues are already listed in Table 4.5.2.1. However, some of the 
RSAs commented that, in introducing SLOLR in their respective jurisdictions, all 
RI�WKH�LGHQWL¿HG�FKDOOHQJHV�DUH�RI�KLJK�VLJQL¿FDQFH��

One of the RSAs revealed that it is important to devise the SLOLR structure in 
accordance with the prevailing monetary policy framework, which, in their case, 
involves a very short-term repo transaction against government securities. Another 
RSA mentioned the following additional challenges: (i) shortage of 6KDUƯCDK 
,VODPLF�¿QDQFH�VFKRODUV�H[SHUWV�ZKR�FDQ�SURYLGH�DSSURSULDWH�LQWHUSUHWDWLRQV�RQ�
ZKHWKHU�¿QDQFLDO�VHUYLFHV�WR�EH�RIIHUHG�E\�,,)6�DUH�6KDUƯCDK�compliant; (ii) lack 
of institutions (counterparties) which will avail themselves of the SLOLR facilities; 
and (iii) lack of domestic counterparties engaged in 6KDUƯCDK�FRPSOLDQW�¿QDQFLDO�
activities with which the central bank may invest its pool of funds.
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4.6 Other Key Issues in the Development of the SLOLR Facility 

The following shows the summary of discussions on other issues (such as RSA 
transacting directly in the markets during distress situations, existence of deposit 
insurance protection and an Islamic money market, the role of the IILM, etc.), 
which are vital in the development of an SLOLR facility and are not covered in 
the survey questionnaire.

Do you agree that the central bank/monetary authority should transact directly 
in the markets (where the problems originate, hence addressing them “at 
VRXUFH´���LQVWHDG�RI�SURYLGLQJ�6/2/5�WR�FHUWDLQ�,,)6�GXULQJ�WKH�FULVLV�VLWXDWLRQ"�

Over half (11 out of 20) of the surveyed RSAs agreed with this proposition. From 
WKH�ZULWWHQ�IHHGEDFN��LW�DSSHDUV�WKDW�WKH�56$V�ZKR�UHVSRQGHG�LQ�WKH�DI¿UPDWLYH�
were of the view that as long as the liquidity problem is a market phenomenon, it 
would be better for the central bank to transact directly in the markets through its 
monetary policies to ensure soundness and stability of the banking sector, and 
therefore it should address problems at their source. Nonetheless, it is suggested 
that central banks should not only provide an SLOLR but should also take an 
active part in transacting bonds, 6XNǌN and other capital market instruments. In 
addition, some of the RSAs believed that developing an Islamic money market 
would enhance the liquidity distribution among IIFS and thus reduce the need to 
provide SLOLR to certain IIFS during a crisis situation.

In contrast, some of the RSAs stated that central banks should not intervene in the 
market directly (i.e. no OMOs) and should assess the requirements of individual 
IIFS separately, rather than applying a market-based strategy. They feel that it is 
important for the central bank not to respond directly to market developments, 
as market failures can also arise due to non-economic reasons (e.g. natural 
calamities), which are not directly within the ambit of the central bank. It is also 
VSHFL¿HG�WKDW�LQ�GLVFKDUJLQJ�WKHLU�UHVSRQVLELOLW\�IRU�¿QDQFLDO�VWDELOLW\��WKH\�VKRXOG�
provide the LOLR to the IIFS even during the crisis situation. However, they also 
viewed that the provision of an SLOLR to certain IIFS during crisis situations 
may trigger public attention that may lead unnecessarily to a systemic impact 
on the banking system. It is crucial for the central bank to ensure the strength of 
LWV�¿QDQFLDO� LQVWLWXWLRQV�DW�DOO� WLPHV��,Q�WKLV�UHVSHFW��WKH�FHQWUDO�EDQN�VKRXOG�SXW�
in place an effective regulatory framework and supervisory structure to ensure 
sound liquidity management by IIFS so that the need to provide an SLOLR can 
be minimised or mitigated. 

Do you agree that in periods of particularly unusual market duress, the central 
bank/monetary authority should be prepared to move beyond the normal 
scope of operations to provide liquidity against a broad range of assets and 
RYHU�D�ORQJHU�PDWXULW\�WKDQ�PLJKW�QRUPDOO\�EH�FRQVLGHUHG"�
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$�VLJQL¿FDQW�PDMRULW\�RI� WKH�56$V������±����RXW�RI�����DJUHHG�WKDW� LQ�SHULRGV�
of particularly unusual market duress, the central bank/monetary authority 
should be prepared to move beyond the normal scope of operations to provide 
liquidity against a broader range of assets and over a longer maturity than might 
otherwise be considered. It is highlighted that in unusual circumstances, when 
the standard tools are unable to solve liquidity pressures, the central bank should 
use other tools as needed to calm markets, including expanding eligible collateral 
and extending the maturity of liquidity injection based on prudent assessment. 

In particular, with respect to eligible 6KDUƯCDK-compliant collateral, in one 
jurisdiction, funding is provided against unencumbered government securities.57 
However, if the borrowing institution runs out of these securities, as could occur in 
times of crisis, there is no effective instrument with which to meet liquidity needs. 
With respect to expanding the range of eligible collateral, it is perceived by the 
RSAs that the establishment of the International Islamic Liquidity Management 
Corporation (IILM) would assist IIFS and supervisory authorities in addressing 
their liquidity management issues in times of stress (through issuing high-quality, 
liquid, tradable and low-risk 6KDUƯCDK�FRPSOLDQW�¿QDQFLDO�LQVWUXPHQWV�DW�ERWK�WKH�
national level and across borders). 

In contrast, one of the RSAs indicated that the actions of the central bank/
monetary authority should still be a matter for its discretion even under periods of 
market duress, otherwise concerns about moral hazard, which is already inherent 
in banking business, will be heightened. 

'R� \RX� DJUHH� WKDW� H[WHQGLQJ� WKH� H[LVWLQJ� VDIHW\� QHWV� WR� LQFOXGH� 6KDUƯCDK�
compliant deposit insurance and developing the Islamic money markets 
�IRUPDO�RU�LQIRUPDO��ZLOO�UHGXFH�WKH�QHHG�WR�GHYHORS�DQ�6/2/5�IDFLOLW\�LQ�\RXU�
MXULVGLFWLRQ"�

Fifty per cent (10 out of 20) of the RSAs agreed that extending the existing safety 
nets to include 6KDUƯCDK-compliant deposit insurance and developing the Islamic 
money markets (formal or informal) will reduce the need to develop SLOLR 
facilities in their jurisdictions. It is believed that the extension of the existing safety 
nets may not necessarily reduce the need to develop an SLOLR facility, but may 
lessen the need of IIFS to avail themselves of SLOLR facilities. 

Some of the RSAs are of the view that well-developed Islamic money markets will 
SURYLGH�OLTXLGLW\�IRU�,,)6�LQ�DQ�XQVWDEOH�HQYLURQPHQW��WKXV�IXO¿OOLQJ�WKHLU�OLTXLGLW\�
needs and reducing the need for an SLOLR facility. Furthermore, the RSAs also 

57� 0RVW�RI� WKH�56$V� UHÀHFWHG� WKDW�6XNǌN�are the key instruments that can be used as collateral to obtain an 
SLOLR facility. However, there is still only a limited secondary market in many jurisdictions. Although growing, 
WKH�VHFRQGDU\�PDUNHW� IRU� ,VODPLF�VHFXULWLHV�¿QDQFLDO� LQVWUXPHQWV�±� LQ�SDUWLFXODU��6XNǌN – remains generally 
sparse, illiquid and inactive, due to the tendency to hold them until maturity.
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stated that the SLOLR in Islamic banking should co-exist with 6KDUƯCDK�compliant 
GHSRVLW� LQVXUDQFH�� ERWK� EHLQJ� VLJQL¿FDQW� FRPSRQHQWV� RI� DQ� HIIHFWLYH� ¿QDQFLDO�
safety net. It is also noted that even in the presence of a 6KDUƯCDK�compliant 
deposit insurance and Islamic money market, there should still be SLOLR, 
parallel to that in conventional banking. In this respect, the central bank should 
be ready with an appropriate SLOLR facility in times of need, as this will reduce 
WKH�ULVN�RI�¿QDQFLDO�LQVWDELOLW\��

,Q� \RXU� YLHZ�� GR� \RX� DJUHH� WKDW�ZHOO�GHVLJQHG� UHJXODU� IDFLOLWLHV� WKDW� DOORZ�
DGHTXDWH�DFFHVV�WR�FHQWUDO�EDQNV�PRQHWDU\�DXWKRULWLHV¶�OLTXLGLW\�LQ�WLPHV�RI�
SUHVVXUH�±�HLWKHU�JHQHUDOLVHG�RU� ,,)6�VSHFL¿F�±�DUH�KHOSIXO� LQ�DYRLGLQJ� WKH�
DXWKRULWLHV�¿QGLQJ�WKHPVHOYHV�LQ�WKH�SRVLWLRQ�RI�QHHGLQJ�WR�FRQWHPSODWH�WKH�
H[WHQVLRQ�RI�DQ�6/2/5�IDFLOLW\"�

$�VLJQL¿FDQW�PDMRULW\������±����RXW�RI�����RI�WKH�56$V�DJUHHG�WKDW the availability 
of well-designed regular liquidity facilities by the central bank would provide 
FRQ¿GHQFH�WR�VROYHQW�DQG�WHPSRUDULO\�LOOLTXLG�PDUNHW�SDUWLFLSDQWV��7KLV�VKRZV�WKDW�
adequate access to regular liquidity facilities by the central bank would facilitate 
short-term liquidity management by IIFS (i.e. daily liquidity problems in times 
of pressure), and might provide early warning signals to the central bank if a 
particular institution has a structured liquidity issue. Nonetheless, the RSAs note 
WKDW� DW� WLPHV� RI� VHYHUH� ¿QDQFLDO� VWUHVV� DQG� YRODWLOLW\�� D� UHJXODU� IDFLOLW\�PD\� EH�
LQVXI¿FLHQW��

From the RSAs’ response, it is to be noted that access to well-designed regular 
liquidity facilities for IIFS is dependent on the existence of 6KDUƯCDK�compliant 
(Islamic) instruments which will enable the central bank to provide IIFS with the 
necessary liquidity to stabilise their daily operations, and to enhance the liquidity 
distribution among IIFS, without the need to resort to the central bank during a 
crisis situation. 

From a supervisory perspective, it is also apparent that a central bank/monetary 
authority’s directive should explicitly specify the criteria and standards (i.e. 
guidelines on how to access SLOLR) applicable when an IIFS may avail itself 
of an SLOLR facility or when a central bank/monetary authority may extend the 
VDPH��7KLV�ZLOO�DYRLG�WKH�DXWKRULWLHV�¿QGLQJ�WKHPVHOYHV�LQ�D�SRVLWLRQ�RI�QHHGLQJ�
to contemplate whether to extend an SLOLR facility in times of liquidity pressure. 

7R�ZKDW�H[WHQW�GR�\RX�WKLQN�WKDW�WKH�HVWDEOLVKPHQW�RI�WKH�,,/0�ZRXOG�DVVLVW�
IIFS and supervisory authorities in addressing their liquidity management 
LVVXHV��WKURXJK�LVVXLQJ�KLJK�TXDOLW\��OLTXLG��WUDGDEOH�DQG�ORZ�ULVN�6KDUƯCDK�
FRPSOLDQW�¿QDQFLDO�LQVWUXPHQWV�DW�ERWK�WKH�QDWLRQDO�OHYHO�DQG�DFURVV�ERUGHUV�
WR�HQKDQFH�WKH�VRXQGQHVV�DQG�VWDELOLW\�RI�WKH�,VODPLF�¿QDQFLDO�PDUNHWV��LQ�
WLPHV�RI�VWUHVV"�
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The establishment of the IILM, being the collaborative effort of several central 
EDQNV�DQG�PXOWLODWHUDO�RUJDQLVDWLRQV��ZLOO�EH�D�VLJQL¿FDQW�VWHS�IRUZDUG�LQ�DVVLVWLQJ�
IIFS and supervisors in guiding their liquidity risk management. Due to the 
OLPLWDWLRQV�RI�GRPHVWLF�,VODPLF�¿QDQFLDO�SURGXFWV��WKH�,,/0�LV�VHHQ�DV�DQ�LQWHJUDO�
part of the future development of liquidity within the Islamic banking sector and 
has the potential to enhance international linkages by providing IIFS with a tool to 
IDFLOLWDWH�HIIHFWLYH�FURVV�ERUGHU�OLTXLGLW\�PDQDJHPHQW�DQG�ÀRZV��

The RSAs also believe that the IILM can foster regional and international 
cooperation to build robust liquidity management infrastructures at national, 
regional and international levels, which in turn can facilitate cross-border liquidity 
management among IIFS. In particular, it is observed that the IILM would help 
increase the supply of 6KDUƯCDK�FRPSOLDQW�OLTXLG�¿QDQFLDO�LQVWUXPHQWV��IDFLOLWDWH�WKH�
foreign currency liquidity position of IIFS, and serve as an effective mechanism for 
converting the holdings of the IILM 6XNǌN which are in foreign currency into local 
currency, thereby providing a comprehensive avenue for liquidity management 
for IIFS.  

Financial instruments issued by the IILM would contribute towards expanding 
WKH� SRRO� RI� HOLJLEOH� FROODWHUDOV� IRU� FHQWUDO� EDQN� ¿QDQFLQJ� DQG�RU� UH�¿QDQFLQJ�
operations. In this respect, the IILM’s securities could be helpful for countries that 
do not have high-quality or sovereign 6KDUƯCDK�compliant securities. However, it 
is also recognised by the RSAs that this would largely depend on the success 
of the IILM’s business model, and the structure and market acceptability of its 
¿QDQFLDO�LQVWUXPHQWV�DQG�WKH�UHJXODULW\�RI�WKH�LVVXDQFH�LWVHOI��
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5.0 POTENTIAL STRUCTURES FOR DEVELOPING THE 
SLOLR FACILITY 

Section 4 has provided an analysis of the survey results and indicated that there 
is evidence of the very limited presence of SLOLR facilities in the IFSI, as only 
VL[� RXW� RI� ���56$V� FRQ¿UPHG� WKDW� WKH� IDFLOLWLHV� KDYH� EHHQ� GHYHORSHG� LQ� WKHLU�
UHVSHFWLYH� MXULVGLFWLRQV�� )XUWKHUPRUH�� LW� KDV� EHHQ� YHUL¿HG� WKDW� LW� LV� SRVVLEOH� WR�
structure the facility based on several 6KDUƯCDK�compliant structures, including 
4DUۂ� DO�+DVDQ, Tawarruq or commodity 0XUƗEDKDK, 0XۂƗUDEDK, and short-
term ,MƗUDK� 6XNǌN (see Table 4.4.1.1). It has also been stated that various 
liquidity instruments such as short-term ,MƗUDK 6XNǌN, Islamic Treasury bills (or 
the equivalent), Islamic CDs and commodity 0XUƗEDKDK, and related 6KDUƯCDK�
FRPSOLDQW�¿QDQFLDO� LQVWUXPHQWV��DUH�SHUFHLYHG�DV�KLJKO\�XVHIXO�DQG�VXLWDEOH�IRU�
the purpose of developing SLOLR support for IIFS. 

In the assessment of the LOLR from the 6KDUƯCDK point of view as deliberated 
LQ�6HFWLRQ����LW�LV�VWDWHG�WKDW�EDVLF�UHTXLUHPHQWV�WKDW�QHHG�WR�EH�IXO¿OOHG�IRU�WKH�
purpose of developing an SLOLR facility for IIFS are: (i) loan free from interest 
or 5LED� (penalty rate); and (ii) 6KDUƯCDK-compliant eligible goods/collateral. 
Therefore, in relation to IIFS, an LOLR is challenging from two perspectives: the 
funds of the scheme, and the penalty rate of interest (Aldohni, 2011). 

After meeting the necessary pre-conditions (as set out in section 4.3.2) and 
supervisory assessment of SLOLR facilities (as set out in section 4.3.3), RSAs 
may consider the following potential 6KDUƯCDK-compliant structures for SLOLR. It 
is important to recognise, however, that the structure used may vary from simple 
to complex, depending on the RSAs. It is outside the scope of this paper to 
explain all the possible structures of the SLOLR and/or recommend any particular 
structure. This is at the discretion of the RSAs and their respective SSBs. 

5.1 Potential Structures for the SLOLR

������ 4DUۂ�DO�+DVDQ�6/2/5�0HFKDQLVP

As discussed earlier, 4DUۂ, or “loan”, refers to the transfer of ownership in fungible 
wealth to a person on whom it is binding to return wealth similar to it, while 4DUۂ�
DO�+DVDQ�LV�GH¿QHG�E\�0XVOLP�MXULVWV�DV�D�UHGXFWLRQ��GLVFRXQW��RQ�D�PDWXUHG�GHEW�
given by a creditor to a debtor (AAOIFI, 2008, p. 345). The word Hasan refers 
to a 4XU¶ƗQLF�verse which means ,QIƗT, that is to give with sincerity, and hope to 
obtain rewards from Allah. It also means paying a debt in a better way without 
having any predetermined condition. This is mentioned by the Prophet S.A.W.:
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˯Ύοϗ�ϡϛϧγΣ΃�ϡϛέϳΧ
7KH�EHVW�DPRQJ�\RX�DUH�WKRVH�ZKR�SD\�WKHLU�GHEW�LQ�D�EHWWHU�ZD\�58

There has been a consensus among Muslim jurists in ruling that 4DUۂ is 
permissible. The permissibility is based on evidence from the Sunnah and ,MPƗC. 
In general, there is no evidence of 4DUۂ permissibility from the 4XU¶ƗQ in the 
context of borrowing with an expectation of getting repayment from the borrower. 
Some of the 6KƗ¿CƯ jurists opine that the word 4DUۂ as used in the 4XU¶ƗQ means 
+LEDK�� RU� JLYLQJ� VRPHWKLQJ� ZKLFK� LV� QRW� H[SHFWHG� WR� EH� UHWXUQHG� �$O�-X]D\UƯ��
2003, p. 339).

:DKEDK�DO�=XKD\OƯ��������VWDWHV�WKDW�WKH�UXOLQJ�IRU�4DUۂ is permissible based on 
+DGƯWK and ,MPƗC. The Prophet S.A.W. said:

Γέϣ�ΔϗΩλϛ�ϥΎϛ�ϻ·�ˬϥϳΗέϣΎοέϗ�ΎϣϠγϣ�νέϘϳ�ϡϠγϣ�ϥϣ�Ύϣ
:KRHYHU�DPRQJ�WKH�0XVOLPV�H[WHQGHG�D�ORDQ�WR�VRPHRQH�HOVH�WZLFH��KH�LV�
FRQVLGHUHG�JLYLQJ�FKDULW\��6DGDTDK��IRU�RQFH�59

$V�GLVFXVVHG�HDUOLHU��DQ\�EHQH¿W�RU�DGGHG�YDOXH�VWLSXODWHG�RQ�D�ORDQ�LV�SURKLELWHG��
as it is considered to be 5LED��1HYHUWKHOHVV��LI�VXFK�D�EHQH¿W��+LEDK or any added 
value is given without pre-conditions, then it is permissible. The permissibility is 
based on the +DGƯWK of the Prophet S.A.W.:

�ϩ΍έ΃�έόγϣ�ϝΎϗ�ΩΟγϣϟ΍�ϲϓ�ϭϫϭ�ϡϠγϭ�ϪϳϠϋ�ௌ�ϰϠλ�ϲΑϧϟ΍�ΕϳΗ΃��ϝΎϗ�ΎϣϬϧϋ�ௌ�ϲοέ��ௌ�ΩΑϋ�ϥΑ�έΑΎΟ�ϥϋ
�ϲϧΩ΍ίϭ�ϲϧΎοϘϓ�ϥϳΩ�ϪϳϠϋ�ϲϟ�ϥΎϛϭ�ϥϳΗόϛέ�ϝλ�ϝΎϘϓ�ϰΣο�ϝΎϗ

)URP�-ƗELU�5�$���,�FDPH�WR�WKH�3URSKHW�6�$�:��ZKHQ�KH�LV�LQ�WKH�PRVTXH�
�0LVCDU�VDLG��,�WKLQN�KH�VDLG�GXULQJ�'XCƗ���WKH�3URSKHW�6�$�:��DVNHG�PH�WR�
SUD\�WZR�UDNDCDK�DQG�WKHQ�UHSDLG�WKH�ORDQ�ZKLFK�KH�RZHG�PH�DQG�JDYH�PH�
additional amount.60

7KH�VHWWOHPHQW�RI�D�ORDQ�ZLWK�DGGHG�YDOXH�RU�EHQH¿W�LV�SHUPLVVLEOH�LI�LW�LV�QRW�VHW�
as a pre-condition, and as long as it does not become a custom (`Urf). However, if 
it has become a norm and practice in loan transactions, then it should be avoided 
since anything that becomes a norm is treated as a condition. 

%DVHG� RQ� WKH� VXUYH\� ¿QGLQJV�� DV� SUHVHQWHG� LQ� 6HFWLRQ� ��� LW� KDV� EHHQ� VWDWHG�
that a 4DUۂ� DO�+DVDQ-based SLOLR model has been implemented by certain 
jurisdictions. The simple operational structure of this model is depicted in Diagram 
5.1.1.1.

58  Narrated by Ahmad and Muslim.
59� �1DUUDWHG�E\�,EQ�0ƗMDK�
60� �1DUUDWHG�E\�DO�%XNKƗUƯ�
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Diagram 5.1.1.1: Transaction Flow of 4DUۂ�DO�+DVDQ SLOLR Model

Note: There could be some potential overlapping between activities (2) and (3). 

Activities:
1. An illiquid Islamic bank (or IIFS) requests an LOLR facility from the central bank.
2. The central bank lends (or injects liquidity) under a 4DUۂ�DO�+DVDQ�contract to 

the IIFS.
3. The IIFS provides good collateral, in the form of a 6KDUƯCDK-compliant asset, 

to the central bank.
4. The IIFS repays the principal amount to the central bank upon maturity, along 

with the administration fee charged by the central bank, and accordingly the 
collateral is released by the central bank. 

������ &RPPRGLW\�0XUƗEDKDK�7UDQVDFWLRQ�6/2/5�0HFKDQLVP�

A Commodity 0XUƗEDKDK transaction (CMT) is presently the most commonly 
used instrument by IIFS to provide short-term liquidity (see IFSB GN-2), and is 
employed by the RSAs for SLOLR purposes (see section 4.4.1 and IFSB GN-2). 
It is a liquidity management programme originally introduced as an avenue for 
IIFS to invest their excess funds with the peer IIFS and/or the central bank. It is 
now used as an interbank investment by Islamic money market participants. 

CMT is among the most widely utilised techniques for short-term liquidity 
management in the GCC region. The transaction is based on commodities (such 
as non-ferrous and minor metals, steel and plastics) traded on the London Metal 
Exchange (LME) trading platform (ISRA, 2012, p. 226). This practice is also used 
LQ�RWKHU�MXULVGLFWLRQV��)RU�LQVWDQFH��LQ�0DOD\VLD��WKH�ZRUOG¶V�¿UVW�FRPPRGLW\�WUDGLQJ�
platform – namely, Bursa 6ǌT�DO�6LOƗC – was established to provide a platform 
for CMT. The underlying asset used in this exchange is crude palm oil (CPO). 
The operational structure of Bursa 6ǌT�DO�6LOƗC was endorsed by the 6KDUƯCDK 
Advisory Council of the Central Bank of Malaysia at its 78th meeting, held 30 July 
������RQ� WKH�FRQGLWLRQ� WKDW� WKH� WUDGHG�&32�VKDOO�EH� LGHQWL¿DEOH�DQG�SUHFLVHO\�
determinable (0XCD\\DQ�EL�DO�'KƗW) in terms of its location, quantity and quality in 
order to meet the features of a real transaction.
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CMT denotes a mechanism of %D\C�DO�7DZDUUXT, or simply Tawarruq. The term 
Tawarruq generally implies a sale contract whereby a buyer buys an asset from 
a seller with deferred payment and subsequently sells the asset to a third party 
for cash at a price less than the deferred price, for the purpose of obtaining cash 
�:L]ƗUDK� DO�$ZTƗI�� ������ S�� ������ 7KLV� WUDQVDFWLRQ� LV� FDOOHG�Tawarruq mainly 
because when the buyer purchases the asset on deferred terms, the buyer’s 
SXUSRVH�LV�QRW�WR�XWLOLVH�RU�EHQH¿W�IURP�WKH�SXUFKDVHG�DVVHW��UDWKHU��LW�LV�WR�HQDEOH�
him to obtain liquidity (:DUDTDK�0ƗOL\\DK).

The majority of Muslim jurists accept Tawarruq,61 including +DQEDOƯ jurists, 
who view that on the basis that it is executed without prior agreement of the 
parties involved, it is a permissible mode of transaction as it is considered a sale 
transaction permissible by 6KDUƯCDK based on the following evidence:

ΎΑέϟ΍�ϡέΣϭ�ϊϳΑϟ΍�ௌ�ϝΣ΃ϭ
$OODK�KDV�SHUPLWWHG�VDOH�DQG�SURKLELWHG�5LED�62

Such a transaction may be implemented with the intention of obtaining cash with 
the knowledge of all the parties involved, or without the knowledge of the parties 
who have sold the object with deferred payment terms. This transaction may also 
be employed because of need and necessity.

According to AAOIFI’s Standard No. 30 (2006), the CMT or Tawarruq:
&RPPRGLW\�0XUƗEDKDK� �&0�� LV� D� FRPELQDWLRQ� RI� VDOHV� DQG� KDV� YDULRXV�
FRQGLWLRQV� WR�HQVXUH� WKDW� LW�GRHV�QRW� UHVHPEOH�D�+L\DO�RU� OHJDO�GHFHSWLRQ�
IRU�5LED��,Q�LWV�EDVLF�IRUP��&0�LV�DQ�DVVHW�VDOH�WR�D�SXUFKDVHU�RQ�GHIHUUHG�
SD\PHQW�WHUPV��7KH�SXUFKDVHU�WKHQ�VHOOV�WKH�DVVHW�WR�D�WKLUG�SDUW\�WR�JHW�FDVK�

,Q�HVVHQFH��$$2,),�6WDQGDUG�1R�����GH¿QHV�SURFHGXUHV�ZKHUH� WZR�FRQWUDFWV�
ZLOO�EH�H[HFXWHG��³7KH�¿UVW�FRQWUDFW�LQYROYHV�WKH�SXUFKDVLQJ�RI�D�FRPPRGLW\�RQ�
a deferred basis (0XUƗEDKDK). The second contract involves the selling of the 
commodity to a third party on a cash basis.” Therefore, the Standard indicates 
DQG� LGHQWL¿HV�FHUWDLQ�FRQWURO� IHDWXUHV� WKDW�PXVW�EH�REVHUYHG�E\� WKH� ,,)6�ZKLOH�
undertaking Tawarruq.

The CMT SLOLR mechanism presented in Diagram 5.1.2.1 is drawn mainly from 
the ,)6% *XLGDQFH�1RWH�LQ�&RQQHFWLRQ�ZLWK�WKH�5LVN�0DQDJHPHQW�DQG�&DSLWDO�
$GHTXDF\� 6WDQGDUGV�� &RPPRGLW\� 0XUƗEDKDK� 7UDQVDFWLRQV (GN-2), issued in 
December 2010. 

61 The Islamic )LTK Academy of the Organisation of Islamic Conference (OIC) in its 15th meeting, held on 
31 October – 4 November 1998 in Makkah, has permitted the practice of Tawarruq. The decision on the 
permissibility of Tawarruq was essentially arrived at on the basis that the Tawarruq is executed without prior 
agreement of the parties involved. Nevertheless, in its 17th meeting, held on 13–17 December 2003 in Makkah, 
the decision was made to prohibit the practice of “Organised 7DZDUUXT´. The latest decision is applicable to the 
practice of Tawarruq adopted by the IIFS, which is known as Tawarruq Munazzam (pre-arranged Tawarruq). 

62  $O�%DTDUDK, 2:275.
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3DUDJUDSK� �� RI� *1��� GH¿QHV� FRPPRGLW\� 0XUƗEDKDK� WUDQVDFWLRQV� XVHG� DV� D�
WRRO�IRU�OLTXLGLW\�PDQDJHPHQW��&07��DV�“a 0XUƗEDKDK-based purchase and sale 
transaction of 6KDUƯCDK-compliant commodities,63 whether on cash or deferred 
payment terms”. Furthermore, the terms and conditions of the CMT contain, inter 
alia: (a) the type and description of the commodities; (b) the quantity of goods, 
details of the time of payments and the unit price thereof; (c) the purchase 
SULFH�RU�FRVW��UDWH�RI�SUR¿W�DQG�VDOH�SULFH���G��WKH�VWLSXODWLRQ�WKDW�GHOLYHU\�RI�WKH�
commodities is certain and unconditional;64 and (e) the nature of the seller’s 
ownership of the commodity in terms of period and type of currency before selling 
it to the counterparties under the CMT.

According to paragraph 2 of IFSB GN-2�
,W� LV�REVHUYHG� IURP� LQGXVWU\�SUDFWLFH� WKDW�PDQ\� ,,)6�HPSOR\�&07�DV�SDUW�
RI� WKHLU� OLTXLGLW\�PDQDJHPHQW� VWUDWHJ\�� GHVSLWH� WKHUH� EHLQJ� GLIIHUHQFHV�RI�
RSLQLRQ�DPRQJ�,VODPLF�VFKRODUV�DV�WR�LWV�6KDUƯCDK�SHUPLVVLELOLW\��HVSHFLDOO\�
LQ� UHFHQW� WLPHV�� 7KH� XVH� RI� &07� FDQ� EH� FDWHJRULVHG� LQWR� VHYHUDO� PDLQ�
DUHDV�� LQFOXGLQJ�� �L�� LQWHUEDQN�PDUNHW� �PRUH� RU� OHVV� LQIRUPDO�� DQG� FHQWUDO�
EDQN�LQYROYHPHQW���LL��WR�H[WHQG�¿QDQFLQJ�EDVHG�RQ�0XUƗEDKDK�ZKHUH�WKH�
FRXQWHUSDUW\�LPPHGLDWHO\�VHOOV�WKH�FRPPRGLWLHV��DQG��LLL��UHFHLYLQJ�IXQGLQJ�
IURP�D�FRXQWHUSDUW\�LQ�WKH�IRUP�RI�OLDELOLWLHV�«

Paragraph 3 of IFSB GN-2 highlights the role of RSAs in SLOLR�
«6RPH�FHQWUDO�EDQNV�VXSHUYLVRU\�DXWKRULWLHV�KDYH�VHUYHG�DV�IDFLOLWDWRUV�RI�
&07� IRU� VSHFL¿F� SXUSRVHV�� VXFK� DV� E\� SURYLGLQJ� D� SODWIRUP� �L�H�� OLTXLGLW\�
PDQDJHPHQW�LQIUDVWUXFWXUH��IRU�HIIHFWLYH�PDQDJHPHQW�RI�OLTXLGLW\�SRVLWLRQ�LQ�
WKH�,VODPLF�¿QDQFLDO�V\VWHP��DQG�E\�XVLQJ�&07�LQ�FHQWUDO�EDQN�RSHUDWLRQV�
ZLWK�,,)6��VXFK�DV�WKRVH�XQGHUWDNHQ�DV�D�6KDUƯCDK�FRPSOLDQW�OHQGHU�RI�ODVW�
UHVRUW��6/2/5��

3DUDJUDSK� ���L�� RI� ,)6%�*1��� SURYLGHV� WKH� GH¿QLWLRQ� RI�&07� WKDW� LV� XVHG� IRU�
SLOLR purposes under liquidity management:

&07�IRU�LQWHUEDQN�RSHUDWLRQV�IRU�PDQDJLQJ�VKRUW�WHUP�VXUSOXVHV�RU�GH¿FLWV�
RI� OLTXLGLW\� �L�H�� VHOOLQJ� DQG� EX\LQJ� RI� 6KDUƯCDK�FRPSOLDQW� FRPPRGLWLHV�

63 This includes different types of freely tradable 6KDUƯCDK-compliant commodities (such as platinum, CPO, wheat, 
cotton, etc. for CMT) as approved by the respective 6KDUƯCDK supervisory board. 

64 Delivery does not need to be, and generally is not, physical, but consists of the transfer of legal title. GN-2 
DOVR�QRWHV�WKDW�PRVW�,,)6�SURYLGH�¿QDQFLQJ�WKURXJK�0XUƗEDKDK contracts, which is often the dominant form of 
¿QDQFLQJ��7KH�WHUP�FRPPRGLW\ 0XUƗEDKDK becomes distinct only because of the use of some standardised 
commodity that is traded with the intention to provide and/or obtain funds, and generally does not involve the 
SK\VLFDO�GHOLYHU\�DQG�XVH�RI�WKH�FRPPRGLW\�IRU�D�VSHFL¿F�SXUSRVH��)XUWKHUPRUH��&KDWWKD��������DUJXHV�WKDW��
given the size of CMT on both sides of the balance sheet of IIFS, the asset in CMT may be economically 
irrelevant to both the client and an IIFS, being just a vehicle for the creation of a 6KDUƯCDK-compliant debt, 
DQG�KHQFH�PD\�KDYH�WKH�SRWHQWLDO�WR�GHWDFK�WKH�¿QDQFLDO�VSKHUH�IURP�WKH�UHDO�HFRQRP\��6LPLODUO\��$OL��������
highlights that there are 6KDUƯCDK as well as public policy issues in using CMT on a system-wide level. CMT 
does not tie the mark-up to economic value addition, as the commodity bought and sold is intended neither for 
consumption nor for further production by the transacting parties. According to him, when practiced on a large 
VFDOH��LW�EUHDNV�WKH�PXFK�QHHGHG�OLQN�EHWZHHQ�WKH�¿QDQFLDO�DQG�WKH�UHDO�HFRQRPLF�VHFWRUV�
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WKURXJK�0XUƗEDKDK�WUDQVDFWLRQV��ZKLFK�LV�FRPPRQO\�WHUPHG�DV�³SODFHPHQW´�
LQ�FRQYHQWLRQDO� LQVWLWXWLRQV��RU�ZKHUH� WKH�FRXQWHUSDUW\� LV� WKH�FHQWUDO�EDQN�
RU�PRQHWDU\�DXWKRULW\�RIIHULQJ�6/2/5�DQG�RU�VWDQGLQJ�IDFLOLW\� IRU�HIIHFWLYH�
OLTXLGLW\�PDQDJHPHQW�� LV� UHIHUUHG� WR� DV� ³FRPPRGLW\�0XUƗEDKDK� IRU� OLTXLG�
IXQGV��&0/)�´�

The simple operational structure of the CMT SLOLR is illustrated in Diagram 
5.1.2.1.

'LDJUDP����������7UDQVDFWLRQ�)ORZ�RI�&07�IRU�WKH�6/2/5�0HFKDQLVP

  

 

 

(CMT structures of different central banks may vary in detail from that shown here.) 65

Note: The green box indicates the party that initiates the CMT (in this case, the central bank), and the 
yellow box indicates the counterparty that receives funding (i.e. recipient of CMT). 

7KLV�JUHHQ�OLQH�VKRZV�WKH�FDVK�ÀRZ��
7KLV�GRWWHG�OLQH�VKRZV�WKH�SHULRGLF�SD\PHQWV�WR�WKH�FHQWUDO�EDQN�
7KLV�EOXH�OLQH�VKRZV�WKH�FRPPRGLW\�ÀRZ�

Note: Before activity (b), the IIFS provides good collateral, in the form of a 6KDUƯCDK-compliant asset, 
to the central bank. 
Activities:

(a) After a request for an SLOLR facility is received from an illiquid IIFS, the 
central bank buys 6KDUƯCDK�compliant commodities on a spot basis from 
Supplier A/Broker A.

65 This transaction can be structured in a most complicated way by adding the agent(s) into the structure. For 
LQVWDQFH��WKH�RSHUDWLRQDO�VWUXFWXUH�RI�WKH�0DOD\VLDQ�EDVHG�%XUVD�6ǌT�DO�6LOƗC��ZKLFK�XVHV�&32�DV�DQ�XQGHUO\LQJ�
asset in CMT, is similar to this structure. Further, GN-2 recognised that the practice of buying and/or disposing 
of the CMT items among IIFS varies from one IIFS to another, due to their respective SSBs’ opinions on CMT. 
For instance, some IIFS buy and/or dispose of CMT items by themselves to third party (i.e. without involving the 
agents in the transaction), while some act as an agent on behalf of the counterparty to buy and/or sell the CMT 
items to a third party.
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(b) The central bank pays cash on spot to Supplier A/Broker A for the 
6KDUƯCDK�compliant commodities.

(c) The central bank sells the 6KDUƯCDK�compliant commodities to the 
counterparty using a 0XUƗEDKDK�FRQWUDFW��L�H��FRVW�SOXV�SUR¿W�EDVLV��RQ�D�
deferred payment basis.

(d) The counterparty (IIFS) sells on spot 6KDUƯCDK�compliant commodities to 
Supplier B/Broker B to obtain funds. 

(e) The IIFS receives cash from Supplier B/Broker B against those 6KDUƯCDK�
compliant commodities.

(f) The IIFS pays the amount of the 0XUƗEDKDK� SUR¿W� SOXV� WKH� RULJLQDO�
investment through periodic payments66 to the central bank as agreed by 
both parties in the contract.

������ 0XۂƗUDEDK�6/2/5�0RGHO

0XۂƗUDEDK refers to a contract between a capital provider (5DEE�DO�0ƗO) and 
an entrepreneur (0XۂƗULE) in which the former contributes the capital and the 
latter contributes his effort in managing the business. The parties will share the 
EXVLQHVV�SUR¿W�DFFRUGLQJ�WR�DQ�DJUHHG�UDWLR��+RZHYHU��LI�WKH�EXVLQHVV�LQFXUV�ORVV��
it shall be borne by the capital provider alone, while the entrepreneur would have 
ORVW�KLV�WLPH�DQG�HIIRUW��$O�=XKD\OƯ��������S�������

In Islamic commercial jurisprudence, 0XۂƗUDEDK is also known as 4LUƗۂ or 
0XTƗUDQDK. The term 0XTƗUDQDK is used by people of +LMƗ]��0ƗOLNƯ�DQG�6KƗ¿CƯ�
MXULVWV��ZKHUHDV� WKH�SHRSOH�RI� ,UDT� �+DQDIƯ�DQG�+DQEDOƯ� MXULVWV��XVHG� WKH� WHUP�
0XۂƗUDEDK�ZLWK�WKH�VDPH�PHDQLQJ��,EQ�4XGƗPDK��������SS�����±������7KH�IRXU�
leading schools of jurisprudence have unanimously agreed that 0XۂƗUDEDK is 
permissible in 6KDUƯCDK based on evidence in the 4XU¶ƗQ, Sunnah and�,MPƗC of 
Muslim scholars. The evidence is as follows:

In the 4XU¶ƗQ, Allah says:

ௌ�ϝοϓ�ϥϣ�ϥϭϐΗΑϳ�νέϷ΍�ϲϓ�ϥϭΑέοϳ�ϥϭέΧ΁ϭ
«DQG�RWKHUV�ZKR�DUH�WUDYHOOLQJ�WKURXJK�WKH�ODQG�VHHNLQJ�WKH�ERXQW\�RI�$OODK�67

In another 4XU¶ƗQLF verse, Allah says;

�ϡϛϠόϟ�΍έϳΛϛ�ௌ�΍ϭέϛΫ΍ϭ�ௌ�ϝοϓ�ϥϣ�΍ϭϐΗΑ΍ϭ�νέϷ΍�ϲϓ�΍ϭέηΗϧΎϓ �ΓϭϠλϟ΍�Εϳοϗ�΍ΫΈϓ
ϥϭΣϠϔΗ

7KHQ� ZKHQ� WKH� SUD\HU� LV� ¿QLVKHG�� \RX� PD\� GLVSHUVH� WKURXJK� WKH� ODQG�
DQG�VHHN�WKH�ERXQW\�RI�$OODK�DQG�UHPHPEHU�$OODK�PXFK��WKDW�\RX�PD\�EH�
successful.68 

66 The appropriate periodic payments frequency will be determined by the central bank depending on the size of 
SLOLR. 

67  $O�0X]DPPLO: 20.
68  $O�-XPXCDK: 10.
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In the Sunnah�� LW� LV� UHSRUWHG�E\� ,EQ�0ƗMDK� IURP�6XKD\E�5�$�� WKDW� WKH�3URSKHW�
S.A.W. said:

ϊϳΑϠϟ�ϻ�ΕϳΑϠϟ�έϳόηϟΎΑ�έΑϟ΍�ρϼΧ΃ϭ�ΔοέΎϘϣϟ΍ϭ�ϝΟ΃�ϰϟ·�ϊϳΑϟ΍�ΔϛέΑϟ΍�ϥϬϳϓ�ΙϼΛ
7KHUH�DUH� WKUHH�EOHVVHG� WKLQJV��GHIHUUHG�VDOH��0XTƗUDGDK��DQG�PL[LQJ�RI�
EDUOH\�DQG�ZKHDW�IRU�KRPH�XVH�DQG�QRW�IRU�VDOH�69

As for the ,MPƗC, it was proven that a group of companions of the Prophet S.A.W. 
invested orphans’ property based on 0XۂƗUDEDK, and none objected to such a 
practice.

7KH�VXUYH\�¿QGLQJV��DV�SUHVHQWHG� LQ�6HFWLRQ���� LQGLFDWH� WKDW� WKHUH�DUH�FHUWDLQ�
jurisdictions that offer the SLOLR structured based on the 0XۂƗUDEDK contract. 
The practice seems similar to the 0XۂƗUDEDK Interbank Investment (MII) as 
practised in certain jurisdictions. In this arrangement, a surplus bank as 5DEE�
DO�0ƗO, or the funds provider, will place its excess funds for a limited period with 
D�GH¿FLW�EDQN��ZKLFK�LV�D�0XۂƗULE (or the manager of the funds), at a pre-agreed 
SUR¿W�VKDULQJ�UDWLR��,Q�OLQH�ZLWK�WKH�0XۂƗUDEDK principles, any losses will be borne 
by the surplus bank, as illustrated in Diagram 5.1.3.1. 

'LDJUDP����������7UDQVDFWLRQ�)ORZ�RI�WKH�0XۂƗUDEDK�6/2/5�0HFKDQLVP

Note: There could be some potential overlapping between activities (2) and (3).

Activities:
1. An illiquid IIFS requests an SLOLR facility from the central bank.
2. The central bank (5DEE�DO�0ƗO) injects liquidity under a 0XۂƗUDEDK� �SUR¿W�

sharing and loss-bearing) contract with the IIFS (0XۂƗULE) into a pool of 
funds mixed (or commingled) with the funds of other 5DEE�DO�0ƗO�(investment 
DFFRXQW�KROGHUV�RU�SUR¿W�VKDULQJ�LQYHVWPHQW�DFFRXQW����

69  An authentic +DGƯWK�UHSRUWHG�E\�,EQ�0ƗMDK�
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3. The IIFS provides good collateral, in the form of a 6KDUƯCDK-compliant asset, 
to the central bank for any negligence or operational risk.

4. The IIFS invests the pool of funds in the 6KDUƯCDK-compliant investment 
instruments and assets.

5. 7KH�,,)6�UHSD\V�WKH�SULQFLSDO�DPRXQW���SUR¿W�HDUQHG�WR�WKH�FHQWUDO�EDQN�DV�
SHU�WKH�DJUHHG�SUR¿W�VKDULQJ�UDWLR��DQG�DFFRUGLQJO\�WKH�FROODWHUDO�LV�UHOHDVHG�
by the central bank.70 

������ :DNƗODK�6/2/5�0HFKDQLVP

:DNƗODK refers to authorising another person to undertake any dealings on one’s 
behalf. 

The AAOIFI 6KDUƯCDK�6WDQGDUG�GH¿QHV�:DNƗODK as:
7KH�DFW�RI�RQH�SDUW\�GHOHJDWLQJ�WKH�RWKHU�WR�DFW�RQ�LWV�EHKDOI�LQ�ZKDW�FDQ�EH�
D�VXEMHFW�PDWWHU�RI�GHOHJDWLRQ���$$2,),��������S������

The :DNƗODK is basically a non-binding contract, whereby the principal or the 
agent may withdraw at any time by mutual agreement, unilateral termination, 
discharging the obligation, destruction of the subject matter, or the death or loss 
of legal capacity of the contracting parties.

In Islam, agency contracts are legally approved based on several pieces of 
evidence from the 4XU¶ƗQ, Sunnah and�,MPƗC.

Among the 4XU¶ƗQLF verses that allow this contract are the following:
1RZ�VHQG�RQH�RI�\RX�ZLWK�WKLV�PRQH\�WR�WKH�WRZQ��OHW�KLP�¿QG�RXW�ZKLFK�LV�
WKH�EHVW�IRRG�DQG�EULQJ�VRPH�WR�\RX�71

&RPPLVVLRQ� WZR� DUELWHUV�� RQH� �UHSUHVHQWDWLYH�� IURP� KLV� IDPLO\� DQG� RQH�
�UHSUHVHQWDWLYH��IURP�KHUV�72

$OPV�DUH�IRU�WKH�SRRU�DQG�WKH�QHHG\�DQG�WKRVH�HPSOR\HG�WR�DGPLQLVWHU�WKH�
funds.73

In general, these verses specify various types of agencies, which include 
appointing an agent (:DNƯO) to purchase food, an agent to be the arbitrator, 

70 This raises an important question: If the 0XۂƗULE IIFS made a loss, what would the 5DEE al-0ƗO (i.e. the central 
bank) do with the collateral? It should be noted that although the recognition of collateral is crucial to Islamic 
¿QDQFH��DV�LW�PD\�ORZHU�WKH�OLTXLGLW\�DQG�HQIRUFHDELOLW\�RI�WKH�FODLPV��QHYHUWKHOHVV��LQ�D�SUR¿W��DQG�ORVV�VKDULQJ�
contract (i.e. 0XۂƗUDEDK��� WKH� FROODWHUDO� FDQQRW� EH� DXWRPDWLFDOO\� H[HFXWHG� GXH� WR� WKH� ¿QDQFLDO� ORVVHV�� ,W� LV�
VWLOO�VXEMHFW�WR�DQ�DSSURYDO�WKDW�LQGLFDWHV�WKH�¿QDQFLDO�ORVV�UHVXOWHG�IURP�QHJOLJHQFH�RI�WKH�0XۂƗULE or normal 
business activities. This means that risk management issues should be given due consideration by the central 
bank.

71  $O�4XU¶ƗQ, 18: 19.
72  $O�4XU¶ƗQ, 4: 35.
73  $O�4XU¶ƗQ, 9: 60.
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and an agent to collect the obligatory charity (=DNƗK). In the Sunnah, there are 
several $KƗGƯWK that show the legality of the agency contract – among others, the 
authentic Hadith�UHSRUWHG�E\�DO�%XNKƗUƯ�DQG�0XVOLP�WKDW�WKH�3URSKHW�6�$�:��VHQW�
agents to collect =DNƗK��$O�+ƗNLP�QDUUDWHG�WKDW�WKH�SURSKHW�6�$�:��VHQW�C$PU�LEQ�
C8PD\\DK�DO�'ƗPLUƯ�DV�D�:DNƯO� WR�DVN�IRU� WKH�KDQG�RI�8PP�+DEƯEDK�ELQW�$Eǌ�
6XI\ƗQ�LQ�PDUULDJH�

In addition, there has been an ,MPƗC of Muslim scholars that permits the�:DNƗODK 
contract, due to people’s need (+ƗMDK) for aid in completing certain tasks that 
they are incapable of undertaking on their own (ISRA, 2012, pp. 272–273).

The SLOLR facility may also be structured using a :DNƗODK contract. Under a 
:DNƗODK agreement, the Muwakkil (central bank) appoints the investee bank 
(:DNƯO) as its agent to invest in 6KDUƯCDK-compliant transactions on behalf of the 
Muwakkil. The investee bank (i.e. illiquid and solvent IIFS), as the :DNƯO, will 
QRWLI\�WKH�LQYHVWLQJ�EDQN�RI�WKH�SUR¿WV�H[SHFWHG�WR�EH�JHQHUDWHG�XSRQ�SODFHPHQW�
RI�IXQGV��$Q\�SUR¿WV�H[FHHGLQJ�WKH�TXRWHG�H[SHFWHG�SUR¿WV�ZLOO�EH�UHWDLQHG�DV�DQ�
incentive by the investee bank. The investee bank (IIFS) is also entitled to draw 
an agency fee from the incentive obtained. The investing bank (central bank), 
as principal, shall bear all risks associated with the transactions except for those 
risks resulting from the investee bank’s wilful act or gross negligence. In order to 
address the negligence, the investing bank (central bank) can require the investee 
bank (IIFS) to provide collateral in the form of a 6KDUƯCDK-compliant asset.

7KH�IRUPXOD�WR�FDOFXODWH�WKH�SUR¿W�SD\DEOH��L�H��H[SHFWHG�SUR¿W��WR�WKH�LQYHVWLQJ�
bank (i.e. central bank) under the :DNƗODK mechanism is similar to that in the 
0XۂƗUDEDK SLOLR mechanism. The simple operational structure of the :DNƗODK 
SLOLR mechanism is illustrated in Diagram 5.1.4.1.

Note: Before activity (2), the IIFS provides good collateral, in the form of a 
6KDUƯCDK-compliant asset, to the central bank for any negligence or operational 
risk.

Diagram 5.1.4.1: Transaction Flow of the :DNƗODK SLOLR Mechanism
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Activities:
1. An illiquid Islamic bank (IIFS) requests an SLOLR facility from the central bank.
2. The central bank (Muwakkil) appoints the IIFS (:DNƯO) as its agent to invest in 

6KDUƯCDK-compliant transactions on its behalf.
3. The IIFS, as the :DNƯO��ZLOO�QRWLI\�WKH�FHQWUDO�EDQN�RI�WKH�SUR¿WV�H[SHFWHG�WR�EH�

generated upon placement of funds. 
4. The IIFS invests the pool of funds in the 6KDUƯCDK-compliant investment 

instruments and assets.
5. $Q\� SUR¿WV� H[FHHGLQJ� WKH� TXRWHG� H[SHFWHG� SUR¿WV� ZLOO� EH� UHWDLQHG� DV� DQ�

incentive by the IIFS. 
6. The IIFS is also entitled to draw an agency fee from the incentive obtained. 

5.2 Key Supervisory Considerations in 6KDUƯCDK-compliant Structures for 
LOLR

As highlighted in section 4.4.1, the key issue for RSAs in the development of 
an SLOLR is identifying the appropriate 6KDUƯCDK�FRPSOLDQW� ¿QDQFLDO� FRQWUDFW�
WR�EH�HPSOR\HG��ZKLFK�VDWLV¿HV�WKH�56$¶V�UHTXLUHPHQWV�WR�SURYLGH�HPHUJHQF\�
OLTXLGLW\�DVVLVWDQFH�WR�WKH�,,)6�DQG�D�OHYHO�SOD\LQJ�¿HOG�IRU�WKH�LQGXVWU\��7KLV�LV�WR�
ensure that the central bank is not at a disadvantage when it comes to lending 
to IIFS, compared with conventional banks. There are also issues that require 
FODUL¿FDWLRQ�RQ�WKH�XVDJH�RI�D�VSHFL¿F�VWUXFWXUH�RU�FRQWUDFW�IRU�GLIIHUHQW�GXUDWLRQV�
of the SLOLR purposes.  

Within the above potential structures for SLOLR, risk management issues should 
be given due consideration by RSAs in providing an SLOLR, such as credit, 
reputational and legal risk. In this respect, appropriate measures should also be 
established to mitigate moral hazard. The provision of an SLOLR has the potential 
to give rise to moral hazard, particularly where control of an IIFS remains with the 
existing shareholders. This being so, RSAs should at all times impose strict terms 
and conditions on the IIFS, including post-implementation monitoring to ensure 
adherence to those terms and reduce the incidence of moral hazard.

In the light of the potential structures presented in section 5.1, it is worth noting that 
each structure has its own merits and weaknesses which should be considered 
by the RSAs when developing SLOLR facilities. For instance, for 4DUۂ�DO�+DVDQ, 
WKH�LVVXH�LV�WKDW�RI�D�OHYHO�SOD\LQJ�¿HOG�LQ�WHUPV�RI�FRVW�RI�IXQGLQJ��7KLV�VWUXFWXUH�
PD\�QRW�SURYLGH�DQ\�¿QDQFLDO�LQFHQWLYH�WR�WKH�56$V�LQ�JUDQWLQJ�DQ�6/2/5�IDFLOLW\�
WR�WKH�,,)6�RWKHU�WKDQ�IXO¿OOLQJ�WKH�UROH�RI�/2/5�DQG�HQVXULQJ�¿QDQFLDO�VWDELOLW\��DV�
discussed in section 3.1. The RSA may, however, charge the IIFS administration 
fees for the (4DUۂ) facility to recover the cost of the transaction, rather than 
JHQHUDWLQJ�DQ\�SUR¿WV�RXW�RI�WKH�IDFLOLW\��7KLV�VWUXFWXUH�PD\�EH�PRUH�VXLWDEOH�IRU�
short-term loans (i.e. overnight or intraday). 
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On the other hand, while CMT offers a more certain intraday or overnight return 
�L�H��SUR¿W� LV� UHODWLYHO\�JXDUDQWHHG�� WKDQ�WKH�ELODWHUDOO\�QHJRWLDWHG�SUR¿W�VKDULQJ�
ratio of the 0XۂƗUDEDK interbank trade, there is the issue of tradability, either 
over-the-counter or through the formal interbank market or secondary market, 
which limits the use of CMT-based instruments that are non-tradable; hence, 
such instruments are of necessity held to maturity. This is an important factor. 
Nevertheless, in the case of a 0XۂƗUDEDK-based facility, while in principle the 
FRQWUDFWV�DUH� WUDGDEOH�� LW� LV�FKDOOHQJLQJ� WR�FRPSXWH�RU�PHDVXUH�SUR¿WV� IRU�YHU\�
short-term periods and accordingly to develop an interbank yield curve (including 
WKH�GHWHUPLQDWLRQ�RI�D�SUR¿W�VKDULQJ� UDWLR� IRU� LQWUDGD\�RU�RYHUQLJKW� IXQGLQJ�� IRU�
such contracts. 

Therefore, RSAs’ success in using 0XۂƗUDEDK and :DNƗODK investment for 
SLOLR purposes will depend upon the existence of appropriate mechanisms 
�IUDPHZRUNV�� IRU� WKH�GHWHUPLQDWLRQ�RI� UHTXLUHG�SUR¿W�VKDULQJ� UDWLRV��DV�ZHOO� DV�
having in place the necessary frameworks to mitigate the moral hazard problem 
that is inevitable in these structures. Thus, these structures may not seem to 
EH�DWWUDFWLYH� WR�56$V� IRU� WKH�VLPSOH� UHDVRQ� WKDW� WKH\�DUH�QRW�DEOH� WR� IXO¿O� WKH�
economic fundamentals of SLOLR.74 

In the light of the above discussion, this paper recommends that the following 
structures, with appropriate collateral requirements, be used for the purposes 
described:

1. 4DUۂ to be used for overnight funding.
2. Collateralised CMT to be used for intraday and short-term funding (i.e. up  

to one week). 
3. 0XۂƗUDEDK or :DNƗODK� to be used for longer-term (i.e. up to 30 days or  

more) liquidity provision. 

5.3 Another Potential Structure for SLOLR: 7DNƗIXO Mechanism and 
Partnership (0XVKƗUDNDK) Contract 

Habib Ahmed and Umar Chapra (2006, p. 94) propose a unique structure of 
SLOLR which is more and less similar to the 7DNƗIXO�scheme. This model can 
be structured via setting up a mutual cooperative fund by the central bank to be 
participated in by the IIFS in their respective jurisdictions. The special fund aims 
at providing the ELA for the participating banks whenever needed. According to 
the authors:

74 Aldohni (2011) also argues that the 0XۂƗUDEDK contract is highly unlikely to be accepted by the RSA, as it 
is based on a special kind of partnership that requires the central bank to bear the losses, if any. He further 
explains that an illiquid IIFS will not be in a position to require such a compromise from the central bank. As 
such, CMT could be seen as a more suitable solution. 
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�Ωϧϋ�ϑέΎλϣϠϟ�ϙέΗηϣϟ΍�ϝϳϬγΗϟ΍�ϡϳΩϘΗϟ�Δϳίϛέϣϟ΍�ϑέΎλϣϟ΍�ϯΩϟ�ϡΎϋ�ϲϟΎϣ�˯Ύϋϭ�ΩΎΟϳ·�ϲϓ�έυϧϟ΍�έΩΟϳ�Ωϗϭ
�ϪόοΗϭ�ΎϬό΋΍Ωϭ�ΔΑγϧ�ϥϣ�ΩΩΣϣ�έΩϘΑ�ΔϣϫΎγϣϟ΍�ϰϠϋ�ΎϬϧϳΑ�Ύϣϳϓ�ϕϔΗΗ�ϥ΃�ϑέΎλϣϟ΍�ϊϳϣΟ�ϥϣ�ΏϠρϳ�Ωϗϭ��ΔΟΎΣϟ΍
�ϲϓ�ϕΣϟ΍�ΎϬϟ�ϥϭϛϳ�ϥ΃�ϙϟΫ�ϊΑΗϳϭ��ϲϣ΍ίϟϹ΍�ϲρΎϳΗΣϻ΍�ΕΎΑϠρΗϣ�ΔϟΎΣ�ϲϓ�ϝόϔΗ�ΎϣϠΛϣ�ˬϙέΗηϣϟ΍�˯Ύϋϭϟ΍�΍Ϋϫ�ϲϓ
�ΕϼϳϬγΗϟ΍�ϩΫϬϟ�ϲϓΎλϟ΍�ϡ΍ΩΧΗγϻ΍�ϥϭϛϳ�ϥ΃�Δρϳέη�ˬΎϬϳϠϋ�Ω΋΍ϭϓ�ϊοϭ�έϳϏ�ϥϣ�˯Ύϋϭϟ΍�΍Ϋϫ�ϥϣ�ν΍έΗϗϻ΍
�΢ϣγϳ�Ωϗ�ΕΎϣίϷ΍�ΕΎϗϭ΃�ϲϓϭ��ΓΩΩΣϣ�Δϳϧϣί�ΓέΗϓ�ϝϼΧ��ΕΎϣϫΎγϣϟ΍�ίϭΎΟΗΗ�ϻ�ΕΎΑϭΣγϣϟ΍�ϥ΃�ϱ΃��΍έϔλ
�ΔρΧϭ�έ΍Ϋϧ·ϭ�ˬΔΑγΎϧϣ�ΕΎΑϭϘϋ�ΩϭΟϭ�ϊϣ�ˬΎϬϔϘγ�ίϭΎΟΗΗ�ϥ΃�ΔϛέΗηϣϟ΍�ϑέΎλϣϟ΍�ΩΣϷ�ϱίϛέϣϟ΍�ϑέλϣϟ΍
��ϱϭΑέϟ΍��ϲϟΎΣϟ΍�έΎρϹ΍�ϝ΍ΩΑΗγϻ�Δϣυϧϣ�Γέϭλ�Ύϣ�ΔϘϳέρΑ�ϥϭϛϳγ�ΏϳΗέΗϟ΍�΍Ϋϫϭ��ΔϟϭϘόϣ�ΔϳΣϳΣλΗ�ϝϣϋ

�ΔϘΑΎγϟ΍�έϭλόϟ΍�ϲϓ�ΔϓέΎϳλϟ΍�ργϭ�ΩΎγ�ϱΫϟ΍ϭ�ϝΩΎΑΗϣϟ΍�ϥϭΎόΗϟ΍�ϡΎυϧΑ
,W� PD\� EH� ZRUWKZKLOH� WR� FRQVLGHU� FUHDWLQJ� D� JHQHUDO� PRQHWDU\� IXQG� DW�
WKH� FHQWUDO� EDQN¶V� OHYHO� IRU� WKH� SXUSRVH� RI� SURYLGLQJ� >D@� PXWXDO� IDFLOLW\�
IRU� EDQNV� ZKHQ� QHFHVVDU\�� $OO� EDQNV� PD\� EH� UHTXLUHG� WR� HQWHU� LQWR� D�
FROOHFWLYH�DJUHHPHQW�DPRQJ�WKHPVHOYHV�WR�FRQWULEXWH�IXQGV�ZLWK�>D@�VSHFL¿F�
SHUFHQWDJH�RI�WKHLU�GHSRVLWV��WKHQ�WR�SODFH�WKH�IXQGV�LQWR�WKLV�PXWXDO�SRRO�
RI�IXQGV��DV�SHU�WKH\�GR�IRU�WKH�VWDWXWRU\�UHVHUYH�UHTXLUHPHQWV��7KH�EDQNV�
WKHQ�KDYH�WKH�ULJKW�WR�ERUURZ�IURP�WKLV�IXQG�ZLWKRXW�LQWHUHVW��SURYLGHG�WKDW�
the net use of these facilities is zero (i.e. withdrawals do not exceed the 
WRWDO�DPRXQW�RI�FRQWULEXWLRQV��GXULQJ�D�VSHFL¿F�SHULRG�RI� WLPH��'XULQJ� WKH�
WLPH�RI� OLTXLGLW\�FULVLV�� WKH�FHQWUDO�EDQN�PD\�DOORZ�DQ� LOOLTXLG�EDQN�DPRQJ�
WKHVH�SDUWLFLSDWLQJ�EDQNV�WR�ERUURZ�>LQ�H[FHVV�RI@�WKH�PD[LPXP�UDWH��DORQJ�
ZLWK�DSSURSULDWH�SHQDOWLHV��ZDUQLQJ�DQG�UHDVRQDEOH�FRUUHFWLYH�DFWLRQ�SODQ��
7KLV�DUUDQJHPHQW�VRPHKRZ�ZLOO�EH�D�V\VWHPDWLF�LOOXVWUDWLRQ�LQ�UHSODFLQJ�WKH�
H[LVWLQJ�GLVFRXQW�ZLQGRZ��LQWHUHVW�EDVHG��ZLWK�D�PXWXDO�FRRSHUDWLYH�V\VWHP��
ZKLFK�KDV�GRPLQDWHG�DPRQJ�EXVLQHVVHV�LQ�SUHYLRXV�DJHV�

However, the authors further commented that the proposed scheme might be 
controversial from the 6KDUƯCDK perspective because it is viewed as being similar 
to 4XUǌ�0ۂXWDEƗGDODK (reciprocal loans)75 which are considered unacceptable by 
VRPH�0XVOLP�MXULVWV��GXH�WR�LWV�UHVHPEODQFH�WR�WKH�SUDFWLFH�RI�UHFHLYLQJ�D�EHQH¿W�
for a loan extension which is tantamount to 5LED, in accordance with the following 
Islamic legal maxim:

ΎΑέϟ΍�ϭϬϓ�Ύόϔϧ�έΟ�νέϗ�ϝϛ
$Q\�ORDQ�WKDW�JHQHUDWHV�EHQH¿WV�>WKH�OHQGHU@�LV�5LED

75� 6RPH�RI�WKH�0XVOLP�MXULVWV�GR�QRW�¿QG�WKLV�VWUXFWXUH�WR�EH�DFFHSWDEOH�EHFDXVH�LW�DSSHDUV�WR�WKHP�DV�D�IRUP�
of reciprocal lending (4XUǌ�0ۂXWDEƗGDODK���ZKLFK� LV� OLNH�GHULYLQJ�EHQH¿W� IURP�D� ORDQ�H[WHQVLRQ��DQG�KHQFH�
is equivalent to interest. However, some other highly respectable Muslim jurists have allowed this structure, 
SURYLGHG�WKDW� LW�GRHV�QRW� LQYROYH�WKH�WDNLQJ�DQG�JLYLQJ�RI� LQWHUHVW��$KPDG�DQG�$Eǌ�*KXGGDK��������S��������
Mutual assistance of this kind is a form of cooperative insurance, whereby the banks provide themselves with 
protection in case of need. Such cooperation had prevailed in Muslim history between businesses in the form 
of what was then called ,EۂƗCor %LۂƗCDK.
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With regard to this 6KDUƯCDK issue, the authors pointed out that:

�ϲϟΩΎΑΗϟ΍�ν΍έΗϗϻ΍�ϝΎϛη΃�ΩΣ΄ϛ�ϡϬϟ�ϭΩΑϳ�Ωϗ�ϪϧϷ�Ύϋέη�ϝϭΑϘϣ�έϳϏ�˯΍έΟϹ΍�ϙϟΫ�ϥ΃�˯ΎϬϘϔϟ΍�νόΑ�ΩΟϳ�Ωϗ
�ϥϣ�ϥϛϟϭ��ΓΩ΋ΎϔϟΎΑ�Ύ΋ϓΎϛϣ�ϲϟΎΗϟΎΑϭ�ˬνέϗ�ϥϣ�Δόϔϧϣ�ϰϠϋ�ϝϭλΣϟ΍�ϝΛϣ�Ϫϧ΃�ϡϬϟ�ϲϧόϳ�Ύϣϣ��ΔϟΩΎΑΗϣ�νϭέϗ�
�ϑέΎλϣϟ΍�ϊϳρΗγΗ�ϪϟϼΧ�ϥϣ�ˬϲϧϭΎόΗϟ΍�ϥϳϣ΄Ηϟ΍�ϝΎϛη΃�ΩΣ΃�Ϫϧ΃�ϰϠϋ�˯΍έΟϹ΍�΍ΫϬϟ�έυϧϳ�ϥ΃�ϥϛϣϳ�ϯέΧ΃�ΔϳΣΎϧ
��ϝ΍ϭϣϷ΍�ϩΫϬϟ�ϪΗέ΍Ω·�ϥϣ�Ω΋Ύϋ�ϱ΃�ϰϠϋ�ϝλΣϳ�ϻ�ϱίϛέϣϟ΍�ϑέλϣϟ΍�ϥ΃ϭ�ˬΔΟΎΣϟ΍�Ωϧϋ�ΎϬγϔϧϟ�ΔϳΎϣΣ�έϓϭΗ�ϥ΃
�Γέϭλ�ϲϓ�ϝΎϣϋϷ΍�Ε΂ηϧϣ�ϥϳΑ�ϲϣϼγϹ΍�ΦϳέΎΗϟ΍�ϲϓ�έηΗϧ΍�Ωϗ�ΔόϳΑρϟ΍�ϩΫϬΑ�ϲϟΩΎΑΗϟ΍�ϥϭΎόΗϟ΍�ϥϣ�ωϭϧϟ΍�΍Ϋϫϭ

ΔϋΎοΑ��ϭ΃�ωΎοΑϹΎΑ�ϥϳΣϟ΍�ϙϟΫ�ϲϓ�ϰϣγϳ�ϥΎϛ�Ύϣ
6RPH�0XVOLP�MXULVWV�PD\�¿QG�WKDW�WKLV�SURFHGXUH�LV�XQDFFHSWDEOH�IURP�WKH�
6KDUƯCDK� SRLQW� RI� YLHZ� EHFDXVH� LW�PLJKW� EH� VHHQ� DV� D� IRUP� RI� UHFLSURFDO�
OHQGLQJ��ZKLFK�PHDQV�UHFHLYLQJ�EHQH¿W�IURP�>D@�ORDQ��WKHUHIRUH�WDQWDPRXQW�
WR�5LED��+RZHYHU�� IURP�DQRWKHU�SRLQW�RI�YLHZ�WKLV�SURFHGXUH�FDQ�EH�VHHQ�
DV�D�IRUP�RI�FRRSHUDWLYH�LQVXUDQFH��LQ�ZKLFK�EDQNV�FDQ�SURYLGH�SURWHFWLRQ�
IRU� WKHPVHOYHV� ZKHQ� QHFHVVDU\�� DQG� WKDW� WKH� FHQWUDO� EDQN� GRHV� QRW� JHW�
DQ\� UHYHQXH� IURP� WKH� PDQDJHPHQW� RI� WKHVH� IXQGV�� 7KLV� W\SH� RI� PXWXDO�
FRRSHUDWLRQ� KDV� EHHQ� ZLGHO\� VSUHDG� DPRQJ� EXVLQHVVHV� LQ� WKH� FODVVLFDO�
,VODPLF�KLVWRU\��LQ�WKH�IRUP�RI�ZKDW�ZDV�SUHVHQWO\�FDOOHG�,EۂƗC�RU�PHUFKDQGLVH��
(Chapra and Ahmed, 2006, p. 94)

Another more plausible alternative could be the partnership (0XVKƗUDNDK) contract. 
The central bank, by providing emergency liquidity, is in substance entering into 
a partnership contract. The central bank as a partner can now dictate terms and 
FRQGLWLRQV��7KH�SUR¿W��VKDULQJ�UDWLR�FRXOG�EH�VXLWDEO\�WLSSHG�WRZDUGV�WKH�FHQWUDO�
bank so that it could also serve as a penalty and to discourage applications from 
other banks. A 0XVKƗUDNDK contract will not require the central bank to be the 
only party to bear losses. Both the IIFS that needs emergency funds and the 
central bank will share the losses. In this way the problem that arises from the 
0XۂƗUDEDK contract, where the central bank as a 6ƗKLE�DO�0ƗO would alone bear 
losses, is avoided.
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6.0 CONCLUSION AND THE WAY FORWARD

6.1 Conclusion 

7KH�DYDLODELOLW\�RI�DQ�6/2/5�KDV�EHFRPH�D�EDVLF�QHHG�IRU�WKH�,VODPLF�¿QDQFLDO�
V\VWHP�DV�SDUW�RI�DQ�,VODPLF�¿QDQFLDO�VDIHW\�QHW�LQIUDVWUXFWXUH�GHVLJQHG�WR�ZLWKVWDQG�
any possible liquidity shock that could potentially throw otherwise sound IIFS into 
solvency problems. This paper shows how IIFS may become vulnerable if they 
DUH� QRW� HTXLSSHG�ZLWK� VXI¿FLHQW�PHDVXUHV� LQ� WKH� HYHQW� RI� OLTXLGLW\� WXUEXOHQFH��
In this respect, the paper addresses the 6KDUƯCDK perspectives related to the 
provision of LOLR facilities by central banks, as well as examining the existing 
status of the SLOLR facilities in various jurisdictions. It also suggests some 
potential structures for developing SLOLR facilities.

An SLOLR facility is a 6KDUƯCDK-compliant alternative to a conventional LOLR 
facility available from central banks in their capacity as LOLR to “illiquid” IIFS that 
FDQQRW�¿QG�DQ\�RWKHU�VRXUFHV�RI�OLTXLG�IXQGV��$V�ZLWK�WKH�SUDFWLFH�IRU�FRQYHQWLRQDO�
troubled (i.e. incipiently insolvent) banks, the extension of an SLOLR facility to 
WURXEOHG�,,)6�VKRXOG�EH�DW�WKH�GLVFUHWLRQ�RI�WKH�FHQWUDO�EDQN�VXEMHFW�WR�ZHOO�GH¿QHG�
qualifying criteria. 

Even with the presence of an Islamic interbank market, which only exists in a few 
jurisdictions, the SLOLR facility is highly important. IIFS, like their conventional 
counterparts, are subject to liquidity shortages while not insolvent, and given the 
absence of a well-established Islamic interbank market, an SLOLR seems to 
be the only way in which they can obtain a liquidity injection when it is needed 
(Aldohni, 2011).

7KH�UHVXOWV�RI�WKH�VXUYH\�FRQGXFWHG�UHÀHFW�D�VWURQJ�YLHZ�IURP�PDQ\�56$V�RQ�WKH�
non-availability of an SLOLR facility compared to conventional LOLR facilities. 
This leads the RSAs to place IIFS and their conventional counterparts on an 
HTXDO�IRRWLQJ�ZLWK�UHVSHFW�WR�WKHLU� LPSRUWDQFH�LQ�¿QDQFLDO� LQWHUPHGLDWLRQ�GXH�WR�
prudential and stability reasons.

Although there is evidence of the existence of SLOLR facilities in only a 
minority of the jurisdictions, the supervisory assessments of the pre-conditions 
IRU� GHYHORSLQJ� DQ� 6/2/5� IDFLOLW\� UHÀHFW� VRPH� RSWLPLVP��This indicates the 
increasing importance of the need to have SLOLR facilities in place to 
ensure the soundness and stability of IIFS, and the IFSI in general. This 
QHHG�LV�SDUDPRXQW�GXULQJ�WLPHV�RI�HFRQRPLF�DQG�¿QDQFLDO�FULVLV��There is 
also an increasing recognition of the need to have clear SLOLR policy documents, 
LQ�RUGHU�WR�GH¿QH�WKH�VWUXFWXUHV��PHFKDQLVPV�DQG�VSHFL¿F�FULWHULD�IRU�GHYHORSLQJ�
these facilities.
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Since the outright objective of providing SLOLR facilities is to protect IIFS from 
failing, given the adverse social (system-wide) consequences that this would 
have, it is thus viewed that such an act is in line with the perspective of 0DTƗVLG�
DO�6KDUƯCDK�� VSHFL¿FDOO\� IURP� WKH�0DTƗVLG� DO�6KDUƯCDK� DO�.KƗVVDK standpoint. 
The renunciation of such an ELA provision could not only lead to the failure of one 
or more IIFS, but also damage the reputation of the IFSI as a whole. An LOLR 
facility is also seen as being analogous to the provision of .DIƗODK�by the central 
bank. It also furthers the principle of 6L\ƗVDK�6KDUCL\\DK�in its role of maintaining 
WKH�VWDELOLW\�RI�WKH�QDWLRQ¶V�PRQHWDU\�DQG�¿QDQFLDO�V\VWHP��ZKLFK�LV�UHJDUGHG�DV�
a matter of public interest (0DVƗOLK�0XUVDODK). In addition, the role of the central 
bank in supervising banking activities can be deemed consistent with the spirit 
of +LVEDK in Islamic political history.76 In the case of market intervention by the 
FHQWUDO� EDQN� IRU� WKH� SXUSRVH� RI� PDLQWDLQLQJ� RQJRLQJ� ¿QDQFLDO� DQG� PRQHWDU\�
stability, such an action is thus recognised by the 6KDUƯCDK, based on the legal 
exemption given to a +LVEDK institution.

$V�ZLWK� WKH� IHDWXUHV� RI� RWKHU� ,VODPLF� ¿QDQFLDO� SURGXFWV�� WKH� H[LVWLQJ� SURYLVLRQ�
of an LOLR facility at the central bank should be adapted to 6KDUƯCDK rules and 
SULQFLSOHV�� 7KLV� PHDQV� IXO¿OOLQJ� WKH� EDVLF� UHTXLUHPHQWV� RI� �L�� EHLQJ� IUHH� IURP�
interest or 5LED; and (ii) using 6KDUƯCDK-compliant eligible good collateral. 

With regard to collateral, it is important that central banks be prepared to accept 
those highly rated 6KDUƯCDK-compliant assets that are available, including IILM 
6XNǌN�and other securities that meet at least the Basel III criteria for Level 2A 
assets, taking account of the alternative liquidity approaches (ALA) set out in 
the document 7KH� /LTXLGLW\�&RYHUDJH�5DWLR� DQG� OLTXLGLW\� ULVN�PRQLWRULQJ� WRROV�
(January 2013).

Based on the results of the survey conducted� it has been established that an 
SLOLR facility is feasible and can be structured using several 6KDUƯCDK-compliant 
structures, including 4DUۂ� DO�+DVDQ, Tawarruq or commodity 0XUƗEDKDK, 
0XۂƗUDEDK and 0XVKƗUDNDK��+RZHYHU��56$V�VKRXOG�NHHS�LQ�PLQG�WKDW�¿QGLQJ�
suitable structures and instruments remains an ongoing challenge and is subject 
to further research. Furthermore, while providing SLOLR facilities is useful 
in itself, having in place a robust banking supervisory framework is also 
FUXFLDO��7KH�56$V�ZKR�GR�QRW�KDYH�VXI¿FLHQW�H[SHULHQFH�LQ�UHJXODWLQJ�DQG�
GHDOLQJ�ZLWK�,VODPLF�¿QDQFH�DFWLYLWLHV�LQ�WKHLU�UHVSHFWLYH�MXULVGLFWLRQ�PD\�
¿QG�LW�PRUH�FKDOOHQJLQJ�WR�GHYHORS�DQ�6/2/5�IDFLOLW\�

76 The +LVEDK institution is among the authorities by which rulers exercise their power in consideration of the 
public interest. Since the +LVEDK is under the purview of 6L\ƗVDK�6KDUCL\\DK, there has been a legal exemption 
(Rukhsah) from the general rule (‘$]ƯPDK��LQ�LWV�LPSOHPHQWDWLRQ�RI�DQ\�SROLF\�ZKLFK�LV�YLHZHG�DV�EULQJLQJ�EHQH¿W�
and preventing harm to the public, although the action might normally be disallowed by the 6KDUƯCDK�
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6.2 The Way Forward 

The development of an SLOLR facility has become more important to the IFSI 
DV�WKH�LQGXVWU\�KDV�EHFRPH�ODUJHU�DQG�PRUH�LQWHJUDWHG�ZLWK�WKH�JOREDO�¿QDQFLDO�
system. Such integration has fostered the spreading of risks, through contagion 
PHFKDQLVPV�� DV� HYLGHQFHG� LQ� WKH� ¿QDQFLDO� DQG� HFRQRPLF� FULVLV�� IURP� WKH�
FRQYHQWLRQDO�¿QDQFLDO�V\VWHP�WR�WKH�,)6,��$OWKRXJK�,,)6�ZHDWKHUHG�WKH�VWRUP�LQ�
WKH�¿UVW��¿QDQFLDO��SKDVH�RI�WKH�FULVLV��WKH\�ZHUH�QRW�LPPXQH�IURP�WKH�VLJQL¿FDQW�
impact of the second (economic) phase. Different mechanisms have been 
used by RSAs to inject liquidity into the market for liquidity management. In the 
absence of an SLOLR, IIFS would be more vulnerable to liquidity problems as 
liquidity instruments in the interbank market dry up. With an effective SLOLR and 
D�UREXVW�FULVLV�PDQDJHPHQW�IUDPHZRUN�LQ�SODFH��PDUNHW�FRQ¿GHQFH�LQ�WKH�,)6,�
will be further strengthened. 

In endorsing the above perspectives, IFSB-12 recommends that RSAs should 
provide greater clarity of their roles in both normal and stressed times. For 
instance, RSAs can be more explicit regarding their response to a liquidity crisis, 
E\� GH¿QLQJ� WKH� W\SH� RI�6KDUƯCDK-compliant collateral that can be pledged, the 
limits applicable to various types of eligible 6KDUƯCDK-compliant collateral, and 
SRVVLEOH�GXUDWLRQV�RI�WKH�¿QDQFLQJ�WKDW�ZRXOG�EH�SURYLGHG��

It should be noted that the SLOLR facilities are not designed by the RSAs for 
liquidity purposes under a normal setting; rather, they are a means to provide 
emergency liquidity to an eligible IIFS in stressed market conditions after the IIFS 
has examined other potential sources to tap in order to meet its demand for funds.77 
Nonetheless, the absence of domestic Islamic money markets, and the lack of 
tradable 6KDUƯCDK-compliant, short-term money market instruments, have been 
seen as key challenges for both monetary operations and liquidity management 
of IIFS. The availability of various 6KDUƯCDK-compliant instruments (such as short-
term and long-term 6XNǌN�DQG�6KDUƯCDK-compliant repo alternatives) by RSAs 
would strengthen the liquidity of IIFS.

The development of an SLOLR is critical in promoting the resilience and stability 
of the IFSI and needs to be supported by concurrent measures to strengthen 
prudential regulations and supervision, while further improving resolution and 
insolvency frameworks. 

The efforts by the supervisory authorities to develop an SLOLR should involve 
the commercial, private-sector banks and market participants at the development 

77 Therefore, the SLOLR should be solely focused on emergency liquidity assistance which is applicable only 
in times of banking panics, and should not confuse this with the short-term liquidity needs of the IIFS. Further 
to this, it is also important to differentiate between the emergency liquidity assistance (in the form of SLOLR) 
offered by the RSA and liquidity management from a monetary perspective. 
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stage so that any solutions are tailored for the highest level of practicality and 
usefulness, from their point of view. 

Based on the preliminary results as discussed in the paper, there is a need to 
document the ongoing progress of developing SLOLR facilities by RSAs through 
further research, which may result in developing guiding principles for SLOLR 
mechanisms.   
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APPENDICES 

APPENDIx 1: LIST OF RSAS PARTICIPATING IN THE SURVEY 

NO. RSAs PARTICIPATING IN THE SURVEY78

FU
LL

1 Bangladesh Bank, Bangladesh 
2 Autoriti Monetari Brunei Darussalam, Brunei
3 Central Bank of Egypt, Egypt
4 Bank Indonesia, Indonesia
5 Central Bank of the Islamic Republic of Iran, Islamic Republic of Iran
6 Central Bank of Jordan, Jordan
7 Central Bank of Kuwait, Kuwait
8 Bank Negara Malaysia, Malaysia
9 Maldives Monetary Authority, Maldives
10 Bank of Mauritius, Mauritius
11 Bank Al-Maghrib, Morocco
12 Central Bank of Nigeria, Nigeria
13 State Bank of Pakistan, Pakistan
14 Qatar Central Bank, Qatar
15 Saudi Arabian Monetary Agency, Saudi Arabia
16 Monetary Authority of Singapore, Singapore
17 Central Bank of Sudan, Sudan
18 Central Bank of The Republic of Turkey, Turkey
19 Banking Regulation and Supervisory Agency, Turkey
20 Central Bank of the United Arab Emirates, United Arab Emirates
21 Dubai Financial Services Authority, United Arab Emirates

A
SS

O
C

IA
TE

22 The People’s Bank of China, China
23 Hong Kong Monetary Authority, Hong Kong SAR
24 National Bank of Kazakhstan, Kazakhstan
25 Banque du Liban, Lebanon
26 Banque Centrale du Luxembourg, Luxembourg
27 Palestine Monetary Authority, Palestine
28 Bangko Sentral ng Pilipinas, Philippines
29 Qatar Financial Centre Regulatory Authority
30 Bank of Zambia, Zambia

O
B

SE
R

VE
R

31 Da Afghanistan Bank, Afghanistan 
32 Bank of Japan, Japan
33 Financial Supervisory Service, Korea
34 Central of Oman, Oman
35 Ministry of Economy and Finance, Senegal
36 National Bank of Tajikistan, Tajikistan

78  The remaining two RSAs who did not participate in the survey were Banque Centrale De Djibouti and the 
Central Bank of Bahrain.
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APPENDIx 3:   DEFINITIONS

%D\C�DO�C,QDK A sale and buy-back contract. In this case, A agrees to buy 
an asset from B for a given price (on credit) and then sells the 
same asset to B (for cash but at a lower price).

&RPPRGLW\�
0XUƗEDKDK 
transactions

The term “Commodity� 0XUƗEDKDK� transactions (CMT) 
as a tool for liquidity management” means a� 0XUƗEDKDK�
based purchase and sale transaction of 6KDUƯCDK-compliant 
commodities, whether on cash or deferred payment terms.

'DUǌUL\\DK %HQH¿WV� RI� OLIH� XSRQ� ZKLFK� SHRSOH� HVVHQWLDOO\� GHSHQG��
FRPSULVLQJ� WKH� ¿YH� SXUSRVHV� RI� WKH� 6KDUƯCDK: faith, life, 
intellect, progeny and property. If these purposes are ignored, 
then consistency and order cannot be established, chaos shall 
prevail in this world, and there will be apparent loss in the 
Hereafter.

)DWZD The embodiment of religious decrees, edicts, opinions or 
judgment based on scholarly discussions derived from 
religious sources.

)LTK The Islamic term for “jurisprudence”. It refers to the whole 
corpus of Islamic jurisprudence. It may also be termed “the 
jurists’ understanding of the 6KDUƯCDK”. It comprises, among 
other things, the exercise of intelligence in deciding a point of 
law in the absence of a binding text of the 4XU¶ƗQ or the Sunnah.

)LTK�����������������������
DO�0XCƗPDOƗW

,VODPLF�FRPPHUFLDO�MXULVSUXGHQFH�RU�MXULVSUXGHQFH�RI�¿QDQFLDO�
transactions.

*KDEQ�
)ƗKLVK

A situation when the seller falsely presents the item he is 
peddling as being perfect, or hides a defect in a good offered 
for sale, such that no one would buy the good at that price 
if the defect were known. Deception is one of the causes of 
being duped.

Gharar Something that has a hidden result. It also means something 
for which the probability of obtaining it and not obtaining it are 
about the same, or the acquisition of which is uncertain and 
the true nature of which is unknown. It has three forms: huge, 
moderate and slight.

+DGƯWK Sayings, deeds and endorsements of the Prophet Muhammad 
S.A.W. narrated by his companions. It is the highest authority 
after the 4XU¶ƗQ in the hierarchy of Islamic sources.

+ƗML\\DK %HQH¿WV� WKDW�FRPSOHPHQW� WKH�HVVHQWLDO�EHQH¿WV�� WKH�QHJOHFW�
of which will lead to hardship but not to total disorder of the 
normal order of life.
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+DOƗO Anything permitted by the 6KDUƯCDK.
+DUƗP Anything prohibited by the 6KDUƯCDK.
1LVEDK A reward or calculation. A term used by the classical Muslim 

jurists to describe the function carried out by the state or 
appropriate Islamic authority to regulate the marketplace 
(ombudsman). It includes whatever steps may be needed in 
order to maintain fair and orderly market operation.

,EۂƗC Sending money with a trader who will do business with it as a 
IDYRXU�WR�WKH�VHQGHU��7KH�SUR¿W�KHUH�LV�GXH�WR�WKH�RZQHU��DQG�WKH�
trader donates his labour. It is a common practice among traders, 
serving to cement the ties among them. The capital in this 
transaction is called “%LۂƗCah”; the trader who donates his labour 
is the 0XVWDEۂLC; and the sender of the capital is the 0XEۂLC.

,MƗUDK An agreement made by an IIFS to lease to a customer an 
DVVHW�VSHFL¿HG�E\�WKH�FXVWRPHU�IRU�DQ�DJUHHG�SHULRG�DJDLQVW�D�
VSHFL¿HG�UHQWDO��$Q�,MƗUDK contract commences with a promise 
to lease that is binding on the part of the potential lessee prior 
to entering the ,MƗUDK contract.

,MPƗC A consensus of all (or, according to some scholars, a majority of 
OHDGLQJ��TXDOL¿HG�MXULVWV�RQ�D�FHUWDLQ�6KDUƯCDK�matter in a certain 
age. ,MPƗC is one of the sources of 6KDUƯCDK.

,MWLKƗG 7KH�HQGHDYRXU�RI�D�TXDOL¿HG�0XVOLP�MXULVW�WR�GHULYH�RU�IRUPXODWH�
a rule of law that he/she believes to be the true ruling of the 
divine law on a matter in which the relevant law is not explicit 
or certain, on the basis of evidence found in the 4XU¶ƗQ or the 
Sunnah.

,VWLVQƗC $�FRQWUDFW�RI�VDOH�RI�VSHFL¿HG�REMHFWV�WR�EH�PDQXIDFWXUHG�RU�
constructed, with an obligation on the part of the manufacturer 
or builder to deliver the objects to the customer upon completion.

.DIƗODK A guarantee – for example, when a person guarantees a 
liability or duty (especially debt) of another person.

/HJDO�PD[LP A general rule which is applied to all its particulars.
0DNUǌK An action which is not encouraged, but neither is it forbidden, 

and performing it will not result in sin or abhorrence. One of 
the rulings in Islam.

0DTƗVLG�DO�
6KDUƯCDK

The ultimate objective of the 6KDUƯCDK, which is to promote the 
interests of all mankind and to protect them from harm.

0DVƗOLK�
Mursalah

Unrestricted absolute public interest, in the sense of its not 
having been regulated by the Lawgiver insofar as no textual 
authority can be found on its validity or otherwise.
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0XCƗPDOƗW Dealings between humans, including economic transactions 
UHODWHG� WR� H[FKDQJH� RI� JRRGV� DQG� VHUYLFHV� DQG� ¿QDQFLDO�
transactions.

0XۂƗUDEDK A partnership contract between the capital provider (5DEE�
DO�0ƗO) and an entrepreneur (0XۂƗULE) whereby the capital 
provider would contribute capital to an enterprise or activity 
WKDW�LV�WR�EH�PDQDJHG�E\�WKH�HQWUHSUHQHXU��3UR¿WV�JHQHUDWHG�
by that enterprise or activity are shared in accordance with 
WKH�SHUFHQWDJH�VSHFL¿HG� LQ� WKH�FRQWUDFW��ZKLOH� ORVVHV�DUH� WR�
be borne solely by the capital provider unless the losses are 
due to the entrepreneur’s misconduct, negligence or breach of 
contracted terms.

0XUƗEDKDK $�VDOH�FRQWUDFW�ZKHUHE\�WKH�,,)6�VHOOV�WR�D�FXVWRPHU�D�VSHFL¿HG�
kind of asset that is already in its possession, whereby the 
selling price is the sum of the original price and an agreed 
SUR¿W�PDUJLQ�

0XVKƗUDNDK A contract between the IIFS and a customer whereby both 
would contribute capital to an enterprise, whether existing or 
new, or to ownership of a real estate or movable asset, either 
RQ�D�WHPSRUDU\�RU�SHUPDQHQW�EDVLV��3UR¿WV�JHQHUDWHG�E\�WKDW�
enterprise or real estate/asset are shared in accordance with 
the terms of the 0XVKƗUDNDK agreement, while losses are 
shared in proportion to each partner’s share of capital.

4DUۂ A loan intended to allow the borrower to use the funds for a 
period with the understanding that this would be repaid at the 
end of the period and where it is not permissible for the lender 
WR�VHH�DQ\�LQFUHDVH�LQ�FDVK�RU�EHQH¿W�

4DUۂ�DO�
Hasan

Benevolent loan. A loan that is interest-free and extended on 
a goodwill basis, primarily for welfare purposes; that is, the 
borrower pays back only the amount borrowed. The loan 
is payable on demand and repayment is obligatory. But if a 
GHEWRU�LV�LQ�GLI¿FXOW\��WKH�FUHGLWRU�LV�H[SHFWHG�WR�H[WHQG�WLPH�RU�
even voluntarily to remit the whole or part of the loan amount.

4L\ƗV The assignment of the ruling of an existing case found in the 
texts of the 4XU¶ƗQ, the Sunnah or ,MPƗC to a new case whose 
ruling is not found in these sources on the basis of a common 
underlying attribute called the “C,OODK” (effective cause) of the 
ruling.

4XU¶CƗQ The speech of Allah sent down upon Prophet Muhammad 
S.A.W. in its precise meaning and precise wording, and 
transmitted to us by numerous persons (7DZƗWXU).

Rahn A pledge or collateral.
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5LED Any excess compensation without any corresponding 
countervalue recognised by the 6KDUƯCDK. According to 
+DQDIƯ�� LW�PHDQV�VWLSXODWHG�H[FHVV�ZLWKRXW�D�FRXQWHUYDOXH�LQ�
D�VDOH��$FFRUGLQJ�WR�6KƗ¿CƯ�� LW� LV�DQ�DJUHHPHQW�IRU�D�VSHFL¿F�
recompense whose equivalence to the countervalue is 
unknown according to the standards of the 6KDUƯCDK at the time 
of the transaction, or with a delay in the exchange of either or 
both countervalues. Some Muslim jurists use the term “5LED” 
for any prohibited sale or any illicit wealth, no matter how it was 
earned. 5LED is divided into 5LED of debts and�5LED of sales.

Salam A contract to purchase an asset (of which the price, quantity 
DQG�TXDOLW\�DUH�VSHFL¿HG��WR�EH�GHOLYHUHG�LQ�WKH�IXWXUH�

6KDUƯCDK The practical divine laws deduced from their legitimate 
sources: the 4XU¶ƗQ, the Sunnah, consensus (DO�,MPƗC) and 
analogical reasoning (DO�4L\ƗV).

6KDUƯCDK�
FRPSOLDQW

$� ¿QDQFLDO� SURGXFW� RU� DFWLYLW\� WKDW� FRPSOLHV� ZLWK� WKH�
requirements of the 6KDUƯCDK.

6KDUƯCDK�
VXSHUYLVRU\�
ERDUG�

An independent body set up or engaged by the IIFS to 
supervise its 6KDUƯCDK compliance and governance system.

6L\ƗVDK�
6KDUCL\\DK

The concession granted by the Lawgiver to the rulers for 
the execution of any policy in light of public interest (0DVƗOLK�
Mursalah), as long as it is not contrary to Islamic principles, 
although no textual authority can be found permitting the 
action. 

6XNǌN &HUWL¿FDWHV�WKDW�UHSUHVHQW�D�SURSRUWLRQDO�FRPPRQ�RZQHUVKLS�
right in tangible assets, or a pool of assets that are 6KDUƯCDK-
compliant.

Sunnah “Habit” or “usual practice”. Technically, this term refers to 
whatever was reported that the Prophet Muhammad S.A.W. 
said or did, or to which he gave his tacit approval.

7ƗELCƯQ The successors. A successor is a person who can meet any 
companion of the Prophet S.A.W. (named as “6DKƗEƯ” or 
“6DKƗEDK”) after the demise of the Prophet S.A.W.

7DJKUƯU To expose someone to Gharar, which is something 
whose consequences remain unknown. An example is to 
misrepresent a commodity to a buyer as having other than its 
actual attributes.

7DKVƯQL\\DK %HQH¿WV� ZKRVH� UHDOLVDWLRQ� OHDGV� WR� HQKDQFHPHQW� DQG�
accomplishment in the customs and conduct of people at all 
levels of attainment.
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7DNƗIXO The term “7DNƗIXO” is derived from the Arabic word which means 
“solidarity”, whereby a group of participants agree among 
WKHPVHOYHV� WR� VXSSRUW� RQH�DQRWKHU� MRLQWO\� DJDLQVW� D� GH¿QHG�
loss. In a 7DNƗIXO arrangement, the participants contribute a 
sum of money as wholly or partially 7DEDUUXC (donation) into a 
common fund, which will be used for the mutual assistance of 
WKH�PHPEHUV�DJDLQVW�D�GH¿QHG�ORVV�RU�GDPDJH��DFFRUGLQJ�WR�
the terms and conditions of the 7DNƗIXO.

Tawarruq Reverse 0XUƗEDKDK for the purpose of acquiring cash through 
trade activities. It refers to buying an item on credit (on a 
deferred payment basis), and then immediately reselling it for 
cash at a discounted price to a third party.

8VǌO�DO�)LTK The methodology by which the rules of )LTK are deduced from 
their sources.

:DGƯCDK Custody or safe-keeping, whereby the items are a trust for the 
safe-keeper. The items are not guaranteed by the safe-keeper, 
except in the case of misconduct, negligence or violation of the 
conditions. The safe-keeper may charge a fee for looking after 
the items or funds, and may pay +LEDK (gift) to the principal.

:DNƗODK An agency contract where the customer (principal) appoints 
the IIFS as agent (:DNƯO) to carry out the business on their 
behalf and where a fee (or no fee) is charged to the principal 
based on the contract agreement.
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