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FOREWORD 

The Insti tute of Islamic Banking and Insurance was established some seven 
years ago to give training in the concept and operations of Islamic banks . To 
achieve this, the Insti tute developed a post graduate diploma course with the 
help and co-operation of the best talent available inernationally. The course 
focused mostly on the philosophy and concept of Islamic banking and was very 
well received. Since its launch, 350 s tuden t s from 38 countries have enrolled 
on it. Out of these over 100 have already graduated and quite a few are on the 
verge of graduation. 

Having learnt the philosophy and concept of Islamic banking it was 
logical that the gradua tes moved on to the next stage and learnt about their 
application in practice. Unfortunately, there was no li terature on the subject 
to guide the fledgling Islamic bankers . In the absence of such guidance they 
were obliged to use their own judgement . Inherent in this approach was 
the risk on making costly mistakes, which could resul t in the failure of the 
concerned organisations. 

The Institute, therefore, decided to rectify the deficiency and asked Mr. 
Zafar Ahmad Khan, the most qualified person in the field, to produce a publi-
cation for the guidance of Islamic bankers . The resul t is this publication. 
Mr. Zafar Ahmad Khan is a veteran conventional as well as Islamic banker. In 
the latter field he served as a senior executive vice-president with the Dar-al-
Mal A1 Islami (DMI) Group for fifteen years. In this capacity he helped organise 
and r u n Islamic b a n k s belonging to the DMI Group. 

The publication covers a wide spec t rum of activities involved in the 
es tabl ishment and runn ing of Islamic b a n k s and a wealth of other usefu l 
information. In this connection, Islamic banke r s would find the chapters on 
"Islamic Banking in Practice", "Practical Steps for Establishing a n Islamic 
Bank" and "Inter-bank Relations" very helpful. Another great merit of the 
book is that it contains model agreements on Murabaha, Mudaraba, Musharaka, 
IJara and IJara-wa-Ikttna f inancing contracts as well as Sjoidication Mudaraba 
Agreements. 

Islamic bankers would find this publication indispensable to their activities. 

MUAZZAM ALI 
Cha i rman IIBI 





In the name of Allah, the most Gracious, the most Merciful. 

PREFACE 

When so m a n y books on the phi losophy of Islamic f inance a l ready exist, a 
mere wish does no t jus t i fy writ ing yet ano the r one. Wha t m a d e me th ink of 
writing it w a s my desire to p repa re a book which covers, al-beit briefly, the 
theoret ical a s well a s the pract ical aspec ts of Islamic bank ing . I have laid more 
e m p h a s i s on the opera t ions of Islamic b a n k s t h a n on the theory of Islamic 
banking . 

The book is a imed a t providing b a n k e r s a t j un io r a n d middle m a n a g e m e n t 
levels, who are in teres ted in Islamic banking , with a n easy a n d he lpful refer-
ence book. It is primari ly with a view to serving th is g roup t h a t the work h a s 
been u n d e r t a k e n , b u t I hope t h a t it will also help o thers in the be t te r unde r -
s t and ing of advanced s tudies . I have included models of Islamic f inancings in 
the text to m a k e it easier to u n d e r s t a n d . Its l anguage is s imple a n d I have 
explained, wherever I felt necessary , the technical t e r m s of banking . 

In Par t I, I have given a brief h is tory of Islamic banking , its charac ter i s -
tics, d i f ferences from, a n d similari t ies to, convent ional b a n k i n g a n d a descrip-
tion of its p r e sen t size a n d f u t u r e outlook. The reader will notice some bas ic 
differences f rom convent ional banking which are mainly due to Islam's 
emphas is on equity and socicd welfare. 

Par t II descr ibes the i n t e r - b a n k re la t ionships t h a t exist today a n d how 
they might be developed fur ther . It also descr ibes the role of supervisory 
bodies, a n d control m e c h a n i s m s , a n d how the p rob lems faced by Islamic 
b a n k s can at least be minimised if no t fully solved. 

The mos t impor tan t Par t is Par t III, where in the pract ical s ide of Islamic 
b a n k i n g h a s been dealt with. It descr ibes w h a t Islamic b a n k s are doing, w h a t 
they are not doing, a n d w h a t efforts have been a n d are being m a d e to develop 
Islamic b a n k i n g in pract ice. I have also briefly descr ibed the activities of 
in te rna t iona l capital marke t s , money m a r k e t s a n d s tock exchanges , a n d how 
far Islamic b a n k s do or c an opera te in them. 

In Par t IV, I have descr ibed the efforts required to es tab l i sh a n Islamic 
b a n k or its b r anches , for which I did no t come ac ross any l i terature. It also 
men t ions some p recau t ions to be t aken to save the B a n k f rom possible loss, 
a s well a s some act ions which could e n h a n c e the Bank ' s profitability. A good 
port ion of th is Par t covers a spec t s of pract ical working. 



Lastly, there are some Definitions of Banking Terms used in internat ional 
financial markets , and specimens of Islamic bank ' s Financing Agreements. 

I have, as far as possible, tried to avoid any comment on Shar ia i ssues on 
which there is no consensus yet. Wherever in the text I have used the word 
'scholars' , I have mean t those who are well versed with Islamic Jurisprudence. 
The views expressed in this book represent mostly my own unders tand ing of 
the subjects covered. 

If the contents of this book can help to give the reader a bet ter under -
s tanding of Islamic banking, both in theory and practice, and also to minimise 
unp leasan t experiences in working with it, my efforts will be well rewarded. 

Acknowledgements 
In prepar ing this book help h a s been t aken from many sources, b u t my 
special t h a n k s are due to the pioneer of Islamic finance Prince Mohammad 
A1 Faisal A1 Saud, Cha i rman of Dar Al-Maal Al-Islami (DMI), f rom whom I tried 
to learn the concept of Islamic finance; Mr Muazzam Ali, Cha i rman of the Insti-
tu te of Islamic Banking and Insurance (IIBI), London and Mr Omar A. Ali, for-
merly C.E.O. of D.M.L, who encouraged me to write the book; a n d all those who 
have helped in its publication. My t h a n k s are also due to the b a n k s who 
kindly provided me with specimens of their Financing Agreements, which 
facilitated preparat ion of the enclosed specimens of Agreements. 

Zqfar Ahmad Khan 



PARTI 

BRIEF HISTORY AND CHARACTERISTICS 
OF ISLAMIC BANKING 

1 I History of Islamic Banking 
In the early history of Islam, the injunc-

tion against interest was strictly observed, bu t 
with the decadence of moral values, financial 
practices based on interest (Riba) began to per-
meate even in the Muslim societies. In the peri-
od of colonial domination, the interest system 
became solidly ent renched in Muslirn coun-
tries. With the a t ta inment of freedom from for-
eign powers and the resurgence of Islam, there 
is wide-spread yearning in Muslim countries to 
reorder their economic life in the light of the 
in junct ions of Islam. In this context, the elimi-
nat ion of Riba, which is prohibited in Islam, is 
one of the big challenges facing the Muslim 
world. In recent years, a good deal of at tention 
h a s been paid by Muslim experts in econom-
ics, banking and f inance to find ways and 
m e a n s of eliminating Riba. 

Some pioneering Islamic banks , on a very 
modest scale, were established in Egypt in the 
1960s and operated as rural social b a n k s 
along the Nile Delta. The operation of interest-
free banking in these rura l areas, where bank-
ing h a d not previously existed, proved to be a n 
initiative well worth pursuing . Such an initia-
tive in a remote corner of Egypt and on a very 
small scale acted as a n inspiration for others 
to promote a more subs tan t i a l movement 
towards a new Islamic economic and financial 
system. Among the first inst i tut ions was the 
Nasser Social Bank which s tar ted operations 
in Cairo, Egypt, in 1972. Then in 1975 Dubai 
Islamic Bank was established. 

New Initiatives 

The late King Faisal b in Abdul Aziz 
Al-Saud of Saudi Arabia can be credited with 
the positive rea l i sa t ion of the U m m a h ' s 
responsibility for creating a n Islamic economic 
system at s ta te level. This initiative led to the 
es tabl ishment of the Organisation of Islamic 
Conference. Major a t t empts were made to 
ini t iate collective effor ts towards un i t ing 
Muslims in pursu i t of common objectives. The 
elimination of Riba and the creation of Islamic 
f inancia l a n d economic in s t i t u t ions were 
amongst these objectives. It was the belief of 
His Majesty King Faisal that , since the Holy 
Quran prohibited Riba and laid down specific 
principles for an Islamic economic society, it 
was incumbent on every Muslim to comply 
with these principles. He felt tha t the Islamic 
nat ions m u s t evolve a s t ruc ture which would 
be a blend of the Shar ia (Islamic Law) a n d 
modern financial techniques in order to pro-
duce a new and viable financial alternative, 
free of wha t is prohibited in Islam and p u r s u -
ing what is enjoined in it. 

In December 1970, when the second Islamic 
Conference of Foreign Ministers was held in 
Karachi, Pakistan, Egypt jointly sponsored a 
proposal which called for a s tudy of the estab-
lishment of a n internat ional Islamic Bank for 
T rade a n d Development , together wi th a 
Federation of Islamic Banks . Experts from 18 
Islamic countries examined the proposal and 
prepared their report. This report recommend-
ed tha t the interest-based financial system 



should be replaced by a system of participation 
schemes linked with profit-and-loss-sharing. 
Consequently, it was agreed tha t a federation of 
Islamic banks , together with an international 
Islamic bank should be established. It was 
proposed that the international Islamic bank 
should, inter alia : 

1. F inance commerc ia l t r a n s a c t i o n s 
among Islamic countries; 

2. F inance deve lopment of i nves tmen t 
inst i tut ions a s its affiliates; 

3. Set u p central financial inst i tut ions 
in Muslim countr ies to offer short- and 
long-term loans for the commercial 
and development needs of the country 
concerned. 

4. Unde r t ake the n e c e s s a r y t ransfer , 
clearing and set t lement facilities among 
the central financial inst i tut ions in 
Musl im coun t r i e s a s a beg inn ing 
towards bu i ld ing u p a n in tegra ted 
Islamic economic system. 

5. Administer the s u r p l u s liquid f u n d s of 
the Muslim countries. 

The e s t a b l i s h m e n t of a special ised 
agency, to be called the Inves tment a n d 
Development Body of Islamic Countries, was 
also recommended. 

In addition to these recommendat ions , it 
w a s p roposed to e s t ab l i sh a special ised 
agency, t he In t e rna t iona l Associat ion of 
Islamic Banks , a s a consultat ive body in 
the field of Islamic economy and banking. 
Its manda te included the provision of technical 
advice to countr ies wishing to establish Islamic 
b a n k s and financial ins t i tut ions by sending 
experts to those countr ies , extending the 
knowledge of Islamic banking and allowing 
for exchange of information and experience 
be tween Is lamic count r i es . The Gulf Oil 
boom creating lot of new wealth b u t little 
to invest in Islamically gave an impetus to 
this initiative. 

A committee of experts represent ing the oil-
producing Islamic countr ies met in J e d d a h in 
Ju ly 1973 to fu r the r the es tabl i shment of a n 
Islamic bank . The bank ' s charter, its rules and 
regulations were draf ted and submit ted to a 
meeting of experts which was held in May 
1974. This w a s followed by the Islamic 

Conference of Finance Ministers in J e d d a h , 
where a draf t agreement was approved for the 
e s t ab l i shment of the Islamic Development 
Bank wi th a n a u t h o r i s e d capi ta l of two 
billion Is lamic Dina r s (equivalent of two 
billion SDKs). The member s t a t e s of the 
Organisation of Islamic Conference became 
members of the bank . Established in 1975, in 
Jeddah, the Islamic Development Bank h a s now 
a u t h o r i s e d a n d s u b s c r i b e d capi ta l of 6 
and 4 billion Dinars respectively and h a s 
been serving the financial and investment 
n e e d s of Islamic count r ies , especial ly 
those which are shor t of capital and where 
internat ional credits are needed for develop-
ment projects. Its pr imary funct ions are to 
promote the t rade of its member countries, 
to provide f inance for viable pro jec ts , 
including social i n f r a s t r u c t u r e pro jec ts in 
member countries, through Islamic modes of 
financing, to establish Mutual Funds , and to 
under take research and training in Islamic 
banking. 

As many as 53 countries have become mem-
bers of the Bank, which h a s played a n impor-
t an t role in meeting the development needs of 
the Islamic world. It h a s provided interest-free 
loans for i n f r a s t r u c t u r e projects a n d h a s 
f inanced member countr ies on the bas i s of 
equity participation. F u n d s not needed imme-
diately for longer-term operations are used to 
f inance foreign trade. 

The IDB is working in co-operation with 
other Islamic banks , h a s prepared s tudies on 
Islamic financial i n s t rumen t s and h a s created 
several avenues of investment, such as the IDB 
Unit Investment Fund, the IDB Islamic Banks 
Portfolio, the Inves tment Deposit Scheme, 
and the Islamic Trading Company in Bahrain. 
They are good avenues for o ther Islamic 
ins t i tu t ions to invest their su rp lus funds , 
wi th the IDB working as Mudar ib . The 
IDB also provides technica l a s s i s t a n c e 
to member count r ies for p repara t ion a n d 
implementat ion of projects. 

A significant decision recently t aken by 
the IDB is to establish Islamic Private Sector 
Development Corpora t ion (IPC) like 
In t e rna t iona l F inance Corpora t ion (IFC), 
to f inance the pr ivate sector in Is lamic 
countries. 

IDB is also helping in fostering technical 
development by providing f inance to technical 
i n s t i t u t e s like t he Islamic Ins t i tu te of 
Technology in Dacca, Bangladesh. 



Progress 

From purely local and national inst i tu-
t ions , Is lamic f inancia l i n s t i tu t ions have 
become internat ional in character, operating 
alongside the conventional Riba b a n k s dur ing 
a shor t period of little over 20 years. The 
cont inuous suppor t provided to the Islamic 
Banking by the Organisa t ion of Islamic 
Conference and its affiliated bodies, in partic-
u lar the Council of Governors of Central 
Banks, and the monetary authorit ies, h a s 
helped towards its promotion in the Ummah, 
a n d almost 100 nat ional and internat ional 
Islamic b a n k s and other financial inst i tut ions 
have emerged dur ing the pas t two decades. 
The deposits mobilised by these inst i tut ions 
are conservatively est imated at over US$70 
billion. 

The two major groups which are operating 
as internat ional Islamic holding companies 
are Dar Al-Maal Al-Islami Group (1981) 
a n d the Dal lah Al-Baraka Group (1983). 
The Dar Al-Maal Al-Islami Group consists 
of 21 opera t ing subs id ia r ies , inc luding 6 
commercial banks , 3 investment banks , 4 
investment companies, 4 Takafol / Retakafol 
Companies (Islamic a l ternat ive to 
i n s u r a n c e / r e i n s u r a n c e ) a n d 4 b u s i n e s s 
companies, and are based in the Arabian 
Pen insu la , Bahra in , Malaysia, Indones ia , 
Bangladesh, Egypt, Pakistan, Sudan , Senegal, 
Niger, Guinea, West Africa and Luxembourg. 
They have representat ive offices in J a k a r t a 
a n d Morocco. 

The Dallah Al-Baraka Group of Islamic 
f inancia l i n s t i t u t i ons cons i s t s of several 
Islamic commercial and investment b a n k s and 
affi l iated compan ie s located in the UAE, 
Tunisia , Turkey, Bahrain, Pakis tan, India, 
J o r d a n , Bang ladesh , Yemen, S u d a n , 
Mauri tania , Algeria, the Commonweal th of 
Islamic S ta tes , S o u t h Africa, Tha i land , 
Luxembourg, and several other countries. 

Asset managemen t is these groups ' core 
bus iness activity; f u n d s are invested in viable 
projects, leasing, real estate, venture capital, 
t rade financing, commodity and share-trading, 
IPOs, merges and acquisit ions etc. They are 
also providing services as advisers, t rustees , 
nominees and cus todians of assets . 

Bes ides these big g roups , t he re are 
Islamic b a n k s in almost every country in 
the Arab wor ld—Bahra in Is lamic Bank , 

Internat ional Investor, Kuwait Finance House, 
J o r d a n Islamic Bank, Dubai Islamic Bank, 
Qa ta r Islamic Bank , etc., a s well a s in 
Bangladesh, Sudan , Malaysia, Indonesia a n d 
Brunei. As many as 16 Islamic b a n k s and 
other financial inst i tut ions are operating in 
Bahra in alone. 

During the pas t few years, Pakistan, S u d a n 
a n d I ran have conver ted the i r f inancia l 
sys tems to conform to the Shar ia . All the 
financial inst i tut ions in these countr ies are 
conduct ing their t ransac t ions on a riba-free 
basis . To facilitate the operat ions of Islamic 
bank ing , a n u m b e r of Islamic count r ies , 
inc luding Bang ladesh , Malaysia, Guinea , 
Niger, Senegal, Sudan , Indonesia, United Arab 
Emirates, J o r d a n and Kuwait, have either 
enac ted new legislative m e a s u r e s or have 
amended their banking regulations. In several 
countries, s u c h as Malaysia and Indonesia, 
Islamic banking is runn ing parallel to conven-
tional banking. 

Needless to say, t he Islamic b a n k i n g 
system is also playing an impor tant role in 
social welfare t h r o u g h Zakat , a n d in 
sp r ead ing educa t ion . Noting the r e s u l t s 
achieved by the Islamic financial insti tutions, 
the in te rna t iona l b a n k i n g communi ty h a s 
s tar ted taking Islamic bank ing seriously. A 
n u m b e r of w e s t e r n f inancia l ins t i tu t ions , 
including the Union Bank of Switzerland, 
Kleinwort Benson of London, Ci t ibank, 
Barclays , Merrill Lynch, Hong Kong & 
Shangha i Banking Corporation and Grindlays 
Bank , have l a u n c h e d Islamic Inves tmen t 
Funds , which have received an enthusias t ic 
response from the public. 

Al though Islamic b a n k i n g h a s formally 
s t a r t e d developing only s ince t he mid-
seventies, its basic ideas a n d principles go 
back to the advent of Islam. The novelty is 
in the applicat ion of Shar ia principles 
in the cu r ren t in te rna t iona l f inancial 
sett ing. Experience h a s proved t h a t the 
Islamic b a n k s are not only viable, b u t are 
also in a position to meet the requirements 
of the Mus l ims in all thei r f inancia l 
activities. The controversy as to w h e t h e r 
bus iness interest falls unde r the definition 
of Riba prohibited by the Sharia , or not, 
h a s been finally set at res t by the decision 
of the Islamic Fiqh Academy, Jeddah , tha t 
commercia l loans also come u n d e r the 
definition of Riba. 



The Islamic Financial 
System and its Advantages 

Salient Features of Islamic 
Finance 

Before describing the salient features of 
Islamic Finance, it will be appropria te to 
ment ion briefly in non-profess ional words 
the te rm Sharia , which appears in this book 
at several places. Shar ia literally means a 
straight, clear way. In Islamic terminology, 
Shar ia m e a n s the way of life prescribed by God 
through his holy prophet M u h a m m a d (peace 
be upon him). The Holy Quran ' s teachings, 
and the practices of the holy prophet , called 
the S u n n a h , are the sources of the Sharia . One 
par t of the Shar ia is related to beliefs, while the 
other is related to individual a n d collective life. 
Fiqh (Islamic Jur i sprudence) is the pa r t of the 
Sharia, which deals with the latter. It specifies 
the do's and dont 's , the permissible (halal) a n d 
the forb idden (haram), the approved a n d 
disapproved practices. 

Islamic banks , a s financial a n d social insti-
tut ions, have certain t rai ts prescribed by their 
specific na ture , drawing their principles a n d 
rules from Islamic law, which considers tha t 
wealth is owned solely by Allah and is man-
dated by m a n acting as His vicegerent. The 
assumpt ion of this role requires stipulations to 
be fulfilled by m a n in the course of receiving 
and utilising funds . 

The main s t ipulat ions governing utilisation 
of f u n d s can be s ta ted as follows : 

a) Prohibition of t ransac t ions on a Riba 
basis . 

b) Man, a s the acting vicegerent, should 
endeavour with all h is capabilities to 
invest f u n d s and develop the national 
resources in s u c h a way tha t the out-
come is, eventually, orientated to serve 
the community. Material pu r su i t s go 
along with moral pursu i t s . 

c) Wealth should be directed in the 
'Halal' (religiously permitted) channels 
which will benefit all individuals. It 
m u s t not be spent with a motive of 
exploitation or in religiously prohibited 
channels , or to the detr iment of society 
or individuals. 

d) Consumpt ion should be rationalised 
and expenditure should be conducted 
with thrift, avoiding extravagance. 

e) F u n d s are not to be employed to 
monopolise the resources, utilities or 
necessit ies of the society. Islam opposes 
monopolies a n d cartels. 

f) 'Zakat ' m u s t be deducted f rom wealth 
and given to the poor and the needy, 
and distr ibuted through the channe ls 
s t ipulated in the Holy Quran . It is a n 
incentive to invest capital in productive 
enterprises, and not to hoard it. 

g) Money is not to be treated as a com-
modity in itself b u t a s a un i t of 
account a n d measu re of value t ha t can 
be used as a m e a n s to fulfil the needs of 
society. Islam does not accept the 
concept of time value of money. 

h) A fixed charge on capital is u n j u s t , 
since the resul ts of productive 
enterprise in which borrowed capital 
is invested are not certain. Risk a n d 
reward go together. No risk no re tu rn . 

i) Making money out of money is contrary 
to Islamic law; wealth should be 
acquired th rough legitimate t rade and 
the creation of real assets . 

Advantages 
The profi t -and-loss-sharing system has , 

inter alia, the following advantages over the 
system of pre-determined interest ra tes : 

a) Interest results in an inefficient allocation 
of resources, since the investible f u n d s 
go to the more creditworthy borrowers 
ra ther t h a n to more productive projects. 

b) Money creation m a system of debt 
f inance is b a s e d on lending, which 
makes it prone to over supply, a s there 
is no direct linkage between additional 
p roduc t ion a n d addi t ional money 
supply. Debt f inance based on predeter-
mined and guaranteed ra tes of r e t u r n 
on money h a s unl inked capital move-
ment from the product ion processes it is 
supposed to finance. 

c) Public sector borrowing, when it is not 
backed by tangible assets , ra ises a debt 
b u r d e n for fu tu re generations. Islamic 



a s s e t - b a c k e d f inanc ing does not 
consti tute a debt burden , a s asse ts are 
available which can be liquidated to 
repay the debts. 

d) Except cur ren t accounts , which are the 
liability of the Islamic bank, all client 
funds are accepted on a fiduciary basis, 
a n d are invested according to the 
manda te of the client, who enjoys the 
major portion of the profit, and bears the 
loss if any. The role of the Islamic bank 
is tha t of a manager, who manages the 
funds on behalf of the client. This system 
ensures tha t the asse ts and liabilities of 
the financial intermediaries are always in 
balance. The system is therefore more 
stable. It h a s also been demonstra ted 
tha t a shar ing system is more conducive 
to growth, as it affords greater initiative 
and drive to the ent repreneurs . 

e) The Islamic financial system honours 
the right of ownership by individuals 
and insti tutions. It favours j u s t rewards 
for hard work, skill and initiative, and 
makes the re la t ionship be tween the 
individual and the community one of 
co-operation, integration and duty. 

f) Inflation will be minimal as the money 
supply will be correlated to economic 
activities. 

Basic Differences between 
an Islamic Bank and a 
Conventional Bank and 
their Conmion Features 

Distinct characteristics of 
Islamic banks 

The dis t inct f ea tu res of the Islamic 
b a n k s are as follows: 

1. The relationship between Islamic banks 
a n d their cu s tomer s is no t t h a t of 
debtors and creditors, or the other way 
round, b u t one of participation in risks 
and rewards. This basic a ssumpt ion 
leads to the following : 

a) There is no previously fixed re tu rn on 
the f u n d s invested with the bank. 

Similarly, there is no previously 
fixed r e tu rn on funds provided by 
the Islamic banks . The r e tu rn is 
decided, for both sides, in the light 
of the profit realised from the t r ans 
ac t ions in the ra t io of capi ta l 
par t ic ipa t ion or agreed rat io of 
profit-sharing. 

b) There is no liability on the Islamic 
bank, who is Mudarib (manager of 
funds) to owners of deposited funds 
(Rab al-Maal), except in the case of 
cur ren t accounts , to r e tu rn their 
f u n d s in full on demand, if the 
bank h a s not been negligent in 
investing funds . These f u n d s sha re 
profit or loss result ing from the 
t ransact ions they are invested in. 
This is the motivating force which 
impels the Islamic bank to employ 
its resources viath more prudence 
and efficiency. 

2. Unlike conventional banks , which pool 
together capi tal f u n d a n d investors ' 
funds, an Islamic bank keeps the two 
segregated, in order not to mix u p the 
profit earned on its own f u n d s (capital) 
p l u s c u r r e n t accoun t ba l ances , 
repayment of which is guaranteed, with 
the profit earned on investor's funds , 
which are accepted on a profi t-and-
loss-sharing basis. This enables the bank 
to calculate correctly the profit due to 
investors. 

3. Islamic b a n k s do not provide f inance 
by offering cash loans, as is the case 
with conventional banks , b u t th rough 
participation (Musharakas) or th rough 
some other form of Islamic ins t rument 
like Murabaha , Ijara etc. A significant 
portion of their activities is trading, 
i.e. they buy goods needed by their 
cus tomers and sell them at an agreed 
profit to the customer against ready 
cash or on deferred payment basis . 

4. Islamic b a n k s are mult ipurpose banks , 
a s they play the role of commercial 
b a n k s and investment banks , as well as 
development banks . They operate in 
the shor t - term like commercial banks , 
a n d in the med ium- a n d long- term 
investment development b a n k s like non-



b a n k f inancia l i n s t i tu t ions (NBFIs), 
depending u p o n the s t ruc ture of their 
resources. 

5. While the role of the conventional b a n k s 
is to a t t ract financial resources and to 
lend them on interest, so as to make a 
profit, the emphas i s of Islamic b a n k s is 
on us ing their financial resources to 
develop the society as a whole. Profit is, 
no doubt , kept in sight, b u t tha t is not 
the main objective of their financing. 
The emphas i s is on achieving the socio-
economic objectives of the society without 
t r ansgress ing the in junc t ions of the 
Sharia . 

6. Islamic banking is primarily equity-based. 

7. Whereas the Islamic system is value-
oriented, the conventional system is 
value-neutral . 

8. While conventional b a n k s are satisfied 
with the traditional review by certified 
auditors . Islamic b a n k s are subjected 
to additional reviews by the religious 
supervisory boards to ensure tha t f u n d s 
are being raised and invested in ways 
tha t conform to Islamic principles. 

Common Features of the Two 
Systems 

The distinct characteristics of Islamic 
banks have been briefly described above. This 
does not, however, mean that the Islamic banks 
are oblivious of their obligations as financial 
institutions and invest funds indiscriminately. 
As a matter of fact, being t rustees of Ummah 
funds , they have to be even more careful. The 
s tandards of capital adequacy, liquidity ratio, 
diversification of risk etc., are at least as high 
as those of the conventional banks . 

Likewise, there are several activities of the 
Islamic b a n k s (not involving interest) which 
are similar, or almost similar, to those of con-
vent ional b a n k s , s u c h as hand l ing of 
cur ren t accounts , opening of Letters of Credit, 
collections, remit tances, safe deposits etc., on 
which the b a n k ea rns fees, commission and 
exchange. 

There is still some scepticism among the 
conventional b a n k s about Islamic banking. 

which could be subs t an t i a l l y removed if 
Islamic banks , being newcomers in the field, 
made more efforts to explain their working to 
the conventional banks . Faysal Islamic Bank 
of Bahra in h a s played a significant role in 
removing the m i s u n d e r s t a n d i n g s a b o u t 
Islamic banking. Islamic syndicated financ-
ings, pioneered by them, in which both Islamic 
and conventional b a n k s participate, is one 
s u c h example. The two can fu r the r benefit by 
exchange of information—Islamic b a n k s about 
the Islamic countries, and conventional b a n k s 
about the non-Islamic world. There could also 
be more training programmes for bank person-
nel on subjects of mu tua l interest; please see 
some details of co-operation in Part II. 

Present Size and Future 
Outlook 

Although the practical experience of 
Islamic b a n k s dates back only to the mid-
seventies, its basic ideas and principles are not 
new. The novelty is more in the application of 
Shar ia principles in the cur ren t internat ional 
financial setting. Experience h a s proved tha t 
the Islamic b a n k s are not only Viable, b u t are 
also in a position to meet the requirements of 
Musl ims in their f inancia l activities. The 
Islamic banking movement h a s gained sub-
s tan t i a l m o m e n t u m du r ing the las t two 
decades, and today, nearly 100 Islamic inst i tu-
tions at nat ional and internat ional level are 
operating in the Islamic countr ies and outside. 
Before 1975, there were only 3 local Islamic 
b a n k s in operation. 

None of the Islamic b a n k s h a s gone into liq-
u ida t ion , a n d the i r f inancia l r e s u l t s are 
consistently improving. There h a s been extra-
ordinary growth in their assets , clients f u n d s 
a n d capital . The a s se t s managed by the 
Islamic b a n k s are conservatively est imated to 
be more t h a n US$90 billion, which proves the 
point tha t the Islamic banking movement h a s 
proved its success and h a s a bright fu ture . 

Most of the Islamic countries have colonial 
legacies of the pas t and their existing financial 
laws, rules and regulations, which are based 
on the interest-bearing system, cannot be 
t ransformed overnight into Islamic ones. The 
usher ing in of an Islamic economic system can 
only be done on a step-by-step basis . The 
Islamic banks , which are operating alongside 



c) Foreign Exchange h) Other Fee-earning Services 

The Islamic bank buys and sells foreign cur-
rencies on a spot basis as does a conventional 
bank, bu t the position of forward and fu ture 
sales is different. This subject ha s been dealt 
with separately under the heading 'Currency 
and Commodity Trading'. 

d] Collections and Remittances 

Like a conventional bank, an Islamic bank 
also collects bills and cheques drawn by, 
as well as on the clients, and transfers funds 
both inside and outside the country, for 
which it charges a commission. No interest 
is involved. 

e) Cash Management 

The Islamic bank agrees to handle cash col-
lect ions/cash disbursements for a bus iness 
firm or the government, for which it earns 
commission. 

f) Custodial Services 

These are performed by an Islamic bank 
also like a conventional bank, the only differ-
ence being tha t most Islamic banks do not 
accept for safe deposit interest-based securi-
ties or ins t ruments which are in the na ture of 
a lottery, such as Prize Bonds. The Bank's 
responsibility is limited to their safe and prop-
er keeping, not the fluctuations in their price. 
Most Islamic banks also provide the facility of 
lockers. The locker is jointly operated by the 
bank and the client. The benefits at tached to 
the entrusted goods or ins t ruments belong to 
the owner. The bank earns a fee for custodial 
services. 

g) Real Estate 

Where the country's legislation permits . 
Islamic banks also invest in properties from 
which they make rental income, and capital 
gain, or loss, if any. Since banks usually do not 
have experience in managing properties, they 
appoint qualified managing agents, who collect 
the rents and maintain the properties on 
behalf of the bank, and recover their agreed fee 
f rom the ren t s collected. A Management 
Agreement is signed between the bank and 
the agent. 

Islamic banks purchase /se l l metals and 
commodities on behalf of their clients, as well 
as on their own account. Most Islamic banks 
also purchase /se l l interest-free securities as 
well as shares of companies whose primary 
function is not money-lending, as it is of con-
ventional banks or insurance companies. The 
bank earns brokerage on these services when 
it serves as an intermediary between the client 
and the market. When the bank itself pur-
chases /se l ls foreign currencies or commodities 
f rom/ to the client or another institution, the 
difference between its buying and selling rates 
is its exchange profit or loss. The bank also 
trades currencies and commodities on behalf 
of its clients on a discretionary, semi-discre-
tionary or non-discretionary basis, depending 
upon how much discretion the client wants to 
give to the bank in this management area. 'The 
bank 's earnings are in the form of fees and at 
times a share in the exchange profit also 
Discret ionary m e a n s 'left to Bank ' s own 
discretion'. 

Some Islamic banks also do arbitrage i.e. 
they deal s imultaneously in two currency 
markets to take advantage of temporary rate of 
exchange /p r i ce difference, t h u s ea rn ing 
exchange income. Currency and commodity 
trading is a wide field in itself, bu t needs 
expertise, as one person's gain is another 
person's loss. 

Some Islamic banks have also started giving 
to their clients Nominee, Registration, Trustee 
and computer services, on which they earn 
fees. As a Trustee, the bank manages property 
and other valuable assets of a customer during 
a specified period of time. 

Islamic b a n k s are increasingly moving 
towards Investment bank ing activities on 
which they earn fees. The advantage is twofold: 
firstly there is no involvement of interest, and 
secondly, the bank 's financial risk is nil or very 
low. They manage Private Inves tment 
Portfolios (P.I.P.) for their clients, under which 
they make investments according to the writ-
ten mandates of the clients. These mandates 
usually specify the level of risk, which the 
client wants to undertake—low, medium or 
high, and the period for which the investment 
is in tended. The b a n k h a s no f inancial 
involvement. 

The Islamic banks are also providing under-
writing of new issues of Islamic stocks and 



shares , bu t scholars do not allow a fee for 
underwriting as it is not an actual purchase . 
Before underwriting an issue, bank should 
s tudy the prospects of the share fetching a 
good price, as it ha s to buy the underwrit ten 
shares if they are not purchased by others 
when offered. Investment research and finan-
cial advisory services are provided to the 
clients against a fee. 

Capital Market and 
Money Market Activities 

I now move on to a field where some 
work ha s been done in recent years bu t a good 
deal remains to be done if Islamic banking is to 
meet the challenges of modern times. Every 
bank. Islamic or conventional, has surp lus 
funds to invest after providing for liquidity, 
s ta tutory reserves and financings. Liquidity is 
represented by cash in hand, balances with 
the Central bank and other financial institu-
tions, approved government securities, stocks, 
debentures , etc. Malaysia h a s in t roduced 
Malaysia Government Investment Certificates, 
specially for this purpose, which carry no 
interest, bu t the Central bank may reward the 
investor banks at its own discretion. They are 
a n Islamic s u b s t i t u t e for conventional 
Treasury Bills which carry interest. According 
to the majority of scholars, voluntary payment 
in excess of capital is permitted in Islam. 
Rewards given by an Islamic bank to its cus-
tomers voluntarily are also allowed. Besides 
these Inves tment Certificates, f u n d s are 
invested in Islamic Acceptance Bills, Bankers 
Acceptances, Islamic Inter-Bank Investments 
and the Islamic Inter-bank cheque-clearing 
sys tem in Malaysia, which are described 
below. 

Islamic Acceptance Bill 

This represents trading of debt between the 
owner of the debt and the buyer of the debt 
prior to the maturi ty of the bill. The debt is evi-
denced by a Bill of Exchange drawn on, and 
accepted by, a person, arising from a Halal 
trade transaction, within or outside the coun-
try. The bill is t raded in the market, and the 
Islamic bank also purchases these bills. 

Example of a conventional discounting: A 
supplies steel to B on credit and draws a Bill of 

Exchange for its value payable after 3 months . 
B accepts the bill by writ ing the word 
'Accepted' and the due date on its reverse, and 
signs it. After a month if A needs some funds , 
he takes this accepted bill to a conventional 
bank for sale. If the latter is satisfied about the 
creditworthiness of the accepter, it discounts 
the bill by paying to A its face value less 

interest u p to maturi ty of the bill, and 
presents it to the drawee for payment on the 
due date. 

Note: According to the majority of scholars, 
an Islamic bank cannot discount a Bill of 
Exchange as it is not itself an asset-based 
instrument; it is j u s t like a Promissory Note. 
However, an Islamic bank can collect the 
amount due to the drawer of the bill from the 
drawee, and is permitted to realise commission 
for providing this service. The commission can 
be a fixed amount or a certain percentage of 
the bill amount , irrespective of the period u p to 
maturity. 

Banker's Acceptance 

This is a bill drawn by the owner of the debt 
on, and accepted by, the drawee and the bank 
or the b a n k alone. The accept ing b a n k 
becomes liable to pay the bill, irrespective of 
whether the drawee pays or not. Because of 
the bank 's acceptance, this is considered to be 
a better ins t rument than a bill which ha s not 
been accepted by a bank. Such bills are t rad-
ed in the market. 

The National Mortgage Corporat ion of 
Malaysia ha s securitised the Islamic housing 
debts of Bank Islam Malaysia on the basis of 
debt-trading and also Mudaraba. Bonds are 
issued on a Mudaraba basis, and profit is 
shared between the Bond-holders and the 
Corporation. 

Note: Securitisation is defined later on. 

Islamic Inter-bank investments 

Under th is sys tem one l icensed b a n k 
obta ins investment from another l icensed 
bank on a Mudaraba basis. The period of 
inves tment ranges from overnight to 12 
months, and the rate of re tu rn is based on the 
rate of gross profit for one-year investments of 
the receiving bank, declared on the maturi ty 
date of each investment. This re tu rn is divided 
between the two banks in the agreed ratio. 



Islamic Inter-bank Money Market 

Short term funds are usually lent between 
banks in the Money market. In 1994, Malaysia 
in t roduced the Day 1 Islamic In te r -bank 
cheque-clearing system. The licensed banks 
maintain a clearing account with the Central 
Bank, which handles the daily 'clearing' of the 
banks . Surplus funds of banks are automati-
cally invested with the other banks who are in 
deficit in clearing as a Mudaraba Inter-bank 
investment for one day. The licensed banks are 
required to inform the Central Bank of their 
rate of gross profit for one-year investments. 
The invested amount plus the investing bank 's 
profit are automatically repaid by debit to the 
deficit bank ' s account with the central Bank 
on the following working day. 

Foreign Exchange transactions 

Every bank which handles imports and 
exports, or makes and receives foreign remit-
tances, ha s to open foreign currency accounts 
with its correspondents. These accounts are 
meant to provide/receive reimbursement for 
imports/exports , and to settle outward and 
inward remittances. These accounts are gener-
ally interest-free and necessarily so in the case 
of Islamic banks . A portion of Bank's funds is 
employed in these accounts. 

General 

Ins t ruments traded in the Capital markets 
are shares , stocks, debentures. Unit Trus t 
Certificates, Mutual Funds, Corporate Notes 
and Bonds, asset-based securities, and long-
term Treasury Notes and Bonds which become 
Money Market ins t ruments when the maturi ty 
date comes within one year. Capital markets 
need : 

1) governments and large mult inat io-
na ls who i ssue long-term debt or 
equity ins t ruments to raise long-term 
funds for their needs, 

2) specialised financial institutions such 
as investment banks to channel these 
funds , and 

3) sophisticated suppliers of funds . The 
market ha s to be supported by, inter 
alia, a good legal s tructure, brokers 
and a clearing system. 

Almost all capital market ins t ruments have 
varying degrees of r isks . Venture capital 

investments are high risk, and securi t ies 
issued by the developed countries or secured 
commodity investments are low risk. These 
r isks shou ld be properly advised to the 
prospective clients. A large portion of the capi-
tal market consists of debt-based securities 
such as debentures, bonds and commercial 
paper with a flKed re turn . Islamic banks can-
not invest in them bu t are trying to design 
their Islamic subst i tutes . The usua l criteria for 
the selection of investment ins t rument are 
expected rate of re turn, different kinds of 
risk involved, tax exposure, duration, and 
transferability. 

The Islamic banks are increasingly plajang 
the role of Investment banks . In some coun-
tries Islamic Investment banks have also been 
established. Besides financings, mainly medi-
um-and long-term, providing both equity and 
funding, these banks are under taking capital 
market activities. Institutional investors are 
entering these markets, and new ins t ruments 
and products are being designed. The mone-
tary authorities are coming to realise the value 
of Islamic banking, and are making regula-
t ions par t icular ly relat ing to Islamic 
Investment banks . These markets spur a high-
er level of savings, investments, and conse-
quently economic growth. Whereas the money 
market allows short- term money to go to the 
users, the capital market provides the oppor-
tunity to invest for longer terms. 

Islamic Investment banks are also providing 
Corporate Finance and Advisory Services. They 
structure, price and manage public offerings 
and private placement of equity securities. 
They advise on the timing and s t ructure of 
offerings, valuation of securities, raising of 
capital, project structuring, its placement in 
the market, and formation of underwriting 
syndicates, on which they earn fees and com-
missions. 

Malaysia, in particular, ha s made a great 
contribution to the development of Islamic 
financial markets. It ha s created an Islamic 
Inter-Bank market, and is offering Islamic 
stockbroking services. In 1994, an Islamic 
Ins t ruments Study Group (IISG) was formed 
to advise on the development of the Islamic 
capital marke t . The appointed member s 
are Sharia scholars and industry experts. It 
advises the Securities Commission on the 
aims and operations of the Islamic Capital 
Market needed to make it consistent with 
Islamic principles. 



Securitisation 

The process of creating a tradable instru-
ment by pooling and aggregating assets of sim-
ilar characteristics in a manner which moti-
vates investors to buy securities backed by 
these assets is called securitisation. Whereas 
paper ins t ruments are created by a conven-
tional bank to evidence interest-based debts. 
Islamic securitisation necessarily arises from 
an underlying Halal transaction, and there is 
no interest rate attached to it. Islamic securitisa-
tion also differs from conventional securitisation 
in the way Investors are remimerated. In the 
Islamic one, investors are remunerated on a prof-
it-and-loss-sharing basis, whereas the conven-
tional one allows a debt issue with a fixed return 
and at times with recourse to the issuer. This is 
beneficial for the Islamic bank, as vwth good qual-
ity assets it can attract a new class of investors. 
Musharaka and IJara can be securitised as 
described earlier. 

Venture Capital 

These companies offer an opportunity to 
provide seed finance, particularly to high tech 
industries, in the hope of making gains when 
the industiy reaches the production stage. They 
are high-risk, high-gain Investments, and are 
growing rapidly in the West. 

FUNDS 

Several Islamic Funds have since been floated 
by Islamic institutions, some recent ones being 
the : 

• Malaysia Equity Ventures Fund 
• Asia Equity Fund floated by Al-Tawfeek 

Company for Investment F u n d s Ltd., 
a uni t of Dallah Al-Baraka Group, to 
acquire equities 

• Adil Islamic Grovs^th Fund launched in 
Labuan International Offshore Financial 
Centre by Faisal Finance (Switzerland) 
S.A., a uni t of Dar Al-Maal Al-Islami 
Group, to invest in stocks declared Halal 
by the Religious Supervisory Board 

• Faisal Finance Real Estate Fund 
• Faisal Finance Mezzanine Fund to invest 

in I.P.O.s 
• Multi-investment Fund (a portfolio of five 

Mutual Funds with option for investors 
to invest in one or more of the Funds to 
diversify their risk, jointly sponsored by 

Faisal Finance (Switzerland) S.A. and 
American Express Bank Ltd.) 

• Venture Capital Citi Islamic Portfolio 
• Saudi Arabia's Global Trading Equity 

Fund 
• Middle East Equity Fund launched by 

A1 Rajhi Banking & Investment Corporation 
• IDB Infrastructure Fund 
• Many other Fund. 

Dows Jones ha s launched 5 Islamic Market 
Indices, which speakes for their popularity. 

I have mentioned here only a few as exam-
ples; their number is growing fast and they are 
good avenues of investment if the right Fund is 
invested in. The Managing Agent of the Fund 
gets a pre-arranged fee for its services. 

LP.O.s 
Islamic banks are also investing in LP.O.s 

(Initial Public Offerings) of companies which do 
not deal in prohibited goods and whose main 
line of activity is not moneylending. The bank 
provides finance to a company under forma-
tion by buying its shares before they are 
offered to the general public, usually at par 
value. When the issue is made public, these 
shares fetch a higher price in the market if the 
right company was invested in. 

OTHER AVENUES 
Islamic banks do not deal in interest-bear-

ing securities, bu t they deal in their Islamic 
subst i tutes . For example, the Islamic substi-
tute for an interest-bearing Debenture is a 
Participation Term Certificate. 

There ha s been discussion whether a zero-
rated ins t rument is acceptable or not. The 
majority of the scholars believe tha t whereas a 
zero-rated financial investment which repre-
sents a debt without a back-up asset is not 
acceptable, an asset-based zero-rated instru-
ment such as a lease-based ins t rument is 
acceptable, in which an Islamic bank can invest. 

Investment in Unit Trust companies and 
Mutual Funds is allowed if they are investing 
funds in Halal activities. Only a negligible per-
centage of fund can be invested in non-Halal 
activities, and the income thereon ha s to go to 
the charity. They are among the mos t 
Islamically acceptable forms of investment. 
The Islamic bank should examine the quality 
of their assets properly before buying their cer-
tificates. Their net asset value (N.A.V.) is u su -



ally quoted In the market . It goes u p and down 
according to the aggregate market value of 
their assets . 

The Capital marke t s of Islamic developing 
countr ies have substant ia l ly expanded during 
the pas t decade, and Saudi Arabia, Egypt, 
J o r d a n , Bahra in , UAE, Iran, Pak i s t an , 
Malaysia, and Indonesia, are now named as 
Emerging markets . Investors from the West are 
now increasingly investing in these marke t s 
owing to the high potential for capital gains. 

I ran h a s i n t roduced the concept of 
Participation Bonds on a Mudaraba basis; 
f u n d s are invested in economic projects with a 
positive r a t e of r e t u r n , which is divided 
between the investors and the issuer of the 
Bonds. 

In Pakis tan , Muda raba companies have 
been allowed to operate as separate legal enti-
ties. These companies enjoy tax concessions 
subject to certain conditions. Some b a n k s 
have also floated Mudaraba companies. They 
work like Unit Trus t companies. An example is 
given below: 

ABC Islamic b a n k decides to f loat a 
Multi-Purpose or Specific-Purpose Mudaraba 
company . After ob ta in ing the neces sa ry 
approvals , it will fo rm a M a n a g e m e n t 
company, usual ly wholly owned by the bank, 
with not very high capital, which will float a 
Mudaraba and serve as the Mudarib. The 
public will be informed by the prospectus 
of the Mudaraba mentioning whether it is 
open-ended or close-ended, its objectives and 
other details as in the case of i ssues of public 
limited company shares . 

Now suppose the desired amoun t is $100 
million. When the full or a t leas t the 
min imum decided amoun t is subscribed, the 
M a n a g e m e n t c o m p a n y will invest it in 
permiss ib le activities according to the 
d e m a n d s of p rudence . The company will 
s imultaneously issue Mudaraba certificates of, 
say, $ 1 0 0 0 each to the subscr ibers . The 
n u m b e r of certificates will t h u s be 100,000. 
Suppose at the end of the financial year, profit 
a f te r tax works ou t to $800 ,000 . The 
Management company will be given the agreed 
a m o u n t of management fee, say, 10% of the 
profit, i.e. $80,000. This will leave a s u m of 
$ 7 2 0 , 0 0 0 for d i s t r ibu t ion a m o n g the 
Mudaraba certificate-holders. The Net Asset 
Value (N.A..V) of each certificate will increase 
from $1,000 to $1,007.20. If, however, the 
M u d a r a b a shows a shortfall in the value 

of asse ts of, say, $400 ,000 at the end of the 
financial year (even after us ing the Reserves, if 
any), the M a n a g e m e n t Company will get 
nothing for the services rendered, and the loss 
will be proportionately distr ibuted among the 
certificate-holders, t h u s decreasing the N.A.V. 
to $996. If the certificate-holder wan t s to 
redeem his certificate, he will receive from the 
Management Company $996 less redemption 
charge, if any. 

10 I The Stock Exchange 
Limited companies issue sha res to their 

subscribers , whose liability is limited to the 
extent of the sha res held by them. This is the 
basic difference between a limited company 
and a n unlimited company shareholder. In the 
latter, the shareholder 's liability to the credi-
tors of the company is unlimited. An eminent 
scholar is of the opinion tha t since private lim-
ited companies work more like a par tnership , 
their liability also should be unlimited. The 
shareholders of some private limited compa-
nies borrowed huge s u m s of money, used them 
indiscreetly, and then declared insolvency, 
leaving the creditors to suffer, which is strictly 
prohibited in Islamic law. 

Limited companies are of two t3rpes, namely, 
private or public. In a private limited company, 
the n u m b e r of s h a r e h o l d e r s is u sua l l y 
small. In many countries, the law makes 
it obligatory for a limited company to invite 
the genera l publ ic to subsc r ibe to t he 
company's capital if the n u m b e r of share-
holders reaches a certain point, say, 50 share-
holders. Then it becomes a public limited 
company. Whether its sha res will be quoted on 
the Stock Exchange(s)or not is the company's 
decision, subject to approval by the Stock 
Exchange authorit ies, if the sha re is to be 
quoted on Stock Exchange. 

The Stock Exchange is a market where 
equity-based securit ies s u c h as sha res of pub-
lic limited companies (also debt-based securi-
ties, in which Islamic b a n k s do not deal) are 
bought and sold. The main players on the 
Exchange are Jobbers, who operate on their own 
account b u t do not deal with the public, and 
brokers, who deal with the public Interested in 
buying and selling shares. 

The Exchange performs some usefu l func-
tions, b u t h a s also some drawbacks. They are 
briefly mentioned here. It provides : 



a) inf ras t ruc ture to ensure independence 
of the managemen t from the owners of 
the company 

b) a ready marke t for investors to buy, and 
for s tockholders to sell. It is difficult to 
find sellers or buyers at an individual 
level, at the right price. 

c) a way to channel money from savers to 
investors , t h u s providing long- te rm 
capital to bus iness th rough equity or 
debt, and diversity of risk. 

d) liquidity to stocks issued by the company. 

e) a vehicle for cont inuous valuation of 
companies quoted on the Exchange. The 
price of a stock usual ly reflects the 
intrinsic worth of the company. In a n 
efficient market , the price of a stock 
changes according to the change in the 
company's worth. As the worth goes u p 
or down, the price of the stock also goes 
u p or down, barr ing speculative trading. 

f) a barometer of the country 's economy. 
When the economy is down, the S.E. 
index is also down; when the economy is 
growing, the investors are at t racted and 
the S.E. index h a s a rising trend. 

So far so good, b u t the normal factors of 
supply a n d demand are distorted by specula-
tors, resul t ing in the stock price going u p or 
down, not in line with the intrinsic worth of the 
company, b u t due to artificial scarcity or sur -
plus created in the market . The 'bears ' sell 
short , i.e. wi thout owning the shares , in the 
hope of buying again when the price h a s gone 
down, a n d the 'bulls' buy in order to create 
scarcity and interest in the scrip so as to sell 
when the price h a s increased, without taking 
delivery of the shares . Transact ions are done 
by paying a small margin only. Purchases are 
usual ly done from f u n d s borrowed on interest. 
Speculat ion can be minimised if the companies 
are directed by some regulatory authori ty to 
disclose more and more correct information 
about their affairs. This will also curb insider 
trading. Prices also go u p a n d down with a 
change in the interest rate, in the opposite 
direction. 

Is lamic law ne i the r allows shor t sa les 
because the seller does not own the sold 
shares , nor pu rchases on margin, since the 
full price of the pu rchased sha res is not paid. 
It does, however, allow the pu rchase of sha res 

of companies whose primary funct ion is not 
lending or borrowing on interest like a conven-
tional bank , or which do not deal in a prohib-
ited item like alcohol, provided the full price is 
paid and the sha res are actually delivered. The 
t r ansac t i on shou ld be interes t - f ree , m a d e 
without any coercion on either party, and there 
should be no uncer ta in ty about the price, date 
and place of delivery. If the Stock Exchange is 
allowed to work freely without manipulat ion, 
which is the t ra i t of a n Islamic Stock 
Exchange, the price of the stock will reflect the 
t rue intrinsic worth of the company. 

Islam allows dealing in Ordinary sha re s b u t 
not in Preference shares because their r e tu rn 
is fixed and these shares have priority over 
Ordinary s h a r e s in d is t r ibut ion of profit . 
Pledge of Islamic s h a r e s a s collateral for 
f inancing is allowed; so is the charging of bro-
kerage or administrative fees by the b a n k for 
serving as an intermediary between the buyer 
and seller. 

Companies give 'Bonus' sha res at zero price, 
and 'Right' sha res usually at a price lower t h a n 
the marke t price, to the existing shareholders . 
Islamic b a n k can own both these k inds of 
sha res of Halal companies. These sha res are 
given usual ly in lieu of cash dividend. Thus , 
there is no cash outflow, and capital, which is 
a measu re of Bank 's heal th, is increased, 
enabling the Bank to do more bus iness . 

Some Islamic countries s u c h as Malaysia, 
Indonesia, Iran, Pakis tan and Saudi Arabia, 
have active a n d well r egu la ted S tock 
Exchanges. Their t ransact ions are comput-
erised, and a Central Depository system h a s 
been introduced in some countries, which sub-
stantially reduces the time between the pur -
chase of the sha re and its recording in the 
buyer 's name. The n u m b e r of brokerage hous -
es is increasing, and most of the Exchanges 
are linked to the Reuters network. In some 
countries, s u c h as Pakistan, a Securities and 
Exchange Commission h a s been established to 
regulate the working of the Stock Exchanges; 
other countr ies also have some Authori ty 
which performs this function. Malaysia h a s a 
separate Islamic Stock Exchange which deals 
with Islamic sha re s and securit ies only. Almost 
550 companies have been accepted as doing 
Halal bus iness and are registered on it. It also 
h a s its own index. 

Bank Islam Malaysia Bhd h a s created its 
subsidiary BIMB Securities Sdn Bhd, which 
specialises in the t rading of the sha res and 



securities of Islamic industries approved by its 
Religious Supervisory Board. It also provides 
investment research and advisory services, 
underwri t ings and placements , and asse t 
management . 

The three Stock Exchanges in Pakistan have 
more than 780 scripts registered on them, and 
have a daily turnover of over 250 million 
shares on average. 

Underwriting 
This ha s been described earlier. 

Repos 
The stock-holder sells his shares to a con-

ventional bank for a certain price, along with a 
promise to the bank to buy back the shares 
after a specified period at a price which is high-
er than the price he received, the difference of 
the two amounts representing interest for the 
intervening period. In the Sharia, if the buy 
back is made a pre-condition for the original 
sale transaction, it is not valid. But if the buy 
back is not a condition in the contract, and the 
excess payment is voluntary, the transact ion is 
valid. 

11 Currency and Commodity 
Trading 
Currency and Commodity Trading is of 

three types, viz; spot, forwards and futures. 
Arbitrage, hedging and speculation are also 
practised in these markets . Let u s see how far 
they are compatible with the Sharia, bu t first 
the general principles of the market in Islam: 

a) The market in the Islamic economy 
works on the free will of buyers and 
sellers. The prices are determined by 
the free flow of supply and demand. 
Manipulation of prices is prohibited. 

b) Short sales, i.e. sales before having legal 
ownership of the article in question, are 
not allowed. 

c) The quantity, specifications, price, time 
and place of delivery etc. of the article 
have to be specified. 

d) Since trading is based on available infor-
mation about the company, providing 
inaccura te informat ion is forbidden. 
Protecting public interest is supreme. 

e) Buying stock by paying par t of the price 
in cash and borrowing the remaining 
amount from the broker at interest, 
called Margin Trading, is not allowed. 

Spot Trading 

In a spot transaction, both the article and its 
price should be exchanged simultaneously. 
Spot sales are most common in the Islamic, as 
well as the international, markets . 

Every currency ha s its base (home town) e.g. 
the US Dollar is based in New York, the 
D-Mark is ba sed in F rankfu r t , and the 
Japanese Yen has its base in Tokyo. All pur-
chases and sales of currencies are cleared 
(accounts are credited/debited) at the base of 
the currency concerned. If a bank in France 
buys US Dollars against French francs, its 
Dollar account in New York is credited and its 
French Frame account in Paris is debited. The 
account may be vi^th its ovm branch or with its 
correspondent in the base country. 

Due to the time difference between 
countries, it is a well-established international 
practice that in spot exchange of currencies, 
the ac tua l c red i t /deb i t to the respective 
accounts takes place after two working days. 
This date is called the 'Value date'. This delay 
of two days ha s been objected to by some 
scholars. 

In order to minimise the risk of uncertainty 
of prices in the future. Forwards, Futures, and 
Options markets have emerged. Interest rate 
cap, collar and floor (see 'Definitions') con-
tracts are also common in the international 
markets, bu t they are outside the scope of 
Islamic banks . 

Forwards Market 

In a Forwards marke t the currency or 
commodity is sold for a fu ture date and the 
delivery of the article, as well as payment of the 
price, are deferred. However, the specifications 
of the article, time and place of delivery, as well 
as the currency and amount , are all settled at 
present. So the seller is hedged against any fall 
in price of the article, and the buyer is assured 
of the supply on time, as well as covered 
against a possible increase in price by the 
time he needs the article. Islamic Forward 
Contracts are made with the express intention 
of delivering the currency on the specified 
fu ture date. 



In common practice it is called a 'sale', bu t 
in Islamic law it is only a promise to sell ra ther 
than an actual sale. From the Islamic point of 
view there is no objection to a Forwards mar-
ket per se; the risk is for the parties them-
selves. However, this moral obligation is so well 
recognised in the market tha t a party default-
ing on it would surely be debarred from doing 
any fur ther business . 

Futures Market 

In this market also the item sold is agreed 
to be delivered/paid at a fu ture date like a 
Forward sale, bu t there is a difference between 
the two. In a Forwards market, the article is 
actually delivered and the price is actually paid 
on the agreed fu ture date, bu t in a Futures 
market, actual delivery or payment is very 
rare; only the difference in market price of the 
item on the agreed fu ture date and the con-
tracted price is paid or received by the seller. 
The primary purpose of Futures trading is not 
to receive or deliver the contracted goods bu t 
to minimise risks. The majority of contracts 
are therefore closed out at will prior to 
maturi ty without taking currency or delivering 
the goods. The buyer of a Futures contract 
does not have to pu t up the full price of 
the contract at the time of purchase . He j u s t 
pays a small margin. The value of the contract 
changes with the change in the price of 
the item. Hence Future contracts are 'marked 
to market ' each day to reflect the current 
value. 

An example of a Futures deal is given, which 
will show how impractical these t ransact ions 
are. A trader in London contracts to buy from 
a trader in Sydney 400,000 cattle, for delivery 
on a specified date and place against an agreed 
price. The delivery/payment never take place, 
only the price difference is settled by book 
transfer through the Clearing House. One 
party gains, the other loses, and there is no 
benefit for the country's economy. The big 
smar t ones usually exploit the small new 
investors. 

So the Sharia does not allow 'Futures ' 
trading. 

Swap Market 

Besides Spot, Forwards and Futures mar-
kets, there is a Swap Market in currencies, 
which is described below : 

The dealer simultaneously concludes two 
contracts, one spot and the other forward. The 
forward contract is the opposite of the spot 
contract. For example, a U.K. bank purchases 
US Dollars spot against £ Sterling and sells 
U.S. Dollars forward against £ Sterling. Thus, 
it ea rns interest on the U.S. Dollars till the 
date of maturi ty of the forward deal. It is u su -
ally done by a bank when it is in temporary 
need of the other currency. The difference in 
exchange rates represents interest from the 
spot to the maturi ty date of the Forward deal, 
and hence Swaps are not permitted in the 
Sharia. 

Arbitrage, Hedging, Speculation 
and Options 

Arbitrage 

The simultaneous purchase and sale of a 
currency in different markets. The one who is 
doing arbitrage makes money out of the very 
temporary difference in prices at two markets, 
and thus plays an economic role by stabilising 
the prices in different marke t s , a s the 
difference in pr ices j u s t canno t s tay for 
more t h a n a few seconds in the highly 
sophis t ica ted in terna t ional marke t s . The 
Islamic law allows arbitrage if delivery is 
actually involved. 

Hedging 

Action taken by a seller or buyer, in order to 
avoid/minimise the risk of fall/rise in the price 
of a currency or commodity is called hedging. 
It is done by making a reverse t ransact ion 
for the s ame matur i ty . Banks , including 
Islamic Banks , usua l ly keep their Open 
Positions hedged. 

Speculation 

In everyday life a bus inessman watches the 
t rend of events in the political, financial and 
economic field and makes a judgement about 
the level of prices in the near future. His 
p u r c h a s e s / s a l e s are guided by the resul t 
of th is menta l exercise. This is called 
speculation. In Islam, genuine speculation 
is allowed, b u t profess ional specula t ion, 
where the speculator is not a genuine investor, 
is not allowed. His intention is j u s t to exploit 
the situation. 



Options 

The economic rationale of Options is their 
use as a r isk-management device by hedging 
the risk. The buyer also gets some time for 
assessing the benefits and costs of entering 
into the transaction. 

Options are of three types, viz. 'Call', 'Put' 
and 'Put and Call'. In a Call option the buyer 
ha s the option of buying at any time during the 
Call period at today's price by paying a small 
premium called 'Call Money' to the other party 
(writer). If, during the Call period, the price 
goes above today's price plus the premium 
paid, the option will be worth exercising. In a 
Put option the buyer ha s the option of selling 
at any time during the Put period at today's 
price, by paying a small premium called 'Put 
money' to the writer. A Put and Call option 
gives the right to sell or buy. The majority of 
scholars do not allow options trading as both 
the delivery as well as the full price are 
deferred, and it can be very speculative, bu t 
some allow it as it involves a right for pur-
c h a s e / s a l e . The Islamic Fiqh Academy, 
Jeddah, has not approved options, as they do 
not come under any of the Sharia-nominated 
contracts. The Sharia also does not allow any 
premium for the option, as it is not an actual 
sale or purchase; it is only a right, which is an 
abstract object. 

In Malaysia, the IISG has devised 'Call 
Warrants', which give the investor a right, but 
not an obligation, to buy a certain quantity of 
an asset, for example shares, for a specified 
price within a certain period of time. This 
ins t rument ha s been accepted as Islamic, 
since the warrant ha s the characteristics of an 
asset and is transferable. The investor pays a 
price for buying this asset. The Call Warrant is 
an Islamic subst i tute for 'CALL' practised by 
the conventional banks . In order to keep the 
Call Warrant within the parameters of the 
Sharia, the share whose purchase is under 
option has to be other than that of a company 
dealing directly in Riba or in gambling, alco-
holic beverages, etc. Assets have been classi-
fied as HALAL and HARAM by the Securities 
Commission. 

Money Market Instruments 

These are: 
a) Treasury Bills issued by the Govern-

ment Treasury 

b) Treasury Notes which are of short dura-
tion. 

c) Euro-Cur rency Deposi ts which are 
denominated in a currency other than 
the currency of the country where they 
are issued. 

d) Bankers Acceptances, which have been 
described earlier. 

e) Commercial Paper, i.e. unsecured lOUs 
offered by major corporation. 

f) Certificates of Deposit which are in the 
na ture of receipt of Deposits issued by a 
bank. 

Islamic banks are not active in this market, 
with the exception of Islamic C.D.s, as all these 
ins t ruments are interest-based. 

Islamic Development Bank, Bahra in 
Monetary Agency, and Labuan (off-shore 
financial centre in Malaysia) are setting up an 
Islamic International Money Market which will 
offer a wide range of Islamic money market 
ins t ruments , such as Islamic bonds, which will 
be traded on Stock Exchange(s). 

12 Accounting Policies and 
Practices 
In conventional banking the manage-

ment is accountable to the shareholders only, 
bu t in Islamic banking, it is accountable to the 
investors also; as the re turn to the depositors 
is pre-determined by a Conventional bank, 
irrespective of the financial resul ts shown, but 
the investor in an Islamic bank gets a return in 
accordance with the profit (or loss) made on the 
employment of investors' funds; hence the 
necessity of disclosing more information in 
Islamic banks ' financials, such as the bank 's 
liquidity, solvency, r isks taken, and contribu-
tion in fulfilling social responsibilities. In order 
that an investor may be able to compare 
the performance of one bank with another, 
it is necessary tha t the mode of reporting 
financials be similar in all the Islamic banks . 
Accounting and Auditing s tandards regulate 
the financial reporting system, which helps 
the investors in monitoring the performance 
of the management , and hence their 
importance in Islamic banking. Some Central 
Banks have made it obligatory for the banks 
to make their disclosures in the accounts. 



This s tandardisa t ion h a s not yet been fully 
achieved, though efforts made in this direction 
have met with great success . 

Financial account ing s t a n d a r d s are normal-
ly set by the Central Bank, b u t some other 
o rgan isa t ions , s u c h a s the In t e rna t iona l 
Accounting S t a n d a r d s Committee (lASC) and 
AAOIFI, have also worked on them, as the 
International Accounting S t anda rds (IAS) do 
not cater for the financial i n s t rumen t s of 
Islamic b a n k s specifically. 

The Accounting and Auditing Organisation 
for Islamic Financial Inst i tut ions (AAOIFI) was 
established in 1990 with the aim of establish-
ing accounting s t andards , and recently audi t 
s t a n d a r d s also, for Is lamic b a n k s . The 
Organisation h a s developed account ing s tan-
dards for Mudaraba , Musharaka , Murabaha , 
Ijara and Istisna financings. Implementat ion of 
these s t anda rds will regulate the financial 
reporting. However, they will have to comply 
with the local regulations of each country, as 
well as with the opinion of the Religious Board 
of each Islamic bank , where differences may 
arise. As yet, uni form formats of f inancing con-
tracts have not been approved by the Religious 
Boards of Islamic banks . 

Malaysia h a s set u p an Islamic financial 
account ing Working Committee, for developing 
account ing f rameworks in Islamic finance, 
defining and resolving the i ssues concerning 
the account ing a n d report ing pract ices of 
t ransact ions based on the Sharia . 

With this background, I ment ion he reunder 
some significant account ing policies, which 
are practised by a large majority of Islamic 
inst i tut ions. 

• Segregation of Funds—^The asse t s a n d 
liabilities of each Mudaraba , which is 
a separate legal entity, are segregated 
from the asse t s and liabilities of the 
Mudarib. 

• Short-Term Investments—Short-term in-
v e s t m e n t s a re car r ied a t cost less 
provisions where necessary. 

• Long-Term Investments—Long-term 
investments are accounted for at net 
real isable va lues b a s e d on periodic 
appraisals . A contingency reserve may be 
mainta ined for meeting any likely shor t 
fall in the realisable value by t ransfer 
from the Profit and Loss account , when 
considered appropriate. 

• Intangible Assets—Intangible assets , s u c h 
s u c h a s goodwill a n d p re -ope ra t ing 
expenses, are amortised on the straight 
line method over a certain period. Patents 
and other similar asse t s are amortised 
over their est imated usefu l lives. Branch 
expansion expenses are usual ly charged 
to the Profit and Loss account when 
incurred. 

• Income Recognition—Income arising from 
the management of Mudaraba f u n d s and 
Private Portfolio investments is accrued 
as income on the bas is of the t e rms and 
conditions of the related managemen t 
contract. 

Where profits or losses arising f rom invest-
men t s and financings can be reasonably deter-
mined in advance, they are accrued on the 
straight-line method over the life of the invest-
men t / f inanc ing . Securi t ies and s tocks are 
accounted for at the lower of cost or quoted 
marke t value (or est imated realisable value if 
they are not quoted). When income cannot be 
r easonab ly de t e rmined in advance , it is 
accounted for when it is actually received. This 
applies to income from doubtful projects. 

Commission earned on the Letters of Credit 
and Letters of Guarantee issued is t aken to 
income when earned . Dividend income is 
accounted for when received or when dividend 
is declared. 

Note: Accrual m e a n s recognis ing 
revenues /cos t s as they are ea rned / incur red , 
not as money is received or paid. 

• Provisions—Specific/General provis ions 
are m a d e for i n v e s t m e n t s / f i n a n c i n g s 
whose collectability becomes doubtful . 
Where appropriate, contingency reserves 
are created to cover unforeseen losses. 

• Fixed Assets and Depreciation—Fixed 
asse ts are recorded at cost. Depreciation 
is provided on the straight-line method at 
ra tes intended to write-off the costs over 
their est imated useful lives, e.g. 3 to 10 
yea r s for motor vehicles, f u r n i t u r e , 
equipment, etc and 50 years for owned 
buildings. 

• Foreign Currency Translation—Individual 
t ransact ions denominated in currencies 
other t han the home currency ( in which 
financials are reported) are t ransla ted at 
the exchange rate prevailing on the date 



of the transaction. Assets and liabilities of 
the bank denominated in foreign curren-
cies are t ranslated into home currency at 
the rate of exchange prevailing at the 
Balance Sheet date. The resul tant profit 
or loss is accounted for in the Profit and 
Loss account. 

• Zakat—^This is usually disclosed in the 
Appropriation Account, not shown as a 
business expense. 

Variances in the Reporting of 
Liabilities and Assets 

I have mentioned above some commonly 
accepted methods of reporting, bu t there are 

other items, the reporting of which is not 
uniform in all Islamic banks , owing either to 
the country's local regulations or the bank ' s 
own preference. The biggest item is the report-
ing of Mudaraba funds; are they to be reported 
on- Balance Sheet or Off-Balance Sheet? Then 
there are other items, such as allocation of 
expenses and overheads, recognition of profit 
or loss on funds invested in Islamic shares and 
securi t ies, Venture Capital , a n d sale or 
p u r c h a s e of cur rencies a n d commodities; 
should these be repor ted on an accrua l 
basis or on a realised basis? Uniformity is 
needed, at least in the reporting of items 
where the country's regulations are not an 
impediment. 



PART IV 

PRACTICAL STEPS FOR ESTABLISHING 
AN ISLAMIC BANK 

In this part , some details of the practical s teps 
to be taken for establishing an Islamic banking 
inst i tut ion are given. These details can, by no 
means , be described as comprehensive. What 
h a s been written here is an a t tempt to describe 
some common s teps and precaut ions to be 
taken in establishing an Islamic b a n k or its 
b ranches . They have to be read in the light of 
the c i rcumstances of a country. 

For convenience sake, 1 have u sed the 
second person, 'you may', instead of the third 
person 'one may'. This Part also covers many 
aspects of Islamic bank ing in practice. 

1 I Preliminary Studies 
Political situation 
Although a n Islamic b a n k will meticu-

lously keep itself aloof from the politics of any 
country, it h a s to look at the political condi-
tions before taking any step towards opening 
a n office in the country. For one thing, an 
Islamic b a n k would not like to be nat ionalised 
by the government; hence the importance 
of knowing about the political t rends in the 
country. 

Local laws for foreign banks 
Before deciding whether you open a b a n k or 

a b r a n c h in a part icular country, it is neces-
sary to s tudy the local laws applicable to a for-

eign b a n k and its branches . This will include, 
inter alia, the corporate and individual tax 
laws, labour laws, laws relating to capital and 
liquidity requirements , repatr iat ion of capital 
a n d profits, equity participation, property own-
ership, supervision by regulatory authorit ies, 
composition of Board of Directors, restrictions 
on expatriate employees, and s u c h other laws 
as may pr ima facie determine the desirability 
or otherwise of opening the insti tution. The 
laws wall help in deciding whether to apply for 
the opening of a bank or a b ranch . It is quite 
possible tha t the opening of a b r a n c h of a n 
existing bank may have more advantages by 
way of bet ter controls and less expenses, t h a n 
opening a bank . 

Initial review of tax laws 
In many countries, there is a capital-related 

tax. Obviously, in s u c h countries, it is not wise 
to s tar t with an unnecessar i ly high capital. The 
higher the ra tes of Corporate Tax the less is 
the incentive to s tar t an inst i tut ion in the 
country. 

The rate of tax applicable to the employees 
will also have a n indirect bearing on your prof-
itability, as the employees will normally expect 
higher emoluments at a place where there is 
high income tax as compared to a tax haven. It 
is impor tant to find out the perks which are 
tax-free, and their permissible limits. The 
exemptions to Corporate Tax as well as indi-
vidual tax may also be looked into. 



Incentives/Concessions 
Many countries, particularly those which 

are interested in getting foreign investment, 
have allowed some incentives/concessions to 
entrepreneurs who bring foreign exchange into 
the country. For example, some countries 
increase the credit ceiling of banking institu-
tions in proportion to the foreign exchange 
brought into the country by them. This in t u rn 
allows the institutions to increase their financ-
ings and consequently their profits. 

In most countries, the Central Banks have 
prescribed certain liquidity requirements. The 
required liquidity is maintained in the form of 
cash, balances kept with the Central Bank, 
and investments approved by the Central 
Bank for this purpose, such as Government 
Securities, Bonds and Treasury Bills. These 
ins t ruments are usually interest-bearing, in 
which an Islamic bank cannot invest. As such, 
it is necessary to find out what concessions 
are, or can be, available to an Islamic bank in 
order to meet the requirements of law without 
forgoing income on investments. 

Consult local lawyers 
It is better to consult local lawyers specialis-

ing in banking matters, as they are the right 
persons to advise on the various s teps involved 
in the processing of the application, require-
ments of incorporation, etc. They will know the 
relevant portions of applicable laws by heart, 
and discussions with them will reveal practical 
aspects which may not be easily discernible 
from the law books. They should also be able 
to give you some idea about the possibility of 
getting concessions as an Islamic bank. The 
better course will be to read the laws before 
you approach the lawyers; tha t will enable you 
to unders tand things better and spend less 
time with the lawyers, whose fees are usually 
time-related. 

A courtesy call on the banking authorities of 
the country will not only be a public relation 
exercise, bu t will also give some interesting 
informat ion which will help in deciding 
whether to go to the country and in what form. 

Preliminary report/Essential 
legal points 
Once you have studied the local laws and 

held discussions A»lth the local lawyers, you 
will be able to prepare a preliminary report 

containing the essential legal points, impor-
tant banking regulations, tax laws, labour 
laws, etc. 

This report is not a detailed s tudy of the var-
ious requirements, which will come later on if 
there is a preliminary decision to go ahead 
with a detailed survey. The purpose of this pre-
liminary report is to enable the senior manage-
ment to decide whether there is a pr ima facie 
case to spend more time and money on study-
ing the prospects of an Islamic bank in that 
country. 

2 I In-depth Studies 
a) Market Analysis 
Economic assessment of potential 
How successful a bank can be depends 

heavily upon the economic potential of the 
country. Hence, it is necessary to s tudy the 
economic indicators, s u c h as the rate of 
growth of the Gross National Product, Gross 
Domestic Product, balance of trade, balance of 
payments, volume and composition of exports 
and imports, the country's rate of inflation, its 
foreign a s se t s and in ternal and external 
indebtedness, its monetary assets, its banks ' 
deposits and advances, the level of unemploy-
ment etc. 

Review latest economic trends 
It is not enough to rely on the present eco-

nomic indicators. You may also study the eco-
nomic trends—local as well as international, 
as far as they are likely to affect the prospects 
of the country's trade. If the country's exports 
mainly constitute items which are subject to 
quota restrictions by the importing countries, 
an Intelligent forecast is to be made. 

Check macro/micro economic studies 
You will find several studies already made 

by the economists about the present and 
fu ture economic conditions of the country. 
They will help you in making your own assess-
ment of the heal th of the economy, although 
too much reliance on these studies may not be 
good, as they were not prepared to suit the 
needs of an Islamic bank. If the economic 
t rends are showing a healthy sign, it is rea-
sonable to expect increasing bus iness for the 
bank. 



Detailed study of market 

After you have studied the economic condi-
tions of the country in general, you may s tudy 
the market from the angle of an Islamic bank. 
For this you may like to contact the corpora-
tions and bus iness houses who could be your 
fu ture clients. By meeting a cross - section of 
people in commerce, you will be able to make 
a fair assessment of the business you can 
expect. You will also get some idea of the towns 
which can offer you good business, and a visit 
to a couple of places for this purpose will be 
worthwhile. The bus iness community will nor-
mally give you high hopes (they are interested 
in more and more banking facilities), so you 
may use your judgement to arrive at an esti-
mate, which may prove to be close to reality 
when you are actually in. Except in a few 
countries where banking is fully Islamised, the 
bus iness community would have been used to 
conventional banking. Hence, during your dis-
cussions you may keep in view how you will be 
able to handle their bus iness Islamically, with-
out infringing the banking regulations of the 
country. 

Analyse strength of competit ion 

The s tudy of the economic conditions and 
the market potential should enable you to form 
a fair idea of the available business . The next 
step is to find out the s t rengths of the existing 
financial insti tutions with whom you will be 
sharing the total available business , since your 
Business Plan will be based on this assess-
ment. 

b) Investment Analysis 

Capital and Money Markets 

If these markets are well developed, you will 
have better avenues for investment of funds . 
However, being an Islamic bank, you may 
s tudy the types of ins t ruments traded in the 
market to ensure tha t they are interest-free or 
their interest-free subst i tu tes could be pre-
pared. 

Study foreign currency investment 
opportunities 

It is important to find out in some detail the 
investment opportunities for an Islamic bank 
to invest its local as well as foreign currency 

funds . The financial ins t ruments available in 
most countries are interest-based, which are 
not accessible to an Islamic bank. This usual -
ly resul ts in surp lus resources with lesser 
avenues of investment and less earnings. 

Most Central Banks prescribe a certain per-
centage (usually 20-35%) of banks ' liabilities to 
be invested in approved securities for liquidity 
purposes . These securities, being interest-
based, are outside your scope. So, you may 
negotiate with the Central Bank some alterna-
tive approved Halal investments. 

The foreign currency investment opportuni-
ties are also limited, as almost all the invest-
ments in international markets are interest-
related. Hence the necessity of ascertaining 
how the foreign currency resources may be 
invested Islamically. 

c) Exchange Controls 
Study Foreign Exchange Position 
The foreign exchange position of a country 

will also affect your profitability. The weaker 
the country's position is, the more will be the 
exchange controls and the less the flexibility 
for the bank to earn. The volume of import 
financing will largely depend upon the foreign 
exchange availability. In some countries the 
Central Bank allows exporters to retain a par t 
of their foreign exchange earnings abroad. In 
some others, it is legally permissible to obtain 
foreign exchange from sources other t han the 
Government, usually at a premium. All such 
factors may be looked into, as they are going to 
affect your volume of business . 

Central Banks usually prescribe a ceiling for 
the Foreign Exchange Open Position of a bank. 
The higher the Open Position is, the more will 
be the chances for a bank to diversify its for-
eign investments and to earn more. 

Some Central Banks guarantee to provide 
foreign exchange cover when needed, bu t they 
charge a fee for that . You may see whether it 
will be worthwhile to pay this fee to cover the 
exchange risk. 

Study situation of repatriation of 
capital and profits 

It is important to know the laws relating 
to the repat r ia t ion of capital which you 
will bring from outside, and the dividends. 
Most developing countries allow repatriation 
of dividends af ter re ta in ing some legal 



reserves, bu t not of capital, except in the case 
of winding up. 

You may also s tudy the possibilities of capi-
talisation of funds brought in for purchasing 
premises, and their repatriation, as you may 
find it profitable to purchase premises rather 
than work in rented premises. 

In most countries, the Central Bank has 
prescribed gearing ratios—the maximum vol-
ume of deposits, advances, per party risk, etc. 
are determined as a percentage of capital. 
Some Central Banks grant an additional cred-
it ceiling against funds brought from outside 
the country. It increases the bank ' s profitabil-
ity, b u t what is important is to s tudy the situ-
ation of repatriation of funds brought inside 
the countty for that purpose. 

d) Human Resources Analysis 
Study labour market 
The availability of qualified staff is of para-

mount importance. If the local market is defi-
cient in qualified, experienced bankers , you 
may s tudy the situation of work permits for 
expatriate staff. This staff is usually expensive, 
and work permits are not easy to get. Hence, 
too much dependence cannot be laid on expa-
triate staff. In the final analysis it is the local 
staff who will determine your success or failure. 

Study labour laws 
The s tudy of labour laws is no less impor-

tant . In countries with high socialist tenden-
cies, a good part of management time is spent 
in staff matters, at the expense of the bank 's 
business . 

Privileges allowed to the staff under labour 
laws, such as compulsory bonuses and gratu-
ities, may also be studied, as they will increase 
Bank's expenses. 

Make compensat ion evaluation 
Employee costs are a substant ia l item of the 

expenses. So, you may also look into the scales 
of pay and allowances which other foreign 
banks are paying, in order to have some idea of 
your employee costs. 

e) Situation of Premises 
After visiting the important market places 

and having discussions writh two or three good 
estate agents, you will be able to form some 

idea of a suitable location and approximately 
how much it is going to cost by way of owner-
ship, or by way of renting. The foreign invest-
ment repatriation laws, tax laws, level of real 
estate prices, level of rents, etc. vnll help you in 
submi t t ing your r ecommenda t ions to the 
senior management, whether to buy premises 
or to rent them. 

Study local incorporation procedures 

You may discuss the various requirements 
of registration of the bank with local authori-
ties. At this stage the purpose is to ascertain 
whether there are certain formalities which 
could take an unusual ly long time or could 
prove particularly difficult. Usually this is not 
the case. 

f) Fiscal/Accounting Analysis 
Consult local auditors 

For accounting requirements it is desirable 
to select some reputable auditors, as your 
financials are going to be scrutinised in the 
light of who has audited them. At this point, 
the intention is not to s tudy th6 accounting 
procedures in depth, bu t to have a broad idea 
of how much they differ from your s tandard 
account ing pract ices , which will involve 
changes. You may mention this fact in your 
report to the senior management, who will 
think about how to manage it. 

Besides accounting requirements, the audi-
tors will also tell you about the position of 
taxes, as they usually work as tax advisers 
also. The tax implications are even more 
important for an Islamic bank than for a con-
ventional bank, as the tax authorities are not 
conversant with the method of Islamic banks , 
whose profit paid to the investors (depositors) 
should be treated as an acceptable charge for 
the bank, j u s t as interest paid by conventional 
banks to their depositors is. An assurance on 
this point is necessary in countries where 
there is a high corporate tax, in order not to 
pay tax on the amount of profits paid by you to 
your investors. 

If you intend to have leasing (Ijara) as one of 
your activities, you may s tudy their tax si tua-
tion, which is often different from tax on a 
bank 's other activities. 

The rates of personal taxes are going to 
affect the emoluments you are going to pay to 
your employees; hence the necessity of study-



ing them also. Please also find out the maxi-
m u m period allowed by the tax authorities for 
offsetting initial losses. 

The purpose of these discussions will be to 
know how to minimise your tax liability, 
remaining within the framework of rules. 

g) Computer Study 
Make preliminary study of computers 
In addition to the charm of Halal profits, the 

Islamic bank ha s to offer the best possible 
service to their clients, in order to at tract 
investors. The computer plays an important 
role in the improvement of the services by way 
of reconciling accounts on a daily basis, sup-
plying s ta tements of accounts to clients regu-
larly, carrying out their s tanding instructions 
on due dates, etc. It is therefore very likely tha t 
you will s tar t operations on a computerised 
basis. Hence the necessity of making a prelim-
inary study. At this stage you will not go into 
detailed planning, bu t will find out whether the 
hardware and software are readily available 
and if not, what will be the formalities of 
importation. 

In your report to the senior management 
you may mention which particular hardware is 
popular in the country, as after-sale services 
will be easily available for that make. If your 
Group/Parent Office has developed the software 
for a particular make of hardware, it will be 
worthwhile to have the same t5rpe of machine 
in the new country. You will, in tha t case, 
s tudy the possibility of getting good after-sale 
services for this make locally. If they are not 
available, what are the alternatives? 

A rough idea of what computerisation is 
going to cost by way of hardware, software, 
regular maintenance, employee costs, running 
costs etc., will be needed to prepare the first 
draft of the budget. A brief mention in your 
report of how computerisation will reduce the 
overall costs, besides bringing efficiency, will 
provide material for arriving at a decision. 

h) Preliminary Business Plan 
and Budget 

Political / economic / financial environment 

You may prepare a preliminary Business 
Plan and budget, which is needed by the senior 
management to take a decision. The results of 
the various studies described above will form 

part of your Business Plan and will help in 
preparing the budget. 

After a brief mention of the objectives, this 
preliminary plan will, inter alia, describe the 
following: 

a) the banking services which you will be 
able to offer; 

b) what type of clients you are likely to have; 
c) the country 's t rend regarding the 

composit ion of depos i t s -demand , 
short-term, medium-term, long-term, 
in percentages; 

d) the volume of current and investment 
accounts which you can expect; 

e) the marke t segments for f inancing 
which you would cater for, their 
expected volume and profit thereon; 

f) the severity of competition from other 
banks , both for deposits and utili-
sation of resources; 

g) the modes of utilisation of su rp lus 
funds and expected profit from them; 

h) the permissible avenues of investment 
of equity and expected profit thereon; 

i) the expected volume of other services and 
earnings thereon in the form of com-
mission, exchange, fees, brokerage etc; 

j) the mode of re-financing allowed by 
the Central Bank, and how to mould 
it to the requirements of the Sharia; 

k) the cash reserve and liquidity 
requirements prescribed by the Central 
Bank and the expected r e t u r n on 
Halal ins t ruments approved for this 
purpose; 

i) the position of the credit ceiling, if 
any, prescribed by the Central Bank; 

m) the position of repatriation of capital, 
profit/divided; 

n) the position of corporate tax and tax 
on individuals; 

o) the pre-operating expenses, cur ren t 
expenses and capital expendi ture 
required. 

Prepare Preliminary Budget 

Prepare preliminary budgets for 2-3 years. 
This will enable the senior management to see 
when the bank can reasonably expect to break 
even. The impact of tax ha s to be taken into 
account, in order to arrive at the net r e tu rn on 
capital. 

For details of Income and Expenditure, 
please see Part III. 



his management expertise. In other words, 
Mudaraba (or Qirad) is a contract between the 
provider of f unds (Rab al-Maal) and the man-
aging t rustee (Mudarib), who is provided finan-
cial resources to r u n a particular project with 
the object of making profits. Profits are shared 
between Rab al-Maal and the Mudarib in a 
proportion agreed in advance. Losses, if any, 
are the liability of the Rab al-Maal, and the 
Mudarib loses the benefit from his efforts, i.e. 
his expected share in the profits. If, however, 
the Mudarib is guilty of wilful negligence, f raud 
or breach of t rus t in handling the funds , he is 
responsible for the losses. Funds are used for 
Islamically permitted activities and their use is 
subject to scrutiny by the Rab al-Maal. 

Mudaraba is best suited for project and 
trade financing. For Mudaraba-financing, an 
Islamic bank may use its own funds , or its 
clients' funds but not together, as that will 
become a Musharaka. When the bank invests its 
own a n d / o r clients' funds , it is the Rab al-Maal 
and the entrepreneur is the Mudarib. 

If the bank employs the client's funds with-
out committing any of its own, it acts as 
Mudarib for the client till the conclusion of the 
bus iness t ransact ion for which the funds were 
invested. The bank gets an agreed share of the 
profit for services rendered. 

The Rab al-Maal ha s the option to restrict 
the Mudarib to a specified purpose, period, 
level of risk etc., or to authorise him to use his 
full discretion in managing the affairs of the 
Mudaraba, including appointment of agents 
etc. The Mudarib can enter into a sub -
Mudaraba with the permission of the Rab al-
Maal. The Mudarib is not allowed to buy or sell 
Mudaraba assets against / for his own posses-
sions. The profit can be re-invested in bus iness 
bu t only after paying the share of the Mudarib 
in the profit. 

There are two broad types of Mudaraba 
financing, namely, Multi-Purpose, and Specific 
Purpose. The nomenclature is self-explanato-
ry. Since the capital is provided by the bank, 
which looks to the client for management of 
the project, the bank ha s to carefully scruti-
nise the feasibility report of the project before 
providing finance. The Mudarib cannot be held 
responsible for genuine bus iness loss. In 
cross-border financings, exchange risk, politi-
cal risk and the stability of the country con-
cerned should also be studied before signing a 
financing contract. Also, after disbursement of 
funds , the bank should closely monitor the 

performance of the Mudarib in order to ensure 
tha t there are no completion delays, cost- over-
run, material pilferage, etc. If the financing 
contract permits, the Rab al-Maal (bank) may 
appoint its representative on the Board of the 
Mudarib institution (client). 

Mudaraba is usually for a certain duration. 
The accounts are periodically audited in order 
to determine the distributable profit, which 
is arrived at after taking into account all 
expenses. The Mudarib's management fee is 
expressed as a percentage of profit, not a fixed 
amount . Mudaraba funds are used exclusively 
for the purposes defined in the Mudaraba con-
tract, which also defines the powers of the 
bank and the Mudarib. The liability of the 
Islamic bank under the Mudaraba is limited to 
the amount of capital provided by the bank, 
and creditors of a Mudaraba have no recourse 
to the other assets of the bank. 

If the Mudaraba contract permits, the client can 
repay the financing plus an agreed profit to the 
Bank even before termination of the project. 

I give an example of Mudaraba financing 
between the Bank and the client (Mudarib). 
The Bank provides, say, $10 million needed to 
run the project and the ratio of distribution of 
profit between the bank and the client is 
agreed as 80:20. On termination of the project, 
the audited accounts show a profit after tax of 
$150,000. The Bank will get back its principal 
amount plus $120,000 as its share of profit. 
The client will get $30,000 as his share of the 
profit. If, however, there is a loss, it will 
be borne by the Bank alone, and the client will 
get nothing for his services as Mudarib. 

b) Musharaka (participation finance) 

Musharaka is described as a joint venture 
between an Islamic bank and an individual or 
business entity geared for certain operations, 
and may terminate within a specified period of 
time, or when certain conditions are met. 
Contrary to Mudaraba, both the par tners in 
Musharaka participate in the capital of the 
venture. Profits are allocated according to the 
capital invested, after allowing for managerial 
skills to be remunerated. If losses occur, they 
are borne by the par tners in proportion to their 
contribution to the capital, and the manager 
gets nothing for his management efforts. 

The Islamic bank can finance industry, 
trade, real estate, contracting and almost all 
legal enterprises through Musharaka. 



M u s h a r a k a can be secur l t i sed giving 
Musharaka certificates to the investors which 
could be t raded if all the asse t s of the 
Musharaka are not in liquid form, like cash. 
Musharaka can also be a diminishing one, as 
in the case of House finance where the bor-
rower client keeps on repaying the finance 
taken by him, in agreed instalments. 

Mudaraba and Musharaka are Islamically 
the best types of financings, b u t are not very 
much practised owing to the inherent r isks 
and problems mainly, a high rate of taxation 
which discourages the en t repreneur f rom 
showing the correct financial position. It is also 
practically difficult to closely monitor a large 
number of these financings. To make them 
popular, it is necessary to rationalise the taxa-
tion system, and to expcind the system of 
t ransparent audit at every level, i.e. internal 
audit as well as external audit . 

If the Musharaka is for a longer period than, 
say, one year, up-to-date profit could be paid 
at an expected rate less a contingency reserve, 
as interest free loan, subject to periodical 
ad jus tments and a final ad jus tment at the 
conclusion of the Musharaka. 

A Model of Musharaka financing is given 
below : 

ABC Islamic bank and Mr D decide to import 
200 Mercedes cars at an estimated cost of $10 
million. The bank contributes $8 million and 
the client pu t s u p $2 million. It is also agreed 
that the client will be responsible for taking all 
necessary actions for importing the vehicles, 
their clearance from the port, storage, insur-
ance, sales, accounting, etc, for which he will 
be paid as manager 10% of the profit. If any, 
after all expenses related to this transaction 
are met (but not his own administrat ive 
expenses). 

The vehicles arrive and are finally sold for 
$12.4 million. The expenses, including bank 
charges (which will be debited to the 
Musharaka), worked out to $200,000. At the 
end of the transaction, the bank and client will 
receive the following amounts : 

Sale proceeds 
Less expenses 

Funds available 
Funds invested 

Profit of t ransact ion 
Less management fee 

$ 12,400,000 
$ 200,000 

$ 12,200,000 
$ 10,000,000 

$ $ 2,200,000 
220,000 

Add profit on Musharaka 
funds from bank before 
their utilisation $ 400,000 

Distributable profit $ 2,380,000 

The bank will receive 80% of the profit, 
$1,904,000, p lus its capital (8 million), i.e. a 
total of $9,904,000. 

The client will receive $220 000 as manage-
ment fee plus a 20% share of the profit, 
$476000, plus his capital ($2 million), i.e. a 
total amount of $2,696,000. 

Now suppose the sale proceeds are 
$9,200,000 only, the exercise will be as under: 

Capital loss $ 800,000 
Expenses $ 200,000 
Loss of transaction $ 1,000,000 
Profit on Musharaka 

Funds from bank $ 400,000 

Net loss $ 600,000 

$ 1,980,000 

Since there is no profit, the client will not 
receive the management fee. The net loss of 
$600,000 will be shared by the bank and the 
client in the ratio of capital, i.e. 80 : 20. 

c) Murabaha (cost plus profit) 

Murabaha is available for financing local 
purchase or import of capital goods, consumer 
goods or raw materials. Under the Murabaha 
agreement, the client provides the bank with 
the specifications of goods. When the bank and 
the client have agreed on the terms of the deal, 
the bank purchases the goods from a third 
party, sells them to the client and delivers 
them physically or delivers their documents of 
title to the client on a deferred-payment basis 
for their cost, plus its profit, which was mutu -
ally agreed. The bank ha s to give the client the 
breakdown of its costs along with expenses 
related to the transaction. 

The profit Is a certain agreed amount , not 
worked out on a combination of period and vol-
ume of funds Involved. It can, however, differ 
according to the period alone, for example. If 
the payment is made In 3 months, the profit 
will be so much, and If the pa}Tnent is made In 
6 months the profit will be so much, not nec-
essarily double the amount of 3 months profit. 

The bank is responsible for the goods until 
the client takes possession of them, and thus 
the bank under takes a risk. To safeguard 



against subsequent rejection of the goods by 
the client, the Murabaha contract should have 
a clause tha t the client will buy the goods on 
an "as is where is" basis. Moreover, when the 
client ha s approved the terms and conditions 
of the Supply Contract, the bank should 
assign to the client all its rights relating to war-
ranties against the supplier. The bank also 
tries to minimise the gap between its purchase 
of the goods and their sale to the client. 

There are certain fundamenta l principles 
at tached to Murabaha, such as; 

a) There should be genuine purchase and 
sale of goods by the bank. Murabaha 
cannot be created against existing goods 
of the client, nor against an abstract 
object. 

b) The goods mus t be clearly identified; 
place of delivery of goods and period of 
payment are pre-determined. 

c) The Islamic bank mus t have the owner-
ship of the goods before selling them to 
the client. They may or may not be in 
its physical possession bu t the legal 
title of the goods mus t be in the name 
of the bank. The determining factor is 
whether the goods have become the 
bank ' s risk or not in case of any 
mishap to the goods. 

d) Financing documents are signed by the 
client after the actual sale takes place, 
not before. 

e) Between the bank and the client, the 
sale and purchase of particular goods 
can be done only once. Re-negotiation 
of price and roll over of Murabaha are 
not allowed. If the instalments are re-
scheduled, no additional amount can 
be charged for re-scheduling. 

f) Discounting of a Murabaha ins t rument 
is not permitted. 

g) The Bank can ask for some collateral from 
the client to ensure repayment on time. 

The sale of goods by the bank to its cus-
tomer may be : 

Bai Salam (advance payment sale) 

Bai Salam has been defined as advance 
payment for deferred delivery. In this case, the 

bank pays the agreed amount of the financing 
to the client in advance, and the goods are 
delivered to the bank at a specified fu ture date 
and place. The agreed amount is paid in full a t 
the time of the contract. This is a subst i tute for 
the 'Packing Credit ' (pre-shipment credit) 
allowed by the conventional banks . The quan-
tity and quality of goods to be delivered are 
clearly specified in the contract. If the client 
fails to deliver the goods on time, he is liable to 
refund the amount advanced. The bank can 
ask for some collateral from the client to 
ensure delivery of the goods; the income from 
the collateral, if any, will, however, go to the 
pledger. The client is benefited by getting the 
funds required to prepare the goods, and the 
bank is benefited by the difference in price. 
Usually a Salam purchase is cheaper than a 
spot purchase . The bank can dispose of the 
goods as it likes and keep the profit for itself. 
Salam is an exception to the general rule tha t 
the seller m us t possess the goods he is selling. 
A Salam sale should not be under taken if the 
client is not sure of being able to deliver the 
goods on time. 

Bai Muajjal (deferred payment sale) 

This is a trade deal in which the bank pur-
chases the goods itself or through its agent, 
and sells them to the client at their cost plus 
profit, allowing him to pay the amount at a 
fu ture date in a lump s u m or in instalments. 
In order to conform with the Sharia, it is nec-
essary that the goods to be sold are owned by 
the bank before being sold to the client. The 
bank may take possession of the goods itself 
from the supplier or another person autho-
rised by the bank in this behalf may do so. 
Sometimes the Bank authorises the client 
himself to buy goods on Bank's behalf. In 
this capacity the client is only a trustee, and 
ownership and risk remain with the Bank, 
bu t when the client purchases the goods from 
the Bank, ownership and risk pass on to the 
client. 

The promise to buy may not be legally bind-
ing on the client as long as the goods are not 
delivered, bu t if the promise ha s caused the 
bank to incur some liabilities, the promise 
becomes binding Islamically. Islam strongly 
condemns non-fulfilment of a promise. Once 
the bank ha s purchased the goods, their phys-
ical possession by the bank is not always nec-
essary since it is accepted tha t the Bill of 



Lading is the document of title in internation-
al trade. The t ransfer of title by the bank is 
effected by endorsing the Bill of Lading in 
favour of the client. 

It is not uncommon for the bank to ask for a 
security deposit or some other collateral from 
the client to ensure payment on maturit ies of 
instalments. 

The basic principles of Murabaha outlined 
above, particularly the purchase of goods by 
the bank and t ransfer of title to the client, 
apply to international as well as domestic 
trade. 

Some innovative Murabaha financing is also 
being done, e.g.: United Bank of Kuwait h a s 
s tar ted an Islamic mortgage 'MANZIL' pro-
gramme in England and U.S.A. on a Murabaha 
basis. The bank buys the property for the 
agreed price, and immediately sells it to the 
client at a higher price on a deferred payment 
basis. Documents give to the bank the right to 
re-posses the property and sell it in satisfac-
tion of its dues, if the need arises. 

If Murabaha is repaid before time, the bank 
usually refunds the amount of profit not due 
bu t only as a gift, not as a rule. Since the 
financing is in the na ture of Murabaha, there 
is no re-mortgage. 

As far as repayment terms are concerned, 
they are flexible and simple. Once the bank 's 
profit has been agreed, repayment of the 
bank ' s cost p lus profit can be spread over an 
agreed period. 

Sometimes a client may pay the bill on sight 
by using his own funds . In this case, the bank 
recovers its cost p lus a small commission for 
services rendered as an agent, and no 
Murabaha financing is involved. 

An example of Murabaha financing is given 
hereunder : 

A textile mill is in need of some chemicals to 
dye their products , and the chemicals are not 
available in the local market. They approach 
the Islamic bank and give a complete descrip-
tion of the goods required, along with the 
part iculars of suppliers and some idea of the 
price. In most cases, the price is already 
settled between the supplier and the mill, who 
needs a financing facility for the period in 
which these chemicals are used for finishing 
the product and its sale. The bank quotes an 
amount which it will charge as its profit, the list 
of goods is signed, and the bank opens a letter 
of credit in favour of the supplier. The bill is 
drawn on the Islamic bank and the Bill of 

lading is made to the order of the bank. The 
export bill is negotiated, and the negotiating 
bank is reimbursed by the Islamic bank. 
The documents are received by the bank, 
and after a week the consignment is also 
received. The client approaches the bank for 
its purchase. 

Now suppose the consignment h a s cost to 
the bank a s u m of $120,000 and the profit 
agreed at the time of opening the Letter of 
Credit was $5,000. The Promissory Note, P.N. 
Delivery Letter and other pert inent documents 
are signed for $125,000 payable after, say, six 
months . The b a n k draws an invoice of 
$125,000 on the mill showing its own cost plus 
profit, and endorses the Bill of Lading in favour 
of the mill. 

If the financing is repaid on time, which 
usually happens , the transact ion is closed. If 
there is delay in repayment, scholars are of the 
opinion tha t since the transact ion is a sale and 
purchase, the seller cannot claim anything 
over and above the agreed price. But in order 
to discourage wilful delays by the client, most 
of the banks claim a penalty for nonfulfilment 
of promise equal to the average rate of r e tu rn 
for the Murabaha accounts of the bank, and 
use the amount for charitable purposes and 
Qard Hasan. There is, however, no penal 
in teres t which the conventional b a n k s 
charge, nor is the penalty clause appearing 
in the Murabaha Agreement enforced if the 
delay is for reasons beyond the control of 
the client. 

d) Istisna (Manufacturing) 

At the request of the client, the bank places 
an order for the manufac ture of some equip-
ment or the construction of some major item 
such as a road or water pipe line. Precise spec-
ifications of items to be manufactured, place 
and mgiximum time of delivery etc. are deter-
mined. When the item is ready, the bank buys 
it from the manufac turer and sells it to the 
client at whose behest the order was placed, at 
a profit, on a deferred payment basis. Thus, by 
contributing to the enhancement of the pro-
duction capacity of the country, Istina financ-
ing plays an important role in a country's 
development. It is typically a combination of 
the Islamic bank, a government entity and a 
technician. Istisna financing is ideal for infra-
s t ructure projects, which have a regular cash 
flow and cannot be easily f inanced as a 



Murabaha or Ijara. The bank enters into one 
contract with the client, and another contract 
with the manufacturer . The contract with the 
manufac ture r should include, inter alia, a risk 
allocation provision, a d ispute resolut ion 
mechanism, and the operational obligations of 
the manufac turer in detail. As long as the item 
is manufac tured according to the given specifi-
cations, it is binding on the bank to buy it from 
the manufacturer , and on the client to buy it 
from the bank at the agreed price. The project 
can also be delivered by the manufac turer to 
the b a n k ' s client directly on the bank ' s 
instructions. The bank ha s to be very careful 
in choosing the manufacturer , as it can be held 
responsible if the project does not conform to 
the specifications. 

It is not necessary for the bank to provide 
the services necessary for the manufac ture of 
the item; it may assign the relevant portion of 
the Istisna contract to an entity that will be 
able to provide the necessary services to the 
manufacturer . 

It will be prudent for the bank to provide, in 
the Istisna contract signed with the client, a 
clause entrust ing to him the responsibility of 
supervision during the period of manufac-
turing, as well as of taking delivery of the 
item directly from the manufac turer in a 
sat isfactory condition. This will safeguard 
against the risk of any claim against the 
bank by the client for any defect in the manu-
factured item. 

e) Ijara (Leasing) - General description 

Under its terms, a bus iness entity or indi-
vidual may choose, and then request the bank 
to purchase, capital goods like machinery or 
equipment and rent them to him. The rent is 
charged from the date lessee ha s taken deliv-
ery of the equipment; and duration of lease is 
determined. The IJara-financing decision is 
based upon the financial position of the client 
and the expected cash flow from the leased 
asset, in the same manner as is done by the 
conventional banks , bu t without involving 
interest. In case of non-payment of due instal-
ment(s), the bank ha s recourse to the leased 
asset. The asset has, therefore, to be of high 
quality, having a ready market. The lease 
ins t rument can be traded, as it is backed by an 
asset. 

If, on expiry of the lease period, the lessee 
neither pays the remaining rent nor gives 

back the asset to the lessor, he will be liable to 
pay the same rent as was fixed during the 
lease period, for the days he kept the asset 
in h is possess ion, on the bas i s of h is 
continued possession bu t not for delaying the 
due rent. 

Whereas Murabaha involves the purchase 
and sale of the commodity itself, Ijara involves 
the sale of only the use of the commodity 
(usufruct). 

Since the Ijara is backed by asset, it can be 
securitised by issuing Ijara certificates. The 
certificate (SUK) holder t hus becomes propor-
tionate owner of the asset, with the a t tendant 
rights and obligations. 

This ins t rument of financing ha s gained 
momentum in the banking system, owing part-
ly to its tax advantages. In many countries the 
rental payments are tax deductible. There are 
two forms of leasing : 

I. Operating Lease 

The Operating Lease is one whereby the 
Islamic bank allows the customer to use 
capital a s se t s owned by the b a n k for a 
limited period of time ranging from a few days 
to a few months or years, depending on the 
type of asset in question. In re tu rn the lessee 
pays a periodical rental, which is normally in 
excess of the depreciation amount of the asset. 
It can be a fixed amount for the whole period of 
the lease or -a variable amount , according to 
agreement with the client. 

Unless the Ijara contract specifically pro-
vides for the maintenance and insurance of the 
asset to be arranged by the lessee, it is nor-
mally the responsibility of the lessor, who 
assumes the financial risk as well as the risks 
associated with the ownership of the asset. 
Hence the necessity of a thorough examination 
of the customer 's credentials. It is not u n u s u -
al for the bank to ask the lessee to give some 
security deposit, which can be used if the 
lessee defaults on payments. The leased asset 
remains under the bank 's legal charge until all 
rentals are paid. 

The risk of refusal by the client after the 
asset ha s been acquired by the bank can be 
minimised if the client signs an agreement 
with the bank to take the asset on lease, before 
the bank acquires it. The bank can also avoid 
the maintenance risk by obtaining the client's 
agreement to maintain and operate the asset 
within defined guidelines. 



The bank should obtain the client's acknowl-
edgement that the asset ha s been delivered to 
him in a fully satisfactory condition, foregoing 
any claim against the bank for any defect in 
the asset. 

Before granting the lease, the bank should 
investigate the laws relating to the ownership 
of the said asset, the creation of a charge on 
the asset, taxation, and the legal environment 
of the country etc. 

A lease can be terminated before its expiry 
only by mutua l consent of the parties, unless 
the lessee contraverses any term of the lease 
agreement. In the event of termination, the 
lessee is liable to pay rent due upto the date of 
termination. 

a. Finance Lease 

The Finance Lease (Ijara-wa-Iktina) is one 
whereby the Islamic bank finances the pur-
chase of capital goods or an entire project and 
leases the asset to the client, who promises to 
purchase it at an agreed amount within a 
specified period. The lease rental may be a 
fixed amount or a percentage of the cash flow 
of the project. When the total lease rental paid 
equals the purchase price of the asset, the title 
is transferred to the client, either free of any 
charge or at a nominal price, if the lessor 
wants to give the asset to the lessee, for which 
the lessor gives an under taking separate from 
the lease agreement. 

The Finance Lease is also called a 'full pay-
out lease'. The period of the lease is generally 
close to the estimated useful life of the asset. 
In an Islamic Finance Lease the lessor is u s u -
ally responsible for the main tenance and 
insurance of the asset. Ijara-wa-Iktina is better 
than equity financing for both the parties; the 
bank ha s a specific charge on the asset and 
the lessee can show lease rental as an expense 
and enjoy a tax concession on the use of the 
asset without showing any addition to the 
value of his assets, so that repayment becomes 
easier for him. 

Alternatively, the lessee may open an invest-
ment account in the bank under Bank's lien, 
which will be credited with each payment. The 
funds in this account may be invested by the 
bank and the investment proceeds credited to 
the account. Once the total amount accum-
ulated in the account equals the purchase 
price of the asset, the amount is used to 
acquire the asset. In the event of the client's 

defaul t in payment , the f u n d s in th is 
Investment account may be used. The value 
of a capital asset usually depreciates faster in 
the early years, hence the earlier rentals are 
kept proportionately higher. The bank (lessor) 
is entitled to lease rental only as long as the 
asset exists. If the asset becomes unusable or 
destroyed by no fault of the client (lessee), the 
lease renta l ceases, unl ike conventional 
leases. Islamic banks can offer leasing certifi-
cates to their investors as a form of declining 
equity. 

An example each of both types of leases is 
given hereunder : 

Operating Lease 
A client decides to take 5 air conditioners on 

lease for 3 years. Instead of buying them, he 
approaches the bank to buy them and to lease 
them out to him. The specifications—make, 
number of BTUs, etc of the air conditioners are 
agreed. Suppose the cost of the bank works 
out to $10000, the air conditioner's normal 
working life is 5 years, and the insurance pre-
mium is $600 per a n n u m . The Lease 
Agreement, Deed of Hypothecation and other 
documents are signed, showing full specifica-
tions, including the serial number s of the 
units, given by the manufacturers , in order to 
easily identify the units. 

In quoting the amount of rental, the Bank 
will take into consideration the annua l depre-
ciation which is $2000 in this case, the insur-
ance premium, and the profit on its invest-
ment, which is agreed at, say, $900 in the first 
year, $700 in the second year and $500 in the 
third year. 

Rentals will be payable periodically—month-
ly, quarterly, half yearly or yearly according to 
mutua l agreement. Quarterly payments are 
common. In this case, the quarterly rentals 
may be $900 in the first year, $825 in the sec-
ond year and $750 in the third year. Please 
note they have been kept higher in the earlier 
years, though they could also be uniform 
throughout the lease period. 

On the expiry of third year, when the A.C.s 
are re turned to the bank, their book value will 
be $4000. In countries where second-hand 
items do not fetch a good price, the bank may 
recover depreciation at a higher than the nor-
mal rate at the time of fixing the rentals, so 
that it is able to recover its investment if the air 
conditioners have to be sold. 



Finance Lease 

Suppose this client wants to buy the air con-
ditioners at the expiry of three years. The quar-
terly rental will be fixed so tha t the bank recov-
ers its cost and profit on its investment in the 
three-year period. The lessor will arrange the 
insurance. The quarterly rental will be some-
thing like $1200 in the first year, $1100 in the 
second year and $ 1000 in the third year. When 
full payment has been made, the ownership of 
the air conditioners will be transferred to the 
client. 

The question whether interest rates prevail-
ing in the international financial markets can 
be used as a guide to profit rates in Islamic 
banking, ha s been engaging attention. The 
majority of scholars allow these rates to be 
considered, bu t only as a reference, not as a 
rule. Scholars have also accepted the concept 
of zero rating, but only when the transact ion is 
asset-based, as it is in Ijara financing. 

f) Equity Financing 
Equity represents the residual value of a 

company's assets after deducting all liabilities 
(other t han to shareholders) therefrom. 

The bank can either supply capital directly 
to the client's company, or can provide funds 
indirectly through a Mudaraba company set 
u p specially for this purpose. Risk capital for 
the Mudaraba company is provided by the 
bank in the form of direct equity, or through a 
fund with equity features. The bank receives 
Mudaraba certificates of specified face value 
from the company. These certificates can be 
traded between banks . The Mudaraba compa-
ny may be a specific-purpose company organ-
ised to finance a single project or type of activ-
ity, or a multipurpose company covering a 
variety of activities. Equity financing is long-
term by its nature. 

When equity financing is done by the bank 
by purchasing shares in the client company, it 
earns dividend declared by the company from 
time to time, and capital gain, if any. Islamic 
bank can purchase only Ordinary shares, not 
Preference shares. 

g) Islamic Syndication 
The Syndication transaction is a special 

financing ins t rument devised for the purpose 
of financing usually large trade-related t rans-
actions. The transaction is jointly financed by 

a consortium of banks and financial institu-
tions, whose resources are pooled together, 
and is lead-managed by a bank of internation-
al repute and standing. The risk is t hus dis-
tributed among the s5nQdicate members, and 
the quality of credit is improved. It is usua l for 
the Lead-Manager to form a consortium of 
unde rwr i t e r s / co -manage r s to execute this 
t r ansac t ion effectively. The re la t ionship 
between the Lead-Manager and other partici-
pan ts in the financing is clearly defined. 

Prior to extending invitations to other banks 
(and financial institutions) to participate, the 
Lead-Manager negotiates pricing, tenure and 
main terms and conditions of the transaction 
with the client. 

The Lead-Manager acts as an Agent for the 
participating banks and performs his duties 
within the scope of the terms and conditions of 
the contract entered into with the participating 
banks. He sends an Information Memorandum 
to all banks interested in joining the syndica-
tion requiring them to also carry out their own 
investigation on the client and not to rely on 
the Information Memorandum alone. The par-
ticipating banks are, however, not required or 
authorised to deal directly with the client. 
Once the participating banks agree on the 
credit risk and legal documentation, the entire 
management responsibilities are entrus ted to 
the Agent. The Agent-bank es tabl i shes a 
Special Mudaraba account in its books, to 
which all participating institutions contribute. 

The Information Memorandum mentions, 
inter alia, the total amount , terms and condi-
tions, purpose, documentation, name of client, 
and guarantor, if any. The Agent also obtains 
f inancing documen t s from the client, a 
Guaran tee documen t from the gua ran to r 
and legal opinions from reputed lawyers. 
When r epaymen t s are made, the Agent 
d is t r ibutes propor t ionate sha re of each 
participant after deducting the agreed agent's 
fee. All documents are made out in the name 
of the Agent and are held by him on behalf 
of all the participants. 

The Dar Al-Maal Al-lslami group pioneered 
this type of Islamic financing and are very 
active in it, which is evidenced by the fact that 
the total amount of S3nadication financings 
arranged by them for business concerns in 
Pakis tan alone h a s exceeded $3 billion, 
besides their t ransactions with other Islamic 
countries. All the financings were repaid on 
their maturi ty dates. 



h) Qard Hasan (interest-free loan) 
t 

In this, funds are advanced for humani tar i -
an and welfare purposes. Repayments are 
made over a period agreed by both parties with 
no profit accruing to the financing institution. 
Here the relationship between the bank and 
the client is tha t of lender and borrower. The 
bank ha s the right to ask for collateral to 
secure its risk. The bank usually recovers a 
small service charge, or application fee, which 
is uniform irrespective of the amount of loan. 

Qard Hasan is also exceptionally provided 
for commercial purposes to a client in difficul-
ty who is separately receiving some other kind 
of financing. When the client gets out of the 
difficulty, Qard Hasan can be converted into 
equity as from that time. 

i) Other avenues of employment of funds 
Some funds are involved in capital items 

such as properties, equipment etc., which are 
amort ised over a n u m b e r of years. Bills 
Receivable represent amounts due to u s from 
others. Contra accounts represent outs tanding 
commitments which are likely to mature in 
future, like LCs opened and guarantees issued 
on behalf of clients which have not yet 
matured. 

6 I Financing Policy 
The main difference between the loans 

granted by a conventional bank and financings 
granted by an Islamic bank lies in the method 
used for the transactions. The Islamic bank 
and the client share the profit of the t ransac-
tion, without involvement of interest. As an 
expert manager of investors' funds , the Islamic 
bank also follows the prudential regulations, 
which are applicable to a conventional bank. 
Some guidelines are given here. 

These guidelines are general, and have to be 
adapted to the legislation of the country where 
the institution is working. These guidelines will 
help in the better management of funds and 
will minimise the risk of the inst i tut ion. 
However, they are in no way exhaustive. 

1. The Board of Directors of the institution 
should, inter alia, decide: 
a) The investment policy of the insti-

tution, which will, for example, indi-
cate what percentage of the capital 

f unds and Mudaraba funds are to be 
utilised for granting financings. The 
volume of demand and time deposits 
as a percentage of the total resources 
is significant in de termining the 
extent of financings. 

b) What percentage of the total finan-
cings should go into shor t - te rm, 
medium-term, and long-term financ-
ings. As long as the bank ha s small 
r esources and limited f inancing 
limits from other banks , it is prudent 
to go into shor t - te rm f inancings. 
A big negative mismatch between 
long-term liabilities and long-term 
financings should be avoided. It ha s 
been observed tha t too m u c h 
reliance on f inancing limits f rom 
other banks is also not good, as in 
the event of crisis the other bank(s) 
may not oblige. 

c) Sectors and sub-sec to r s of the 
industries which will be financed, 
and to what extent. 

d) Different types of financings as a 
percentage of the total financings. 

e) Maximum single-party exposure . 
This is usually not more than 10% of 
the institution's capital. It can also 
be a certain percentage of the volume 
and type of deposits. Many Central 
Banks prescr ibe it u n d e r their 
prudential regulations. 

f) Limit of interested-party financings. 
The lower this percentage the better 
it is. Directors having a cer ta in 
percentage of financial risk in the 
company being financed come under 
the definition of interested parties, 
a s they are the ones who take 
decisions on behalf of all the share-
holders. If any of the Directors ha s 
5% or more interest in the company 
whose financing proposal is under 
considerat ion, he shou ld not 
participate in its decision-making. 

g) Guidelines for taking, evaluating and 
perfecting collateral 

h) Discretionaiy powers of the Management 
to grant financings 

i) Making of provisions for doubtful 
debts, and writing off the bad debts. 



A financing policy document defining all the 
criteria should be approved by the Board. 
In determining the above ratios, the Board ha s 
to keep in view that liquidity for a financing 
institution is even more important than prof-
itability. The institution has, therefore, to 
invest its total resources in such a way tha t 
funds are always available to meet the liabili-
ties on time. 

The Board will approve financings, expenses 
and administrative actions beyond the discre-
tionary powers granted to the Management. 

2. In an Islamic bank, projects which help 
in bringing economic/social uplift should 
be encouraged as long as the project is 
self-liquidating and there is adequate 
profitability. 

3. Timely realisation of financings granted 
is important, and factors which can 
hamper the timely repayment, such as 
exchange controls, should be taken into 
consideration before granting financing. 

4. The Sharia aspect of the t ransact ions 
ha s always to be kept in view; this is 
what distinguishes an Islamic bank from 
a conventional bank. 

5. A system of accounting for the accrued 
profit and allocation of expenses to 
Investment accounts should be defined. 
Usually an institution accrues profit up 
to 3 months from the due date (if the 
repayment ha s not come); thereafter 
accrual is stopped, and if the repayment 
becomes 6 months overdue, the accrued 
profit is reversed. 

6. There should be a clear segregation of 
duties between the Financings Department, 
the Operat ions Depar tment and the 
Accounts Department. 

7. A policy regarding compensat ion for 
delayed payments of financings should 
be defined by the Religious Board. 

Some General Recommendations 

The necessity of proper evaluation of a 
financing proposal and the maximisation of 
collateral canno t be over-emphasised . 
However, the integrity, experience and finan-
cial worth of the client are no less, if not more, 
important in arriving at the decision to finance 
a business . Given below are some recommen-
dations of a general nature, which, if imple-

mented, will minimise the chances of a financ-
ing becoming doubtful. 

1. Every effort should be made to see tha t 
in addition to the promissory note of 
the client, the Murabaha financing is 
guaranteed by a reputable third party 
a n d / o r tha t some tangible collateral(s) 
such as mortgage of property, or lien on 
some bank account, are obtained. A 
Promissory Note is j u s t a promise to pay; 
it is not a tangible security. So is a 
personal cheque, as its payment can be 
stopped by the drawer. 

2. In the case of limited companies , 
personal guarantees from major share 
holders should be asked for. 

3. The client should have sufficient experience 
in the line of bus iness which is being 
financed, his past performance should 
have been good, and the company should 
be one being managed by capable persons. 

4. Bank references and independent 
enquiries should indicate tha t the client 
is a person of integrity and good 
financial worth. References obtained 
f rom other b a n k s should be read 
intelligently. Statements such as 'Company 
h a s well/fully utilised its resources ' 
are an indication tha t the company is 
over-stretched and needs more capital. 

5. The balance sheet should show that the 
company is not under-capitalised, is 
f inancially sound , and is showing 
positive resul ts . The different ratios 
such as the volume of inventories as 
compared to the volume of sales, accounts 
receivable to sales, total debt to net 
worth or equity (leverage ratio), fixed 
assets to net worth, re tu rn on total 
assets (ROA) and equity (ROE), are all 
healthy. 

6. The ownership of the collateral offered 
should be properly verified, the colla-
teral should be properly evaluated, and 
the institution's charge on the collateral 
shou ld be properly registered. The 
charge should cover the company 's 
movable a s se t s as well as Bills 
Receivable. A mortgage on immovable 
property should preferably be 'registered' 
instead of 'equitable' (simple deposit of 
title deeds along with a Power of 
Attorney in favour of the institution). 



Charges registered earlier against the 
(limited) company should be verified 
from the office of the Registrar, Joint 
stock companies. In the case of a first 
mortgage, only the original documents of 
title should be accepted, not copies 
thereof. 

7. The project should be technically viable, 
and its p roduc t s should be easily 
marketable. 

8. A proper cash flow of the bus iness 
should be prepared showing clearly the 
possibility of repayments. 

9. The f inancing proposal shou ld be 
properly evaluated (see details appearing 
later on), and the under ly ing r isks 
should be thoroughly identified in order 
to arrive at a proper decision. 

10. The f inancing cont rac ts and other 
documents should be properly executed, 
and vetted by the Bank's solicitor and 
Religious Board. 

11. A schedule of repayments should be 
given to the client in writing, indicating 
the due da tes of repayment . Each 
repayment due should be supported by 
a separate promissory note. 

12. The currency in which repayment will be 
made should be specified. 

13. Every effort should be made to see that 
the benefits of a contract under which 
the client h a s to receive funds , be 
assigned in the name of the institution. 
This will improve the chances of repay-
ment in the event of default by the client. 

14. Before granting financing to a client in 
another country, the exchange control 
regulations of that country should be 
examined in order to ensure that there is 
no hindrance from the authorities of the 
country in making an outside remittance 
when the repayment becomes due. In 
case of doubt, it will be better if the 
guarantee of the Central Bank of tha t 
country is obtained for repatriation of 
foreign exchange. 

15. When the client's stock-in-trade ha s 
been given as collateral, it should be 
properly evaluated, recorded in the 
books and insured in the name of the 
institution, at least against fire and 

theft , for an adequate amount . The 
stocks u n d e r the bank 's charge should 
be physically verified at intervals. 

16. Too much concentration of financings 
in one or two sectors only should be 
avoided; it is usually better to spread 
financings over a variety of industr ies 
and clients. 

17. Only authorised persons should sign the 
Promissory Note, Financing Agreement 
and other documen t s given to the 
institution. 

18. No amount should be paid into the 
account of any individual on behalf of 
the company if the company is the 
financed client. 

19. Caution should be exercised if the same 
client asks for financings in different 
names, or in the name of its Directors as 
well as the Company. 

20. When issuing Bid Bonds/Performance 
Bonds, the ins t i tu t ion should be 
extremely careful, as these Bonds may 
result in big commitments. Normally, a 
Bid Bond should not be issued without 
full cash collateral. Before issuing a 
Per formance Bond, the ins t i tu t ion 
mus t make a thorough s tudy of the 
chances of satisfactory completion of the 
undertaking. 

21. Financing proposals should be properly 
analysed and discussed by the Credit 
Committee before submiss ion to the 
approving authority. 

22. If signs of deterioration in the financial 
position of the client s tar t appearing, the 
inst i tut ion should contact the client 
before repayments fall due, with a view 
to s t reng then ing the collateral or 
sources of repayment. 

23. Outs tandings mus t not be allowed to 
exceed financing limits. 

24. The goods involved in the financing mus t 
be Halal. 

Some Specific Recommendations 

Along with the general recommendations 
given above, some additional factors need to be 
looked at in specific types of financings. They 
are, for example : 



Murabahas Ijara and Ijara-wa-Iktina 

a) The period of financing will not normally 
exceed one year. 

b) Collaterals given by the client should be 
clearly spelled out in the Murabaha 
contract. 

c) The sale of local goods by the institution 
to its client should be, as far as possi-
ble, s imultaneous with the purchase of 
the goods by the institution. 

d) While opening a Letter of Credit, the 
institution mus t : 

i) ensure that the supplier is a reliable 
party; particular attention should 
be given if the supplier is related to 
the client; 

ii) independently check the price of the 
goods being purchased; 

iii) check the marketability of the goods 
being purchased i.e., whether the 
institution can sell the goods in the 
marke t if the client r e fuses to 
p u r c h a s e the goods from the 
institution; 

iv) ensure tha t the goods are shipped 
to the order of the institution and 
not to the client, and tha t insurance 
is in the name of the institution; 

v) try to get some cash margin or lien 
on deposits as security. 

Mudarabas and Musharakas 

a) The period of financing will not normally 
exceed five years. 

b) The income and expenditure of the 
project should be checked periodically 
by a representative of the institution. 

c) It should be ensured tha t all funds 
released by the institution are utilised 
for the project itself, and tha t the 
client does not exercise more powers 
than are given to him in the financing 
agreement. 

d) The progress of the business financed 
should be closely watched and in case 
the Management is not found capable or 
reliable, the institution should get more 
involved in the day-to-day transactions 
of the business . 

a) A down-payment by the client should be 
insisted upon. 

b) The cashflow and sources of payment of 
rental should be properly looked into, to 
e n s u r e t ha t the in s t a lmen t s come 
regularly. 

c) If the equipment financed is not likely to 
generate income immediately, a grace 
period should be properly calculated, 
and rental instalments be determined 
taking into account the grace period. 

d) The ownership of equipment m us t be in 
the name of the institution. It will be 
transferred into the name of the Ijara-
wa-Iktina client when he ha s repaid the 
full amount due. 

e) Lease rentals may be kept proportion-
ately higher in the early years of the 
lease. 

7 I Financing Procedure 
Financing Request 
Evaluation of Application 
Financing Approval 
Disbursement 
Monitoring 
Performance Assessment 
Re-negotiation 
Accounting 

Financing Requests : 

1. For each financing request made by 
a client, the Financing Officer will ask 
him to fill in the appropriate Application 
form. 

2. The Financing Officer will analyse the 
request to determine whether it merits 
fu r the r considerat ion or not . If it 
looks reasonable and agrees with the 
ins t i tu t ion ' s policies, the Financing 
Officer will ask the appl icant to 
s u b m i t s u c h addit ional informat ion 
as may enable him to prepare a formal 
proposal. 

3. If, after the preliminary assessment , the 
request does not seem reasonable to the 
Financing Officer because, for example. 



the customer cannot provide the required 
information or the details provided are 
not convincing, then a polite Rejection 
Letter may be mailed to him. 

Evaluation of Application : 

This is the most important aspect of a 
financing proposal. 

General 
Evaluation should be both in qualitative and 

quantitative terms. Demand for the product, 
marketing techniques, and financial analysis, 
i.e. estimated income, cashflow, profitability, 
liquidity etc. need to be examined. Some 
important aspects to be looked into are: 

1. Which type of customers are there for 
the product and the expected amount 
of sales and earnings? 

2. How the customers will be reached? 

3. What advantages will be offered to the 
cus tomers by the applicant in com-
parison with his competitors? 

4. Are the necessary operational techniques 
available? 

5. What are the associated risks? Some 
types of r isks are briefly defined below: 

a) Credit Risk: client fails to repay when 
payment falls due. This is also called 
'Settlement' risk 

b) Liquidity Risk: client is unable to 
raise sufficient cash at reasonable 
cost when needed 

c) Market Risk: potential loss of value of 
client's assets 

d) Business /Earning Risk: client's 
earnings going down sharply due to 
change in demand for his products, or 
due to general recession in business . 

e) Solvency Risk: chance of the client's 
bus iness failing 

f) Exchange Risk: the currency in which 
f inancing h a s been made may 
depreciate in value 

g) Country Risk: economic or political 
condi t ions of the count ry may 
deteriorate, resul t ing in b u s i n e s s 
stagnation 

h) Cashflow Risk: the danger t ha t 
cashflows may create widely 

fluctuating earnings due to factors 
like bus iness stagnation 

1) Pre-payment Risk: financing is paid 
off early and the bank is unable to 
re-invest the pre-paid funds so as to 
result in profit. 

In determining the profitability of a new 
project, it is important to assess its internal 
rate of re turn, called l.R.R. This is the rate of 
profit which, when used to discount the cash-
flows associated with the project, reduces its 
net present value to zero. Thus it gives a mea-
sure of the break-even rate of the investment. 
The valuation of assets using discounted cash 
flows is based on the concept tha t the value of 
an asset depends on its ability to generate 
fu ture cashflows. Since the fu ture is uncer-
tain, the fu ture cashflows could be discounted 
to the present by using the expected rate of 
re turn as a discounting factor, which is, of 
course, a mat te r of persona l j udgemen t . 

Another method suggested is to evaluate th( 
assets according to the purchasing power tha t 
could be obtained by selling the assets in nor-
mal conditions. This method is closer to 
the objects of the Sharia. 

Procedure 

1. The financing officer should, inter alia, 
determine from the Financing Application 
that: 

a) the characteristics of the project are 
consistent with Islamic principles, 

b) the project is su i table for the 
intended financing 

c) the project appears feasible and will 
provide a reasonable rate of re turn, 

d) the funds required are within the 
fund ing limits and portfolio-mix 
requirements of the institution. 

e) the record of the previous financing 
relationship with the applicant, if 
any, is satisfactory 

f) the worth of a s se t s offered a s 
securi ty in case of M u r a b a h a is 
adequate. 

2. The Financing Department Manager will 
get conf i rmat ion of the availability 
of funds from the Treasurer and wall 
apply the criteria described above to the 
proposal to see whether it is worth 
entertaining or not. 



3. On the bas i s of the f inancial and 
general investigations and in the light of 
the availability of funds as determined 
by the Treasurer , the Financing 
Depar tmen t Manager will de termine 
whether the project represents a beneficial 
investment opportunity for the institution, 
or not. 

4. If the project appea r s sui table for 
financing bu t the application requires 
clarification or elaboration, an Enquiry 
Letter will be sent promptly to the 
applicant explaining the deficiencies. 

Financing Approval 

1. After complete s tudy of the application 
and if the Financing Department 
Manager is convinced t ha t the 
ins t i tu t ion can successfu l ly f inance 
the related project, he will prepare an 
Investment Evaluation Form for the 

Credit Committee. 

2. The Investment Evaluation Form is an 
impor tan t documen t for the Credit 
Committee, since it allows them to 
decide whether funds can be released 
and on what conditions. It will provide, 
inter alia, the following details : 

a) Business experience and reputation 
of the client, his pas t performance 
with the bank, and existing facilities 
if any. 

b) Personal net worth of the sponsors. 
c) Description along with s trengths and 

weaknesses of the proposal. 
d) Market demand for the product and 

competition. 
e) Evaluat ion of collateral a n d / o r 

guarantees. 
f) Cashflow and profi t -and-loss 

projections. 
g) Balance sheet analysis based on 

audited financial s ta tements for the 
last 3 years. 

h) Qualifications and business 
experience of the Management. 

i) Form of financing, 
j) Funds required 
k) Terms of d i s b u r s e m e n t s and 

repayments. 
1) Risks involved, 

m) Recommendation of the Financing 

Department Manager (short report 
based on his analjrtical summary of 
all the above and his own feeling). 

3. The Financing Depar tment Manager 
will discuss the Investment Evaluation 
Form with his superior. If any changes 
are necessary, he will make them before 
submission to the Credit Committee. 

4. After the Credit committee ha s analysed 
the whole dossier, they will t ransmit 
their decision to the Financing 
Depar tmen t Manager. If the credit 
committee is not competent to decide, 
they will submit their recommendations 
to the competent authority. 

5. According to the decision of the 
competent authority, the instructions 
may be : 
a) rejection, 
b) approval, or 
c) approval under certain conditions 

(clearly specified). 

6. As soon as the Financing Department 
Msinager obtains approval, the Financing 
Officer will p repare a F inancing 
Agreement in the light of instructions 
received, discuss it with the client and 
ensure tha t he unders tands the terms 
and conditions. 

7. The Financing Department Manager will: 
a) confirm in writing to the customer, 

with a copy to the Treasurer and 
Accounts Department, all the terms 
of the facility, namely: amount , form 
of financing, terms of d isbursements 
and repayments , prof i t - shar ing 
ratios, collaterals, period, etc. 

b) forward to the Operations Manager: 
copies of the Application, Financing 
Agreement, Profi t -and-Loss and 
Cashflow Projections, schedule of 
disbursements and repayments, and 
terms and conditions of the approval. 

Disbursement 

When the Financing Department informs 
the client tha t the Financing Request ha s 
been approved, he will be invited to sign 
the necessary documents. The usua l legal 
documents are: Demand Promissory Note, 



D.P. Note Delivery Letter, F inancing 
Agreement(Mudaraba, Murabaha etc), Letter 
of H5^othecation/Pledge. List of goods to 
be purchased/h}rpothecated/pledged, Letter 
of Set Off, Mortgage Deed (for property). Power 
of Attorney, Letter of Guarantee (if there is 
a guarantor). Letter of Lien, Transfer Deed (for 
shares). 

The required documents will be obtained by 
the Operations Manager. 

Monitoring 

1. Monitoring of projects financed will be 
performed by the Operations Manager. 
He will ensure tha t : 
a) the required d o c u m e n t s and 

collaterals are obtained, and the 
bank ' s charge is registered, where 
required, before disbursements are 
made 

b) d isbursements and repayments are 
made on agreed dates 

c) the terms of the financing contracts 
are strictly adhered to and out-
standings do not exceed the 
approved limit. 

He will ensure by reviewing the client's 
dossier at intervals t ha t the informat ion 
required from him later on, e.g. his latest bal-
ance sheet, ha s been supplied by him. 

2. In addit ion to the above, it is the 
responsibility of the Operations Manager 
to : 
a) Prepare accounting vouchers 
b) provide information about the s t a tus 

of the accounts to the Financing 
Department, so tha t they may take 
u p the mat ter with the client if 
necessary, and 

c) frequently issue lists of all overdue 
financings 

3. The Operations Manager will maintain a 
record of all financings, showing the 
date of financing, name of client, limit 
sanct ioned, ou t s tand ings , date limit 
expires, documents obtained, collaterals 
if any, etc. 

4. The Operations Manager will also main-
tain a record of clients total liabilities. 

When more than one limit ha s been 
granted to a person or a group of 
companies and its Directors, or a client 
ha s also given a guarantee for some 
other financing, the part iculars of all 
the obligations will be recorded, in order 
to ensure tha t the total liabilities do not 
exceed the sanctioned limit. 

5. The Operations Manager will contact the 
client at least one week in advance to 
remind him of the repayment falling due. 

6. If the client fails to pay an instalment on 
the due date without any prior arrange-
ment, the Operations Manager will w i t e 
to remind him of his obligation, followed 
by another reminder after 15 days if 
repayment is not made, with a copy 
to the Financing Department. 

Frequent reviews of f inancings play a n 
important role in saving them from becoming 
non-performing. 

Performance Assessment 

1. A Performance Assessment will be pre-
pared by the Financing Officer, if any 
one of the following events occurs : 

a) reports are not received from the 
cus tomer a s called for in the 
Contract Documentation 

b) ac tua l r e su l t s vary subs tan t ia l ly 
f rom those forecas t in the 
Projections 

c) Operations Department points out 
possible problems, e.g. late payments 

d) general knowledge of the economic 
or t rad ing envi ronment p rompt s 
concern. 

e) unfavourable news coming from the 
market about the client 

f) adverse change in the price of 
client 's s tocks, h is ea rn ings or 
his capital s t ructure. 

2. The Financing Officer will arrange a 
meeting with the client to discuss the 
si tuation as perceived and ascertain 
whether problems actually exist and, if 
so, will pinpoint the possible remedies. 

3. After this meeting, the Financing Officer 
will prepare a performance report for the 



Financing Depa r tmen t Manager to 
inform him of the project's s ta tus and 
possible action to be taken. 

4. The Financing Depar tmen t Manager 
will determine what action is required. 
If the project appears to be experiencing 
difficulty, he will d ra f t a s u m m a r y 
of the investigations, highlighting the 
differences be tween the resul t of 
recent investigations and the original 
project ions, a n d will forward it to 
the General Manager. 

d) The Accounts Department Manager will 
ma in ta in liaison with o ther 
Depar tments , p repare Management 
Reports on the accounts and facilitate 
proper audi t ing a n d control of 
transactions. 

e) Once a month, or more frequently, the 
Accounts Department will inform the 
Treasurer about all unut i l ised/par t ly 
utilised financing limits, which will help 
him in fund management . 

Re-negotiation 

The General Manager will review the 
Investigations Summary and the dossier to 
determine what action is required. 

1. If the investigation reveals only minor 
discrepancies, the Financing Depart-
ment Manager will be instructed to pay 
close attention to tha t financing. 

2. If the s i tua t ion w a r r a n t s corrective 
action, the Financing Depar tment 
Manager will be instructed to re-nego-
tiate with the client with a view to 
finding a solution. If considered neces-
sary, the General Manager will per-
sonally negotiate with him the possible 
options, especially cut t ing expenses, 
improving cashflows, improving manage-
ment control, infusing new capital, 
reorganisation,, and giving additional 
collaterals to the bank. In Mudaraba and 
M u s h a r a k a f inancing, the f requency 
of visits to the client's site and opera-
tions may also be increased. 

Accounting 

a) The Accounts Department will record all 
d isbursements and repayments made. 

b) The Accounts Depar tmen t will also 
es tabl ish a n d ma in ta in account ing 
records for all the financings made and 
will i s sue a weekly or monthly 
Statement of Account for each client 

c) The customers ' Ledger Cards will be 
regularly reconciled with the General 
Ledger as their effective control should 
enable the Accounts Depar tment to 
discover, correct or repor t any 
discrepancies. 

8 Commission and 
Fee-Earning Services 

I have so far described the resources of 
an Islamic bank, and employment of funds 
under management , on which profit is earned. 
Now I briefly describe other services rendered 
by an Islamic bank on which it earns commis-
sion, exchange, fees and brokerage, which are 
all permitted under the Sharia as long as the 
transact ion does not involve interest and the 
bus iness is not a prohibited item such as a 
casino. The description is brief, because the 
methodology of an Islamic bank is very similar 
to tha t of a conventional bank or is different 
only in minor details 

a) Documentary Credits 

An Islamic bank opens a Letter of Credit j u s t 
as a conventional bank does on its correspon-
dent, with the only difference that the Islamic 
bank is a buyer of goods itself, whereas the 
conventional bank acts as an agent for the 
buyer (importer) client. The bank earns L.C.-
opening commission. Negotiation of the bill 
drawn against the L.C. and re imbursement of 
the negotiating bank 's claim are similar in 
both systems. When the goods arrive, the 
Islamic bank takes their delivery and sells 
them to the client, whereas the conventional 
bank informs the client to make pa5Tnent of 
the import bill and to take delivery of the 
goods. When payment is made in cash or 
under a financing arrangement, the Bill of 
Lading is endorsed in favour of the client. The 
conventional bank does not deal with the 
goods. 

If the supplier is a local party, the Islamic 
bank issues an inland L.C. Thereafter it takes 



the shape of a Murabaha or some other tj^^e of 
financing in the name of the client. It is, how-
ever, not u n u s u a l tha t if the bank finds it dif-
ficult to make the purchase itself, it appoints 
the client or some other person as its buying 
agent. 

In the matter of exports, if pre-shipment 
finance is required by the client, the Islamic 
b a n k works on the bas i s of Bai Sa lam 
{advance-payment sale) described earlier. 
Since the same goods carmot be sold to two 
parties simultaneously, i.e. to the importer as 
well as to the bank, it is essential that the 
bank either does a Musharaka with the client 
in the deal, or buys the goods from the client 
before shipment. The bank remains the owner 
of the goods till the export bill is paid. The bill 
is sent by the Islamic bank to its correspon-
dent, and on payment, the Islamic bank ' s 
account is credited by the correspondent with 
the bill amount . 

The bank recovers the price paid in advance 
plus its agreed profit, and pays the balance 
amount to the client. 

Before buying the goods represented by the 
Export Bill, the bank ha s to carefully assess 
the prospects of the bill being paid. The bank 
usually buys the goods represented by an 
Export Bill drawn against a Letter of Credit 
and thereafter ensures that the bill ha s been 
drawn in strict conformity with the terms stip-
ulated in the L.C. Some banks also take a third 
party guarantee against non-payment of the 
bill by the importer. The bank recovers only its 
handl ing commiss ion if no f inancing is 
involved. 

b) Guarantees 
A guarantee is an agreement whereby the 

guarantor a s sumes responsibility for the dis-
charge of the other person's obligation in the 
event of failure by the other person in dis-
charging his obligation. Most Islamic banks 
issue guarantees on behalf of their clients, for 
which they charge a commission. The amount 
of commission can be a fixed amount worked 
out as a certain percentage of the guaranteed 
amount , irrespective of the period of guaran-
tee. However, majority of the scholars do not 
allow the recovery of commission, they only 
allow charging of secretar ial expenses 
incurred. When issuing a guarantee, the bank 
obtains a counter-guarantee from the client in 
order to have recourse to the client in case of 

need, the wordings of which are very much the 
same as those of the guarantee, except the 
names of the guarantor and the guaranteed 
person. 

A word of caution for young bankers—please 
keep in view the possibility of the guarantee 
being encashed, and hence secure yourself well 
and study the text thoroughly before signing 
that piece of paper, particularly the Bid bonds 
and Performance bonds demanded in the con-
struction industry. A Bid bond is usually for a 
small percentage, say 2% of the estimated cost, 
and is obtained in order to ensure tha t only 
serious parties bid against the tender. If the 
tenderer is unable to submit a Performance 
bond after acceptance of his bid, the guaran-
teed person, usually a Government depart-
ment, encashes the guarantee from the bank. 

When the bank issues a Performance bond, 
it becomes liable to pay the damages in the 
event of failure of the client to perform satis-
factorily. So the bank should obtain sufficient 
collateral from the client before issuing a 
Performance Bond. 

The contractor usually asks for a mobilisa-
tion advance from the Principal, proper utilisa-
tion of which is also guaranteed by the bank. 
Hence, the necessity of proper s tudy of the 
project vis-a-vis the client from the very begin-
ning. The bank should receive the mobilisation 
advance directly from the Principal, keep it 
under lien, and release it according to the 
progress of the work. There are some other 
types of guarantees as well, e.g. 

i) Guarantee in lieu of cash security 
deposit demanded by the Principal. 

ii) Guarantee for exemption of custom 
duties. This is usually submit ted when 
the goods are only in t ransi t through 
the country, or when the raw material 
is being imported for manufactur ing 
goods meant for export. 

iii) Shipping guarantee—when the goods 
are being imported from a nearby 
country, it sometimes happens that the 
goods arrive at the port earlier than the 
documents, and demurrage starts. In 
such cases, the b a n k is asked to 
submit a guarantee in favour of the 
port authorities, who release the goods 
in the absence of the usua l Bill of 
Lading. The bank issues this guarantee 
on receipt of full payment of the L.C. 
amount or against some financing 
arrangement with the client. 



c) Foreign Exchange 

The Islamic bank buys and sells foreign cur-
rencies on a spot basis as does a conventional 
bank, bu t the position of forward and fu ture 
sales is different. This subject ha s been dealt 
with separately under the heading 'Currency 
and Commodity Trading'. 

d) Collections and Remittances 

Like a conventional bank, an Islamic bank 
also collects bills and cheques drawn by, 
as well as on the clients, and transfers funds 
both inside and outside the country, for 
which it charges a commission. No interest 
is involved. 

e] Cash Management 

The Islamic bank agrees to handle cash col-
lect ions/cash disbursements for a bus iness 
firm or the government, for which it earns 
commission. 

f) Custodial Services 

These are performed by an Islamic bank 
also like a conventional bank, the only differ-
ence being that most Islamic banks do not 
accept for safe deposit interest-based securi-
ties or ins t ruments which are in the na ture of 
a lottery, such as Prize Bonds. The Bank's 
responsibility is limited to their safe and prop-
er keeping, not the fluctuations in their price. 
Most Islamic banks also provide the facility of 
lockers. The locker is jointly operated by the 
bank and the client. The benefits a t tached to 
the entrusted goods or ins t ruments belong to 
the owner. The bank earns a fee for custodial 
services. 

g) Real Estate 

Where the country's legislation permits, 
Islamic banks also invest in properties from 
which they make rental income, and capital 
gain, or loss, if any. Since banks usually do not 
have experience in managing properties, they 
appoint qualified managing agents, who collect 
the rents and maintain the properties on 
behalf of the bank, and recover their agreed fee 
f rom the r en t s collected. A Management 
Agreement is signed between the bank and 
the agent. 

h) Other Fee-earning Services 

Islamic banks purchase /se l l metals and 
commodities on behalf of their clients, as well 
as on their own account. Most Islamic banks 
also purchase /se l l interest-free securities as 
well as shares of companies whose primary 
function is not money-lending, as it is of con-
ventional banks or insurance companies. The 
bank earns brokerage on these services when 
it serves as an intermediary between the client 
and the market. When the bank itself pur-
chases /se l ls foreign currencies or commodities 
f rom/ to the client or another institution, the 
difference between its buying and selling rates 
is its exchange profit or loss. The bank also 
trades currencies and commodities on behalf 
of its clients on a discretionary, semi-discre-
tionary or non-discretionary basis, depending 
upon how much discretion the client wants to 
give to the bank in this management area. The 
bank 's earnings are in the form of fees and at 
times a share in the exchange profit also 
Discret ionary m e a n s 'left to Bank ' s own 
discretion'. 

Some Islamic banks also do arbitrage i.e. 
they deal s imultaneously in two currency 
markets to take advantage of temporary rate of 
exchange /p r i ce difference, t h u s earn ing 
exchange income. Currency and commodity 
trading is a wide field in itself, bu t needs 
expertise, as one person's gain is another 
person's loss. 

Some Islamic banks have also started giving 
to their clients Nominee, Registration, Trustee 
and computer services, on which they earn 
fees. As a Trustee, the bank manages property 
and other valuable assets of a customer during 
a specified period of time. 

Islamic b a n k s are increasingly moving 
towards Inves tment bank ing activities on 
which they earn fees. The advantage is twofold: 
firstly there is no involvement of interest, and 
secondly, the bank 's financial risk is nil or very 
low. They manage Private Inves tment 
Portfolios (P.I.P.) for their clients, under which 
they make investments according to the writ-
ten mandates of the clients. These mandates 
usually specify the level of risk, which the 
client wants to undertake—low, medium or 
high, and the period for which the investment 
is in tended. The b a n k h a s no f inancial 
involvement. 

The Islamic banks are also providing under-
writing of new issues of Islamic stocks and 



shares, bu t scholars do not allow a fee for 
underwriting as it is not an actual purchase . 
Before underwriting an issue, bank should 
study the prospects of the share fetching a 
good price, as it h a s to buy the underwrit ten 
shares if they are not purchased by others 
when offered. Investment research and finan-
cial advisory services are provided to the 
clients against a fee. 

Capital Market and 
Money Market Activities 

I now move on to a field where some 
work h a s been done in recent years bu t a good 
deal remains to be done if Islamic banking is to 
meet the challenges of modern times. Eveiy 
bank. Islamic or conventional, has surp lus 
funds to invest after providing for liquidity, 
s tatutory reserves and financings. Liquidity is 
represented by cash in hand , balances with 
the Central bank and other financial insti tu-
tions, approved government securities, stocks, 
debentures , etc. Malaysia h a s in t roduced 
Malaysia Government Investment Certificates, 
specially for this purpose, which carry no 
interest, bu t the Central bank may reward the 
investor banks at its own discretion. They are 
a n Islamic subs t i t u t e for conventional 
Treasury Bills which carry interest. According 
to the majority of scholars, voluntary payment 
in excess of capital is permitted in Islam. 
Rewards given by an Islamic bank to its cus-
tomers voluntarily are also allowed. Besides 
these Inves tment Certificates, f u n d s are 
invested in Islamic Acceptance Bills, Bankers 
Acceptances, Islamic Inter-Bank Investments 
and the Islamic Inter-bank cheque-clearing 
system in Malaysia, which are described 
below. 

Islamic Acceptance Bill 

This represents trading of debt between the 
owner of the debt and the buyer of the debt 
prior to the maturi ty of the bill. The debt is evi-
denced by a Bill of Exchange drawn on, and 
accepted by, a person, arising from a Halal 
trade transaction, within or outside the coun-
try. The bill is t raded in the market, and the 
Islamic bank also purchases these bills. 

Example of a conventional discounting: A 
supplies steel to B on credit and draws a Bill of 

Exchange for its value payable after 3 months . 
B accepts the bill by writ ing the word 
'Accepted' and the due date on its reverse, and 
signs it. After a month if A needs some funds , 
he takes this accepted bill to a conventional 
bank for sale. If the latter is satisfied about the 
creditworthiness of the accepter, it discounts 
the bill by paying to A its face value less 

interest u p to maturi ty of the bill, and 
presents it to the drawee for payment on the 
due date. 

Note: According to the majority of scholars, 
an Islamic bank cannot discount a Bill of 
Exchange as it is not itself an asset-based 
instrument; it is jus t like a Promissory Note. 
However, an Islamic bank can collect the 
amount due to the drawer of the bill from the 
drawee, and is permitted to realise commission 
for providing this service. The commission can 
be a fixed amount or a certain percentage of 
the bill amount , irrespective of the period u p to 
maturity. 

Banker's Acceptance 

This is a bill drawn by the owner of the debt 
on, and accepted by, the drawee and the bank 
or the b a n k alone. The accept ing b a n k 
becomes liable to pay the bill, irrespective of 
whether the drawee pays or not. Because of 
the bank ' s acceptance, this is considered to be 
a better ins t rument than a bill which ha s not 
been accepted by a bank. Such bills are trad-
ed in the market. 

The National Mortgage Corporat ion of 
Malaysia ha s securitised the Islamic housing 
debts of Bank Islam Malaysia on the basis of 
debt-trading and also Mudaraba. Bonds are 
issued on a Mudaraba basis, and profit is 
shared between the Bond-holders and the 
Corporation. 

Note: Securitisation is defined later on. 

Islamic Inter-bank investments 

Under th is sys tem one l icensed b a n k 
obta ins investment from another l icensed 
bank on a Mudaraba basis. The period of 
inves tment ranges f rom overnight to 12 
months, and the rate of re tu rn is based on the 
rate of gross profit for one-year investments of 
the receiving bank, declared on the maturi ty 
date of each investment. This r e tu rn is divided 
between the two banks in the agreed ratio. 



Islamic Inter-bank Money Market 

Short term funds are usually lent between 
banks in the Money market. In 1994, Malaysia 
in t roduced the Day 1 Islamic In te r -bank 
cheque-clearing system. The licensed banks 
maintain a clearing account with the Central 
Baink, which handles the daily 'clearing' of the 
banks . Surplus funds of banks are automati-
cally invested with the other banks who are in 
deficit in clearing as a Mudaraba Inter-bank 
investment for one day. The licensed banks are 
required to inform the Central Bank of their 
rate of gross profit for one-year investments. 
The invested amount plus the investing bank 's 
profit are automatically repaid by debit to the 
deficit bank ' s account with the central Bank 
on the following working day. 

Foreign Exchange transactions 

Every bank which handles imports and 
exports, or makes and receives foreign remit-
tances, ha s to open foreign currency accounts 
with its correspondents. These accounts are 
meant to provide/receive reimbursement for 
imports/exports , and to settle outward and 
inward remittances. These accounts are gener-
ally interest-free and necessarily so in the case 
of Islamic banks . A portion of Bank's funds is 
employed in these accounts. 

General 

Ins t ruments traded in the Capital markets 
are shares , stocks, debentures. Unit Trus t 
Certificates, Mutual Funds, Corporate Notes 
and Bonds, asset-based securities, and long-
term Treasury Notes and Bonds which become 
Money Market ins t ruments when the maturi ty 
date comes within one year. Capital markets 
need : 

1) governments and large mult inat io-
na ls who i ssue long-term debt or 
equity ins t ruments to raise long-term 
funds for their needs, 

2) specialised financial institutions such 
as investment banks to channel these 
funds , and 

3) sophisticated suppliers of funds . The 
market ha s to be supported by, inter 
alia, a good legal s tructure, brokers 
and a clearing system. 

Almost all capital market ins t ruments have 
varying degrees of r isks. Venture capital 

investments are high risk, and securi t ies 
issued by the developed countries or secured 
commodity investments are low risk. These 
r i sks should be properly advised to the 
prospective clients. A large portion of the capi-
tal market consists of debt-based securities 
such as debentures, bonds and commercial 
paper with a fixed re turn . Islamic banks can-
not invest in them bu t are trying to design 
their Islamic subst i tutes . The usua l criteria for 
the selection of investment ins t rument are 
expected rate of re turn, different kinds of 
risk involved, tax exposure, duration, and 
transferability. 

The Islamic banks are increasingly playing 
the role of Investment banks . In some coun-
tries Islamic Investment banks have also been 
established. Besides financings, mainly medi-
um-and long-term, providing both equity and 
funding, these banks are under taking capital 
market activities. Institutional investors are 
entering these markets, and new ins t ruments 
and products are being designed. The mone-
tary authorities are coming to realise the value 
of Islamic banking, and are making regula-
t ions par t icular ly relat ing to Islamic 
Investment banks . These markets spur a high-
er level of savings, investments, and conse-
quently economic growth. Whereas the money 
market allows short- term money to go to the 
users, the capital market provides the oppor-
tunity to invest for longer terms. 

Islamic Investment banks are also providing 
Corporate Finance and Advisory Services. They 
structure, price and manage public offerings 
and private placement of equity securities. 
They advise on the timing and s t ruc ture of 
offerings, valuation of securities, raising of 
capital, project structuring, its placement in 
the market, and formation of underwriting 
syndicates, on which they earn fees and com-
missions. 

Malaysia, in particular, ha s made a great 
contribution to the development of Islamic 
financial markets. It ha s created an Islamic 
Inter-Bank market, and is offering Islamic 
stockbroking services. In 1994, an Islamic 
Ins t ruments Study Group (IISG) was formed 
to advise on the development of the Islamic 
capital marke t . The appointed member s 
are Sharia scholars and industry experts. It 
advises the Securities Commission on the 
aims and operations of the Islamic Capital 
Market needed to make it consistent with 
Islamic principles. 



Securitisation 

The process of creating a tradable Instru-
ment by pooling and aggregating assets of sim-
ilar characteristics in a manner which moti-
vates investors to buy securities backed by 
these assets is called securitisation. Whereas 
paper ins t ruments are created by a conven-
tional bank to evidence interest-based debts, 
Islamic securitisation necessarily arises from 
an underlying Halal transaction, and there is 
no interest rate attached to it. Islamic securitisa-
tion also differs from conventional securitisation 
in the way investors are remunerated. In the 
Islamic one, investors are remtmerated on a prof-
it-and-loss-sharing basis, whereas the conven-
tional one allows a debt issue with a fixed return 
and at times with recourse to the issuer. This is 
beneficial for the Islamic bank, as with good qual-
ity assets it can attract a new class of investors. 
Musharaka and Ijara can be securitised as 
described earlier. 

Venture Capital 

These companies offer an opportunity to 
provide seed finance, particularly to high tech 
industries, in the hope of making gains when 
the industry reaches the production stage. They 
are high-risk, high-gain investments, and are 
growing rapidly in the West. 

FUNDS 

Several Islamic Funds have since been floated 
by Islamic institutions, some recent ones being 
the : 

• Malaysia Equity Ventures Fund 
• Asia Equity Fund floated by Al-Tawfeek 

Company for Investment F u n d s Ltd., 
a uni t of Dallah Al-Baraka Group, to 
acquire equities 

• Adil Islamic Growth Fund launched in 
Labuan International Offshore Financial 
Centre by Faisal Finance (Switzerland) 
S.A., a uni t of Dar Al-Maal Al-Islami 
Group, to invest in stocks declared Halal 
by the Religious Supervisory Board 

• Faisal Finance Real Estate Fund 
• Faisal Finance Mezzanine Fund to invest 

in I.P.O.s 
• Multi-investment Fund (a portfolio of five 

Mutual Funds with option for investors 
to invest in one or more of the Funds to 
diversify their risk, jointly sponsored by 

Faisal Finance (Switzerland) S.A. and 
American Express Bank Ltd.) 

• Venture Capital Citi Islamic Portfolio 
• Saudi Arabia's Global Trading Equity 

Fund 
• Middle East Equity Fund launched by 

A1 Rajhi Banking & Investment Corporation 
• IDB Infrastructure Fund 
• Many other Fund. 

Dows Jones has launched 5 Islamic Market 
Indices, which speakes for their popularity. 

I have mentioned here only a few as exam-
ples; their number is growing fast and they are 
good avenues of investment if the right Fund is 
invested in. The Managing Agent of the Fund 
gets a pre-arranged fee for its services. 

I.P.O.s 
Islamic banks are also investing in I.P.O.s 

(Initial Public Offerings) of companies which do 
not deal in prohibited goods and whose main 
line of activity is not moneylending. The bank 
provides finance to a company under forma-
tion by buying its shares before they are 
offered to the general public, usually at par 
value. When the issue is made public, these 
shares fetch a higher price in the market if the 
right company was invested in. 

OTHER AVENUES 
Islamic banks do not deal in interest-bear-

ing securities, bu t they deal in their Islamic 
subst i tutes . For example, the Islamic substi-
tute for an interest-bearing Debenture is a 
Participation Term Certificate. 

There ha s been discussion whether a zero-
rated ins t rument is acceptable or not. The 
majority of the scholars believe tha t whereas a 
zero-rated financial investment which repre-
sents a debt without a back-up asset is not 
acceptable, an asset-based zero-rated instru-
ment such as a lease-based ins t rument is 
acceptable, in which an Islamic bank can invest. 

Investment in Unit Trus t companies and 
Mutual Funds is allowed if they are investing 
funds in Halal activities. Only a negligible per-
centage of fund can be invested in non-Halal 
activities, and the income thereon ha s to go to 
the chari ty. They are among the mos t 
Islamically acceptable forms of investment. 
The Islamic bank should examine the quality 
of their assets properly before buying their cer-
tificates. Their net asset value (N.A.V.) is usu-



ally quoted in the market . It goes u p and down 
according to the aggregate market value of 
their asse ts . 

The Capital marke t s of Islamic developing 
countr ies have substant ia l ly expanded during 
the pas t decade, and Saudi Arabia, Egypt, 
J o r d a n , Bahra in , UAE, Iran, Pak i s t an , 
Malaysia, and Indonesia, are now named as 
Emerging markets . Investors from the West are 
now increasingly investing in these marke t s 
owing to the high potential for capital gains. 

I ran h a s i n t roduced the concept of 
Participation Bonds on a Mudaraba basis; 
f u n d s are invested in economic projects with a 
positive r a t e of r e t u r n , which is divided 
between the investors and the issuer of the 
Bonds. 

In Pakis tan , Muda raba companies have 
been allowed to operate as separate legal enti-
ties. These companies enjoy tax concessions 
subject to certain conditions. Some b a n k s 
have also floated Mudaraba companies. They 
work like Unit Trus t companies. An example is 
given below: 

ABC Islamic b a n k decides to float a 
Multi-Purpose or Specific-Purpose Mudaraba 
company . After ob ta in ing the n e c e s s a r y 
approvals , it will fo rm a M a n a g e m e n t 
company, usual ly wholly owned by the bank , 
with not very high capital, which will float a 
Mudaraba and serve as the Mudarib. The 
public will be informed by the prospectus 
of the Mudaraba mentioning whether it is 
open-ended or close-ended, its objectives and 
other details as in the case of i ssues of public 
limited company shares . 

Now suppose the desired amoun t is $100 
million. When the full or at leas t the 
min imum decided amoun t is subscribed, the 
M a n a g e m e n t company will invest it in 
permiss ib le activities according to the 
d e m a n d s of p rudence . The company will 
s imultaneously issue Mudaraba certificates of, 
say, $1000 each to the subscr ibers . The 
n u m b e r of certificates will t h u s be 100,000. 
Suppose at the end of the financial year, profit 
a f te r tax works ou t to $800 ,000 . The 
Management company will be given the agreed 
amoun t of management fee, say, 10% of the 
profit, i.e. $80,000. This will leave a s u m of 
$ 7 2 0 , 0 0 0 for d i s t r ibu t ion a m o n g the 
Mudaraba certificate-holders. The Net Asset 
Value (N.A..V) of each certificate will Increase 
f rom $1,000 to $1,007.20. If, however, the 
M u d a r a b a shows a shortfall in the value 

of asse ts of, say, $400 ,000 a t the end of the 
financial year (even after us ing the Reserves, if 
any), the M a n a g e m e n t C o m p a n y will get 
nothing for the services rendered, a n d the loss 
will be proportionately distr ibuted among the 
certificate-holders, t h u s decreasing the N.A.V. 
to $996. If the certificate-holder wan t s to 
redeem his certificate, he will receive from the 
Management Company $996 less redemption 
charge, if any. 

10 I The Stock Exchange 
Limited companies issue sha res to their 

subscribers , whose liability is limited to the 
extent of the sha res held by them. This is the 
basic difference between a limited company 
and an unlimited company shareholder. In the 
latter, the shareholder 's liability to the credi-
tors of the company is unlimited. An eminent 
scholar is of the opinion tha t since private lim-
ited companies work more like a par tnership , 
their liability also should be unlimited. The 
shareholders of some private limited compa-
nies borrowed huge s u m s of money, used them 
indiscreetly, and then declared insolvency, 
leaving the creditors to suffer, which is strictly 
prohibited in Islamic law. 

Limited companies are of two types, namely, 
private or public. In a private limited company, 
the n u m b e r of s h a r e h o l d e r s is u sua l l y 
small. In many countries, the law makes 
it obligatory for a limited company to invite 
the genera l publ ic to s u b s c r i b e to the 
company's capital if the n u m b e r of share-
holders reaches a certain point, say, 50 share-
holders. Then it becomes a public limited 
company. Whether its sha res will be quoted on 
the Stock Exchange(s)or not is the company's 
decision, subject to approval by the Stock 
Exchange authorit ies, if the sha re is to be 
quoted on Stock Exchange. 

The Stock Exchange is a market where 
equity-based securit ies such as sha res of pub-
lic limited companies (also debt-based securi-
ties, in which Islamic b a n k s do not deal) are 
bought and sold. The main players on the 
Exchange are Jobbers, who operate on their own 
account but do not deal with the public, and 
brokers, who deal with the public interested in 
bu5rag and selling shares. 

The Exchange performs some useful func-
tions, b u t h a s also some drawbacks. They are 
briefly mentioned here. It provides : 



a) in f ras t ruc ture to ensure independence 
of the management f rom the owners of 
the company 

b) a ready marke t for investors to buy, and 
for stockholders to sell. It is difficult to 
find sellers or buyers at a n individual 
level, a t the right price. 

c) a way to channel money from savers to 
investors , t h u s providing long- te rm 
capital to bus iness through equity or 
debt, and diversity of risk. 

d) liquidity to stocks issued by the company. 

e) a vehicle for cont inuous valuation of 
companies quoted on the Exchange. The 
price of a stock usual ly reflects the 
intrinsic worth of the company. In a n 
efficient market , the price of a stock 
changes according to the change in the 
company's worth. As the worth goes u p 
or down, the price of the stock also goes 
u p or down, barr ing speculative trading. 

f) a barometer of the country 's economy. 
When the economy is down, the S.E. 
index is also down; when the economy is 
growing, the investors are at t racted a n d 
the S.E. index h a s a rising trend. 

So far so good, b u t the normal factors of 
supply and demand are distorted by specula-
tors, resul t ing in the stock price going u p or 
down, not in line with the intrinsic worth of the 
company, b u t due to artificial scarcity or sur -
p lus created in the market . The 'bears ' sell 
short , i.e. without owning the shares , in the 
hope of buying again when the price h a s gone 
down, and the 'bulls' buy in order to create 
scarcity and interest in the scrip so as to sell 
when the price h a s increased, without taking 
delivery of the shares . Transact ions are done 
by paying a small margin only. Purchases are 
usual ly done from f u n d s borrowed on interest. 
Speculat ion can be minimised if the companies 
are directed by some regulatory authori ty to 
disclose more and more correct information 
about their affairs. This will also curb insider 
trading. Prices also go u p and down with a 
change in the interest rate, in the opposite 
direction. 

Is lamic law ne i the r allows shor t sa les 
because the seller does not own the sold 
shares , nor p u r c h a s e s on margin, since the 
full price of the pu rchased sha res is not paid. 
It does, however, allow the purchase of sha res 

of companies whose primary funct ion is not 
lending or borrowing on interest like a conven-
tional bank , or which do not deal in a prohib-
ited item like alcohol, provided the full price is 
paid and the shares are actually delivered. The 
t r ansac t ion shou ld be in teres t - f ree , m a d e 
without any coercion on either party, a n d there 
should be no uncer ta in ty about the price, date 
and place of delivery. If the Stock Exchange is 
allowed to work freely without manipulat ion, 
which is the t ra i t of a n Islamic S tock 
Exchange, the price of the stock will reflect the 
t rue intrinsic worth of the company. 

Islam allows dealing in Ordinary sha re s b u t 
not in Preference shares because their r e tu rn 
is fixed and these sha res have priority over 
Ordinary s h a r e s in d is t r ibu t ion of profit . 
Pledge of Islamic s h a r e s a s collateral for 
f inancing is allowed; so is the charging of bro-
kerage or administrative fees by the b a n k for 
serving as an Intermediary between the buyer 
and seller. 

Companies give 'Bonus' sha re s at zero price, 
and 'Right' sha re s usual ly at a price lower t h a n 
the marke t price, to the existing shareholders . 
Islamic b a n k can own both these k inds of 
sha res of Halal companies. These sha re s are 
given usual ly in lieu of cash dividend. Thus , 
there is no cash outflow, and capital, which is 
a measure of Bank's heal th, is increased, 
enabling the Bank to do more bus iness . 

Some Islamic countries s u c h as Malaysia, 
Indonesia, Iran, Pakis tan and Saudi Arabia, 
have active a n d well r egu la ted S tock 
Exchanges. Their t ransact ions are comput-
erised, and a Central Depository system h a s 
been introduced in some countries, which sub-
stantially reduces the time between the pu r -
chase of the share and its recording in the 
buyer 's name. The n u m b e r of brokerage hous -
es is increasing, and most of the Exchanges 
are linked to the Reuters network. In some 
countries, s u c h as Pakistan, a Securities a n d 
Exchange Commission h a s been established to 
regulate the working of the Stock Exchanges; 
other count r ies also have some Authori ty 
which performs this funct ion. Malaysia h a s a 
separate Islamic Stock Exchange which deals 
with Islamic shares and securities only. Almost 
550 companies have been accepted as doing 
Halal bus ines s and are registered on it. It also 
h a s its own index. 

Bank Islam Malaysia Bhd h a s created its 
subsidiary BIMB Securities Sdn Bhd, which 
specialises in the t rading of the sha res and 



securities of Islamic industries approved by its 
Religious Supervisory Board. It also provides 
investment research and advisory services, 
underwri t ings and placements , and asse t 
management . 

The three Stock Exchanges in Pakistan have 
more than 780 scripts registered on them, and 
have a daily turnover of over 250 million 
shares on average. 

Underwriting 
This has been described earlier. 

Repos 
The stock-holder sells his shares to a con-

ventional bank for a certain price, along with a 
promise to the bank to buy back the shares 
after a specified period at a price which is high-
er than the price he received, the difference of 
the two amounts representing interest for the 
intervening period. In the Sharia, if the buy 
back is made a pre-condition for the original 
sale transaction, it is not valid. But if the buy 
back is not a condition in the contract, and the 
excess payment is voluntary, the transaction is 
valid. 

11 Currency and Commodity 
Trading 
Currency and Commodity Trading is of 

three types, viz; spot, forwards and futures. 
Arbitrage, hedging and speculation are also 
practised in these markets . Let u s see how far 
they are compatible with the Sharia, but first 
the general principles of the market in Islam: 

a) The market in the Islamic economy 
works on the free will of buyers and 
sellers. The prices are determined by 
the free flow of supply and demand. 
Manipulation of prices is prohibited. 

b) Short sales, i.e. sales before having legal 
ownership of the article in question, are 
not allowed. 

c) The quantity, specifications, price, time 
and place of delivery etc. of the article 
have to be specified. 

d) Since trading is based on available infor-
mation about the company, providing 
inaccura te informat ion is forbidden. 
Protecting public interest is supreme. 

e) Buying stock by paying par t of the price 
in cash and borrowing the remaining 
amount from the broker at interest, 
called Margin Trading, is not allowed. 

Spot Trading 

In a spot transaction, both the article and its 
price should be exchanged simultaneously. 
Spot sales are most common in the Islamic, as 
well as the international, markets . 

Every currency has its base (home town) e.g. 
the US Dollar is based in New York, the 
D-Mark is based in F rankfu r t , and the 
Japanese Yen has its base in Tokyo. All pur-
chases and sales of currencies are cleared 
(accounts are credited/debited) at the base of 
the currency concerned. If a bank in France 
buys US Dollars against French francs, its 
Dollar account in New York is credited and its 
French Frame account in Paris is debited. The 
account may be with its own branch or with its 
correspondent in the base country. 

Due to the time difference be tween 
countries, it is a well-established international 
practice tha t in spot exchange of currencies, 
the ac tua l c red i t /deb i t to the respective 
accounts takes place after two working days. 
This date is called the 'Value date'. This delay 
of two days ha s been objected to by some 
scholars. 

In order to minimise the risk of uncertainty 
of prices in the future. Forwards, Futures, and 
Options markets have emerged. Interest rate 
cap, collar and floor (see 'Definitions') con-
tracts are also common in the international 
markets, bu t they are outside the scope of 
Islamic banks . 

Forwards Market 

In a Forwards market the currency or 
commodity is sold for a fu ture date and the 
delivery of the article, as well as payment of the 
price, are deferred. However, the specifications 
of the article, time and place of delivery, as well 
as the currency and amount , are all settled at 
present. So the seller is hedged against any fall 
in price of the article, and the buyer is assured 
of the supply on time, as well as covered 
against a possible increase in price by the 
time he needs the article. Islamic Forward 
Contracts are made with the express intention 
of delivering the currency on the specified 
fu ture date. 



In common practice it is called a 'sale', bu t 
in Islamic law it is only a promise to sell ra ther 
than an actual sale. From the Islamic point of 
view there is no objection to a Forwards mar-
ket per se; the risk is for the parties them-
selves. However, this moral obligation is so well 
recognised in the market tha t a party default-
ing on it would surely be debarred from doing 
any fur ther business . 

Futures Market 

In this market also the item sold is agreed 
to be delivered/paid at a fu ture date like a 
Forward sale, bu t there is a difference between 
the two. In a Forwards market, the article is 
actually delivered and the price is actually paid 
on the agreed fu ture date, bu t in a Futures 
market, actual delivery or payment is very 
rare; only the difference in market price of the 
item on the agreed fu ture date and the con-
tracted price is paid or received by the seller. 
The primary purpose of Futures trading is not 
to receive or deliver the contracted goods bu t 
to minimise risks. The majority of contracts 
are therefore closed out at will prior to 
maturi ty without taking currency or delivering 
the goods. The buyer of a Futures contract 
does not have to pu t u p the full price of 
the contract at the time of purchase. He ju s t 
pays a small margin. The value of the contract 
changes with the change in the price of 
the item. Hence Future contracts are 'marked 
to market ' each day to reflect the current 
value. 

An example of a Futures deal is given, which 
will show how impractical these t ransact ions 
are. A trader in London contracts to buy from 
a trader in Sydney 400,000 cattle, for delivery 
on a specified date and place against an agreed 
price. The delivery/payment never take place, 
only the price difference is settled by book 
transfer through the Clearing House. One 
party gains, the other loses, and there is no 
benefit for the country's economy. The big 
smar t ones usually exploit the small new 
investors. 

So the Sharia does not allow 'Futures ' 
trading. 

Swap Market 

Besides Spot, Forwards and Futures mar-
kets, there is a Swap Market in currencies, 
which is described below : 

The dealer simultaneously concludes two 
contracts, one spot and the other forward. The 
forward contract is the opposite of the spot 
contract. For example, a U.K. bank purchases 
US Dollars spot against £ Sterling and sells 
U.S. Dollars forward against £ Sterling. Thus, 
it ea rns interest on the U.S. Dollars till the 
date of maturi ty of the forward deal. It is u su -
ally done by a bank when it is in temporary 
need of the other currency. The difference in 
exchange rates represents interest from the 
spot to the maturi ty date of the Forward deal, 
and hence Swaps are not permitted in the 
Sharia. 

Arbitrage, Hedging, Speculation 
and Options 

Arbitrage 

The simultaneous purchase and sale of a 
currency in different markets. The one who is 
doing arbitrage makes money out of the very 
temporary difference in prices at two markets, 
and thus plays an economic role by stabilising 
the prices in different marke t s , a s the 
difference in prices j u s t canno t s tay for 
more t h a n a few seconds in the highly 
sophis t ica ted in te rna t iona l marke t s . The 
Islamic law allows arbitrage if delivery is 
actually involved. 

Hedging 

Action taken by a seller or buyer, in order to 
avoid/minimise the risk of fall/rise in the price 
of a currency or commodity is called hedging. 
It is done by making a reverse t ransact ion 
for the s ame matur i ty . Banks , including 
Islamic Banks , usua l ly keep their Open 
Positions hedged. 

Speculation 

In everyday life a bus inessman watches the 
t rend of events in the political, financial and 
economic field and makes a judgement about 
the level of prices in the near future . His 
p u r c h a s e s / s a l e s are guided by the resul t 
of this menta l exercise. This is called 
speculation. In Islam, genuine speculation 
is allowed, b u t professional specula t ion, 
where the speculator is not a genuine investor, 
is not allowed. His intention is j u s t to exploit 
the situation. 



Options 

The economic rationale of Options is their 
use as a r isk-management device by hedging 
the risk. The buyer also gets some time for 
assessing the benefits and costs of entering 
into the transaction. 

Options are of three t j ^es , viz. 'Call', 'Put' 
and 'Put and Call'. In a Call option the buyer 
has the option of buying at any time during the 
Call period at today's price by paying a small 
premium called 'Call Money' to the other party 
(writer). If, during the Call period, the price 
goes above today's price plus the premium 
paid, the option will be worth exercising. In a 
Put option the buyer has the option of selling 
at any time during the Put period at today's 
price, by paying a small premium called 'Put 
money' to the writer. A Put and Call option 
gives the right to sell or buy. The majority of 
scholars do not allow options trading as both 
the delivery as well as the full price are 
deferred, and it can be very speculative, bu t 
some allow it as it involves a right for pur-
c h a s e / s a l e . The Islamic Fiqh Academy, 
Jeddah, ha s not approved options, as they do 
not come under any of the Sharia-nominated 
contracts. The Sharia also does not allow any 
premium for the option, as it is not an actual 
sale or purchase; it is only a right, which is an 
abstract object. 

In Malaysia, the IISG has devised 'Call 
Warrants', which give the investor a right, bu t 
not an obligation, to buy a certain quanti ty of 
an asset, for example shares, for a specified 
price within a certain period of time. This 
ins t rument ha s been accepted as Islamic, 
since the warrant ha s the characteristics of an 
asset and is transferable. The investor pays a 
price for buying this asset. The Call Warrant is 
an Islamic subst i tute for 'CALL' practised by 
the conventional banks . In order to keep the 
Call Warrant within the parameters of the 
Sharia, the share whose purchase is under 
option ha s to be other t han that of a company 
dealing directly in Riba or in gambling, alco-
holic beverages, etc. Assets have been classi-
fied as HALAL and HARAM by the Securities 
Commission. 

Money Market Instruments 

These are: 
a) Treasury Bills issued by the Govern-

ment Treasury 

b) Treasury Notes which are of short dura-
tion. 

c) Euro-Cur rency Deposi ts which are 
denominated in a currency other than 
the currency of the country where they 
are issued. 

d) Bankers Acceptances, which have been 
described earlier. 

e) Commercial Paper, i.e. unsecured lOUs 
offered by major corporation. 

f) Certificates of Deposit which are in the 
na ture of receipt of Deposits issued by a 
bank. 

Islamic banks are not active in this market, 
with the exception of Islamic C.D.s, as all these 
ins t ruments are interest-based. 

Islamic Development Bank, Bahra in 
Monetary Agency, and L a b u a n (off-shore 
financial centre in Malaysia) are setting up an 
Islamic International Money Market which will 
offer a wide range of Islamic money market 
ins t ruments , such as Islamic bonds, which will 
be traded on Stock Exchange(s). 

12 Accounting Policies and 
Practices 
In conventional banking the manage-

ment is accountable to the shareholders only, 
bu t in Islamic banking, it is accountable to the 
investors also; as the r e tu rn to the depositors 
is pre-determined by a Conventional bank, 
irrespective of the financial resul ts shown, but 
the investor in an Islamic bank gets a return in 
accordance with the profit (or loss) made on the 
employment of investors' funds; hence the 
necessity of disclosing more information in 
Islamic banks ' financials, such as the bank ' s 
liquidity, solvency, risks taken, and contribu-
tion in fulfilling social responsibilities. In order 
tha t an investor may be able to compare 
the performance of one bank with another, 
it is necessary tha t the mode of reporting 
financials be similar in all the Islamic banks . 
Accounting and Auditing s tandards regulate 
the financial reporting system, which helps 
the investors in monitoring the performance 
of the management , and hence their 
importance in Islamic banking. Some Central 
Banks have made it obligatory for the banks 
to make their disclosures in the accounts. 



This s tandardisa t ion h a s not yet been fully 
achieved, though efforts made in this direction 
have met with great success . 

Financial account ing s t a n d a r d s are normal-
ly set by the Central Bank, b u t some other 
o rgan isa t ions , s u c h as the In t e rna t iona l 
Accounting S t a n d a r d s Committee (lASC) and 
AAOIFI, have also worked on them, as the 
Internat ional Accounting S t anda rds (IAS) do 
not cater for the financial i n s t rumen t s of 
Islamic b a n k s specifically. 

The Accounting and Auditing Organisation 
for Islamic Financial Inst i tut ions (AAOIFI) was 
established in 1990 with the aim of establish-
ing accounting s t andards , and recently audi t 
s t a n d a r d s also, for Is lamic b a n k s . The 
Organisation h a s developed account ing s tan-
dards for Mudaraba , Musharaka , Murabaha , 
Ijara and Istisna financings. Implementat ion of 
these s t anda rds will regulate the financial 
reporting. However, they will have to comply 
with the local regulat ions of each country, as 
well as with the opinion of the Religious Board 
of each Islamic bank , where differences may 
arise. As yet, un i form formats of f inancing con-
tracts have not been approved by the Religious 
Boards of Islamic banks . 

Malaysia h a s set u p an Islamic financial 
accounting Working Committee, for developing 
account ing f rameworks in Islamic finance, 
defining and resolving the i ssues concerning 
the account ing a n d report ing pract ices of 
t ransact ions based on the Sharia . 

With this background, I ment ion he reunder 
some significant account ing policies, which 
are pract ised by a large majority of Islamic 
inst i tut ions. 

• Segregation of Funds—^The asse t s and 
liabilities of each Mudaraba , which is 
a separate legal entity, are segregated 
from the asse t s and liabilities of the 
Mudarib. 

• Short-Term Investments—Short-term in-
v e s t m e n t s are car r ied a t cost less 
provisions where necessary. 

• Long-Term Investments—Long-term 
investments are accounted for at net 
real isable va lues b a s e d on periodic 
appraisals . A contingency reserve may be 
mainta ined for meeting any likely shor t 
fall in the realisable value by t ransfer 
from the Profit and Loss account , when 
considered appropriate. 

• Intangible Assets—Intangible assets , s u c h 
s u c h as goodwill a n d p re -opera t ing 
expenses, are amort ised on the straight 
line method over a certain period. Patents 
and other similar asse ts are amort ised 
over their es t imated usefu l lives. Branch 
expansion expenses are usual ly charged 
to the Profit a n d Loss account when 
incurred. 

• Income Recognition—Income arising from 
the management of Mudaraba f u n d s a n d 
Private Portfolio investments is accrued 
as income on the bas is of the t e rms a n d 
conditions of the related management 
contract. 

Where profits or losses arising from invest-
men t s and financings can be reasonably deter-
mined in advance, they are accrued on the 
straight-line method over the life of the invest-
men t / f inanc ing . Securi t ies and s tocks are 
accounted for at the lower of cost or quoted 
market value (or est imated realisable value if 
they are not quoted). When income cannot be 
r easonab ly de t e rmined in advance , it is 
accounted for when it is actually received. This 
applies to income from doubtful projects. 

Commission earned on the Letters of Credit 
and Letters of Guarantee issued is t aken to 
income when earned . Dividend income is 
accounted for when received or when dividend 
is declared. 

Note: Accrual m e a n s recognis ing 
revenues /cos t s a s they are ea rned / incur red , 
not as money is received or paid. 

• Provisions—Specific/General provis ions 
are m a d e for i n v e s t m e n t s / f i n a n c i n g s 
whose collectability becomes doubtful . 
Where appropriate, contingency reserves 
are created to cover unforeseen losses. 

• Fixed Assets and Depreciation—Fixed 
asse ts are recorded at cost. Depreciation 
is provided on the straight-line method at 
ra tes intended to write-off the costs over 
their est imated useful lives, e.g. 3 to 10 
years for motor vehicles, f u r n i t u r e , 
equipment, etc and 50 years for owned 
buildings. 

• Foreign Currency Translation—Individual 
t ransact ions denominated in currencies 
other t h a n the home currency ( in which 
financials are reported) are t ransla ted at 
the exchange rate prevailing on the date 



of the transaction. Assets and liabilities of 
the bank denominated in foreign curren-
cies are t ranslated into home currency at 
the rate of exchange prevailing at the 
Balance Sheet date. The resul tant profit 
or loss is accounted for in the Profit and 
Loss account. 

• Zakat—^This is usually disclosed in the 
Appropriation Account, not shown as a 
business expense. 

Variances in the Reporting of 
Liabilities and Assets 

I have mentioned above some commonly 
accepted methods of reporting, bu t there are 

other items, the reporting of which is not 
uniform in all Islamic banks , owing either to 
the country's local regulations or the bank ' s 
own preference. The biggest item is the report-
ing of Mudaraba funds; are they to be reported 
on- Balance Sheet or Off-Balance Sheet? Then 
there are other items, such as allocation of 
expenses and overheads, recognition of profit 
or loss on funds invested in Islamic shares and 
securi t ies . Venture Capital , and sale or 
p u r c h a s e of currencies and commodities; 
should these be repor ted on a n accrua l 
basis or on a realised basis? Uniformity is 
needed, at least in the reporting of i tems 
where the country's regulations are not an 
impediment. 



PART IV 

PRACTICAL STEPS FOR ESTABUSHING 
AN ISLAMIC BANK 

In this par t , some details of the practical s teps 
to be t aken for establishing a n Islamic banking 
inst i tut ion are given. These details can, by no 
means , be described as comprehensive. What 
h a s been writ ten here is an a t tempt to describe 
some common s teps and precaut ions to be 
t aken in establishing an Islamic b a n k or its 
b ranches . They have to be read in the light of 
the c i rcumstances of a country. 

For convenience sake, I have u sed the 
second person, 'you may', ins tead of the third 
person 'one may'. This Part also covers many 
aspects of Islamic banking in practice. 

1 I Preliminary Studies 
Political situation 
Although a n Islamic b a n k will meticu-

lously keep itself aloof from the politics of any 
country, it h a s to look at the political condi-
tions before taking any step towards opening 
a n office in the country. For one thing, a n 
Islamic b a n k would not like to be nationalised 
by the government; hence the importance 
of knowing about the political t rends in the 
country. 

Local laws for foreign banks 
Before deciding whether you open a b a n k or 

a b r a n c h in a par t icular country, it is neces-
sary to s tudy the local laws applicable to a for-

eign b a n k and its b ranches . This will include, 
inter alia, the corporate and individual tax 
laws, labour laws, laws relating to capital and 
liquidity requirements , repatr iat ion of capital 
and profits, equity participation, property own-
ership, supervision by regulatory authorit ies, 
composition of Board of Directors, restrictions 
on expatriate employees, and s u c h other laws 
as may pr ima facie determine the desirability 
or otherwise of opening the insti tution. The 
laws will help in deciding whether to apply for 
the opening of a b a n k or a b ranch . It is quite 
possible tha t the opening of a b r a n c h of a n 
existing bank may have more advantages by 
way of bet ter controls and less expenses, t h a n 
opening a bank . 

Initial review of tax laws 
In many countries, there is a capital-related 

tax. Obviously, in s u c h countries, it is not wise 
to s ta r t with an unnecessar i ly high capital. The 
higher the ra tes of Corporate Tax the less is 
the incentive to s tar t an inst i tut ion in the 
country. 

The rate of tax applicable to the employees 
will also have a n indirect bearing on your prof-
itability, as the employees will normally expect 
higher emoluments at a place where there is 
high income tax as compared to a tax haven. It 
is important to find out the perks which are 
tax-free, and their permissible limits. The 
exemptions to Corporate Tax as well as indi-
vidual tax may also be looked into. 



Incentives/ Concessions 
Many countries, particularly those which 

are interested in getting foreign investment, 
have allowed some incentives/concessions to 
entrepreneurs who bring foreign exchange into 
the country. For example, some countries 
increase the credit ceiling of banking institu-
tions in proportion to the foreign exchange 
brought into the country by them. This in t u rn 
allows the institutions to increase their financ-
ings and consequently their profits. 

In most countries, the Central Banks have 
prescribed certain liquidity requirements. The 
required liquidity is maintained in the form of 
cash, balances kept with the Central Bank, 
and investments approved by the Central 
Bank for this purpose, such as Government 
Securities, Bonds and Treasury Bills. These 
ins t ruments are usually interest-bearing, in 
which an Islamic bank cannot invest. As such, 
it is necessary to find out what concessions 
are, or can be, available to an Islamic bank in 
order to meet the requirements of law without 
forgoing income on investments. 

Consult local lawyers 
It is better to consult local lawyers specialis-

ing in banking matters, as they are the right 
persons to advise on the various s teps involved 
in the processing of the application, require-
ments of incorporation, etc. They will know the 
relevant portions of applicable laws by heart , 
and discussions with them will reveal practical 
aspects which may not be easily discernible 
from the law books. They should also be able 
to give you some idea about the possibility of 
getting concessions as an Islamic bank. The 
better course will be to read the laws before 
you approach the lawyers; tha t will enable you 
to unders tand things better and spend less 
time with the lawyers, whose fees are usually 
time-related. 

A courtesy call on the banking authorities of 
the country will not only be a public relation 
exercise, bu t will also give some interesting 
informat ion which will help in deciding 
whether to go to the country and in what form. 

Preliminary report/Essential 
legal points 
Once you have studied the local laws and 

held discussions with the local lawyers, you 
will be able to prepare a preliminary report 

containing the essential legal points, impor-
tant banking regulations, tax laws, labour 
laws, etc. 

This report is not a detailed study of the var-
ious requirements, which will come later on if 
there is a preliminary decision to go ahead 
with a detailed survey. The purpose of this pre-
liminary report is to enable the senior manage-
ment to decide whether there is a prima facie 
case to spend more time and money on study-
ing the prospects of an Islamic bank in tha t 
country. 

2 I In-depth Studies 
a) Market Analysis 
Economic assessment of potential 
How successful a bank can be depends 

heavily upon the economic potential of the 
country. Hence, it is necessary to s tudy the 
economic indicators, s u c h as the rate of 
growth of the Gross National Product, Gross 
Domestic Product, balance of trade, balance of 
payments, volume and composition of exports 
and imports, the country's rate of inflation, its 
foreign a s se t s a n d in terna l and external 
indebtedness, its monetary assets, its banks ' 
deposits and advances, the level of unemploy-
ment etc. 

Review latest economic trends 
It is not enough to rely on the present eco-

nomic indicators. You may also s tudy the eco-
nomic trends—local as well as international, 
as far as they are likely to affect the prospects 
of the country's trade. If the country's exports 
mainly constitute items which are subject to 
quota restrictions by the importing countries, 
an intelligent forecast is to be made. 

Check macro/micro economic studies 
You will find several studies already made 

by the economists about the present and 
fu ture economic conditions of the country. 
They will help you in making your own assess-
ment of the health of the economy, al though 
too much reliance on these studies may not be 
good, as they were not prepared to suit the 
needs of an Islamic bank. If the economic 
trends are showing a healthy sign, it is rea-
sonable to expect increasing business for the 
bank. 



Detailed study of market 

After you have studied the economic condi-
tions of the country in general, you may s tudy 
the market from the angle of an Islamic bank. 
For this you may like to contact the corpora-
tions and bus iness houses who could be your 
fu ture clients. By meeting a cross - section of 
people in commerce, you will be able to make 
a fair assessment of the bus iness you can 
expect. You will also get some idea of the towns 
which can offer you good business , and a visit 
to a couple of places for this purpose will be 
worthwhile. The bus iness community will nor-
mally give you high hopes (they are interested 
in more and more banking facilities), so you 
may use your judgement to arrive at an esti-
mate, which may prove to be close to reality 
when you are actually in. Except in a few 
countries where banking is fully Islamised, the 
bus iness community would have been used to 
conventional banking. Hence, during your dis-
cussions you may keep in view how you will be 
able to handle their bus iness Islamically, with-
out infringing the banking regulations of the 
country. 

Analyse strength of competi t ion 

The s tudy of the economic conditions and 
the market potential should enable you to form 
a fair idea of the available business . The next 
step is to find out the s t rengths of the existing 
financial institutions with whom you will be 
shar ing the total available business , since your 
Business Plan will be based on this assess-
ment. 

b) Investment Analysis 

Capital and Money Markets 

If these markets are well developed, you will 
have better avenues for investment of funds . 
However, being an Islamic bank, you may 
s tudy the types of ins t ruments traded in the 
market to ensure tha t they are interest-free or 
their interest-free subst i tu tes could be pre-
pared. 

Study foreign currency investment 
opportunities 

It is important to find out in some detail the 
investment opportunities for an Islamic bank 
to invest its local as well as foreign currency 

funds . The financial ins t ruments available in 
most countries are interest-based, which are 
not accessible to an Islamic bank. This usual -
ly results in surp lus resources with lesser 
avenues of investment and less earnings. 

Most Central Banks prescribe a certain per-
centage (usually 20-35%) of banks ' liabilities to 
be invested in approved securities for liquidity 
purposes . These securities, being interest-
based, are outside your scope. So, you may 
negotiate with the Central Bank some alterna-
tive approved Halal investments. 

The foreign currency investment opportuni-
ties are also limited, as almost all the invest-
ments in international markets are interest-
related. Hence the necessity of ascertaining 
how the foreign currency resources may be 
invested Islamically. 

c) Exchange Controls 
Study Foreign Exchange Position 
The foreign exchange position of a country 

will also affect your profitability. The weaker 
the country's position is, the more will be the 
exchange controls and the less the flexibility 
for the bank to earn. The volume of import 
financing will largely depend upon the foreign 
exchange availability. In some countries the 
Central Bank allows exporters to retain a par t 
of their foreign exchange earnings abroad. In 
some others, it is legally permissible to obtain 
foreign exchange from sources other t han the 
Government, usually at a premium. All such 
factors may be looked into, as they are going to 
affect your volume of business . 

Central Banks usually prescribe a ceiling for 
the Foreign Exchange Open Position of a bank. 
The higher the Open Position is, the more will 
be the chances for a bank to diversify its for-
eign investments and to earn more. 

Some Central Banks guarantee to provide 
foreign exchange cover when needed, bu t they 
charge a fee for that . You may see whether it 
will be worthwhile to pay this fee to cover the 
exchange risk. 

Study situation of repatriation of 
capital and profits 

It is important to know the laws relating 
to the repat r ia t ion of capital which you 
will bring from outside, and the dividends. 
Most developing countries allow repatriation 
of dividends af ter re ta in ing some legal 



reserves, bu t not of capital, except in t h e case 
of winding up. 

You may also s tudy the possibilities of capi-
talisation of funds brought in for purchasing 
premises, and their repatriation, as you may 
find it profitable to purchase premises ra ther 
than work in rented premises. 

In most countries, the Central Bank has 
prescribed gearing ratios—the maximum vol-
ume of deposits, advances, per party risk, etc. 
are determined as a percentage of capital. 
Some Central Banks grant an additional cred-
it ceiling against f unds brought from outside 
the country. It increases the bank ' s profitabil-
ity, b u t what is important is to s tudy the situ-
ation of repatriation of funds brought inside 
the country for that purpose. 

d) Human Resources Analysis 
Study labour market 
The availability of qualified staff is of para-

mount importance. If the local market is defi-
cient in qualified, experienced bankers , you 
may s tudy the situation of work permits for 
expatriate staff. This staff is usually expensive, 
and work permits are not easy to get. Hence, 
too much dependence cannot be laid on expa-
triate staff. In the final analysis it is the local 
staff who will determine your success or failure. 

Study labour laws 
The s tudy of labour laws is no less impor-

tant . In countries with high socialist tenden-
cies, a good part of management time is spent 
in staff matters, at the expense of the bank 's 
business . 

Privileges allowed to the staff under labour 
laws, such as compulsory bonuses and gratu-
ities, may also be studied, as they will increase 
Bank's expenses. 

Make compensat ion evaluation 
Employee costs are a substant ia l item of the 

expenses. So, you may also look into the scales 
of pay and allowances which other foreign 
banks are paying, in order to have some idea of 
your employee costs. 

e) Situation of Premises 
After visiting the important market places 

and having discussions with two or three good 
estate agents, you will be able to form some 

idea of a suitable location and approximately 
how much it is going to cost by way of owner-
ship, or by way of renting. The foreign invest-
ment repatriation laws, tax laws, level of real 
estate prices, level of rents, etc. will help you in 
submi t t ing your r ecommenda t ions to the 
senior management, whether to buy premises 
or to rent them. 

Study local incorporation procedures 

You may discuss the various requirements 
of registration of the bank with local authori-
ties. At this stage the purpose is to ascertain 
whether there are certain formalities which 
could take an unusual ly long time or could 
prove particularly difficult. Usually this is not 
the case. 

f) Fiscal/Accoimting Analysis 
Consult local auditors 

For accounting requirements it is desirable 
to select some reputable auditors, as your 
financials are going to be scrutinised in the 
light of who has audited them. At this point, 
the intention is not to s tudy the accounting 
procedures in depth, bu t to have a broad idea 
of how much they differ from your s tandard 
account ing pract ices , which will involve 
changes. You may mention this fact in your 
report to the senior management, who will 
think about how to manage it. 

Besides accounting requirements, the audi-
tors will also tell you about the position of 
taxes, as they usually work as tax advisers 
also. The tax implications are even more 
important for an Islamic bank than for a con-
ventional bank, as the tax authorities are not 
conversant with the method of Islamic banks , 
whose profit paid to the investors (depositors) 
should be treated as an acceptable charge for 
the bank, jus t as interest paid by conventional 
banks to their depositors is. An assurance on 
this point is necessary in countries where 
there is a high corporate tax, in order not to 
pay tax on the amount of profits paid by you to 
your investors. 

If you intend to have leasing (Ijara) as one of 
your activities, you may s tudy their tax si tua-
tion, which is often different from tax on a 
bank ' s other activities. 

The rates of personal taxes are going to 
affect the emoluments you are going to pay to 
your employees; hence the necessity of study-



ing them also. Please also find out the maxi-
m u m period allowed by the tax authorities for 
offsetting initial losses. 

The purpose of these discussions will be to 
know how to minimise your tax liability, 
remaining within the framework of rules. 

g) Computer Study 
Make preliminary study of computers 
In addition to the charm of Halal profits, the 

Islamic bank h a s to offer the best possible 
service to their clients, in order to at tract 
investors. The computer plays an important 
role in the improvement of the services by way 
of reconciling accounts on a daily basis, sup-
plying s ta tements of accounts to clients regu-
larly, carrying out their s tanding instructions 
on due dates, etc. It is therefore very likely tha t 
you will s tar t operations on a computerised 
basis. Hence the necessity of making a prelim-
inary study. At this stage you will not go into 
detailed planning, bu t will find out whether the 
hardware and software are readily available 
and if not, what will be the formalities of 
importation. 

In your report to the senior management 
you may mention which particular hardware is 
popular in the country, as after-sale services 
will be easily available for that make. If your 
Group/Parent Office has developed the software 
for a particular make of hardware, it will be 
worthwhile to have the same t3^e of machine 
in the new country. You will, in tha t case, 
s tudy the possibility of getting good after-sale 
services for this make locally. If they are not 
available, what are the alternatives? 

A rough idea of what computerisation is 
going to cost by way of hardware, software, 
regular maintenance, employee costs, running 
costs etc., will be needed to prepare the first 
draft of the budget. A brief mention in your 
report of how computerisation will reduce the 
overall costs, besides bringing efficiency, will 
provide material for arriving at a decision. 

h) Preliminary Business Plan 
and Budget 

Political / economic / financial environment 

You may prepare a preliminary Business 
Plan and budget, which is needed by the senior 
management to take a decision. The results of 
the various studies described above will form 

part of your Business Plan and will help in 
preparing the budget. 

After a brief mention of the objectives, this 
preliminary plan will, inter alia, describe the 
following: 

a) the banking services which you will be 
able to offer; 

b) what type of clients you are likely to have; 
c) the country ' s t rend regarding the 

composit ion of depos i t s -demand , 
short-term, medium-term, long-term, 
in percentages; 

d) the volume of current and investment 
accounts which you can expect; 

e) the marke t segments for f inancing 
which you would cater for, their 
expected volume and profit thereon; 

f) the severity of competition from other 
banks , both for deposits and utili-
sation of resources; 

g) the modes of utilisation of su rp lus 
funds and expected profit from them; 

h) the permissible avenues of investment 
of equity and expected profit thereon; 

i) the expected volume of other services and 
earnings thereon in the form of com-
mission, exchange, fees, brokerage etc; 

j) the mode of re-financing allowed by 
the Central Bank, and how to mould 
it to the requirements of the Sharia; 

k) the cash reserve and liquidity 
requirements prescribed by the Central 
Bank and the expected r e t u r n on 
Halal ins t ruments approved for this 
purpose; 

i) the position of the credit ceiling, if 
any, prescribed by the Central Bank; 

m) the position of repatriation of capital, 
profit/divided; 

n) the position of corporate tax and tax 
on individuals; 

o) the pre-operating expenses, current 
expenses and capital expendi ture 
required. 

Prepare Preliminary Budget 

Prepare preliminary budgets for 2-3 years. 
This will enable the senior management to see 
when the bank can reasonably expect to break 
even. The impact of tax ha s to be taken into 
account, in order to arrive at the net re tu rn on 
capital. 

For details of Income and Expenditure, 
please see Part III. 



Make Feasibility Report 

You may reproduce all the above informa-
tion in the form of a report to the senior man-
agement, who will scrutinise it thoroughly. If 
they decide in favour of the opening, they will 
prepare recommendations in a summary form 
for the decision of the Board of Directors, 
most probably appending the detailed report 
of the s tudy team. The report, as well as its 
summary, should be as factual as possible. 
The Board may then approve in principle the 
management 's recommendation to open the 
b a n k / b r a n c h . 

3 I Decision to Implement 
a) Contacts with Central Bank 

and Government authorities 

Contact with Central Bank 
Now you will be going to the country 

with a decision in hand to open a bank or a 
branch. You may star t making contacts with 
the insti tutions directly connected with bank-
ing. The first one is the Central Bank, who 
have to issue, or recommend to the Government 
to issue, a banking licence. The Central Bank 
authorities will want to know from you details 
about the sponsors, their financial soundness , 
s ta tus , reputat ion etc. If you are applying for a 
branch, the Central Bank may like to look into 
the parent bank 's 3-years' Balance Sheets, 
profit and Loss accounts , etc. The items 
appearing in these documents will come under 
their minute scrutiny. It is, therefore, neces-
sary tha t at least one member of your delega-
tion be fully conversant with the details. The 
Central Bank will not only be examining these 
documents, bu t also making an assessment of 
the capabilities of the management. Whether it 
is a bank or a branch, the Central Bank is 
interested in feeling confident about your 
expertise to r u n the institution. The Central 
Bank authorities will also be interested in 
knowing the amount of foreign exchange that 
you intend to bring into the country in the 
shape of capital and investments. 

Submitting draft statutes to bank authorities 
It would be desirable if the Memorandum 

and Articles of Association of the bank were 
prepared by your own legal department, as 
they unders tand your objectives better than an 

outside firm of solicitors. However, it will be 
necessary to have them vetted by your solici-
tors in tha t country, to ensure tha t there is 
nothing repugnant to the local laws, and tha t 
all or almost all the activities normally permit-
ted to banks in the country appear in your 
Memorandum as well. This is an important 
document, as your operations will be bound by 
these s tatutes , and a subsequent change will 
probably require the consent of the sharehold-
ers, as well as long drawn government formal-
ities. The Central Bank will want to be satisfied 
that the types of activities proposed by you are 
all permissible, and will help in improving the 
economy of the country. 

Establishing company's modus operandi 

Because your modus operandi is different in 
many respects f rom tha t of conventional 
banks, you will first have to define the differ-
ences, and then discuss them with the Central 
bank. Experience ha s shown tha t it is quite 
difficult to sell your ideas and procedures to 
the Central Bank, as the economies of even the 
Islamic countries, except a few, are interest-
based, and the banking regulations and prac-
tices are geared accordingly. 

Making Formal application to the 
Central Bank 

Usually there are prescribed application 
forms which are required by the Central Bank 
in order to examine the merits of your applica-
tion. They require, inter alia, your forecast of 
bus iness in the first three years. The Central 
Bank would like to assess whether there is 
scope for a new bank to become profitable 
within a reasonable time. Your es t imates 
should be as realistic as possible. 

Special concessions 

You will discuss the special concessions 
required by an Islamic bank, such as invest-
ment of funds in non-interest bearing instru-
ments, to be approved by the Central Bank for 
liquidity purposes. 

Establishing a b ranch 

If the intention is to open a b ranch of an 
existing bank, it may be necessary to seek the 
permission of the Central Bank of the home 
country before applying to the Central Bank of 
the other country. 



Contacting Government Authorities 

If you have applied for a bank licence, it is 
likely that your application will be considered 
by the government on the recommendation of 
the Central Bank. You will, therefore, s tar t to 
make preliminary contacts with the govern-
men t au thor i t ies concerned, usua l ly the 
Ministry of Finance. Whereas the Central Bank 
will be looking more to the technical aspects, 
the Ministry's emphasis will be on factors like 
reciprocity between the two countries, possible 
contribution of the Islamic bank to the econo-
my of the country, its industrialisation and the 
promotion of its exports. 

Agreeing the modus operandi with 
government 

It is usua l for the Ministry of Finance to 
have a banking cell, which deals with banking 
mat ters only. The officials in this cell have 
experience, or at least theoretical knowledge of 
banking, and having processed the applica-
tions of other banks , will have acquired a fair 
amount of knowledge about banking practices. 
They may like to discuss with you your ways of 
working. After these discussions and fur ther 
clarifications f rom the Central Bank, the 
Ministry will, if satisfied, convey their approval 
to the Central Bank, who will i ssue the 
required licence. 

If you are applying to open a bank, you may 
also have to meet the Controller of Capital 
Issues and the Corporate Law Authority (or 
their equivalents in tha t country) to discuss 
issues relating to capitalisation of the bank, 
e.g. the extent of foreign holding. 

Obtaining Clearance on Tax exemptions 

You may now obtain written clarifications on 
your tax situation from the tax authorities, if 
you have not already obtained these. Your aim 
is not to be in any disadvantageous position 
tax-wise compared to the conventional banks . 

b) Appointment of Key Personnel 
Once the licence is issued, the Central Bank 

usually allows a certain period for the com-
mencement of operations, say, six months. 
From the time you submit ted your application 
to the Central Bank, the sponsors would have 
started looking for a suitable Chief Executive 
officer (CEO) and a General Manager. 

When the General Manager is appointed, he 
will take over most of the work tha t you 
have been doing yourself. He would probably 
like to appoint, with the approval of the 
C.E.O., a couple of other key personnel , 
such as an Accountant, EDP manager, and 
Administration manager, to help him. 

c) Obtaining government s approval 
to register company 

Once the licence ha s been issued by the 
Central Bank, the formalities of registration 
will start. One government department where 
registration is usually required is the office of 
the Registrar of Companies. They may ask for 
the part iculars of Sponsors / Directors, a copy 
of the M e m o r a n d u m and Articles of 
Association a n d a copy of the Power of 
Attorney granted in favour of the chief repre-
sentative of the bank. 

There may be other government depart-
ments as well, where the bank mus t be regis-
tered, such as the Foreign Investments Bureau 
and Department of Trading. All these registra-
tions will be completed, preferably through 
your solicitors. 

d) Business Policies 

Formulating policy for capital funds 

Before the s tar t of operations, the b a n k / 
b ranch will be required to bring the required 
capital into the country. How much capital you 
would like to bring in will depend on several 
factors, e.g. what percentage of equity you 
intend to hold, the regulations of the country 
in respect of controlling shares , the advan-
tages and disadvantages of having a high 
capital. Most Central Banks ins is t on 
converting the capital into the local currency. 
Your policy for capital f unds will, therefore, 
depend on how you can gain m a x i m u m 
profit, keeping in view the aspect of revalua-
t ion/devaluation of local currency, availability 
of Halal approved ins t ruments for investment, 
etc. 

Finalising Investment Policy (local) 
Based on the available avenues of invest-

ment, the General Manager, in consultation 
with the CEO, will prepare a detailed version of 
investment policy, one for own funds and the 
other for managed funds . 



Finalising Investment Policy (international) 
In countries where the Central Bank allows 

investments to be made outside the country, a 
somewhat similar exercise will be done for for-
eign currency funds . In this case, the other 
country's risk (foreign exchange position and 
its laws relating to repatriation of capital and 
profits in particular) should also be taken into 
account. 

e) Final Business Plan and Budget 
Finalising business plan 
The Business Plan will by this time be a 

detailed document, with emphasis on the cur-
rent year. As regards the budget, the General 
Manager will give details under sub-heads of 
income and expenses, with explanations for 
large items. A Budget prepared on a s tandard 
form used by the Group/Paren t office will be 
best understood. The budget will be prepared 
in two parts, viz. current expenses budget and 
Capital expendi ture budget . The cur ren t 
expenses budget will be divided into employee 
costs and other costs. The other costs will 
include rent, office expenses, fees and consult-
ing, travel, PR and advertising, depreciation, 
etc. The capital expendi ture budge t will 
include the cost of owned premises, improve-
ment of premises, computer hardware and 
software, furni ture and fittings, machines and 
equipment, vehicles, security equipment, elec-
trical equipment, etc., the costs of which will 
be amort ised over a n u m b e r of years. 
Assumptions made in preparing Income and 
Expenses budget will be mentioned. For arriv-
ing at the figure of employee costs, it will be 
necessary to prepare an Organisation Chart. 

Obtaining approvals 
When these detailed documents are ready, 

they will be submi t t ed to the Parent 
Office/Board for approval. 

Ideally, no expense should be incurred 
before the budget is approved. In practice, 
however, some unavoidable small expenses may 
have to be incurred before the formal approval is 
received. These expenses may be included in 
the budget. 

A decision may also be obtained regarding 
the purchase or renting of the Bank premises. 
The location of the premises is important. In 
the selection of premises, parking space for 
vehicles should also be kept in view. 

f) Incorporation 
The CEO may pursue the mat ter of incorpo-

ration with the authorities concerned, which 
will take some time. 

4 I Implementation 
The steps mentioned in the earlier chap-

ter and this chapter may not necessarily be 
taken in the same order as they are written; it 
will depend upon the circumstances. 

Tasks 
a) Acquire office premises 
b) Refurbish the premises 
c) Draw Organisation Chart 
d) Hire Managerial Staff 
e) Develop Financial Products 
f) Prepare procedures 
g) Acquire office equipment 
h) Hire/Train other staff 
i) Implement Accounting System 
j) Implement computerisation 
k) Marketing/PR 
1) Establish Correspondent Relationships 

m) Arrange payment of Capital 
n) Seek Memberships 
o) Inaugurate. 

a) Acquiring office premises 
After obtaining a decision on the purchase 

or renting of particular office premises, the 
CEO will proceed with the legal formalities, for 
which it is best to go through the bank ' s solic-
itor, as an innocent-looking clause in the sale 
deed may have adverse financial implications 
later on. In the case of pu rchase , it is 
necessary to be satisfied about the seller's title, 
local laws governing purchase of real estate by 
foreigners, etc. It is quite likely tha t you may 
have to obtain permission for purchase from 
the provincial/central government, which can 
take time. As a necessary precaution, get a 
valuation certificate of the premises from a 
reputable firm of surveyors before agreeing to 
a price. 

b) Refurbishing the premises 
Once the legal documents have been signed, 

and sent for the necessary registration in the 
case of purchase, the General Manager, in 
consultation with the CEO, ha s to arrange the 



necessary alterations and improvements in the 
premises. It is better to consult an architect in 
the matter, as he can give some good ideas 
about the layout of the offices, counters, etc. 
He can also propose for you two or three 
reliable con t rac tors to do the job, and 
can supervise the work for you against a 
fee. In a commercial bank, an open office 
plan is usually preferred to ensure better 
supervision. 

Negotiating with various contractors 

The normal practice is to obtain quotations 
item by item from at least three contractors for 
the work specified by the architect. The more 
detailed are these specifications, the less are 
the chances of any dispute with the contractor 
later on. If the lowest quotation is not accept-
ed, reasons for its rejection may be pu t on 
record: getting the architect 's agreement with 
your views will be a fur ther precaution. It is 
desirable to appoint a committee of senior 
executives to scrutinise the quotations and 
make the final selection of the contractor. Your 
architect may also give his views, though you 
are not bound by them. 

Reviewing/Agreeing budget 

If the acceptable quotation is higher than 
the approved budget a supplementary budget 
may need to be approved before accepting the 
quotation. The quotation should specify the 
time schedule according to the different stages 
of the work and the schedule of payments. 
This will help the a rch i tec t /bank to watch the 
progress of the work according to schedule. 
Any delay will mean tha t whereas your over-
head expenses are being incurred, revenues 
are being delayed. It is, therefore, common 
practice to add a penalty clause in the contract 
document to cover delays, if any. 

Having contracts checked 

It is desirable to have the cont rac t s 
approved by the architect, and also by the 
bank 's solicitor from a legal point of view. 

The main contractor may probably appoint 
sub-contractor, for different jobs—construc-
tion work, in te rna l decorat ion, bank ing 
counters, furn i ture and fixtures, supply of 
lockers, etc. 

Monitoring contractors/decorators 

Once the contracts have been checked, and 
signed, the work should proceed according to 
the schedule. It is important to watch the 
progress of the work, as delays are to your dis-
advantage. You could even consider a clause in 
the contract providing for a small bonus for the 
contractor if the construction work is complet-
ed satisfactorily before the scheduled time. 

When the work is completed to the satisfac-
tion of the architect, who certifies the bills at 
different stages, the bills are paid. Usually a 
small percentage, say, 10 per cent is retained 
by the bank from the last bill(s) for a specified 
time as a guarantee of satisfactory work. 

c) Drawing an Organisation Chart 
The construction etc. work may take about 

three months. During this time the search for 
experienced staff may begin. Before, however, 
making appointments, an organisation char t 
should be prepared in the light of the activities 
envisaged, clearly showing the level of author-
ity and the reporting lines. 

Agreeing hiring strategy 

Usually the very top positions are filled 
through personal contacts, as bio-data does 
not sufficiently reflect the true potential of the 
senior executives. Their reputation, pas t per-
formance, and local and international contacts 
are no less important than their qualifications 
and experience. In any case, the strategy 
should be well defined. 

Drafting staff terms and condit ions 

Through his personal contacts, the CEO will 
find out from some foreign banks in the coun-
try the salary grades and other benefits given 
to their employees. This will help him in 
preparing his own employees' grades, emolu-
ments and benefits. The packages may be so 
s t ructured tha t the tax impact on the employ-
ees is minimum, without the bank shar ing in 
their tax burden. Some benefits, such as 
house allowance, are usually not taixed at all or 
are taxed at a rate lower than what is actually 
paid to the employee. 

The tax adviser can help in minimising the 
tax impact. Once the exercise is completed, it 
will be submit ted to the Parent office/Board for 
approval. 



d) Hiring Managerial Staff 
The positions of CEO, General Manager and 

two or three other key executives would have 
already been filled. In the case of middle and 
lower management , an approach th rough 
advertisements may be more suitable. They 
have to have sufficient banking experience, 
especially in the field of activity for which they 
are being considered. All of them will have to 
give notices of 1 to 3 months to their present 
employers. On the selection board, it is usua l 
to have at least 3 senior executives. 

As the staff s tar ts joining, the process of 
setting u p depar tments s tar ts . 

e) Developing Financial Products 
While preparing the Business Plan, the var-

ious activities which the bank will under take 
were spelled out. Now their details may be 
worked out, e.g. in the case of Investment 
(Deposit) accounts, different maturities, mini-
m u m amounts acceptable, method of applica-
tion of profit to funds invested for different 
periods and shape of ins t ruments evidencing 
deposit may be defined. For Ciirrent and Saving 
accounts also, such details be worked out. 

On the assets side, the various types of 
financings may be described in more detail. 

The contracts for each t5^e of financing and 
investment of funds will be prepared and vet-
ted by the bank 's solicitor. The contracts being 
used by the Parent office/sister institutions 
might be of some help, with suitable amend-
ments according to local regulations. 

All proposed activities, as well as docu-
ments, which have any connection with the 
Sharia, have also to be approved by the 
Religious Board of the bank. 

Defining other services 
All the other intended services (see Part III) 

should be defined, and their details worked 
out, so tha t the required actions may be taken. 
For example, for outward and inward remit-
tances it will be necessary to establish corre-
spondent relationship with other banks out-
side and inside the country. For L.C. confirma-
tion and foreign currency trading, limits will 
have to be established with some banks . 

f) Preparing Procedures 
It is very likely that working procedures may 

be available at the Parent office or some sister 

institution in a written form. If tha t is so, a 
copy thereof may be obtained, and the neces-
sary amendments be made to bring them in 
line with the banking practices of the country. 
If, however, written procedures are not avail-
able, they may be written now. If you have 
decided to computerise your accounts, the col-
laboration of the EDP manager with other 
departmental heads will be necessary in draft-
ing the procedures. The work could be entrust-
ed to the O&M Department, if there is one, oth-
erwise the departmental heads would prepare 
the procedures of their own depar tments , 
under the guidance of the General Manager 
who will, besides approving the proposed pro-
cedures, ensure co-ordination between the pro-
cedures prepared by the different departments, so 
that the flow of work remains smooth. 

These procedures will be required for train-
ing your staff. In order tha t the members of 
staff actually follow them, it is common prac-
tice to give copies of procedures relating to 
their department to the members of staff of 
tha t department . 

g) Acquiring Office Equipment 

Defining purchasing policies 

Before making any major purchases , the 
Purchasing Policy and procedure should be 
defined. The documents already being used by 
other institutions in the Group or by the 
Parent oiffice could be helpful. 

Comparing purchase v. leasing cost 

For the Bank's vehicles and office machines, 
you may compare the purchase price with the 
cost of leasing, keeping in view the usua l tax 
advantage in leasing, in order to decide 
whether to buy them or to take them on lease. 

Obtaining necessary power connect ions 

As soon as you acquire the premises, you 
may apply to the authorities concerned for the 
supply of adequate energy, as in some devel-
oping countries there is an energy shortage, 
and the supply of energy is rationed. The 
architect will help you in specifying your 
detailed requirements—for computer, air con-
ditioners, light points etc. 

If the supply of electricity is very irregular, 
you may consider the desirability of having 



your own generator(s), as especially the com-
puter will need a regular supply of electricity. 

Having PTT install te lecommunicat ions 

At the same t ime you may apply for 
telephone, e-mail, fax and telex connections, 
as in most developing countries these facilities 
are scarce, and there are long waiting lists. 
You may try to obtain priority as an important 
financial institution. The matter will require 
constant follow up. You may also ask for one or 
two Post Boxes. 

Installing security equipment 

You have to make m a x i m u m secur i ty 
arrangements, in addition to obtaining various 
insurances—fire, theft, cash in safe, cash on 
counter, cash in transit etc. 

The architects usually know about the iron 
meshing of the strong-room. Special care has 
to be taken about the security of the lockers, 
as it is difficult to insure them for their correct 
value. Preferably the whole office, and particu-
larly the strong-room and lockers room, may 
be equipped with electronic devices to raise 
alarm in the event of any unauthor ised entry. 

Posting of guards 

If there is some reliable security firm sup-
plying the services of guards, it may be better 
to make arrangements with such a firm rather 
than appointing your own guards. They are 
usually ex-army personnel with good creden-
tials. You then need not have a reserve 
strength of guards as leave replacement, or to 
pay overtime. 

Choosing furniture and miscellaneous items 

The layout and the type of furni ture can 
affect the efficiency of employees, hence the 
importance of choosing the right t5q3e of furni-
ture. The architect will have some good ideas 
on this. 

quality of the bank, so the quality of paper to 
be used and the design of the cheque book also 
need your attention. 

Account-opening forms, specimen signature 
cards , general condi t ions governing the 
accounts, credit /debit advices, L.C. applica-
tion forms and numerous other forms have to 
be designed by the middle management and 
approved by the senior management . The 
financing documents and general conditions 
governing the accounts should be vetted by the 
bank ' s solicitor and the Religious Board. 

Once these forms have been approved, quo-
tations may be obtained from two or three 
printers, and orders placed for reasonable 
quantities. Other stationery items such as 
letterheads may also be printed at the same 
time. 

There are several other miscellaneous items 
tha t will be required. You may make out a list, 
so that the items are purchased according to 
need, and no important one is missed. 

h) Hiring/Training other Staff 
Preparing Job Descriptions 
By this time the senior and middle manage-

ment staff will have joined. It is now time to 
appoint the lower staff. In doing so, keep in 
view the labour laws, so tha t you minimise the 
chances of formation of any labour union in 
future. 

The senior management will prepare job 
descriptions of the middle management , and 
the latter will prepare the job descriptions of 
the junior staff. The bet ter the jobs are" 
described, the more the efficiency, account-
ability, segregation of duties, and no overlap-
ping. Besides describing the functions of each 
employee, show the organisational relation-
ship—^who will report to whom. It is worth 
mentioning that it is the job which is to be 
described, not the activities of individual 
employees. Thereafter, the employees are fitted 
into the jobs according to their qualifications, 
experience, etc. 

Printing 

The printing of security documents usually 
takes a long time. It is t hus advisable to select 
early some good printers who have the capa-
bility of printing security documents . 

The quality of the cheque books, forms etc. 
which are issued to your clients, reflects on the 

Developing standard employment contracts 
The employment contracts will be governed 

by the laws and practices of each country. 
The solicitor will vet the specimen of contracts 
for different types of employees— 
officers, clerks, cashiers, etc. Being meant for 
an Islamic bank, your employment contracts 



will have some additional clauses, e.g. prohibi-
tion on the public consumption of alcohol. 

It is also usua l to mention in these contracts 
the cash securities, if any, demanded from 
some employees, such as cashiers. Adherence 
to the bank 's rules and regulations, mainte-
nance of the bank 's secrecy and other such 
clauses find a place in these contracts, besides 
the description of emoluments. 

Recruiting staff internationally 
Appointment of international staff is usual-

ly for the higher posts, requiring the approval 
of the Parent office/Board. Expatriate staff 
appointments would require a work permit 
from the government. 

Recruiting staff locally 
The process of advertisements, interviews, 

notices given by the selected persons to their 
present employers etc. may easily take two to 
three months. 

The appointment letter should indicate the 
date up to which a selected person may report 
for work. This will help you in selecting the 
next best person available, if the original 
selectee does not join. 

In about four months from the time you 
receive the banking licence, most of the staff 
needed to s tar t operations should be in place. 

Setting up a local personnel and 
administration department 

The Head of the Personnel and Administration 
Department will have the Staff Service Rules 
prepared and vetted by the solicitor. Usually, 
he is also given the responsibility for General 
Services, i.e. to look after maintenance of the 
building, communications, transport, security, 
etc. As such, he will remain involved with the 
General Manager in re furb ishment of the 
premises, purchases , setting u p of offices etc. 

Arranging training 

Presuming tha t you have appointed staff 
who have some previous banking experience, 
what is needed is their orientation to Islamic 
banking. This will come through studies and 
on-the-spot observations by the senior execu-
tives at some sister ins t i tut ions/Parent office. 
The seniors will then conduct in-house train-
ing courses for middle management and the 
junior staff. The training process may take a 

few weeks. Refresher courses for officers at a 
training institute will be a regular feature. 

Training market ing/sales staff 
Marketing ha s become an important par t of 

management science. It can widen the market 
for Islamic financial products and enhance the 
image of the bank. Your marketing staff have 
not only to know what an Islamic bank does 
and what it does not, bu t also to know the 
attractive features of Islamic banking, which 
can come through training at the Parent 
office/sister insti tutions in addition to in-
house training. 

i) Implementing Accounting System 
Checking accounting documents and 
reporting requirements 

As the Accountant would have worked with 
some other bank(s) before, he will be conver-
sant with the accounting documents. He will 
collect specimen of these documents as well as 
specimen of forms on which reports have to be 
submit ted to the Central Bank, and by the 
branch(es) to the Parent office. He will draft the 
accounting procedures, chart of accounts , 
Balance sheet. Profit & Loss account, etc., and 
will discuss them with the Auditors. 

Since the General Ledger accounts in an 
Islamic bank are not similar to those of a con-
ventional bank, the personnel of the Accounts 
Department will require special training. 

j) Implementing Computerisation 
The factors to be considered when establish-

ing a computerised system for an Islamic bank 
may not significantly differ from those of a con-
ventional bank. The selection a n d / o r develop-
ment of software will, however, require more 
critical appraisal. 

An initial s tudy should be conducted to 
ascertain the form and extent of computerisa-
tion required, present requirements, fu ture 
plans and projections, competitors practices, 
etc. The s tudy will also include a more detailed 
cost-benefit analysis considering the extent of 
the computerisation, e.g. 

- Full computerisation (all functions) 
- Part computerisation (some functions) 
- Use of outside facilities—Service Bureaus 

The s tudy may also look into the extent of 
office automation required (word-processing etc.) 



Role and organisation of the EDP 
Department 

The role of the EDP Department should be 
defined. 

A useful method of guiding the EDP 
Department will be to e s t a b h s h a n 'EDP 
Steering Committee, whose members will be 
from senior management , to expedite approval 
of p lans and allocation of resources. 

The organisation s t ruc ture of the depart-
ment will provide separate functions for (1) ini-
t ia t ing and au thor i s ing t ransac t ions ; (2) 
recording transactions; and (3) maintaining 
custody of assets. 

Job descriptions may be established for all 
pe rsonne l associa ted with the EDP 
Department. These should identify routine 
duties, authorisat ion levels for all activities, 
and reporting relationships. 

Systems Development 

The main aspects involved in the systems 
development cycle are : 

1. System Investigation 
2. System Development 
3. System Implementation and Maintenance 

A tentative time schedule should be estab-
lished to allow the appropriate amount of time 
for each aspect. 

1. System Investigation 

There are several t asks involved in this 
phase, mainly : 

- Collect Background Information 
- Define Information Requirements 
- Define Processing Requirements 

After defining the information requirements, 
i.e. establishing the users ' needs, it may be 
decided how the various funct ions will be per-
formed, e.g. will services at the counters be 
provided by Tellers, what kinds of output are 
required and in what format? This should 
cover the current requirements as well as 
those expected in the foreseeable future. It 
may also be established which applications 
will be computerised first. 

The system designer may judge what kind of 
environment will be required. Whether he will 
require the power of a main frame computer, 
mini-computer, or micro-computers. Whether 
the processing will be in real time or batch pro-

cessing, or a combination of the two. Whether 
data will be required to be frequently t rans-
ferred electronically f rom/ to various offices, or 
computer facilities will be accessible at only 
one location. 

2. System Development 
Procedures may be designed to ensure tha t 

information is available when required, its 
confidentiality is not compromised and its 
integrity is maintained. This last one will also 
include verification and validation of input. To 
add these procedures later on would be expen-
sive. So when buying a package or designing 
one, these requirements should be considered. 

The various steps involved in development are: 
- Undertake a detailed Package analysis 
- Undertake a detailed Machine appraisal 
- Develop Maintenance procedures 
- Write and test Computer programmes 
- Design a Clerical system 
- Train Users and Clerical Staff. 

Probably the two most important decisions 
in the development are the selection of a suit-
able software package and the purchase of an 
appropriate computer system to r u n it. Usually 
it is cheaper to buy a package t han to build it 
from scratch. However, due to the special 
na tu re of an Islamic bank, most of the avail-
able packages may not fully meet the require-
ments without modification. 

When determining the requirements of a 
system, it may also be helpful to differentiate 
between 'essential' and 'useful'. Another factor 
to consider is the volume of t ransact ions antic-
ipated currently and in the future. Also, it 
should be clear what types of input in the sys-
tem are anticipated and what ou tpu ts are 
expected. 

Some of the important factors which may be 
considered when selecting a package are: 

a) How closely the package offered meets 
the requirements 

b) The quality of documentation offered 
with the package 

c) Ease of modification 
d) Quality and quant i ty of t ra in ing 

available 
e) Systems security built into the package 
f) Ease of operation 
g) The extent of usage of the presen t 

package 
h) The availability of compatible expansion 

packages 



i) The reputat ion of the suppliers 
j) How the system is to be maintained 
k) In what form is the programme to be 

supplied-source code 
1) The computer language in which the 

programme is written 
m) The price of the package 
n) The equipment on which the package 

will operate. 

Design System 

If available packages do not suit the 'essen-
tial' requirements of the bank, software devel-
opment, although costly and time-consuming, 
may be the only course to follow. 

Once a decision ha s been taken to develop 
software, the defined information require-
ments need to be translated into a number of 
programme specifications. Master files and 
their organisation, data which will be input, 
how it will be accessed and processed, which 
computer language is to be used etc. are to be 
determined. Determining the 'logical system' is 
a vast field in itself, and we need not go into 
greater details here. 

Appraisal and selection of the Machine 

There are many technical aspects to be con-
sidered when purchasing hardware. However, 
first and foremost, it should be able to inter-
face with the software envisaged to be run on 
the system. 

Apart from technical suitability, one should 
also consider : 

a) Possibility of family growth, that is, the 
possibilities available for migration to a 
higher capability machine as and when 
volume of t ransact ions increases 

b) What system software is included in 
the price 

c) Delivery schedule and installation cost 
d) Arrangements for maintenance 
e) Extent and quality of training available 
f) S ta tus of supplier 
g) Price 
h) After-sale services. 

The purchase price may be compared with 
the cost of leasing. 

You may consider how the hardware will be 
organised. What will be its layout, how physi-
cal access will be controlled, where back-up 
tapes will be kept and how they will be con-
trolled, etc. 

Revising Costs 

The overall plan may be fine-tuned in te rms 
of h u m a n resources required, availability of 
premises and equipment, cashflow require-
ments, etc. The original est imates may be 
revised and budgetary allocation may be 
increased, if necessary. 

Designing the Clerical System 

Designing clerical procedures will include 
design of input forms and procedures to 
describe how data will be entered, what output 
is envisaged and how it should be stored and 
disposed of. All these procedures may be incor-
porated in a Users' Manual. 

Training Users 

Training the use rs may commence as soon 
as it is feasible. Training will encompass both 
the use of the terminals and interface with the 
software. 

3. System Implementation & Maintenance 

Developing Maintenance Procedure 

Development of maintenance procedure will 
include maintenance of both hardware and 
software, and may be taken up simultaneously. 

Programme-Coding and Testing 

From the point of view of maintaining secu-
rity and integrity of data, it is important tha t 
the test environment is segregated from the 
production environment. 

Writing of the programme may commence as 
soon as the system design phase is finished 
and appropriate equipment is available. Each 
completed module may be tested. Proper docu-
mentation, including flowcharts, should be 
maintained for completed codings. This will be 
helpful when, in future, modifications are 
required. 

Bring together all the programme modules 
which have been coded and tested individual-
ly, and test the performance of the whole sys-
tem. Various steps in this phase are : 

- System Test 
- Create Master Files 
- Change-over arrangement-Parallel r u n 
- Post-Implementation review 
- Maintain the System in accordance with 

Maintenance Plans 



Having determined tha t the system works In 
accordance with the specifications, any Master 
Files, such as employee files in a payroll sys-
tem, and client files, can be created. 

The problem of maintenance may be consid-
ered and solutions devised in the development 
phase. 

k) Marketing and Public Relations 

Establishing market ing/sa les objectives 

An Islamic bank ' s objectives should have a 
bias towards socio-economic welfare. This 
point may be emphasised on your marketing 
team, and thereafter the strategy of how to 
achieve the objectives may be defined. 

Public relations/Media campaign 

The General Manager may keep contact with 
the media, and let the public know about the 
proposed opening of the Islamic bank through 
advertisements, or news items, a little bit 
before the opening. What appears in the press 
should be professional and realistic. A credi-
bility image is important for banks , more so for 
an Islamic bank, since it will be new in the 
market. 

Defining advertising strategies 

Too little advertisement may be soon forgot-
ten, and too much advertisement may not 
meet cost-benefit requirements. The material 
used for advertisement forms impressions in 
the minds of the readers about the quality of 
the bank. Hence, it is desirable to prepare the 
advertising strategy in consultation with an 
advertising agency. 

Launching pre-opening advertising 
campaign 

After the advertising strategy h a s been 
defined, the actual advertisements will s tar t 
coming—a couple of them before the s tar t of 
operations, and others afterwards. 

The newspaper advert isements could be 
supplemented by news items. The pre-opening 
advertisements will be more in the na ture of 
announcements , whereas the post-opening 
advertisements will mention the salient fea-
tures and services actually offered by the 
bank. 

1) Establishing Correspondent 
Relationships 

Opening accounts with local and 
foreign banks 
In preparation for the s tar t of operations, 

you may establish relationship with local and 
foreign banks . As long as you do not have suf-
ficient number of branches in the country, you 
may make an arrangement with some other 
bank in the country with a large number of 
branches, to honour drafts and telegraphic 
t ransfers drawn on their branches. For this 
you may wish to open an account with the 
bank for reimbursing its b ranches who pay 
these remittances. For issuing drafts, speci-
men signatures of your signing officers will be 
sent to the drawee offices, and for telegraphic 
transfers, your Test Key will be supplied to the 
offices drawn on. Similar drawing arrange-
ments will be made with foreign correspon-
dents, and accounts opened with them. 

Since your bank is a new entity, the benefi-
ciaries of your Letters of Credit will normally 
ask for confirmation of your L/Cs by some 
international bank of repute or by some good 
bank in the exporter's country. You may, 
therefore, obtain L/C confirmation limits from 
some bank(s) of good standing. 

The specimen signatures of officers autho-
rised to sign Letters of Credit will be supplied 
to the correspondent banks . It is a common 
practice that L /Cs are signed by two autho-
rised officers (principle of four eyes), so is the 
system of using Test Keys, which are divided 
into two sets, and held by different officers. 

An agreement will be signed, called an Agency 
Agreement, between your bank and your 
Correspondent, giving details of the relationship. 

m) Arranging Payment of Capital 

Deciding about equity participation 
Every country has regulations regarding the 

permissible equity-holding by foreigners. In 
the light of these regulations, the sponsors 
have to decide how much they would like to 
offer to others. 

Deciding between public and private sales 
Draw a plan of how to at tract local sub-

scribers to your capital when it is offered. For 
the portion of capital which h a s to come from 



others, it could be done by going public, in 
which case the number of shareholders is like-
ly to be large; or by raising capital from private 
sales. This will depend on the policy of the 
sponsors; both the alternatives have their good 
and bad points. If the subscription is going to 
be open to the general public, there are more 
formalities, like seeking the permission of the 
Controller of Capital Issues, publishing a 
prospectus, informing the Stock Exchange, 
etc. Your auditor/solicitor will give you details. 

Reviewing private sales possibilit ies 

If the decision is not to make the equity base 
too broad, then the possibilities of success of 
private sales have to be examined. This will 
need contacts at the higher level, and the con-
vincing of like-minded monied people. 

Agreeing on issue terms 

It is not uncommon to determine the share 
price at higher than the face value. This will 
most probably need the prior approval of the 
Corporate Law Authority of the country. Also, 
the whole capital is generally not called in one 
go. For this reason, the issue terms have to be 
agreed in advance. 

Negotiating with underwriters 

On estimating the response to the call for 
subscriptions, even if there is a feeling that the 
issue may be fully subscribed, the usua l prac-
tice is to negotiate with some financial institu-
tion to underwrite the issue. It gives psycho-
logical comfort to the subscribers to see the 
name of an underwriter of good standing, as 
the underwriting firm will itself like to be rea-
sonably sure about the fu ture prospects of the 
share before they agree to underwrite it. The 
bank, for its part , is assured of full subscrip-
tion, the shortfall, if any, being taken u p by the 
underwriters , besides the publicity it will 
receive. 

Appointing Banks of Issue 

It is usua l to negotiate terms with banks 
who will receive the share subscriptions for 
you and will give receipts. A 'collection 
account ' is opened with such banks , the bal-
ance of which is transferred to the Shares 
Subscription account with the main branch of 

your bank at agreed intervals, along with par-
ticulars of subscribers. These banks for issue 
usually charge a small fee for this service, bu t 
they provide a wider coverage, and conse-
quently a better response to the issue. 

Having shares /documents printed 

The form of share application with provi-
sional receipt may be designed and printed, a 
few more than the expected number of appli-
cat ions. Allotment letters. Letters of 
Renunciation, Share Certificates and Transfer 
Deeds may be designed beforehand, and print-
ed immediately after the required number is 
known. The Share Certificates should be secu-
rity printed, so that they cannot be tampered 
with and can last for several years. 

Undertaking media/promotion campaign 

The general public will be prepared for the 
coming issue through the media. Personal 
approaches may also be made to some high-
net-worth and professional people, whom you 
may like to be with you on the Board of 
Directors. 

A prospectus of the company will be pre-
pared, which will be published in the newspa-
pers in the case of a public offer. This will, inter 
alia, contain details regarding: 

a) The objectives of the company and its 
plans; 

b) A brief description of the sponsors; 
c) The total amount and number of shares 

offered; 
d) The price per share, and number of 

instalments to be paid; 
e) Timetable for receiving applicaLtions, 

issue of allotment letters, renunciation 
of allotment letters; 

f) The basis of allotment of shares if the 
issue is over-subscribed; 

g) Eligibility for being a shareholder and a 
voter; 

h) Pre-operating expenses incurred; 
i) Necessary approvals obtained; 
j) Names and addresses of company 's 

bankers and banks of issue; 
k) Names and addresses of the Under-

writers, if any; 
1) Name and address(s) of company's 

Auditors; 
m) Name(s) and address(es) of company's 

solicitors; 



n) Position regarding quotation of shares 
on the Stock Exchange; 

o) Specimen of appl icat ion form and 
provisional receipt. 

Monitoring progress of sales 

If the subscription is open for more t han a 
day, you may keep contact with the Banks of 
Issue to ascertain how much h a s been sub-
scribed to date, and to announce its closure 
through the media when considered neces-
sary. 

Registration on Stock Exchange 

Application may be made for registration of 
the shares on the Stock Exchange, as shares 
quoted on the Exchange offer more attraction 
to investors as compared to unquoted shares, 
owing to their easy saleability. The Exchange 
will ask for a lot of financial information before 
considering the application. 

Allotment of shares 

After the subscript ions are closed, allot-
ments will start . If the subscriptions exceed 
the amount offered, allotments will be made on 
the pre-determined basis. In many countries, 
the Government determines the basis. 

Renunciation of shares 

The Letter of Renunciation provides for the 
particulars of the allottee and the renouncee. If 
renounced, the share certificate is issued in 
the name of the latter. 

Issue of share certif icates 

After the last date of renunciation, the Share 
Certificates are issued and registered in the 
Shares Register. The Share Certificates are 
usually signed by two of the sponsors, or by 
the Chief Executive officer and Secretary of the 
Board. The Certificates are then sent by regis-
tered post to the shareholders at their last 
known addresses . The total amoun t sub-
scribed is credited to the Sha re Capital 
account. 

n) Seeking Memberships 
You will apply to the Central Bank for mem-

bership of the Clearing House. Some Central 
Banks, mainly in big towns, prefer to have a 
limited number of members of the Clearing 
House, who make sub-members . At such a 
place, you will negotiate with a bank who is a 
member of the Clearing House to become its 
sub-member. The Clearing Bank will present 
and receive the clearing ins t ruments on your 
behalf. Normally, this bank will be your main 
local bank, with drawing arrangements as 
described earlier. 

You will also apply for the membership of 
the local Banks ' Association, Exchange Banks ' 
Association and such other associations in the 
financial sector as may interest you. If you 
decide to be active on the Stock Exchange 
(country's laws permitting) you may also seek 
membership of the Stock Exchange(s). 

o) Inauguration 
Then comes the crucial date, i.e. when you 

commence operations. It is u sua l to invite the 
high government officials. Central Bankers, 
prospective big clients, major shareholders 
and the press to the inaugurat ion ceremony. 
This being an Islamic bank, the ceremony will 
have a religious touch, e.g. starting with a 
recitation from the Holy Quran. The Chief 
Executive Officer will welcome the guests and 
deliver a short speech describing the salient 
features of the institution. The chief guest may 
also like to say a few words on this occasion, 
for which his Private Secretary may be briefed 
in advance if he so desires. A selected few 
could also be invited for the following lunch or 
dinner. 

This day is also utilised for opening some 
good accounts. Special ar rangements may be 
made for parking the cars of the guests, as well 
as strict security arrangements, as there will 
be a collection of dignitaries. 

Immediately after the guests have departed, 
the press could be invited for a brief confer-
ence. They will ask several questions, some of 
them even a bit embarrassing, bu t to keep the 
press in good humour is all-important. Good 
Luck. 

ALLAH IS THE PURVEYOR OF SUCCESS 



APPENDIX 1 

DEFINITIONS OF SOME BANKING TERMS 
USED IN INTERNATIONAL FINANCIAL MARKETS 

ACCOUNT PARTY 
The Customer who requests a s tandby letter of credit from a bank or other lender of funds . 

ASSET-BASED LOANS 
Loans secured by a bus iness firm's assets, including accounts receivable and inventory. 

BANK HOLDING COMPANY 
A corporation chartered for the purpose of holding the stock (equity shares)of one or more 
banks . 

BASLE AGREEMENT 
A negotiated agreement between bank regulatory authorities in the United States and 12 
other countries to set common capital requirements for all banks in those countries. 

CAPITAL 
Funds contributed to a bank by its owners. For definition of core capital please see below. 

CAPITAL MARKET INSTRUMENTS 
Investment securities tha t reach maturity over periods longer than one year. 

CASH FLOW 
Usually measured by the net income plus noncash expenses (such as depreciation) of a 
business . 

CASH MANAGEMENT SERVICES 
A service in which a bank agrees to handle cash collections and cash disbursements for a 
business firm and to invest any temporary cash surpluses until those funds are needed. 

CERTIFICATE OF DEPOSIT (CD) 
Receipt for the deposit of funds in a bank for a specified period of time. 

CHURNING 
Selling buying of shares too frequently by an Investment manager j u s t to earn more 
commission. 



COLLATERAL 
A borrower's assets, pledged as security for a loan. 

COMMERCIAL PAPER 
Short- term, unsecured lOUs offered to investors in the money market by major 
corporations. 

CONTINGENT LIABILITIES 
Debt obligations tha t will not become due unless certain events occur. 

CORE DEPOSITS 
A stable and predictable base of deposited funds . 

CORPORATE BONDS 
Debt securities issued by private corporations with original maturit ies longer t han five 
years. 

CORPORATE NOTES 
Debt securities issued by private corporations with original maturi t ies of five years or less. 

CORRESPONDENT BANKING 
A system of relationship between large and small banks established to facilitate the 
exchange of certain services, such as remittance of funds . 

CORE CAPITAL 
Permanent capital of a bank, consisting mainly of common stock, surplus , retained 
earnings, and equity reserves. 

DEBT-FOR-EQUITY SWAPS 
Financial device used for some troubled loans in which lenders agree to accept shares of 
stock in exchange for the debt. 

DURATION GAP 

The difference between the durat ion of a bank ' s assets and the durat ion of its liabilities. 

EQUITY RESERVES 
Type of bank capital representing funds set aside for contingencies, such as losses on 
assets. 

FACTORING 
Sale of the shorter- term assets of a bus iness firm tha t are expected to t u rn into cash in the 
near term, such as accounts receivable, in order to raise more working capital. 

FIDUCLfmy RELATIONSHIP 
An agreement between a bank and its customer in which the bank becomes responsible for 
managing the customer's funds or other property at customer 's risk. 

FINANCIAL ADVISORY SERVICES 
A range of services offered by banks tha t may include investment advice, preparation of tax 
re turns , checking on the credit s tanding of prospective customers and giving assistance in 
evaluating marketing opportunities abroad. 

FUND MANAGEMENT 
Combining asset and liability management strategies in order to meet its liquidity needs 
more effectively. 



INTEREST RATE CAP 
Ceiling of interest rate imposed on a loan designed to protect the borrower from an 
unacceptable rise in the interest cost of a loan. 

INTEREST RATE COLLAR 
A combination of an interest rate cap and an interest rate floor, so that it cannot rise above 
the cap or fall below the floor. 

INTEREST RATE FLOOR 
Minimum interest rate below which the interest cost of a loan normally carmot fall, t h u s 
protecting the lender. 

LBOS (LEVERAGED BUYOUTS) 
Contractual agreements in which a company or small group of individual investors 
purchases a business or buys portion of a bus iness firm's assets with heavy use of debt 
and relatively little equity capital, and relies on increased earnings after the bus iness is 
taken over to retire the debt. 

LEVERAGING 
The relationship between borrowed money (debt) and shareholders ' money (equity) in a 
business is called 'Leveraging' or 'Gearing'. A highly leveraged company is one which h a s 
large amount of debt in relation to its equity. 

LEGAL / STATUTORY RESERVES 
Assets tha t by law mus t be held behind a bank 's deposits. 

LIBOR 
London Interbank Offered Rate on short- term Eurodollars used as a common basis for 
quoting loan rates to large borrowers. 

LIQUID ASSET 
Any asset that meets three conditions: (1) price stability, (2) ready marketability, and (3) 
reversibility. 

LIQUIDITY 
Access to sufficient immediately spendable funds at reasonable cost when those funds are 
needed. 

LIQUIDITY GAP 

The amount by which the Bank's sources fall short of its demand for liquid funds . 

MONETARY POLICY 
The Central B a n k ' s primary job, which involves making sure that the supply of money and 
credit from the banking and financial system contributes to the nation's economic goals. 

OPEN MARKET OPERATIONS (OMO) 
Purchases and sales of securities designed to move bank reserves and interest rates toward 
levels desired by Central Bank. 

OPPORTUNITY COST 
Forgone income that is not earned because idle funds have not been invested in earning assets. 

OVERBOUGHT/LONG POSITION 
When the amount of purchases of a foreign currency exceeds the amount of their sales. 
The opposite is called OVERSOLD/SHORT position. 



PORTFOLIO DIVERSIFICATION 
Spreading a bank ' s assets widely in order to reduce the bank ' s risk of loss. 

PRIME RATE 
An administered interest rate on loans quoted by leading banks to their biggest and best 
customers. 

SELF-LIQUIDATING LOANS 
Business loans, usually to suppor t the purchase of inventories, in which the credit is 
gradually repaid by the borrowing customer as inventory is sold (such as Murabaha 
financing). 

SPREAD 
The difference between the price at which a buyer is willing to buy called 'Offered Price' and 
the price at which a seller is willing to sell called 'Bid Price', is the "Spread". 

SUBSIDIARY 
A corporation operated by an international bank overseas and is often set up or acquired 
because bank branch office may be prohibited or because of tax advantages in that country. 

UNDIVIDED PROFITS 
The net earnings tha t have been retained in the bus iness ra ther than being paid out as 
dividends to the stockholders. 

WORKING CAPITAL 
The current assets of a bus iness firm (consisting principally of cash, accounts receivable, 
inventory, and other assets normally expected to roll over into cash within a year) minus 
current liabilities. 

WORKING CAPITAL LOAN 
Short- term credit tha t is often used to fund the purchase of inventories or raw materials. 

YIELD TO MATURITY (YTM) 
The expected rate of re tu rn on a debt security held until its maturi ty date is reached. 



APPENDIX 2 

MUDARABA (TRUST) FINANCING AGREEMENT 

THIS AGREEMENT FOR FINANCING ON THE BASIS OF MUDARABA is made on 
the day of 200 between 

_organised/establlshed/incorporated under the laws of (name of 
the country), hereinafter referred to as the Client (which expression shall, where the context 
admits, mean and Include its successors in interest and assigns) of the ONE PART; 

AND 

(Name of the Bank), a banking company incorporated in (name of country), having its Registered 
Office at , hereinafter referred to as the Bank, (which expression 
shall, where the context admits, mean and include its successors in interest and assigns) of the 
OTHER PART. 

PREAMBLE 

WHEREAS the Client and the Bank wish to enter into a Mudaraba in conformity with the 
Glorious Sharia for the purpose of carrying out the Project described in Exhibit 'A'. 

AND WHEREAS the Client ha s presented to the Bank an application to finance the Project 
described in Exhibit A and ha s satisfied conditions precedent and other formalities to avail of 
such financing; 

NOW THEREFORE THIS AGREEMENT WITNESSES AND IT IS HEREBY AGREED BY AND 
BETWEEN THE PARTIES AS UNDER : 

1. THE PREAMBLE 
This preamble is an integral par t of this agreement. 

2. DEFINITIONS 
The parties agree tha t the following terms used in this agreement shall have the following 
meanings: 

"Account" means an account opened with the Bank in the name of the client. 

"Client Asset Finance" means the s u m estimated by the Client as necessary to acquire the 
assets required for the Project as disclosed on the Project Information Form Exhibit A and 
as reflected in the Cash Flow and Revenue Projection. 



"Cash Flow and Revenue Projection" means the financial projections for the project 
prepared by the client and annexed as Exhibit B. 

"Management Services" mean the technical management and supervision services, 
required to ensure the success of the Project described in Exhibit B hereto. 

"Profit" means the amount of gross profit available for distribution after deduction of 
permissible expenses as may be agreed between the client and the Bank in terms of 
Schedule of Expenses hereto at tached (Exhibit C). 

"Client Information Form" means Exhibit D prepared by the client, disclosing certain 
information regarding the client. 

"Client Financials" mean the Balance Sheet (May be relaxed in the case of an individual 
client) and Profit and Loss Statement of the client for the last three years, prepared by the 
client and audited by an independent Accountant. 

"Draw Down Dates" mean the dates specified in Exhibit E at which the bank is obliged to 
provide funds by credit to the Account. 

"Project Assets" means all Asset Finance and all things acquired with such finance 
and the proceeds and profits thereof until distributed to the client and the Bank 
in accordance with the terms and conditions of this Agreement. 

"Termination Date" is the date on which this Agreement shall terminate as herein provided. 

3. INVESTMENT 
The parties agree tha t ( total amount and currency) by way of finance required for the 
Project as estimated by the client in the Project Information Form shall be supplied by the 
Bank in the s u m of (amount and currency) for a period of months hereof and 
deposited in the Account. 

4. ACCOUNT 
(a) The authorised signatories on the Account shall be as specified in Exhibit F. 

(b) All funds for the purpose of the project shall be disbursed only through the Account 
by cheque or transfer against proper supporting invoices maintained by the Client 
bu t available for inspection by the Bank or its agents. 

(c) All receivables from third parties arising from the Project or the t ransfer of Project 
Assets shall be collected only through the Account. 

(d) The Bank shall have the right to refrain from the payment of any cheques or 
t ransfers from the Account if it reasonably appears to the Bank tha t such 
amounts are not included in the Cash Flow and Revenue Projections and do 
not directly or indirectly relate to the Project. 

5. REPRESENTATIONS OF THE CLIENT 
The Client represents to the Bank tha t : 

(a) The Client possesses all necessary powers and licenses to conduct its present 
bus iness and the Project. 

(b) The Client Information Form is t rue and correct. 



(c) The Client is experienced and knowledgeable in all bus iness mat ters relating to the 
Project. 

(d) The Client ha s prepared with all due care the Project Information Form and the 
Cash Flow and Revenue Projection based on his experience and knowledge and h a s 
completed all reasonable investigation to assure tha t such are t rue and correct and 
disclose all factors relevant to the Bank's evaluation of the Project. 

(e) The Client Financials are t rue and correct according to generally accepted 
accounting principles consistently applied accurately representing the Client's 
financial s t a tus on the dates indicated and the profit and loss for the periods 
indicated, and no liabilities, fixed or contingent exist at the indicated dates other 
than as appear in the Client Financials. 

(f) The Client ha s suffered no material adverse change in bus iness operation or 
financial position since the date of the most recent Client Financials supplied to 
the Bank. 

6. REPRESENTATION OF THE BANK 
The Bank represents to the Client tha t on the date of this Agreement : 

The Bank is a corporation organised under the laws of and possesses all necessary 
powers and licenses to conduct its bus iness and to finance the Project as provided by 
this Agreement. 

7. GENERAL COVENANTS OF THE CLIENT 
The Client under takes to the Bank tha t the Client shall : 

(a) Promptly give notice to the Bank of any change in the information disclosed on the 
Client Information Form. 

(b) Render the Management Services with due care and all reasonable commercial 
diligence expected of an experienced bus inessman to ensure the success of the 
Project according to the description of the Project Information Form and the Cash 
Flow and Revenue Projection. 

(c) Utilise the Project assets exclusively for purposes of the Project as specified in 
the Cash Flow and Revenue Projection. 

(d) Disburse all funds for the purposes of the Project only through the Account by 
cheque or transfer against proper support ing invoices maintained by the Client bu t 
available for inspection by the Bank or its agents. 

(e) Collect all receivables from third parties arising from the Project or the t ransfer of 
Project assets or other documents requiring payment from third parties directly to the 
Account. 

(f) Maintain all Project assets in the name of the Client, bu t physically segregated from 
other assets of the Client and free and clear of all liens and encumbrances except 
those in favour of the Bank. 

(g) Submit the following to the Bank, prepared according to the instructions of the Bank: 

(i) A cash flow and revenue s ta tement of the Project for the previous quarter, with 
a clear explanation of each variation from the Cash Flow and Revenue 
Projection, within 30 days of the close of each quarter. 



(W A balance sheet and income statement of the Client prepared in accordance 
with principles utilised in the Client Financials consistently applied. The 
annua l balance sheet and income s ta tement shall be audited by an independent 
firm of accountants approved by the Bank, and audited documents shall be 
presented to the Bank within 120 days of the close of the Client's fiscal year. 

(h) Maintain t rue and correct books of account relating to the Project together with all 
invoices, records, contracts and all other documentation. 

(i) Supply to the Bank any information, material or document relating to the Project or 
to the Client's financial s ta tus , and grant access to the Bank or its agents to all 
books and records relating to the Project and to the Client's financial s tatements . 

(j) Immediately disclose in writing to the Bank any bus iness factors of which the 
Client becomes aware and which might adversely affect the success of the Project. 

(k) Not effect directly or indirectly any transact ion on behalf of the Project in which 
the Client or any family member of the Client or any shareholder of the Client, 
if a corporation, is interested directly or indirectly without consent of the Bank. 

(1) Consult with the Bank in any matter, including bu t not limited to insurance of 
the assets of Mudaraba with a view to determining the policy to be followed in order 
to ensure the proper implementation of this Agreement, bu t without any obligation 
of the Client to compromise rights of the Client hereunder. 

(m) Under its sole responsibility, conduct the Project in conformity with all applicable 
civil and criminal laws. 

(n) Conduct the Project without violation of the principles of the Glorious Sharia. 

8. GENERAL COVENANTS OF THE BANK 
The Bank under takes to the Client that it shall : 

(a) Make all payments of Finance required of the Bank under this Agreement to 
the Account on the Draw-Down Dates. 

(b) Whenever the circumstances so require consult with the Client in any matter with 
a view to determining the policy to be followed in order to ensure the proper 
implementation of this Agreement, bu t without any obligation of the Bank to 
compromise its right, hereunder. 

(c) Perform its obligations under this Agreement without violation of the principles of 
Glorious Sharia. 

9. PARTICIPATION IN PROFIT 

(a) The participation in profit will be in accordance with the following ratio: 

% of the profit will be for the Management Services. 

% of the profit will accrue to the Bank. 

(b) On Termination Date, the accounts of the Mudaraba shall be drawn u p in 
accordance with accepted accounting principles, and the profit if any due to the 
Client and the Bank shall be worked out and paid in the proportion specified above, 
subject to ad jus tment of any provisional payments made, (plus the amount paid by 
the Bank after deducting loss if any). 



c) At the sole discretion of the Bank, the Client may become entitled to receive a Good 
Performance Bonus at a rate to be determined by the Bank. 

10. LOSSES 
a) 1) 100% of the loss in the Project will be borne by the Bank 

2) The client will receive no compensation for his Management Services, and will 
be liable for the loss if it is proven tha t he ha s breached his obligations or is 
proven to be negligent in the discharge of his obligations under this Agreement. 

b) In the event of the Project showing losses during the currency of this Agreement 
the client shall forthwith give notice of such losses to the Bank together with all 
accounts and details pertaining thereto and such other information and records 
as may be required by the Bank. Notwithstanding the above, the Bank shall only 
be liable for the losses in the manner specified above if the said losses have not been 
caused due to misconduct on the part of the Client in carrying out the Project's 
bus iness and operations or as a result of his negligence or inefficiency, including 
non-compliance with the terms and conditions of this Agreement. 

11. TAXATION 
On behalf of the Project, the Client shall be liable for and shall punctually and regularly 
pay all taxes, duties, cesses and other charges relating to the Project's bus iness and 
operations. 

12. TERMINATION 
i) Subject to other provisions of this Agreement, it is agreed that upon full payment on 

Termination Date or earlier, if proceeds have been received, the Mudaraba shall 
s tand redeemed. 

ii) While the amount invested by the Bank m us t be repaid on the due date, mentioned 
above, the final accounts of the Mudaraba will be drawn up within 7 days 
thereof and the agreed share of the Bank's profit will be promptly paid. 

13. MANAGEMENT AND CONTROL 
Subject only to the express terms of this Agreement, complete management and 
control of the Project is exclusively vested in the Client and the Client shall be solely 
responsible for the management and control of the Project. 

14. ASSUMPTION OF MANAGEMENT OF THE PROJECT BY THE BANK 
The Bank shall have the right to terminate by notice the powers of the Client to manage 
the Project and assume the same if the Client violates any obligation hereunder, or if for 
any cause the results of the Project depart in a material adverse manner from those 
projected by the Client in the Cash Flow and Revenue Projections. In such event : 

(a) The Client shall be entitled to receive his share of the profit, if any, until the date 
of termination stated in the notice. Thereafter, the Bank shall be entitled to the 
whole profit. 

(b) The assumpt ion of management by the Bank shall not discharge the Client of any 
obligation hereunder other than the obligation to render the Management Services. 

(c) The assumpt ion of management by the Bank with respect to the Project shall in 
no event be deemed to affect the liability of the Client to the Bank, with respect to 
any other facilities granted under any other agreement between the Client and 
the Bank whether or not the proceeds of such were employed in connection with 
the Project. 



(d) On assumpt ion of management of the Project by the Bank, the Client will, on the 
written demand of the Bank, deliver to it all Project Assets, all books, records, 
contracts and other documents relating to the Project. 

15. CIVIL LAW STRUCTURE AND INTERPRETATION 
In all relations with third parties and without prejudice to the Glorious Sharia, this 
Agreement shall be construed under the laws of (name of country) where the Bank is 
organised, as a civil commercial contract regarding a Joint venture conducted in the 
name of the Client on the general credit of the Client. This Agreement shall not be 
to create a par tnership or company and in no event ha s the Client any authority to 
bind the Bank. The Client shall contract the Project in the name of the Client and in 
no event shall the Bank be liable for the debts and obligations of the Client incurred 
for the Project or other purposes, except as stipulated in this Agreement and its 
Exhibits, provided that such provisions shall not be contrary to the Glorious Sharia 
which h a s been accepted by the Client as the basis for his bus iness with the Bank. 

16. SET OFF 
The Bank may set-off against any obligation of the Client hereunder, or any other 
obligation of the Client, the balances of any account maintained by the Client with it. 

17. GENERAL 
The two parties agree tha t : 

(a) Any notice or other communication required or permitted by this Agreement shall 
be deemed to have been given to the other party seven days after the day on which 
the same is posted by registered mail, addressed to the address mentioned in this 
Agreement or any other address given in writing to the other party, or one day after 
actual delivery at such address, whichever is earlier. 

(b) This Agreement may be amended or any term or condition waived only in writing, 
executed by persons duly authorised. 

(c) The Exhibits of this Agreement shall be considered an integral par t thereof 

(d) This Agreement has been executed in two original counterparts . Each page of 
this Agreement and each Exhibit ha s been initialled for identification. 

The Bank The Client 
(Seal) (Seal) 

By By 

By By_ 

Date 

Witnessed 

1. Name Signature 

2. Name Signature 



The Prophet, may the peace a n d blessings of Allah be upon him, said : 

"Muslims shall abide by the t e rms and conditions agreed u p o n by them, except for a te rm or 
condition which t ends to allow a prohibited action or prohibits a licit action". 

EXHIBIT DESCRIPTION 

A Project Information Form being a narrat ive description of the Project 

B Cash Flow and Revenue Projection for Project, and Management Services 

C Schedule of Expenses 

D Client Information Form 

E Draw Down Dates 

F Authorised Signatories. 



PROJECT INFORMATION FORM BEING A NARRATIVE 

DESCRIPTION OF THE PROJECT 



CASH FLOW AND REVENUE PROJECTION FOR PROJECT 

AND MANAGEMENT SERVICES 



SCHEDULE OF EXPENSES 



CLIENT INFORMATION FORM 



DRAW DOWN DATES 



AUTHORISED SIGNATORIES 

NAME SIGNATURE 

1. 

2. 



APPENDIX 3 

MUSHARAKA (JOINT VENTURE) 
FINANCING AGREEMENT 

THIS AGREEMENT FOR FINANCING ON THE BASIS OF MUSHARAKA is made 
on the day of 200 between 

organised/establ ished/ incorporated under the laws of (name of 
the country), hereinafter referred to as the Client (which expression shall, where the context 
admits, mean and include its successors in interest and assigns of the ONE PART; 

AND 

(Name of the Bank), a banking company incorporated in (name of country), having its Registered 
Office at (hereinafter referred to as the Bank, which expression 
shall, where the context so admits, mean and include its successors in interest and assigns) of 
the OTHER PART. 

PREAMBLE 

WHEREAS the Client and the Bank wish to enter into a Musharaka in conformity with the 
Glorious Shari 'a for the purpose of canying out the Project described in Exhibit 'A'. 

AND WHEREAS the Client ha s presented to the Bank an application for providing finance for its 
(the Bank's) portion in the Musharaka, and ha s satisfied conditions precedent and other for-
malities to avail of such financing; 

NOW THEREFORE THIS AGREEMENT WITNESSES AND IT IS HEREBY AGREED BY AND 
BETWEEN THE PARTIES AS UNDER : 

1. THE PREAMBLE 
This preamble is an integral par t of this agreement. 

2. DEFINITIONS 
The parties agree that the following terms used in this agreement shall have the 
following meanings : 

"Account" means an account opened with the Bank in the name of the client. 

"Client Asset Finance" means the s u m estimated by the Client as necessary to acquire the 
assets required for the Project as disclosed on the Project Information Form Exhibit 'A' and 
as reflected in the Cash Flow and Revenue Projection. 



"Cash Flow and Revenue Projection" means the financial projections for the project 
prepared by the client and annexed as Exhibit 'B'. 

"Management Services" mean the technical management and supervision services, 
required to ensure the success of the Project described in Exhibit 'B' hereto. 

"Profit" means the amount of gross profit available for distribution after deduction 
of permissible expenses as may be agreed between the client and the Bank in terms of the 
Schedule of Expenses hereto at tached (Exhibit-'C). 

"Client Information Form" means Exhibit 'D' prepared by the client, disclosing certain 
information regarding the client. 

"Client Financials" mean the Balance Sheet (May be relaxed in the case of an individual 
client) and Profit and Loss s ta tement of the client for the last 3 years, prepared by the 
client Efnd audited by an independent Accountant. 

"Draw Down Dates" mean the dates specified in Exhibit 'E' at which the parties are 
obliged to provide funds by credit to the Account. 

"Project Assets" mean all Asset Finance and all things acquired with such finance and 
the proceeds and profits thereof until distributed to the client and the Bank in 
accordance with the terms and conditions of this Agreement. 

'Termination Date" is the date on which this Agreement shall terminate as herein provided. 

3. PARTICIPATION IN INVESTMENT 
The parties agree tha t (total amount and currency) by way of finance required for the 
Project as estimated by the client in the Project Information Form shall be supplied by 
the Bank in the s u m of (amount and currency) and by the client (amount and currency) 
for a period of months hereof and deposited in an Account. 

4. ACCOUNT 
(a) The authorised signatories on the Account shall be as specified in Exhibit 'F' 

(b) All funds for the purpose of the project shall be disbursed only through the Account 
by cheque or transfer against proper support ing invoices maintained by the Client 
bu t available for inspection by the Bank or its agents. 

(c) All receivables from third parties arising from the Project or the t ransfer of Project 
Assets shall be collected only through the Account. 

(d) The Bank shall have the right to refrain from the payment of any cheques or 
transfers from the Account if it reasonably appears to the Bank tha t such amounts 
are not included in the Cash Flow and Revenue Projections and do not directly or 
indirectly relate to the Project. 

5. REPRESENTATIONS OF THE CLIENT 
The Client represents to the Bank that: 

(a) The Client possesses all necessary powers and licences to conduct its present 
bus iness and the Project. 

(b) The Client Information Form is t rue and correct. 

(c) The Client is experienced and knowledgeable in aU business matters relating to the Project. 
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(d) The Client ha s prepared with all due care the Project Information Form and the 
Cash Flow and Revenue Projection based on his experience and knowledge and ha s 
completed all reasonable investigation to assure that such are t rue and correct and 
disclose all factors relevant to the Bank's evaluation of the Project. 

(e) The Client Financials are t rue and correct according to generally accepted 
accounting principles consistently applied accurately representing the Client's 
financial s ta tus on the dates indicated and the profit and loss for the periods 
indicated,and no liabilities, fixed or contingent exist at the indicated dates other 
t han as appear in the Client Financials. 

(f) The Client ha s suffered no material adverse change in bus iness operations or 
financial position since the date of the most recent Client Financials supplied to the 
Bank. 

6. REPRESENTATION OF THE BANK 
The Bank represents to the Client tha t on the date of this Agreement : 

The Bank is a corporation organised under the laws of (name of the country) and 
possesses all necessary powers and licences to conduct its business and to finance the 
Project as provided by this Agreement. 

7. GENERAL COVENANTS OF THE CLIENT 
The Client under takes to the Bank tha t the Client shall : 

(a) Promptly give notice to the Bank of any change in the information disclosed on the 
Client Information Form 

(b) Render the Management Services with due care and all the reasonable commercial 
diligence expected of an experienced bus inessman to ensure the success of the 
Project according to the description of the Project Information Form and the Cash 
Flow and Revenue Projection. 

(c) Make all payments required of the Client under this Agreement to the Account on 
the Draw-Down Dates. 

(d) Utilise the Project assets exclusively for purposes of the Project as specified in the 
Cash Flow and Revenue Projection. 

(e) Disburse all f unds for the purposes of the Project only through the Account by 
cheque or transfer against proper supporting invoices maintained by the Client bu t 
available for inspection by the Bank or its agents. 

(f) Collect all receivables from third parties arising from the Project or the transfer of 
Project assets or other documents requiring payment from third parties directly to 
the Account. 

(g) Maintain all Project assets in the name of the Client, bu t physically segregated from 
other assets of the Client and free and clear of all liens and encumbrances except 
those in favour of the Bank. 

(h) Submit the following to the Bank, prepared according to the instructions of the 
Bank : 

(i) A cash flow and revenue s ta tement of the Project for the previous quarter, 
with a clear explanation of each variation from the Cash Flow and Revenue 
Projection within 30 days of the close of each quarter. 



(ii) A balance sheet and income statement of the Client prepared in accordance 
with principles utilised in the Client Financials consistently applied. The 
a n n u a l ba lance shee t and income s t a t emen t shal l be aud i ted by a n 
independent firm of accountants approved by the Bank and audited documents 
shall be presented to the Bank within 120 days of the close of the Client's 
fiscal year. 

(i) Maintain t rue and correct books of account relating to the Project together with all 
invoices, records, contracts and all other material documentation. 

(j) Supply to the Bank any information, material or document relating to the Project 
or to the Client's financial s ta tus , and grant access to the Bank or its agents to all 
books and records relating to the Project and to the Client's financial s ta tements . 

(k) Immediately disclose in writing to the Bank any bus iness factors of which the Client 
becomes aware and which might adversely affect the success of the Project. 

(1) Not effect directly or indirectly any transaction on behalf of the Project in which 
the Client or any family member of the Client or any shareholder of the Client (if a 
corporation) is interested directly or indirectly without the consent of the Bank. 

(m) Consult with the Bank in any matter, including bu t not limited to insurance of the 
assets of Musharaka with a view to determining the policy to be followed in order to 
ensure the proper implementation of this Agreement, bu t without any obligation of 
the Client to compromise rights of the Client hereunder. 

(n) Under its sole responsibility, conduct the Project in conformity with all applicable 
civil and criminal laws. 

(o) Conduct the Project without violation of the principles of the Glorious Shari 'a. 

8. GENERAL COVENANTS OF THE BANK 
The Bank under takes to the Client that it shall : 

(a) Make all payments of Finance required of the Bank under this Agreement to the 
Account on the Draw-Down Dates. 

(b) Whenever the circumstances so require consult with the Client in any matter with 
a view to determining the policy to be followed in order to ensure the proper 
implementation of this Agreement, bu t without any obligation of the Bank to 
compromise its rights hereunder. 

(c) Perform its obligations under this Agreement without violation of the principles of 
Glorious Sharia. 

9, PARTICIPATION IN PROFIT 

(a) The participation in profit will be in accordance with the following ratio : 

% of the profit will be for the Management Services 

% of the profit will accrue to the Clint 

% of the profit will accrue to the Bank. 

(b) On Termination Date, the accounts of the Musharaka shall be drawn up in 
accordance with accepted accounting principles and the profit, if any, due to the 
Client and the Bank shall be worked out and paid in the proportion specified 



above, subject to ad jus tment of any provisional payments made (plus the amount 
invested by each party after deducting loss if any proportionately). 

(c) At the sole discretion of the Bank, the Client may become entitled to receive a Good 
Performance Bonus at a rate to be determined by the Bank. 

10. PARTICIPATION IN LOSS 
(a) In the event of the Project showing losses during the currency of this Agreement, 

the client shall forthwith give notice of such losses to the Bank together with all 
accounts and details pertaining thereto and such other information and records as 
may be required by the Bank; 

(b) The losses, if any, will be borne by the Client and the Bank in proportion to the s u m 
of their contribution towards the project as specified in clause 3 hereof. Notwith-
s tanding the above, the Bank shall only be liable for the losses in the manner 
specified above if the said losses have not been caused due to misconduct on the part 
of the Client in carrying out the Project's bus iness and operations or as a result of 
his negligence or inefficiency, including non-compliance with the terms and 
conditions of this Agreement. 

(c) The client will receive no compensation for his Management Services. 

11. TAXATION 
On behalf of the Project, the Client shall be liable for and shall punctually and regularly 
pay all taxes, duties, cesses and other charges relating to the Project's bus iness and 
operations. 

12. TERMINATION 
i) Subject to other provisions of this Agreement, it is agreed tha t upon full payment 

on Termination Date or earlier, if proceeds have been received, the Musharaka 
shall s tand redeemed. 

ii) While the amount invested by the Bank mus t be repaid on the due date, mentioned 
above, the final accounts of the Musharaka will be drawn up within 7 days thereof 
and the share of the profit will be promptly paid. 

13. MANAGEMENT AND CONTROL 
Subject only to the express terms of this Agreement, complete management and control 
of the Project is exclusively vested in the Client and the Client shall be solely 
responsible for the management and control of the Project. 

14. ASSUMPTION OF MANAGEMENT OF THE PROJECT BY THE BANK 
The Bank shall have the right to terminate by notice the powers of the Client to manage the 
Project and assume the same if the Client violates any obligation hereunder, or if for any 
cause the results of the Project depart in a material adverse manner from those projected 
by the Client in the Cash Flow and Revenue Projections. In such event : 

(a) The Client shall be entitled to receive his share of the profit until the date of 
termdnation stated in the notice. Thereafter, the Bank shall be entitled to the whole 
profit. 

b) The assumpt ion of management by the Bank shall not discharge the Client of any 
obligation hereunder other t han the obligation to render the Management Services. 

(c) The assumpt ion of management by the Bank with respect to the Project shall in no 
event be deemed to affect the liability of the Client to the Bank with respect to any 



other facilities granted under any other agreement between the Client and the Bank 
whether or not the proceeds of such were employed in connection with the Project. 

(d) On assumption of management of the Project by the Bank, the Client will, on the 
written demand of the Bank deliver to it all Project Assets, all books, records, 
contracts and other documents relating to the Project 

15. CIVIL LAW STRUCTURE AND INTERPRETATION 
In all relations with third parties and without prejudice to the Glorious Sharla, this 
Agreement shall be construed under the laws of (name of country) where the Bank Is 
organised, as a civil commercial contract regarding a joint venture conducted in the name 
of the Client on the general credit of the Client. This Agreement shall not be to create a 
par tnership or company and In no event ha s the Client any authority to bind the Bank. 
The Client shall contract the Project in the name of the Client and in no event shall the 
Bank be liable for the debts and obligations of the Client incurred for the Project or other 
purposes, except as stipulated in this Agreement and its Exhibits, provided that such 
provisions shall not be contrary to Glorious Sharla which ha s been accepted by the Client 
as the basis for his bus iness with the Bank. 

16. SET OFF 
The Bank may set-off against any obligation of the Client hereunder, or any other 
obligation of the Client, the balances of any account maintained by the Client vnth it. 

17. GENERAL 
The two parties agree tha t : 

(a) Any notice or other communication required or permitted by this Agreement shall 
be deemed to have been given to the other party seven days after the day on which 
the same Is posted by registered mall, addressed to the address mentioned in this 
Agreement or any other address given In writing to the other party or one day after 
actual delivery at such address whichever is earlier. 

(b) This Agreement may be amended or any term or condition waived only in writing, 
executed by persons duly authorised. 

(c) The Exhibits of this Agreement shall be considered an integral par t thereof. 

(d) This Agreement h a s been executed in two original counterparts . Each page of this 
Agreement and each Exhibit ha s been initialled for identification. 

The Bank 
(Seal) 

The Client 
(Seal) 

By_ 

By_ 

By_ 

By_ 

Date 

Witnessed 

1. Name 

2. Name 

Signature. 

Signature. 



The Prophet, may the peace a n d blessings of Allah be u p o n him, said : 

"Muslims shall abide by the t e rms and conditions agreed upon by them, except for a t e rm or 
condition which tends to allow a prohibited action or prohibits a licit action". 

EXHIBIT DESCRIPTION 

A Project Information Form being a narrat ive description of the Project 

B Cash Flow and Revenue Projection for Project and Management Services 

C Schedule of Expenses 

D Client Information Form 

E Draw Down Dates 

F Authorised Signatories. 



PROJECT INFORMATION FORM BEING A NARRATIVE 

DESCRIPTION OF THE PROJECT 



CASH FLOW AND REVENUE PROJECTION FOR PROJECT 

AND MANAGEMENT SERVICES 



SCHEDULE OF EXPENSES 



CLIENT INFORMATION FORM 



DRAW DOWN DATES 



1. 

2. 

AUTHORISED SIGNATORIES 

NAME SIGNATURE 



APPENDIX 4 

MURABAHA (PURCHASE & RESALE) FINANCESfG AGREEMENT 

This Agreement is made on the day of 200 at ^between 
(the 'Institution') incorporated under the laws of (name of country) 

of the First Part 

AND 

(name and address of the client) 
(the 'Client')of the Second Part. 

PREAMBLE 

WHEREAS the Client presented to the Institution an application to finance the acquisition of the 
Goods (as defined below) on a Murabaha basis; and the Institution approved the Client's appli-
cation following a review of the information enclosed with the application; and has agreed to 
acquire directly or, by appointing the Client as agent for acquisition of the aforesaid goods, 
machinery, equipment, etc. 

NOW THEREFORE, the parties agree upon the following : 

01. THE PREAMBLE 
The Preamble is an integral par t of this Agreement. 

02. DEFINITIONS 
The parties agree that the following terms used in this Agreement shall have the following 
meanings : 

"Supply Contract" means the contract (Exhibit 1) or purchase order p u r s u a n t to which the 
Institution, acting through the Client pu r suan t to the said Agency Agreement, shall acquire 
the Goods for resale to the Client. 

"Goods" means the item(s), as specified and described in the Schedule below, which the 
Client, having selected itself pursuant and subject to the Agency Agreement (Exhibit 2) 
entered into between the Institution and the Client, shall acquire hereunder. 

"Project" means the commercial objects in which the Goods shall be employed by the Client. 

"Account" means all or any of the accounts of the Client with the Institution. 
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"Murabaha Account" means a Murabaha Account opened with the Institution in the name 
of the Client bu t under lien of the Bank. 

"Client Financials" means the balance sheet (May be relaxed in the case of an individual 
client) and income and expense s ta tement of the Client, if any, prepared by the Client 
and audited by an independent Accountant 

"Purchase price" (Exhibit 3) means the price payable by the Client to the Institution with 
respect to the Goods which is agreed to be (Currency and amount) 
including any actual expenses, taxes or cus toms duties, demurrages, surcharges, octroi, 
etc., borne by the institution in respect of the Goods to the point of delivery, if any, 
specified in the Supply Contract and in addition a profit of the Institution agreed upon 
between the parties. 

"Due Dates" means the dates, as under, on which any part of the Purchase Price is due 
and payable by the Client to the Institution. 

AMOUNT DATE(s) OF PAYMENT 
"Security Deposits" means s u m s deposited by the Client in the Murabaha Account to 
secure the Client's obligations to pay the Purchase Price on the Due Dates. Security shall 
mean all or any security furnished by the Client for the due performance by the Client of 
all obligations under the Agreement. 

"Agency Agreement" is an agreement by which the Bank appoints a third person/cl ient as 
Bank's agent to buy goods (Exhibit 2). 

03. PURCHASE AND SALE AGREEMENT 
The Institution h a s agreed to sell and the Client has agreed to purchase the Goods 
specified in this Agreement for the Purchase Price and to make payment in accordance 
with clause 4 hereunder. The Client shall purchase, and shall be deemed to have 
purchased, the Goods from the Institution immediately upon the purchase of the 
Goods by the Institution p u r s u a n t to and under the Supply Contract. 

04. MODE OF PAYMENT 
The Client shall pay the Purchase Price on or prior to the Due Date(s) to the 
Murabaha Account and in the event of nonpayment the Institution shall have the right to 
recover all its dues or any par t thereof, together with liquidated damages at such rate 
as may be determined by the Institution in accordance with clause 12 below on the 
entire dues, inter alia, by disposing of the securities of the Client, or at the discretion of 
the Institution by invoking any other legal right and method. 

05. REPRESENTATION OF THE CLIENT 
The Client represents to the Institution that on the date of this Agreement : 

(a) The Client is a c o m p a n y / p a r t n e r s h i p f i rm/so le p ropr ie to r sh ip / ind iv idua l / 
cooperative s o c i e t y / m u d a r a b a or a n d h a s 
delivered t rue and correct copies of its organisation documents, if any, to the 
Institution initialled for identification and the Client possesses all necessary powers 
and licences to conduct its present bus iness and the Project. 

(b) The Client is experienced and knowledgeable in all bus iness mat ters relating to 
the Project. 

(c) The Client Financials, if any, are t rue and correct according to generally accepted 
accounting principles consistently applied accurately representing the Client's 



financial s t a tus on the dates indicated, and no liabilities, fixed or contingent, exist 
a t the indicated dates other than as appear in the Client Financials. 

(d) The Client ha s suffered no material adverse change in bus iness operations or 
financial position since the date of the most recent balance sheet (May be relaxed in 
the case of an individual at the discretion of the institution) included in the Client 
Financials, if any. 

06. REPRESENTATION OF THE INSTITUTION 
The Institution represents to the Client that on the date of this Agreement the Institution 
is a company incorporated under the laws of and the Institution 
possesses all necessary powers and licences to conduct its bus iness and purchase 
the Goods and resell the same to the Client. 

07. GENERAL COVENANTS OF THE CLIENT 
The Client under takes to the Institution that the Client shall : 

(a) Promptly give notice to the Institution of any change in the Information disclosed by 
the Client to the Institution. 

(b) Make all payments of the Purchase Price on the Due Dates. 

(c) Utilize the Goods exclusively for the purposes of the Project. 

(d) Maintain the Goods free and clear of all liens and encumbrances / except those in 
favour of the Institution. 

(e) Maintain t rue and correct books of accounts relating to the Project together with all 
invoices, records, contracts and all other material documentation. 

(f) Supply to the Institution any information, material or document relating to the Project 
or the Client's financial s ta tus , and grant access to the Institution or its agents 
to all books and records relating to the Project and to the Client's financial s ta tements . 

(g) Immediately disclose in writing to the Institution any bus iness factors of which the 
Client becomes aware and which might adversely affect the ability of the Client 
to discharge the Client's obligations hereunder. 

(h) Bear all taxes and expenses incident to the transfer of title in the Goods from the 
Institution to the Client or otherwise in respect of the facility being extended under 
and pu r suan t to this Agreement and all expenses of delivery from the point of 
destination, if any, under the Supply Contract (including custom duties, excise, taxes 
etc., if any). 

(i) Under its sole responsibility, conduct the Project in conformity with all applicable 
civil and criminal laws. 

08. WARRANTIES OF INSTITUTION 
The Client ha s approved all terms and conditions of the Supply Contract and the 
Institution assigns to the Client all its rights relating to warranties against the supplier 
thereunder. As a consequence, the Institution shall not be liable to the Client in any 
manner in respect of the Goods. The Client is entitled, however, to any claim against 
the supplier as appropriate. 

In particular, and without affecting the generality of the above : 



(a) The Client is responsible for negotiating and agreeing all specifications, terms and 
conditions under the Supply Contract. 

(b) The Client under takes to examine the Goods to ensure tha t the Goods are of the 
requisite size, design, capacity, quantity, quality a n d / o r specifications and shall 
be responsible for arranging the installation, commissioning a n d / o r testing of the 
Goods and for obtaining the necessary warranties and guaranties. 

(c) The Institution shall not be responsible or liable for any damage or loss (including 
consequential loss) resulting directly or indirectly from any delay in delivery or, 
where applicable, installation of the Goods or for any failure to deliver or arrange 
for satisfactory installation of the same. 

(d) The Client acknowledges tha t it shall select the Goods relying solely on its own 
skill and judgment . It is expressly agreed and acknowledged tha t no condition, 
warranty or representation of any kind is being given on behalf of the Institution 
in respect of any of the Goods. All conditions or warranties expressed or implied 
by law relating to the specifications, quality, description, merchantabili ty a n d / o r 
otherwise of the Goods or to their fitness for any purpose are hereby expressly 
excluded. The Client agrees to purchase the goods on an 'as is where is' basis and 
acknowledges that the Institution shall not be liable for any claim, loss, damage 
expense or other liability of any kind or na tu re caused directly or indirectly by 
any of the Goods or by any inadequacy thereof for any purpose or by any 
deficiency or defect thereof or the use or performance thereof or any repairs 
thereto or servicing thereof, and the Client shall not by reason thereof be 
released from any liability to pay the Purchase Price and other s u m s payable 
under this Agreement or any other obligation hereunder. 

09. ADDITIONAL SECURITY 
As security for the due and prompt performance of all the obligations of the Client 
hereunder, the Client shall fu rn i sh to the Institution such additional guarantee a n d / o r 
collateral as may be required by the Institution at its sole discretion and the Institution 
will not be obliged to furn ish any funds p u r s u a n t to this Agreement a n d / o r the Agency 
Agreement until executed completed documentat ion in form subs tance satisfactory to 
the Institution ha s been delivered to effectuate such additional guarantee or collateral. 

10. RISK OF LOSS 
Risk of loss with respect to the Goods, as between the Institution and the Client, after their 
delivery to the client, shall always be tha t of the Client, and the Client shall indemnify and 
hold harmless the institution in respect of any loss the Institution may suffer on account 
of the goods. 

11. ISLAMIC TAKAFUL (SOLIDARITY) 
The Client shall obtain and demonstrate to the satisfaction of the Institution tha t the Client 
ha s obtained coverage against any risk of loss, destruction or damage of the Goods through 
a certificate or policy of Islamic Takaful secured at client's expenses, bu t in favour of the 
Institution. If such is not available bu t only until such is available, the Client may 
instead secure such coverage by a temporary alternative. Any recovery shall be held in the 
Murabaha Account to secure the Client's obligations here under 

12. DAMAGE 
Any party breaching a financial obligation hereunder shall indemnify and hold the other 
indemnified for the actual damage resulting from such breach, unless such breach was 
caused by war or other force majeure which shall excuse the party's failure to perform 
during the period of existence of war or other force majeure conditions. 



Assessment of damages to be paid to either party shall be determined in the 
follow ing manner : 

(a) Damages payable for the late payment of amounts due to non-fulfilment of promise 
shall be assessed on the basis of the average rate of r e tu rn for the Murabaha 
Account of the Institution in the relevant period, and shall be utilised for charitable 
purposes recognized by the Sharia provided however tha t the client shall not be 
concerned with its disbursements . 

(b) Any damages related to other actual loss caused by either party to the other shall 
be assessed by the Arbitration panel in accordance with the Islamic Sharia. 

(c) Damages shall include attorneys fees and other costs of collection. 

13. JURISDICTION AND CHOICE OF LAW 
This Agreement shall be governed by the laws of ( name of country) and the courts of Law 
shall have non-exclusive jurisdiction in all matters between the Institution and the Client. 

14. SET-OFF 
The Institution may set-off the balance of any account maintained by the Client with the 
Institution against any obligation of the Client to the Institution hereunder. 

15. ACCELERATION 
As Islamic finance requires mutua l t rus t and punctuali ty and in the event that the Client 
shall be in default in any obligation to pay a s u m of money due under this Agreement or 
under any other contract or agreement between the Institution and the Client, the 
Institution may by notice to the Client declare all the unpaid amounts immediately due 
and payable. 

16. SECURITY ON THE GOODS 
As and by way of security for payment of the Purchase Price and any other amounts 
payable under any documents contemplated hereby or required by the Institution in 
connection herewith, or otherwise owing from the Client to the Institution, the Client 
hereby agrees to hypothecate the Goods in favour of the Institution. It is fur ther agreed 
that the said hypothecation shall come into effect on the Client instantaneously after 
purchasing the Goods from the Institution p u r s u a n t to, and in accordance with, this 
Agreement. 

17. GENERAL 
(a) Any notices, telefax and telex messages, if sent, or at tempted to be sent, by the 

Institution to the Client at the following address and numbers , shall be deemed to 
have been duly received by the Client, in the case of notices, the next morning if sent 
by courier, and in the case of e-mail, telex and telefax messages, instantaneously 
if sent or at tempted to be sent by the Institution. 

(i) Address: 
(ii) Telefax Number 
(iii) Telex Number 
(iv) E-mail Number 

Any changes in the above will be notified by the Client to the Institution in writing 
and such change shall not become effective unless receipt of notice thereof is 
acknowledged in writing by the Institution. 

(b) This Agreement may be amended or any term or condition waived only in writing 
executed by persons duly authorised. 



SCHEDULE 

In Witness whereof the parties have set their h a n d s below : 

THE INSTITUTION THE CLIENT 

By By 

By BY_ 

WITNESSES 

1. Name & Signature 

Address 

2. Name & Signature 

Address 

The Prophet, may peace and blessing of Allah be upon him, said : 

"Muslims" shall abide by terms and conditions agreed upon by them except for a term or 
condition which tends to allow a prohibited action or prohibits licit action. 



SUPPLY CONTRACT 

(On Client's letter head) 

Name of the Insti tution 
Address 

Dear Sir, 

I/We request you to please acquire the following goods directly or th rough a n agent : 

Description of goods (Specifications and Quantity) 

Should you approve, I/We a m / a r e agreeable to act as your agents and acquire these goods on 
your behalf. 

i /We under take to pu rchase these goods from you after you have acquired them. 1/We request 
tha t the goods be delivered at the following address : 

Thank you. 

Customer 's Authorised Signature 
or Signature of Authorised Representative. 



(On Bank's letter headl 

Agency Agreement 

(Name and address of Client) 

With reference to your letter dated , we hereby confirm to you tha t we are agreeable 
to appouit ing you as our agent to acquire for our account and benefit goods of the following 
description unde r the following te rms and conditions:-

1. You will be provided by u s a s u m { currency and amount) to be credited in your 
Account No with u s on a date to be agreed upon mutually, u n d e r 
intimation to you. 

2. Imrrediately on receipt, you will employ these f u n d s solely for the payment of goods 
acquirea in our n a m e a n d / o r on our behalf a s per specifications agreed between 
us , ment ioned below. 

Specifications and Quant i ty : 

3. You will provide u s with a certificate confirming the acquisition of goods and 
s ta tement thereof. 

4. The author isa t ion he reunder is based u p o n and subject to the Murabaha Financing 
Agreement dated in t e rms whereof you have offered and agreed to 
purchase the aforesaid goods from us . 

5. You under take to acquire the goods specified above within a period of_ 
and fu rn i sh a Declaration to this effect OR re fund the amoun t advanced to you in 
full. Failure to do so shall const i tute a b reach of this Agreement on your pa r t and 
you shall become liable to pay to the Bank an amoun t which will be calculated on 
the entire a m o u n t d isbursed to you under this Agency Agreement and damages for 
the entire period for which the default subs i s t s on the bas is of average rate 
of r e tu rn for the Murabaha account of the Bank in the relevant period. 

The amoun t worked out as above, payable as liquidated damages, shall be utilised for 
charitable and religious purposes recognised by Islamic Sharia . 



6. This Agency Agreement shall be governed by the prevailing laws of (name of 
country) and Murabeiha Financing Agreement dated . Any dispute 
between the part ies shall be submit ted to a Cour t /Tr ibunal of competent 
jurisdiction in (Name of country). 

Kindly signify your acceptance of the foregoing te rms and conditions by signing the 
duplicate. 

per pro Bank 

AUTHORISED SIGNATURE 

ACCEPTED 
per pro M / s ( Authorised signature of client) 

WITNESSES: 

1. 2. 



MURABAHA PURCHASE PRICE 

Amount paid by the Inst i tut ion unde r the Supply contract (currency and amount) 

Profit payable to the Inst i tut ion (currency a n d amount) 

Purchase Price payable to the Insti tution by the client (currency a n d amount) 

(Name of Client) For and on behalf of 
(Name of Institution) 



APPENDIX 5 

IJARA (LEASE) F I N A N C I N G AGREEMENT 

THIS AGREEMENT is m a d e a t th i s day of 200 

BETWEEN 

(Name of the Bank) a banking company incorporated in (Name of country) with its registered 
office at (address) hereinaf ter called the Bank (which expression shall where the context so 
admits include its successors and assigns ) of the one par t . 

AND 

(Name and address) hereinafter called "the Lessee" 
(which expression shall where the context so admits include its successors and assigns) of the 
other part . 

WHEREAS the Bank makes investments in strict compliance with the principles of Sharia . 

AND WHEREAS in strict compliance with the principles of Shar ia the Lessee requests the Bank 
to acquire certain i tems and lease these to the Lessee unde r this Agreement. 

NOW THIS AGREEMENT WITNESSETH and it is hereby agreed by and between the part ies as 
u n d e r : 

ARTICLE 1 

LEASE 

1.1 The Bank hereby leases to the Lessee and the Lessee hereby takes on lease from the Bank 
the asse t namely the property / machinery / equipment described in Schedule A hereto 
a t tached including all accessories a t tached to s u c h property / mach ine ry /equ ipment 
at the time of the delivery thereof to the Lessee and including all alterations, replacements 
and / or additions to s u c h property / machinery / equipment made during the te rm of 
the lease (hereinafter called "property / machinery / equipment") for the te rm of the lease 
specified herein, subject to the terms, conditions, covenants s t ipulat ions contained 
here in a n d in the schedules hereto a t tached. 



1.2 The Lessee covenants and agrees to pay to the Bank upon the execution of this Agreement 
the s u m specified in Schedule A hereto at tached as a security deposit in respect of each 
item of proper ty /machinery/equipment to be applied at the absolute discretion of the 
Bank in respect of any rent or other s u m in default under this Agreement at any time or 
times. The aggregate amounts of the said security deposits shall be deposited by the 
Bank in an investment Account to be opened in the name of the Lessee with and under 
lien of the Bank (hereinafter called "Investment Account"). The Lessee shall not be entitled 
to and shall not (except with the prior written consent of the Bank) make any withdrawals 
from the Investment Account. The Lessee shall also have no right of set off against the 
amounts for the time being lying to the credit of the Investment Account or the amount of 
the said security Deposits or the profit accruing, accrued or paid thereon. The Bank shall, 
however, be entitled to withdraw from the Investment Account and appropriate for itself 
such amounts as may from time to time be due and owing from the Lessee under or 
p u r s u a n t to this Agreement , and which may not have been paid to the Bank by the due 
date thereof. At the expiry or earlier termination of this Agreement and subject to the 
re tu rn to the Bank of the property / machinery / equipment in the condition and at the 
times and in the manner required by this Agreement, the Lessee shall be entitled to receive 
the amount then lying to the credit of the Investment Account after and subject to the 
deduction therefrom of all and any amounts due or owing or which may thereupon or 
there after become due or owing from the Lessee to the Bank under or p u r s u a n t to this 
Agreement, whether on account of rent or on account of other costs, charges and 
expenses or on account of amounts which in the opinion of the Bank may be due and 
payable under any indemnity given by the Lessee to the Bank. 

1.3 In addition to the security deposit mentioned in Article 1.2 above, the Lessee shall 
fu rn ish to the Bank or create in favour of the Bank the following fur ther securities, 
all in form and subs tance to the Bank, namely: 

(DETAILS OF FURTHER SECURITIES) 

ARTICLE II 

TERM OF LEASE AND RENTS 

2.1 The term of the lease hereby granted and the rent payable by the Lessee hereunder with 
respect to the property / machinery / equipment, shall be as set forth in Schedule A 
attached. The monthly/ quarterly rents shall be payable in advance on the first day 
of each mon th / quarter of the term of the lease. The rents payable hereunder by the 
Lessee shall be paid regularly and punctually in the manner and in the amounts 
specified in Schedule A hereto at tached without any deduction or abatement and 
irrespective of whether the property / machinery / equipment is in use by the Lessee or 
not. In the event tha t the bank in its sole and absolute Judgement is satisfied that the 
property / machinery / equipment ha s been rendered useless destroyed or damaged 
beyond repair due to a proven manufactur ing defect or due to an Act of God (such as 
ear thquake, lightening or flood) from which the Lessee could not have saved 
the property / machinery / equipment, and provided that such uselessness, destruction 
or damage is not due to the negligence or fault of, or any act or omission on the part of 
the Lessee or its contractors or their respective employees or agents, the Bank shall allow 
an abatement in the rent payable in respect of such property / machinery / equipment. 

2.2 The Lessee agrees to pay to the Bank by credit to a Penalty Account to be separately 
maintained by the Bank, a penalty at the rates specified in Schedule A hereto annexed 
on all s u m s not paid by the Lessee to the Bank when due and owing under the provisions 



of this Agreement. The penalty contemplated shall be utilised for charitable and religious 
purposes recognized by the Shar ia provided however tha t the Lessee shall not be 
interested or concerned with the d i sbursements made therefrom. 

2.3 All ren ts and other charges payable hereunder , shall be paid in (name of currency) at 
the office of the Bank. 

ARTICLE III 

DELIVERY 

3.1 The property / machinery / equipment shall be delivered by the Bank to the Lessee at the 
place stated in Schedule 'A' hereto at tached. All costs incurred in connection with 
delivery of the property / machinery / equipment to the place of the Lessee specified in 
the said schedule shall be paid by the Lessee to the Bank immediately upon delivery. 

3.2 Upon delivery of each item of property / machinery / equipment to the Lessee, the Lessee 
shall execute and deliver to the Bank a receipt or acceptance thereof in the form set 
forth in Schedule B hereto at tached. By s u c h acceptance, the Lessee shall agree tha t 
such property / machinery / equipment is in good working order, repair, condition and 
appearance and in all respects satisfactory to the Lessee and complete in all respects . 

ARTICLE IV 

USE OF PROPERTY / MACHINERY / EQUIPMENT 

4.1 Immediately upon delivery to the Lessee of each item of property / machinery / equip-
ment, the Lessee shall notify the Bank in writing of the place at which s u c h property / 
machinery / equipment is to be installed, locatied, used or operated and thereafter the 
Lessee shall not remove or shift the property / machinery / equipment to any other 
place without the prior writ ten consent of the Bank. 

4.2 The Lessee hereby agrees and under t akes tha t : 
a) the Lessee shall at all times store, house, use and operate the property / machinery 

/ equipment carefully and prudent ly and strictly in conformity with the ins t ruct ions 
and directions of the manufac tu re r s a n d / o r suppliers thereof (including those 
relating to the environmental conditions, if any, whether s u c h ins t ruct ions and 
directions are contained in the operational manua l s or are otherwise provided with 
or before or after the delivery of the property / machinery / equipment by the 
manufac tu re r and / or suppliers thereof; 

b) the property / machinery / equipment shall be handled used and operated by 
suitably t rained persons and shall not be handled, used or operated by un t ra ined 
persons; 

c) the Lessee shall not do or omit to be done any act or thing by which the warranties 
and performance guaran tees given by the suppliers a n d / o r manufac tu re r s of the 
property / machinery / equ ipment would or could become invalidated or 
un-enforceable, whether wholly or in part ; 



d) each item of property / machinery / equipment shall be used for the normal and 
u sua l purpose of the bus iness of the Lessee for the time being, and except with the 
prior permiss ion of the Bank for no other purpose whatsoever; 

e) the lessee shall store, house, install, u se and operate the property / machinery / 
equipment in compliance with all relevant laws of the country; 

f) the Lessee shall not sell, transfer, ass ign or otherwise dispose of, or sub-lease, let 
for hire, loan, give on licence, or pa r t with the possession of, or in any way 
mortgage, hypothecate, pledge, charge or otherwise encumber the property / 
machinery / equipment . 

The Lessee shall not, wi thout the prior writ ten consent of the Bank, make any alteration, 
addition or improvement to the property / machinery / equipment or change the 
condition thereof; a n d any alteration, addition and improvements of whatsoever kind 
or na tu r e made (including replacement or subs t i tu t ion of any par t or component or 
accessory) shall become par t of and a n accretion to the property / machinery / equip-
ment leased he reunder and shall be the property of the Bank and shall be subject 
to the t e rms and conditions of this Agreement. 

4.4 Nothing contained in this Article IV shall derogate from the liability of the Lessee for 
any storage, handling, use or operation of the property / machinery / equipment or 
any of them in breach of any of the te rms and conditions contained herein or in a 
m a n n e r cont rary to any provisions or r equ i rement s of the i n su rance policy or 
policies intended to cover the Bank's liability a s owner of the property / machinery / 
equipment or in contravention of any Law of the country. 

4.5 The Lessee hereby agrees to indemnify and save ha rmless the Bank from and against 
all claims and demands made and all fines or penalt ies levied or imposed in respect 
of or arising out of the storage, handling, use or operation of the proper ty /machinery 
equipment or any of them. 

ARTICLE V 

MAINTENANCE OF LEASED 

PROPERTY / MACHINERY / EQUIPMENT 

5.1 The Lessee agrees to main ta in each item of property / machinery / equipment in 
reasonable condition satisfactory to the Bank. All main tenance works shall be carried 
out strictly in accordance with the main tenance m a n u a l s or other ins t ruct ions a n d 
directions of the manufac tu re r s and / or suppliers of the property / machinery / equip-
ment , or where no s u c h manua ls , ins t ruct ions or directions are provided, in accord-
ance with the bes t practice in the industry. 

5.2 The Lessee agrees to be solely responsible for all operating costs a n d expenses 
which shall include b u t shall not be limited to fuel, oil and lubricants , repairs, 
replacement of components and / or par ts , periodic and preventive main tenance 
a n d repair costs, main tenance of electrical circuits, switches, fuses and safety devices, 
and other costs and expenses, fees, licences and charges incurred in connection 
with or in any way referable to the delivery to the Lessee, storage, handling, use and 
operation of each item of the property / machinery / equipment . 



5.3 The Lessee also agrees to be responsible for and forthwith to pay all fees, taxes, 
fines or penalt ies relating to the property / machinery / equipment 

5.4 In the event of any operating costs and expenses as aforesaid or fees, taxes, fines 
a n d penalt ies or any other charges not being paid by the Lessee as herein required, 
the Bank may, b u t shall not be obligated to pay s u c h cost, expenses, fees, taxes, 
fines, penalt ies and charges and the Lessee shall forthwith u p o n demand re imburse 
the Bank therefor, it being the intention of the part ies hereto tha t the Bank shall 
receive a fixed a m o u n t herein provided for a s a net rent on the property / machinery / 
equipment leased hereunder . 

ARTICLE VI 

INSURANCE. ACCIDENTS AND INJURIES 

6.1 The Bank as the owner of the property / machinery / equipment shall procure 
comprehensive insurance coverage for the leased property / machinery / equipment 
in its n a m e and shall mainta in the insurance coverage throughout the entire period 
of the lease. Prior to the delivery of the property / machinery / equipment proof of 
comprehensive insurance cover will be provided to the Lessee. 

6.2 Charges for this insurance cover shall be paid by the Bank, and shall be t aken into 
account while determining the lease rent. 

6.3 The Lessee, its agents and employees, shall comply with all the t e rms and conditions 
of the said insurance policy, including the immediate report ing of accidents or 
damage to the Bank and the insurance company and shall do all the things necessary 
or proper to protect or preserve the property / machinery / equipment in accordance 
with the appropr ia te c lause as ment ioned in the Insu rance Policy. The Lessee 
shall also provide all ass is tance to the Insurance company and the Bank for a prompt 
set t lement of any claims and shall take all s u c h actions and s teps a s may be necessary 
in tha t regard. 

6.4 The Lessee shall be responsible for accidents and injuries, whether fatal or otherwise, 
damages and losses occurring to any person or property which may resul t f rom 
the storage, handling, use or operation of the leased property / machinery / equipment 
by the Lessee, its contractors, employees or agents, or any failure on the par t of the 
Lessee to observe and perform any of the obligations unde r this Agreement or the 
ins t ruc t ions contained in the manufac tu r e r ' s a n d / o r the suppl ier ' s ma in t enance 
a n d opera t ion m a n u a l or any o ther i n s t ruc t ions of the m a n u f a c t u r e r s a n d / o r 
suppl iers and the Bank. If the Bank shall have to pay any money in respect of 
any claim or demand for which the Lessee is responsible hereunder , or incurs 
any costs, charges or expenses (including at torney's fees and other costs of collection) 
in connection with any s u c h claim or demand, the a m o u n t so paid and the costs, 
charges and expenses incurred by the Bank shall be paid by the Lessee to the Bank 
in full u p o n demand. 

6.5 The Lessee shall indemnify and save ha rmless the Bank from and against all claims, 
losses, costs, damage, suits , expenses, including at torney's fees and other costs of 
collection, which the Bank may sus ta in or incur a s a resul t of the happening of any event 
mentioned in Article 6.4 for which the lessee is responsible. 



ARTICLE VII 

TITLE 

7.1 All rights, title and ownership in and to the property / machinery / equipment 
leased he reunde r and all obligations relating thereto shall at all t imes remain vested 
in the Bank a n d the Lessee covenants and agrees not to do or perform any act 
prejudicial thereto. Without limiting the generality of the foregoing the Lessee agrees 
not to sell, transfer, assign or otherwise dispose of, or sub-lease, let for hire, loan or 
give on licence, or pa r t with the possession of, or conceal or abandon, or in any way 
mortgage, hjrpothecate, pledge, charge or otherwise encumber or damage or destroy 
any item of property / machinery / equipment or any par t thereof. 

7.2 The Lessee hereby agrees to indemnify and save ha rmless the Bank from any and 
all claims, losses, costs, damages, suits , expenses, including at torney's fees and 
other costs of collection, which the Bank may sus ta in or incur a s a resul t of any 
of the foregoing acts mentioned in Article 7.1. 

7.3 As between the Bank a n d the Lessee the property / machinery / equipment shall 
cont inue in the ownership of the Bank notwiths tanding tha t the same may have been 
affixed to any land or building. The Lessee shall be responsible for any damage caused 
to any s u c h land or building by the affixing to or removal therefrom of the property / 
machinery / equipment, whether affixed or removed by the Lessee or the Bank, 
a n d the Lessee shall indemnify and save ha rmless the Bank from and against any 
and all claims made in respect of s u c h damage. 

ARTICLE VIII 

RETURN OF PROPERTY / MACHINERY / EQUIPMENT 

8.1 Re turn of the leased property / machinery / equipment shall be at the Bank 's place 
of bus ines s or a s specified in Schedule A hereto a t tached at the Bank 's discretion. 
Any s t r u c t u r a l a l tera t ion, special e q u i p m e n t or mater ia l a l t e ra t ion he re ina f t e r 
required by the Lessee shall be added only with the approval of the Bank a n d shall 
be removed at the Lessee's expense prior to the end of the t e rm of the lease hereby 
granted. The Bank shall be entitled to label the property / machinery / equipment 
a s being leased from the Bank. 

8.2 Subject to the provisions of Article XI of this Agreement, the Lessee agrees to r e tu rn 
the leased property / machinery / equipment at the end of the t e rm of the lease hereby 
granted or any extension thereof, in good operating condition and working order, free f rom 
any physical damage. In general, normal wear and tear proport ionate to the usage is to be 
expected. However, any condition as a resul t of neglect or abuse is the sole responsibility 
of the Lessee. 

8 .3 At the terminat ion of the lease and while re turning the property / machinery / 
equipment in time, the property / machinery / equipment shall be in satisfactory 
operating condition. The Lessee and the Bank or their respective agents shall inspect 
and provide a jointly signed report on the condition of the property / machinery / 
equipment . 



ARTICLE IX 

LIMITATIONS OF LIABILITY 

9.1 It is agreed a n d unders tood between the part ies tha t the Bank shall not be liable 
or accountable to the Lessee or any other person claiming th rough or unde r the 
Lessee or to any third par ty for any loss (including b u t not limited to loss of property 

or life and loss due to bodily or menta l injury or both), damage, claim, demand, 
liability, cost or expense of any na tu re or kind sus ta ined by the Lessee,any contractor 
or agent of the Lessee or any of their respective employees or by any third party, 
either directly or indirectly or resulting from any defect in or mechanical failure of 
the property / machinery / equipment leased hereunder , or from loss or interrupt ion 
of use there of, or any loss of bus iness , profits, consequential or any other damage 
of any na tu re whatsoever. 

9.2 The Bank shall not be required to carry out any of the t e rms of this Agreement 
if prevented from so doing by Acts of God, or the State 's enemies, strikes, or any 
other c i rcumstances beyond its control and shall not be liable for any loss or 
damages sus ta ined by the Lessee and result ing therefrom. 

9.3 If any item of property / machinery / equipment or any par t thereof is damaged unde r 
c i rcumstances beyond the control of the Lessee and for no fault of the Lessee, 
b u t is capable of being repaired the Bank may either opt to repair s u c h property / 
machinery / equipment or may, by written notice to the Lessee, forthwith terminate the 
lease in respect of s u c h item of property / machinery / equipment . If the Bank opts to 
repair s u c h property / machinery / equipment, the Bank may either ar range s u c h 
repair itself or request the Lessee to arrange s u c h repair and if the applicable insurance 
proceeds be insufficient to pay the full cost of repairing the same, the difference between 
the actual cost of repair and payment received for it f rom the insurance company 
shall be payable by the Bank. 

9.4 Any and all repairs, replacement or subs t i tu t ion of components , par ts , accessories 
or equipment on the property / machinery / equipment caused by any fault of the 
lessee shall be at the Lessee's expense, and shall be deemed accessions to the 
proper ty /machinery / equipment and title thereto shall vest and remain with the Bank. 

9.5 The Bank h a s not made and does not make hereby, any representat ion as to 
merchantab i l i ty , condi t ion or suitabil i ty, w h e t h e r express or implied, of any 
proper ty /machinery / equipment for the purposes of the Lessee or any other represen-
tation with respect thereto and the Lessee agrees tha t its obligations he reunder to pay 
rentals herein provided for shall not in any way be affected by any s u c h defect or 
failure of performance. 

ARTICLE X 

INDEMNITY 

10.1 The Lessee covenants and agrees with the Bank that , regardless of any insurance 
provided in clause 6, it shall at all t imes and unde r all c i rcumstances indemnify and 
save the Bank ha rmless from and against all fines and penalties, all liabilities and 
all claims, losses , costs , damages , su i t s , expenses , inc luding a t to rney ' s fees, 
result ing from, caused or contributed by, related to or arising out of the possession, 
operation, use or misuse of the property / machinery / equipment and s u c h liability 
shall not be affected by any termination of this Agreement, or the lease hereunder . 



10.2 The Lessee shall also indemnify and save the Bank ha rmless from and against any and all 
loss or seizure of the property / machinery / equipment unde r distress, execution or other 
legal process brought enforced or executed against the Lessee or from and against any and 
all loss resul t ing therefrom. 

10.3 The par t ies hereto agree tha t notwiths tanding anything contained in this Agreement, the 
Bank shall also not be responsible in any way whatsoever for the p roduc t s derived 
from or th rough the use or operation of the property / machinery / equipment by 
the Lessee or anybody else nor also as to their efficacy or merchantabil i ty or otherwise, 
and the Lessee shall indemnify a n d keep indemnified the Bank against any and all 
act ions proceedings liabilities claims losses damages costs and expenses relating to 
or arising out of the storage sale use or consumpt ion of any product derived there-
from which may be inst i tuted against or suffered or incurred by the Bank by any 
person or party. 

ARTICLE XI 

DEFAULT AND TERMINATION 

11.1 Either par ty may terminate this Agreement or the lease he reunder in respect of any 
i tem of proper ty / machinery / equ ipment a t any time wi thout ass igning any 
reason whatsoever. Termination shall be effected by writ ten notice given ninety (90) 
days in advance of the proposed terminat ion date. This Agreement and all its t e rms 
and conditions shall, notwiths tanding the giving of s u c h notice with respect to any 
par t icular property / machinery / equipment, cont inue in full force a n d effect with 
respect to all remaining property / machinery / equipment covered by this Agreement 
or unti l all obligations of the Lessee unde r this Agreement are discharged (including the 
obligation to r e tu rn the property / machinery / equipment to the Bank in good opera-
ting condition in accordance with the provisions of this Agreement when the lease is 
terminated or expires) and the payment of all s u m s due hereunder to the satisfaction of 
the Bank. 

11.2 The Bank shall have the right a t any time and without notice to forthwith terminate 
this Agreement or the lease he reunder in respect of any item of property / machinery / 
equipment on the occurrence of any one or more of the following events, namely : 

a) If the Lessee fails to pay any rentals, charges or other s u m s whatsoever payable by 
the Lessee u n d e r the te rms of this Agreement, a s and when they shall become due. 

b) If the Lessee commits a b reach of any of the terms, covenants or conditions of this 
Agreement. 

c) For unreasonab le or abusive use or misuse of any of property / machinery / 
equipment . 

d) If the Insurance cover mentioned in this Agreement is for any reason cancelled 
in whole or in par t . 

e) If the Lessee shall make an ass ignment for the benefit of its creditors. 

f) If any proceedings in bankruptcy , receivership or insolvency are inst i tuted against 
the Lessee or the Lessee's property, or any action is t aken against the Lessee unde r 
any laws for the relief of debtors. 



g) If the Lessee makes a proposal or-takes any proceedings for winding-up. 

h) In the event of any levy of execution or a t t achment being made against the Lessee 
or u p o n the Lessee's goods. 

i) If the Lessee s u s p e n d s bus iness or a tax lien is filed against any of the Lessee's 
assets , properties and under tak ings or if the proper ty/ machinery / equ ipment is 
confiscated or forfeited or seized by any officer or authority. 

j) If the property / machinery / equipment is dealt with by the Lessee contrary to any 
of the provisions of this Agreement. 

k) If the Lessee enters into or a t tempts to enter into a composition with its creditors or 
goes into liquidation, except a voluntary liquidation for the purposes of amalgama-
tion or reconstruct ion on t e rms approved in writing by the Bank. 

1) If any receiver is appointed of the whole or a subs tant ia l par t of the assets , 
properties and under tak ings of the Lessee. 

m) If it is discovered at any time tha t the Lessee h a s made a false or incorrect 
s ta tement or representa t ion in this Agreement or in its application for lease of the 
property / machinery / equ ipment or in any other document or h a s become 
incorrect in any respect. 

n) If the Lessee is unable to perform its obligations unde r this Agreement on account 
of a n event of force majeure and s u c h inability cont inues for a period of seven (7) 
days or more. 

o) If there is any change in the majority ownership and /o r senior management of 
the Lessee without the consent of the Bank. 

11.3 Upon terminat ion of this Agreement or the lease he reunder in respect of any item or all 
of the property / machinery / equipment, all rights of the Lessee he reunder a n d in respe 
of the p roper ty / mach ine ry / equ ipmen t covered by th i s Agreement shal l 
forthwith terminate and the Bank shall have the right to take immediate possession 
of all property / machinery / equipment leased he reunder and the Lessee shall 
immediately deliver to the Bank the said property / machinery equipment and the 
Bank may at its option sell the property / machinery / equipment or retain the 
property / machinery / equipment free and clear of this Agreement and the lease 
granted hereunder . 

11.4 Upon the Bank becoming entitled for any reason whatsoever to the possession of 
some par t or all of the proper ty / mach inery / equ ipment leased hereunder , 
then notwiths tanding any te rm or condition herein contained the Bank may in 
addition to any other remedy open to it, without notice take possession of any or 
all of the said proper ty/ machinery / equipment without process of law. The Lessee 
hereby also authorizes and empowers the Bank, its officers, employees, agents and 
other representat ives to enter on any of the Lessee's land or premises, or any other 
place or places where any property / machinery / equipment may be found, for the 
purpose of taking possession thereof. Upon the happening of any of the foregoing 
event(s), the Lessee hereby irrevocably appoints the Bank and its officers, a s the 
Lessee's t rue and lawful attorney, to execute s u c h documents as may be necessary 
for the purpose of regaining possession of the property / machinery / equipment 
or any of them and the accessories a t tached thereto. The Lessee shall pay to the 
Bank the costs of s u c h repossession including t ransporta t ion and storage charges. 



ARTICLE XII 

ASSIGNMENT 

12.1 It is agreed and unders tood between the part ies hereto t ha t this Agreement a n d the 
leases g ran ted h e r e u n d e r are persona l to the Lessee a n d may not u n d e r any 
c i rcumstances be t ransferred or assigned by the Lessee to any other person, f irm or 
corpora t ion wi thout the wri t ten consen t of the Bank. However, no th ing here in 
contained shall be cons t rued to in any way limit the Bank's right to sell the leased 
property / machinery / equipment on or after terminat ion of the lease, and in the 
event of s u c h sale, the buyer shall succeed to all of the Bank 's r ights hereunder . 

ARTICLE XIII 

MISCELLANEOUS 

13.1 The Bank and the Lessee agree tha t : 

a) All schedules annexed hereto are and shall form a n integral par t of this Agreement. 

b) This agreement shall be cons t rued according to the laws of (name of the country). 

c) Any notice or request required or permit ted to be given or made by any party unde r 
or p u r s u a n t to this Agreement shall be in writing and s u c h notice or reques t shall 
be deemed to be duly given or made when it shall be delivered by h a n d or by mail, 
telegram, cable, telex or facsimile t ransmiss ion to the party .to which it is required 
or permit ted to be given or made at s u c h party 's address specified in this 
Agreement or s u c h other address of s u c h party a s shall be designated by notice to 
the par ty giving s u c h notice or making s u c h request . 

d) Neither any delay in the exercise or omission to exercise any right, power or 
remedy accruing to the Bank, whether unde r or p u r s u a n t to this Agreement or 
otherwise, nor the failure of the Bank to require pa5mient from the Lessee, when due, 
of any s u m owing hereunder , shall impair any right, power or remedy accruing or 
available to the Bank, nor shall any s u c h delay, failure or omission be cons t rued as 
a waiver of any default of the Lessee, nor shall s u c h delay, failure or omission be 
cons t rued as excusing the Lessee from fu tu re performance. 

e) All s t a m p s duties, registration fees, excise duties and other dut ies taxes and 
surcharges , if any, levied, imposed or payable in respect of this Agreement or the 
t ransact ion herein contemplated directly or indirectly shall be paid by the Lessee. 
If any of the foregoing is paid by the Bank, the Lessee shall forthwith on demand 
re imburse to the Bank in full and without deduct ion all s u c h amoun t s paid by 
the Bank. 

13.2 The Lessee agrees and under t akes with the Bank tha t : 

a) Time shall be the essence of this Agreement. 

b) The Lessee shall affix s u c h plate, label or other mark as may be approved or 
otherwise specified by the Bank on each item of the property / machinery / equip-
ment indicating tha t it h a s been leased from the Bank and shall ensure tha t s u c h 
plates, labels or marks are clearly visible. 



c) The Lessee shall allow the officers, employees, and agents of the Bank or other 
persons author ised by the Bank free and full access to the property / machinery / 
equipment leased hereunder during normal working hours , or immediately on 
request in the case of an emergency, to inspect, view a n d examine the s ta te and 
condition of the leased property / machinery / equipment and for tha t purpose the 
Lessee shall permit the Bank and the aforesaid officers, employees, agents and 
persons to enter the premises where the leased property / machinery / equipment 
may be stored or installed or may be in use or operation. 

d) This Agreement, together with the schedules executed hereto, const i tutes the entire 
agreement between the Bank and the Lessee and there are no promises, terms, 
conditions or obligations, oral or written, relating to the subject mat te r hereof 
other t h a n those contained in this Agreement and this Agreement may be 
modified or amended only in writing properly executed by the part ies. 

e) The Lessee shall promptly inform the Bank of the occurrence of any event of default 
or of any event or condition which is likely to have a n adverse effect on the 
operations, profits or bus iness of the Lessee. 

f) The Lessee shall f u rn i sh to the Bank s u c h information, documents and certificates 
as the Bank may from time to time reasonably require in relation to the location, 
use and operation of the property / machinery / equipment or any item thereof 
a n d generally in relation to the bus iness a n d operation of the Lessee and its 
accounts , including such information, documents and certificates as the Bank 
may require for the purposes of or in connection with the preparat ion, filing, 
processing of income tax r e tu rns and a s ses smen t of income tax and other 
tcixes payable by the Bank or for the purposes of audi t of the Bank. 

g) This is a n agreement of lease only and the Lessee shall not become the owner of 
the property / machinery / equipment leased hereunder and unde r no circum-
s tances whatsoever shall the Lessee be considered as the agent of the Bank for 
any purpose whatsoever. 

13.3 The Lessee hereby warrants , represents and under t akes as unde r : 

a) tha t the Lessee h a s full power, capacity and authori ty to execute, deliver and 
perform this Agreement and h a s taken the necessary actions, author isa t ions 
and approvals (corporate or otherwise) to author ise the taking on lease of the 
property / machinery / equipment u p o n the t e rms of this Agreement and to 
author ise its execution, delivery and per formance of this agreement and the Lessee 
under t akes to keep s u c h author isa t ions effective and in force during the entire te rm 
of the lease hereby granted or any renewal thereof and till the property / machinery / 
equipment is delivered back to the Bank in good order and condition; 

b) tha t the execution of this Agreement and the use and operation of the property / 
machinery / equipment by the Lessee shall not contravene any law, rules and 
regulat ions Lessee is subject to; 

c) tha t it shall f u rn i sh to the Bank its annua l audi ted balance sheets (May be relaxed 
by the Bank at its sole discretion for an individual client) and profit and loss 
accounts together with such additional financial s t a tements in s u c h form and 
containing s u c h par t iculars as may be required from time to time by the Bank; 

d) tha t every s ta tement and representat ion made and every piece of information 
provided by the Lessee in this Lease Agreement or in relation thereto is t rue and 
correct; 



e) that since the Lessee is not the owner of the property / machinery / equipment, the 
Lessee shall not claim any relief by way of any deduction allowance or grant 
available to the Bank as the owner of the property/ machinery/equipment under 
the Income Tax or other laws or rules or regulations and shall not do any thing 
by which the Bank may be deprived of such allowance or grant. 



IN WITNESS WHEREOF the part ies hereto have executed this Agreement on the day and year 
hereinabove first writ ten : 

SIGNED AND DELIVERED by 

Bank Limited 

the Bank within named, th rough its 

duly const i tuted attorney. 

SIGNED AND DELIVERED by 

Lessee within named, p u r s u a n t to resolutions of 

Board of Directors passed on 

1. By 

Name 

Designation. 

2. By 

Name 

Designation. 

Witnessed : 

By 

Name 

Designation.. 

Witnessed : 

By 

Name 

Designation.. 

1. By 

Name 

Designation. 

2. By 

Name 

Designation. 



SCHEDULE A 

This schedule shall be a t tached to and form an integral pa r t of the Lease Agreement 

dated between Bank Limited a n d 

The Lessee author ises the Bank to procure the underno ted proper ty/ mach ine ry /equ ipment to 

be leased subject to the t e rms of the aforesaid Lease Agreement between the parties, a t the rate 

a n d for the te rm specified herein. 

1. Type of property / machinery / equipment 

Make 

Accessories / a t t achment s l._ 

2. 

3. 

Monthly/Quar ter ly Lease rent ( currency and amount) Period of Lease months . 

Security deposit (currency and amount) 

Late payment / delayed r e tu rn of asse t to Bank penalty (currency a n d amount) per day. 

Commencement date of Lease 

Place of delivery 
Date: By (Signature) 

Name 

(Designation: Duly Authorised Signatory of the Lessee) 



SCHEDULE B 

RECEIPT FOR PROPERTY/MACHINERY/EQUIPMENT 

The underno ted property / machinery / equipment have been received complete in all respect 
and in good working order a n d condition. 

Type of property / machinery / equipment 

Make 

Accessories / a t t achment s 1. 

2. 

3. 

Delivery at on 

Signed on behalf of Lessee _ 

Name of signatory _ 



APPENDIX 6 

IJARA-WA-IKTINA (FINANCE LEASE) F I N A N C I N G A G R E E M E N T 

THIS AGREEMENT is made at this day of 200 

BETWEEN 

(Name of the Bank) a bank ing company incorporated in (Name of country) with its registered 
office at (address) hereinafter called the Bank (which expression shall where the context so 
admits include its successors and assigns) of the one par t . 

AND 

^ ^ ^ address hereinafter called "the Lessee" (which expression shall 
where the context so admits include its successors and assigns) of the other par t . 

WHEREAS the Bank makes investments in strict compliance with the principles of Sharia . 

AND WHEREAS in strict compliance with the principles of Sharia , the Lessee reques ts the Bank 
to acquire certain i tems and lease these to the Lessee unde r this Agreement. 

NOW THIS AGREEMENT WITNESSETH and it is hereby agreed by and between the part ies a s 
unde r : 

ARTICLE 1 

LEASE 

1.1 The Bank hereby leases to the Lessee and the Lessee hereby takes on lease from 
the Bank the asse t namely the property / machinery / equipment described in 
Schedule A hereto a t tached including all accessories a t tached to s u c h property / 
machinery / equipment at the time of the delivery thereof to the Lessee and including 
all alterations, replacements and / or additions to s u c h property / machinery / 
equipment made during the term of the lease (hereinafter called "property / machinery / 
equipment") for the t e rm of the lease specif ied here in , sub j ec t to the t e rms , 
condi t ions , covenan t s a n d s i tpu la t ions con ta ined he re in a n d in the s chedu le s 
hereto a t tached. 



1.2 The Lessee covenants and agrees to pay to the Bank u p o n the execution of this 
Agreement the s u m specified in Schedule A hereto a t tached as a security deposit In 
respect of each item of property / machinery / equipment to be applied at the absolute 
discretion of the Bank in respect of any rent or other s u m in default under this Agreement 
at any time or times. The aggregate a m o u n t s of the said security deposits shall be 
deposited by the Bank in an investment Account to be opened in the n a m e of the Lessee 
with and under lien of the Bank (hereinafter called "Investment Account"). The Lessee 
shall not be entitled to and shall not (except with the prior writ ten consent of the Bank) 
make any withdrawals from the Investment Account. The Lessee shall also have no right 
of set off against the a m o u n t s for the time being lying to the credit of the Investment 
Account or the a m o u n t of the said security Deposits or the profit accruing, accrued 
or paid thereon. The Bank shall, however, be entitled to withdraw from the Investment 
Account and appropriate for itself s u c h amoun t s as may f rom time to time be due and 
owing from the Lessee unde r or p u r s u a n t to this Agreement a n d which may not have 
been paid to the Bank by the due date thereof. In the event of terminat ion of this 
Agreement before its expiry and subject to the r e tu rn to the Bank of the property / 
machinery / equipment in the condition and at the times and in the m a n n e r required 
by this Agreement, the Lessee shall be entitled to receive the amoun t then lying to the 
credit of the Investment Account after and subject to the deduction therefrom of all 
and any amoun t s due or owing or which may thereupon or thereafter become due or 
owing from the Lessee to the Bank unde r or p u r s u a n t to this Agreement, whether on 
account of rent or on account of other costs, charges and expenses or on account of 
a m o u n t s which in the opinion of the Bank may be due and payable unde r any indem-
nity given by the Lessee to the Bank or on account of the pu rchase price payable by the 
Lessee to the Bank in the event the Lessee's promise to purchase the property / 
machinery / equipment in the c i rcumstances specified in Article 11.5 becomes effective. 

1.3 In addition to the security deposit mentioned in Article 1.2 above, the Lessee shall 
f u rn i sh to the Bank or create in favour of the Bank the following fur ther securities, all 
in form and subs tance acceptable to the Bank, namely: 

(Details of fu r ther securities) 

ARTICLE II 

TERM OF LEASE AND RENTS 

2.1 The te rm of the lease hereby granted and the rent payable by the Lessee he reunder 
with respect to the property / machinery / equipment shall be as set forth in 
Schedule A at tached. The monthly / quarterly ren t s shall be payable in advance on 
the first day of each month / quar ter of the te rm of the lease. The rents payable 
he reunder by the Lessee shall be paid regularly and punctual ly in the m a n n e r and in 
the amoun t s specified in Schedule A hereto a t tached without any deduction or abate-
ment and irrespective of whether the property / machinery / equipment is in use by 
the Lessee or not. In the event of loss, material damage or destruct ion of the property / 
machinery / equipment, as determined by the Bank in its sole and absolute judgement , 
except when it is due to proven manufacturing defect or an act of God (such as earthquake, 
lightning or flood) from which the Lessee could not have saved the p roper ty /machinery / 
equipment, the client shall re imburse the Bank within 10 days by paying to the Bank all 
ren ts accrued bu t unpa id to date p lus the balance of the Purchase Price. 

2.2 The Lessee agrees to pay to the Bank by credit to a Penalty Account to be separately 
mainta ined by the Bank, a penalty at the rates specified in Schedule A hereto 
annexed on all s u m s not paid by Lessee to the Bank when due and owing unde r the 
provisions of this Agreement. The penalty contemplated shall be utilised for charitable 



Eind religious purposes recognized by the Shar ia provided however tha t the Lessee 
shall not be interested or concerned with the d i sbursements made therefrom. 

2.3 All ren t s and other charges payable he reunde r shall be paid in (name of currency) at 
the office of the Bank. 

ARTICLE III 

DELIVERY 

3.1 The property / machinery / equipment shall be delivered by the Bank to the Lessee a t the 
place s ta ted in the Schedule A hereto a t tached. All costs incurred in connection with 
delivery of the property / machinery / equipment to the place of the Lessee specified in 
the said schedule shall be paid by the Lessee to the Bank immediately u p o n delivery. 

3.2 Upon delivery of each item of the property / machinery / equipment to the Lessee, the 
Lessee shall execute and deliver to the Bank a receipt or acceptance thereof in the form 
set forth in Schedule 'B' hereto a t tached. By s u c h acceptance, the Lessee shall agree thai 
s u c h property / machinery / equipment is in good working order, repair, condition a n d 
appearance and in all respects satisfactory to the Lessee and complete in all respects . 

ARTICLE IV 

USE OF THE PROPERTY / MACHINERY / EQUIPMENT 

4.1 Immediately u p o n delivery to the Lessee of each item of property / machinery / 
equipment , the Lessee shall notify the Bank in writing of the place at which s u c h 
property / machinery / equipment is to be installed, located, used or operated and 
thereaf ter the Lessee shall not remove or shift the property / machinery / equipment 
to any other place without the prior writ ten consent of the Bank. 

4.2 The Lessee hereby agrees and unde r t akes tha t : 

a) the Lessee shall a t all t imes store, house, use and operate the property /mach ine ry 
/ equipment carefully and prudent ly a n d strictly in conformity with the ins t ruct ions 
a n d directions of the manufac tu re r s a n d / o r suppl iers thereof (including those 
relating to the environmental conditions, if any, whether s u c h ins t ruct ions a n d 
directions are contained in the operational m a n u a l s or are otherwise provided with 
or before or after the delivery of the property / machinery / equipment by the m a n 
ufac ture r and / or suppl iers thereof; 

b) the property / machinery / equipment shall be handled, used and operated by suitably 
trained persons and shall not be handled, used or operated by untrained persons; 

c) the Lessee shall not do or omit to be done any act or thing by which the warranties 
and per formance guaran tees given by the suppl iers a n d / o r manufac tu re r s of the 
property / machinery / equipment would or could become invalidated or unenforce 
able, whether wholly or in part ; 

d) each item of property / machinery / equipment shall be used for the normal and 
u sua l purpose of the bus ines s of the Lessee for the time being, and except with the 
prior permiss ion of the Bank for no other purpose whatsoever; 



e) the Lessee shall store, house, Install, u se a n d operate the property / machinery / 
equipment in compliance with all relevant laws of the country; 

f) the Lessee shall not sell, transfer, assign or otherwise dispose of, or sub-lease, let 
for hire, loan, give on licence, or par t with the possession of, or in any way 
mortgage, hypothecate, pledge, charge or otherwise encumber the property / 
machinery /equipment . 

The Lessee shall not, wi thout the prior writ ten consent of the Bank, make any alteration, 
addition, or improvement to the property / machinery / equipment or change the 
condition thereof; and any alteration, addition and improvements of whatsoever kind or 
na tu r e made (including replacement or subs t i tu t ion of any par t or component or 
accessory) shall become par t of and a n accretion to the property / machinery / equipment 
leased hereunder a n d shall be the property of the Bank and shall be subject to the t e rms 
and conditions of this Agreement. 

4.4 Nothing contained in this article IV shall derogate from the liability of the Lessee for any 
storage, handling, use or operation of the property / machinery / equipment or any of 
them in breach of any of the t e rms and conditions contained herein or in a m a n n e r 
contrary to any provisions or requirements of the insurance policy or policies intended to 
cover the Bank's liability as owner of the property / machinery / equipment or in 
contravention of any law of the country. 

4.5 The Lessee hereby agrees to indemnify and save ha rmless the Bank from and against all 
claims and demands made and all fines or penalt ies levied or Imposed in respect of or 
arising out of the storage, handling, use or operation of the property / machinery / 
equipment or any of them. 

ARTICLE V 

MAINTENANCE OF THE LEASED 

PROPERTY/MACHINERY/EQUIPMENT 

5.1 The Lessee agrees to mainta in each item of the proper ty /machinery / equipment in 
reasonable condition satisfactory to the Bank. All main tenance works shall be carried out 
strictly in accordance with the ma in tenance m a n u a l s or other ins t ruc t ions and 
directions of the manufac tu re r s and / or suppliers of the property / machinery / 
equipment, or where no such manua ls , ins t ruct ions or directions are provided, in 
accordance with the best practice in the industry. 

5.2 The Lessee agrees to be solely responsible for all operating costs and expenses which 
shall include b u t shall not be limited to fuel, oil and lubricants , repairs, replacement of 
components a n d / o r par ts , periodic and preventive maintenance and repair costs, 
main tenance of electrical circuits, switches, fuses and safety devices, and other costs and 
expenses, fees, licences and charges incurred in connection with or in any way referable 
to the delivery to the Lessee, storage, handling, use and operation of each item of the 
property / machinery / equipment . 

5 .3 The Lessee also agrees to be responsible for and forthwith to pay all fees, taxes, fines or 
penalt ies relating to the property / machinery / equipment . 

5.4 In the event of any operating costs and expenses as aforesaid or fees, taxes, fines and 
per^ l t ies or any other charges not being paid by the Lessee as herein required, the Bank 



may, b u t shall not be obligated to pay s u c h cost, expenses, fees, taxes, fines, penalt ies 
and charges a n d the Lessee shall forthwith u p o n demand re imburse the Bank therefor, 
it being the intention of the part ies hereto tha t the Bank shall receive a fixed amoun t 
herein provided for as a net rent on the property / machinery / equipment leased 
hereunder . 

ARTICLE VI 

INSURANCE. ACCIDENTS AND INJURIES 

6.1 The lessee shall procure comprehensive insurance coverage for the leased property / 
machinery / equipment in the n a m e of the Bank and shall mainta in the insurance 
coverage th roughout the entire period of the lease. Prior to the delivery of the property / 
machinery / equipment proof of comprehensive insurance cover will be provided to 
the Bank. 

6.2 Charges for this insurance cover shall be paid by the Bank, and shall be t aken into 
account while determining the lease rent . 

6.3 The Lessee, its agents and employees shall comply with all the te rms and conditions of 
the said insurance policy, including the immediate reporting of accidents or damage to 
the Bank and the insurance company and shall do all the things necessary or proper to 
protect or preserve the property / machinery / equipment in accordance with the 
appro priate clause as ment ioned in the Insurance Policy. The Lessee shall also provide a 
ass is tance to the Insurance company and the Bank for a prompt set t lement of any claims 
a n d shall take all s u c h actions and s teps a s may be necessary in tha t regard. 

6.4 The Lessee shall be responsible for accidents a n d injuries, whether fatal or otherwise, 
damages and losses occurring to any person or property which may resul t f rom the 
storage, handling, use or operation of the leased property / machinery / equipment by 
the Lessee, its contractors, employees or agents, or any failure on the par t of the Lessee 
to observe and perform any of the obligations unde r this Agreement or the ins t ruct ions 
contained in the manufac tu re r ' s a n d / o r the supplier 's main tenance and operation 
m a n u a l or any other ins t ruct ions of the manufac tu re r s a n d / o r suppliers and the Bank. 
If the Bank shall have to pay any money in respect of any claim or demand for which the 
Lessee is responsible hereunder , or incurs any costs, charges or expenses (including 
at torney's fees and other costs of collection) in connection with any s u c h claim or 
demand, the a m o u n t so paid and the costs, charges a n d expenses incurred by the Bank 
shall be paid by the Lessee to the Bank in full u p o n demand. 

6.5 The Lessee shall indemnify and save harmless the Bank from and against all claims, 
losses, costs, damage, suits , expenses, including at torney's fees a n d after costs of 
collections, which the Bank may sus ta in or incur a s a resul t of the happening of any event 
mentioned in Article 6.4 for which the lessee is responsible. 

ARTICLE VII 

TITLE 

7.1 All rights, title and ownership in and to the property / machinery / equipment leased 
he reunder and all obligations relating thereto shall, unti l the full Purchase Price h a s 
been paid to the Bank, remain vested in the Bank and the Lessee covenants a n d agrees 
not to do or perform any act prejudicial thereto. Without limiting the generality of the 



foregoing the Lessee agrees not to sell, transfer, assign or otherwise dispose of, or 
sub-lease, let for hire, loan or give on licence, or pa r t with the possession of, or conceal 
or abandon , or in any way mortgage, hypothecate , pledge, charge or otherwise 
encumber , or damage or destroy any item of the property / machinery / equipment or 
any par t thereof. 

7.2 The Lessee hereby agrees to indemnify and save ha rmles s the Bank from any and all 
claims, losses, costs, damages, suits, expenses, including at torney's fees a n d after costs 
of collections, which the Bank may sus ta in or incur as a resul t of any of the foregoing 
acts mentioned in Article 7.1. 

7.3 As between the Bank and the Lessee the p roper ty /machinery / equipment shall unti l the 
full Purchase price h a s been paid to the Bank continue in the ownership of the Bank 
notwi ths tanding tha t the same may have been affixed to any land or building. The Lessee 
shall be responsible for any damage caused to any s u c h land or building by the affixing 
to or removal therefrom of the property / machinery / equipment, whether affixed or 
removed by the Lessee or the Bank, and the Lessee shall indemnify a n d save ha rmless 
the Bank from and against any and all claims made in respect of s u c h damage. 

ARTICLE VIII 

PURCHASE OF THE PROPERTY /MACHINERY/EQUIPMENT 

8.1 Any s t ruc tura l alteration, special equipment or material alteration hereinaf ter required 
by the Lessee shall be added only with the approval of the Bank a n d if removed shall be 
removed at the Lessee's expense prior to the end of the te rm of the lease hereby granted. 
The Bank shall be entitled to label the property / machinery / equipment as being leased 
from the Bank. Whereas general wear and tear proport ionate to the usage is to be 
expected, any condition as a resul t of neglect or abuse is the responsibility of the Lessee. 

8.2 Subject to the provisions of Article XI of this Agreement, the client obligates itself to 
pu rchase the property / machinery / equipment from the Bank on or prior to the expiry 
date of the lease at the pu rchase price set forth in Schedule A hereto a t tached. 

8 .3 The client shall pay the Rent and Security Deposits specified in Article 1 of this 
Agreement on the Due Dates to the Investment Account unti l the value of the Investment 
Account equals the pu rchase Price. On s u c h date, the Bank shall debit the a m o u n t of 
pu rchase price to the Investment Account, title of the property / machinery / equ ipment 
shall be t ransferred to the client and this Agreement will terminate. Until s u c h date, the 
Investment Account shall be blocked in favour of the Bank to secure the client's 
obligations unde r this Agreement. 

ARTICLE IX 

LIMITATIONS OF LIABILITY 

9.1 It is agreed and unders tood between the part ies t ha t the Bank shall not be liable or 
accountable to the Lessee or any other person claiming th rough or unde r the Lessee or 
to any third par ty for any loss (including b u t not limited to loss of property or life a n d 
loss due to bodily or mental injury or both), damage, claim, demand, liability, cost or 
expense of any na tu re or kind sus ta ined by the Lessee,any contractor or agent of the 
Lessee or any of their respective employees or by any third party, either directly or 
indirectly or result ing from any defect in or mechanical failure of the property / 



machinery / equipment leased hereunder , or from loss or interrupt ion of use thereof, 
or any loss of bus iness , profits, consequential or any other damage of any na tu re 
whatsoever. 

9.2. The Bank shall not be required to carry out any of the t e rms of this Agreement if 
prevented from so doing by Acts of God, or the State 's enemies, strikes, or any other 
c i rcumstances beyond its control and shall not be liable for any loss or damages 
sus ta ined by the Lessee and result ing therefrom. 

9.3. If any item of property / machinery / equipment or any par t thereof is damaged for no 
faul t of the lessee b u t is capable of being repaired / replaced, the lessee may after giving 
proper notice to the Bank either ar range s u c h repa i r / rep lacement itself or request the 
Bank to arrange s u c h repa i r / rep lacement and if the applicable proceeds be insufficient 
to pay the full cost of repairing / replacing the same, the difference between the actual 
cost of repa i r / rep lacement a n d payment received for it from the insurance company shall 
be payable by the Bank. 

9.4 Any and all repairs, replacement or subs t i tu t ion of components , part , accessories or 
equipment on the property / machinery / equipment caused by any fault of the lessee 
shall be at the Lessee's expense, and shall be deemed accessions to the property / 
machinery / equipment and title thereto shall vest and remain with the Bank, unti l the 
full Purchase price is paid by the lessee. 

9.5 The Bank h a s not made and does not make hereby, any representa t ion as to 
merchantabil i ty, condition or suitability, whether express or implied, of any property / 
machinery / equipment for the purposes of the Lessee or any other representat ion with 
respect thereto a n d the Lessee agrees tha t its obligations he reunder to pay rentals here 
in provided for shall not in any way be affected by any s u c h defect or failure of 
performance. 

ARTICLE X 

INDEMNITY 

10.1 The Lessee covenants and agrees with the Bank that , regardless of any insurance 
provided in clause 6, it shall at all t imes and unde r all c i rcumstances indemnify and save 
the Bank ha rmless from and against all fines and penalties, all liabilities and all claims, 
losses, costs, damages, sui ts , expenses, including attorney's fees, resul t ing from, caused 
or contr ibuted by, related to or arising out of the possession, operation, use or misuse of 
the property / machinery / equipment and s u c h liability shall not be affected by any 
terminat ion of this Agreement, or the lease hereunder . 

10.2 The Lessee shall also indemnify and save the Bank harmless from and against any and 
all loss or seizure of the property /mach ine ry / equ ipmen t unde r distress, execution or 
other legal process brought , enforced or executed against the Lessee or from and against 
any a n d all loss resul t ing therefrom. 

10.3 The par t ies hereto agree tha t notwiths tanding anything contained in this Agreement, the 
Bank shall also not be responsible in any way whatsoever for the products derived f rom 
or th rough the use or operation of the proper ty/ machinery / equipment by the Lessee 
or anybody else nor also as to their efficacy or merchantabil i ty or otherwise, and the 
Lessee shall indemnify and keep indemnified the Bank against any and all act ions 
proceedings liabilities claims losses damages costs and expenses relating to or arising 
out of the storage sale u s e or consumpt ion of any product derived therefrom which may 
be inst i tuted against or suffered or incurred by the Bank by any person or party. 



ARTICLE XI 

DEFAULT AND TERMINATION 

11.1 Either par ty may terminate this Agreement or the lease he reunder in respect of any 
item of the property /mach inery / equipment at any time without assigning any 
reason whatsoever. Terminat ion shall be effected by written notice given ninety (90) 
days in advance of the proposed terminat ion date. This Agreement and all its t e rms 
and conditions shall, notwi ths tanding the giving of s u c h notice with respect to any 
par t icular property / machinery / equipment , cont inue in full force a n d effect 
with respect to all remaining property / machinery / equipment covered by this Agree-
ment or until all obligations of the Lessee unde r this Agreement are discharged 
a n d the payment of all s u m s due he reunder to the satisfaction of the Bank. 

11.2 The Bank shall have the right at any time and without notice to forthwith terminate 
this Agreement or the lease he reunder in respect of any item of property / machinery / 
equipment on the occurrence of any one or more of the following events, namely : 

a) if the Lessee fails to pay any rentals, charges or other s u m s whatsoever payable 
by the Lessee unde r the t e rms of this Agreement, as and when they shall become 
due. 

b) If the Lessee commits a b reach of any of the terms, covenants or conditions of this 
Agreement. 

c) For unreasonable or abusive use or misuse of any of the property / machinery / 
equipment. 

d) If the Insurance cover mentioned In this Agreement is for any reason cancelled 
In whole or in par t . 

e) If the Lessee shall make a n ass ignment for the benefit of its creditors. 

f) If any proceedings in bankruptcy , receivership or insolvency are inst i tuted against 
the Lessee or the Lessee's property, or any action is t aken against the Lessee 
unde r any laws for the relief of debtors. 

g) If the Lessee makes a proposal or takes any proceedings for winding-up. 

h) In the event of any levy of execution or a t t achment being made against the Lessee 
or upon Lessee's goods. 

i) If the Lessee s u s p e n d s bus iness or a tax lien is filed against any of the Lessee's 
assets , properties and under tak ings or if the property / machinery / equipment is 
confiscated or forfeited or seized by any officer or authority. 

j) If the property / machinery / equipment is dealt with by the Lessee contrary to 
any of the provisions of this Agreement. 

k) If the Lessee enters into or a t tempts to enter into a composition with its creditors 
or goes into liquidation, except a voluntary liquidation for the purposes of 
amalgamation or reconstruct ion on t e rms approved in writing by the Bank. 

1) If any receiver is appointed of the whole or a subs tant ia l pa r t of the assets , 
properties and under tak ings of the Lessee. 



m) If it is discovered at any time tha t the Lessee h a s made a false or incorrect 
s t a tement or representat ion in this Agreement or in its application for lease of the 
property / machinery / equ ipment or in any other document or h a s become 
incorrect in any respect. 

n) If the Lessee is unable to perform its obligations unde r this Agreement on account 
of a n event of force majeure , and s u c h inability cont inues for a period of 
seven (7) days or more. 

o) If there is any change in the majority ownership and / or senior managemen t of 
the Lessee without the consent of the Bank. 

11.3 Upon terminat ion of this Agreement or the lease he reunder in respect of any item or all of 
the property / machinery / equipment, all r ights of the Lessee he reunder and in respect 
of the property / machinery / equ ipment covered by this Agreement shall forthwith 
terminate and the Bank shall have the right to take immediate possession of all property 
/ machinery / equipment leased he reunder and the Lessee shall immediately deliver to 
the Bank the said property / machinery / equipment a n d the Bank may a t its option sell 
the property / machinery / equipment or retain the property /mach ine ry / equipment free 
and clear of this Agreement and the lease granted hereunder . 

11.4 Upon the Bank becoming entitled for any reason whatsoever to the possession of some 
par t or all of the property / machinery / equ ipment leased hereunder , then not-
wi ths tanding any te rm or condition herein contained the Bank may in addition to any 
other remedy open to it, without notice take possession of any or all of the said 
property / machinery / equipment without process of law. The Lessee hereby also 
au tho r i zes a n d empowers the Bank, i ts officers, employees, agen t s a n d o ther 
representat ives to enter on any of the Lessee's land or premises, or any other place or 
p laces where any p roper ty / mach ine ry / e q u i p m e n t may be found , for t he 
purpose of taking possession thereof. Upon the happening of any of the foregoing event(s), 
the Lessee hereby irrevocably appoints the Bank and its officers, a s the Lessee's t rue and 
lawful a t torney to execute s u c h documents a s may be necessary for the purpose of 
regaining possession of the property / machinery / equipment or any of them and the 
accessories a t tached thereto. The Lessee shall pay to the Bank the costs of s u c h 
repossession including t ranspor ta t ion and storage charges. 

11.5 If this Agreement or the lease in respect of any item or all of the property / machinery / 
equ ipment is t e rmina ted by the Lessee for any reason whatsoever p u r s u a n t to 
Article 11.1, or by the Bank p u r s u a n t to Article 11.1 or 11. 2 hereof, the Bank at its sole 
discretion may demand from the lessee and the Lessee agrees and unde r t akes to pu rchase 
from the Bank the property / machinery / equipment or item thereof, as the case may be, 
at the pu rchase price set forth in Schedule A hereto a t tached. Upon receipt by the Bank 
of the pu rchase price the Bank shall sell convey and t ransfer to the Lessee the Bank 's 
entire right title and interest in and to the item of proper ty /machinery equipment agreed 
a n d unde r t aken to be pu rchased by the Lessee. 

ARTICLE XII 

ASSIGNMENT 

12.1 It is agreed and unders tood between the part ies hereto tha t this Agreement a n d the 
leases g ran ted h e r e u n d e r are personal to the Lessee a n d may not u n d e r any 
c i rcumstances be t ransferred or assigned by the Lessee to any other person, firm or 
corpora t ion wi thout the wri t ten consen t of the Bank. However, no th ing here in 
contained shall be cons t rued to in any way limit the Bank 's right to sell the leased 



property /mach ine ry / equipment on or after terminat ion of the lease, and in the 
event of s u c h sale, the buyer shall succeed to all of the Bank 's r ights hereunder . 

ARTICLE XIII 

MISCELLANEOUS 

13.1 The Bank and the Lessee agree that : 

a) All schedules annexed hereto are and shall form a n integral pa r t of this Agreement. 

b) This Agreement shall be cons t rued according to the laws of (name of the country) 

c) Any notice or request required or permit ted to be given or made by any par ty unde r 
or p u r s u a n t to this Agreement shall be in writing and s u c h notice or reques t shall 
be deemed to be duly given or made when it shall be delivered by h a n d or by 
mail, telegram, cable, telex or facsimile t ransmiss ion to the par ty to which it 
is required or permit ted to be given or made a t s u c h party 's address specified in 
this Agreement or s u c h other address of s u c h par ty a s shall be designated by 
notice to the party giving s u c h notice or making s u c h request . 

d) Neither any delay in the exercise or omission to exercise any right, power or 
remedy accruing to the Bank, whether unde r or p u r s u a n t to this Agreement or 
otherwise, nor the failure of the Bank to require payment from the Lessee, when 
due, of any s u m owing hereunder , shall impair any right, power or remedy accruing 
or available to the Bank, nor shall any s u c h delay, failure or omission be cons t rued 
as a waiver of any default of the Lessee, nor shall s u c h delay, failure or omission be 
cons t rued as excusing the Lessee from fu tu re performance. 

e) All s t amps duties, registration fees, excise dut ies and other dut ies taxes a n d 
surcharges if any, levied, imposed or payable in respect of this Agreement or 
the t ransact ion herein contemplated directly or indirectly, shall be paid by the 
lessee. If any of the foregoing is paid by the Bank, the Lessee shall forthwith 
on demand reimburse to the Bank in full and without deduction all such amounts 
paid by the Bank. 

13.2 The Lessee agrees and under t akes with the Bank that : 

a) Time shall be the essence of this Agreement. 

b) The Lessee shall affix s u c h plate, label or other mark as may be approved or other-
wise specified by the Bank on each item of the property / machinery / equipment 
indicating tha t it h a s been leased from the Bank and shall ensure tha t s u c h 
plates, labels or marks are clearly visible. 

c) The Lessee shall allow the officers, employees, a n d agents of the Bank or other 
persons authorised by the Bank free and full access to the property / machinery / 
equ ipment leased he reunde r dur ing normal working hours , or immediately 
on request in the case of a n emergency, to inspect, view and examine the s ta te 
and condition of the leased property / machinery / equipment and for tha t purpose 
the Lessee shall permit the Bank and the aforesaid officers, employees, agents and 
persons to enter the premises where the leased property / machinery / equipment 
may be stored or installed or may be in use or operation. 



d) This Agreement together with the schedules executed hereto, const i tutes the 
entire Agreement between the Bank and the Lessee and there are no promises, 
terms, conditions or obligations, oral or written, relating to the subject mat te r 
hereof other t h a n those contained in this Agreement and this Agreement may 
be modified or amended only in writing properly executed by the part ies. 

e) The Lessee shall promptly inform the Bank of the occurrence of any event of 
default or of any event or condition which is likely to have an adverse effect on the 
operations, profits or bus iness of the Lessee. 

f) The Lessee shall f u rn i sh to the Bank s u c h Information, documents and certificates 
a s the Bank may from time to time reasonably require in relation to the location, 
use and operation of the property / machinery / equipment or any item thereof 
and generally in relation to the bus iness and operation of the Lessee and its 
accounts , including s u c h Information, documents and certificates as the Bank 
may require for the purposes of or in connection with the preparat ion, filing, 
processing of Income tax r e t u r n s and assessment of income tax and other taxes 
payable by the Bank or for the purposes of audit of the Bank. 

g) This is an agreement of lease only and unti l the full Purchase Price h a s been paid 
to the Bank the Lessee shall not become the owner of the property / machinery / 
equipment leased he reunder and unde r no c i rcumstances whatsoever shall 
the Lessee be considered as the agent of the Bank for any purpose whatsoever. 

13.3 The Lessee hereby warrants , represents and under t akes as unde r : 

a) tha t the Lessee h a s full power, capacity and authori ty to execute, deliver and 
perform this Agreement and h a s t aken all the necessary actions, author isa t ions 
and approvals (corporate or otherwise) to author ise the taking on lease of the 
property / machinery / equipment u p o n the te rms of this Agreement and to 
author ise its execution, delivery and performance of this agreement and the 
Lessee under t akes to keep s u c h author isa t ions effective and in force during 
the entire t e rm of the lease hereby granted or any renewal thereof and till the 
full Purchase Price of the proper ty /machinery / equipment h a s been paid to 
the Bank. 

b) tha t the execution of this Agreement and the use and operation of the property / 
machinery / equipment by the Lessee shall not contravene any law, rules and 
regulat ions the Lessee is subject to. 

c) tha t it shall f u rn i sh to the Bank its annua l audi ted balance sheets (May be relaxed 
by the Bank at its sole discretion for an individual) and profit and loss accounts 
together with s u c h additional financial s t a tements in such form and containing 
s u c h par t iculars as may be required from time to time by the Bank; 

d) that every s ta tement and representation made and every Piece of information 
provided by the Lessee in this Lease Agreement or In relation thereto is t rue and 
correct; 

e) t ha t since the Lessee is not the owner of the property / machinery / equipment , and 
unti l the full Purchase Price of the property / machinery / equipment h a s been 



paid to the Bank the Lessee shall not claim any relief by way of any deduction 
allowance or grant available to the Bank as the owner of the property / machinery/ 
equipment under the Income Tax or other laws or rules or regulations and shall 
not do any thing by which the Bank may be deprived of such allowance or grant. 



IN WITNESS WHEREOF the part ies hereto have executed this Agreementon the day a n d year 
hereinabove first written: 

SIGNED AND DELIVERED by SIGNED AND DELIVERED bY 

Bank Limited 
the Bank within named, th rough 
its duly const i tuted at torney. 

the Lessee within named, p u r s u a n t to 
resolut ions of its Board of Directors 
passed on 

1. By 

Name 

Designation. 

2. By 

Name 

Designation 

1. By 

Name 

Designation. 

2. By 

Name 

Designation 

WITNESSED 

By 

Name: 

Designation: 

By 

Name: 

Designation: 



SCHEDULE A 

This schedule shall be at tached to and form an integral par t of theLease Agreement 
dated between Bank Limited and 

The Lessee authorises the Bank to procure the undernoted property / machinery /equipment to 
be leased subject to the terms of the aforesaid Lease Agreement between the parties, at the rate 
and for the term specified herein. 

1. Type of property / machinery / equipment 

Make 

Accessories / a t tachments 

2._ 

3. 

Monthly/Quarterly Lease rent (currency and amount) Period of Lease 

Security deposit (currency and amount) 

months. 

Late payment/delayed purchase of the asset by the lessee penalty (currency and amount) per day. 

Commencement date of Lease 

Place of delivery 

Schedule of Purchase Price: 

Number of months after 
commencement of lease 

Date : 

Purchase Price 
(Currency and amount) 

By (Signature) 
Name (Duly Authorised Signatory of the Lessee) 



SCHEDULE B 

RECEIPT FOR PROPERTY/MACHINERY/EQUIPMENT 

The underno ted property / machinery / equipment have been received complete in all respect 
and in good working order a n d condition. 

Type of property / machinery / equipment 

Make 

Accessories / a t t achment s 

Delivery a t 

Signed on behalf of Lessee 

Name of signatory 

1. 

2. 

3. 

on 



APPENDIX 7 

SYNDICATION MUDARABA AGREEMENT 

THIS AGREEMENT is entered Into this day of 2 0 0 

BETWEEN 

(Name of Institution ) a company duly organised under the laws of {name of country) having its 
registered office at (address) hereinafter referred to as the Mudarib, 

AND 

(name of the investing company, a company duly organised under the laws of (name of country) 
having its registered office at (Address) (hereinafter referred to as Rab Al-Maal). 

WHEREAS, the Mudarib is a financing institution offering financial services, including but not 
limited to the investment of funds in short- and medium-term transactions in accordance with 
the Islamic Sharia; 

WHEREAS, the Mudarib is currently entering into a Murabaha Financing Agreement with (name 
and address of client) (referred to as the Client) to finance the acquisition of materials (referred 
to as the Goods) 

WHEREAS,the Rab Al- Maal desires to invest, among other investors, an amount of (currency 
and amount ) for the financing of the said Goods in accordance with the terms and conditions 
of the Murababa Financing Agreement dated between (name of institution) as 

Mudarib and (name of client). 

THEREFORE, the parties hereto agreed upon the following : 

CLAUSE 1 

The above preamble shall form an integral part of this Agreement. 

CLAUSE 2 
The Rab Al-Maal hereby agrees to entrust to the Mudarib an amount of (currency and amount) 
to be invested together with the other investors' funds for the purpose of acquisition of the Goods 
specified in the Murabaha Financing Agreement. S u c h amount shall be remitted to the Mudarib 
upon written request sent by the Mudarib to the Rab Al-Maal. The said remitance shall be made 
4 working days before the effective date of Murabaha financing. 



CLAUSE 3 

The Mudarib undertakes to invest the amount entrusted to it by the Rab AI- Maal together with 
the funds of the other investors in the acquisition of the Goods in accordance with the terms 
and conditions of the Murabaha Financing Agreement. All the Murabaha Financing documents 
will be made out in the name of the Mudarib, and will be held by him on behalf of the Rab Al-
Maal and the other investors. 

CLAUSE 4 

The Rab Al- Maal h a s independently studied and is satisfied with the Murabaha financing. The 
liability of the Rab Al- Maal is, however, limited to the funds entrusted to the Mudarib in accor-
dance with this Agreement. 

CLAUSE 5 

The Mudarib undertakes to maintain the funds entrusted to it separate from its own asse t s and 
away from the claims of its creditors. 

CLAUSE 6 

The profit generated from the Murababa Financing Agreement shall be distributed on a pro-rata 
bas is to the investors including the Rab Al-Maal as follows: 

% of the profit on a pro-rata bas is to the Rab Al-Maal; 
% of the profit to the Mudarib. 

The profit distribution formula may be amended by the mutual written agreement of both par-
ties, 

CLAUSE 7 

The Mudarib shall pay to the Rab Al-Maal its part in the profit received with respect to the 
investments made in accordance with the Murabaha Financing Agreement not later than the 
following working day as of the date of any payment received whether on principal, profit or any 
other cause whatsoever. 

CLAUSE 8 

8.1 The Mudarib's obligations to make payments to the Rab Al-Maal under this Agreement 
in respect of the Rab Al-Maal's investment is conditional upon the Mudarib receiving the 
corresponding pa3Tiients from the client in accordance with the Murabaha Financing 
Agreement dated 

8 .2 It is understood and acknowledged by the Mudarib that any collateral or security held in 
the Mudarib's name is for the benefit of the Mudarib, the Rab Al-Maal and the other 
investors on a pro-rata basis . 

CLAUSE 9 

As provided by the Islamic Sharia, the Mudarib is liable for any loss of the capital invested under 
this Agreement only if it is proven that the Mudarib h a s breached the conditions of this 
Agreement or proven to be negligent in keeping or managing the said capital. 



CLAUSE 10 

In case of default of the client, the Mudarlb shall Inform the Rab Al-Maal and the other investors 
and take necessary action on their behalf as it deems fit to protect their interest. 

CLAUSE 11 

This Agreement shall be governed by the law of (name of the country) to the extent permitted 
by the Islamic Sharia. Any dispute arising between the parties shall be submitted to the 
ordinary courts in (name of country). 

CLAUSE 12 

This Agreement shall enter into effect on_ 
to 

. and shall continue to be valid up 

Name and signature of Mudarib 
(Duly authorised signatory) 

Name and signature of Rab Al-Maal 
(Duly authorised signatory) 

Witnessed : 

1. Name : 

Signature : 

2. Name : 

Signature : 

TST.AMTr. RANKINO / I j tTS OPPRATIONS l.'̂ Q 
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