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A Match Made 
in Heaven
How Islamic Banking can create a new source 
of capital for start-up companies

By Omar Fayoumi and Saad Usmani

Prime Minister Stephen Harper declared 2011 the “Year of 
the Entrepreneur,” stressing the role of entrepreneurs as the 

lifeblood of the Canadian economy. While small businesses account 
for a quarter of Canada’s GDP and a third of all jobs within the 
private sector, private sector employment has yet to recover to pre-
recession levels. 

Venture capital, the traditional lifeblood of a thriving start-up 
sector, is certainly inadequate. Canada has consistently lagged the 
U.S. in per capita funding by as much as twenty-fold, constraining 
the growth of small businesses and consequently, Canada’s 
overall productivity. Only 2.84% of the Canadian population 
invest funds in start-up ventures, compared with 4.3% in the U.S. 
If the U.S. market is any indication, investor appetite certainly 
exists. However, building a stronger venture capital market will 
require a new business model that is able to overcome the inherent 
disadvantages of the undersized Canadian economy.

The large amounts of capital and expertise required to successfully 
invest in start-up businesses create significant barriers for individual 

investors. Even wealthy 
investors find it inadvisable 
to invest in a number of 
small ventures because of 
the inherent risks associated 
with start-ups. Banks can help 
investors mitigate this risk by 
offering a product that pools 
investors’ deposits and invests 
them in a diversified portfolio 
of businesses on the investors’ 
behalf. In this capacity, the 
bank would effectively serve 
as a venture capital or angel-
investing fund. Given that 
approximately 90% of start-
ups fail, the pooling feature 
enables the everyday investor 
to mitigate the substantial risks in angel-investing by spreading it 
over several businesses. Providing retail investors with the ability 
to effectively invest in start-up companies represents an attractive 
market opportunity for Canadian financial institutions. 

While execution is challenging since equity-based financing 
requires different due diligence than traditional debt-based 
financing, the most daunting task is actually attracting the necessary 
capital. Initial capital in particular is difficult to obtain because 
funds lack credibility in their early stages, as investors often look 
at a manager’s track record as a critical investment consideration. 
Without enough capital, a bank would be unable to sufficiently 
diversify away the risks inherent in early-stage investments and 
risk-weighted returns to investors would suffer. 

This culminates in a chicken-and-egg problem whereby investors 
will not invest without proven returns and limited risk, but 
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returns and the diversification of risk cannot be achieved without 
a pool of eager initial investors. If banks can solve this problem, 
they will be able to offer their customers access to an asset class 
typically reservered for a small minority of institutional investors. 
The recent persistence of low interest rates, accompanied by the 
floundering stock market, suggest that a subset of Canadians is 
likely to be open to the higher-risk, 
higher-return venture capital option. 
Who, if anyone, can banks convince to 
take this leap of faith? 

Enter Islamic Finance  

Representing 1% of global assets, 
research conducted by Oliver Wyman 
suggests that Islamic Finance has 
experienced 30% annual growth over 
the past decade and is predicted to 
reach almost $1.6 trillion in assets 
this year. Despite stellar growth and 
proven superior profitability, the 
potential of Islamic Finance remains 
untapped – especially in Canada. Through its unique structure, 
and built-in appeal to an underserved segment of the Canadian 
population, Islamic Banking can be used as a tool to gain entry into 
the angel-investing market. 

Islamic financing is defined as being an interest-free source of 
financing, which encourages lenders to invest and share profits 
between businesses and depositors. Banks transform from creditors 
to investors with an interest in the profitability of the company. 
The emphasis, thus, shifts to the venture’s productivity instead of 
the entrepreneur’s creditworthiness. Investments are structured 
using profit-sharing agreements, which represent a partnership 
between two or more parties in a venture. The parties combine 

their capital and share the profits based on agreed-upon ratios, and 
share losses in proportion to their respective investments. Thus, a 
key tenet of Islamic Finance is equity ownership rather than debt 
financing. Most importantly, this equity-based form of financing 
aligns perfectly to the nature of financing typically provided 
to start-up companies. As a result, a bank can easily structure 

angel-investing products as Shariah-
compliant, as long as it provides no 
debt financing and avoids investing 
in non-compliant businesses such as 
alcohol and pornography.

Fittingly, the million Muslims in 
Canada are also an underserved 
market. Due to the lack of Islamic-
inspired financial products, they have 
found less optimal ways to invest their 
money that also may not align with 
their religious beliefs. With surveys 
suggesting 20% of Muslims are 
willing to switch to Shariah-compliant 
accounts, and many others have 

religiously constrained capital, an Islamic Bank has the potential to 
access these underserved and less price-sensitive depositors. 

As it initiates an angel-investing product, a bank can turn to 
demand from the Muslim segment to garner the initial critical mass 
of investors. Achieving growth beyond the Muslim community, 
however, will be much trickier. To appeal to all investors, the bank 
cannot restrict itself to being identified as “Islamic,” but rather 
make its adherence to Islamic principles visible and consistent. 
Positive results on these initial investments will then attract 
investors outside of the Muslim community. Such results should 
be publicized and made apparent to the lay investor. Islamic 
Finance has proven potential to appeal to non-Muslims, as seen in 
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With surveys suggesting 20% of 
Muslims are willing to switch to 
Shariah-compliant accounts, 
and many others have religiously 
constrained capital, an Islamic Bank 
has the potential to access these 
underserved and less price-sensitive 
depositors. 
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Malaysia and the U.K. For example, 50% of mortgages issued by 
HSBC Amanah in Indonesia in its first year were to non-Muslims. 
Reaching out to Islamic centres, socially responsible investment 
groups, and entrepreneurship organizations, provides exposure 
and opportunity to reach potentially interested depositors.

Raising Minarets from Existing Structures

Canadian banks should take advantage of the unique opportunity 
Islamic Banking offers to enter the lucrative venture capital market 
by establishing an investment vehicle compliant with Islamic 
Finance principles. This Islamic-
inspired service offering should be 
made by existing Canadian banks, and 
not by a newly established stand-alone 
Islamic Bank. Offering this unique 
service from an existing Canadian 
institution will better enable the firm 
to appeal to a consumer group beyond 
the Canadian Muslim community 
in the long run. A pure-play Islamic 
bank would be limited in its ability 
to gain traction with non-Muslim 
consumers relative to large Canadian 
institutions. Scotiabank, for example, 
is well-known for its marketing 
efforts targeting ethnic Canadians and 
new immigrants. Appealing to the Muslim consumer would be a 
natural extension of such an approach. As the product begins to 
establish a track record of positive risk-adjusted returns, the bank 
can expand its marketing efforts beyond the Muslim community. 

A Lucrative System

Islamic Banking is lucrative due to the lower price sensitivity 
amongst religious and socially-conscious depositors, and the 
high-margin financing activities that stem from profit-sharing 
contracts. Islamic-inspired banking could provide Canadian banks 
with a means of increasing their net interest margin (the spread 
between interest earned and paid by banks—the primary driver 

of profitability in retail banking), which has been steadily falling 
since the financial crises. Islamic banks in the Gulf region earn a 
net interest margin of 5%-7%, compared with 2%-2.5% net interest 
margins at Canadian banks. However, variance in development 
levels likely also contributes to this difference. Typical Islamic 
banks offer a mixture of interest-free mortgages and profit-sharing 
products, with profit-sharing representing a relatively new 
development in the Islamic asset management sector. In the future, 
Canadian banks should consider offering lower-risk Islamic-
inspired products such as interest-free mortgages to complement 
the higher risk offerings, allowing them to reach more risk-averse 

Islamic investors as well.

Additional challenges for banks 
hoping to offer this service stem 
from the difficulty of sourcing and 
evaluating start-up ventures. A 
significant amount of work is required 
to source profitable equity investment 
opportunities, and significantly more 
due diligence is required to make 
an equity investment decision than 
simply providing a loan. Banks must 
assess a company’s compliance with 
Islamic principles, management 
capabilities, and potential profitability, 
requiring increased cost and time 

investment. These increased costs are necessary in order to mitigate 
the high risks associated with venture financing and to ensure 
positive returns in the long-term. 

There have been few bold moves amongst Canadian retail banks 
in the last decade. Though 2011 was declared the “Year of the 
Entrepreneur,” banks likely left profits on the table due to a lack 
of seed capital. Islamic Finance is an opportunity that may allow 
one player to jump ahead of the pack in a race that has been neck-
and-neck for years. It is understandable why little, if any, venture 
capital products are offered by Canadian banks, but the Islamic 
community’s capital may prove to be the catalyst to develop this 
financial market.

Although 2011 was declared the 
“Year of the Entrepreneur,” profits in 
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