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KYRGYZSTAN: COMPLIANCE WITH BANKING LEGISLATION,
ISLAMIC BANKING DEPARTMENT IN ACCORDANCE WITH
AAOIFI ISLAMIC SHARIA STANDARDS

The government of Kyrgyzstan has introduced Islamic banking without a legislative base. Later, as in
Kazakhstan, it legalized Islamic banking, making the existing bank code illegal in Islamic banking. The
National Strategic Plan of the Government of Kyrgyzstan for a sustainable economy contains important
provisions for Islamic finance to achieve the goals of a sustainable economy. The whole of the above the
research should be analyzed and found out whether the banking legislation of Kyrgyzstan, which is part
of Islamic finance, complies with the AAOIFI Sharia standards. Since the Islamic banking sector is at an
early stage of development, the creation of a competitive financial sector is attractive to investors and it
is possible to attract funds for the development of the real sector of the Kyrgyz economy with the help
of the Islamic banking.The reasons for the emergence of Islamic banking are the prevention of future
financial crises and the construction of a stable economic system.Some Central Asian countries have
developed laws on Islamic banking and have made changes to existing banking legislation. Kyrgyzstan
is one of the two Central Asian countries that have implemented Islamic banking, out of the way of the
current banking legislation.

Key words: banking, law, legislation, shariah, standard.

M. LLloes", H. Anapbaes', K. barawapos?, H. TytuHoBa®
"Hyp-My6apak Ervner ncaam maaeHuneTi yHmsepcmTeTi, KasakcraH, AAMarthl K.
2CyaeriMaH Aemupen yHusepcuTeTi, KasakcTaH, KackeaeH K.
3E.A. bekeToB aTbiHaarbl KaparaHapl yHrBepcuTeTi, KasakcraH, KaparaHAbI K.
“e-mail: mshoev@gmail.com
KpbipFbi3cTaH: 6aHK 3aHHamMacbIH caktay, AAOU®DU wapurar
CTAaHAAPTTapbiHA Cait MCAAMADBIK, GAHKMHI BOAIMI

KbIpFbI3CTaH YKIMETi eAAe ellkKaHAarm KYKbIKTbIK, 0a3acbl >KOK, MCAAMAbIK, GaHKMHITI €Hri3Ai.
Keninipek yKiMeT ncaam GaHKMHII TypaAbl 3aHHaMaHbl KabblAAA OTbIPbIM, KOAAAHbBICTaFbl (8AETTErI)
6aHKCTBO TypaAbl 3aHHamara TY3€TyAep eHridy apKbiAbl KasakcTaHAarbl CMSIKTbl 3aHHamara MCAaM
GaHKMHIIH eHri3ai. KplpFbi3CTaH YKIMETIHIH TypaKTbl 3KOHOMMKA XOHIHAET YATTbIK CTPaTErmnsiChiHbIH,
>KOCMapbl TYPaKTbl 3KOHOMMKaHbI KYPY >KeHIHAeri kenbip MakcaTTapblHa KOA >KETKi3yAe MCAAMAbIK,
Kap>KbIAQHABIPY YLIIH ©MIpAIK MaHbI3Abl epexxeaepai GeArinenai. bya 3epTTeyaiH makcaTbl MCAam
GaHKMHIiHIH 6OAIri 60AbIN TabbiAaTbiH KpIpFbi3CTaHHbIH, OaHK 3aHHamacbiHbiH AAOM®DU wapurar
CTaHAapPTTapblHA COMKECTIMH TaAAQy >KOHe HakTbiAay 6OAbIN TabblAaabl. McAaMAbIK, OaHK CeKTO-
pbl ©3iHiH AaMybl MEH ecCyiHiH 6acblHAQ Typ, COHAbIKTaH 6acekere KabiAeTTi Kap>Kbl CEKTOPbIH KYypy
NCAAMABIK, Kap>Kbl KOMMAHMSIAAPbI YLIIH HEFYPABIM TapTbIMAbI GOAAAbI, COHAAM-aK, MICAAMABIK, GaHKUHT
JKOHE Kap>KblAQHAbIPY apKblAbl KblpFbl3CTaH 3KOHOMMKACbIHbIH, HaKTbl CEKTOPbIH AaMbITyFa MHBECTU-
LUMSAAP MEH KapXKbIAAHABIPYAbBI TapTyFa biKMaA eTeAi. Mcaam GaHKMHIIH eHri3yAiH ce6ebi ke3 KeA-
reH GoAallaK, Kap>XKbIAbIK, AAFAAPbICTAPAbBIH aAAbIH aAy >KOHE TypPaKTbl 3KOHOMMKAABIK, >KYMEHi Kypy
60AbIn OpTanblk A3usaa Kenbip eaaep MCAaMAbIK, BaHKMHIKe KaTbICTbl XKaHa 3aH eHrizeAi Hemece
KOAAQHbICTaFbl GaHKTEP TypaAbl 3aHFa TY3ETYAEP eHri3y apKblAbl eHrizeai. KpiprbisctaH OpTabik, A3us
eALEPIHAETT ABCTYPAI BaHKTIK 3aHAapFa 63repicTep eHrisy apKblAbl MICAAMADbIK, GaHKMHITi eHri3reH exi
€AAIH KaTapblHAQ.

Tyitin ce3aep: 6aHK KYKbIFbl, KYKbIK, 3aHHama, LapuFaT, CTaHAApPT.
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Kbiprbi3ctaH: co6aopeHne 6aHKOBCKOTO 3aKOHOAAQTEABCTBA, OTAEA MCAAMCKOTO
6aHKMHra B COOTBETCTBUM CO CTAaHAAPTAMM MCAAMCKOro Wwapuata AAOUOU

INpaBuTeAbcTBO Kbiprbi3acTaHa BHEAPUAO UCAAMCKMIA GaHKUHI B CTpaHe, He UMest Kakon-Anbo npa-
BOBOW 6a3bl. [103e NpaBUTEALCTBO BHEAPUAO MCAAMCKMIA GAHKMHI B 3aKOHOAATEALCTBO, Kak 1 B Ka-
3axcTaHe, MyTem BHECEeHWs MOMpaBoOkK B CYLIECTBYIOLLEE 3aKOHOAATEALCTBO O (0ObIYHOM) GAHKOBCKOM
A€Ae, MPUHSB 3aKOHOAATEAbCTBO 00 MCAAMCKOM 6GaHkuHre. [AaH HaUMOHAAbHOW CTpaTerMm npasu-
TeAbCTBa KbIprbi3cTaHa MO YCTOMUYMBOM SKOHOMMKE YCTAaHABAMBAET >KM3HEHHO Ba)kHble MpaBMAQ AAS
MCAQMCKOrO (PMHAHCMPOBAHMS B AOCTMXKEHMM HEKOTOPbIX €ro LeAei Mo CO3AAHMIO YCTOMUYMBOM 3KO-
HOMMKM. LleAblo AQHHOrO MCCAEAOBaHUS SBASIETCS aHAAM3 U BbISICHEHME COOTBETCTBUS HAHKOBCKOMO
3aKOHOAATeAbCTBA KbIprbi3cTaHa, SBASIOWErocs YacThio MCAAMCKOro GaHKMHIA, CTaHAApTaMm LuapuaTa
AAOUDU. McaamcKmin 6aHKOBCKMIA CEKTOP HAXOAMTCS B HAYaAe CBOEro pasBMTMS U POCTA, CAEAO-
BaTEAbHO, CO3AAHME KOHKYPEHTOCMOCOOHOIO (pMHAHCOBOrO cekTopa ByaeT 6oAee npuBAEKATEAbHbIM
AAS UCAAMCKMX (PMHAHCOBbIX KOMIMaHWi, a Tak>Ke Crnoco6CTBOBaTb NMPUBAEYEHMIO MHBECTULMIA U Dn-
HaHCMPOBaHMS B Pa3BMTME PEAAbHOIO CEeKTOpa 3KOHOMMKM KbIprbi3cTaHa MOCPeACTBOM MCAAMCKOrO
6aHKMHra U PUHaAHCMPOBaHUS. [PUUMHON BHEAPEHMS MCAQMCKOTO BaHKMHIa SBASIETCS MpeAOTBpaLLe-
Hue AoObIX BYAYLLIMX (DMHAHCOBbIX KPU3MCOB M CO3AAHUE CTAOMALHOM 3KOHOMMYECKON CUCTeMbl. B
LleHTpaAbHOM A3MM HEKOTOPbIE CTPaHbl AMOO MPUHMMAIOT HOBbIM 3aKOH 06 MCAAMCKOM OaHKMHre, AM6o
BHOCSIT MOMPABKMW B CYLLLECTBYIOLLMIA 3aKOH O GAHKOBCKOM AESITEALHOCTU. KbIPrbl3CTaH BXOAUT B UMCAO
ABYX CTpaH LleHTpaabHOM A3MKM, KOTOPblE BHEAPUAM MCAAMCKMIA GAHKMHT MYTEM BHECEHUSI M3MEHEHMIA
B CYLLECTBYIOLLIME TPAAMLIMOHHbIE BAHKOBCKME 3aKOHbI.

KAroueBble cAoBa: 6aHKOBCKOE AEAO, MPaBO, 3aKOHOAATEAbCTBO, LUAPMaT, CTaHAAPT.

Introduction

The global financial crisis of the last two decades
has demonstrated the problems associated with the
existing global financial system. The financial crisis
has set up regulatory bodies for a variety of policy
changes and a legal framework to create a strong
financial sector and a sustainable economy. There
are several reasons why investigating the principles
of the rule of sharia in the banking sphere can help
achieve these goals.

Kyrgyzstan was the first country to take the first
steps towards the introduction of Islamic banking
in May 2006, the President of Kyrgyzstan and the
management of the Islamic Development Bank and
the Ecobank signed a Memorandum of Understand-
ing on the introduction of Islamic banking in the
country within the framework of the Gilot project,
the President of Kyrgyzstan and the President of
the Republic participated in the launch of the Gilot
project,and the Ecobank obtained a license to oper-
ate within the framework of the Gilot project in ac-
cordance with Information from the National Bank
of the Kyrgyz Republic in accordance with Islamic
principles and rules.It was Approved by the Resolu-
tion of the Board of Directors of the National Bank
of the Kyrgyz Republic dated October 30, 2006. Ac-

cording to the statement, Ecobank was authorized to
offer its customers various products such as Muda-
raba, Sharika, Murabaha, [jara and [jara Muntahia
Bittamlik, Haldhasan (interest-free loans), Istisna
and Parallel Istisna.In April 2008, the Ecobank held
the first meeting of the Sharia Council of Directors
and started banking operations in May of the same
year (EkolslamicBank, 2009).

Some Central Asian countries have introduced
new legislation on Islamic banking and have made
changes to existing banking legislation. Kyrgyzstan
1s one of the two Central Asian countries, which led
to Islamic banking by making amendments to the
existing banking legislation.However, the existing
legislation is an obstacle to the development of the
sector, and we need a new justification for the exist-
ing legislation in Islamic banking.So far, a number
of studies have been conducted on Islamic finance in
the domestic market in accordance with the laws of
the Islamic state. Therefore, the purpose of the study
was to understand the importance of bringing Islam-
ic banking legislation in line with Islamic norms and
rules. The research helps the legislative regulatory
authorities to get an idea The law of Islamic bank-
ing in Kyrgyzstan, the nature of work with Islamic
financial products and the law of Islamic finance in
connection with other laws, such as the Civil Code.
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Scientific research methodology

My methodology in this research is based on re-
viewing all existing three countries’ legislation on
Islamic Banking and also regulations of National
Banks, if any, studying their compliance with prin-
ciples and rules of Shariah according to main sourc-
es of Islamic Banking principles and rules. I will
compare these countries’ legislation with the exist-
ing practice of other countries such as Kazakhstan,
Tajikistan and other countries. Also, to the extent
possible, [ will try to compare Islamic Banking laws
among each other to find out which one is best and
more compliance with the Shariah principles and
rules.

Justification of the choice of topic, goals and
objectives

Unfortunately, the article does not contain a
standard Number-Compliance with the Islamic
Association (AAOIFI). There is no legislation of
Kyrgyzstan on the Swiss Accounting and Auditing
Standards.However, materials on other Islamic fi-
nance issues are available, but in small quantities.
Local scholars have written a number of articles on
this topic, including the publication of evidence on
Islamic law, its application and practical aspects of
Islamic law.In our opinion, even such literature, un-
related to the above, could at least explain the cur-
rent situation and problems, the challenges faced by
the development of Islamic finance in Kyrgyzstan.
Therefore, the researcher tried to find answers to the
following questions:

- Why the rise of Islamic finance in post-colonial
market-building in central Asia and Russia?

- Challenges for Islamic Banking Industry in the
Kyrgyz Republic Experience

The article "The Rise of Islamic Finance in the
construction of post-colonial markets in Central
Asia and Russia" by David Hoggart analyzes the de-
velopment of Islamic finance in the region and the
vision of politics. In memory of the scientist, the in-
troduction of Islamic finance in Central Asia in the
postcolonial era revolutionized the state, the econo-
my, and the Islamic religious discourse, destroying
the materialistic and symbolic status quo. She also
explains the rise of Islamic finance by the fact that
countries prefer to create their own financial strate-
gies and identities, and to end the colonial legacy by
creating multidimensional financial systems.

Another reason for the growth of Islamic finance
in Central Asia is the 84 million Muslim population
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of the region, which is part of a project to develop
faith rather than "pacify religious groups," and the
separation of faith, financial and non-financial trans-
actions by Muslims. This is unacceptable, and we
point out where we think she is wrong. This con-
clusion stems from a lack of proper understanding
of the principles of Islam. Next, she analyzes the
rationale for the growth of Islamic finance by creat-
ing a multidimensional economy free from Russian
influence and linked to the global Islamic economy,
but the growth of Islamic finance in Russia itself is
not the result of attracting investments from Islamic
countries to the Russian economy, but the result of
the return of investments from Islamic countries to
the Russian economy. The West as an alternative
source of investment after returning as an alternative
source of investment after the imposition of sanc-
tions. According to her, there is a negative attitude
towards the growth of Islamic banking and "civil
disobedience" on the part of religious organizations,
although some scientific articles oppose the use of
religion to grow the market, as this causes social
unrest. In the rest of the article, the authors explain
that another reason for the introduction of Islamic
banking in Central Asian countries may be political
goals and the creation of a cultural brand for coun-
tries with pre-colonial history. The article pursues
political goals, rather than analyzing the legal and fi-
nancial development of Islamic banking and Islamic
finance in the region (Noggarth, 2016: 115-136).
The next article is on “Challenges for Islamic
Banking Industry: The Kyrgyz Republic Experi-
ence written by Abdurashed Zhoraev and Ali Yuk-
suk. The article is written for the business analysis
rather core issue of the operating of Islamic Bank-
ing which legislation of the country. The authors
provide additional historical information about the
legal foundations of Islamic banking in Kyrgyzstan,
without analyzing these legal acts from the point of
view of the history of the development of Islamic
banking in the country, as mentioned earlier. Fur-
ther the authors give overview of current banking
sector, Islamic and non-Islamic by providing no of
bank operating and data on their deposits and assets.
On challenges which are facing by Islamic financ-
ing institutions, the authors are referring to National
Bank regulatory document where it summarize five
strategic domains: 1) coordination among state bod-
ies on issues and implementation of Islamic Bank-
ing, 2) harmonization local laws with International
standards such as Islamic Financial Service Board
(IFSB) and AAOIFI, 3) resolving liquidity manage-
ment issue for Islamic bank sector, 4) assistance of
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with market players for their increasing their market
share, 5) creating regulatory act on Islamic economy
such as Zakat and endowment. As per the authors as
significant time passed there is no sign of impact in
industry has been seen.

The authors propose to use example of Ma-
laysia however they have not noted that legisla-
tion system of Malaysia good for development of
Islamic where it is based on common law system
however Kyrgyzstan legal system is civil law sys-
tem where it requires to codify all matters related to
Islamic banking. The best example can be followed
is UAE and Indonesian where their legal system is
similar to Kyrgyzstan. The authors further discuss
the challenges in relation to harmonization of local
laws with international standards and encourage lo-
cal scientist to write and make research on Islamic
Banking which goods encourage in creating local
professional in field of Islamic banking. In regard
of creation Central Shariah Board, the authors pro-
pose to use Supreme Board of Shariah scholar in the
country where it has public trust and cost efficient
and they cannot see the development of Islamic
Banking without those scholars. I guess it is good
example where the same is followed in Indonesia.
According to the authors, due to small share of Is-
lamic financing sector in the banking sector is “not
relevant” to develop this sector at this stage where in
my opinion the management this issue can be han-
dle by National Bank of Kyrgyzstan where it can
play role median and in solving the liquidity issue
for Islamic bank rather leave as it is. The authors
conclude reason for not developing this sectors lack
of legislative acts and regulatory support from the
government and central(national) bank of the coun-
try which out main aim from this article to define
the issue on legislation and regulatory acts in order
to amendment them and further help in the develop-
ment this sector (Zhoraev, Yuksek, 2021: 713-730).

Result and discussion

In 2016, the president of Kyrgyzstan signed
amendments to the existing Banking laws for the
purpose of introducing Islamic Banking as part of
the current law of the country, not as a separate law
(National Bank of Kyrgyzstan, 2023). Since the in-
ception, Islamic Banking sector, the National Bank
of Kyrgyzstan has issued many regulations for Is-
lamic Banking and finance. In principal Islamic
banking sector was operating on the basis of Nation-
al Bank regulations without any legal base. For our
research, the author reviewed the existing part of the

Islamic bank having current banking law and also
the National Bank's regulations. The adopted bank-
ing law has few dedicated articles for Islamic bank-
ing. The amended banking law officially and legally
permits Islamic Banking to operate in Kyrgyzstan
as well as the conventional banks to open Islamic
window. Also, banking industry and financing are
the principles and rules for the implementation of
banking operations and transactions by following
of AAOIFI’s Shariah standard. This law will be ap-
plicable for banking and non-banking financial and
credit organization. Article 4 of the Banking Law
states:

Islamic Principles of Banking Industry and
Financing

1) The Islamic principles of banking industry
and financing shall be applied in the Kyrgyz Repub-
lic along with traditional banking industry and lend-
ing.
2) The Islamic principles of banking indus-
try and financing are the principles and rules for
implementation of banking operations and trans-
actions in accordance with the standards of Sha-
riah that have been developed and approved by
the international organizations that establish stan-
dards for the conduct of Islamic banking industry
(Organization of accounting and audit for Islamic
financial institutions, the Council of Islamic Fi-
nancial Services).

3) The provisions of the present Law and the
banking legislation of the Kyrgyz Republic shall be
applied to the banks and non-banking financial and
credit organizations that carry out their activities in
accordance with the Islamic principles of banking
industry and financing” (Law of Kyrgyzstan, 2016).

Kyrgyzstan’s banking law, Islamic financing
section:

The part of the existing Banking Law related
to Islamic banking was adopted in 2016. Accord-
ing to the author, the Law on Banks was adopted
without making changes to other interrelated legis-
lative acts. In this regard, the Civil Code contains
cases that contradict the Law on Banking Activities.
The Civil Code (1997) recognizes that an Islamic
financial company violates the principles and rules
of Sharia when it knowingly or unknowingly forces
transactions that do not comply with Sharia require-
ments (Section, 2023). It should be noted that this is-
sue may also be raised in Kazakhstan and Tajikistan.
Section 1, relevant to the General Comment, states
that article 2.3 of the Banking Act provides as fol-
lows (National Bank of Kyrgyzstan, 2023):
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"In case of a conflict between the provision of
the present Law and the provision of the Civil Code
of the Kyrgyz Republic shall apply. In case of a con-
flict between the provisions of the present Law and
the provisions of other laws of the Kyrgyz Republic,
the rules of the present Law shall regulate the bank-
ing legal relationships."

The italic part of law mentioned that in case of
contradiction between Banking law, including Is-
lamic banking section, with the Civil Code of Kyr-
gyzstan, the Civil Code shall prevail. In this respect,
in case of the contradiction of civil code which has
clause violating the principles and rules of Shariah,
the civil code law prevails, or in another word, the
provision which violates the principles of Shariah
shall be applicable regardless of the company has
the license to operate according to Shariah prin-
ciples and rules. In Civil code, Chapter 5 on legal
entities, under article 99 on Satisfaction of Obliges
Claims: while determining the order of payment of
claims in case of liquidation in fifth order of the law
mentioned (Paragraf, 2023):

“In the fifth priority, claims for forfeit (fine and
penalty) of oblige of the third and the fourth prior-
ity including interests on the principal amounts of
payments due to budget and non-budgetary funds.”

The above point indirectly forcing Islamic
Banks in case liquidation to pay interest to the
claims which may arise from its the customer or
any other third party where according to Quran and
Hadith of Prophet interest payments are prohibited.
Quran says: A R )

(Quran.com, 2023) {5 &&hal Al 1 5615 dinind WaZal’
3B Y e il )

O you who have believed, do not consume usury,
doubled and multiplied, but fear Allah that you may
be successful. [03:130 Aal Imran (The family of Im-
ran)] (Saheeh International, 2004:60).

Prophet Muhammad said:

"The Messenger of Allah (SWT) cursed the one
who consumed Riba, and the one who charged it,
those who witnessed it, and the one who recorded
it", (Imam Hafiz Abu Eisa Mohamed ibni Eisa At-
Tirmidhi, 2007: vol. 3, 22).

Similarly, non-Shariah compliance also clauses
also found in article 103 under the same chapter. In
Chapter 19, on Securing Performance of Obligation,
wherein article 319 define ways of securing obliga-
tions:

“l. Performance of an obligation may be se-
cured by penalty, pledge, retention of obligor's
property, surety, guaranty, advance or any other
way established by the legislation or the contract.”
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In the next article 320, the civil code defines
penalties (Paragraf, 2023):

“Article 320. The concept of Penalty 1. Penalty
(fine) shall be a sum of money or any other piece of
property determined by the legislation or the con-
tract, which the obligor must pay or transfer to the
obligee, in the event of the failure to perform or im-
proper performance of an obligation. Upon a claim
for a penalty, the obligee must not prove damages
suffered.

2. The obligee shall have no right to claim for
a penalty if the obligor is not liable for the failure
to perform or improper performance of the obliga-
tion.”

The above-mentioned civil code article forces
Islamic Bank to pay penalties even penalty for fi-
nancial dues and obligation. However, under the
Shariah, any direct and indirect revenue, income
and benefits over the principal amount due will be
equivalent to the interest. The banking law or civil
does not exclude Islamic Banking from payment of
penalties. As mentioned earlier receiving and pay-
ment of interest is prohibited under Shariah rules.
According to AAOIFI standard, it is not permitted
for Islamic Banks to charge a penalty for financ-
ing obligation the Standard No 3 on Procrastinating
Debtor states:

“2/1/2 1t is not permitted to stipulate any finan-
cial compensation, either in cash or in other con-
sideration, as a penalty clause in respect of a delay
by a debtor in settling his debt, whether or not the
amount of such compensation is pre-determined;
this applies both to compensation in respect of loss
of income (opportunity loss) and in respect of a loss
due to a change in the value of the currency of the
debt.

2/1/3 It is not permitted to make a judicial de-
mand on a debtor in default to pay financial com-
pensation, in the form either cash or of other con-
sideration, for a delay in settling his debt.” (The
Accounting and Auditing Organization for Islamic
Financial Institutions, 2017).

However, the Shariah standard has permitted Is-
lamic financing company to charge a penalty for the
customer who can pay its installment but not pay
it on time as per agreement. However, the standard
puts restrictions that (first) such penalty purpose is
to force obligor to pay its installment on time and
other (second) restriction on Islamic financing com-
pany that it shall forfeit it to charitable causes after
deducting its actual cost and loss, with exclusion
opportunity profit and cost of funding. The Shari-
ah standard also permits to charge penalty without
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forfeiting to charity causes if the penalty for non-
financial obligation such not the fulfillment of con-
struction of the building by the contractor on the
time where the contractor has to pay the penalty for
the Islamic Bank and Islamic Bank may get such
penalty for itself. (The Accounting and Auditing Or-
ganization for Islamic Financial Institutions, 2017).

The justification for non-permissibility of charg-
ing a penalty for financing obligations and dues
prior to the arrival of Islam, lenders who charged
interest used to say to their debtors: “Do you want to
settle now or to pay an additional amount for a fur-
ther period of credit?”” (Imam Malik ibn Anas, 2014:
495). The prohibition charging an extra amount over
the principal debt or financial dues/loan has also re-
ported on the authority of many companions from
the Prophet. On this basis, a decision reached by the
International Islamic Figh Academy which reads as
follows: “It is impermissible from the Shariah per-
spective to stipulate a condition of compensation in
the case of delay in settlement of a debt” (Interna-
tional Islamic Figh Academy, 2021). However, it is
permissible to put the condition that the debtor shall
donate to charitable causes in case of default in pay-
ment. The interpretation of two Mailiky Scholars on
Saying of Prophet Muhammad (peace be upon him)
says: “Default in payment on the part of a solvent
debtor is unjust” (Al Khatib At-Tabrizi, 1979: 878)
and He also says: “Delay in payment by a solvent
debtor would be a legal ground for his publicly dis-
honored and punished.” (Hafiz Ibni Hajar al-Asqa-
lani, 2014: 331)). In case if the customer has real
financial difficulties such individual who got sick
or children inherited financial obligation form the
parents than it is not permissible to the charge any
penalty or increase liability for Murabaha sell price.
In this respect, the Quran says:

(Quran.com, 2023)  {&salki Zi& o) &0 HA | Bl
g B e ) 5 5508 53 S 05}

Translation is: And if someone is in hardship,
then [let there be] postponement until [a time of]
ease. But if you give [from your right as] charity,
then it is better for you, if you only knew /2:280
Al Bagara (The Cow)] (Saheeh International,
2004: 42).

In light of the above facts regarding the prohibi-
tion in the hadith of the Prophet and the Quran to
charge interest in terms such as interest or penalty,
there is a conflict between the existing banking busi-
ness and the Islamic banking business with the Civil
Code, which requires Islamic banks to pay a penalty
on debts. It is worth noting that similar issues may
arise with respect to debts arising between Islam-

I

ic banks and other counterparties for non-banking
transactions, in which case the Islamic bank must
pay the counterparty a penalty in case of late pay-
ment. There may be more points of inconsistency
between Islamic banking law and civil law, and ad-
ditional research is required to list all inconsisten-
cies with the general principles and rules of Sharia,
and in particular with the AAOIFI Sharia standards.
The next contradiction to the principles and rules
of Sharia in the Banking Law is the article oblig-
ing Islamic banks to participate in deposit protection
and insurance schemes together with other ordinary
banks. The law says:

“Article 120. Deposit Mandatory Protection
System”

1. Banks shall participate in the deposit manda-
tory protection system.

2. The procedure for functioning of the deposit
mandatory protection system, formation and use of
the Deposit Protection Fund. The payment of com-
pensation on deposits in the event of warranty claims
as well as the relationship between the authorized
deposit protection authority, banks, the National
Bank, government agencies and other relations aris-
ing in this field, shall be regulated by the law on the
bank deposit protection.

3. The Bank may choose additional forms of de-
posit protection used in international banking prac-
tice.”

Kyrgyzstan deposit protection is working on the
conventional way of insurance of the deposits not
Islamic way. This clause contradicts with banking
law itself wherein article 4.2 (above) of banking
laws say that the Islamic Bank shall operate accord-
ing to AAOIFT's standards. According to the Shariah
standard of AAOIFI No 29 on Islamic Insurance, Is-
lamic Insurance is a “process of agreement among
a group of persons to handle the injuries resulting
from specific risks to which all of them are vulner-
able". It based on donation contribution, and where
insurance fund itself is a separate legal independent
financial entity. The insurance fund shall pay for any
injuries and loss which happen to participate in the
insurance fund (The Accounting and Auditing Or-
ganization for Islamic Financial Institutions, 2017).

In contrast to Islamic insurance (takaful), tra-
ditional insurance based on a mutual compensation
contract. It seeks to generate income and revenue
from insurance operation itself. The modern Muslim
scholar prohibited conventional insurance as it con-
sists of Garar or uncertainty. The based reference for
the prohibition of traditional insurance is saying of
Prophet Muhammad: “The Prophet peace be upon
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him prohibited sales which involve Gharar” (Abi
Abdullah Muhammad ibn Yazid ibn Majah al-Rab
i al-Qazwini, 2007: vol. 3, 254-255). In this context
International Islamic Figh Academy also gave its
resolution in respect to prohibition traditional insur-
ance. Another contradiction in Islamic banking sec-
tion existing banking law is in article 112.7 where
the law mentioned Islamic banks give or place mon-
ey with customer similar to conventional banking
however Islamic bank never lend or put direct cash
for financing purpose with its customers. The law
states:

“7. Placement of funds in accordance with the
Islamic principles of banking industry and financing
shall be carried out in accordance with the banking
legislation of the Kyrgyz Republic with account of
the specifics and peculiarities of the Islamic princi-
ples of banking industry and financing.”

The mentioned law contradicts with the nature
of Islamic banks which is based on trading such as
selling and leasing, participating and sharing risks
with its customers under Mudarabah, Wakala and
Musharakah. Therefore, the above article of the law
needs amendments to the nature of Islamic Banks
activities.

Regulation for Implementing the Principles of
Islamic Banking and Finance in the Kyrgyz Repub-
lic within the Pilot Project,

Approved by Resolution No. 32/2 of the Na-
tional Bank of the Kyrgyz Republic Board dated
October 30, 2006 (4s amended by the Resolutions
of the NBKR Board No. 38/1 dated November 30,
2006, No. 33/1 dated June 29, 2007, No. 18/2 dated
April 25, 2008, No. 47/3 dated December 17, 2008,
No. 32/8 dated August 28, 2013, No. 25/9 dated
June 11, 2014, No. 32/6 dated July 16, 2014, No. 7/2
dated February 10, 2016, No. 40/4 dated September
28, 2016, No. 49/8 dated December 21, 2016, No.
21/10 dated May 31, 2017).

This regulation is mandatory regulation for Is-
lamic Banks. It was adopted initially for the pilot
project for Eco Islamic Banks. After the amend-
ments in banking law, this regulation amended also.
However, this regulation still contains contradiction
to Shariah principles and rules in general, accord-
ing to Shariah standard adopted by AAOIFI, in par-
ticular, which now a reference to Islamic banking
transaction.

1) In Chapter 2.3, point 1 of the regulation
mentioned in above part related to the definition of
Murabaha. It states that when selling the goods to
the client under the Murabaha Contract, the bank
shall act as the owner of the products however in
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next paragraph under the same definition it says that
the ownership of the assets shall be transferred after
full payment of the price, otherwise stipulated by the
terms of the contract. However as per principles and
rules of Shariah and also AAOIFI’s Shariah stan-
dard, which are the parts of Banking legislation. It
is required that the goods which are subject of Mu-
rabaha must be transferred immediately on the sign-
ing of the Murabaha agreement/contract. It means,
sale considered void from the Shariah aspect unless
if the legislation recognizes the purchaser under
such agreement will be the owner of the good with-
out registration. This issue also exists in Tajikistan's
National Bank regulation where we discussed it as
Shariah basis for such prohibition (The Accounting
and Auditing Organization for Islamic Financial In-
stitutions, 2017).

i1) In the same point, 6 of chapter 2.3 of the
regulation mentioned on appoint of the customer to
be an agent (The Accounting and Auditing Organi-
zation for Islamic Financial Institutions, 2017).). in
purchasing of the goods from the seller or the bank
may purchase by itself. However, the Shariah stan-
dard eight articles 3.1.3 mentioned as a reference in
the banking law such appoint shall be an only dire
need, not as a general practice of the Islamic bank
and standard approach where the regulation has
mentioned such restriction and has provided a gen-
eral procedure for the banking practice. From author
experience in Islamic Banking, the Shariah Board
has a significant role in controlling and implement-
ing this standard where it permits to use as standard
practice in banking operation. The Shariah Board
approve the appointment of the customer to be the
agent of the bank in a case by case basis and upon
obtaining advance approval of Shariah Board, pro-
vided the price of the good must be paid directly
to the supplier or seller, not to the customer. The
justification for such a requirement to segregate the
risk of ownership while the bank is buying or selling
the goods. The appointing of the bank's customer as
the agent of the bank also contradicts with Shariah
maxim of "Al Ghunm bil Ghurm” as “earning prof-
it is legitimized only by engaging in an economic
venture, risk sharing and thereby contributing to
the economy.” (State Bank of Pakistan, 2023) and
“Al-Kharaju bid-daman” is means the entitlement to
revenue on corresponding liability for bearing loss-
es (The Financial Encyclopedia, 2023), where by
appointing the customer to be an agent of the bank,
it does not take risks and responsibility; therefore,
how Islamic Bank will deserve for the profit earned
under subsequent Murabaha contract.
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iii) In point 8 of chapter 2.3, the regulation
states in the third paragraph: "where the client has
not made the full payment of the price, the bank will
not register the ownership of the goods in the name
of the client until the installments paid in full.” This
requirement contradicts with the nature of sale and
purchase in Shariah view. It is worth to note that
Shariah standard of AAOIFI on Murabaha where it
is required, it must be transferred immediately after
signing of the Murabaha (SPA) contract. The justi-
fication of Shariah standard is that such term in the
agreement is contradicting with nature or "effect"
of sale purchase agreement (Murabaha agreement)
where its consequence must result in the ownership
transfer of the subject of the sale to the purchase,
therefore, it is prohibited to stipulate such condition
in the agreement to delay ownership transfer (The
Accounting and Auditing Organization for Islamic
Financial Institutions, 2017).

iv) In chapter 2,4 which relates to leasing, in
point 3 in the definition of the lessor, it mentions
that bank "borrows fund"; however, Islamic Bank
is not entitled to "borrows funds". The regulations
states:

“Lessor is a bank that at the expense of its own
and/or borrowed funds, acquires property during
implementation of the [jarah Contract and grants it
as an [jarah subject to the Lessee for a specified fee,
for a specified period and under specified conditions
for temporary possession and use, with or without
transfer of ownership to the Lessee in relation to the
subject matter of the contract.”

The above definition has two issues: the first
one, it is mentioning the bank (lessor) is “borrowed
funds” where the Islamic banks never borrow funds
from its customer. The Islamic Bank either obtains
funds through Mudarabah or Wakala where both of
them based on sharing of risk between the bank and
fund provider. The other issues are mentioned the
property subject of the lease to be "acquired during
the implementation of the [jarah Contracts” where
the Shariah requirements are the bank must possess
either identical goods/asset or usufruct of the asset
prior concluding the of Ijarah contract not during
Ijarah. Prophet Muhammad said: “Do not sell what
you do not possess” (Al Imam Al Hafiz Abi Dawud
Sulaiman Ibni AlAshath AlAzdi As-sajistani 2009:
vol.5, 362) and in another Hadith of Prophet Mu-
hammad said,: “Ibn Abbas (Allah be pleased with
them) reported Allah's Messenger (may peace be
upon him) as saying: He who buys food grain should
not sell it until he has taken possession of it” (Mus-
lim Ibn al-Hajjaj, 2023). Also, it was narrated from

'Amr bin Shu'aib, from his father, from his grandfa-
ther, that: The Messenger of Allah prohibited lend-
ing on the condition of a sale, or to have two terms
in one transaction, or to profit from what you do not
possess (Abu Abd ar-Rahman Ahmad son Shuayb
ibn Ali son of Sinan al-Nasai 2007: vol. 5, 329,).
Hence, we cannot have selling or ownership transfer
under lease agreement itself.

The mentioned Hadith of Prophet applies for
selling of either goods or services. In this context, it
is worth to say that Shariah standard No. 9 of AAO-
IFI, article 3.1 on Lease and leasing ending with
ownership transfer also has mentioned such require-
ment for the validity of lease contract. All reason
was discussed in detail earlier, and justifications
of Shariah for ownership requirement before sign-
ing Buy and Sell agreement (Murabaha contract) in
Tajikistan part of this thesis and there is reason to
repeat all facts here again as the same required for
selling of service too. In the same point 3 of the reg-
ulation also there is a contradiction with the nature
of Lease ending with ownership transfer. The defini-
tion of rental payment in regulation mentioned:

“Lease payments are the fees for owning and us-
ing the subject matter of the Ijarah Contract”. The
definition is contradicting with Shariah nature of
lease as rental payment is for using of the item or
for buying of usufruct not for purchasing as Prophet
Muhammad prohibited to combine two contracts in
1 contract. It narrated that Abu Hurairah said: "The
Messenger of Allah forbade two transactions in
one” (Abu Abd ar-Rahman Ahmad son Shuayb ibn
Ali son of Sinan al-Nasai 2007: vol. 5, 332). If rental
under Lease contract is considered as a part of pur-
chasing from initial than transaction will fall under
prohibition above Saying of Prophet Muhammad. In
practice rental payment even, it is higher than stan-
dard market rentals, it will not consider for owner-
ship of the price but it is used as service or usufruct
of the asset. The party enter into gift agreement or
another SPA agreement at the end of the lease term.
Therefore, the above definition is non-compliance
with Shariah principles and rules.

w) Also concerning maintenance, the regu-
lation stated that in point 11 of chapter 2.4 of the
document, it says that "the lessor shall provide ba-
sic maintenance. The lessee shall perform routine
or periodic maintenance”. However, the AAOIFI’s
Shariah standard No. 9 on leasing segregates main-
tenance by major and minor maintenances and also
divide by "partial" and "Total destruction" which
each has its ruling according to the Shariah standard.
In case of "Total destruction", the identified lease
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asset in the lease agreement is terminated however
if it is leasing for the specified asset, the lessor may
substitute with another similar property provided
that such total loss under existing or specified leased
asset does not happen due to misconduct and negli-
gence of the lessee. In case ifiit is due to lessee fault,
it will be liable for damage as per lease agreement.
If total loss is not attributable to the customer, the
lessor is not liable to charge from lessee any cost
or future rental payment, and it has either substitute
with another similar asset under a specified lease
category. And for the identified/existing asset, the
bank re-calculates all received rental payment on
market operating rentals base for the same asset and
will return any extra amount to the customer. In case
of partial loss due to the customer, the customer has
to repair leased asset and continue rental payment.
However, if partial loss is not due to lessee's fault,
the rental amount will be reduced for part of the
partially damaged part. Regarding the maintenance
expenses and costs, if the maintenance is major
maintenance it must be done by lessor; however, the
lessor may appoint customer or third person to do a
major repair. If it is minor or ordinary maintenance,
the lessee shall do it by itself on its own expense
(The Accounting and Auditing Organization for Is-
lamic Financial Institutions, 2017).

vi) In the point 40 of chapter 2.4 of the regu-
lation mention termination scenario. The regulation
states that [jarah Contract may be “terminated when
the leased property is damaged” without specifying
types of the damage and who did damage. How-
ever, the AAOIFI’s Shariah standards are required
to define who has committed damage as we have
discussed above and not by simple “damage” as it
mentioned in the regulation.

vii) In point 24 of chapter 2.4 of the regulation
it states: “Ijarah Contract may be entered into sev-
eral lessees entitled to the same benefit in respect of
any property and lease period, without establishing
a certain period for a certain person. In this case,
each lessee can get a benefit from the property dur-
ing the period established for it, according to the
stipulated rules between the lessees.”

The underlined part of the above regulation is
contradicting Shariah principles which are required
to avoid Garar from a transaction where the lessor
may enter into lease agreement with many lessees
without determining the period for a specific per-
son and property subject of the lease. It is narrated
that Abu Hurairah said: "The Messenger of Allah
(PBHU) forbade Gharar transactions and Hasah
transactions" (Abi Abdullah Muhammad ibn Yazid
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ibn Majah al-Rab i al — Qazwini, 2007: vol. 3, 254).
The ambiguity and uncertainty which exist due to
non-determination property and period fall under
the term of Gharar, hence it is not acceptable. Also,
AAOIFI Shariah standard No.9 on lease under ar-
ticle 4.2.1 has a similar requirement on “successive
lease” (The Accounting and Auditing Organization
for Islamic Financial Institutions, 2017).

viii)In Istisna product (sale and purchase based
on specification), under point 46 of 2.6 of the regu-
lation states that "upon completing the manufactur-
ing process for the subject matter of the contract,
the bank shall, under the Purchase and Sale Agree-
ment, transfers the subject matter to the client and
terminate its recognition only after the client has
fully repaid the value specified in the contract
reflecting the amount of income received from
the sale”.

The regulation has two Shariah issues: one re-
lated to the transfer of ownership to a customer un-
der a separate SPA other than Istisna contract and
the second issue is recognition transfer of property
to the customer upon full payment of the price by
the bank. The later issue we have already discussed
it above and the same will be applicable on Isitsna
as it is applicable in Murabaha. For the first issue
where it is required to sign a separate SPA, there
is no Shariah requirement for such SPA as Istisna
contract by itself is sell and purchase agreement.
In the practice, bank is not using a separate SPA,
and no any Muslim scholars has required such a
requirement.

ix) In chapter 2.12 of the above regulation it
permits the payment of profit for current account
holders under the product name “Wadi'ah Yad Dha-
manah” transaction (contract) which is defined as
a contract of guaranteed custody, under which the
Bank shall be authorized to dispose of the funds en-
trusted to it and receive profit from their placement.
Under point 2.2, it clarifies the nature of the pay-
ment by the bank to its customers; it will treat as
a saving deposit. Under 2.3, the payment of profit
to the customer will be Hiba "gift" which is not an
obligation of the bank to pay such Hiba to its cus-
tomer. In other words, it is at the bank discretion
to such gifts to the customers. Under point 2.3, the
Hiba is defined as a donation in a kind of materi-
al incentive paid to the bank's clients who placed
money under the Current account (Qard Hasan and
Wadi'ah Yad Dhamanah Contracts) as well as under
other deposit transactions on an interest-free basis.
The above-introduced product is directly violating
Shariah principles and rules of an interest-free loan.
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Prophet Muhammad said, "any loan which brings
benefits is equivalent to Riba (interest)”. It was nar-
rated from Amr bin Shu'aib, from his father that his
grandfather said: The Messenger of Allah said: "It
is not permissible to lend on the condition of a sale,
or to have two conditions in one transaction, or to
sell what you do not have and profiting on what you
do not possess" (Abu Abd ar-Rahman Ahmad son
Shuayb ibn Ali son of Sinan al-Nasai 2007: vol. 5,
331). The Shariah standard No. 19 of AAOIFI on
Loan stated:

“10/2 Perquisites for Qard

It is not permitted to the institution to present to
the owners of current accounts, in lieu of such ac-
counts, material gifts, financial incentives, services
or benefits that are not related to deposits and with-
drawals. Among these are exemptions from charges
in whole or in part, like exemption from credit card
charges, deposit boxes, transfer charges and letters
of guarantee and credit. The perquisites and incen-
tives that are not specific to current accounts are not
governed by this rule” (The Accounting and Audit-
ing Organization for Islamic Financial Institutions,
2017).

The above Shariah standard which references
for Islamic Banking transaction as per banking leg-
islation of Kyrgyzstan prohibits the payment of the
gift. The reason for the prohibition of Hiba is that
the Hiba payment is due to Qard (interest-free loan)
by the customer to the Bank. A general comment
on the regulation is that it treats all types of financ-
ing by the Islamic bank as the placement of loan by
the Islamic banks which contradict with the nature
of Islamic financing products where these Islamic
products are not a loan (The Accounting and Audit-
ing Organization for Islamic Financial Institutions,
2017)

Results and conclusion

The adoption of the Law on Islamic Banking
and Finance is a positive and good step towards cre-
ating a stable financial sector. As mentioned earlier,
Islamic banking and finance have their own char-
acteristics and characteristics that contradict tradi-
tional finance. The adoption of sharia law is a good
start in Kyrgyzstan, but if other relevant laws are
not reviewed and corrected and inconsistencies are
not pointed out, this will lead to conflicts between
users of the law, whether financial institutions or
individuals, as a result of which some people will
also lose their property rights in the form of money.
Since the Islamic banking sector is still in its infan-
cy, the government and regulators need to address
the following issues in order for Islamic banking to
develop faster:

1. Regulatory authorities should include mecha-
nisms in existing laws and regulations to adapt to
new market changes

2. Governments should take steps to create a
level playing field between conventional and Islam-
ic finance in terms of taxation and other mandatory
obligations

3. For the Islamic finance sector, it is impor-
tant that governments establish working groups to
amend existing laws, especially those relating to
conflicts of laws in Islamic finance, civil and tax
law, and national banks should take similar actions
to change their rules to include conditions that do
not comply with Sharia

4. Introduce courses/subjects in Islamic banking
and finance at universities/institutes/colleges to edu-
cate a new generation working in various sectors of
the economy.
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