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RISK MANAGEMENT IN ISLAMIC BANKING SYSTEM:
AN OVERVIEW OF CURRENT MODULES

Sadia Sardar', and Muhammad Farooq Igbal 2

Abstract: Islamic banking has gained prominence in the global
financial landscape due to its adherence to Shariah principles.
However, like any other financial system, it is not immune to
risks. Effective risk management is crucial to ensure the stability
and sustainability of Islamic banking institutions. This research
paper aims to provide an overview of the current modules of risk
management in Islamic banking. It explores the different types of
risks faced by Islamic banks, the strategies employed to manage

these risks, and the challenges and future trends in this dynamic
field.

Keywords: Risk Management, Islamic Banking System, Current
Modules, Global Finance, Sustainability of Islamic Banking
Institutions.

INTRODUCTION

Islamic banking, deeply rooted in the principles of Shariah, has not only witnessed
significant growth but has also carved out a unique niche in the global financial
landscape over the past few decades. This distinctive approach to finance places a strong
emphasis on ethical and moral considerations, creating a financial ecosystem that
appeals not only to devout Muslims seeking to align their financial dealings with their
faith but also to an increasingly diverse clientele, including non-Muslims who appreciate
its ethical foundations.
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In an era marked by financial crises and ethical lapses within conventional banking
systems, Islamic banking stands out as a viable alternative that prioritizes principles like
risk-sharing, fairness, and social justice. It operates on principles that prohibit the
charging or paying of interest (riba) and the engagement in speculative and uncertain
transactions (gharar). Instead, Islamic banks engage in profit-and-loss sharing
arrangements, asset-backed financing, and ethical investment practices, ensuring that
their operations remain in alignment with the teachings of Islam.

However, despite its ethical underpinnings and distinct principles, Islamic banking
is not immune to financial risks. Just like conventional banks, it must navigate various
economic, operational, and compliance-related challenges. Effective risk management is
not only a prudent practice but is also essential for maintaining the stability, trust, and
integrity of Islamic banking institutions. These institutions must continually adapt and
refine their risk management strategies to uphold their commitment to ethical and
Shariah-compliant finance while safeguarding their financial well-being and the
interests of their customers.!

In this context, this article will explore the unique challenges and opportunities that
Islamic banking institutions face in managing financial risks while staying true to their
core principles. We will delve into the specific risk factors that require careful
consideration, the strategies employed to mitigate them, and the role of regulatory
bodies in ensuring the soundness of Islamic financial institutions. By doing so, we hope
to shed light on the critical balance that Islamic banks must strike between ethical finance
and effective risk management in an ever-evolving global financial landscape.

I.LA. BACKGROUND AND CONTEXT OF ISLAMIC BANKING

Islamic banking, also known as Shariah-compliant banking or Islamic finance, is
based on the principles of Islamic law, or Shariah. These principles dictate ethical and
moral guidelines that govern financial transactions and economic activities. Some of the

key principles of Islamic banking include the prohibition of interest (usury or riba), the

Zubair Hasan, Islamic Banking and Finance: Second Edition, Islamic Banking and Finance:
Second Edition, 2023, https:/ /doi.org/10.4324/9781003366973.
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avoidance of excessive uncertainty (gharar) and ambiguity (maysir), and the promotion
of profit and loss-sharing (mudarabah and musharakah).*

Islamic banking operates through various financial instruments and contracts, such
as Mudarabah (profit-sharing), Musharakah (joint venture), ljara (leasing), and Sukuk
(Islamic bonds). These instruments are structured to ensure compliance with Shariah
principles and to cater to the unique financial needs of clients seeking ethical and
interest-free financial solutions.

I.B. IMPORTANCE OF RISK MANAGEMENT IN ISLAMIC BANKING

Risk is inherent in all financial systems, and Islamic banking is no exception. The
importance of risk management in Islamic banking cannot be overstated. Effective risk
management is crucial for several reasons:

1. Preserving Financial Stability: Risk management helps Islamic banks maintain
financial stability by identifying, assessing, and mitigating potential risks. This
stability is essential for attracting and retaining depositors and investors.

2. Compliance with Shariah Principles: Islamic banks must ensure that their risk
management practices are in accordance with Shariah principles. This involves
avoiding investments in haram (forbidden) sectors and adhering to ethical and
moral standards.

3. Enhancing Trust and Credibility: Sound risk management practices enhance the
credibility and trustworthiness of Islamic banks in the eyes of customers,

regulators, and the broader financial community.?

Adil Saleem, Judit Sagi, and Budi Setiawan, “Islamic Financial Depth, Financial
Intermediation, and Sustainable Economic Growth: ARDL Approach,” Economies 9, no. 2
(2021), https:/ /doi.org/10.3390/ economies9020049.

W. Travis Selmier, “The Belt and Road Initiative and the Influence of Islamic Economies,”
Economic and Political Studies 6, no. 3 (2018),
https:/ /doi.org/10.1080/20954816.2018.1498989.
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I.C. PURPOSE AND SCOPE OF THE PAPER

This research paper aims to provide an overview of the current modules of risk
management in Islamic banking. It explores the different types of risks faced by Islamic
banks, the strategies employed to manage these risks, and the challenges and future
trends in this dynamic field.

II. OVERVIEW OF ISLAMIC BANKING

II.A. PRINCIPLES AND FUNDAMENTALS OF ISLAMIC FINANCE

Islamic banking operates on a set of fundamental principles derived from Islamic
jurisprudence. One of the central principles is the prohibition of riba, or interest. In
Islamic finance, money is considered a medium of exchange and a store of value but
should not be used as a commodity for generating profit through interest. Instead,
Islamic banks engage in profit and loss-sharing arrangements, where both risks and

rewards are shared between the bank and the depositor or investor.!

Another essential principle is the avoidance of excessive uncertainty (gharar) and
ambiguity (maysir) in financial transactions. Contracts in Islamic finance must be clear
and unambiguous, and transactions should not involve undue uncertainty or
speculation.

II.B. KEY DIFFERENCES BETWEEN CONVENTIONAL AND ISLAMIC
BANKING

While conventional and Islamic banking share common financial objectives, such as
liquidity management and profit generation, they differ significantly in their methods
and principles. Conventional banking relies on interest-based lending and borrowing,
while Islamic banking strictly adheres to the prohibition of interest. Instead, Islamic

Fatima Khaleel, Pervez Zamurrad Janjua, and Mumtaz Ahmed, “Ethical Consideration
of Islamic Banks in Pakistan: An Empirical Analysis,” Journal of Islamic Marketing 13, no.
6 (2022), https:/ /doi.org/10.1108/JIMA-11-2019-0231.
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banks use various contracts, such as Mudarabah and Musharakah, to create profit-
sharing arrangements with clients.!

Moreover, Islamic banks are mandated to ensure that their investments and
operations comply with Shariah principles. This requirement involves avoiding sectors
and activities that are considered haram, such as alcohol, gambling, and pork-related
businesses.

II.C. GROWTH AND SIGNIFICANCE OF ISLAMIC BANKING GLOBALLY

Islamic banking has witnessed exponential growth in recent years, expanding its
footprint well beyond traditional Islamic countries. This growth is fueled by both the
increasing demand for Shariah-compliant financial services and the ethical appeal of
Islamic banking principles. Countries in the Middle East, Southeast Asia, and even
Western nations have embraced Islamic finance as a viable and ethical alternative to

conventional banking.?

The global Islamic finance industry is estimated to be worth over $2 trillion,
encompassing a wide range of financial products and services. With this growth comes
the need for robust risk management systems to ensure the stability of Islamic banks and
the security of stakeholders' investments.

ITI. RISK TYPES IN ISLAMIC BANKING

ITII.A. INTRODUCTION TO VARIOUS RISK CATEGORIES

Risk is an inherent aspect of financial activities, and Islamic banks face various types
of risks, as do conventional banks. These risks can be broadly categorized into several

main categories:

Minhas Akbar et al., “Islamic Finance Education: Current State and Challenges for
Pakistan,” Cogent Economics and Finance 11, no. 1 (2023),
https:/ /doi.org/10.1080/23322039.2022.2164665.

2 Akbar et al.
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4. Credit Risk: The risk of financial loss arising from the failure of a borrower or
counterparty to fulfil their obligations.

5. Market Risk: The risk of financial loss due to adverse movements in market
prices, such as fluctuations in interest rates, foreign exchange rates, or
commodity prices.

6. Operational Risk: The risk of financial loss resulting from inadequate or failed
internal processes, systems, human errors, or external events.

7. Liquidity Risk: The risk of being unable to meet short-term financial obligations
due to a lack of liquid assets.

8. Shariah Compliance Risk: The risk of non-compliance with Islamic principles,

which can result in financial and reputational damage.*

ITI.B. CREDIT RISK IN ISLAMIC BANKING

Credit risk is a significant concern for Islamic banks, just as it is for conventional
banks. Islamic banks extend financing to businesses and individuals, and the failure of
borrowers to repay their obligations can lead to financial losses.

In Islamic finance, credit risk is managed through various mechanisms, including
robust credit assessment processes, collateral requirements, and risk-sharing
arrangements. For instance, in Mudarabah contracts, the bank and the customer share
both profits and losses, which encourages the bank to conduct thorough due diligence
before extending financing.?

ITI.C. MARKET RISK IN ISLAMIC BANKING

Market risk arises from fluctuations in market prices, and Islamic banks are not
immune to this risk. Islamic banks invest in various Shariah-compliant assets, and the
value of these assets can be affected by changes in interest rates, exchange rates, and

market conditions.

Hasan, Islam. Bank. Financ. Second Ed.
Muhammad Zahid Siddique and Mazhar Igbal, “A Framework for Evaluating Islamic
Banking from “within",” Islamic Studies 53, no. 1-2 (2014).
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Islamic banks employ market risk management techniques similar to those used in
conventional finance. They may use hedging strategies to mitigate the impact of adverse
market movements and adhere to investment guidelines that align with Shariah
principles.!

ITII.D. OPERATIONAL RISK IN ISLAMIC BANKING

Operational risk encompasses a wide range of risks related to internal processes,
systems, and human factors. These risks can lead to financial losses or reputational
damage.? Islamic banks implement robust internal controls, conduct regular audits, and
establish business continuity plans to mitigate operational risks. The importance of these
measures is amplified by the need to ensure Shariah compliance in all operational
activities.

ITILE. LIQUIDITY RISK IN ISLAMIC BANKING

Liquidity risk is the risk of being unable to meet short-term financial obligations when
they fall due. Islamic banks rely on various types of funding, including deposits and
investment accounts, to finance their operations and meet the needs of their clients. To
manage liquidity risk effectively, Islamic banks maintain a balance between short-term
and long-term assets and liabilities.® They also establish liquidity reserves and access to
emergency funding facilities to ensure they can meet their obligations even in adverse

conditions.

Muhammad Shehzad Moin, “Performance of Islamic Banking and Conventional Banking
in Pakistan,” University of Scovde, 2008.

2 Mohammed Ali AL-Oqool, Reem Okab, and Mohammed Bashayreh, “Financial Islamic
Banking Development and Economic Growth: A Case Study of Jordan,” International
Journal of Economics and Finance 6, no. 3 (2014), https:/ /doi.org/10.5539/ijef.von3p72.
Atta Ul Mustafa, “The Effect of Islamic Banking and Macroeconomic Variables on
Economic Growth : A Comparative Study of Pakistan,” Researchgate.Net 1, no. 1 (2020).
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ITII.F. SHARIAH COMPLIANCE RISK

Shariah compliance risk is unique to Islamic banking and arises from the need to
adhere to Islamic principles in all financial activities. This risk can manifest in various
ways, including through non-compliant investments, contracts, or operational
processes. Islamic banks mitigate Shariah compliance risk by establishing Shariah
advisory boards, conducting regular audits, and seeking guidance from Islamic
scholars.! These mechanisms ensure that all financial activities align with the ethical and
moral standards of Shariah.

In the next section, we will delve into the current modules of risk management in

Islamic banking, focusing on credit risk management as an example.

IV. CURRENT MODULES OF RISK MANAGEMENT IN ISLAMIC
BANKING

IV.A. CREDIT RISK MANAGEMENT

Credit risk, also known as counterparty risk, is a significant concern for Islamic banks
as they extend financing to various clients, including businesses and individuals.
Effective credit risk management is essential to assess the creditworthiness of borrowers
and mitigate the risk of defaults.

IV.A.1. CREDIT ASSESSMENT AND EVALUATION

Islamic banks employ rigorous credit assessment and evaluation processes to
determine the creditworthiness of potential borrowers. This involves evaluating the
financial strength, business model, and repayment capacity of borrowers. Key elements
of credit assessment include:

Umair Riaz, Musafar Khan, and Naimat Khan, “An Islamic Banking Perspective on
Consumers’ Perception in Pakistan,” Qualitative Research in Financial Markets 9, no. 4
(2017), https:/ / doi.org/10.1108 / QRFM-03-2017-0020.

18


https://doi.org/10.53583/jrss05.02.2023

Journal of Religious and Social Studies
June-2023, Vol.: 3, Issue: 1, PP: 11-26

https:

doi.org/10.53583 /irss05.02.2023

Financial Analysis: Examining the financial statements, cash flows, and historical
performance of the borrower to assess their ability to repay.

Business Analysis: Evaluating the borrower's business model, market position,
and competitive advantage to gauge the sustainability of their operations.
Collateral Assessment: Islamic banks may require collateral as a security measure.
The valuation and quality of collateral are crucial considerations.

Credit Scoring: Implementing credit scoring models to quantify the credit risk
associated with each borrower.

Islamic banks also consider the Shariah compliance of the borrower's business

activities during the credit assessment process. For example, if a borrower's primary

income source is from a prohibited industry, such as alcohol or gambling, the bank may

decline the financing request.

IV.A.2. RISK MITIGATION STRATEGIES

Islamic banks employ various risk mitigation strategies to manage credit risk

effectively. These strategies include:

Risk-Based Pricing: Charging higher profit margins to clients with higher credit risk

to compensate for the increased risk exposure.

Diversification: Spreading credit exposure across various industries, sectors, and
clients to reduce concentration risk.

Collateralization: Requiring borrowers to provide collateral, such as real estate or
assets, to secure the financing.

Takaful Insurance: Encouraging borrowers to purchase Takaful (Islamic
insurance) to protect against unforeseen events that could affect their ability to
repay.

Credit Monitoring: Continuously monitoring the creditworthiness of borrowers
throughout the financing period and taking proactive measures if signs of financial
distress emerge.

Mohammad Mansoor Khan, “Islamic Banking and Finance: Shariah Governance in
Theory and Practice,” Journal of Management Research 11, no. 2 (2019),
https://doi.org/10.5296 /jmr.v11i2.14141.
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e Default Management: Developing robust procedures for handling defaults,
including restructuring, recovery, or legal action if necessary.

¢ Early Warning Systems: Implementing early warning systems to identify potential
credit issues before they escalate.

It is essential to note that while the mechanisms for credit risk management in Islamic
banking may differ from conventional banking, the overarching objective remains the
same—to ensure that credit risk is prudently managed to protect the bank's financial
stability.

In addition to credit risk management, Islamic banks have similar modules for
managing other types of risks, such as market risk, operational risk, liquidity risk, and
Shariah compliance risk. These modules incorporate Shariah-compliant principles and

adhere to regulatory requirements.

IV.B. MARKET RISK MANAGEMENT

Islamic banks are exposed to market risk due to their investments in Shariah-
compliant assets, which can be affected by fluctuations in interest rates, foreign exchange
rates, and market conditions. To manage market risk, Islamic banks use strategies such
as profit rate swaps, forward contracts, and risk-sharing mechanisms.?

IV.C. OPERATIONAL RISK MANAGEMENT

Operational risk in Islamic banking encompasses risks associated with internal
processes, systems, and human factors. Robust internal controls, regular audits, and

business continuity plans are essential components of operational risk management.

Mohidin Yahya Shamsudin et al.,, “Islamic Banking and Finance: Traders Not Mere
Financial Intermediary,” Mediterranean Journal of Social Sciences 6, no. 3 (2015),
https:/ /doi.org/10.5901/mjss.2015.v6n3p181.

Seyed Nezamuddin Makiyan, “Islamic Banking System; Risk Management and
Challenges,” Journal of Islamic Economics, Banking and Finance, 2008.

Makiyan.

20


https://doi.org/10.53583/jrss05.02.2023

Journal of Religious and Social Studies
June-2023, Vol.: 3, Issue: 1, PP: 11-26
https://doi.org/10.53583 /jrss05.02.2023

IV.D. LIQUIDITY RISK MANAGEMENT

Islamic banks manage liquidity risk by maintaining a balanced portfolio of short-term
and long-term assets and liabilities. They also establish liquidity reserves and access to
emergency funding facilities to ensure they can meet their obligations.

IV.E. SHARIAH COMPLIANCE RISK MANAGEMENT

Shariah compliance risk management involves establishing Shariah advisory boards,
conducting regular audits, and seeking guidance from Islamic scholars to ensure that all
financial activities adhere to the ethical and moral standards of Shariah.

In the following sections, we will explore the challenges faced by Islamic banks in
implementing effective risk management practices and examine future trends and

innovations in risk management within the Islamic banking industry.

V.CHALLENGES IN IMPLEMENTING RISK MANAGEMENT IN ISLAMIC
BANKING

While risk management is crucial in Islamic banking, it comes with unique challenges
stemming from the need to align financial operations with Shariah principles and ethical

standards. Some of the key challenges include:

V.A. REGULATORY AND SUPERVISORY CHALLENGES

e Lack of Uniform Regulatory Framework: Unlike conventional banking, where
regulatory frameworks are well-established globally, Islamic banking faces the
challenge of varying regulatory approaches in different countries. The lack of a
uniform regulatory framework can create inconsistencies and complexities for
Islamic banks operating internationally.

e Interpretation of Shariah Principles: Shariah compliance is central to Islamic

banking. However, interpreting and applying Shariah principles can vary among

Makiyan.
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scholars and jurisdictions. Ensuring consistent compliance across different regions
can be challenging.

e Dual Regulatory Compliance: Islamic banks often need to comply with both
conventional banking regulations and Shariah-based regulations. Navigating this

dual compliance can be complex and resource-intensive.!

V.B. LACK OF STANDARDIZATION

Product Standardization: Islamic financial products and contracts can vary between
institutions, leading to a lack of standardization. This lack of uniformity can hinder
comparability and increase complexity for customers and investors. Risk Measurement
and Reporting: Standardized methodologies for measuring and reporting risk in Islamic
banking are still evolving. This makes it challenging for regulators and stakeholders to
assess the risk exposure of Islamic banks accurately.?

V.C. ETHICAL AND MORAL CHALLENGES

Shariah Governance: Ensuring that all financial activities align with Shariah
principles requires rigorous governance and adherence. Striking a balance between
financial objectives and ethical considerations can be challenging. Reputation Risk:
Islamic banks face significant reputation risk if they are perceived as not upholding
Shariah principles. A single ethical lapse can have severe consequences for an
institution's credibility and customer trust.

S. Dimov and V. Smirnov, “Risk Management in Dual Banking Systems: Islamic Ethical
and Conventional Banking,” Review of Business and Economics Studies 7, no. 4 (2020),
https:/ /doi.org/10.26794/2308-944x-2019-7-4-6-12.
S Dimov and V Smirnov, “Risk Management in Dual Banking Systems: Islamic Ethical
and Conventional Banking,” Review of Business and Economics Studies 7, no. 4 (2020),
https://doi.org/10.26794/2308-944x-2019-7-4-6-12.
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VI. FUTURE TRENDS AND INNOVATIONS

VI.A. TECHNOLOGICAL ADVANCEMENTS IN RISK MANAGEMENT

1.

Fintech Integration: Islamic banks are increasingly integrating fintech solutions
into their risk management processes. These technologies facilitate real-time risk
assessment, fraud detection, and customer profiling.

Blockchain and Smart Contracts: Blockchain technology can enhance
transparency and trust in Islamic banking operations. Smart contracts can
automate Shariah-compliant transactions, reducing the risk of human error.

Big Data Analytics: The use of big data analytics allows Islamic banks to gain
deeper insights into customer behaviour, assess credit risk more accurately, and
identify emerging risks.!

VL.B. EVOLVING REGULATORY FRAMEWORKS

1.

International Harmonization: Efforts are underway to harmonize Islamic
banking regulations globally, making it easier for Islamic banks to operate across
borders while maintaining compliance.

Sustainability and ESG Compliance: Regulatory frameworks are increasingly
incorporating Environmental, Social, and Governance (ESG) criteria, aligning
Islamic banking with ethical and sustainable finance principles.

Stress Testing: Regulators are emphasizing stress testing in Islamic banking to
assess resilience in adverse scenarios, ensuring banks can withstand economic
shocks.?

VI.C. GLOBAL EXPANSION OF ISLAMIC BANKING

New Market Entrants: As Islamic banking gains recognition beyond traditional
markets, new entrants are emerging, leading to increased competition and
innovation in risk management practices.

Makiyan, “Islamic Banking System; Risk Management and Challenges.”
Makiyan.
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¢ Islamic Capital Markets: The growth of Islamic capital markets is providing more
avenues for risk diversification and management through Sukuk and other
Shariah-compliant instruments.*

In conclusion, Islamic banking, guided by Shariah principles, faces challenges in risk
management related to regulatory compliance, standardization, and ethical
considerations. However, the industry is also witnessing technological advancements
and evolving regulatory frameworks that are shaping the future of risk management in
Islamic banking. As the sector continues to grow globally, effective risk management
remains paramount to its success.?

VII. CONCLUSION

In the ever-evolving landscape of Islamic banking, risk management plays a pivotal
role in ensuring the stability and sustainability of financial institutions. This research
paper has provided an in-depth overview of the current modules of risk management in
Islamic banking, highlighting the unique challenges and future trends in this dynamic
field. Islamic banking, founded on Shariah principles, faces distinctive challenges that
stem from the need to harmonize ethical, moral, and financial objectives. Regulatory and
supervisory challenges, lack of standardization, and the dual compliance with
conventional and Shariah regulations are among the hurdles that Islamic banks must
navigate. These challenges emphasize the need for robust risk management frameworks
that are not only financially sound but also in accordance with Shariah principles.
Despite these challenges, the Islamic banking industry is witnessing promising trends
and innovations. Technological advancements, such as block chain, big data analytics,
and fintech integration, are reshaping risk management practices, making them more
efficient and transparent. Additionally, evolving regulatory frameworks, including
international harmonization and sustainability integration, are creating a conducive

environment for the growth of Islamic banking on a global scale.

Muhammad Farhan, “Credit Risk Management in Islamic Banking: A System Thinking
Approach,” International Transaction Journal of Engineering , Management , & Applied
Sciences & Technologies 11, no. 16 (2020).

Dimov and Smirnov, “Risk Management in Dual Banking Systems: Islamic Ethical and
Conventional Banking,” 2020.
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VIL.1. IMPLICATIONS AND FUTURE RESEARCH

As the Islamic banking industry continues to expand, there are several implications
and avenues for future research:

e Regulatory Harmonization: Further research can delve into the progress and
challenges of regulatory harmonization in Islamic banking across different regions
and jurisdictions.

e Technology Adoption: Studying the adoption and impact of technology, including
block chain and big data analytics, on risk management practices in Islamic
banking.

e Sustainability Integration: Investigating how the integration of ESG criteria is
influencing risk management and ethical considerations in Islamic banking.

e Shariah Compliance: Continuously monitoring and assessing the mechanisms in
place to ensure Shariah compliance and their effectiveness in mitigating Shariah
compliance risk.

e Risk Culture: Exploring the development of a risk-aware culture within Islamic
banks, emphasizing the importance of ethical risk-taking and risk-aware decision-
making.

VIL.2. CONCLUSION

In conclusion, risk management is not only a financial necessity but also a moral
imperative in Islamic banking. The industry's commitment to ethical and Shariah-
compliant financial practices underscores the importance of managing risks diligently
and transparently. As Islamic banking continues to expand its global presence, effective
risk management will remain central to its mission of offering ethical and sustainable
financial solutions to a diverse clientele. The challenges discussed in this paper should
be viewed as opportunities for improvement and innovation within the Islamic banking
sector. By addressing these challenges and embracing technological advancements and
evolving regulatory frameworks, Islamic banks can navigate the complex landscape of
risk management while upholding their ethical principles and contributing to the
growth of the global Islamic finance industry.
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