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Abstract

The purpose of the study was to investigate the challenges facing the development of Islamic banking in Kenya.
The research designed for study was a case study approach focusing on four Islamic compliant banks in Kenya.
These are: - First Community Bank; Gulf African Bank; Dubai Bank; Kenya commercial Bank Ltd and Barclays
Bank Ltd. The population of the study consisted of 33 customers, who were the holders of accounts in the
respective banks and 11 managers. Sample data collected by use of questionnaires administered by the researcher
and a research assistant. Data analysis method used is based on the quantitative approach using descriptive
statistics: mean, mode, and median. Frequency tabulations and cross tabulations were used to bring out the
finding of the study. The study revealed Islamic banking compliant was driven by religious compliance and
customers need being met. It also revealed that continuous review and improvement of shariah compliant
products together with diversifying market niche will lead to drastic development and marketing of Islamic
banking products. From the study the following conclusions were drawn: firstly, the factors that influence
development of Islamic banking products in Kenya are purely religious compliance and customers need being
met.

Keyword: Islamic Banking.

1.1 Introduction

There is no satisfactory definition of a bank and term bank, as such, may apply to an organization, a financial
institution operated by an individual as sole proprietor, partnership, a corporation or other type of association, in
modern use it is an establishment for the custody of money (Saddiqi, 1986).

One definition of an Islamic Bank is a bank that, by its own choice, opts to comply with two sets of law: the law
of the Land (Jurisdiction); and the Islamic Law (Shari‘ah). This is why Islamic bankers have two types of legal
counsel: traditional ““lawyers" and ““Shari'ah Councils" (Al-Bahar, 1996). As Islamic finance is intertwined
within its religion, the basis of the religion affects the finance in two important ways: ““Islam aims at building a
socio-economic order based on justice and considers economic activity as a means to an end and not an end in
itself. 1t enjoins Muslims to harness natural resources, which are a trust from Allah( God) , for carrying out
rightful activities; but abhors exploitation and man-made inequalities of income and wealth." ““Islam is deeply
concerned with the problem of economic development, but treats this as an important part of a wider problem,
that of total human development. The primary function of Islam is to guide human development on correct lines
and in the right direction. It deals with all aspects of economic development but always in the framework of total
human development and never in a form divorced from this perspective" (Al-Harran, 1993).

Islamic banking has the same purpose as conventional banking except that it operates in accordance with the
rules of Shari’ah, known as Figh al-Muamalat (Islamic rules on transactions). The basic principle of Islamic
banking is the sharing of profit and loss and the prohibition of riba (usury/interest). Common terms used in
Islamic banking include; profit sharing (Mudharabah), safekeeping (Wadiah), joint venture (Musharakah), cost
plus (Murabahah), and leasing (ljarah). In an Islamic mortgage transaction, instead of loaning the buyer money
to purchase the item, a bank might buy the item itself from the seller, and re-sell it to the buyer at a profit, while
allowing the buyer to pay the bank in installments. However, the bank's profit cannot be made explicit and
therefore there are no additional penalties for late payment. In order to protect itself against default, the bank
asks for strict collateral. The goods or land is registered to the name of the buyer from the start of the transaction.
This arrangement is called Murabaha. Another approach is Eljara wa Elqtina, which is similar to real estate
leasing. Islamic banks handle loans for vehicles in a similar way by selling the vehicle at a higher-than-market
price to the debtor and then retaining ownership of the vehicle until the loan is paid (Kahf, 2004).

An interest free Islamic bank in relation to its clients plays the role of partner, investor and trader. The interest

free modes of operation designed by Islamic financial institutions satisfy the criteria ,,God permits trading and
forbid riba. Keeping in view of the Islamic injunctions against taking and giving of interest, the Islamic banks
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have organized their operations on the basis of profit /loss sharing which is permitted in Islam. Islamic banks
accept demand deposits and time deposits. Demand deposit are fully repayable on demand and do not get any
return, holder of time deposits are given a share in the profit earned by the bank according to a profit sharing
rates made known in advance.

1.2 Problem Statement

The study carried out by Gerrald in the year 1997 found that: Islamic religious belief and social responsibility are
the two most important factors that determine bank selection. Cost benefit is the third most important factor
considered in bank selection. Clients of conventional and Islamic banks share a number of motives, but they
differ significantly on a few motives in relation to bank selection, the clients of Islamic banks are more familiar
with the products/services that conform to the Shari’ah. However, the study by Erol and EI-Bdour (1989)
contradict the findings of other studies and argue that religious motivation did not appear to play a primary role
in bank selection. Significant number of customers would withdraw their deposits if an Islamic bank did not
generate sufficient profit to make a distribution in any one year hence motivated by higher dividend payments
instead. Further, the results of the study by Oundo (2009) suggested that there was poor supply of Shari’ah-
compliant products in Kenya’s financial institution. The challenges in the supply side of Shari’ah compliant
financial services was illustrated by one bank that wrote Cheques to suppliers for their Muslim clients who were
uncomfortable with receiving credit in cash against the Shari“ah. There was high demand for Islamic financial
products against a negligible supply of the same meaning that Islamic finance clients had few options (if any)
and financially neglected by the microfinance sector. According to Ndungu (2010) Kenya was the first country
in the East and Central African region to introduce Islamic banking in the year 2007. In this short period, two
banks were licensed to exclusively offer Shari“ah-compliant products with many other conventional banks
establishing a window specifically for Shari“ah-compliant products. He noted that the concept of shari*ah
complaint banking has emerged as an alternative vehicle for mobilization and supply of finance. For example,
the two banks have already contributed in development agenda of the country by participating in Shari“ah-
compliant (Sukuks) components of infrastructure bonds issued by the Central Bank of Kenya on behalf of the
Government of Kenya and “Structured Sukuk” is expected to cover the bonds and T-Bills market in future.
However, although the concept of Islamic Finance has generated a lot of interest and overwhelming support from
both Muslim and non-Muslim population in Kenya, as a regulator, CBK has faced by certain challenges which
need to be addressed.

In their short period of existence, Islamic banking in Kenya has shown very commendable performance
commanding combined market share of the banking sector in terms of gross assets of 0.8%. Currently there are
two Islamic banks operating in Kenya: Gulf African and First Community bank, which had a loan portfolio of
4.9-billion shillings, deposits totaling 7.5billion shillings and 27270 deposit accounts. These indicators point to
the tremendous potential of this market niche, which has been previously untapped, largely comprising Muslims
estimated to make up at least 15% of Kenya's population of 36-million (Muriri, 2009). To address the above
challenges highlighted by Central Bank of Kenya, this study seeks to establish factors influencing the
development of Islamic banking in Kenya.

2.0 Literature Review

2.1 Islamic Banking Instruments

The Islamic banking model primarily relies on the instruments of mudarabah (joint venture) and musharakah
(equity participation) to eliminate interest from the financial sector and economy. Other interest-free instruments
such as murabaha (deferred payment sale), ijarah (leasing), bai Salam (advance payment) and bai istisna
(procurement engagement) are also used to enhance the practical scope, diversification and risk management
capabilities of the Islamic banking system.

2.1.1 Profit and loss sharing (PLS) Theory

Islamic scholars treat PLS instruments, mudarabah and musharakah as a central pillar of the Islamic banking
model. In mudarabah banking, the Islamic bank accepts funds from depositors under risk-sharing arrangements.
The Islamic bank either directly invests these funds in profitable investments or extends them to entrepreneurs
on a risk-sharing basis. The Islamic bank shares the profit or loss made on mudarabah ventures with its
depositors. In musharakah banking, the Islamic bank contributes the depositors' funds to a joint enterprise with
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the client (an entrepreneur). Generally, the Islamic bank allows the client to manage all the affairs of a
Musharakah business.

The Islamic bank and the client mutually share the profit or loss made on the Musharakah investment. In a
typical PLS arrangement, an Islamic bank provides the risk capital to a firm in which professional managers are
responsible for making strategic and operational decisions. The bank shares in profits and is liable to any
financial loss. There is no serious problem with this arrangement if the bank is able, and is allowed, to monitor
business operations of the firm. However, proper monitoring mechanisms are yet to be devised for PLS,
especially in case of Mudaraba that does not provide any control rights to the financier (the Islamic bank in this
case). Figh literature on this issue is quite out-of-date and needs serious reconsideration. For example, Saleh
(1986) lists three rights and one responsibility of the financier in a Mudaraba arrangement. The rights include
ensuring that the borrowing entrepreneur (firm) complies with the terms of the contract, sharing profits, and
limited liability in case of loss. The sole responsibility is handing over the Mudaraba capital. He also outlines
two rights and two responsibilities of the borrower.

The rights include conducting the business with an appropriate degree of freedom, and accounting decisions. The
responsibilities are compliance with the terms of the contract, and liquidation of the Mudaraba business at the
end of the contract. The modern use of Mudaraba as a mode of financing obviously requires more than such
preliminary specification of rights and responsibilities. There is a need for construction of standardized PLS
contracts, or bylaws, in the light of the legal frameworks of Muslim countries. A prominent feature of these
bylaws should be definition of the rights and obligations of various officers or groups within the organizational
structure. Similar bylaws should delineate the clauses related to performance of the borrowing firm compared
with other firms in the same sector and, possibly, other firms.

2.1.2 Murabaha (deferred payment sale): theory and practice

Under the Murabaha arrangement, the client makes a promise to buy specified goods from the Islamic bank on a
deferred payment basis. The Islamic bank purchases goods from the original supplier and sells them on to the
client after adding its own profit margin. The legality of murabaha could not be established from the primary
sources of Islamic Shari’ah, i.e. the holy Quran and Sunnah. The early Islamic jurists, such as Imam Malik (796)
and Imam Shafi (820), approved murabaha sales but they did not refer to the increase in price in the case of
deferred payment. Subsequently, certain other Islamic jurists, such as Sarakhsi (1091), Marghinani (1197) and
Nawawi (1277), allowed the seller to charge a higher price in the deferred payment sale by characterizing it as a
normal trade practice (Saadullah, 1994; Vogel and Hayes, 1998). Contemporary Islamic scholars have mixed
opinions about the murabaha banking system. The majority of them have strong reservations about it because of
its close resemblance to conventional banking practice.

2.1.3 ljarah (lease financing): theory and practice

The features of ljarah financing are very similar to those of conventional lease financing. However, unlike in the
conventional lease contract, Shari’ah holds the leaser responsible for all damage, repairs, insurance and
depreciation of the leased asset. The leaser should also bear the risk of uncertainty attached to the useful life of
the leased asset. Islamic financial institutions mostly rely on leasing, known as ljarah wa igtina, for meeting
financing needs in the real estate, retail, industry and manufacturing sectors. Leasing enjoys strong support from
Shari’ah scholars and bears a close resemblance to conventional leasing (Igbal, 2000).

2.1.4 Bai Salam (advance payment) and bai istisna (procurement engagement)

Bai salam and bai istisna are forward sale contracts in which the seller pays in advance the price of goods that
are to be delivered to him at a specified future date. Bai salam was widely practiced in the Arabian agricultural
sector long before the dawn of Islam. These instruments are best suited to meet the financing needs of the
farming and manufacturing industries in the Islamic economy. Shari’ah stipulates that the terms and conditions
of bai salam and bai istisna contracts, such as price, quantity and quality of goods, should be clearly determined
without involving any features of interest, gharar (speculation) or dubious sale (Igbal, 2000).

2.2 Challenges facing Islamic Banking in Kenya

Islamic banking industry has been trying for the last over two decades to extend its outreach to bring it at least to
the level of conventional banking. But the absence of Shariah-compliant legal framework — needed to make
interest-free banking acceptable (and create sound financial institutions) — is the major snag behind its low
penetration in the financial market.
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It is the time to take stock of challenges faced by the Islamic banks as they need a number of supporting
institutions/arrangements to perform functions which are being carried out by various financial institutions in the
conventional framework. Attempts should be made to modify the existing structure to provide better products
and quality service within the ambit of Islamic laws.

Some of the most important challenges facing the Islamic banking industry are identified as follows.

Legal Support: Islamic law offers its own framework for execution of commercial and financial contracts and
transactions. Nevertheless, commercial banking and company laws appropriate for implementation of Islamic
banking and financial contracts do not exist. Islamic banking contracts are treated as buying and selling
properties and hence are taxed twice. The commercial, banking and company laws contain provisions that are
narrowly defined and prohibit the scope of Islamic banking activities within conventional limits. It is necessary
that special laws for the introduction and practice of Islamic banking be put in place. The legal framework of
Islamic banking and finances might include the following:

a. Islamic banking courts: The disputed cases of the Islamic banks are subject to the same legal system and are
dealt with the same court and judge as the conventional one while the nature of the legal system of Islam is
totally different. To ensure a proper, speedy and supporting Islamic legal system, amendments in existing laws,
which are repugnant to injunctions of Islam, are required to promulgate Shariah compliant law for resolution of
disputes through special courts.

b. Amendment of existing laws: Islamic banking has some kind of resemblance to universal banking, therefore,
laws and regulations have to be amended accordingly to accommodate this new concept such as sections 7
(forms of business in which the banking company can engage) and 9 (prohibition of trade) of the Banking
Companies Ordinance 1962 while Islamic banks are big or wholesale traders in reality.

c. Islamic banking law: In the absence of Islamic banking laws, the enforcement of agreements in courts may
require extra efforts and costs. Therefore, banking and companies’ laws in several countries require suitable
modifications to provide a level playing field for Islamic banks. Furthermore, international acceptance of Islamic
financial contracts requires them to be Shariah compatible as well as acceptable under the major legal regimes
such as Common law and Civil law systems.

d. Islamic banking balance sheet: Islamic banks do not show assets financed through ljara, Murabah etc., on
balance sheet because section 7 of Banking Ordinance 1962 does not allow a bank to own property or asset
which section 9 prohibits to enter into any kind of trade. However, all the assets owned by Islamic banks be
mentioned in their balance sheets.

e. Monthly payment agreement: The housing finance is executed on the basis of Diminishing Musharaka by the
Islamic banks. Under this mode the house is jointly owned by the bank and the customer. The bank rents out its
share to the customer on ljara basis. The Islamic bank while executing ljara with the partner/customer uses the
term ‘Monthly Payment Agreement’ instead of having the Ijara agreement with the customer.

It is so named as to safeguard the bank’s interest in case of refusal by the customer to pay rentals. No legal cover
is provided to the Islamic bank to overcome this risk.

f. PLS deposits: Deposits in Islamic banks are usually based on principle of profit and loss (Musharaka or
Murabaha). If something happens and the bank suffers loss it has to be transferred to the depositor directly.

This fear of loss is the biggest barrier to deposit mobilisation in Islamic banks. In some cases, it leads to
withdrawal of funds. The depositors should be provided with some kind of protection.

Islamic prudential regulations: Supervision of Islamic banks is equally important. At present, lack of effective
prudential regulation is one of the weaknesses of the Islamic banking industry. For instance, leasing prudential
regulations are applied to ljara where the nature of both is different, such as taking advances. The bank is the
owner in ljara; so taking advances will render the contract of Ijara for conversion into Musharakah whereas the
rules of ljara are applied to it, which is illegal. And some of the Islamic banks are using the term of security,
hence making the ljara contract non-Shariah compliant as using the deposited sum under the heading of ljara
security (‘Rahn’) is nothing but Riba which is strictly prohibited by Islam.

Moreover, ljara financing is subject to compulsory insurance which is essentially prohibited.
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Risks: The nature of risk in Islamic banking is different from those of conventional banking and therefore some
special prudential, accounting and auditing standards should be applied to them.

Benchmark: Taking the conventional interest based benchmarks (Kibor etc.,) as the base of pricing an Islamic
financial product puts Islamic banks at the mercy of their conventional peers. A negative perception is created
among the clientele that there is no prudent difference in Islamic bank products as these are also using the same
interest based benchmark. The mechanism for long-term financing could be devised on the basis of prevailing
renting system adopted by the private landlords while renting their assets/properties etc.

Shariah based product: All Islamic financial institutions offer the same basic products, (90 per cent Murabaha
and ljarah) but the problem is that each institution has its own group of Islamic scholars on the Shariah board to
approve the product. Consequently, the very same product may have different features and will be subject to
different kind of rules in these institutions.

Lack of standard financial contracts and products can be a cause of ambiguity and a source of dispute and cost.
In addition, without a common understanding on certain basic foundations, further development of banking
products is hindered.

Nature of Islamic banking: Islamic banks are offering only Murabaha and ljarah while leaving the core and
difference making Islamic financial instruments such as Musharakah and Murabah. It is necessary to enhance
and facilitate the implementation of real Islamic banking activities i.e. promoting risk sharing through equity
type facilities on the asset side and profit sharing investment accounts on the funding side.

Lender of last resort facility: Islamic banks are reluctant to enter into long-term transactions due the lack of
availability of liquidation through secondary market. There is liquidity support in the form of lender of last resort
facility.

There is no proper mechanism of transparency and disclosure to the public in order to ensure consumer
protection as provided by Shariah.

Islamic future exchange: In conventional system, long-term finance is provided through long-term bonds and
equities. Apart from the general public, the most important source of these long-term investments are investment
banks, mutual funds, insurance companies and pension funds. Islamic banks do not deal with interest bearing
bonds. Therefore, their need for equity markets is much higher. On the top of it, the most of the products in
Islamic banks are based on goods and commodities while prices and currency rates go up and down frequently,
creating a big risk for them being traders in reality especially in the case of Salam and Istisna'a. To hedge the
risk, they are in need of derivative products and consequently of Future Exchanges.

Shortage of experts in Islamic banking: The supply of trained or experienced bankers has lagged behind the
expansion of Islamic banking. The training needs affect not only domestic banks, both Islamic and non-Islamic,
but foreign banks as well.

Absence of accounting (and auditing) standards pertinent to Islamic banks: Uncertainty in accounting principles
involves revenue realization, disclosures of accounting information, accounting bases, valuation, revenue and
expense matching, among others. Thus, the results of Islamic banking schemes may not be adequately defined,
particularly profit and loss shares attributed to depositors.

Lack of uniform standards of credit analysis: Islamic banks have no appropriate standard of credit analysis.
Similarly, there is a widespread training need involving related aspects such as financial feasibility studies,
monitoring of ventures, and portfolio evaluation.

Potential conflicts with central banks: Islamic banks have been established as separate legal entities; therefore,
their relationships with central banks and/or other commercial banks are uncertain. Problems may be further
aggrivated when an Islamic bank is established in a non-Muslim nation like the case of Kenya, and is subject to
that nation's rules and requirements.

Instruments that meet the demand of specific investment requirements: One of the biggest challenges facing
institutions is the provision of short-term investment instruments. Several institutions have tried to develop high
quality short-term instruments, but have been hampered by their ability to generate assets, by their credit ratings,
and by liquidity.
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3.0 Methodology
3.1 Design

The research design employed in this study was descriptive in nature in form of a survey. According to Chadran,
(2004) a descriptive design enables the researcher to collect in depth information about the population being
studied. Study by Gerrald (1997) have 27 used a similar research design where five significant factors were
noted, the most relating to non Muslim being the desire to be paid higher interest on their savings.

3.2 Sampling

The study employed a combination of census and probability sampling. The census method was used to include
all managers in the banks whose customers were sampled. The probability sampling was used to sample the
customers; it was on a walk in basis. It was assumed that since the bank customers walk in at random,
interviewing all willing customers was random enough. According to Kothari (2004), a sample is a
representative group of the accessible population that is selected using various sampling methods. The sample
size for the managers was 11 and that of the customers was 33. This was gotten from all the Islamic Banks
located in Mombasa Island.

3.3 Data Collection

This study employed use of primary data, and obtained from bank employees and bank customers, by use of
questionnaire. The use of questionnaire was justified because they 28 provide an effective way of collecting
information from a large literate sample in a short period of time and at a reduced cost than other methods.
Moreover, questionnaires facilitate easier coding and analysis of data collected.

3.3 Findings

The findings found out that 87.9% of the respondents were Muslims and only 12.1% were non-Muslims as
shown in figure 3.3.1below.

o Muslims

H Non Muslims

Figure 3.3.1 religious population
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To determine the factors that influenced the banks to start providing shariah compliant products and services,
they were asked to rate the above factors on a five point likert scale where one represent no influence and five
represent influence to a great extent. The findings shows that the managers were not sure about the influence
from increased competition, Staff aggressiveness and commitment and having a conducive government
regulations and support, all with a mean score of about three. The findings show that potential huge profit from
Islamic banking and Service quality gap were the two major factors influencing entry. On the other hand
corporate social responsibility (CSR), activity driven by public concern and high bank liquidity requiring
investments, and diversification to cushion the risk of corporate borrowing does not have any influence. This is
summarized in the table below.

Factors Mean Std. Dev
Increased competition in the traditional bank market 3.27 1.272
Potential Huge profit from Islamic banking 3.73 1.009
Service quality gap 3.91 0.831
High bank liquidity requiring investment 1.82 1.079
As CSR activity driven by public concern 2.36 0.924
Diversification to cushion the risk of public borrowing 2.18 0.982
Staff aggressiveness and commitment 2.64 1.206
Conducive government regulations and support 3.18 1.401

The statistics in the table below shows that the managers are not sure with laying down institutional policies and
procedures to regulate Islamic products as a way of ensuring sustainability of Shari’ah compliant
product/services for Commercial Banks. The managers also disagreed that separation of the funds between
Islamic and Conventional funds could lead to sustainability of the Islamic compliant product or services. On the
other hand, the managers agreed that the following were the factors that lead to sustainability of the products:
increased number of customers; support from senior management and board; aligned Islamic banking products
policy to the overall strategy of the bank; well versed shari’ah Board members; management and staff who
understand 44

Islamic Banking Market dynamics; good customers’ services and establishment of accounting that comply with
Islamic Shari’ah.

Factors Mean Std. Dev
Lowering Bank Charges 2.82 1.168
Increasing earnings on deposits and savings 2.09 1.136
Relaxing the collateral requirement during lending 2.91 1.044
Diversifying Islamic banking product 4.64 0.505
Continuous review and improvement of shariah compliant products 4.55 0.522
Bonus to marketing staff 2.73 1.555
Interest free lending 4.73 0.905
Profit loss sharing approach 4.64 0.505

5.0 Conclusion

Other than providing Islamic compliant products and services, factors such as: offering product and services that
meet the customer’s needs, reduced borrowing cost, minimum requirements to open an account and service
efficiency influences the development of Islamic banking. The Islamic banks should put these priorities at
forefront and strengthening it. There should also be an amendment to the existing Banking Law. By doing so,
they can also win a great number of customers from both Muslims and non-Muslims community. Above all, they
should invest in branch expansion thus enabling the marketing Islamic banking products at the grassroots level.

Lastly, there are future market potentialities for the Islamic banking products. Many younger generations were
seen going for these products and services. For this banking, system to develop and grow the banks should create
awareness through seminars, workshops, and advertisement and prayer sermons quoting verses from Quran and
sayings of the prophet (hadith) that concern Islamic Banking system.
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6.0 Recommendations

In Kenya, all banks offering Islamic banking have established their own separate Shari’ah Board to supervise
and offer guidance to their respective banks on Islamic banking system. In principle, Shari’ah Boards have the
authority to impose their viewpoint, but logistic considerations do not permit timely vetting and/or monitoring of
all banking operations. In view of these, | recommend CBK to put in place a policy to establish a universal
Shari’ah Boards to oversee Islamic banking operation in Kenya. Conventional banking system in Kenya are
compelled to have a uniform financial reporting standard thus mixing their funds that are both conventional and
Islamic compliant. In view of this, Muslim customers are discouraged to bank with such conventional banks, as
it is not acceptable in terms of shari’ah. Therefore, | recommend CBK to allow such conventional bank to have
separate financial reporting standards. Lack of qualified Islamic banking personnel is another major bottleneck in
Kenya. Further training and Islamic finance education should be given to bank personnel to up skill them to offer
quality service and appropriate advice to bank customers. | recommend banks to organize regular training and
workshops by inviting well-versed Islamic scholars to educate bank personnel about Islamic banking and
financing.
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