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F O R E W O R D 

The Anthology of Islamic Banking is the first 
major publication of its kind in which writers 
from all over the world have contributed to 
defining the fundamental features of Islamic 
banking and finance. 

The speed with which the financial world has 
accepted Islamic banking as an alternative sys-
tem has surprised even its pioneers. Islamic 
banking has been growing at an annual rate of 
10 per cent over the past 10 years, the markets 
current size is estimated at US$200 billion. 

When Islamic banking was launched over two 
decades ago, people were sceptical of its suc-
cess. As a value-based system with emphasis on 
ethics, justice and fairness derived from the 
Qur'an and Sunna, it was a viewed upon as an 
Utopian dream. 

However the Islamic financial system is becom-
ing increasingly accepted in Muslim and non-
Muslim countries alike. Today more than 200 
Islamic financial institutions are functioning in 
different parts of the world, managing vast 
funds. Islamic banking has expanded outside 
the traditional borders of Muslim economies 
into western countries where traditional bank-
ing is followed. "Forty-eight developing and 
emerging market countries, representing 
almost one third of all member countries are 
increasingly involved, with varying intensity in 
Islamic banking". (Working paper IMF). 

The progress of Islamic banking is all the more 
remarkable considering the hurdles it had to 
overcome. It has reached the present stage 
through a process of gradual evolution. When 
Islamic banking was set up in the late seven-

ties, there were only a few people that were well 
versed in its concept and operations. They had 
no precedents to rely on nor past experience 
on the practice of Islamic banking to draw 
.upon, there were hardly any trained personnel 
in this field and there was a shortage of 
Shariah scholars. In fact there were serious 
hurdles that had to be overcome. The efforts of 
Muslim scholars, economists, jurists and 
bankers have developed Islamic banking as a 
workable alternative to conventional banking. 

Seminars, conferences, lectures and workshops 
are regularly set up by organisations to discuss 
various issues effecting Islamic banking. This is 
imperative in order to enhance the future 
growth, credibility and competitiveness of the 
Islamic banking industry. 

The papers in this publication, mostly pub-
lished in the Institute's monthly journal New 
Horizon, are included in the Anthology. The 
papers have been organised in 12 parts by sub-
ject. 

• Islamic banking - concepts and values 
• Development of Islamic banking; 
• Islamic Economics and the Monetary system 
• Islamic financial markets 
• Islamic financial products 
• Accounting and Taxation; 
• Islamic Insurance; 
• Zakat; 
• Shariah and Supervision; 
• Research and Development 
• Reflections 
• Possible problems and future challenges. 



It is hoped that the Anthology will help its read-
ers to understand how Islamic banking has 
evolved over the last two decades. They shall 
get a clear picture of the concept and opera-
tions of the system. 

I gratefiilly acknowledge the efforts of the con-
tributors of the papers who will have made a 
lasting effect on the growth of Islamic banking. 
They have ensured for themselves a place as 
pioneers in the field of Islamic banking. 

I thank Ms Stella Cox for her introduction to 
the Anthology, she has worked in the Islamic 
financial sector for 15 years and has vast prac-
tical experience of Islamic banking. 

My thanks also to Ms ASMA SIDDIQI for edit-
ing the Anthology, she undertook the work with 
great dedication and ability. Her knowledge of 
the concept and operations of Islamic banking 
acquired over the years including her position 
as former Editor of New Horizon and legal 
expertise as barrister at law enabled her to do 
justice to this difficult assignment. 

My gratitude to Zafar Malik for designing the 
Anthology. He has designed most of the 
Institute's publications and has added his artis-
tic touch to many of our works. 

MUAZZAM ALI 
Chairman 
Institute of Islamic Banking & Insurance 



I N T R O D U C T I O N 

The reformation of banking practice by and 
for the Muslim world was surely one of the 
principal financial challenges of the last cen-
tury. During the 1970's his Royal Highness 
Prince Mohammed A1 Faisal A1 Saud and Mr 
Muazzam Ali attended a London dinner. 
During discussions that focused on the 
prospects for, and likely structure of, an 
Islamic banking system, pre-eminent interna-
tional bankers remained politely sceptical. 
Little more than 20 years later the industry 
has undoubtedly demonstrated that it is not 
only feasible but also viable. Over the past few 
decades the dream of a number of prominent 
individuals has crystallised into an indepen-
dent financial marketplace that is increasingly 
able to penetrate the corners of the globe. 
Dynamic asset growth has initiated an ever 
increasing momentum that is now sought 
after by those same institutions that initially 
harboured significant doubts about the 
Islamic banking movement, and the ability of 
its early promoters to sustain it. 

Alongside the many institutions now actively 
participating in the Islamic financial sector 
are a number of individuals and organisations 
that have sought to accelerate the develop-
ment of our industry through their own chan-
nels of promotion and financial support. It is 
appropriate here to make specific mention of 
the initiatives of the Institute of Islamic 
Banking and Insurance in London. 
Throughout its existence, the Institute has 
remained true to its objective of promoting 
the Islamic financial sector and has endeav-
oured to implement educational programmes 
that have benefited institutions and individu-
als alike. Its regular interactive seminars and 

courses, in combination with its distance 
learning programme, offer unrivalled oppor-
tunities for professional development. The 
Institute's impartial, independent approach 
has served to foster stronger relationships 
between the many different entities partici-
pating in the market, and has encouraged 
product development through combined abil-
ity and co-operation. 

This compendium is the culmination of 10 
years of sustained efforts on the part of the 
Institute. It brings together perspectives, indi-
vidual viewpoints, focused research and prac-
tical solutions at both macro and micro levels 
from a wide number of esteemed academics, 
financial practitioners and professionals work-
ing within our industry during the past two 
decades. The shared experiences and practi-
cal themes will be of immense value to those 
wishing to gain greater understanding of the 
historical development of Islamic banking. 
There is relevance to those seeking an insight 
of both the structure of the marketplace and 
the scope of financial engineering within it 
and, indeed, to all others that aspire to 
become the innovators of the future. Perhaps 
most importantly, we are reminded, through-
out, of the ethical values that inspired the 
Islamic banking movement and that must 
continue to underpin all of our initiatives. 

Whilst we can begin this new millennium on a 
very positive note, there are ongoing ineffi-
ciencies that need to be addressed. We must 
nurture all that has been achieved to date 
whilst avoiding complacency and finding solu-
tions to existing problems that will continue 
to strengthen Islamic economic and financial 



practice and maintain its growth curve. This 
can be achieved, Insh'allah, though sharing of 
ideas and experiences so that the levels of 
education and depth of knowledge are broad-
ened throughout the industry. 

Islamic banking community and its observers 
now have an unprecedented opportunity to 
review and refer to their work, to learn from 
it and, hopefiilly, to put it into practice 
through ownership of this book. 

I feel particularly privileged to have worked 
with some of the individuals that have con-
tributed to this book and to have attended a 
number of lectures delivered by others. The 

Stella Cox 
Managing Director, 
Dawnay Day Global Investment Ltd 



P A R T O N E 

Islamic Banking -
Concepts and Values 





A State of Trusteeship 

H R H P R I N C E M O H A M M E D A L - F A I S A L A L - S A U D 

There are many misconceptions in the minds 
of both the West and the East about each 
other, and the underlying principles of life 
and work, and the work ethic in their 
respective societies. Historically, the 
misconceptions that were extant during the 
last two centuries are still with us. 

The eighteenth and nineteenth centuries 
were centuries of confrontation between the 
two societies. Today, in the twentieth century, 
that confrontation is no longer there, but our 
thinking in both societies has not developed 
with the realities of the situation. However, 
today, we see that there are a lot of examples 
of co-operation between the two societies, 
hopefully for the good of mankind. 

To explain Islamic banking and the 
difference between it and the banking system 
in the West, and whether these two systems 
can work together, is difficult, because on one 
side we have a developed system that has been 
aggressively adjusting and developing new 
methods for a few centuries, and on the other 
we have a system which has been dormant and 
neglected until recently. 

In order to understand the system, the 
most important thing is to understand the 
basic, underlying philosophy that governs its 
actions. 

Basically, the Islamic system of economics 
has very little variation between it and the 
economic system in the West. T h e difference is 
in the basic philosophy, not in the 

implementat ion and the instrumentalities. 
T h e payment of interest is the most glaring 
difference, and it concerns itself with one of 
the economic institutions in the system, which 
is banking. But an economic system consists 
not only of banks; it is a whole infrastructure 
of institutions that have developed over the 
years, based on concepts and theories. 

T h e basic oudook of Islam on wealth - and 
wealth, after all, is the end result of business -
is that man, being created as a vicegerent of 
God in this world, is required to adhere to a 
certain system of rules. He has a duty to 
optimise his use of God's gifts, that he has 
been given in this world as a trustee. So this 
concept has an implication, for instance, on 
the definition of ownership. T h e Islamic 
businessman, and the Muslim individual, is 
not a free agent in ownership. 

The concept of personal ownership does 
not exist in Islam. T h e corresponding concept 
in Islam means that you are a trustee, whether 
it be of money, natural resources, or other 
attributes. • 

This basic underlying concept is very 
impor tan t to unde r s t and when you are 
dealing with an Islamic environment in the 
business area. It has implications on what is 
built upon it, whether they be institutions or 
individual transactions in the field. So this is 
very important and I am afraid that not only 
is it not known in the West, but even most 
Muslims have forgotten it. 



But they are coming back to it now. It 
would be very difficult to explain the details of 
the little part that we are playing through Dar 
al-Maal or other organisations on the banking 
side. At the beginning, when we were starting 
our work, I was in London talking to some 
bankers and they were asking what Islamic 
banking was. After I had explained to them 
what it is, one of them came up and said, "But 
this is not banking!". I said: "But it depends 
on your definition of banking." 

Unfortunately, I think, in the West, 
banking has been redefined by a very narrow 
concept. Essentially, banking in the West is 
mostly giving credit, and credit is tied to a 
certain price index that is the interest rate. 
But to any economist, and especially a Muslim 
economist, banking has a much wider 
definition. Our definition of banking in our 
system, which should also apply in the 
Western sense, is that it is a channel of 
monetary resources between the people who 
have the money and the people who use it. 

So, taking that definition into account, 
one can see more clearly what we are talking 
about when we say 'Islamic banking'. We have 
also to be careful - a lot of our co-religionists 
are congratulating themselves because Islamic 
banks are beginning to be established and 
they think that we have done it all. May I 
remind them that banking is just a small part 
of a whole, a whole that is an economic system 
with an underlying philosophy which has 
moral, legal and financial implications all over 
the world. 

Also, somehow, somewhere, and here I 
fault mostly the Muslims themselves, Islam bas 
become an obscure historical curiosity, like the 
Pharaohs or the old Greeks and so forth, and 
the thinking in the world is that this is a 
curious field appropriate for specialists to 
research, but it has no application in the 
modern world. Well, what is the modern 
world? 

We have to distinguish what we call 
'civilisation' and what has wrongly become, in 
the minds of people and especially in the 
minds of Muslims, the definit ion of 
civilisation, which is technology. Civilisation is 

a set of values, a set of beliefs; technology is a 
service to civilisation, to make life easier for 
people and to help them in getting through 
this life. 

We as Muslims have been in awe of the 
West because of its development of 
technology. However, when we take things 
back to basics, and look at civilisation, we are 
convinced that there is a contribution that 
Islam can make to the world. This is another 
point that has to be made if people are trying 
to work in an Islamic environment and 
understand it. 

Islamic banking is essentially the 
collection of monetary resources, and their 
distribution for the activities that make up an 
economic system. The matter of interest - the 
Arabic word for it is riba, which can translate 
both into interest or usury, the two are the 
same - is a basic difference between the 
conventional and Islamic systems. 

In the West, traditionally, usury has been 
defined as excessive charges of interest. In 
Islam, any charges, excessive or not, are 
considered usury. We have to find another way 
of doing business, and of playing the role that 
is essential for economic development, 
because banks as channellers of funds between 
the saver and the entrepreneur, are an 
essential part of doing business today. 

Therefore we have to find the mechanisms 
and the instrumentalities that can solve this 
problem in the Islamic world, where there is 
today contradiction between belief and 
culture, and the requirements of modern 
business dealing. 

In the late 1960s, some of us thought and 
could anticipate what is now called an 'Islamic 
resurgence', we realised that these problems 
would have to be faced, and started working 
towards developing new methodologies in 
order to meet the needs of our new society, to 
avoid the possibilities of ' fundamental ism' and 
extremism, because if you have a situation 
where there is a contradiction between life and 
belief, the result will be either disappointment 
or violent reaction. We tried to anticipate this 
by channelling our efforts towards pi'oductive 
endeavour. 



One of these is the idea of the Islamic 
banking system. We went to the field 
immediately without any preparation, because 
we needed to create the impetus that would 
invite the research and development of 
systems. Until recently, a library would have 
no references to the Islamic economic system, 
or Islamic banking. 

There is a lack of research in the field. 
Very few people can really answer the 
questions that are in the minds of people, and 
especially of businessmen who want to do 
business, who want to understand and want to 
get on with the job. So we are in the process of 
developing and promoting R&D, in order to 
develop the body of infrastructure that is 
needed for Islamic banking, as part of a whole 
Islamic economic system. 

We are developing our institutions. The 
past fifteen years have been, if we can talk in 
the sense of a product, in the laboratory stage. 
Our laboratory was the world. We are 
beginning to see some aspects of the final 
working models, which still need some 
development. So when we talk about Islamic 
banking, it must be understood that it still is 
in the experimental stage. 

As for its being possible to work with it -
yes. After all, our example, our Prophet, was 
a trader. He was a successful trader. The 
concept that Islam frowns on business is a 
misconception, and purely based on Western 
experience. In the Bible, business is not 
looked upon as a very meritorious activity, and 
therefore the West has tended to apply that to 
the Qur'an, while in the Qur 'an there is a legal 
framework of basic concepts for business. 

And the difference between the Qur'an and 
the Bible is that the Bible is a value-system, and it 
deals with the spiritual, while the Qur'an is not 
only spiritual, it also has a juridical side to it. We 
believe that this is the Word of God, but that it 
does not differ from any other legal system in the 
sense that it tries to set parameters for the 
interactions of people with themselves and their 
environment for the good of all society. TTie only 
difference is that we claim a higher source, which 
is God. 

We could go into the details of how we do 

our mumbaha or mudamba, but if the 
underlying principles are not understood 
then it will be difficult to understand the 
contract itself. 

We need to develop a legal framework 
on which to operate. Most of the Third 
World has a very primitive legal system; they 
haven't been as fortunate as the West in 
developing it. We as Muslims - and the 
Muslim world is a major par t of the Thi rd 
World - suffer the same problems as the 
Third World, where the legal infrastructure 
is not as developed as in the West. 

But it must be unders tood that the 
underlying force in the Muslim world is the 
Islamic system, so it is essential to understand 
it. There has to be a real effort on both sides, 
whether it is the West or the Islamic world, to 
educate themselves on the practice and on the 
underlying principles on which these two 
societies operate. 



Overview of Islamic Banking and Finance 

D A P H N E B U C K M A S T E R 

1. What is Islamic Banking and Finance? 
Islamic banking and finance is part of the 
broader concept of Islamic economics, one 
aim of which, as suggested by Islamic scholars, 
is the introduction of the value system and 
ethics of Islam into the economic sphere. 
Because of this ethical foundation. Islamic 
banking and finance for many Muslims is 
more than a system of mere commercial 
transactions. Following Islamic precepts in 
financial transactions is viewed by many as a 
religious obligation. The ability of an Islamic 
institution to attract investors successfully may 
depend not only on the profitability of that 
institution, but also on the perception that the 
institution faithfully observes Islamic religious 
restrictions. 

T h e central feature of the Islamic banking 
system is the prohibition in the Qur'an of the 
payment and receipt of riba, or interest. A 
closely related principle set forth in the 
Qur 'an is the prohibi t ion of gharar, or 
speculation. Both of these prohibitions were 
extended and elaborated on by the Prophet 
M u h a m m a d th rough the Sunnah. T h e 
Qur'an, which is the Islamic holy book, and 
the Sunnah, which are the deeds, statements 
and unspoken approvals of Muhammad, are 
the two main sources of Islamic law, commonly 
referred to as the Sharia. 

Although riba in a broad sense means any 
unlawful advantage by way of excess or 
de fe rment , in the context of financial 

transactions it is commonly understood to 
mean any form of interest. In recent years, 
there has been an at tempt on the part of some 
Islamic law scholars and Islamic financial 
institutions to re-examine interest, or usury. 
That debate now appears to be over, however, 
and the prohibition of riba continues to be 
viewed as a prohibition of all interest. 

T h e under ly ing policy beh ind the 
prohibition o{ gharar is the protection of the 
weak against exploitation by the strong. This 
policy has led to the formulation of a rule of 
general application to the effect that all 
transactions should be devoid of uncertainty 
and speculation. Islamic jurists believe that 
this objective can only be achieved if the 
contracting parties have complete knowledge 
of the terms of the transactions in which they 
engage. 

T h e Islamic financial system rejects the 
concept that a borrower is liable for the 
repayment of the funds borrowed and a 
p r ede t e rmined re turn on those funds , 
regardless of the pe r fo rmance of the 
borrower's business. U n d e r the Islamic 
system, this rejection of interest is replaced 
with the concept that the lender is to assume 
the risks of the borrower's business and share 
in the profits and losses of that business. 
Money is not considered to be capital on 
which a return may be obtained, but only 
"potential capital" requiring the services of an 
entrepreneur to put it to actual productive 



use. The lender who advances money for 
trade or production can only contract to 
receive a share of the profit, because he is just 
a part owner of the enterprise's capital and 
has to share in the risk of the enterprise. Put 
simply, the Islamic financial system replaces 
debt financing with equity financing. 

All the traditional Islamic financial 
instruments derive their legitimacy and 
validity under Islamic law from the fact that 
either the Prophet himself adopted them or 
they were in practice in his time and he either 
expressed his approval of them or did not 
prohibit or make any changes in them. 
Hence, the preferred Islamic investment 
vehicles of mudaraba and musharaka have been 
specifically approved. Likewise, other 
instruments such as ijara and murahaha, rely 
on similar authority for their validity under 
Islamic law. 

In subsequent years, Islamic jurists 
analysed the transactions approved or 
disapproved by the Qur'an and Sunnah in an 
effort to determine those interests which the 
Sharia sought to ensure and those practices 
that were to be avoided. This methodology 
has enabled Islamic jurists to work out the 
details of the instruments that were prevalent 
during the time of Muhammad (Pbuh). Most 
importantly, this methodology provided a 
mechanism whereby Islamic law could keep 
pace with changing times. It is important to 
note that in its application to business and 
finance, the Sharia recognises change and, as 
a policy, encourages flexibility and 
commercial practices, provided those 
practices are consistent with certain broad 
limitations. 

2. The Islamic Financial Market 
Today, some commentators estimate that 
Islamic financial institutions are present in 
more than 45 countries. The amount 
controlled by these institutions is estimated to 
range from $50 billion to over $100 billion. 
Although Islamic institutions are concentrated 
in the Middle East and Africa, there is a 
growing Islamic banking presence in South 
East Asia and Sub-Saharan Africa. Islamic 

financial institutions have also made an 
appearance in Europe and North America. 

The amount controlled by Islamic 
institutions, while large in absolute terms, is 
modera te in comparison with the total 
financial resources of the regions in which 
they operate. It is sometimes suggested, 
perhaps unfairly, that Islamic financial 
institutions have not been as successful as they 
could be in tapping the Islamic market. 
Modern Islamic finance is a relatively recent 
phenomenon, and its growth has come in the 
context of a world financial system that is 
interest-based. Undoubtedly, a significant 
port ion of the Islamic populat ion has 
reconciled its religious beliefs with the 
interest-based banking system and views 
Islamic banking as just another investment 
alternative that may not be consistent with its 
financial objectives. But what are some of the 
reasons that Islamic financial institutions have 
have not been as successful as they might be in 
attracting funds from the population that 
would prefer to invest its funds in an 
Islamically acceptable manner? 

Perhaps the most significant reason is the 
doubt held by some investors that the 
financial investments offered by Islamic banks 
truly comply with Islamic requirements, in 
substance as well as in form. For example, 
when Pakistan officially converted to an 
Islamic financial system, the banks in Pakistan 
simply changed the terms applicable to their 
transactions and began to charge a "mark-up" 
ra ther than "interest". T h e resulting 
scepticism of the Islamic investing public was 
not surprising. 

Another important reason that Islamic 
institutions are hindered from obtaining more 
funds, or perhaps are reluctant to seek those 
funds, is a perceived lack of acceptable 
financial instruments in which those funds 
may be invested. The lack of suitable 
investments into which Islamic institutions 
may deploy their funds is reported to have 
caused an excess liquidity problem for some 
institutions, which may have an impact on the 
profitability of those institutions and the 
returns paid to their shareholders and 



investors. Another segment of the Islamic 
investing public interprets Islamic banking to 
mean intra-regional co-operation between 
Muslim states and consequently questions the 
investments made by Islamic banks in the 
West. Finally, it is not clear that Islamic 
investors have a robust appetite for risking 
their capital, which is one of the fundamental 
principles of Islamic finance. 

The establishment of Islamic financial 
institutions is a relatively recent phenomenon. 
One of the first Islamic banks was set-up in 
Egypt in 1963; a second institution by the 
same sponsor was established in Egypt in 
1972, this time with the financial support of 
the Egyptian government. Although the 
origin of modern Islamic banking was in 
Egypt, it probably would not have developed 
as an important financial force without the 
strong support-of Saudi investors. In 1975, 
with the support of the Saudi Arabian 
government, the Islamic Development Bank 
was established as an Islamic multi-lateral 
lending agency to promote economic 
development and trade between Muslim 
countries. The same year, the first private 
Islamic bank, still in existence, the Dubai 
Islamic Bank, was set up. As was expected, all 
the new Islamic banks received a very warm 
welcome. In the Sudan, the Faisal Islamic 
Bank took in US $10 million in deposits on its 
first day of operation. From its opening in 
1977 to 1984, deposits at the Kuwait Finance 
House doubled almost every year. 

The biggest Islamic bank is the A1 Rajhi 
Banking & Investment Company of Saudi 
Arabia, with capital of approximately $1 
billion. AI Rajhi has a presence in London in 
the form of the Al Rajhi Company for Islamic 
Investments, and it also owns the Islamic 
Finance House of Luxembourg. 

The Al Baraka group, also from Saudi 
Arabia, is considered to be the second largest 
Islamic banking group. Al Baraka was a 
licensed deposit-taker in England until 1993. 
Al Baraka has a very visible presence in many 
places. It maintains several finance offices in 
the United States, particularly in Houston, 
Chicago and Pasadena. 

Dar Al-Maal Al-Islami (DMI), 
headquartered in Geneva, is the third largest 
Islamic financial institution. Most of its 
deposits come directly from its Jeddah office 
or through its offshore banking unit in 
Bahrain. DMI has subsidiaries or affiliates in 
several countries in the Middle East and South 
East Asia. The Kuwait Finance House, 
established in 1977, is the fourth largest 
Islamic financial institution. It is owned 
almost entirely by the Kuwaiti government. 

Although it is common to use the terms 
"Islamic banks" and "Islamic banking", the 
current trend is away from the terms "bank" 
or "banking". Instead, the terms currently 
preferred are "Islamic finance and 
investment" and "Islamic financial 
institutions". There are two reasons for this 
shift. First, Islamic financial institutions have 
sought to distinguish themselves f rom 
Western banks, which are identified with the 
conventional debtor-creditor relationship. 
Second, some Islamic banks feel that the use 
of the terms "bank" or "banking" does an 
injustice to the spirit of their operations and 
should therefore be avoided. 

There are three basic sources of funds for 
Islamic banks: equity capital, transaction 
deposits and investment deposits. Equity 
capital, of course, represents the owners' 
investment and, like investors in Western 
banks, the owners of Islamic institutions 
expect to make a reasonable profit on their 
investment. Transaction deposits are the 
equivalent of demand deposit accounts in a 
conventional bank. The funds on deposit do 
not accrue any type of return and are available 
on demand. The depository institution is 
liable for the full return of the deposit. 
Investment deposits are the principal source 
of funding for an Islamic bank. These 
deposits are quite similar to equity investment 
sbecause there is neither a fixed rate of return 
on the deposit nor a guarantee on the return 
of the principal amount of the deposit. The 
rate of return paid to the depositor depends 
on the contractual agreement between the 
depositor and the bank, which will stipulate 
the manner in which profits and losses are to 



be allocated. Investment deposits can be tied 
to the overall performance of the financial 
institution or can be limited to a specific 
project or investment undertaken by the 
institution. 

One distinct feature of the modern Islamic 
banking movement is the role of the Sharia 
Board, which forms an integral part of an 
Islamic bank. A Sharia Board monitors the 
workings of the Islamic bank and every new 
transaction that is doubtful from a Sharia 
standpoint has to be cleared by it. These 
boards include some of the most respected 
contemporary scholars of the Sharia and the 
opinions of these boards are expressed in the 
form of Fatwas. In addition, the International 
Association of Islamic Bankers, an 
independent body, supervises the workings of 
individual Sharia boards while its Supreme 
Religious Board studies the Fatwas of Sharia 
boards of member banks to determine their 
conformity with Sharia. 

Because of the restriction on interest-
earning investments. Islamic banks must 
obtain their earnings through profit-sharing 
investments or fee-based investments. Profit-
sharing investments are preferred as they are 
considered to be more beneficial to society, 
but they are more difficult to structure and 
implement and are less common than fee-
based transactions. The fee-based transaction, 
known as mumbaha, is essentially a cost-plus 
sale transaction. Islamic financial institutions 
also have the flexibility to engage in leasing 
transactions, including leasing transactions 
with purchase options, and certain other less 
common investments. Islamic law recognises 
the legitimacy of contracts making possible a 
virtually open-ended variety of transactions 
and instruments. The principal constraint, of 
course, is that the transaction does not 
provide for the charging or receipt of interest. 

T h e different structure of an Islamic 
institution, in particular the focus on profit 
-and-loss-sharing transactions, can present 
challenges to the institution's management. 
In making an investment, an Islamic bank 
would not rely primarily on the net worth of 
the borrower. Instead, it would base its 

investment on its analysis of the commercial 
viability of the borrower's enterprise. As 
anyone who has worked with conventional 
project or structured financing can attest, the 
analysis involved in that type of transaction is 
significantly more complicated and risky. In 
addition, investments or financings that are 
dependent on the success of the financed 
enterprise require significantly greater 
monitoring and attention after they have been 
made than do conventional asset-based loans. 
The bank officer needs to have a greater 
degree of experience to handle such 
transactions, and the inability to standardise 
the transactions raises the overall cost of 
investment. 

Another management problem for Islamic 
banks is the challenge of utilising surplus 
liquid funds. At present there exists no 
Islamic money market fund or secondary 
market. As a consequence, money managers 
have few options but to let surplus funds 
remain uninvested. 

The response of Islamic banks to the risks, 
costs and limitations of prof i t - shar ing 
arrangements has been to rely on short-term 
murabaha transactions, the cost-plus resale 
method of financing. This has been used 
mostly in trade finance transactions. Some 
commentators estimate that approximately 
80% of the assets of a typical Islamic 
institution are murabaha transactions. This 
phenomenon has led to the accusation that 
the Islamic banking movement, because of its 
reluctance or inability to invest in long-term 
projects, has failed to promote adequately the 
development of the Muslim world. Despite 
some recent improvement in this trend, the 
financing of longer-term projects continues to 
be a very small port ion of an Islamic 
institution's investment. 

The Islamic banking movement has not 
been confined to Islamic institutions in 
Muslim countries. Western banks have been 
active in Islamic finance from the beginning of 
the movement. At first, their involvement was 
primarily the taking of interbank deposits 
from Islamic financial institutions that had 
attracted retail deposits from the Muslim 



population in tlie countries in which they 
operated. The Western banks that received 
those interbank deposits agreed to use those 
funds in accordance with Islamic principles. 

As western banks became more 
comfortable with Islamic finance, they began 
to establish so-called "Islamic windows" from 
which they would offer their own products. 
Today, Western banks are significant players in 
the Islamic market in their own right. Some 
of the more active Western participants have 
been Citibank, ANZ Grindlays Bank, 
Chemical Bank, Klienwort Benson, Union 
Bank of Switzerland and Goldman Sachs. In 
addition, multi-lateral institutions such as the 
International Finance Corporation and the 
World Bank have been involved in Islamic 
financing. The financings undertaken by 
these institutions are significant and diverse. 
Goldman Sachs, for instance, has arranged for 
the Islamic lease financing of an oil refinery in 
Europe. Citibank International, Klienwort 
Benson and ANZ Grindlays, all based in 
London, are reported to have booked cost-
plus financing, known as murabaha, with a 
value exceeding $10 billion in 1993. ANZ 
Grindlays handles Islamic fund and cash 
management for its Middle Eastern and Asian 
clients out of its London office. 

Two recent events demonstra te the 
continued interest that Western institutions 
have in the Islamic banking movement. First, 
Citibank has established a wholly owned 
Islamic bank in Bahrain. Second, Albany 
International , the UK subsidiary of 
Metropolitan Life, announced the launch of 
the Median Islamic Equity Fund in Britain. AI 
Median is the first such fund to be established 
by a western insurance company. 

The West's increasing interest in Islamic 
finance is further evidenced by an ongoing 
research project at Harvard University. In a 
collaborative effort of the law school, the 
business school and the Centre for Middle 
Eastern Studies, research is being undertaken 
in order to arrive at a more thorough 
assessment of the Islamic financing structures 
currently in use. This research effort, which is 
expected to be completed in 1996, has 

received the support and attention of several 
Islamic financial institutions. 

Although the Muslim population in the 
United States, which is estimated at 6 to 8 
million people, is now significant, only a 
limited number of Islamic finance and 
investment opportunities are available. One 
of the first opportunities was the Amana 
Income Fund, a mutual fund investing only in 
US traded common stocks of companies that 
do not engage in un-Islamic activities. In 
1994, a companion growth fund was 
established to attract Islamic investors 
interested in a more aggressive investment 
approach. 

In the late 1980s, the AI Baraka group 
made an effort to establish finance offices in 
several cities in the United States. T h e 
principal purpose of these offices was to 
engage in home finance for the Muslim 
population and other acceptable activities. 

Recently, a financial institution known as 
the Muslim Credit Union received the 
permission of the regulatory authorities in 
Pennsylvania to establish a credit union in 
Philadelphia that would serve that area's 
100,000 Muslims. The Union will be 
operating on a cost-plus basis rather than 
charging interest. 

3. Conclusion 
Although the principles of Islamic finance 
originated centuries ago, the modem Islamic 
banking movement is a recent phenomenon. 
Some of the advances it has made have been 
impressive, and it is clear now that the 
movement is not merely a passing fad. Islamic 
finance is likely to continue flourishing in the 
Middle East and the Muslim countries of 
Southeast Asia, and its presence is likely to 
grow in the North America and Europe as 
well. As a new movement, many of its practices 
are in a formative stage. It is that condition 
which presents opportunit ies for creative 
financiers to refine and reformulate those 
practices in a manner consistent with the 
modem requirements of finance and 
economic development. 



General Characteristics of 
An Islamic Economic System 

ABBAS M I R A K H O R 

Introduction 
Although Islam has provided a blueprint of 
how a society is to be organised and how the 
affairs of its members are to be conducted in 
accordance with its prescriptions, the system 
itself has not been applied, with the exception 
of a brief period at the inception of Islam, in 
its entirety. Only in recent decades have the 
Muslims become interested in the society-wide 
implementa t ion of Islamic teachings. 
Accordingly, theoretical research regarding 
the Islamic economic system and its 
application to present-day economies is in a 
stage of infancy. What differentiates Islam 
from other systems of thought is its unitary 
perspective, which refuses to distinguish 
between the sacred and the profane and which 
insists that all of its elements must constitute 
an organic whole. Consequently, one cannot 
study a particular aspect or part of an Islamic 
system, say its economic system, in isolation 
without a knowledge of the conceptual 
f ramework. Moreover, Islam postulates a 
unique relationship between Allah, man, the 
society and the Divine Law. This relationship 
directly affects the workings of the economic 
system. Therefore, to understand the way in 
which the economic affairs and institutions are 
to be organised in an Islamic system, it is first 
necessary to comprehend the nature of this 
relationship. 

The Model of Man 
Islam teaches that Allah is the One Creator 
and Sustainer of the Universe and of man. 
Man, however, is unique within the created 
order, as he is the objective and the synthetic 
fruit of the process of creation, and he 
possesses a dual dimension. His body 
constitutes his cosmic dimension, which is the 
essence of all that exists in the world of matter 
and through which he is connected to the 
material world. He also possesses an acosmic 
dimension through his soul, which is in a state 
of ceaseless journeying and Allah is the goal 
toward which it is oriented. This journey is a 
becoming process and an evolutionary process 
towards perfection, which for man contains 
the potentiality of entrance into all levels of 
intellectual and spiritual achievement leading 
to the final meeting with Allah. 

For man, the recognition and constant 
remembrance that everything in the Universe 
is cont ingent u p o n Allah entails a 
simultaneous understanding that the proper 
relationship between man and Allah is the 
relationship of "the servant and the served". 
The sole declared purpose of man is to "serve" 
Allah and to do so in accordance with His 
commands . This service is the 
implementation of the divine imperative for 
man and is for his own benefit. The notion of 
service, i.e., ibadat indicates the act of the 
removal of the barr iers (material and 
otherwise) which exist on the path to Allah. 



The unique position of man among all 
created order stems from the fact that he has 
been designated as Allah's Vicegerent on 
earth. This designation is a Divine trust which 
bestows on man particular responsibilities 
which are composed of developing his own 
potentiahties and, concomittantly struggling 
for the creation of a just and moral social 
order on earth. 

To perform the responsibilities with which 
he is charged, man is provided with the 
material and extra-material means to assist 
him in discharging his duties. First, he has 
been endowed with a theomorphic nature 
composed of the powers of cognition, 
intellection, volition and speech to recognise 
and accept Allah as the Supreme Creator. 
Through his intelligence and will, man can 
discern and then choose between right and 
wrong, between just and unjust, between true 
and false, and between the real and the 
illusory. Although this power of discernment 
has been imprinted on his soul, to help man 
remember his purpose and his 
responsibilities, he is provided with guidance 
and remembrance in the form of Revelations 
and with reminders in the persons of the 
prophets, the Imams, and saints, as well as 
other human beings, to show him the "right 
path". He is also provided with the criteria by 
which his actions will be j u d g e d by his 
Creator; and he is reminded of the 
punishments which his transgressions will 
earn him, and rewards which his efforts, 
obedience and service to Allah will call forth 
in this life and in the hereafter. Through 
Revelations and the Reminders, man is told 
that there will come a day of reckoning, "the 
Hour," and a moment when every human will 
be shaken into a unique self-awareness of 
facing his deeds and misdeeds and accepting 
j udgemen t upon them. Through these 
means, he is constantly reminded of the 
transitory nature of this world and the 
permanence of the next, of what he must do to 
earn happiness in this life and felicity in the 
next, of his purpose and of his responsibilities. 
Finally all created phenomena in the material 
world has been subjected to man's use in order 

to provide him with the necessary material 
means to per form his responsibilities. 
Through his intelligence, man is charged with 
the power to discover the knowledge which is 
necessary to utilise the natural resources to the 
fullest possible extent in order to remove the 
material obstacles which may prevent him, 
and his kind, f rom actualising their full 
potential. 

Thus, Allah creates, preserves, guides and 
finally judges man vis-a-vis the performance 
of his responsibilities. Hence, man's purpose 
is defined, his responsibilities are designated, 
the necessary means of discharging these 
responsibilities are provided, guidance and 
reminders are constantly made available and 
the promise and criteria of final judgement, as 
well as the rewards and punishments 
commensurate with obedience and 
transgression, are made known; it is, then, 
man's free will and choice which determine 
which path he, in fact, chooses. 

Islam, then, models man as a being whose 
behaviour, including its economic dimension, 
is teleological in nature. Whatever he thinks 
or does is accomplished with his final purpose 
in mind. His behaviour is oriented toward his 
final destination. The things of this world, 
including material possessions, represent only 
the means by which he can come closer to his 
final goal. In his thought and behaviour, he is 
constantly aware of the presence of Allah, 
which is "closer to him than his jugular vein." 
This awareness extends, not only to his own 
affairs, but also particularly to his day-to-day 
dealings with other men. This ever-present 
consciousness is a crucial concept in the 
Revelation and represents the "awe", the 
"fear", or "heeding" which a believer feels, 
when he is fully conscious of Allah's presence 
in conducting himself in his daily life and in 
his dealings with other men. The concept 
carries with it the recognition by man that his 
actions will be judged in the Hereafter. It 
represents a defence mechanism, an "inner 
torch", by which man can distinguish between 
right and wrong, seeming and real, immediate 
and lasting; and by which he can defend 
himself against the temptations of his lower 



instincts. The becoming process and the 
evolutionary process toward perfection takes 
place through the constant strengthening of 
this inner torch (i.e., taqwa). It is this defence 
mechanism which will assure man of his real 
and final success. 

The Society 
The central aim of Islam is to establish a just, 
moral and viable social order through the 
agency of man. Hence, the individual and the 
society are viewed as correlates. The position 
of vicegerency and its concomitant 
responsibilities belong to all of mankind. It is 
the whole of humanity which has the collective 
responsibility of ensuring that every human 
being has the opportunity to tap his dormant 
potentials and of removing all obstacles from 
the individual's path to his ultimate goal. It is 
this collective view that evokes the matter of 
the unity of mankind, which leads to the 
equality (i.e., before the Law and with other 
men) of its members. Islam enunciates the 
principle that all mankind has been endowed 
with the same nature. It assumes, affirms and 
confirms the equality of the entire human race 
and equalises all men as creatures of Allah; all 
endowed with the same cosmic status and the 
same essential qualities of creaturely 
humanity. It obliterates all bases of distinction 
except goodness, virtue, and service to Allah. 
The principle of the unity (in face of apparent 
diversity) of mankind is derived from the 
central doctrine of the Unity and Oneness of 
Allah, around which eveiy aspect of Islam 
rotates. This principle leads to the conclusion 
that the Islamic society is an open-ended 
community whose limit is the whole of 
humanity. 

The Islamic community was brought into 
existence as a "community" of the "middle", 
'justly balanced" a "witness" to all nations, 
whose chief characteristic is the belief in the 
certainty of the Absolute and His Oneness; 
whose central function is to "command good 
and forbid evil"; and whose members are fully 
conscious of their purpose and ultimate goals 
and possess the moral consciousness to fully 
realise their obligations to their fellow men 

and to society. This community is a 
"fraternity" of the faithful, which serves as a 
nucleus for the dissemination of its universal 
values. 

Islam regards communities as having 
rights and responsibilities distinct from those 
of the aggregation of their individual 
members and which, like individuals, are 
accountable for their actions and suffer the 
consequences of disobedience. T h e 
Revelation asks the Muslims to consider the 
fate of communities and civilisations which 
went before them and to see how they, 
through the operations of immutable laws 
which govern the rise and fall of peoples, 
received what they deserved and to take 
lessons from it. The Islamic community, as 
well as each of its members, is charged with 
the responsibihty of preserving, promoting 
and propagating Islamic values, norms and 
laws if it is to flourish and successfully 
accomplish its missions and objectives. 

Recognising that all individuals exist in a 
cultural and sociological environment and 
owe much of their perception of the world and 
many of their reactions to its phenomena, to 
this environment and to other individuals who 
share it, Islam considers the existence of an 
Islamic community indispensable for the 
achievement of the Divine purpose. Much of 
the significance of this community relates to 
the need for acculturation, inculcation, and 
acquisition of the basic Islamic values which, 
ipso facto, represent the growth of a Muslim 
personality. The well-knit way of life in the 
Islamic community moulds individual 
behaviour in its own design. The Islamic 
principles which deal with the formation, 
preservation and continuation of the Islamic 
community reflect the dialectic interaction of 
the psycho-physiological requirements of 
individuals on the one hand, and the 
necessary socio-economic order envisioned by 
Islam on the other It is this interaction which 
shapes the wants of the members of the 
community and the pat tern of their 
preferences. This interaction, patterned in 
accordance with the teachings of Islam, is 
absolutely crucial to the development of the 



behaviour, including its economic dimension, 
of the individual and the collective envisioned 
by Islam. 

The Law 
Islam legislates for man according to his real 
nature and the possibilities inherent in the 
human state. Without, in any way, 
overlooking the limited and the weak aspects 
of human nature, Islam envisages man in the 
light of his primordial nature as a 
theomorphic being, the vicegerent of the 
Creator on earth and a theophany of Allah's 
attributes, with all the possibilities which this 
implies. It considers man as having the 
possibility of being perfect, but with a 
tendency to neglect his potentialities by 
remaining only at the level of sense 
perception. It asks, therefore, that in return 
for all the blessings with which man is 
provided, he remembers his real nature, keeps 
in mind his terrestrial journey, seek to realise 
the full potential of his being, and remove all 
the obstacles which bar the correct 
functioning of his intelligence. To order 
human life into the pattern intended for it by 
its Creator, man is provided with a network of 
injunctions, attitudes and rules which 
represent the concrete embodiment of the 
Divine Will in terms of specific codes of 
behaviour, by virtue of the acceptance -
through the exercise of his free choice - of 
which a person becomes a Muslim and 
according to which he lives his private and 
social life. This network of rules, called the 
Shairah which is etymologically derived from 
a root meaning "the road", leads man to a 
harmonious life here and felicity hereafter 

The emphasis on the axiological principle 
of Unity forms the basis for the fundamental 
belief that Islam knows no distinction between 
the spiritual and the temporal, between the 
sacred and the profane, or between the 
religious and secular realms. Islam seeks to 
integrate all of man's needs, inclinations and 
desires through the all-embracing authority of 
the Sharia. Life is considered as one and 
indivisible. Therefore, the rules of the Sharia 
hold sway over economic life no less than over 

social, political, and cultural life; they 
persuade, determine and order the whole of 
life. It is through acceptance of, and 
compliance with, the rules of the Sharia that 
the individual not only integrates himself into 
the community but also into a higher order of 
reality and the spiritual centre. Any violation 
of these rules will have a disintegrative effect 
upon the life of the individual and that of the 
community. 

As an integral part of the Revelation, the 
Sharia is the guide for human action which 
encompasses every aspect of human life and, 
hence, sanctifies and gives religious 
significance to activities which may appear the 
most mundane. This blueprint for an ideal life 
operationalizes the unders tanding of the 
Divine Will in terms of human action by 
providing a scale by which actions can be 
measured in accordance with their 
correspondence with the Will of Allah. Hence, 
all human actions are valued in terms of the 
weight of their merits and demerits through 
their classification into the five categories of 
obligatory, recommended, indifferent, 
reprehensible and forbidden. Through this 
scale of valuation, the worth of, and return to, 
human acts are defined, so that man can 
distinguish between the 'straight path' and 
those which will lead him astray. It is then 
through the exercise of his free will that man 
chooses which path to follow. 

The Sharia consists of constitutive and 
regulative rules according to which individual 
Muslims, and their collectivity, must conduct 
their affairs. The basic source of the Law, in 
Islam, is the Qur'an, whose central reality in 
the life of Islam and its influence upon the life 
of the Muslims cannot be overemphasised. Its 
chapters constitute the tissues out of which the 
life of a Muslim is tailored and its sentences 
are the threads from which the essence of his 
soul is woven. It includes all the necessary 
constitutive rules of the Law as a 'guidance for 
mankind. ' It, however, contains many 
universal statements which needed further 
explanation before they could become specific 
guides for human action. This explanation 
and codification was provided, for the most 



part, by the Prophet (SA), whose hfetime 
marks the first and the most important period 
in the process of codification of the Sharia. 
He was the spiritual guide and the organiser 
of the Islamic social order. The Revelation 
which came to him and of which he was the 
first embodiment left noth ing without 
guidance and direction. T h e principles 
enunciated in the Qur'an were explained, 
amplified, practised and exemplified by the 
Prophet (SA), who is considered a symbol of 
the perfection of the human person; the best 
prototype and the "best model." The Prophet 
(SA) participated in social life in its fullest 
possible sense and demonstrated how life, in 
all its dimensions, can be integrated into a 
spiritual centre. His career, so intently 
devoted to the construction of the Islamic 
community, exemplifies the Qur'anic concepts 
of Allah's Will and man's duties. His 
personality, actions and sayings, which carry 
with them the perfume of the Revelation and 
are closely bound to it, leave an indelible mark 
on the consciousness of the individual 
Muslim. Hence, after the Qur'an, the 
Prophet's sayings and his actions are the most 
important sources of the Law and the 
fountainhead of Islamic life and thought. 

The expansion of the regulative rules of 
Law and their extensions to new situations, 
resulting from the growth and progress of the 
Islamic community, were accomplished with 
the aid of the consensus of the community, 
analogical reasoning - which derived rules by 
discerning an analogy between new problems 
and those existent in the primary sources -
and finally through the independent human 
reasoning of those speciaUsed in the Law. 
These five sources, then, constitute the 
components of the Islamic Sharia. 

Being based on the first principle of Unity, 
and the fact that no claim to eminence except 
the force of virtue and good character is 
recognised, Islam extends the principle of 
equality before the Law, equal protection of 
the Law, and equal opportunity under the Law 
to every member of society. The underlying 
idea is to ensure the maximum freedom of 
action, for each individual within the 

framework of the Sharia. Every person is 
given the right of liberty of action subject to 
the limitation that the individual's actions do 
not violate the rights of other individuals or 
those of society. 

The compliance with the rules of the 
Sharia is essential to the preservation of the 
community and is assured by the fact that the 
behaviour of the individual is constrained by 
adherence to the binding norms of the socio-
economic order and through coercion by the 
collective. The rules themselves are composed 
of those which deal with the individual's body 
and his state of consciousness, those which 
govern his relationships with other members 
of the society, those which guide his 
relationship with the collective and finally 
those which constitute the code of conduct 
necessary for the community as a whole. The 
rules concerning economic matters are 
covered by all five components of the Shairah. 

The Polity 
The Islamic polity is first and foremost a 
community of believers who are fully 
conscious of their membership in the 
community, and that of their fellow believers, 
in which reciprocity is enjoined, and in which 
each member understands his responsibihty 
to the community and to Allah. Concomitant 
with his acceptance of Islam, the individual 
agrees to observe the rules of the Sharia in his 
private and public affairs. This acceptance 
and agreement represents a contract between 
the individual and his Creator which 
symbolises the primordial covenant between 
Allah and man, according to which man 
agreed to serve and worship no one but Allah. 
When a sufficient number of individuals 
similarly committed are organised into a 
community, their common belief and their 
commitment to comply with the Sharia 
constitutes the social contract according to 
which the Islamic polity is organised. 

The original Islamic polity was formed 
under such arrangements. To its temporal 
and spiritual head (who not only possessed 
excellence of character and human perfection, 
but also had Divine appointment and the 



responsibility to organise the community), 
political legitimacy was extended by his 
followers; whose acceptance of his authority 
was an explicit corollary of their acceptance of 
Islam itself. Both the teachings of the 
Revelation and the paradigm of the Prophet 
(SA) made it clear that Muslims were to have a 
corporate identity. 

All Muslims share a common view of the 
ideal political authority, whose most 
important qualification is its commitment to 
adhere to the rules of the Sharia and apply it 
to the affairs of the community. It is 
recognised, however, that all sovereignty and 
all power ultimately belong to Allah. No 
authority has the right to arrogate to itself a 
claim to absolute, permanent, inalienable and 
indivisible sovereignty. Hence, in an Islamic 
society, the political authority is subjected to 
the rule of the Sharia. 

The need for authority exists in an Islamic 
community because in its absence, 
preservation, cohesion and well being of the 
society cannot be guaranteed. Therefore, a 
legitimate authority, i.e. one which has a 
contract with Allah to assure compliance with 
the Sharia, is necessarily assured for the 
preservation of the community. Whatever the 
form of the political authority -divinely 
inspired or temporal - it is guided and limited 
by the Sharia, which also prescribes 
consultation for the authority as the means of 
reaching decisions. In making policy, the 
faithful are enjoined to consult with one 
another The Revelation makes it clear that 
the polity is to build and develop the 
community to carry on its Divine imperative 
in the world. 

The legitimate political authority is the 
vicegerent of the Prophet (SA), and the 
defender of the faith. It is charged with the 
implementation of the Law by safeguarding 
the welfare of the believers in this world, and 
by enforcing obedience to it, ensuring their 
salvation in the world to come. All believers 
are equal before the Law and they owe 
obedience to the political authority inasmuch 
as it is instrumental in applying the Law. So 
long as the decisions of the temporal authority 

conform to the principles of the Sharia, and 
have bearing on the public interest, they must 
be obeyed. However, the extent of the 
interference of the authority in everyday life 
of the society is elastic and depends on the 
extent to which the members comply with 
rules of the Sharia. The power of the political 
authority, on the other hand, is conditional 
upon the faithful discharge of his duty: to 
guard the Law and enforce its application in 
the life of the community of the faithful. 
Consequently the political authority is viewed 
primarily as a vehicle for implementing the 
Sharia and therefore legitimacy is derived 
from enforcing the ways of Islam. It stands as 
a symbol of the rule of the Sharia over the 
society and no contradiction is possible, 
therefore, between the political authority and 
the community governed by that authority 
since the community is a society of the 
believers politically organised under the 
authority of Allah. 

Inasmuch as Islam's greatest emphasis is 
directed towards the development of the 
individual's active moral consciousness in all 
his social interactions, the existence of a 
political authority in the society does not 
absolve the individual from the performance 
of the duties with which he is charged. 
Adherence to moral principles and the 
doctrinal antecedence logically predisposes a 
Muslim to an active and assertive political role 
in the society. It is the active moral 
consciousness of the individual and the duty 
of "commanding the good" and "forbidding of 
evil", along with the divine exhortation of 
consultation, which gives the individual 
Muslim the right and the obligation of 
participating in the affairs of the community. 
The more active the individual's role in 
assuring that not only his own behaviour but 
also those of his fellow Muslims complies with 
the requirements of Sharia the more limited is 
the extent of interference of the authority in 
the socio-economic life of the community. 

Concept of Justice 
As was earlier mentioned, the central aim of 
Islam is to establish a just and moral social 



order through the agency of man. This all-
embracing desideratum of the Islamic system 
is the ruling principle from which man's 
thought and behaviour, the substantive and 
regulative rules of the Sharia, the formation of 
the community and the behaviour of polity 
and of political authority derive their meaning 
and legitimacy. It can be claimed that it is the 
emphasis on justice which distinguishes the 
Islamic system from all other systems. It is via 
justice that the raison d'etre of the rules 
governing the economic behaviour of the 
individual and economic institutions in Islam 
can be understood. It is acting with the 
knowledge that justice evokes Allah's pleasure 
and injustice His displeasure that gives the 
behaviour of a Muslim its orientation, 
meaning and effectiveness. Whereas justice in 
Western thought is a quality of behaviour of 
one man to another and actions can be 
perceived as unjust only in relation to the 
"other", in Islam it has an implication for the 
person himself That is, even when one does 
injustice to someone else, there is always 
reciprocity, in that through injustice to others 
one, ultimately, does injustice to oneself. 

Justice in Islam is a multifaceted concept, 
for each aspect of which there exist several 
words that describe it. The most common 
word in usage which refers to the overall 
concept of justice is the word 'Adl. This word 
and its many synonyms imply the concepts of 
'right', as an equivalent to fairness, 'putting 
things in their r ight place', 'equality' ' 
'equalising', 'balance', ' temperance' and 
'moderation'. These last few concepts are 
more precisely expressed as the principle of 
the 'golden mean' according to which the 
believers are not only individually urged to act 
in conformity with this principle, but also the 
community is called upon, by the Revelation, 
to be a 'nation in the middle.' Thus, justice in 
Islam is the conceptualisation of an 
aggregation of moral and social values which 
denotes fairness, balance and temperance. Its 
implication for individual behaviour is, first of 
all, that one should not transgress one's 
bounds and, secondly, that one should give 
others, as well as oneself, what is due. 

In practice, justice is operationally defined 
as acting in accordance with the Law, which in 
turn contains both substantive and procedural 
justice. Substantive justice consists of those 
elements of justice as contained in the 
substance of the Law, while procedural justice 
consists of rules of procedure assuring the 
at tainment of justice contained in the 
substance of the Law. The underlying 
principles which govern the distinction 
between just and unjust acts determine the 
ultimate purpose of the Sharia which includes: 
the establishment of the "general good" of the 
society (considered to be the intent of the 
Revelation and the Sharia is the path by which 
it is achieved), building the moral character of 
individual Muslims, and finally the promotion 
of freedom, equality and tolerance, which are 
often stated as important goals of the Sharia. 
Of these, the most important principle is 
considered to be the protection of the interest 
of the society. Although there can be no 
contradiction between justice for the 
community as a whole and that for the 
individual, the interest of the individual is 
protected so long as such interests does not 
come into conflict with the general interest of 
the society. 

Islam considers justice as the very 
foundation of the polity. The Unity of 
Religion and the Law which exists in principle 
must be carried out in practice. Without an 
organised political authority the existence of 
both the Religion and the Law may be 
endangered; without the constraints of the 
Sharia, the polity will degenerate into an 
unjust and tyrannical political order. Only in 
pursuit of justice can the polity be expected to 
fulfil the ends for which it was established. 
The pursuit of justice results in convergence 
between the interests of the ruler and the 
ruled, leads to the improvement of social and 
economic conditions and enhances the power 
of Islam in society. For this purpose, two 
factors are necessary: the moral consciousness 
of the individual in not transgressing the 
limits set on his behaviour by the Sharia, and 
the faithfulness of the political authority to the 
terms of its contract in ensuring that the rules 



of the Sharia are implemented. 
As an aspect of justice, social justice in 

Islam consists of the creation and provision of 
equal opportuni t ies and the removal of 
obstacles equally for every member of the 
society. Legal justice, too, can be interpreted 
as meaning that all members of the society 
have equal status before the Law, equal 
protection by the Law and equal opportunity 
under the Law. The notion of economic 
justice, and its a t tendant concept of 
distributive justice, as an aspect of the overall 
principle of justice in Islam, is particularly 
important as an identifying characteristic of 
the Islamic economic system, because rules 
governing permissible and forbidden 
economic behaviour on the par t of the 
consumers, producers and government, as 
well as questions of property rights and of the 
production and distribution of wealth are all 
based on the Islamic concept of justice. 

The Economic System 
At the core of the Islamic economic system lies 
a collection of immutable rules and 
institutions which affect economic behaviour 
and outcomes and which are both time and 
place invariant. This immutable core is 
defined by the Sharia. On the periphery of 
the system there are institutions and rules, 
which impact economic behaviour but which 
are subject to change, depending on the 
circumstances. These latter are results of 
decisions taken by legitimate authorities in an 
Islamic society in pursuit of policies, i.e. 
deliberate interventions in economic affairs, 
to further their aims. These policies, actions 
taken in pursuit of specific objectives, must, 
nonetheless, be Sharia compatible. Whereas, 
Islamic economic systems adopted in various 
localities may vary with respect to the 
periphery economic rules and institutions, 
they cannot differ with respect to their core. 
For example, while one Islamic country may 
differ from another with respect to its foreign 
trade policies, the institution of inheritance 
cannot be totally different from one Islamic 
society to another. To unders tand the 
economic system of Islam, some of its key 

characteristics will be briefly discussed here. 
Before that, however, a general statement 
regarding the Islamic economy is in order It 
can be categorically stated that Islam requires, 
as one of its specific objectives, a "healthy", 
dynamic and growth-oriented economy, 
without which the higher aims of Islam can -
not be accomplished. That dynamic and 
growing economy is considered "healthy," 
however, whose rules, institutions, 
organisations and their operations, as well as 
the behaviour of the individual and the 
collectivity, is in conformity with the Sharia. 

A Individual Obligations, Rights and 
Self-interests 

In Islam, human freedom is envisaged as a 
personal surrender to the Divine Will rather 
than an innate personal right. Man is 
ontologically dependent on Allah and can 
only receive what is given to him by the Source 
of his being. Human rights are a consequence 
of human obligations and not an antecedent 
to them. Man is charged with certain 
obligations toward his Creator, nature, himself 
and other humans, all of which are outlined by 
the Sharia. When these obligations are 
fulfilled, certain rights and freedoms, which 
are also delineated by the Sharia, are gained. 
Limitations which are imposed by the Sharia 
on the rights and freedom of the individual 
are in the direction of removing certain 
negative possibilities from human life. The 
obligations, rights and limitations defined by 
the Sharia must be observed if the individual 
and the system are to have an Islamic identity. 

Within the framework of the Sharia, and 
as a result of the Islamic conception of justice, 
individuals have natural rights which are 
guaranteed, among which is the right of the 
individual to pursue his economic interests. 
Islam considers that the natural rights of the 
individual are the rights granted to him by 
Allah. Pursuing one's economic interests 
within the framework of the Sharia, is first an 
obligation and a duty, then a right which no 
one can abrogate. So long as the individual 
has the ability, the obligation and the right of 
pursuing his economic interests are. 



concomitantly, extended to him. What is, 
however, significant is the fact that if the 
power and ability to pursue one's economic 
interests is lacking, the responsibility is no 
longer incumbent upon the person, while his 
rights are still preserved. The right to 
economic benefits is never negated as a result 
of the lack of ability of the individual to 
undertake his duty of pursuing his economic 
interests. The potential right remains even if 
a person is unable to actualise it. Conversely, 
if the person is able but does not perform his 
obligations, then his rights are also negated. 

In Islam, contrary to popular opinion, 
self-interest is not negated. Islam, in fact, 
considers it as a primary factor in its incentive-
motivation system; a necessity in any 
organised society if the individual is to fmd it 
utility maximising to follow behavioural rules 
prescribed by the system. Provided that self-
interest is defined to cover spiritual and 
temporal or temporary and eternal interests, 
there is not one rule in the Sharia which does 
not carry with it its own justification in terms 
of individual self-interest. It is for his own 
benefit, material and spiritual, in this world 
and for his ultimate salvation and felicity in 
the next that the individual is invited to follow 
the rules of the Sharia. This is made amply 
clear by the Qur'an, in which all injunctions 
are generally coupled with the assertion that 
compliance with them by the individual is for 
his own benefit. Often the incentives and the 
rewards, both here and in the hereafter, for 
compliance and the retributions for non-
compliance are enumerated. It is in the 
pursuit of self-interest that individual 
obligations and rights, as well as the limits to 
these rights, are specified by the Sharia. 

B Property Rights 
The conventional definition of the word 
property is that it is a bundle of rights, duties, 
powers, and liabilities with respect to some 
asset. In most societies the content of this 
bundle buttresses the shape of the economy. 

Private property, in the Western 
conception, is the right of the individual to 
use, enjoy and dispose of material things and 

exclude others from their use or enjoyment. 
There is a dichotomous notion of property 
which suggests that the private property right 
is the right of the individual to exclude others, 
while the common property right is the right 
of the individual not to be excluded by others 
from the use and enjoyment of an asset. 

Perhaps the most significant characteristic 
of the Western conception of private property 
is that it is interpreted to mean the exclusive 
and inalienable right of disposition of the 
property. This notion is taken so much as a 
matter of course that it may be surprising to 
realise that this narrow conception of private 
property right is a relatively recent 
development, only a few centuries old. Before 
the full market society came to prevail in the 
West, a great deal of property right in land 
and other assets was a right to use and enjoy 
the asset but not a right to dispose of it. For 
example, the right to use or enjoy the revenue 
from a parcel of land, a corporate charter or a 
monopoly granted by the state did not carry 
with it the right of disposition of the property. 
The development of the full market society 
required a revision of this notion of property, 
since it was considered that the right not to be 
excluded from the use or enjoyment of 
something is not marketable. It was deemed 
impossible to reconcile this particular right 
with a full market economy. Hence, of the two 
earlier kinds of property rights - the right to 
exclude others and the right not to be 
excluded by others - the second was all but 
abandoned and the conception of property 
rights was narrowed to cover only the right to 
exclude others. In Islam, however, this right is 
retained without in any way diminishing the 
role of the market as resource allocative and 
an impulse-transmitting mechanism. 

The first basic principle of property in 
Islam is that Allah is the ultimate owner of all 
property. In order that man become 
materially able to perform his duties and 
obligations, he has been given the right of 
possession. The second principle of property, 
therefore, establishes the right of the 
collectivity to the resources at man's disposal. 
Based on the principle of justice, and the 



recognition of man's natural tendencies, 
rights, and obligations, individuals are 
allowed to appropriate to themselves the 
products resulting from the combination of 
their labour and certain of these resources -
without the collectivity losing its original 
rights either in the resources or the products 
resulting from the individual's creative labour 
applied to these resources - in accordance with 
the rules, specified by the Sharia. The Sharia, 
as well, determines which natural resources 
will be retained as the exclusive property of 
the collectivity and which resources - and in 
what amounts - will be at the disposal of 
individual members of the society. 

The relationship between labouring and 
owning is central in Islam, which recognises 
two ways in which an individual can obtain 
rights to property: (I) through his own 
creative labour and/or (2) through transfer -
via exchange, contract, grants or inheritance -
of property rights from another individual 
who has gained title to the property or asset 
through his own labour. Work, therefore, is 
the basis of acquisition of right to property. 
Work, however, is not only performed for the 
purpose of satisfaction of needs and wants, but 
it is considered a duty and an obligation 
required from every member of the society. 
Similarly, the use of natural resources in 
production of goods and services for the 
society is also everyone's right and obligation. 
So long as the person has the ability, he has 
both the right and the obligation to apply his 
creative labour to resources. But if he lacks 
the ability, he no longer has an obligation to 
work and produce, but his right to resources is 
retained. This constitutes the third principle 
and is referred to as the principle of 
"invariances of ownership." Before any work is 
performed on natural resources, all members 
of the society have equal rights to these 
resources. However, when an individual 
applies his creative labour to these resources, 
he gains a right of priority in the use and 
enjoyment of the resulting product, without 
the rights of others being nullified. The right 
of the collectivity to the property is protected 
by the Sharia through the limitations imposed 

on the right of disposition of the property by 
the person who has gained priority in the use 
and enjoyment of that property. Hence, while 
the right of use and enjoyment of the property 
is affirmed by the Sharia, the exclusive and 
absolute right of disposition of the property is 
rejected. 

The Sharia outlines private property 
obligations concomitant with property rights. 
Among the obUgations are the responsibility 
of sharing (the proceeds in monetary terms if 
the product is sold and an income is earned, 
the use otherwise) and the obligation, severely 
incumbent upon the individual, not to waste, 
destroy, squander, or to use the property for 
purposes not permitted by the Sharia. To do 
so would be to transgress the limits set on 
one's right and an encroachment on the rights 
of the collectivity. This position of the Sharia 
is in conformity with the Islamic conception of 
justice and the rights and responsibilities of 
the individual and the community. 

Islam recognises that the Divine 
Providence has endowed individuals with 
unique and unequal abilities and that some 
individuals have greater mental and/or 
physical capacities and consequently are 
capable of obtaining title to a larger amount of 
property and assets. But this only means that 
such individual responsibilities and 
obligations are greater than those of others. 
However, once these individuals have 
discharged their duties of sharing, in 
accordance with the prescribed manner and 
amount, and are not in violation of the rules 
of the Sharia, their right to their possessions is 
held inviolate and no one has a right to force 
appropr ia t ion (or expropriation) of that 
person's property to anyone else. This right is 
held so sacred that even when rules had to be 
developed for emergency cases of 
expropriation for projects of public utility, it 
was called "legitimate violation" {ikrah hukmi). 
Even in this case, such actions could be taken 
only after adequate compensation was paid to 
the property owner. To violate the legitimate 
property rights of a person is considered as 
"oppression" and "exploitation", just as there is 
"discord" and "corruption on earth" when 



individuals do not discharge their private 
property obligations. 

While the right of the individual to 
property affirms the natural tendency in man 
for possessing - particularly that resulting 
from his own creative labour - the concomitant 
private property obligations, from the point of 
view of justice, are designed to give effect to 
the interdependence of the members of the 
community and to recognise explicitly that 
they cannot live in isolation. The private 
property obligations, therefore, reject the 
notion that a person does no harm to 
members of his group if, as a result of his 
effort, he is better off and others are no worse 
off than they would otherwise be. These 
obligadons write the principle of sharing into 
the delineation of interests in property and 
consider private ownership subject to a trust, 
or a duty, in order to effect sharing. Hence, 
private initiative, choice and desert are 
recognised in Islam in its conception of 
property rights, but such recognition is not 
allowed to subvert the principle of sharing or 
lead to violations of the rights of the 
community. If, as a result of the growth of the 
society, division of labour, or increasing 
complexities of markets, either the obUgation 
to share is shirked or the rights of the society 
and the cohesion of the community are 
undermined, the justification is created for 
the intervention of the legitimate authority to 
take corrective measures. 

C Importance of Contracts 
Development of exchange on the basis of the 
legal institution of 'contractus' rather than 
"status" is considered an essential antecedent 
of the development of markets. Islam 
forcefully places all economic relations, 
including exchange, on the firm footing of 
'contractus.' It recognises only one status, i.e. 
moral consciousness and virtue all other; 
status is obliterated. This type of status, 
however, is one which economic power cannot 
buy nor can it buy economic power. 

The freedom to enter into contracts and 
the obligation to remain faithful to their 
stipulations has been so emphasised in Islam 

that one characteristic which distinguishes a 
Muslim is considered to be his faithfulness to 
the terms of his contracts. The maxim that 
"Muslims are bound by their stipulations" is a 
traditional rule whose eminence is recognised 
by all schools of Islamic thought. 

The concept of contracts in Islam is not 
only important as the legal aspect of 
exchange, as an institution necessary for the 
satisfaction of legitimate human needs, but it 
is a concept upon which the whole of Sharia is 
based. The whole fabric of the Divine Law is 
contractual in its conceptualisation, content 
and application. The very foundation of the 
Sharia is a covenant between Allah and man 
which imposes on man the duty of being 
faithful to his word. On Allah's side, the 
Qur'an often states that "Allah will not fail in 
His Promise". 

In the Sharia, the concept of justice, 
faithfulness (called amana whose antonym is 
kiyana, meaning betrayal, faithlessness, and 
treachery), reward and punishment are linked 
with the fulfilment of obligations incurred 
under the stipuladons of the contract. Jusdce 
links man to Allah and to his fellow men. It is 
this bond that forms the contractual 
foundation of the Sharia which judges the 
virtue of justice in man not only by his 
material performance, but also by the 
essential attribute of his forthright intention 
(niyya), with which he enters into every 
contract. This intention consists of sincerity, 
truthfulness, and insistence on rigorous and 
loyal fulfilment of what he has consented to do 
(or not to do). This faithfulness to one's 
contractual obligations is so central to Islamic 
belief that when the Prophet was asked "who is 
a believer?" he replied that "a believer is a 
person to whom the people can trust their 
person and possessions." He is also reported 
as having said that "a person without 
trustworthiness is a person without religion." 
In a very terse direct and forceful verse, the 
Qur'an exhorts "0 you who believe, fulfil your 
contracts. The Qur'an directs Muslims to 
reduce their contracts to writing and have 
witnesses to the conclusions of their 
agreements. So basic is the notion of contracts 



in Islam that every public office is regarded, 
primarily, as a contract and an agreement 
which defines the rights and obligations of the 
parties. The highest temporal office, that of 
khalifa, is inaugurated by mubayab, which is a 
contract between the ruler and the Muslim 
community that he will be faithful in 
discharging his duties. 

Throughout the legal and intellectual 
history of Islam, a body of rules constituting a 
general theory of contracts - with explicit 
emphasis on specific contracts, such as sales, 
lease, hire and partnerships - were formulated 
based on the Sharia. Contracts are considered 
binding and their terms are protected by the 
Sharia, no less securely than the institution of 
property. This body of rules established the 
principle that, in matters of civil and 
economic dealings, any agreement not 
specifically prohibited by the Sharia was valid 
and binding on parties and could be enforced 
by the courts, which were to treat the parties to 
a contract as complete equals. 

D Work and Wealth 
The Western instrumental tradition regards 
work and labour as a cost incurred by those 
who want to consume the goods thus made 
available to them. The natural condition of 
mankind is considered to be one in which the 
earth will not satisfy human needs save when 
human beings expend labour to make it do so. 
It is neither a logical nor an inevitable 
corollary of this view that men must always 
prefer less work to more. Even in this 
tradition, it is logically possible to hold that 
some work is much more agreeable than the 
rest, and perhaps so much so that some work 
ceases to be a cost incurred in satisfying wants. 
It is, however, usual for this point to be 
ignored, particularly since an assumption 
common to economists from the nineteenth 
century onwards and most explicit in the ideas 
of utilitarianism is that efficiency and 
disagreeableness increase together, and that 
paid labour can not be expected to offer much 
intrinsic satisfaction. 

The concept of work in Islam (called al-
'amal) is far broader and has different 

characteristics and objectives f rom that 
unders tood in the Western economic 
tradition. In Islam, work ethic is defined by 
the Qur'an itself, which mentions the word al-
'amal (narrowly translated as work) in over 360 
verses. A closely related concept oial-f i l (also 
translated as work) is ment ioned in an 
additional 109 verses. All these verses stress 
the need for work and action by human 
beings. It is because of this emphasis on work 
that Islam is considered as "the ideology of 
practice and the practice of ideology" and "a 
religion of action." The Qur'an exalts work 
and raises it to the level of worship, and 
considers it as an inseparable dimension of 
faith itself. Conversely, it considers idleness -
or squander ing of time in pursuit of 
unproductive and non-beneficial work - as the 
manifestation of lack of faith and of unbelief 
Man is called upon to utilise "time" in pursuit 
of work by declaring that Allah has made the 
day as a means of seeking sustenance. A 
person who through hard work seeks Allah's 
"bounty" - which includes all the appropriate 
means of earning one's livelihood - is most 
highly praised. All able-bodied persons are 
exhorted to work in order to earn their living. 
No one who is physically and mentally able is 
allowed to become a liability on his family or 
the state through idleness and voluntary 
unemployment. The work which everyone is 
required to per form must be "good" or 
"beneficial" (al-'amal as-salih), but no work is 
considered as inconsequential in terms of its 
rewards or punishments in this world and in 
the next. One will have to reap whatever 
rewards or retributions are due as a result of 
one's work. 

Work, therefore, is regarded not only as a 
right but a duty and an obligation. Hence, 
based on its notion of individual rights and 
responsibilities, Islam extends to the 
individual the right to choose the type of work 
he desires, but along with this freedom comes 
the obligation to consider the needs of the 
society as well as the selection of the type of 
work permitted by the Sharia. 

Since all class distinctions are negated by 
Islam, no line of work permissible by the 



Sharia, is considered demeaning by Islam, 
which countenances diversification only on 
the basis of natural talents, skills and 
technology - which are considered as a grace 
or blessing (fadl) from Allah and which all 
Muslims are urged to acquire - or personal 
inclinations. Based on its concepts of justice 
and contracts, Islam makes it an obligation for 
the worker to perform the tasks which he has 
contracted to the best of his ability. But since 
individuals are endowed with different 
abilities and talents, this productivity will 
differ Justice, however, demands that the 
return for the work of every individual must 
be commensurate with his productivity. 

While Islam, in no uncertain terms, has 
negated laziness, idleness and socially 
unproductive work, it maintains that those 
who are physically or mentally unable to work 
still maintain a right to what the society, 
individually and collectively, produces. This 
conclusion is based on the principle of 
invariant claim to ownership, which means 
that all human beings have a right to the 
resources which Allah has provided for 
mankind, and since the source of physical and 
mental abilities in human beings is also Allah, 
due to which some members of the society are 
able to possess more than others, the right of 
ownership of those less able to the original 
resources remains valid; just as Allah's original 
right of ownership of resources is not negated 
when they, by the creative labour of 
individuals, are transformed into products, 
property and wealth. 

Earlier, it was mentioned that labouring 
and owning are central to the Islamic concept 
of property rights. Islam encourages man to 
utilise, to the fullest possible sense, all the 
resources that Allah has created and entrusted 
to man for his use. Non-utilisation of these 
resources for his benefit, and for that of the 
society, is tantamount to ungratefulness to 
Allah's for his provision of these resources. 
Wealth is considered as an important means 
by which man can pave the way for the 
attainment of his ultimate objective. Islam 
refers to wealth as "good", an object of delight 
and pleasure and a support for the 

community. Conversely, involuntary poverty 
is considered as undesirable and a basis of 
unbelief. This particular conception of 
wealth, however, is qualified in terms of its 
means (ways) of earning, possession and 
disposition. 

Earning is qualified through the emphasis 
on the fact that wealth is only a means for the 
achievement of man's ultimate objective and 
not an end in itself. It must be earned through 
"good," "productive" and "beneficial" work. 
This type of work is specified by the Sharia 
which defines the methods of lawfully earning 
wealth. Not only lawful methods of earning 
wealth are specified, but also types of 
economic activity which are prohibited are 
outlined as well. The Sharia specifies non-
permissible professions, trade and economic 
activity which may lead to unlawfully acquired 
wealth. Even within each profession, the 
Sharia specifies proper and improper 
practices. Just as wealth, rightfijlly earned 
and purposefiilly disposed of, is considered a 
blessing, unlawfully acquired or accumulated 
wealth for its own sake is condemned as 
"corruption" and a retrogression to the basest 
of all human negative qualities, i.e., greed. 

Islam considers wealth as the life-blood of 
the community, which must be constantly in 
circulation, therefore, its possession excludes 
the right of hoarding. The implication is that 
wealth, lawfully earned, must be invested 
within the community to improve its economic 
wellbeing. Investing the wealth is not only 
measured by the monetary gain associated 
with it, but also by the benefits which accrue to 
the society. The needs of the society, therefore, 
must be a consideration for the owner of 
wealth. 

Disposition of wealth is subjected to the 
rules of the Sharia as well. The first and 
foremost among these rules is the recognition 
of the rights of others in this wealth, resulting 
from the principle of invariant claim to 
ownership. Among these are levies whose 
amounts are specified and those levies whose 
amounts are left to the determination of the 
wealth owner. All these levies fall due when 
wealth exceeds a specific minimumn amount 



(called nisab). After these obligations are met, 
the remainder of the wealth belongs to the 
owner, but must be used in accordance with 
the rules of the Sharia. Among these are rules 
which forbid extravagance, opulence, waste or 
general abuse of wealth. It cannot be used to 
harm others or to acquire political powers to 
corrupt the polity. 

While Islam considers lawfully acquired, 
possessed and disposed of wealth as sacred 
and subject to the protection of the Sharia, it 
regards the wealth owner as a trustee who 
holds his wealth as a trust on behalf of Allah 
and the community. Hence, his inability to 
use his wealth properly provides the basis for 
the forfeiture of his right to his wealth. 
Extravagance, waste and general abuse of 
wealth is the basis upon which the community 
can consider him a safih, a person of weak 
understanding, and one in possession of 
"weak intellect"; a person who, along with his 
own financial and a moral loss, is damaging 
the interest of the community. There is a 
principle, hajr, according to which such a 
person's wealth is made the ward of the 
community, or its legitimate representatives, 
which may limit his right to using only a part 
of his property to meet his basic needs. That 
wealth, therefore, is considered "good" and a 
"support" for the community in attainment, 
possession and disposition of which all rules of 
the Sharia are observed. 

E The concept of Barakah 
An important aspect of analysis of an 
economic system relates to the incentive-
motivation structure which the system 
embodies. The purpose in consideration of 
this aspect is to determine whether or not an 
individual within the system will find it utility 
- maximising to follow behaviour rules 
prescribed by the system. If the answer is in 
the affirmative, then the system as a whole will 
operate according to its rules. If the rules are 
not incentive-compatible, then deviations 
from system rules will occur. The above 
presentation has described some of the key 
characteristics of the Islamic system as well as 
rules of behaviour, along with their 

accompanying incentive-motivation 
considerations which Islam, has provided for 
its followers. The incentive-motivation aspects 
of the system have their origin in the very 
basis of belief in Islam which considers 
adherence to its rules of behaviour as 
primarily serving the best interests of the 
individual, both in this world and the next, as 
well as those of the society as a whole. Islam 
has provided these rules without negating 
either the drives or the self-interests of the 
individual. At the same time, its law has 
provided methods and procedures whereby 
the interests of the community can be 
protected should the individual feel it utility -
maximising to violate the rules and thereby 
damage the interests of the society. 

An important factor in the incentive 
system of Islam is the concept of barakah, 
which serves as a material inducement to the 
individual to follow proper conduct. This 
notion refers to an invisible but material 
blessing whose results are observable by any 
believer who engages in righteous conduct. It 
encompasses the whole spectrum of man's 
conduct, including, and most importantly, his 
economic behaviour. The concept maintains 
that righteous conduct, i.e. the behaviour 
whose motivation and objective is to please 
Allah, will have returns at an increasing rate. 
And the more righteous the conduct, the 
greater is the presence of barakah. This 
concept asserts that expending one's wealth in 
the "cause of Allah" (without expecting a 
return manifold from the receiver directly) will 
not lead to its diminution but to its expansion. 
Such actions will, in fact, return to the giver 
his original expenditure. The concept 
establishes a positive correlation between the 
system's conduct and its prosperity. It 
encourages Muslims to go beyond the 
minimum requirements of the Sharia in 
"pleasing" Allah. The converse of the concept 
holds as well. That is, unrighteous conduct, in 
earning, possessing or disposing of wealth, 
will rob the wealth of the holder of its barakah. 
This not only applies to individual behaviour 
but it also holds true for the community as a 
whole: a society prospers if it preserves a keen 



perception of the Message (and acts according 
to its rules); its prosperity departs if it declines 
morality (and acts against the rules of the 
Sharia). Because the results of the operation 
of barakah are observable, it serves as an 
incentive for rule compliance. 

F Economic Justice 
A just economy is part and parcel of a just, 
healthy and moral society, which is the central 
objective of Islam for the human collectivity. 
The foundation of all rules of behaviour in 
Islam is its conception of justice, which 
maintains that all behaviour, irrespective of its 
content and context, must, in conception and 
commission, be based on just standards as 
defined by the Sharia. Islam considers an 
economy in which the behaviour of its actors is 
so conceived, as an enterprising, purposeful, 
prosperous and sharing economy, in which all 
members of the society receive their just 
deserts. Such an economy is envisioned as 
one in which gross economic disparities that 
lead to social segmentation and divisiveness 
are marked by their absence. 

The components of economic justice in an 
Islamic society are (a) equality of liberty and 
opportunity for all members of the society 
with respect to utilisation of natural resources, 
(b) catallactic (exchange) justice, and (c) 
distributive justice; all accomplished within 
the framework of the Sharia. In this 
conception, liberty means that a person is not 
prevented by others from combining his 
creative labour with resources which are 
designated by the Sharia for the use of the 
individual members of the society. 
Opportunity, on the other hand, represents a 
favourable conjunction of circumstances 
which gives the individual the chance to try it. 
Whether he succeeds or not depends on his 
efforts and abilities. This quality of 
opportunity must be secured deliberately by 
the collectivity. The equality of opportunity 
not only covers all free and equal access to 
resources but also generally extends to 
technology, education and environmental 
influences. The basis for equality of liberty of 
access to resources and equality of opportunity 

in their use is Islam's position that natural 
resources are not of human creation but are 
provided by Allah for all members of the 
society, therefore, liberty and opportunity to 
use these resources must be distributed 
equally to all. If the opportunity to use these 
resources is not, either naturally or owing to 
some other circumstances, available to some 
members of the society, their original claims 
to resources remain intact and are not 
nullified. They must be remunerated, at some 
point in time, for their right to these 
resources, by other members with greater 
opportunity to use them. 

Catallactic justice refers to justice in 
exchange. The idea is that by mixing their 
creative labour with resources individuals 
create a claim of equity to the possession of 
the assets thus produced, by virtue of which 
they can participate in exchange. To allow 
exchange to take place on the basis of just 
standards, Islam places a great deal of 
emphasis on the market and its moral and 
efficient operation. To assure justice in 
exchange, the Sharia has provided a network 
of ethical and moral rules of behaviour which 
cover, in the minutest detail, the behaviour of 
all participants in the market. It requires that 
these norms and rules be internalised and 
adhered to by all participants before their 
entrance into the market. A market which 
operates on the basis of these rules, which are 
intended to remove all factors inimical to 
catallactic justice, yields prices for factors and 
products which are considered "fair" and 
'just". Unlike the scholastic notion of 'just 
prices," which lacked an operat ional 
definition, the Islamic concept of just price 
refers to the price prevailing as a result of the 
interaction of economic forces operating in a 
market in which all rules of behaviour 
specified by the Sharia are observed and 
adhered to by all participants. 

The rules governing exchange in the 
market cover Sharia-compatible sources of 
supply and demand for factors and products 
before they enter the market, Sharia-based 
behaviour on the part of the buyers and sellers 
and a price-bargaining process free of factors 



prohibited by the Sharia. Hence, market 
imperfection refers to existence of any factor 
considered non-permissible by the Sharia. 
Rules regarding supply and demand not only 
govern the permissibility of products 
demanded and supplied, but also look beyond 
these phenomena to their very origin. Not all 
demands for products are considered 
legitimate nor all acts of supplying the market 
permissible. The means by which the 
purchasing power, which gives effect to 
demand, is obtained and the manner in which 
the production of commodities for the 
provision of their supply takes place must 
have their origin based on just standards. 

Rules governing the behaviour of 
participants in the market are designed to 
ensure a just exchange. The freedom to make 
contracts and the obligation to fulfil them, 
consent of the parties to a transaction, non-
interference with supplies before entrance 
into the market, full access to the market by all 
buyers and sellers, honesty in transactions, 
provision of full information regarding the 
quantity, quality and the prices of factors and 
products to buyers and sellers before the start 
of negotiation and bargaining, and provision 
of full weights and measures, are prescribed. 
On the other hand, behaviour such as fraud, 
cheating, monopoly practices, coalitions and 
combination of all types among buyers and 
sellers, undersel l ing products, dumping 
actions, speculative hoarding, and bidding-up 
of prices without the intention to purchase, 
are forbidden. All in all, any form of 
behaviour leading to the creation of 
instantaneous property rights without 
commensurate equity created by work is 
forbidden. The type of market in which all 
conditions are fulfilled produces fair and just 
prices for factors and products, which are just 
or equitable not on any independent criterion 
of justice but because they are the result of the 
bargaining of equal, informed, free and 
responsible men. 

Islam's emphasis on moral and just 
conduct in the market place is remarkable in 
its vigour. A producer or a businessman whose 
behaviour complies with Islamic rules is said 

to be like the prophets, the martyrs and the 
truthful friends of Allah. He is with the 
prophets because he, like the prophets , 
follows the path of justice; like the martyrs 
because they both fight with heavy odds in the 
path of honesty and virtue; and like the 
truthful because both are steadfast in their 
resolves. 

Islam asks the participants to go beyond 
the rules of the Sharia in the market place and 
extend beneficence to one another as a 
safeguard against injustice. Beneficence 
implies helping others in ways not required by 
justice. It is thus different from justice, which 
prescribes just limits to selfishness. While 
justice regulates and limits selfishness, 
beneficence rises above it. Moreover, 
participants in the market are not only 
responsible for their own just behaviour but, 
owing to the obligation of "enjoining the good 
and forbidding evil", they are also made 
responsible for the behaviour of their fellow 
participants. Islam maintains that when a 
man sees another committing an injustice 
towards a third and fails to attempt to remove 
that injustice, by reason of this failure he 
becomes a party to that injustice. If the 
person failing to help is himself a beneficiary 
of this injustice, then his failure is considered 
tantamount to support ing it. Although, 
provisions are made for coercive and 
corrective action by legitimate authorities, the 
clear preference is for self-management of the 
market. Any interference with the operations 
of such a market, e.g. through price controls, 
is considered unjust, a transgression and a sin. 

It was in response to the rules of market 
behaviour imposed by the Sharia the Muslims 
early in their history that structured their 
markets in the form of bazaars which looked 
almost the same all over the Muslim world 
and possessed characteristics which promoted 
the observance of and comphance with the 
rules ordained by the Sharia. Physically, 
bazaars were structured to guarantee 
maximum compliance with these rules. Each 
physical segment of the market was specialised 
with respect to products and prices and 
showed little variation from one part of the 



market to the next. The institution of guilds 
made the self-regulation of each profession 
and trade possible. Additionally, markets were 
inspected for compliance to the rules of the 
Sharia by supervisors (called muhtasibs) who 
were appointed by local judges . 
Unfortunately, the institution of the bazaar 
did not have the opportunity to evolve in 
order to meet the requirements of an 
expanding economy or the growing 
complexity of economic relations. T h e 
presently existing bazaars in many parts of the 
Muslim world, with their underdeveloped 
physical and infrastructural nature - are 
centuries old and have not been expanded -
do not possess many Islamic characteristics 
and requirements in their operations. 

The last component of Islamic economic 
justice, i.e. distributive justice, is the 
mechanism by which equal liberty and equity 
are reconciled without the least possible 
infringement of either. In so far as the pattern 
of distribution of resources is just and equal 
access to these resources, as well as 
opportunity in their use, is guaranteed, the 
claim to equity on the basis of reward and 
effort is just. Primacy in the moral basis of 
property is given to equity and is derived 
directly f rom human efforts and 
achievements. The bases of private property 
in Islam are: (a) property which is derived 
from personal ability and effort, which 
includes: material property made or obtained 
from natural resources by combining them 
with personal skills, ability and technology, 
income from self-made capital, assets acquired 
in exchange for the product of the owner's 
labour, (b) property acquired by transfers from 
the producer, and (c) property acquired 
through inheritance from the producer. Rules 
regarding distributive justice operate through 
(b) and (c). 

Assuming equal liberty and opportunity, 
whenever work has to be performed for 
production of wealth, the output of different 
people may vary greatly both in quality and 
quantity. Equity then demands that, 
commensurate with their productivity, 
different people receive different rewards. 

Hence, starting from the equality of liberty 
and opportunity of access to resources, equity 
may lead to inequality. Moreover, the 
allocation of resources arising from the 
operation of the market will reflect the initial 
distribution of wealth as well as the structure 
of the market. Assuming that both the 
operation and the structure of the market are 
just, there is no logical reason to assume that 
market outcome, by and of itself, will lead to 
equal wealth distribution. Consequently, the 
results may be (and often are) inequalities 
equitably created which will have inter - as 
well as intra-generational implications. It is 
here that the distributive mechanisms of 
Islamic economic justice attempt to modify 
inequalities equitably created. Contrasted 
with claims to equity, Islam recognises claims 
based on equality of liberty and opportunity, 
which are reflected in the degree of access to 
resources, degree and extent of the ability of 
persons to actualise their potential liberty and 
opportunity, and finally the right of prior 
ownership, i.e., the principle of invariance of 
ownership rights. 

Thus, Islam recognises a right for the less 
able in the wealth of those who have greater 
ability and opportunity to produce greater 
wealth. This right has the first claim on the 
surplus wealth produced by individuals. 
Various levies (such as zakat, khums, 'urr, kharaj, 
sadaqa, nafaqa, etc.) are ordained in order that 
such rights are redeemed. The payment of 
these levies cannot be considered as 
beneficence, because beneficence is giving 
others some product, service, benefit or 
benefaction from the motive of helping them 
and it is radically different firom justice. The 
payment of the levies ordained by Islam is 
considered the payment of a right due to 
others in one's wealth; it is a contractual 
obligation which must be met. To be sure, 
Islam also encourages beneficence over and 
above these obligatory dues, but the nature of 
these levies is the returning to others of what 
rightfully belongs to them. Shirking this 
obligation causes maldistribution of wealth, 
which Islam considers as the major source of 
poverty. 



Islam asserts unambiguously that poverty 
is neither caused by scarcity and paucity of 
natural resources nor is it due to lack of 
proper synchronisation between the mode of 
production and the relation of distribution, 
but is a result of waste, opulence, 
extravagance, and non-payment of what 
rightfully belongs to the less able segment of 
the society. This position is illustrated by the 
Prophetic saying that: "Nothing makes a poor 
man starve except that with which a rich 
person uses as a luxury". This is why waste, 
abuse of wealth, extravagance and expensive 
consumption is condemned as unjust , 
particularly when they occur in conjunction 
with the poverty which they can help to 
relieve. In the morality of property, Islam 
unequivocally considers all individuals 
entitled to a certain standard of life; and it is 
this entitlement which requires the satisfaction 
of their claim as a matter of equity and justice 
and not of beneficence. 

To modify patterns of distribution in 
transition to the next generation, Islam has 
instituted its rules of inheritance, which break 
up and distribute the accumulated wealth of 
its owner. This institution is based on the 
principle that the right of the owner to his 
wealth ceases at his death. Before his death 
the power of the person to bequeath his 
wealth as he wishes is recognised, but is 
basically restricted to a maximum of one-third 
of his net assets. The central core of the 
system is formed by compulsory rules of 
inheritance, which, according to the Sharia, 
are regarded as the consideration for duties of 
protection and support owed to the deceased 
during his life-time, that in turn reflects 
another rule that the duty of a person to 
maintain his needy collateral relatives is 
dependent upon, and proportionate to, his 
right to inherit from those relatives. 

The basis of the Law of inheritance is the 
Qur'an, which clearly specifies the exact 
manner in which the share, of heirs are to be 
determined in the inheritance. Among the 
same category of heirs there is nei ther 
preferential treatment nor discrimination. 
Men and women are all heirs, though a 

woman's share is generally one-half of a man's 
share in the same category of heirs. The 
reason for this seemingly discriminatory rule 
is the fact that under the rules of the Sharia, 
the whole responsibility for the maintenance 
of the family rests upon the husband and not 
upon the wife. Even should it happen, as is 
sometimes the case, that the wife has a larger 
income and greater wealth (due to her own 
work and inheritance from father, brother and 
other relatives), she is not required to share 
that wealth or income with her husband - and 
the husband has no claim on her property or 
income - and still the legal responsibility for 
the maintenance of the family rests with the 
husband; the wife is under no legal obligation 
to make any contribution towards her family. 
Considering the nature of the (extended) 
family ties and mutual responsibilities 
exhorted by Islam, its institution of 
inheritance breaks up the wealth of each 
generation and redistributes it to the next. 
The object is that a large number should 
receive a modest portion rather than that a 
single heir, or a small number, should receive 
wealth in large blocks. 

G Comipetition and Co-operation 
In the Islamic conceptualisation of man's 
ultimate end, economic life occupies a purely 
instrumental role. Even in this role, economic 
affairs are to provide institutions and 
mechanisms necessary to satisfy man's 
economic needs, while allowing man's essence 
as the supreme creature of Allah (swt) to be 
manifested in this world. Thus, the economic 
system designed in accordance with the 
fundamental principles of Islam ensures that 
man can exercise his eminent dignity, 
freedom, responsibilities and rights in the 
conduct of economic affairs. The economic 
system must be ordered such that it does not 
assign to man a purely instrumental role in 
achieving the goals of the economy or the 
state. Islam seeks to guide man to direct 
individual action and responsible 
participation in economic affairs in a manner 
which commits him to community solidarity 
and co-operation, resulting in a dynamic and 



growing economy. Thus, the individual is 
made accountable for the moral effects of his 
social actions, including those in economic 
affairs, such that his own inner personal 
spiritual transformation and growth is bound 
to the progress of the community. 

Hence, Islam utilises co-operation and 
competition in structuring the ideal society 
through harmonisation and reconciliation 
between these two opposed, but equally 
primeval and useful forces, at every level of 
social organisation. From this perspective, 
one can argue that one of the greatest 
distinguishing characteristics of Islam is its 
forceful emphasis upon the integration of 
human society, as a necessary consequence of 
the unity of Allah. To this end, the personality 
of the Prophet (SA) is absolutely inseparable 
from what the Qur'an considers as the optimal 
approach necessary for the emergence of 
solidarity in the human society. Every 
dimension of the personality of the Prophet 
(SA), manifested in his various social roles in 
the community, was directed towards 
maximum integration and harmony in the 
society. Moreover, every rule of behaviour, 
including those in the economic area, is 
designed to aid the process of integration. 
Conversely, all prohibited practices are those 
which, in one way or another, lead to social 
disintegration. 

The Qur'an and the traditions of the 
Prophet (SA) make clear references to the dual 
nature of competition and co-operation, that 
is, human beings can co-operate and compete 
for good or evil, which lead to integration or 
disintegration of the human society. The 
fundamental sources, however, emphasise that 
competition and co-operation must be utilised 
in probity and piety rather than for evil and 
enmity. Thus, in verse 2, chapter 5, the 
Qur'an declares "co-operate with one another 
unto righteousness and piety. Do not co-
operate with one another unto sin and 
enmity." Similarly, Muslims are urged to 
compete with one another in beneficial and 
righteous deeds. There is no evidence in 
these sources that would allow the suppression 
of one of these forces in favour of the other 

when they are used within the framework of 
the rules specified by the Sharia. Rather, all of 
the regulatory and, supervisory authority 
invested in the legitimate political authority is 
directed towards a balanced and constructive 
utilisation of these forces. An example of such 
balance is the Sharia rules regarding market 
structure and the behaviour of market 
participants. Although the rules of Sharia 
regarding economic affairs demarcate, limits 
and boundaries of desirable competitive and 
co-operative behaviour necessary for the 
provision and preservation of solidarity in the 
society, the individual always remains the 
identifiable agent through whose action (and 
on whose behalf) economic activities take 
place. 

H Role of the State 
Islam considers economic relations and 
behaviour as the means of integration of the 
society and the integration of man into a 
higher order of reality. For this purpose man 
is asked to consider his economic agents as 
means and not as ends in themselves. All the 
rules of behaviour regarding economic 
matters are addressed to individuals and their 
collectivity. This collectivity is considered to 
be organised into a polity which is represented 
by the state. The state is considered as a basic 
institution, indispensable for the orderly 
organisation of social life, the achievement of 
legitimate objectives, the creation of material 
and spiritual prosperity and the defence and 
propagat ion of faith. Hence, all 
responsibilities directed at the collectivity are 
assumed by the Sharia to be incumbent upon 
the state, which is primarily a vehicle for 
implementing the Sharia; its legitimacy being 
derived from enforcing its rules. The state is 
assumed to be empowered to use, within the 
limits of the law, all available means at its 
disposal to achieve the objectives and duties 
prescribed for the collectivity, including the 
synchronisation of individual and public 
interests. Foremost among the collective 
duties is to ensure that justice prevails in all 
facets of social life. 

Thus the existence of a judiciary system. 



with all the apparatus necessary to carry out 
the verdict of the courts free of charge and 
available to all is regarded as an indispensable 
duty of the state. The guarantee of equal 
liberty and opportunity in terms of access to 
and use of resources, identified by the Sharia 
for the use of individuals, is another duty 
specified for the state. This requires the 
provision of education, skills and technology 
to be available to all. Once both equal liberty 
and equal opportunity are provided, then 
product ion of wealth, its possession and 
exchange become matters of equity. All 
infrastructure necessary for the existence of 
markets has also been traditionally a 
responsibility of the state. The first market for 
the Muslim community was built in Medina at 
the direction of the Prophet (SA), who 
required that trade be allowed to take place in 
that market freely, without any charges or fees 
imposed on market participants, and 
appointed supervisors for the market. On this 
basis, jurists have market supervision, and its 
control only when necessary, as a duty of the 
state. 

As was stated earlier, while Islam 
recognises equity on the basis of effort and 
rewards, it declares an inviolable right for 
those unable to actualise their potential equal 
liberties and opportunities in the wealth of 
those more able. Thus Islam, as a praxis for 
the believer, requires a balance between 
libertarian and egalitarian values. The 
libertarian principle of the inviolability of the 
right of individuals to their property and 
wealth is respected so long as the individuals 
remit the claim specified earlier. This is the 
concession of libertarianism to egalitarianism, 
and of enterprise to distributive justice. Islam 
leaves no doubt that the preference is for 
voluntary actions of individuals in payment of 
levies incumbent upon them. The larger the 
extent of shirking on the part of the individual 
the heavier becomes the duty of the state to 
correct the resulting maldistribution. The 
more the individuals conform their behaviour 
in production, exchange and distribution to 
the rules of the Sharia, the weaker is the state's 
justification to interfere. When these rules are 

violated, interference becomes the duty of the 
state. 

Eradication of poverty is undoubtedly one 
of the most important of all duties made 
incumbent upon the state, second only to the 
preservation and propagation of faith, whose 
very existence is considered threatened by 
poverty. Islam regards poverty primarily as a 
result of shirking on the part of the more able 
and wealthy members of the society to 
perform their prescribed duties. Hence, 
commitment to distributive justice, which 
normally constitutes a large port ion of 
government budgets in other systems, is 
placed squarely on the shoulders of the 
individuals with the financial and economic 
capability to meet it. Not only does the Sharia 
specify who must pay, it also designates 
explicit categories of the recipients. T o 
summarise, the role of the state in an Islamic 
economy relates first to ensuring that 
everyone has equal liberty of access to natural 
resources and means of livelihood. Second, to 
ensure that each individual has equal 
opportunity including education, skills and 
technology - to utilise these resources. Third, 
to ensure that markets are supervised such 
that cattalactic justice can be attained. Fourth, 
to ensure that transfer takes place from those 
more able to those less able in accordance to 
the rules of the Sharia. And, finally, that 
distributive justice is ensured for the next 
generation through the implementation of 
the laws of inheritance. The state is then 
empowered to design any specific economic 
policy that is required in order to guarantee 
the attainment of these objectives. To meet the 
necessary expenditures associated with the 
performance of its duties, the Sharia has given 
the control, utilisation and management of a 
portion of the natural resource endowment of 
the society, e.g. underground mineral 
resources, to the state. It has also empowered 
the state, according to a consensus of opinion 
among jurists, to impose taxes whenever there 
is a gap existing between the resources it can 
command and its expenditures. Borrowing by 
the state, when it does not involve paying 
interest, is permitted when and if necessary. 



I Economic Development and Growth 
Islam's position on economic progress is that 
only the belief in Allah (swt) and having taqwa 
assures a society of real economic 
development and growth. The Qur'an, in no 
uncertain terms, asserts that if the people "had 
only believed and had taqwa, we would have 
surely opened for them blessings from the sky 
and from the earth". It is unbelief and not 
acting in accordance with the mandated 
behavioural rules that earns societies material 
and spiritual misery. The Qur'an is also 
equally clear on this latter point by declaring 
"But they lied, and so we seized them on 
account of what they used to earn." 

One possible rationale for this position is 
to consider the economic consequences of a 
strong belief in Allah (swt) and, as a result, of 
adherence to the rules specified by the Sharia. 
To believe in Allah (swt) means to constantly 
remember his omnipresence in all social 
interactions. This, in turn, results in a strong 
work ethic, honest business dealings, efficient 
production, unextravagant consumption, 
distributive justice, productive circulation of 
accumulated surplus with full participation in 
risks and rewards, full compliance with the 
terms of contracts, and maximum co-
operation in economic activities with full 
freedom of contract within the bounds of the 
Sharia. In short, once the members of the 
society fully internalise Islamic values and act 
accordingly, a strong, dynamic and growing 
economy will emerge in which all possible 
sources of maldistribution of income and 
wealth are blocked and all possible ways in 
which the structure of the economy can 
generate endogenous shocks are eliminated. 
The only sources of instability in such an 
economy are exogenous. In that case, the 
structure of the Islamic economy ensures that 
the burden of adjustment is shared 
throughout the society so that no particular 
segment of the economy can gain at the 
expense of the rest. 

Over the past centuries, Muslims have 
adopted other systems, from monarchy to 
communism, none of which has been capable 
of producing the kind of society which the 

Prophet (SA) implemented in Medina. The 
brief sketch presented here should make it 
clear that Islam proposes a viable system for 
the creation of a just and efficient society. 
Most certainly the Muslims have the resources 
and the expertise to implement the dictates of 
Islam. What is required is an abiding faith in 
the word of Allah (swt) and the tradition of the 
holy Prophet (SA) to implement such a system. 



Islamic Economics Based on Human Values 

K H U R S H I D A H M E D 

The universality of the Islamic tradition as 
well as the technological revolution of our 
times has made almost the entire world as one 
small city. But although the distances have 
been reduced between places, the distances 
between human beings have increased. Lack 
of unde r s t and ing of d i f ferent cultures, 
civilisations, traditions and life-styles is one of 
the problems with which we are beset. There 
is a lack of real contact and communication 
between people be longing to dif ferent 
traditions. Indeed, so far, the contact between 
the western world and the Muslim world has 
been in the nature of a relat ionship of 
independence. 

Now there are developments which 
suggest that the nature of this relationship is 
going to change. We are moving towards co-
operation and interdependence and in this 
new phase, the need for dialogue increases 
manifold. It is in this spirit that I make some 
submissions on Islamic economics. As a 
rather difficult task, I will make the humble 
effort of summing up contemporary Muslim 
thinking and oudining the major values and 
principles which inspire contemporary 
Muslim economists, economic planners and 
bankers to build a new world, one based on 
values drawn f rom the Islamic tradit ion. 
Economic theory is presently in the throes of a 
crisis. We are passing through a very critical 
period. The crisis is as great as, if not greater 
than, the one we witnessed in the 1920s and 

30s, the period which led to fascism and the 
success of socialism in Europe. 

A careful scanning of the contemporary 
economic situation convinces one that there is 
a fundamental economic problem with which 
we are confronted today. T h e economic 
framework which has been developed during 
the last three or four decades is unable to 
tackle this problem. There is mass poverty 
and increasing disparity between nations and 
regions; and the i rrat ional use of non-
renewable resources is posing a threat to 
civilisation. There is incongruity between 
technology and developmental requirements. 
The production and consumption processes 
are unsuitable vis-a-vis the environmental 
needs of society. There is exploitation of the 
poor and affliction by the rich and powerful. 
There is inflation; there is stagnation; we are 
faced with the phenomena of rising prices and 
high interest rates and high rates of 
unemployment . The re are structural 
deformities in the relationships between the 
developed countries and the less developed 
countries. 

All these problems the post-war 
framework is incapable of solving. There are 
no signs "that we are converging towards a 
philosopher's stone that will cause all the 
pieces to fall neatly into place"; on the 
contrary, we are always one inflation too late 
in specifying the exact form of the price for a 
costing equation. A number of economists are 



now suggesting that their design, which has 
been built and has been used to explain 
economic phenomena, has failed. 

A recent study has been made by Kurt 
Dopfer and six other leading economists. The 
title of the book is Significant Economics in the 
Future: Towards a New Paradigm, and the 
authors make the significant observation that 
what is needed today is not some new 
interpretation of this or that economic theory, 
but an entirely new paradigm; not just 
changes within the paradigm, but a change of 
the paradigm itself. This is a very quick 
review of economic theory and the crisis in 
which we find ourselves. And every period of 
crisis is also a period of creativity, of change 
and opportunity, and, being an optimist, I feel 
that although we are passing through a critical 
phase, the promise of a new paradigm is also 
very much there. 

The other aspect, which is also to be kept 
in view, is that there is a resurgence in the non-
western world. This resurgence is political, 
economic, moral, ideological and cultural. It's 
a multi-dimensional phenomenon. The forty-
three independent Muslim states engaged in a 
search for a new future represent about 15% of 
the world population and about 22% of the 
total land area of the world. As an important 
component of the Third World, the Muslim 
world makes up about 39.4 of its land area and 
31.7% of its population. This Muslim world is 
searching for a new life, and this search is not 
merely for br inging about economic 
development. The real urge is to reconstruct 
their societies and economies by drawing 
upon the values of their faith and religion and 
historical tradition. There are problems, 
there are tensions, there are irritants, but 
nonetheless, the real moving spirit behind 
Islamic resurgence is Islam. Muslims are 
thinking and striving to rebuild their society 
and economy by drawing upon a religious and 
ideological tradition, a set of values which is 
different from the values on which western 
civilisation has developed. 

The Muslim economists, on the one hand, 
impressed by the crisis in economic theory, 
and on the other, by this resilience in the non-

western world, are engaged in an effort to 
develop a new approach, a new discipline 
which might be described as Islamic 
economics. It is a discipline still in the process 
of emergence, something in the making. 
Nonetheless, some of its contours are very 
clear. 

Now Islamic economics - what is it all 
about? Let me try a definition. I will suggest 
that Islamic economics is a systematic attempt 
to study the economic problem and man's 
behaviour in relation to it from an Islamic 
perspective. It is also an effort to develop a 
framework for theoretical understanding, as 
well as to design appropriate institutions and 
policies, per ta ining to the processes of 
production, distribution and consumption, 
that will enable optimal satisfaction of human 
needs, enabling man to serve higher ideals in 
life. Now this tentative definition makes it 
very clear that Islamic economics is a study of 
economic problems and the institutions to 
cope with them. It has its theological roots, 
but Islamic economics is not an exercise in 
theology. Islamic economics has very close 
relationships with jurisprudence and law: that 
aspect of law which deals with human 
relationships. But I will again submit that 
Islamic economics is not an aspect of theology. 
It is also not an aspect of law, although it 
draws upon both of these. Islamic economics 
is simply economics. Its primary concern is 
with the nature of economic problems and 
economic institutions and, as such, it has to be 
looked upon as an academic discipline. 

What distinguishes Islamic economics 
from economics in general or f rom the 
traditions of economics with which we are 
familiar, namely western economics, whether 
the capitalistic branch or the socialist type, is 
that first of all, Islamic economics makes it 
very clear that the western position, that 
economics is neutral towards values, is 
unacceptable. This means that Islamic 
economics is not value-neutral. It has its own 
set of values, its own framework of values 
within which it operates. 

And, in fact, I would go to the extent of 
asking whether western economics is really 



value-neutral. There is a big question mark. 
And the deeper we reflect, the more we find 
that even the positive economic theory of the 
west is rooted in a certain set of values, 
sometimes explicit, but mostly implicit. And 
to me it is unscientific to keep your values 
implicit, to hide them, and to pose as if you 
are objective and value-neutral. It is much 
more scientific to spell out your values and 
then to say that from this value framework 
these are the conclusions we draw, these are 
the differences which follow. Here the 
consistency of the values can be judged. Even 
values can be examined. Otherwise, they are 
not fair, and a number of modern economists 
are becoming conscious of this. 

A distinctive feature of Islamic economics 
is that we do not hide our values; we make it 
very clear that we have certain value premises 
from which we begin and from which we 
operate. Secondly, Islamic economics also 
makes it very clear that economics is not to be 
studied in isolation from other aspects of 
social life. Economics is certainly a part of the 
social system and for this reason, a much more 
comprehensive approach, a much more 
integrated approach, has to be adopted. 
Economic phenomena and economic 
behaviour are to be studied in the context of 
the totality of human life. 

That is why Islamic economic reform can 
take place only in the context of a total 
Islamisation of society and not in isolation. 
Technical relationships would be studied, but 
only on their merit and in the context of a 
value framework. So Islamic economics deals 
not only with how human beings behave, but 
also how they should behave. And for this 
reason, points of policy intervention are there 
to help human behaviour to lean in the 
direction of value realisation and value 
fulfilment. This makes the scope of Islamic 
economics wider, more comprehensive, 
because it deals with motives as well as 
behaviour, institutions and policies. It studies 
behaviour as it takes place and it also has a 
vision of the future with which it wants human 
behaviour to conform and towards which it 
wants to move. This approach is a distinctive 

feature of Islamic economics. Islam has given 
us, first, a set of objectives and values in 
economic life; second, a psychological 
attitude; third, a spectrum of motives and 
incentives; fourth, a socio-political 
infrastructure for economic institutions; and 
finally, principles of economic relationships. 
These are the five types of guidance that we 
get f rom our religious tradition. And 
economics becomes a sub-section of the 
ideological and ethical system of Islam. As a 
sub-section, it has its distinct existence, but 
only as a sub-section of the total system. 

In view of this, at least six distinct 
branches of Islamic economics are visualised. 
First, Islamic economic philosophy, which 
deals with the values and the philosophic 
approach which Islam gives. Second, Muslim 
economic history, that is, how we have tried 
translate this in space and time. Third, the 
methodology of Islamic economics. This 
methodology is by definit ion somewhat 
different from that of contemporary 
economics. Fourth, Islamic economic analysis. 
Fifth, applied economics, which means policy 
analysis from the Islamic perspective. And the 
sixth is comparative economic systems. 

Now, the methodology that Islamic 
economics uses is, to use a contemporai^ 
mathematical term, an axiological approach, 
where the values and the principles that Islam 
gives go to make up a set of axioms. Once we 
have been able to formulate this set of axioms, 
the rest of economics has to follow from this by 
true, deductive logic. And in this respect, a 
Muslim economist or a non-Muslim 
economist can both play a role, because once 
the axioms are there, then it should be 
possible even for a non-Muslim economist to 
make contributions in the field of Islamic 
economics. 

The value premises, which Islam has 
given, have been spelled out in literature that 
is now available. I will not go into details of 
them, but would just emphasise that the 
primary value for Islamic economics as for the 
entire Islamic faith and religion is Tawhid, or 
unity of thought. We do not look upon God as 
not relevant to the human situation. We do 



not look upon God as a being who might have 
historically created the universe, but now, like 
the British monarch, has nothing to do with 
the fate of the world. Our understanding of 
God is that He is the Creator, the Lord, the 
Sovereign, the Sustainer, the Giver. He 
sustains everything. His intervention is a 
reality, and so we have a close and direct 
relationship with the Law and with the 
Creator. And in regard to pursuing the 
guidehnes He has given, this divine 
Revelation is as necessary and as modern as 
tomorrow morning, not something of the past 
or obsolete. 

So this approach, Tawhid, gives us our 
unique concept of human society; human 
society based upon validity of law, validity of 
life, validity of mankind and unity of the law. 
All these are natural corollaries of our faith. 
The idea is that God is Rab (Lord), who 
nurtures and nourishes and sustains and 
develops and leads us towards perfection. 
This is the divine model in the universe. We 
believe that human effort takes place in the 
context of this divine model and, even though 
I may be making a living because of my effort, 
it alone is not contributing towards that. 
There are a number of divine inputs into this 
effort, and as such the result of this effort also 
has to be shared in the context of the Divine 
Guidance. 

The second basic value premise is the 
vicegerency of man. This spells out man's 
position in the world. Man is not just the 
product of an accident. He has been created 
for a certain mission with a definite position 
and that position is that of God's deputy. This 
gives us the concept that man must worship; 
he is responsible; he has freedom, his faculties 
or intellect make him accountable for his 
relations and moral existence. The individual 
has a moral personality of his own; he is not 
just a cog in a machine as the collectivists' 
system would have us believe. His moral 
accountability, his being responsible, these are 
integral elements in this concept. It also 
means a very positive approach to life and its 
problems. That is, man is here with a 
responsible mission to serve, to change, to re-

create, to rebuild and to reconstruct. This is a 
very positive concept, a revolutionary concept. 
It also means that man is not the master. He 
is only a trustee. He has been entrusted with 
whatever he has and whatever is there in the 
world, in the universe. But he has to operate 
as a trustee, so that he cannot misbehave and 
misuse these resources. This means that not 
to use available sources becomes a crime. The 
attribute of shukr is to be cultivated, thankful 
that God means us to avail ourselves of what 
He has given. No extravagance, no waste, but 
positive utilisation as a trustee. 

Trusteeship brings the idea of 
accountability - accountability in this world 
before humans, before the people and before 
God in the life hereafter. And that is how the 
consequences of an action, for oneself, for 
society and in the life to come, become 
elements of Islamic rationality, in order that 
the Islamic community co-operates and 
understands and deals with the rest of the 
world as an entity. 

After these two basic values, the third 
important value, which is the objective for all 
human effort, is justice, 'adl. This is a term 
which appears in the Qur'an frequently, and 
this is the objective to which individual effort, 
social effort and intellectual effort is to be 
directed. And that means social justice, 
political justice and justice between human 
beings, between individuals and institutions 
and between nations. The Islamic economic 
approach is one that is directed towards the 
achievement and actualisation of justice in 
human relations. The process for this is 
tazkiah. This is purification, at the individual 
level as well as the social level. And the result 
of this effort is falah, success or salvation, in 
this world and the one hereafter. Roughly, 
this is the order in which the economic 
objectives which have to be kept in mind for 
all economic policy-making and economic 
thinking, to put it precisely, are: first, human 
dignity, freedom and brotherhood; second, 
efforts to make the best possible use of human 
resources and material resources, that is, 
productive effort for the achievement of 
optimal growth. Third, achievement of social 



and economic justice, so that poverty is 
eliminated, inequalities are reduced and 
human relations are built on justice. 

With these objectives in mind, Islamic 
economics, first of all, starts with a set of 
values known as halal and haram, what is 
permitted and what is forbidden. And within 
these two extremes there is a vast area of 
permissibility. This is to be experimented 
with; man is free to make experiments. 
Secondly, this approach is man-centred, as 
western economics is wealth-centred. Wealth 
is definitely one of our concerns. Wealth is 
needed for well being. But the centre of the 
study is man. As against the economic 
rationality of the West, Islamic economic 
rationality consists of decision, making with a 
view to achieving falah, and 'adl for oneself 
and for other human beings. It has three 
major dimensions. First, one's own interest -
Islam does not deny this but incorporates it 
into its ethics and supplements it by the 
interests of other members of society; second, 
the social and temporal consequences; and 
third, the consequences in akhirah, that is, in 
the life to come. So all these three are 
integrated into Islamic economic rationality. 
Fourth, the interests of the individual and of 
society have not been looked upon by Islam as 
antipathetic, as they have been by the western 
tradition. There, capitalism went towards the 
extreme of individualism, while socialism and 
communism went towards collectivism to the 
neglect of the individual. In Islam, the 
interests of the two are harmonised. And this 
harmonisation of the individual with society 
has taken place through this set of regulations, 
values and laws. 

In the Islamic model, on the one hand, we 
have an individual with private enterprise, 
with initiative and incentives, and on the 
other, the public sector which is an innovation 
of the Islamic system, where a number of 
society's needs have been provided for on a 
non-commercial, non-profi t -making basis, 
through mobilisation of the resources of 
society by voluntary means. Waqfis one of the 
key institutions throughout Islamic history; 
there was universal education and there was 

universal medical care and provision for 
travellers; all of these have been catered for 
through this third sector, which is an altruistic 
sector, which is an integral and essential 
element of the Islamic world. In Islamic 
sources one finds these efforts to harmonise 
social interest with individual interest, and 
wherever there is a divergence between the 
two, to bring them into one, into harmony 
with each other. 

Next is the Islamic idea that although 
production has to be enhanced and 
developed, it has to be useful production. The 
concept of usefulness is an integral part of the 
Islamic scheme, which means that our 
emphasis is not merely on physical expansion, 
but expansion within the framework of certain 
moral and social priorities, so that this 
production leads to human well-being and 
welfare, at the individual as well as social 
levels. Next is the principle of equalisation of 
opportunities, which means that conditions of 
unequal opportunity have to be removed and 
the social infrastructure has to be so 
developed that there is equalisation of 
opportuni ty in society. There is also a 
principle of decentralisation and regional 
equity and finally the points of intervention. 
And the instruments of policy are moral 
training and purification of the motives and 
incentives of the individual, so that a change 
from within takes place supplemented by 
social forces and instruments. 

Private property and private enterprise 
are basic institutions in Muslim society. But it 
is not unlimited property; it is private 
property with the concept of trusteeship, so 
that it does not degenerate into an instrument 
of exploitation at any stage. Elimination of 
riba means that loan capital is not regarded as 
productive of interest in the Islamic 
framework. Instead of that, our concept is 
that it is equity capital which is productive in a 
real sense and the social and economic 
relationships which have to be built are not 
based on debt relationships, but upon equity 
and participation. Now this is a very different 
concept of society from that of the 
contemporary capitalist society, which is a 



society where human beings groan under the 
burden of debt, and the individual is seen as a 
consumer. Mobihsation, resource 
mobiUsation, all of that takes place through 
institutions which create a debt-r idden 
economy. Islam says it has to be a 
participating, a profit-sharing society, based 
on a different model, and in this model, 
f reedom can be ensured because every 
individual feels he is a participant in the 
drama of production and not in any way 
subject to a debt situation. So morally and 
economically it is a very different vision. And 
if some genuine situations for debt arise, they 
are to be met with through social institutions. 
That is why for individual needs, for different 
situations, if genuine situations for debt arise, 
Islam has provided for them through 
voluntary institutions and private resource 
mobilisation. Zakat is a system of transfer of 
resources from the rich to the poor to ensure 
that obstacles, initial or generated, to 
opportunity are eliminated. And all human 
beings in a society are at least provided with 
their basic necessities of life. And then they 
have this opportunity to compete, to strive 
and to achieve the heights. 

Now this set of economic principles goes 
to make up our value framework, and you can 
see that from this, the economist will derive a 
very different set of policy conclusions. 
Economic concepts will change. The concept 
of economic rationality will change. It will be 
a very different concept of rationality in the 
Islamic framework. The concept of utility will 
not just be worldly fulfilment. In fact, it is 
submitted that the very thrust of economic 
analysis will move from want to the world's 
needs and this will be a revolutionary change 
in economic thinking and economic 
policymaking, because want is very much 
related to the desires as well as the capabilities 
of people. On the other hand, need can have 
an objective assessment. Needs have to have a 
hierarchy: individual, social, collective and 
national needs. All these criteria we can have, 
priorities based upon values for individual 
effort as well as for social effort. The shape of 
the utility function will be different. The 
consumption pattern will be different. The 

product mix will be different. The relative 
priority, which will give two different 
components of the GNP, will be different. 
Even the indicators to measure the human 
situation will have to be changed, so that we 
have more composite, more social, more 
comprehensive indicators. That is how a 
revolutionary change will take place. 

Similarly, with the theory of consumption, 
the theory of distribution and the theory of 
production: all of these are about to change in 
this framework. A firm will not work for a 
maximisation of profit; instead it will have the 
idea of a reasonable profit plus a just wage, 
plus a just price, plus welfare. These will be 
the four major components of the objective 
criteria for the firm. 

I would like to submit that these axioms, 
values and principles are going to lead us to 
very different concepts of economics at the 
levels of consumption and production, as well 
as in development, policy making and even 
accounting. We shall have to develop social 
accounting as against the type of accounting 
with which we are familiar at the moment. 
These concepts are not just ethical norms, but 
have very important economic consequences 
and economic implications for theoretical 
analysis as well as for policy formulation. 

I will conclude by saying that this should 
at least establish the need for research and 
dialogue. Research - so that we can take these 
avenues and many more; and dialogue, 
because we have to share these ideas. And in 
this effort, both Muslim economists and 
western economists should be active 
participants. I will submit that in this new 
approach which we are trying to develop, we 
do not claim that we have all the answers or 
that we have been able to develop all the 
solutions - nothing of the kind. It is only a 
new approach. We are using this commitment 
with confidence, but also with humility, 
because we want to experiment. We will be 
learning from our experiences, the 
experiences of mankind; we would like to 
learn from other traditions and we would like 
to see others also adopt a more open attitude 
to the study of the Muslim approach to 
economics. 



The Principles of Islamic Economics 

D A P H N E B U C K M A S T E R 

Islamic economics differs from that of the 
West rather in its philosophy than in its 
implementation or instruments. Although its 
attitude to interest is the most well-known 
difference, Islamic economics is based on a 
whole philosophy of wealth and how it should 
be managed in regard to human needs. Islam 
seeks to establish on earth a just and human 
socio-economic order and sets out clear 
guidelines for achieving this. 

The basic concept of wealth in Islam is 
that man was created as a vicegerent of God in 
this world, holding all its wealth in trust, and 
is therefore required to keep to a certain set of 
rules in dealing with it. As a trustee, he has a 
duty to optimise his use of God's gifts for the 
good of society and this means that 
ownership, as known in the West, does not 
exist. 

This concept has a very important effect 
on Islamic business. In the West, banking has 
been defined very narrowly and amounts 
mostly to lending on interest without any 
consideration being given to justice. One has 
only to think of the thousands of people made 
homeless in the West in recent years by the 
relentless rise of interest rates on mortgages, 
resulting in building societies repossessing the 
houses of people who could no longer afford 
the repayments. Such people lost their savings 
which they had used as a deposit on the house, 
as well as the house itself. 

The role and functions of the Islamic state 

are delineated in both the Qur'an and the 
Sunna (life records) of the Prophet. They 
include defence, the maintenance of law and 
order, the dispensation of justice, rule by 
consultation, civil administration, assurance of 
a basic standard of living for all and the 
balancing of wealth a m o n g the different 
sections of the community. 

It is generally agreed among religious 
scholars that, as conditions change over time, 
an Islamic state may assume any o ther 
funct ions necessary to p romote Islamic 
objectives. 

One of these new duties is to promote 
economic development and the better use of 
resources by providing social infrastructure 
and public services. Another is maintaining 
monetary stability by controlling tendencies to 
inflation or deflation. T h e Islamic state is a 
collective which must obey the moral 
injunctions of Islam just as an individual 
Muslim must. Among its moral duties, the 
most important economic one is to distribute 
wealth fairly so that at least the basic needs of 
every member of the community are met. 

To do this, the state uses legal measures to 
support the moral teaching about wealth, as it 
is seen that individuals do not behave 
uniformly in obeying moral principles. T h e 
levy of a percentage tax (zakat) on wealth 
provides funds for relieving the poor, the 
unemployed, invalids and orphans. 

The state may also engage in productive 



activity, though it is expected that this will be 
mainly undertaken by private enterprise. It 
can also intervene in property matters where 
individuals do not observe their duties. Islam 
is against too many social levels and supports 
equal opportunity 

In Islam, a bank is more than an 
organistion for lending money. It has been 
called a funnel of monetary resources between 
the people who have the money and the 
people who use it for productive purposes. 
Neither party is allowed to suffer injustice in 
this transaction. 

It must not be thought, as many Muslims 
seem to, that because Islamic banking is now 
becoming established, we have done all that 
needs doing. Banking is only one small part of 
an Islamic economy, which is a system with an 
underlying philosophy having moral, legal 
and financial implications all over the world. 

In the modern world, Islam has come to 
be seen as an obscure, historical curiosity 
which, it is thought, can have no practical 
application today. Even Muslims have come to 
believe that civilisation means technology, but 
we must remember that essentially, civilisation 
has always meant a set of values or beliefs. 
Technology is simply a service to civilisation 
and, great as has been been its contribution in 
physical benefits, many people, even in the 
West, have begun to think that more attention 
to human values is needed to restore a 
balance. It is here that Islam can step in and 
offer a total system, tried and tested over 
centuries, providing the social justice that the 
West is desperately looking for and with a 
sophisticated legal framework second to none. 

Islamic banking is essentially concerned 
with the redistribution of money, but any 
charges on loans are forbidden in conformity 
with the Q u r a n i c injunction against 
riba{2:275) 

The literal translation of the Arabic word 
riba is 'increase' or 'growth'. The Qur 'an 
forbids any increase being made in the 
practice of lending money. Yet this increase, 
which we call 'interest' is now the basis of all 
conventional banking. Muslim countries, as 
well as the West, have fallen into this practice. 

having taken it over unthinkingly from their 
erstwhile colonial masters. 

The Qur 'an emphasises that man's 
ultimate goal is salvation and it follows that 
the purpose of creating wealth, as of doing 
anything else in life, is to achieve that goal. 
Thus the best way of spending surplus wealth 
is as charity, either as an outright gift or as a 
loan or, at worst, as a debt to be returned on a 
fixed date. Grants, loans and debts are seen as 
acts of charity, the purpose of which is for the 
lender to gain salvation, not commercial 
reward. This is why loans for commercial gain 
are forbidden by the Sharia. 

When loans are given for business 
purposes, the lender, if he wants to make a 
legitimate gain in accordance with the Sharia, 
should take part in the risk. If a lender does 
not participate in the risk, his receipt of any 
gain over the amount loaned is classed as 
interest. 

There have been demands for a 
reinterpretat ion of the Sharia to permit 
interest, but these result from a 
misunderstanding of the word 'usury', which 
was the original word for loaning on interest, 
and which is often taken to mean not just 
charging interest but demanding an excessive 
rate of interest. However, this was a later 
modification of the meaning of usury and, 
under Islamic law, usury has always meant 
charging any increment beyond the amount of 
the principal. There is also a widespread belief 
that the Sharia forbids only interest on 
consumer loans, and not those on productive 
or commercial loans. But history does not 
bear this out. The loans made during the 
Prophet's period were for made for productive 
purposes. 

The rule remains that however socially 
advantageous a loan may be, the Sharia does 
not permit the charging of interest, whether 
moderate or excessive. 

We have had to find new mechanisms and 
instruments which can satisfy both Muslim 
beliefs and modern business. In the late 
1960s, those who foresaw this situation started 
developing new concepts and techniques 
which would meet the requirements of Muslim 



society by channell ing efforts towards 
productive endeavour. 

One result of this has been the Islamic 
banking system, which is still in the process of 
developing. Even today, there are hardly any 
books on the subject. We need to promote 
research and development in order to create 
the infrastructure needed for Islamic banking 
to be part of a whole Islamic economic system. 
For the last fifteen years. Islamic banking has 
been in what we may call the laboratory stage 
and we are only just beginning to see some 
working models. 

As for it being possible to marry finance 
and religion, we must remember that the 
Prophet himself was a successful trader and it 
is a misunderstanding of the West that the two 
do not mix. This is because the Bible deals 
mainly with the spiritual side of life, while the 
Qur'an deals with both the spiritual and the 
practical aspects of life, including basic 
principles which can be used for a legal 
framework for business based on moral 
attitudes. The Qur'an is regarded a religious 
book, but its juridical side does not differ from 
any other legal system in that it tries to set 
parameters for the interaction of people with 
themselves and their environment for the 
good of the whole of society. T h e only 
difference is that Muslims recognise that the 
source of a true and just legal system can only 
be God. 

It is necessary to unders tand these 
principles before we can unders tand the 
various kinds of Islamic contract. The Qur'an 
provides the principles, but leaves man to 
work out the practical details. Much thought 
and debate has already been devoted to it by 
the religious scholars and jurists of previous 
centuries and although conditions then were 
far simpler than they are today, the human 
relationships between the rich, the merchants 
and the consumers were the same and always 
will be and our task is to build on this basic 
structure by elaborating techniques and 
instruments to serve the needs of modern 
business in a way such that both East and West 
can work in harmony. 



Islamic Interest-Free Banking 
A Theoretical Analysis 

M O H S I N S K H A N 

T h e general resurgence of fundamen ta l 
Islamic values in many parts of the world has 
manifested itself on the economic front as 
well, with a number of countries having 
moved toward the transformation of their 
economic systems to accord more closely with 
the precepts and conditions of Islam. T h e 
most far-reaching attempts in that direction 
have taken place in the Islamic Republic of 
Iran and in Pakistan, a l though this 
phenomenon can be observed to varying 
degrees in most Islamic countries. More 
significant, the process of Islamisation of these 
economic systems appears to be gaining 
momentum over time. 

This shift toward the institution of an 
Islamic economic system has genera ted 
widespread interest not only on the part of 
economists in the countries directly involved, 
but also in the economic profession at large. 
The recent outpouring of papers dealing with 
a variety of aspects of the structure and 
operation of the Islamic economy attests to 
the importance being attached to the subject. 
Whereas until the mid- to late 1970s writings 
on the Islamic economic system were relatively 
scarce, the picture has changed quite 
dramatically in the 1980s. In the past four or 
Five years there has been a remarkable 
increase in the number of papers and books, 
conferences and seminars devoted solely to 
Islamic economics and even the production of 
a journal , the Journal of Research in Islamic 

Economics (Jeddah, Saudi Arabia). 
Because this material is still relatively new, 

considerable misunders tandings still exist 
about what Islamic economics is and how an 
economic system based on Islamic criteria 
differs from other economic systems. The 
popular perception is that it is the concept of 
an interest free financial structure that in 
essence characterises the Islamic economic 
system, and discussions of the subject often 
tend to treat Islamic economics and interest-
free banking as one and the same thing. 
Because the explanation of interest is perhaps 
the most controversial of the policy proposals 
conta ined in Islamic economics and has 
typically been the first step in the Islamisation 
of the economy, it is perhaps only natural that 
the issue of an interest-free economy has 
received the most attention. Although the 
elimination of interest is certainly a central 
tenet of the Islamic economic system, it 
should be stressed that it is by no means an 
adequate description of the system as a whole 
or, for that matter, even of Islamic banking. 

Broadly speaking, the te rm "Islamic 
economics" defines a complete system that 
prescribes specific pat terns of social and 
economic behaviour for all individuals. It 
deals with a wide-ranging set of issues, such as, 
proper ty rights, the incentive system, 
allocation of resources, types of economic 
freedom, the system of economic decision-
making and the p rope r role of the 



government. The overriding objective of the 
system is social justice and specific patterns of 
income and wealth distribution, and 
consequently economic policies are to be 
designed to achieve these ends. Aside from 
the issue of a zero interest rate, Islamic 
economics also offers fairly precise guidelines 
on, for example, tax policy and the 
orientat ion of government expenditures. 
Islamic banking is expected to participate 
actively in achieving the goals and objectives 
of an Islamic economy; consequently. Islamic 
banking is to be conducted "in consonance 
with the ethos of the value system of Islam" 
(Ahmad 1984). Even though the terms 
"Islamic banking" and "interest-free banking" 
have been used interchangeably, it has been 
stressed by several writers that the former is a 
more normative concept whereas the latter is 
the actual practice or mode of banking. 

Despite the increased study and discussion 
of the theory and practice of Islamic banking, 
the subject still presents several puzzles for 
academics and policymakers alike. Whether a 
system that forbids the payment or receipt of 
interest can be viable in a modem economy is 
a question often raised by economists, 
especially those trained in the Western 
economic tradition. The writings of Muslim 
scholars have helped to broaden 
understanding somewhat, but there still exists 
substantial confusion on the main issues. In 
this paper, an attempt is made to answer some 
of the basic questions that arise by providing, 
with the tools and concepts of modern 
Western economics, a formal analysis of the 
main features of Islamic banking. By doing 
so, it is hoped that the gap between Muslim 
scholars and the profession at large will be 
narrowed. 

In more specific terms, the paper presents 
a theoretical model of an interest-free banking 
system that is considered to be broadly 
consistent with the principles of Islam. The 
purpose of the exercise is fourfold: first, to 
show that the Islamic banking system can be 
rationalised in a neo-classical framework; 
second, to demonstrate that, when cast in this 
formal way, the model underlying Islamic 

banking is not totally alien to Western 
economic thinking (indeed, it is pointed out 
that variants of such a system have appeared 
in the writings of a number of eminent 
economists, such as Fisher (1945), Simons 
(1948), and Friedman (1969)); third, to argue 
that there may be circumstances in which an 
Islamic banking system would be relatively 
more stable than the traditional, or interest-
based, banking system in the face of certain 
types of shocks; and finally, to propose how 
the Islamic banking system should be 
implemented so as to maximise its inherent 
benefits. 

To define the scope of the study, it is 
necessary to point out the limitations that 
have been placed on the analysis. First, a 
complete and detailed description of Islamic 
banking, or of how it is expected to work in 
the countries that have adopted such a system, 
is not attempted. Rather, this paper focuses 
exclusively on the analytical features of Islamic 
banking. Second, and following from this 
limitation, the model developed here is a 
simple one that incorporates only those 
elements of Islamic-type banking that are 
considered essential to the argument . 
Although it is not intended to be a fully 
realistic representat ion of the complete 
Islamic banking system, the model 
nevertheless is able to highlight the principal 
issues of concern. Last, the paper does not tiy 
to imply that the Islamic system is always more 
stable, or that traditional banking systems are 
necessarily unstable; all it suggests is that 
there may be situations in which an Islamic 
financial system can adjust relatively faster to 
shocks than would the traditional system. 

The remainder of the paper proceeds as 
follows. In Section I, the background for the 
policy of elimination of interest in an Islamic 
economy is described, as well as the expected 
mode of operation of such an economy. This 
discussion sets the stage for the formulation of 
the model in Section II. In this section, the 
dynamic propert ies of the model are 
examined under the assumptions of both 
fixed and flexible prices. It is shown here that 
the results do not depend on what is assumed 



about prices; more generally, the results turn 
out to be equally applicable whether one has a 
Keynesian or a classical view of how the 
economy works. The concluding section 
brings together the main findings of the 
exercise and attempts to draw some policy 
implications. 

GENERAL ASPECTS OF AN ISLAMIC 
INTEREST-FREE FINANCIAL SYSTEM 

It is useful to begin examining the Islamic 
banking system by first defining some basic 
terminology. Riba is the Arabic word for the 
predetermined return on the use of money. In 
the past there has been dispute about whether 
riba refers to interest or usury, but there is now 
consensus among Muslim scholars that the 
term covers all forms of interest and not only 
"excessive" interest. Thus, in the ensuing 
discussion, the terms riba and "interest" will be 
used interchangeably and an Islamic banking 
system will be one in which the payment or 
receipt of interest is forbidden. An interest-
based, or traditional, banking system is 
defined as asymmetrical, with interest being 
paid and charged for the use of funds. 

The Qur'anic restriction against interest is 
quite explicit and has to be taken as axiomatic. 
Transactions based on riba are strictly 
prohibited in the Qur'an, as the following 
verse forcefully states: 

These who devour riba will not stand 
except as stands one whom the devil 
hath driven to madness by (his) 
touch. (II: 275) 

To see that there can be no doubt of the 
condemnation of the system of interest, and 
the penalties that would be imposed if the rule 
were not observed, consider the following 
verse: 

0 ye who believe! Observe your duty 
to Allah and give up what remains 
(due to you) from riba, if ye are (in 
truth) believers. And if ye do not, 
then he warned of war (against you) 

from Allah and His Messenger. And 
if ye repent then ye have your 
principal (without riba). Wrong not, 
and ye shall not be wronged. 
(11:278-79) 

Although there have been discussions among 
Muslim scholars on the reasons for this 
prohibition against interest, it is obvious from 
the above quotations that there is no real 
room for differences in interpretation about 
whether interest can or cannot be paid in an 
Islamic economy. It is the general view that it 
is considerations of equity and protection of 
the poor that lie behind the strong 
condemnation of interest based transactions. 
In any case, the Islamic economic system, and 
of course the corresponding banking system, 
has to operate within the prescribed 
framework, which does not permit interest. 

The concept of an economy in which 
interest is not allowed appears quite 
counterintuitive to many observers. 
Arguments that such a system is unlikely to 
work efficiently in the short run, and in the 
long run will result in an eventual drying up of 
savings and investment, have frequently been 
made in this connection. This view, however, 
tends to reflect a basic confusion between the 
terms "rate of interest" and "rate of return." 
Whereas Islam clearly forbids the former, it 
not only permits, but rather encourages, trade 
and therefore profits. For example, consider 
this verse from the Qur'an: 

That is, because they say: Trade is 
just like riba-, whereas Allah 
permitteth trading and forbiddeth 
riba -(11:275) 

Intangible rewards are also permitted; using 
the Arabic term sadaqat, for charity or alms, 
the next verse from the Qur'an says that: 

Allah has blighted riba and made 
sadaqat fruitful. (11:276). 

In essence, what is forbidden in Islam is the 
fixed or predetermined return on financial 



transactions and not an uncertain rate of 
return, such as that represented by profits. 
From this distinction, it follows that, if a 
banking structure could evolve in which the 
return for the use of money would fluctuate 
according to actual profits made from such 
use, the resultant system would be consistent 
with the guidelines of Islam. 

The view that profits are perfectly 
legitimate has provided the foundation for the 
development and implementation of Islamic 
banking. In this system, profits and losses are 
to be shared between banks and economic 
agents according to certain predefined rules. 
Specifically, the depositor would not be 
guaranteed a predetermined return on the 
nominal value of his deposit by the bank, but 
would be treated as if he were a shareholder of 
the bank and would thus be entitled to a share 
of the profits made by the bank. The system 
is symmetrical, so that if the bank incurs losses 
the depositor would share in these as well, and 
the nominal value of his deposit would be 
reduced. On the other side of the balance 
sheet the bank could also not charge a fixed 
rate of interest on its loans but instead would 
have to engage in some type of a profit-and-
loss-sharing agreement. At the simplest level 
the Islamic system can be considered as an 
equity-based, rather than an interest-based, 
system. The depositor in essence purchases 
equity in the bank, and the bank in turn has 
an equity position in whatever activity the 
borrower uses the funds for. (This does raise 
some interesting issues, yet to be resolved, 
regarding consumption loans.) The 
distinction between equity-based and interest-
based systems is crucial and will be used in the 
remainder of the analysis. 

The earliest modern example of a bank 
established along the principles of profit-and 
-loss-sharing was the Myt Gamt Savings Bank 
in Egypt in the early 1960s. The 1970s saw 
the emergence of similar banks in Kuwait, the 
United Arab Emirates, Jordan, Sudan and 
Pakistan. Two such banks were also 
established in Luxembourg and Switzerland, 
and, with the active encouragement of the 
Kingdom of Saudi Arabia, an international 

development bank - the Islamic Development 
Bank - was set up in Jeddah in 1975. In most 
Muslim countries Islamic banks, operate side-
by-side with traditional banks but certain 
governments have taken steps to eliminate the 
latter over time. For example, the 
Government of Pakistan in 1978 started a 
gradual process of eliminating interest-based 
transactions entirely from its banking system; 
as of July 1, 1985, all transactions by banks 
were required by law to be conducted solely on 
an equity-participation basis. Similar steps 
have been announced by the government 
authorities of the Islamic Republic of Iran. 

That the process of establishing Islamic 
banking appears to be well entrenched, at 
least in Pakistan and the Islamic Republic of 
Iran, raises two related questions. Does such a 
system make theoretical sense, and can it work 
in a modern setting? The first of these 
questions has been examined in a number of 
papers that show that it is indeed possible to 
rationalize the profit-and-loss-sharing system 
through the use of risk and uncertainty 
analysis (for example, Naqvi (1982) and Khan 
(1984)). Basically these papers replace a 
certain, or predetermined, rate of interest 
with an expected rate of return and go 
through the usual procedures to show that this 
change does not affect the conclusions about 
standard banking and macroeconomic 
behaviour in any fundamental sense. With 
respect to the second question, however, 
because the experience with an economy-wide 
profit-and-loss system is relatively recent, it is 
not possible to state with confidence that such 
a system will function as well, or better, than 
the traditional banking system. There are, of 
course, those who argue on mostly a priori 
grounds that it will, but clearly, in the absence 
of empirical analysis, the issue is far from 
setded. 

Once one gets past the terminology and 
the interest-free and interest-based distinction 
and recognises that Islamic banking is really a 
particular variant of equity-participation 
systems, it can be seen that proposals for 
reform of the traditional banking system 
along similar lines have been made at various 



times in the United States. These times have 
in general corresponded with episodes of 
banking crises, and the most ardent 
proponent of an equity-based financial system 
was Henry Simons (1948). Arguing in the 
context of bank collapses in the 1930s that the 
fractional-reserve banking system was 
"inherently unstable," Simons proposed that 
traditional banks should be replaced by two 
separate financial institutions: 

First, there would be deposit banks, 
which, maintaining 100 per cent 
reserves, simply could not fail, so far 
as depositors were concerned, and 
could not create or destroy effective 
money. These institutions would 
accept deposits just as a warehouse 
accepts goods.... A second type of 
institution, substantially in the form of 
an investment trust, would perform 
the lending function of existing banks. 
Such companies would obtain funds 
for lending by sale of their own stock, 
and their ability to make loans would 
be limited by the amount of funds so 
obtained. 

Although Simons's call for a sharp distinction 
between the payments and portfolio functions 
of banks - and for a 100 percent reserve 
requirement on the former - were rejected in 
favour of official deposit insurance at that 
time, interest in Simons's ideas has remained. 
Friedman (1969) agreed with Simons on the 
idea of a 100 per cent reserve requirement, 
but more on the grounds that such a system 
would reduce government interference with 
the lending and borrowing operations of 
banks and thus would increase economic 
freedom. In connection with bank failures in 
the United States during the 1980s, there has 
been a revival of proposals for the equity-
based system that Simons advocated. Papers 
by Kindleberger (1985), Kareken (1985), and 
Golembe and Mingo (1985), presented at a 
conference organised by the Federal Reserve 
Bank of San Francisco, again raise the issue of 
the potential financial instability of a 

fractional-reserve banking system combined 
with official deposit insurance. Kareken and 
Golembe and Mingo argue that bank failures 
are special because, unlike bankruptcies of 
firms in general, they affect the payments 
mechanism of the economy. Consequently, 
what must be protected is the efficient 
functioning of the payments mechanism and 
not necessarily the overall lending and 
borrowing operat ions of banks. These 
authors would, therefore, have the 
government separate the provision of 
payments services from lending sei-vices and 
in effect create the two types of banks that 
Simons had in mind. The payments side of 
banking (that is, transaction balances) would 
be backed 100 per cent by some safe security 
(say, U.S. Treasury bills), whereas the portfolio 
activities would be effectively unregulated. 
Neither of these schemes, nor the one 
proposed by Simons, are significantly 
different from the Islamic banking systems 
being implemented in several countries, at 
least on the deposit side. At the same time, 
however, it should be stressed that the Islamic 
banking system goes further and requires that 
loans and advances made by banks also be 
based on equity participation. 

There are many reasons advanced in the 
literature for the possible instability of the 
traditional banking system. In Simons's view, 
the basic flaw in the traditional system is that, 
as a crisis developed and earnings fell, banks 
would seek to contract loans to increase 
reserves. Each bank could do so, however, 
only at the expense of other banks, and in the 
process some banks would become insolvent 
and he forced to close. Alternatively, Mayer 
(1974) contends that banks tend to switch 
from techniques of asset management to those 
of liability management in the face of a crisis, 
and that this practice has increased in the U.S. 
banking system. In other words, if banks raise 
interest rates to attract or retain deposits in 
problem situations, and if the total stock of 
deposits is fixed in the short run, the process 
would clearly be unstable and would 
eventually lead to bankruptcies. In such 
circumstances, any system that guaranteed the 



transaction-balances component of deposits 
and eliminated the need or incentives for 
liability management would likely stabilise the 
process. 

In the following section, it is shown 
formally how an equity-based banking system 
of the Islamic type would operate and how it 
would be stable in the context of real shocks. 

A FORMAL MODEL OF ISLAMIC 
BANKING 

The framework used here to represent the 
Islamic banking system is based on an 
aggregate macroeconomic model developed 
by Metzler (1951) and extended by Fernandez 
(1984). The model is quite simple, and, 
although it incorporates some fairly restrictive 
assumptions, it turns out to be a very useful 
device for the purpose at hand. In this 
section, two versions of the basic model are 
considered. The first takes prices as fixed, or 
predetermined, and real output as 
endogenous; in the second version the price 
level is assumed to be flexible, and output in 
turn is assumed to be exogenous. These two 
versions can also be respectively interpreted as 
the Keynesian or classical representations of 
the basic model. 

The Basic Model with Fixed Prices 
The macroeconomic model contains a capital 
market, a money market, and a market for 
goods. For simplicity it is assumed that all real 
income goes to capital rather than being 
divided between capital and labour, as is more 
customary. Metzler (1951), for example, 
assumes that capital receives a constant 
propor t ion of national income, and his 
approach could easily be followed without 
affecting the analysis. The three markets in 
the model are described in turn below. 

Capital Market 
Consider an economy in which banks are the 
only intermediaries that connect saving and 
investment. These banks are treated as if they 
were simply firms that issue shares (deposits) 
and derive their earnings from investments. 

Economic agents hold their savings in the 
form of deposits whose nominal value is not 
guaranteed, and the rate of return they 
receive from these deposits (that is the yield 
on shares) is also not predetermined and can 
vary. Indeed, there is no restriction 
preventing the rate of return from becoming 
negative, since this would only imply that the 
value of shares falls. All investments in the 
economy are also assumed to be undertaken 
by borrowing from banks. 

Because the price level is given, one can 
use the simple discounting formula suggested 
by Metzler (1951) to relate the real value of 
the banks' shares to the capitalised value of 
the future real earnings of the banks. 

S/p = s = y/r (1) 
where 
S = nominal value of shares 
P = price level 
a = real value of shares 
y = real income 
r = real yield or real rate of 

return on shares. 

If banks are assumed not to hold any reserves 
and to have zero net worth, then equation (1) 
defines the balance sheet of the banking 
system. The assumption that banks cannot 
absorb losses through reserves or net capital is 
also not crucial, since the concern here is with 
the issue of bankruptcies. Basically, ignoring 
the reserves or the net capital of banks is 
tantamount to assuming that the potential 
losses that would occur in the event of a failure 
exceed the provisions that a bank can 
reasonably be expected to make against them. 

The balance sheet of the simplified 
aggregate banking system in real terms would 
therefore be 

Banking System 

Assets 
y/r 

Liabilities 
S/p 

Money Market 
Money is the asset in the model and is 



considered to consist solely of currency, 
assumed to be exogenously supplied by the 
government. In other words, all money in the 
model is "outside" money. Total real wealth w 
is defined as w = m + s, where m is the stock 
of real money balances (m = M/P) and M is 
the exogenously given nominal stock of 
money. Equilibrium in the money market is 
determined by the following: 

m/s = g (r), g, < 0 , (2) 

where the proportion of wealth held in the 
form of money depends negatively on the real 
rate of return on shares. From equation (1), s 
= y/r; therefore the equilibrium condition in 
the money market can be rewritten as 

m = g (r). y/r. (3) 

Goods Market 
T h e goods market is assumed to be 
characterised by slow adjustment, and output 
is assumed to respond to variations in excess 
aggregate demand. This formulation is not 
difficult to justify for the case in which prices 
are fixed. (The alternative case of flexible 
prices is taken up later.) Specifically, the 
relationship between real income, or output, 
and excess aggregate demand can be derived 
using a standard Keynesian-type framework, 
with the assumption that the economy is 
closed and there is no explicit government 
sector Real aggregate demand (yd) is defined 
as 

yd = C (r, w) + I (r) 
C ,<0 , .Cw>0, I , < 0 , (4) 

where C(r,w) is a standard consumption 
function, with wealth as the relevant scale 
variable, and I(r) is the investment function. 
Note that from equation (1), total wealth can 
be written as 

w = m + y/r. 

The assumption of slow adjustment in the 
goods markets can be represented by the 

following differential equation for output: 

dy/dt = y = B[C (r,m + y/r) + 
I(r)-yl . , B > 0 , (6) 

where the expression inside the brackets is 
excess aggregate demand. This can be written 
as a reduced-form equation: 

y = f(r, y;m) 
fr < 0, fy > 0, Fm > 0, (7) 

Equation (7) can be viewed as a dynamic form 
of the IS curve in which real income responds 
positively to excess aggregate demand, which 
in turn is a negative function of the real rate of 
return and (with marginal propensity to 
consume, aC/ay, assumed to be less than unity) 
of real income. The change in real income is 
a positive function of (exogenous) real money 
balances. 

It will he noted that the model here is a 
dynamic variant of the standard IS-LM model, 
and no special factors have had to be 
introduced up to now. In analysing the Islamic 
banking system, the crucial point to 
remember is that the nominal value of shares 
(S) is not guaranteed to a depositor and thus 
can be treated as perfectly flexible. In the 
model, equation (3) ensures that the capital 
and money markets are continuously in 
equilibrium, whereas, from equation (7), real 
income adjusts slowly to any shocks to excess 
aggregate demand. From equation (3) for the 
money market and equation (7) for output, 
one can derive a standard IS-LM paradigm to 
determine the equilibrium values of the real 
rate of return r* and of real income y*. Given 
r* and y*, it is a straightforward matter to 
obtain the equilibrium real value of shares, s* 
= y* /r*. The basic system used to describe 
the Islamic banking system is depicted in 
Figure 1. (Note: Although Figure I is drawn 
for positive values of r, the real yield on shares 
could be negative without affecting the 
argument. 

To examine the dynamics of the system, 
consider the case of an exogenous fall in real 
income (real earnings) of banks from y* to yl , 



Real rate 
of return 
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system, the nominal value of 
shares (deposits) is guaranteed 
to the depositor by the bank (if 
the price level is given, then 
the real value obviously is also 
guaranteed), and it is this 
guarantee that distinguishes 
the two systems. In standard 
banking systems the individual 
is assured of the nominal value 
of his deposit, and if the bank 
pays interest on these deposits, 
the rate of return that he will 
receive is also predetermined. 
In most countries there exists 
some form of official 
insurance scheme that backs 
the guarantee provided by 
banks; even if there is not, it is 
normally assumed that the 

Real Income (y) government would step in 

Figure 1. Islamic Banking System with Fixed Prices 

in Figure I. At point B there is an excess 
supply of money that causes an instantaneous 
decline in the real rate of return on shares 
from r* to r l (0 point C). At C, with real 
income at yl and the real rate of return at r l , 
however, there is excess aggregate demand. 
This excess demand will move real income 
slowly back toward y* to eliminate the 
disequilibrium in the global market and as 
real income grows, the real rate of return will 
also rise toward r*. Equilibrium will once 
again be reached at the original steady rate -
that is, at A with r = r* and y = y*. 

From equation (1), one can trace what 
happens to the real value of shares during the 
process of adjustment. As the real rate of 
return declines, the real value of shares falls 
immediately from s* = y*/r* to SI = yl /rl to 
maintain continuous equilibrium in the 
capital market. This result follows because the 
nominal value of shares is flexible and can 
thus adjust immediately to clear any 
disequilibrium in the capital market. This 
feature ensures that the system is dynamically 
stable. 

By contrast, in the traditional banking 

should the need arise. 
In the analysis developed here, 

the introduction of a guarantee for the 
nominal value of the shares simply means that 
the balance sheet of the banking system is now 
written as 

S/P = y/r. (la) 

where S is the predetermined, or guaranteed, 
value of shares. Although it is possible to show 
that the introduction of a deposit guarantee -
in other words, using equation (la) in place of 
equation (1) in the model - does not change 
anything insofar as equilibrium behaviour is 
concerned, important differences can emerge 
in the transition process. As discussed above, 
in the Islamic banking model any divergence 
between the real values of assets and liabilities 
would be immediately reflected in a 
corresponding adjustment in the nominal 
value of shares. In the traditional banking 
system, however, because the nominal value of 
shares is guaranteed and the interest rate is 
predetermined, changes in y will not 
necessarily cause immediate variations in the 
real value of shares. In the short run, 
therefore, one could have y/r not equal to S/P, 



and the fundamental question becomes how 
the system can be expected to adjust to this 
disequilibrium. 

One way, of course, would be for banks to 
cover the discrepancy between assets and 
liabilities through a draw down of reserves or 
a reduction in net capital. But if losses exceed 
available reserves, as has been assumed here, 
banks would presumably face the possibility of 
runs on deposits and of bankruptcy as net 
worth became negative (recall that the net 
worth of banks is assumed to be zero to start 
with). In general, in such circumstances, the 
government would enter into the picture and 
would assume the liabilities of the banks, 
either in its capacity as the ultimate guarantor 
of deposits or, more important, to protect the 
payments mechanism. In any case, the 
depositors would be repaid by the 
government from resources obtained through 
taxes or borrowing. If one ignores 
distributional complications, what the 
government has done is to reduce wealth by a 
capital levy on shareholders, either imposed 
now or in the future, that would be equal to 
the loss of assets of the banks. The end result 
of such an operation would be equivalent to 
that observed in the case of the Islamic 
banking model: the fall in real earnings of 
banks would be matched by a decline in real 
wealth, with the government intervening to 
ensure such an outcome. 

Short-run differences between the two 
systems can, however, arise for a variety of 
reasons. For example, the public may not see 
through the "veil," may not believe that 
despite the government's actions real wealth 
has been reduced, and may thus not alter its 
behaviour. The behaviour of banks may also 
create short-run problems. Even though the 
liabilities of the banks may be insured directly 
or indirectly by the government, it has been 
assumed by Mayer (1974) and Femandez 
(1984), among others, that banks may try to 
postpone bankruptcy by resorting to liability-
management techniques and raising interest 
rates to bid for deposits. Such actions, which 
reflect myopic behaviour on the part of 
bankers, can easily lead to instability because 

attempts to increase interest rates would 
reduce y/r even further. In the Islamic banking 
model, the market immediately writes down 
the real value of shares, and these types of 
short-run phenomena cannot arise. 

The Basic Model with Flexible Prices 
The analysis can be extended to consider the 
alternative case in which output is 
exogenously given and prices adjust to excess 
aggregate demand. This model, in contrast to 
the Keynesian-type model of the previous 
subsection, therefore corresponds more to the 
classical system. In terms of real money 
balances, the adjustment function can he 
specified as 

M = -f (r, m; y*) 
f r<0 , fm>0 , f y < 0 . (8) 

where m is the change in real money balances 
and f (r, m; y*) is the excess demand function 
for an exogenously given level of (long-run) 
real income, y* Equation (8) is now used in 
place of the output adjustment equation (7) 
that was specified in the case of rigid prices. 
Slow adjustment in the goods market has been 
maintained to highlight the dynamic 
propei ties of the system, although one could 
easily assume that prices adjusted 
instantaneously to clear the market. This 
would simply amount to specifying f (r, m; y *) 
= 0 in equation (8). 

In this system, equations (1), (3), and (8) 
can be combined to determine the 
endogenous variables r, m, and s. The model 
is described by Figure 2, where my = O 
represents the locus of points that clear the 
goods market and where ry. = 0 is the 
corresponding locus of points that clear the 
money market, m = g (r). y*/r. As before, once 
m* and r* are determined, one can derive the 
value of the real value of shares s , which 
equals m*/g (r *). 

The real value of shares does not behave 
exactly the same way as it did in the case of 
fixed prices. Initially the real value of shares 
declines sharply, since at B 



M*/g (rl) < m / g (r*), 

and then continues to fall as the system 
approaches the steady state at C. The path 
followed by the real value of shares is a 
consequence of the assumption of slow 
adjustment of prices; if instantaneous 
adjustment of the goods market were allowed, 
one would, obsei-ve the economy moving 
directly from A to C, and the real value of 
shares would as in the fixed-price case, move 
immediately from.s* = y*/r* to si = yl/r2. 

Again the process can be replicated by the 
traditional banking model if both the public 
and bankers behave rationally in the short-
run, and if the government moves rapidly to 
correct the disequilibrium between assets and 
liabilities that results from the fall in real 
income from y* to Yl. If not, the traditional 
banking system would adjust slowly to the real 
income shock and could quite easily become 
unstable. 

CONCLUSIONS 

Although the number of studies on Islamic 
economics and Islamic banking has grown 
enormously in recent years, there is still a 
dearth of analytical work on the subject. In 
many ways, the lack of understanding and 
confusion that exists about Islamic economics 
can be attributed to the virtual absence of 
formal descriptions of the theory underlying 
the proposed system. In this paper, an 
at tempt has been made to provide a 
theoretical depiction of the Islamic banking 
system by formulating a relatively simple 
model that explicitly incorporates the 
constraints imposed by religion on the 
conduct of financial transactions. As was 
shown in the paper, this model does provide a 
reasonable portrayal of the types of Islamic 
banking systems that have been put into 
practice in certain countries. The exercise 
further demonstrated that standard economic 
concepts and methods can be fruitfully 
employed to analyse issues in Islamic 
economics. 

The model that has been developed in 

this paper also turns out to have many 
similarities with standard models used to 
analyse the behaviour of banks at an 
aggregate level. Indeed, it is readily apparent 
that the Islamic model of banking, being 
based on principles of equity participation, 
bears a striking resemblance to proposals 
made in the literature on the reform of the 
banking systems in many countries, 
particularly in the United States. The paper 
demonstrates that the Islamic system may well 
prove to be better suited to adjust to shocks 
that result in banking crises and disruption of 
the payments mechanism of the country. In 
an equity-based system that excludes 
predetermined interest rates and does not 
guarantee the nominal value of deposits, 
shocks to asset positions are immediately 
absorbed by changes in the values of shares 
(deposits) held by the public in the bank. 
Therefore , the real values of assets and 
liabilities of banks in such a system would be 
equal at all points in time. In the more 
traditional banking system, since the nominal 
value of deposits is fixed, such shocks can 
cause a divergence between real assets and 
real liabilities, and it is not clear a priori how 
this disequiibrium would be corrected and 
how long the process would take. In other 
words, there is a rigidity in the traditional 
banking system that prevents instantaneous 
adjustment, and this rigidity can lead to 
possible instability. 

Thus, as argued in this paper, the 
principal difference between Islamic and 
traditional banking systems is not that one 
allows interest payments and the other does 
not. The difference stems from the fact that 
an Islamic system treats deposits as shares and 
accordingly does not guarantee their nominal 
value. In the traditional banking system, such 
deposits are guaranteed either by the banks or 
by the government. This distinction has 
apparently not been generally appreciated in 
the literature. In essence, the interest rate 
issue is shown not to be central from an 
economic or analytical point of view, and one 
can argue that the debate in many ways has 
been misdirected. 



It should be acknowledged, of course, that 
the scope of this paper has been fairly limited, 
and several interesting questions associated 
with Islamic banking remain as yet 
unanswered. The model specified was a 
somewhat stylised one, and certain restrictive 
assumptions were imposed to highlight the 
essential features of the Islamic financial 
system. Obvious generalisations of the 
approach here would have to examine in 
greater detail how both deposit and loan 
behaviour can be theoretically modelled 
within an equity-based system. Moreover, the 
analysis here was restricted to the operation 
and practice of banking under the Islamic 
system. The effects that the adoption of this 
system would have on saving, investment, the 
level of financial development, and so forth 
and, fur thermore , the question of how 
monetary, fiscal, and exchange rate policies 
can be expected to operate in such an 
environment were beyond the scope of the 
analysis presented here. In addition, at this 
stage, it is not possible to say very much about 
the effects that the introduction of uncertainty 
created by the elimination of a predetermined 
rate of interest on financial transactions would 
have on basic economic behaviour and on the 
efficiency of the financial system. 

Perhaps even more important is the 
question of whether the profit-and-loss-
sharing practice meets the fundamenta l 
objectives of Islamic economics relating to 
income and wealth distribution. Addressing 
these various issues will clearly require 
concerted efforts at both the theoretical and 
empirical levels. 

Despite these caveats, it is still possible to 
draw certain policy implications from this 
study that relate to the practice of Islamic 
banking. The equity-based system being 
implemented in Muslim countries appears to 
have considerable merit from a purely 
economic standpoint, independent of its 
consistency with the strictures of Islam. From 
a policy perspective, one can go from the 
analysis in the paper and argue that banks 
should operate two windows for deposit 
transactions. One window would cover only 

transaction balances and would pay no 
interest on deposits. In other words, all 
deposits made through this window would be 
akin to existing demand deposits, with one 
important difference. Such deposits would 
have a 100 percent reserve requirement 
placed on them, and there would be no 
possibility of using these deposits as a basis for 
multiple credit creation. The backing of these 
deposits could be in the form of currency, 
foreign exchange, or suitable government 
securities. The reason for adopting a 100 
percent reserve requirement is that these 
deposits would be completely safe and thus 
would simultaneously satisfy the desires of 
risk-averse individuals and prevent the 
dangers of runs from interfering with the 
payments mechanism. If such deposits did 
not yield any return to the banks, then 
presumably a service charge could be levied 
on depositors that would correspond to the 
costs of administering this window. 

The other window would be the profit-
and-loss, or equity account, in which a 
depositor would be treated exactly as if he 
were a shareholder in the bank. There would 
be no guarantee provided of the rate of return 
or of the nominal value of the share. No 
official reserve requirement would be 
necessary for these investment deposits, 
although presumably for prudential reasons 
banks would maintain some minimum level of 
reserves. Since deposits through the profit-
and-loss window would be treated as 
investments (as in a mutual fund or 
investment trust for example), there would be 
no obvious reason for the government to 
impose legal reserve requirements. 
Regulations similar to those applying to 
public companies, such as equity-to-capital 
ratios, could, of course, still be imposed. 

In conclusion, although the two-window 
scheme is, in fact, being implemented in 
Islamic countries, there has been no basic 
change in the reserve requirements of 
different types of deposits. To maximise the 
safety benefits that are inherent in the system, 
such a change, clearly, would seem advisable. 



Effective Policies, Moral Values: 
Pre-Requisites of Islamic Banking 

ANWAR A H M E D M E E N A I I N T E R V I E W S 
J U R I S T J U S T I C E M U F T I M O H A M M E D T A Q I U S M A N I 

Are Islamic banks in Malaysia organised in a 
fashion similar to the banks in Pakistan, or 
are they different from their Pakistani 
counterparts? 

There is a difference in approach as far as 
Malaysia and Pakistan are concerned. In 
Pakistan, same rules and regulations apply to 
all banks, local or foreign. In Malaysia, 
banking is predominantly being carried out in 
the conventional manner. 

To begin with, only one Islamic bank was 
established. Presently, the majority of the 
banks have set up a window for Islamic 
banking, though it is difficult to determine 
whether all the transactions carried out by 
these institutions fully conform to the 
principles of the Sharia. 

Another distinguishing feature is that in 
Pakistan, every bank has its own separate 
Sharia Board, which advises the bank in 
matters of Islamic banking. The Securities 
Commission also has a Religious Board. 

Although the Central Bank (Bank Negara 
Malaysia) does not have a Sharia Board of its 
own as yet, it takes an active interest in Islamic 
banking activities. Efforts are also made by the 
Central Bank to resolve the problems faced by 
the Islamic banks through non-traditional 
methods. The Central Bank is trying to form 
a Sharia Board. 

In Pakistan, the mark-up system works in 
conjunction with sale and buy-back. Malaysian 

banks have employed the system of murabaha, 
in which the rate of profit is agreed and 
known in advance. They have also resorted to 
sale on a deferred payment basis at a price 
that can be negotiated between the parties. 

Malaysian banks have adopted the PLS 
system for the distribution of income to 
depositors. Islamic banks also engage in the 
discounting of Bills of Exchange under the 
garb of "purchase of loan". This is a major 
departure from the well recognised principles 
of the Sharia, for which some Sharia scholars 
in Malaysia present some justif ication. 
However it is not sound in my view. 

This matter has been discussed with religious 
scholars in Malaysia. They seem to have been 
convinced that discounting of Bills of 
Exchange in the traditional manner cannot be 
considered Islamic, and there is a search for 
alternatives. 

Are Islamic banks in Malaysia capable of 
providing all usual banking facilities, such 
as the conventional banks and financial 
institutions provide, to the general public, as 
well as businessmen and investors, while 
still conforming to the principles and 
requirements of the Sharia? 

Even though it is claimed that they do, in 
effect they do not. For instance, these banks 
do not engage in the forward sale/purchase of 
foreign exchange. 
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Is Taboong Haji working like a bank or does 
it engage only in the investment of surplus 
funds available to intending Hajis? 

To my knowledge, it works like an Investment 
Company. It owns a number of companies and 
is a major shareholder in some others. 

Have any different or new laws been enacted 
in Malaysia for the establishment of, or to 
facilitate the business of, Islamic banks? 

The Government of Malaysia has enacted an 
Islamic Banking Act to govern the 
establishment and operation of Islamic banks 
in Malaysia. Permission needs to be obtained 
under the said Act for the establishment of an 
Islamic bank. This Act provides certain 
concessions to Islamic banks in their 
operations or methodology, as against that of 
conventional banks. 

It is often said in the context of Pakistan that 
the moral scruples of the masses in general, 
and businessmen in particular, make very 
difficult, if not impossible, the practising of 
mudaraba and musharaka. Do Islamic banks 
in Malaysia face similar problems and have 
they found any solutions? 

Islamic banks in Malaysia are facing more or 
less similar problems. Corruption in Malaysia 
is perhaps less than it is in Pakistan, but in my 
opinion, no significant progress has been 
made in Malaysia in implementing musharaka 
as a mode of financing. A possible exception is 
Taboong Haji which makes investments in 
different ventures on the basis of musharaka. 

What is your opinion about the progress 
made so far to Islamise the business of 
banking in Pakistan, and what essential 
changes are required to bring the banking 
system close to the requirements of Sharia? 

T h e pace of any such progress is quite 
unsatisfactory. An economy free from interest 
was one of the priorities of the late President 
Zia-ul-Haq. At his behest, the Council of 
Islamic Ideology (CII) came up with a forum 

to deliberate the issue. Besides religious 
scholars, the forum included bankers and 
economists, and a detailed report was 
submitted to the Government. 

The late president issued a final order for 
the implementation of the recommendadons 
made in this report. To this end, the then 
Minister of Finance formed groups. 

However, CII was not represented in any 
of these groups, nor was it consulted in the 
making of a strategy for the implementation 
of its recommendations. There are many 
distortions in the way things have been 
actually implemented. The new system 
principally revolves around murabaha, but in 
this case too, the basic requirements of the 
Sharia are not being met. 

The State Bank of Pakistan (SEP) 
proposed a total of 12 modes of financing. But 
it is felt that there has been no change in the 
asset side of the balance sheet of the Pakistani 
banks. The liabilities side, however, does 
conform to Sharia. 

An essential requirement is the formation 
of a Sharia Board in SBP as well as all other 
banks. These may either be separate or one 
Board may supervise the operations of every 
bank. 

A Religious Board is being set up in Bank 
Negara Malaysia - the central bank of the 
country, and the Securities Commission in 
Malaysia has a Religious Board. In Malaysia 
and Bahrain, the decisions of Sharia Boards 
are binding on the relevant Islamic banks. 

The Board in some banks can take part in 
the bank's AGM, and the annual reports of the 
banks contain a separate report from the 
Religious Board. These boards can stop a 
transaction they are not satisfied with, or can 
even nullify a transaction if it does not 
conform to the Sharia. 

"Allah does not change the lot of a people 
unless they change what is in their hearts". 
In the light of this declaration by Allah, 
when we look at the moral condition of the 
people in Pakistan, it becomes obvious that 
businessmen who are always in need of 
money seldom maintain the accounts of 



their businesses honestly or are willing to 
share the actual profit of their businesses 
with those who provide funds. 

On the other hand, the general public has 
also become accustomed to a fixed return 
without assuming any risk and are not willing 
to share in the profit or loss of the business. 
Probably due to the foregoing factors, Islamic 
banking in Pakistan has not been able to make 
any significant progress in terms of business 
or operations. What is your opinion 
regarding this? 

While agreeing with you, let me point out that 
two basic tasks need to be performed by the 
Government. One is the correction of the 
taxation system, especially the abolishment of 
powers given to ITOs; and second is the need 
to expand the system of transparent audit at 
every level, i.e. internal as well as external. 

This will help in the purging of dishonest 
and corrupt people. Businessmen who are 
found guilty of cheating the financiers, acting 
fraudulently, and indulging in dishonest 
practices should be blacklisted for a certain 
period. 



The Philosophy of Islamic Banking 

S U D I N H A R O O N 

"It is imperative that Islamic banks are staffed 
by people who are not only competen t 
technically but are also well-versed in the 
Islamic financial system, believe in it and are 
committed to it. At present, not all Islamic 
bankers do not fall in this category; some 
j u m p e d on the bandwagon for selfish 
reasons," ( 'Comment ' New Horizon, 
September 1995). This is a climacteric 
comment that needs to be examined 
thoroughly by all parties who are involved in 
the Islamic banking system. 

It is not the author's intention to lend 
support to nor to dispute the above statement. 
In fact, there are many other reservations 
made by various quarters on the fallacies of 
Islamic banking practices (see article by Dr 
Sami Hassan Homoud in Islamic Economic 
Studies, December 1994 issue). It is truly 
unfortunate if Islamic banks are managed by 
those who do not believe, or who are not 
commit ted to this system, because the 
existence of this group of people will result in 
a great loss to the Muslim community. 

Therefore, it is inevitable that we will 
someday hear (if it has not already been said) 
the claim that there is no difference between 
Islamic and conventional banks. There are 
already allegations made by those who 
patronize Islamic banks that charges or costs 
imposed on them are higher than those of 
conventional banks. 

Today, Islamic communities are proud of 
the existence of more than 150 interest-free 

financial institutions world-wide. These 
institutions mobilise more than 70 billion US 
dollars and provide banking facilities 
compatible with those of the conventional 
banks. In fact, promoters of the Islamic 
banking system in some countries are eager to 
introduce more advanced financial 
derivatives, such as options and futures, into 
their system. 

Because of this eagerness, there is a 
possibility that they tend to forget (it may be 
because of ignorance, induced by profit or 
other selfish reasons) the main reason for the 
establishment of an Islamic bank. Those who 
are ignorant about the reasons for the 
establishment of Islamic banks will certainly 
believe that the achievement of Islamic banks 
is measured by their compatibility with the 
conventional banks, r a the r than by the 
contributions made by the banks towards the 
betterment of the whole Islamic community. 

Islamic scholars have on many occasions 
explained that the term "Islamic banking" 
means the conduct of banking operations in 
consonance with Islamic teaching. The Islamic 
financial system cannot be introduced merely 
by eliminating riba, but by adopt ing the 
Islamic principles of social just ice and 
introducing laws, practices, procedures and 
instruments which help in the maintenance 
and dispensat ion of justice, equity and 
fairness. 

As an institution whose foundations are 
based on religious doctrines, the 



establishment and operations of an Islamic 
bank have raised many theoretical and 
conceptual considerations. Islamic banks 
therefore are not expected to have similar 
objectives and philosophies to those of other 
business entities. 

As a business entity established within 
the ambit of Islamic law, the Islamic bank is 
expected to be guided by the philosophy of 
Islamic business. Establishing the r ight 
philosophies is important for any Islamic 
bank for two reasons. Firstly, these 
phi losophies will be used by the 
management or policy-makers of the banks 
in the process of formulat ing corporate 
objectives and policies. Secondly, these 
philosophies serve as an indicator as to 
whether the par t icular Islamic bank is 
upholding true Islamic principles. 

The Philosophy of Islamic Business 
Islam permits and encourages its followers to 
engage in trade activities. The Prophet (upon 
whom be peace) in his early life used to be a 
trader and, similar to many of his eminent 
companions, was a businessman. From the 
religious perspective, the establishment of 
Islamic banks is considered a righteous move 
for two reasons. Firstly, their existence is in line 
with the divine revelation, i.e. to be involved in 
trade. Secondly, Islamic banks provide an 
avenue for Muslims to perform banking 
business in the Islamic way, i.e. free from the 
element of usury. 

Eliminating the element of usury in the 
banking system is only part of the Islamic 
business principles. As Islamic business 
entities, all Islamic banks not only have to 
conduct their business with the objective of 
making profit but at the same time must 
conform to Islamic business principles. 

Islamic banks are also expected to adhere 
to the rules and laws that are directly imposed 
on individual Muslims. Otherwise, these 
entities would not qualify as Islamic entities. 
This leads one to the philosophical questions: 
1) what should Islamic banks do, and 2) what 
should they believe? For Muslims, the answers 
to these questions are given by the Qur 'an in 
many of its verses. 

Therefore, the foundat ions of the 
philosophy of Islamic banking are those 
principles which have been revealed in the 
Qur'an and the hadith. All Revelations and the 
Hadiths that require Muslims to uphold justice 
and virtue, serve as principles which guide 
Islamic banks in managing their business 
affairs. 

The principles of Islamic business 
comprise primarily of honesty, and trade is to 
be conducted in a faithful and trustworthy 
manner. Islam conceives trade as an honest 
effort, an earnest endeavour, and earning 
unfair profit through operations such as 
hoarding, black marketing, profi teering, 
short-weighting, hiding any defective quality 
of merchandise and adulteration cannot be 
regarded as honest trade. The Prophet (upon 
whom be peace) was once given the title of 
amin or "the trusted one" because of his 
honesty in all dealings. The operations of 
Islamic banks, therefore, are based on the 
concept of honesty, justice and equity as 
practised by the Prophet (upon whom be 
peace). 

The meaning of righteous trade can best 
be understood from the metaphorical content 
of verse 29 of Fatir (35:29). This verse teaches 
Muslims that the Godly man's business will 
never fail or fluctuate because Allah 
guarantees him the return and even adds 
something to the return out of his own bounty. 
Analogically, honest trade will lead to the 
earning of profit in this world as well as in the 
hereaf te r Tarmidzi reported the Prophet 
(upon whom be peace) as saying, "The 
truthful, honest merchant is with the Prophet, 
the truthful and the martyrs". 

In the process of conducting business. 
Islamic banks seek to bring about a lasting 
balance between earning and spending in 
order to achieve the betterment of the whole 
community. Islam has always emphasised the 
lawful earning of a livelihood. All unlawful 
means of acquiring wealth are prohibited 
(4:29 and 30). 

In terms of spending, Islam demands that 
its followers spend money for the welfare of 
the people and not on wasteful or pleasurable 
activities (2:219). Verse 36 of Al Nisa (4:36) 
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outlines the right conduct for Muslims and is 
also applicable to Islamic banks in conducting 
their business. 

In dealing with their customers, Islamic 
banks are expected to conduct the 
transactions for the benefit of both, i.e. the 
banks as well as the customers, and to uphold 
the concept of justice. In addition to what was 
revealed in verse 29, verse 135 of Al Nisa 
(4:135), and verse 90 of Al Nahl (16:90) also 
instructs Muslims to maintain the concept of 
justice and equity in every aspect of life. An 
application of these verses to a business 
context concerns Islamic banks when 
imposing charges on customers, and also 
when fixing the profit-sharing rado either 
with their investors or with their business 
partners. This philosophy is also reinforced by 
verse 87 ofAlMaida (5:87). 

In Islam, the absolute ownership of 
everything belongs to Allah (3:189). This 
absolute ownership does not mean that Allah 
has created everything for Himself (2:29). 
Scholars claim that the verse emphasises that 
what Allah has created belongs collectively to 
the whole human society. Legal ownership by 
the individual, that is to say the right of 
possession, enjoyment and transfer of 
property, is recognised and safeguarded in 
Islam, but all ownership is subject to moral 
obligation and even animals have the right to 
share (51:19). 

As for Islamic banks, while making profit 
f rom the business is acceptable, the 
accumulation of profit without utilisation for 
the bet terment of the community is 
forbidden. Because of this Revelation, Islamic 
banks are expected to be more sensitive to the 
needs of society, promote more social welfare 
programmes and activities, and make more 
contributions towards the needy and the poor. 
Islam prohibits accumulation of wealth or its 
unrestricted possession by individuals 
exclusively for their own self-interest. It is 
further reiterated that wealth which is earned 
by the right means should not be hoarded in 
selfish interest, because it would impede the 
growth in the economy, thus creating social 
imbalance (104: 1-4; 180:3). 

Three vices mendoned by the verses in Al 

Humaza (104:1-4) are here condemned in the 
strongest terms: i) scandal mongering, i.e. 
suggesdng evil of men or women by word or 
innuendo, mimicry, sarcasm or insult; ii) 
detracting from their character behind their 
back, even if the things commented on are 
true, where the motive is evil; iii) 
accumuladng wealth, not for use and service 
to those who need it, but in miserly hoards, as 
if such hoards can prolong the miser's life or 
give him immortality. 

Miserliness in itself is a kind of scandal. 
The above Revelation serves as a reminder to 
those who manage Islamic banks to be more 
caudous in managing its assets. As menUoned 
earlier, the wealth of Islamic banks should be 
spent on the needy and for the betterment of 
society. Failing to conform with the instruction 
from Allah, means there is a great possibility 
that the wealth accumulated by the banks will 
be destroyed. The destruction may be in the 
sense that the bank will not be able to make 
further profit and may ultimately have to 
cease operations. 

The Qur'an in many of its verses indicates 
the principles that serve as guidance for the 
Islamic banks in their practical affairs. To 
involve themselves in business is highly 
encouraged by Islam, but the business must be 
conducted on the basis of equity and justice. 
Islamic banks are prevented from investing in, 
or having any dealings, with unproductive 
businesses, or businesses which promote 
obscenity, businesses which involve 
manufacturing, selling and transporting of 
liquor, making and selling idols and services 
rendered in or to pagan places of worship, 
fortune-telling and drawing lots, and 
businesses that involve usury and bribery. 

The Objectives Of Islamic Banks 
As suggested by Muslim scholars, the 
existence of Islamic banks is to promote, 
foster and develop the banking services and 
products based on Islamic principles. Islamic 
banks are also responsible for promoting the 
establishment of investment companies or 
other business enterprises, as long as the 
activides of these companies are not forbidden 
by Islam. The main principles of Islamic 



banking comprise of prohibition of interest in 
all forms of transactions, and undertaking 
business and trade activities on the basis of 
fair and legitimate profit. Islamic banks are to 
give zakat and to develop an environment that 
benefits society. 

Like any other business entity, Islamic 
banks are expected to make a profit from their 
operations. It is considered unjust for Islamic 
banks if they are unable to provide sufficient 
returns to the depositors who entrusted their 
money to Islamic banks. While making a 
profit from the business is allowed in Islam, at 
the same time Muslims are prohibited from 
committing any excess (5:87). Applying this 
message to banking operations means that 
Islamic banks are prohibited from making 
excessive profit at the expense of their 
customers. Therefore, while ordinary business 
institutions are likely to place profit as their 
primary objective. Islamic banks have to 
incorporate both profit and morality into 
their objectives. The commitment to pursuing 
moral and social objectives among Islamic 
banks varies widely; while some banks 
undertake social activities as ongoing projects, 
others consider themselves to be ordinary 
business entities providing products that are 
allowed by the Sharia. 

The Jordan Islamic Bank, for example, is 
required to set aside a certain percentage of its 
net income for the purpose of scientific 
research and education. This fund is 
channelled to various higher institutions in 
Jordan. Similarly, the Bahrain Islamic Bank 
maintains a "good faith loan fund". 

One of the most outstanding Islamic 
banks in promoting moral objectives is the 
Islamic Bank Bangladesh Limited (IBBL). 
This bank clearly declares that its aim is to 
introduce a welfare-orientated banking system 
and also to establish equity and justice in all 
economic activities. In view of such an 
objective, this bank is considered to be one of 
the leading Islamic banks in promoting social 
activities. 

The bank has established a body called 
the "Islami Bank Foundation", which provides 
financial assistance to the poor and needy 
people through various programmes. It also 

undertakes health care, relief and 
rehabilitation, education, humani tar ian 
programmes and religious activities. This 
foundation has also established a modern 
hospital in Dhaka and centres for the socio-
economic development of the country. 

The Faisal Islamic Bank of Kibris (FIBK) is 
another Islamic bank that is actively involved 
in social activities. This bank has estabhshed a 
special financial pool called "Zakat and Social 
Help Fund". The sources of this special fund 
come from zakat paid by the bank or other 
parties and donations. This fund is managed 
lay the bank under the scrutiny of the Sharia 
Supervisory Board. 

It is incongruous for someone to believe 
that Islamic banks are charitable organisations 
which are obliged to provide monetary 
assistance as requested. Similarly, it is 
inappropriate for the management of Islamic 
banks to emphasise the profit-maximisation 
policies. 

Although the top managements of Islamic 
banks are responsible for developing and 
implementing policies, it is rather unfair to 
shift the blame solely onto these financial 
technocrats. On the contrary, the providers of 
the funds, especially the depositors and 
shareholders have to share equal 
responsibilities. 

Their expectations for higher profits or 
dividends p rompted the management of 
Islamic banks to optimise returns on every 
business opportunity undertaken by the bank. 
Therefore, every party within the Islamic 
banking system must have a clear 
understanding of the true concept of Islamic 
banking. The methods and steps taken in 
educating these groups are indeed formidable 
and challenging. 



Ethical Banking - A Growing Industry 

MUAZZAM A L I 

By a strange coincidence, Islamic banking and 
ethical investments in the West appeared on 
the world scene almost simultaneously nearly 
a decade ago. The re are remarkable 
similarities between the two value-oriented 
financial movements. 

However, the surfacing of the two 
movements at the same time was not an 
accident but the result of disillusionment with 
the prevailing economic systems: the 
communist and the capitalist. T h e communist 
economic system, adopted by many countries 
with high hopes, proved to be a dismal failure. 
It not only failed to solve people's problems 
but aggravated them - bringing hardship and 
misery to millions of people during the 70 
years of its existence. 

Capitalism, the other dominant economic 
system, encourages concentration of wealth in 
a few hands by its excessive emphasis on 
materialism. It tends to make the rich richer 
and the poor poorer. T h e system is 
characterised by relentless and unfet tered 
pursuit of profit. 

Even in industrialised societies, the 
"unacceptable faces" of the capitalist system 
have begun to cause concern. An instance of 
how exploitative and cruel the unfettered 
capitalist economic system can be was 
highlighted by the British media by citing the 
case of one David Taylor, a client of a major 
Western bank. 

David Taylor was a leukaemia patient. He 

had a bank overdraft that was growing at a 
f r ightening rate due to the bank's hefty 
interest rate. Worried that the longer he lived 
the more of his life assurance money would be 
taken away by his bank, leaving little or 
nothing for his family, David did not want to 
pro long his life. H e realised that every 
additional day that he lived would mean less 
money for his wife and children. 

It is not only private individuals, hke 
David Taylor, whose cases are highlighted by 
the media, who suffer. The harsh treatment of 
small businesses by the banks also keeps 
coming u n d e r attack by the media , the 
Church and political leaders. 

But that is not all. Poor countries, 
groaning under the burden of high interest 
loans, are vehement in denounc ing the 
capitalist system. In May 1992 the then 
President Corey Aquino of the Philippines 
publicly condemned the system as a form of 
slavery. 

Criticising the highly oppressive nature of 
the modern unfettered capitalist system, she 
said that the poor nations are unable even to 
service the loans advanced to them by the 
mighty in ternat ional banks and financial 
institutions, supposedly to help their 
economic development. T h e countries keep 
sinking deeper and deeper into poverty as all 
the foreign exchange earned by them is taken 
away, she added. 

Concerned about this situation, the Pope 



also criticised "unbridled capitalism". In a 
Papal document, His Holiness said: "Free 
economy should not lead to an idolatry of the 
market, or a culture in which having is more 
important than being." 

Addressing a seminar organised by the 
Christian Ethical Group, the Bishop of 
Oxford, the Right Reverend Richard Harris, 
pointed out that for a considerable period of 
time finance and economics remained 
integral branches of theology and ethics. 

He lamented the failure of the Christian 
Church to tackle the problem of usury in the 
capitalist economies. He said that the Church 
had lost touch with the day-to-day moral 
issues of finance and economics. 

This, he said, had led to a detachment of 
ethics f rom financial and economic 
considerations. But there was no reason to 
assume that the world of finance and 
economics were autonomous from other 
aspects of life, so ethics must have something 
to say in these fields as in others. 

The Bishop further said that even those 
who are not Christians would accept that we 
all have a moral sense or conscience, an idea 
of right and wrong. It is not sensible to suggest 
that this moral sense should be applied to 
some aspects of life and not to others. It, he 
stressed, should affect the market place as 
much as the home. 

Others, such as the Bishop of Birmingham 
and Chairman of the Church of England's 
Board of Social Responsibility, Hugh 
Montefiore, have dealt at length with the 
question of interest. Posing the question, "Is it 
ethical to charge interest on a loan?," he said: 
"In the ancient world interest was generally 
permit ted, al though Plato and Aristotle 
objected. Cato even compared it with 
homicide. Among the Jews, interest was 
equated with robbing the poor. The moral 
teaching of Jesus was absolute: 'Love your 
enemies, and do good; lend, expecting 
nothing in return.' Canon Law of the Middle 
Ages absolutely prohibited all lending on 
interest." 

Should ethics and morality play a role in 
economics? This issue is also being seriously 

debated in Western financial circles. 
The realisation that morality must be 

inducted in financial dealings has resulted in 
the increase in the number of ethical 
investment organisations in the West. The Co-
operative Bank of Britain has become the first 
British bank to screen ethical criteria. It 
surveyed 30,000 of its 1.5 million customers to 
ascertain their views. About 30 per cent of 
these responded and over 80 per cent of them 
said that it was a good idea for the bank to 
have an ethical policy. 

Recent surveys conducted in Britain, USA 
and Europe revealed that investors are 
increasingly opting for ethical funds and are 
even switching their existing conventional 
investments to ethical investments. According 
to these surveys, the ethical funds seemed to 
attract and hold money better than average 
conventional investments. 

According to an article in London's 
Evening Standard (6 May, 1992): "Ethical funds 
- those that stay clear of companies profiting 
f rom ' immoral ' business activities, like 
tobacco, armaments, pornography and so on, 
are the fastest growing sector of the stock 
market and are likely to receive a boost." 

Commenting on investment in ethical 
funds, Leo Coates of Ethical Investors Group, 
independent financial advisers specialising in 
ethical funds, wrote: "It is not a fr inge 
investment for loonies and Quakers. Ethical 
investments can make you both morally and 
financially happy. You don't have to sacrifice 
performance for principle. The returns are 
average or above average. People now have a 
simple choice: make money from a "clean" 
company or a "dirty" one. Most ethical funds 
have been out-performing international 
equities as well as UK Growth Unit Trusts." 

While ethical investments are capturing 
the West's imagination. Islamic banking has 
already taken firm roots not only in the 
Muslim world but in other countries as well. 
Today, there are more than a hundred Islamic 
financial institutions, managing funds to the 
tune of several billion dollars and employing 
thousands of personnel. The countries in 
which Islamic financial institutions are already 



functioning include: Argentina, Bahrain, the 
Bahamas, Bangladesh, China, Cyprus, 
Denmark, Egypt, Germany, Guinea, India, 
Indonesia, Iran, Jordan, Kuwait, Luxembourg, 
Malaysia, Mauritania, Morocco, Nigeria, 
Pakistan, the Philippines, Qatar, Russia, Saudi 
Arabia, Senegal, South Africa, Sri Lanka, 
Sudan, Switzerland, Tunisia, Turkey, the UAE 
and the UK. 

The Islamic banking system is firmly 
rooted in the ethical values of Islam and 
prohibits investments in businesses declared 
unlawful, such as dealing in interest, alcohol, 
drugs, gambling, pornography, etc. 

It has been acclaimed not only for its 
ethical values but also as a sound and stable 
system. Some financial experts maintain that 
in times of recession an Islamic economic and 
banking system may well have a greater 
capacity to absorb shocks than its capitalist 
counterpart. 

It may be mentioned that, during the Gulf 
crisis, the Islamic banks suffered far less than 
the conventional banks. Indeed, whether it is 
in bank syndications, venture capital or trade 
finance, it is often the Islamic financial 
institutions that are showing the way and are 
destined to take off in a big way. 

Some Western critics of Islamic banking 
have alleged that the system only highlights 
its negative aspects - that is, don't do this and 
don' t do that. This is a fallacy. Islamic 
prohibitions are against those things which are 
considered the root causes of all evil. 

Islamic banking is much more than 
refraining from charging interest. It is a 
system that aims at making a positive 
contribution to the fulfilment of the socio-
economic objectives of Islamic society. Having 
created a clean financial climate, Islam points 
to various directions in which banks may 
develop their activities. A few such sectors are 
environment, science and technology, medi-
care and employment. 

The issue of the preservation of the 
environment enjoyed such great importance 
in Islam that its first Caliph, Abu Bakr, 
instructed his general, going on a military 
mission, not to destroy vegetation or animal 

life even in the enemy territory. Needless to 
say, investments which help the preservation 
of the environment merit special attention. 

Islam exhorts its followers to gain mastery 
over nature, as all resources "in heaven and on 
earth have been created for the benefit of 
mankind". To gain mastery over nature it is 
necessary to attain maximum proficiency in 
the fields of science and technology. 

It is, therefore, incumbent on Muslims to 
invest in the development of science and 
technology. The impression in certain circles 
that Islam is against progress and promotion of 
science and technology is based on ignorance. 
Islam lays great emphasis on the welfare of 
society. 

Economic development is an essential 
requirement of Islam and participation in 
economic activities is obligatory on every 
Muslim. Islam urges Muslims to cater to the 
needs of their families and to be kind to their 
neighbours. The goal of a Muslim society 
should be to create an economic environment 
in which people find employment in 
accordance with their abilities. Projects that 
create employment are commendable. 



Equity and Morality in Islamic Banking 

MUAZZAM A L I 

The idea that moral values should be taken 
into account in economic and financial 
matters has, in the last decade, arisen again 
after some centuries of neglect. In the West, a 
number of investment managers who refuse to 
invest in unethical business activities such as 
tobacco, pornography, a rmaments and so 
for th , have appea red on the scene and 
investors have responded by pouring money 
into them. These ethical funds, according to 
surveys, seem to attract and hold money 
better than average conventional investments 
and are the fastest growing sector of the stock 
market. 

The Cooperative Bank of Britain is the 
first bank to screen corporate customers by 
ethical criteria. Leo Coates, of the Ethical 
Investors Group, said, "You don't have to 
sacrifice pe r fo rmance for principle. . .Most 
ethical funds have been ou t -pe r fo rming 
international equities as well as UK growth 
unit trusts...Ethical investments can make you 
both morally and financially happy." 

This movement in the West has coincided 
with the resurgence of Islamic economics and 
both are clearly motivated by the worldwide 
disillusionment with conventional economics. 
. Many prominent people have commented 
on the need for ethics in finance. The Bishop 
of Oxford , the Right Reverend Richard 
Harris, has pointed out that for a long time 
finance and economics were integral branches 
of theology and ethics and that there was no 

reason to assume that the world of finance and 
economics should be detached from other 
aspects of Hfe. 

T h e Bishop of Bi rmingham and the 
Chairman of the Church of England's Board 
of Social Responsibility, Hugh Montefiore, 
have reminded us that in the ancient world, 
both Plato and Aristotle objected to the 
practice of charging interest and Cato even 
compared it with homicide. T h e Jews equated 
it with robbing the poor. Jesus told people to 
"lend, expecting nothing in return." 

While the West has become concerned 
with ethics in economics. Islamic banking has 
already put down strong roots, not only in 
Muslim countries but in many other countries, 
both East and West. There are more than 100 
Islamic financial institutions, manag ing 
several billion dollars. 

Islamic countries include not only those 
like Pakistan, Sudan and Iran, where Islamic 
principles have been applied to the entire 
banking and financial system, but also those 
where Islamic banks, investment and 
insurance institutions exist side by side with 
conventional western financial institutions. 

At the root of Islamic economics are the 
concepts of equity and morality. These 
concepts are the universally accepted 
principles of justice and fairness. They are not 
always incorporated in written laws but they 
have a place in human nature which makes 
tVipm an pffiprtivp fnrrp in thp rnndnrf nf lifp 



It may be said that equity, law and religion 
have an organic relationship and often play an 
effective role as a source of law. 

To understand their importance in Islam, 
we must remember that the Arabian Peninsula 
in the seventh century A.D.was corrupt with 
social injustice and violence. The arrival of the 
Islamic faith, which appealed at first mainly to 
the poor, brought a recognition of values such 
as honesty, fairness, equality, modesty, respect 
for labour and effort and timely payment of 
wages. 

These values are specifically mentioned in 
the Qur'an and confirmed by the sayings and 
practice of the Prophet. Later they came to 
form an integral par t of Islamic 
jurisprudence. As a source of law, they are 
often used by judges to remedy loopholes in 
legislative and case law. 

Islam does not accept the Western concept 
that economics is divorced from morality. 
Islamic models replace greed with 
accountability to God, and reliance on the 
market with morality. The self-interest of a 
Muslim is seen against a longer timeframe 
than that of a materialist, for it includes his 
happiness in the hereafter as well as in this 
life. From the beginning, Islam has given a 
universal vision of man and society, teaching 
that life is not divided into autonomous 
compartments, but that everything works 
together harmoniously under God's law. 
Accountability to God, therefore, leads to 
greater efficiency and less corruption in the 
financial system. 

Economics today is seen as being the 
exclusive domain of bankers, businessmen and 
the like, yet it affects all of us, for how we earn, 
spend and look after our money determines 
the social and political goals not only of each 
individual but also of the nation. Western 
economics is doomed unless Islamic 
principles of justice, human rights and equity 
are incorporated into the system. 

The Islamic model is based on profit-and-
loss-sharing and insists upon the investor 
taking a share in the busines risk. To be 
legitimate, all financial transactions must be 
associated with real, productive activity and 

not just gaining money from interest, as is 
done in the West. Moreover, in accordance 
with Islamic law, financial transactions must 
not involve any businesses dealing in alcohol, 
drugs, gambling or pornography. 

Most Islamic institutions that exist today 
are still in a process of transition and not yet 
based fully on Islamic law. This has been 
inevitable if they are to compete with 
conventional institutions in attracting funds 
from depositors and investors. Their success is 
dependen t on motivating Muslims to 
participate in an Islamically based system and 
this requires time and education. 

Not only is the Islamic financial system 
ethical, but it has been shown to be a sound 
and stable system. It is said to have a greater 
capacity to absorb market shocks than the 
capitalist system. For instance, during the Gulf 
War, Islamic banks suffered far less than 
conventional banks. In bank syndications, 
venture capital and trade finance. Islamic 
financial institutions often lead the way. 

Those who say that Islamic banking is 
based on negative thinking misunderstand it. 
It prohibits only those activities that are 
considered to be the root cause of all evil. 
Some have said that it is only a matter of 
refusing to charge or take interest, replacing it 
with fees, etc. But, on the contrary, it aims to 
make a very positive contribution to the 
fulf i lment of the basic socioeconomic 
objectives of Islam. According to the Qur'an, 
wealth should not be either hoarded or 
squandered, but put to productive use, to 
provide benefits both for its owner and those 
less fortunate. This means that it is not 
permissible to leave money idle, to charge for 
the use of money without regard to the profit 
or loss which it generates, or to speculate with 
it. 

Thus, although it is true that there is a ban 
on the use of interest, it is not, as some 
suggest, a random or irrational edict, but a 
principle grounded in the ethics of wealth and 
therefore affecting the happiness of all 
people. Having created a clean financial 
climate, Islam offers various directions in 
which banks may develop their activities. 



These sectors include environment, science 
and technology, medicine and employment. 

T h e preservation of the environment 
enjoys special attention and all investments 
directed towards this end will always be well 
supported. This idea was present even in the 
early days of Islam, when the first Caliph, Abu 
Bakr, instructed his general, who was going on 
a military mission, not to destroy vegetation or 
animal life in enemy territory. 

Another criticism of Islam's economic 
views is that it is against science and 
technology, but nothing could be farther from 
the truth. The Qur'an teaches that all the 
resources "of heaven and earth have been 
created for the benefit of mankind" and the 
Prophet said "Seek knowledge, even as far as 
China." It follows that Muslims must invest in 
the development of science and technology in 
order to gain knowledge and use the resources 
that man has been given. If Muslim countries 
have lagged behind in industrialisation, it is 
not because of any religious taboo, as can be 
seen from the Qur 'anic verse, "God has 
permitted trade and forbidden usury" (2:275), 
but because of unaccountable governments 
and dictatorships, of centrally-planned 
economies, of corruption and nepotism and 
of self-interest. 

Islam also lays great emphasis on the 
welfare of every member of society. Every 
Muslim must participate in the economic and 
productive efforts of society to cater for the 
needs of his family and to help his 
neighbours. A truly Islamic society is one in 
which everybody can find employment in 
accordance with his or her abilities. 

In Pakistan, a Commission for the 
Islamisation of the Economy has been set up 
to make proposals to bring existing economic 
practices into conformity with the moral 
injuctions of the Sharia. Its functions are: 

1 To recommend ways of achieving the 
social and economic well- being of the 
people. 

2 To examine existing fiscal laws, 
banking and insurance law and laws 
on the levy and collection of taxes and 

fees and recommend ways of bringing 
them into conformity with the Sharia. 

3 To monitor the progress of 
Islamisation, identifying lapses and 
botdenecks and suggesting means of 
removing these. 

4 To oversee the elimination of interest 
from every sphere of the economy. 

With regard to the social and economic well-
being of the people, the Commission is to 
devise a comprehensive strategy to achieve the 
following: 

1 Secure the well-being of the people, 
regardless of gender, caste, creed or 
race, by raising their standard of living 
and preventing the concentration of 
wealth in a few hands at the cost of the 
general good and ensure equitable 
adjustments of rights between 
employers and employees and 
landlords and tenants. 

2 Provide for all citizens facilities for 
work and adequate livelihood and for 
rest and leisure. 

3 Provide for all persons' social security 
by compulsary social insurance or 
other means. 

4 Provide the basic necessides of life for 
all citizens, irrespective of gender, 
caste, creed or race, as are 
permanently or temporarily unable to 
earn their livelihood on account of 
infirmity, sickness or unemployment. 

5 Reduce disparity in the income and 
earnings of individuals. 

6 Eliminate all dealing on interest. The 
creation of this commission is a big 
step forward in the process of 
introducing Islamic ethical principles 
into the economy and may be seen as 
a model which other Muslim countries 
might well follow. 

In fact, it can be said that there is really no 
great difference between the highest social 
ideals of the West and those of Islam. This was 
shown recently when the Duke of Edinburgh, 



Crown Prince Hassan of Jordan and Sir Evelyn 
de Rothschild met at St. James's Palace in 
London in 1994 and proposed "A Code of 
Ethics on Internat ional Business for 
Christians, Muslims and Jews." This had been 
drawn up by a group of eminent scholars, 
businessmen and clerics from the three 
religions "with regard to ethical issues on the 
conduct of business" in order to "highlight the 
importance of the shared moral, ethical and 
spiritual values inherent in the common 
Abrahamic tradition." However, the "People of 
the Book" have no monopoly on ethical 
business. There is a small but thriving 
Japanese Buddhist ethical banking movement 
in the City of London. 

This same issue featured prominently at a 
conference on Accounting Systems for Islamic 
Banking when the Chairman, Sir Peter 
Tapsell, stressed the need for the importance 
of moral factors to be impressed on the 
modern commercial and financial mind. He 
added that Islamic banking would become a 
major force in the commercial life of the 
world. 

Indeed, already the Islamic 'windows' of 
conventional banks have found big takers of 
murabaha and leasing finance among western 
multinational blue-chip corporations. 

The three Abrahamic faiths do share a 
common moral basis derived from the 
Scriptures. Sharia principles are not very 
different from what Christian Canon Law and 
the Laws of Moses say about business morality. 
In the Middle Ages, Christian courts regularly 
punished people for the sin of'usury', which is 
generally agreed to mean charging interest on 
loans. It was the rise of capitalism, which 
separated church from state, that led to 
secular methods of business and modern 
theories of profits, markets and competition. 

But now that Islamic bankers have taken 
up the challenge of controlling large-scale 
modern finance while observing ethical 
principles, it is up to their Christian and 
Jewish counterparts to follow the same path, 
not just by refra ining from investing in 
interest-based businesses but by challenging 
the whole concept of interest. There are now 

widespread doubts even in the West as to 
whether the longheld ethos of 'business is 
business' is really consistent with the aim of 
social justice which has in recent years become 
accepted. Islamic banking is the response to a 
global desire for more ethical business 
practices and is successfully showing the way 
by its multi-million dollar achievements in 
modern business. 





P A R T T W O 

Development of Islamic Banking 





Islamic Banking and its Impact 

R O D N E Y W I L S O N 

Modern Islamic banking institutions first 
appeared on the financial scene in the 1950s 
with the establishment of farmer credit unions 
in Pakistan. Later in 1963 the Mit Ghamr 
Savings Bank, a small rural institution in 
Egypt, was founded . In 1971 it was 
incorpora ted into a new government 
controlled institution, the Nasser Social Bank, 
which had the responsibility for the collection 
of zakat, the Islamic wealth tax. 

However the major expansion in Islamic 
banking came in the 1970s with the 
establishment of the Dubai Islamic Bank in 
1975, the Faisal Islamic Banks in Egypt and 
Sudan in 1977, the Kuwait Finance House the 
same year, the Jo rdan Islamic Bank in 1978 
and the Bahrain Islamic Bank in 1979. The 
impetus was partly the oil revenue boom in 
the Gulf and the growing economic muscle of 
the more conservative Muslim states of the 
Gulf 

Gulf business interests strongly supported 
the new Islamic banking movement. Prince 
Mohammed bin Faisal of Saudi Arabia was the 
instigator of the Faisal Islamic Bank. Shaikh 
Saleh Kamel's Dallah group, based in Jeddah , 
aided the Jordan Islamic Bank and funded the 
Albaraka Islamic Banks, which spread from 
Turkey to Tunisia, and even to London. T h e 
Al-Rajhi money-changing group applied for 
an Islamic banking licence in Saudi Arabia, 
and offered Islamic financial services 
internationally through their London-based 

investment company. Prince M o h a m m e d 
founded Dar al-Maal al-Islami, the house of 
Islamic funds, as an international financing 
institution based in Geneva. 

T h e new Islamic banks had to compete 
with the conventional rite-based banks in 
most Muslim countries, but appear to have 
been particularly successful in at t ract ing 
deposits. The Kuwait Finance House accounts 
for one fifth of total deposits in its home 
country, and the Jordan Islamic Bank has 
succeeded in attracting deposits from poorer 
people who had not previously used banks. 

Islamic banking has now spread to 
Malaysia and Indonesia, and Bank Islam 
Malaysia has f u n d e d many promis ing 
industrial ventures, including those run by 
Chinese-speaking non-Muslims. Bank 
Muamalat Indonesia would appear to have 
enormous potent ial in a rapidly 
industrial ising country with 160 million 
Muslims. 

Some commercial banks have started 
offering Islamic banking facilities, including 
the state-owned banks in Egypt and the 
National Commercial Bank in Saudi Arabia. 
Even some European banks offer Islamic 
financial products, including Kleinwort 
Benson of London and the Swiss Banking 
Corporation. Islamic financial instruments are 
increasingly accepted internationally, even in 
non-Islamic countries, and the basic 
principles understood. 



In Iran and Pakistan the entire financial 
system was Islamised in the 1980s, and all 
banks in those countries operate under the 
Sharia religious law. Not only is riba 
prohibited, but all deposits are accepted on a 
participatory basis and financing is entirely 
through Islamic instruments. It is too early to 
assess the success of these experiments, as 
Iran's economy was severely damaged in the 
lengthy war with Iraq, and Pakistan has been 
subject to political instability and ethnic 
tensions. 

It is clear, however, that Islamic banking is 
no mere passing phenomenon . Ethical 
concerns are perfectly consistent with 
profitability, and the Islamic banks have been 
able to harness long-term savings on more 
favourable terms than secular institutions. 
The substitution of equity for debt finance is 
advocated by many development agencies. 
Participatory finance is especially suited for 
small businesses, and there is a venture capital 
gap in many Muslim countries. 

Islamic finance can meet these needs, and 
provide a workable alternative to conventional 
lending. Of course teething problems have 
inevitably occurred, but the experience so far 
is encouraging. The best motivation is moral 
rather than merely financial, and Islamic 
financial intermediation has been welcomed 
by many with considerable enthusiasm. 

Islamic banking has become a $100 billion 
industry in terms of assets held. Yet this 
represents less than one per cent of bank 
assets world-wide. There is clearly 
considerable scope for expansion both in 
countries with majority Muslim populations 
and in the financial markets of West. At the 
retail level it should be possible for Islamic 
deposits to account for around one quarter of 
the total in the Gulf states, Jordan and Egypt 
by the year 2000. Progress in other Arab states 
such as those of the Maghrib may depend on 
political developments. 

In Syria and Iraq, which at present have 
no Islamic banks, political factors will also be 
crucial. In the fastest developing Muslim 
economies, Turkey and Malaysia, Islamic 
banking is poised for expansion, with the 

increasing wealth of the Bumiputra in 
Malaysia providing much of the momentum. 
In Turkey there are no official impediments to 
Islamic banking, it being very much up to the 
banks themselves, the crucial factor being to 
convince the banking public through effective 
marketing. 

Iran and Pakistan should see their Islamic 
financial systems developed, with a wider 
range of products on offer, and more 
emphasis on long-term equity financing. The 
Islamic Banking Law of 1983 has proved 
successful, as the banks have been able to 
maintain their deposit base in spite of the 
financial difficulties caused by the Iraq/Iran 
War and the fall in oil prices. 

For Islamic banks, one of the major 
challenges will remain how to handle their 
liquidity. The banks have been more successful 
in attracting deposits than in identifying 
funding opportunities. Some have merely 
catered for their liquidity needs by re-
deposit ing funds with other institutions, 
including Western banks, which have 
undertaken to use the deposits in accordance 
with Islamic principles. 

This may be satisfactory as a temporary 
expedient, but in the longer term Islamic 
banks will want to handle more of the business 
themselves rather than passing it to other 
institutions. To do this they will need to build 
up their expertise and establish a wider range 
of business contacts, including those with non-
Muslims in the West. 

One major problem is the absence of an 
international market in Islamic financial 
instruments. A number of instruments have 
been issued in Pakistan and are traded within 
that country, including mudaraba certificates of 
Islamic investment companies, solidarity 
bonds of Islamic insurance companies, and 
participating term certificates. The latter were 
issued as a replacement for interest-based 
debentures and are based on the principle of 
profit-sharing, but in practice are less liquid 
than conventional bills or bonds. 

For such instruments to be traded in 
international markets they would have to be 
sponsored and accepted by the major 



multinational banks. This would be feasible if 
there were a demand from governments in the 
Islamic world to finance their foreign spending 
through such instruments. Some criteria for 
performance would have to be worked out, such 
as growth in foreign exchange receipts as a 
proxy for national profits. 

Countries could obtain fund ing from 
international markets on the basis of projected 
foreign exchange receipts, which would give 
an indication of ability to repay. The more 
favourable the projection for foreign 
exchange receipts, the more attractive would 
be the instruments for investors and the 
greater the country's capacity to tap 
international markets. 

If foreign exchange receipts were less than 
those projected, then a lesser amount or even 
no profit would be distributed to investors. If 
the foreign exchange receipts were higher 
than the amount forecast, then a profit rate 
above the benchmark would be paid. Clearly 
the forecast for foreign exchange earnings is 
crucial. 

These forecasts could be provided by the 
Islamic Development Bank in co-operation 
with the International Monetary Fund to 
ensure international credibility. The mudaraba 
certificates could be issued for a period not 
exceeding five years, as forecasting foreign 
exchange receipts is difficult. As the aim must 
be to make the certificates attractive to 
international investors, it seems appropriate 
that new, untried instruments, should be 
issued for a shorter period than conventional 
bonds. 

It is important to bear in mind that this 
type of mudaraba f inance represents 
commercial fiinding, not foreign aid. Muslim 
countries such as Malaysia and Turkey are 
likely to benefit the most and states like Sudan 
and Bangladesh the least. This finance should 
not be seen as a substitute for development 
assistance, but rather as a way of attracting 
Euro market funds, which would not otherwise 
have gone into Islamic instruments. 

The advantage is that the access to global 
capital markets is enhanced for those Muslim 
states that can best utilise international 

finance. Such states are not competing with 
poor Muslim countries for funding, but rather 
with non-Muslim newly industrialising 
countries in East and South East Asia and 
Latin America. 

Participatory finance through musharaka 
was one of the earliest forms of Islamic 
finance, involving a partnership between the 
provider of the capital and the user or 
entrepreneur. Such financing was used widely 
and successfully in the Muslim world, usually 
for the funding of small businesses. Short-
term trade finance was available through 
murabaha arrangements , but longer-term 
capital projects were funded through 
musharaka. There was usually a formal 
contract between the parties specifying the 
amount of the funding, the proportion of the 
profit shares, what would happen in the event 
of losses, and the terms of divestment. 

Traditional musharaka can be looked upon 
as a type of venture capital financing, with 
relatively high risks involved for the provider 
of the funding. In this modern context the 
number of individuals who are in a position to 
provide musharaka f inancing is limited, 
although modern musharaka funding through 
equity market participation may have much 
smaller risks because of the ease of 
divestment. 

If Islamic banks could liquidate their 
Musharaka investments they would be more 
willing to undertake this type of financing. 
Stock markets are underdeveloped in most 
Muslim countries. One possibility would be to 
have a parallel Islamic market run on more 
ethical grounds, but from a financial, and 
perhaps conceptual, standpoint, this is by no 
means straightforward. There has been some 
debate over the merits of having a specifically 
Islamic stock exchange, mainly in Malaysia, in 
the context of securing greater access to the 
financial markets for the Bumiputra. 

Kuala Lumpur has by far the largest stock 
market in the Islamic world, but much of the 
trading is dominated by Chinese brokers 
dealing largely in the shares of companies 
with only a minority statutory Bumiputra 
stake. The debate has included proposals to 



Islamise the Kuala Lumpur stock market, 
which is regarded in some quarters as too 
speculative. There are also proposals to create 
an alternative Islamic market, while leaving 
the main market free to operate in its present 
form. Another more modest possibility is 
simply to introduce Islamic windows into the 
existing market, where equities would be 
vetted to see if they were halal from the point 
of view of the Islamic investor. 

Given the lack of development of stock 
exchanges in much of the Islamic world, one 
option for Islamic investors is to simply place 
their funds in Western markets. There has of 
course been much recycling of oil revenues 
from Muslim oil-exporting countries since the 
1970s, both official and private, although the 
oil price falls and the defence expenditure 
needs arising out of the Gulf war have eroded 
the official asset holdings of Saudi Arabia and 
Kuwait. 

Private Arab investments in London, New 
York and other major international financial 
centres remain considerable, with these being 
channelled through commercial banks, 
investment companies and, to a lesser extent, 
unit trusts, or simply placed directly into 
equities and bonds. 

There has also been capital flight from 
countries facing political uncertainties in the 
Islamic world, and often a natural desire to 
maintain hard currency earnings rather than 
repatriate funds into countries where rigorous 
foreign exchange controls are in force. The 
attraction of holding assets denominated in 
stable currencies has also kept funds in 
Western markets, especially f rom those 
countries with rapidly depreciat ing 
currencies. 

In the last 10 years there has been an 
increasing demand by clients from Islamic 
countries and Muslim residents in the West to 
ensure that their flmds in Western markets are 
placed and managed according to Sharia law. 
What criteria should Western investment 
management use if confronted with such 
demands, and from where should they get 
advice? There are of course numerous Sharia 
advisers versed in Islamic law who can be 

called upon to advise, although it is best to 
engage someone with an established 
reputation. 

T h e other alternative is to enter an 
arrangement with an institution that already 
provides such services, through either a one-
off deal, or alternatively on an ongoing basis if 
there is likely to be substantial continuing 
funding. 

Constructing banking facilities for 
deposits on a mudaraba basis is relatively 
straightforward, as there are well-established 
procedures for profit-sharing. More difficulty 
is likely to be experienced in deploying the 
funding. However, murabaha mark-up trade 
financing is the most straightforward type of 
deal if suitable financing opportunities can be 
idendfied. The alternative is simply to re-
deposit the money Islamically with an 
institution used to working in this area. 

In the Islamic world, pension provision is 
minimal outside the state sector, and most 
government schemes are funded on a 
current , rather than a capital, basis, with 
pensions being financed out of current 
contributions by the pensioners themselves 
and their employers on their behalf. The 
prospects for developing unit trust business 
are best where there are properly capitalised 
schemes with investable funds available, but 
with the exception of some of the Gulf States, 
notably Kuwait, this is seldom the case in 
Muslim countries. The absence of major 
private pension providers reveals a significant 
gap in the financial services sector throughout 
the Islamic world. 

Insurance companies are often both unit 
trust providers and users in Western financial 
markets, but here again there is a deficiency in 
most Muslim states. The insurance market is 
under-developed, with few household policies, 
car insurance being the main consumer item. 
There are Islamic objections to life insurance, 
but no prohibition of other types of insurance 
business. Indeed there are specific types of 
Islamic insurance provided under the takafol 
principal, which stresses the solidarity of the 
insured. 

In practice, this means that Islamic 



insurance is best organised on a mutual basis, 
so that there is no question of profits being 
made out of policy-holders potential 
misfortune. The concern is that with a 
conventional PLC company, there is potential 
conflict between the interests of the insured 
and those of the shareholders, and that the 
management's responsibility should be to the 
former rather than the latter. 

Islamic insurance companies are free to 
offer unit trust products to their clients, but in 
practice none do, as all the companies are 
small, and most focus their efforts on the 
business market rather than a retail base of 
personal clients. Some simply obtain business 
from referrals by Islamic banks, rather than 
seeking business through their own efforts. 

One way of enhancing business would be 
to seek custom from conventional banks 
offering Islamic financing windows or 
products, but as many of the Islamic insurance 
companies are wholly owned subsidiaries of 
Islamic banks, this may mean conflicts of 
interest. Within Islamic insurance, only a tiny 
proportion of an underdeveloped insurance 
market, prospects for encouragement of unit 
trust development from this source remain 
limited. 

This survey of Islamic banking and 
finance illustrates how the institutions 
involved are a t tempt ing to provide a 
comprehensive service for the Muslim saver 
and investor, as well as potentially providing 
insurance and pension provisions. There is 
evidently a long way to go, but a considerable 
amount has already been achieved, and a solid 
basis has been laid for further developments. 

Islamic finance has developed more 
instruments than any other type of ethical 
investment. There is much that those involved 
in the latter can learn from Muslim financial 
practices. As ethical savings and investment 
increase in popularity in the West, there is 
likely to be considerable synergy with Islamic 
financing. 



Developments and Innovations 

A D N A N A L B A H A R 

Islamic banking is an industry that has 
evolved, developed and grown, and is here to 
stay. The industry manages approximately 
$60 to $80 billion dollars today, and is 
growing at a rate of 15 per cent per annum. 
Islamic banking will be responsible for 
managing up to 50 per cent of savings in the 
Islamic world in the coming 5 to 10 years. 

T h e growth of Islamic banking is a 
reflection of the result of economic growth in 
the Islamic world, fuelled primarily by oil 
wealth. This growth made banking a necessary 
service to a large segment of the population. 
With banking becoming a necessary service 
for the majority, it became inevitable that the 
problems of conventional banking and its 
conflicts with Islamic values would come to the 
surface, leading to attention and research 
being directed to the issue. 

Looking ahead, a n u m b e r of 
developments will cont inue to feed this 
growth, the chief of these being: 
• Continued economic growth in some parts 
of the Islamic world and the growing size and 
wealth of middle-income groups in Islamic 
countries. 
• Transfer of wealth, especially in the oil 
producing countries, f rom the State to private 
investors, which is very much the case today 
with most governments running deficits and 
wealth becoming predominant ly privately 
owned. 

• Institutional demand for Islamic banking 
services, driven primarily by the underlying 
demand of clients; a clear example is pension 
funds, where there is pressure from clients for 
their long-term savings to be invested in an 
Islamically acceptable way. 
• Growing suppor t of the industry by 
monetary authori t ies, as a result of the 
growing realisation of the value of Islamic 
banking both as a competitive and growing 
local industry that is being attracted to base 
itself in these markets, and as an efficient 
financial intermediation system for Islamic 
countries, one that works much more in 
harmony in these markets with less friction as 
compared with conventional banking, and 
hence having higher efficiency. 

As a result of the continuing growth of the 
Islamic banking market share, and the need to 
link this market with the global market, there 
is a growing presence of Islamic financial 
institutions in foreign markets while their 
traditional counterparts are retrenching to 
consolidate their operations as a result of loss 
of market share at home to Islamic banking, 
and an attack on their higher net-worth clients 
and corpora te clients by in ternat ional 
financial institutions. 

In addition, traditional regional banks 
cannot respond to those requirements of the 
international clients that the global players 
can meet and exceed. On the other hand, 



Islamic financial institutions are gaining in 
market share and are not exposed to 
competition from global players in their home 
base because of their highly specialised 
market niche, in addition to their growing 
capability to deliver value to their 
international corporate clients by helping 
them tap a market that their existing bankers 
cannot help with. 

Islamic banking started as a retail banking 
industry and has since grown to commercial 
banking, and is now on to merchant and 
investment banking. From being referred to as 
Islamic banking, it is now recognised as an 
Islamic market. This market has grown in size 
and new, longer term, more sophisticated 
investors have entered the market. 
Competition amongst a growing number of 
Islamic banks has intensified. All of this has 
resulted in improvements to the products 
offered and a narrowing of margins and new 
products and solutions are starting to emerge. 

Before describing the process of product 
innovation in Islamic banks, a few basic issues 
need to be clarified, issues that, while simple, 
are often overlooked. 
• The Islamic Sharia is a Muslim legal 
system or law and like every system and legal 
code, it addresses the broad issues and 
measures by comparison and precedence. The 
higher the authority that makes the rulings, 
the less likely it is that other bodies will rule 
against it. Islamic banks' legal committees are 
their legal advisers who help them stay within 
the law. Successful product development 
requires experienced Islamic bankers and 
scholars with Islamic banking experience to be 
able to stay at the leading edge. 
Therefore, success in gaining the leading edge 
of quality goes to those who can resourcefully 
apply interactions between well-learned 
Islamic scholars with long experience in the 
industry and Islamic bankers who understand 
the Sharia, specialists who have absorbed the 
accumulated wisdom and up-to-date 
experience of Islamic banking. 
• Islamic banking, like the financial 
industry, is heavily dependent on credibility, 
not only from the financial perspective but 

from the Islamic perspective as well. 
• Success in the Islamic banking industry, as 
is the case in every other industry, demands 
commitment and concentration. 

The key to successful product 
development in Islamic banking, with a view 
not merely to competing and surviving, but 
with the goal of excelling in the industry, is to 
have an in-depth understanding of the Islamic 
foundations of these products and structures. 
This is the case because 80 per cent of new 
leading edge solutions are not total 
breakthrough but existing wisdom in different 
packages. 

By looking at some basic structures with a 
view to understanding how these are seen by 
the market and by Islamic bankers, an insight 
into the development of some of the "later 
products" that have been derived from 
existing well-documented structures can be 
obtained. 

The contract of bai al-salam has been 
around for a long time but has been rarely 
used until recently. Bai al-salam is a trading 
contract for raw materials or commodities, 
primarily used to finance crops. It is based on 
a purchase agreement with immediate 
payment and future delivery. Bai al-salam was 
not used until it was associated with the 
promise to purchase from a third party. 
Armed with a commitment to buy (promise), 
the bank would then purchase by paying cash 
today and taking delivery at a set future date. 
A sale agreement would then be concluded on 
the pre-agreed terms of the promise, which 
would be cash on delivery or on a deferred 
payment. 

Ijara is a rental agreement, as in the case 
of renting premises or an automobile. The 
asset remains with the lessor at the end of the 
lease. As in the case of bai al-salam, the 
promise to purchase was introduced to add a 
commitment to sell, and a commitment to 
purchase at the end of the ijara, which brought 
the ijara closer to a leasing contract. Further 
refinements were then made, including the 
addition of a one-way promise for the lessor to 
sell at set prices at different points in the life 
of the ijara, with the lessee being at option. 



This added an early termination option. 
Another feature that is now being reahsed 

is the fact that a lease can be restructured. 
These developments make ijara one of the 
most flexible financing agreements in Islamic 
banking. 

Bai al-istisna is a totally new concept that 
offers a number of future structuring 
possibilities for trading and finance. It is a 
contractual agreement for processed goods 
and commodities. It allows for cash payment 
and future delivery, or a future payment and 
future delivery. 

This instrument allows for pre-payment 
for future delivery, or deferring both payment 
and delivery. The bank is then able to pre-sell 
to its clients for future delivery for cash on 
delivery, and then negotiate the purchase. 

This trading contract opens the way for a 
number of new opportunities, including some 
form of futures contract trading of processed 
commodities, as it allows for deferring both 
ends of the contract - delivery as well as 
payment. It is also currently being used for 
short-term working capital finance. Istisna and 
wakalah, will play a key role in the short-term 
investment and working capital schemes in 
the future - replacing the murabaha as the 
short-term financing scheme, especially in its 
international application. 

There are three broad areas which future 
developments must be directed towards: 
• The need to trade assets in their current 
form, or after securitising them, is becoming 
important, especially for banks to renew their 
capabilities to book new business. It is also 
becoming even more important as central 
banks start to look at ways of using the 
discount window with Islamic banks, and ways 
to provide liquidity to those banks when 
needed. This will fu r ther encourage the 
development of leasing and istisna over the 
existing debt-based contracts, such as 
murabaha. 
• Equity investments will remain quite 
restrictive and profit-and-loss-sharing 
agreements will see sulastantial growth in their 
use, especially in the project finance area and 
the financing of early stage companies. The 

way to avoid company ownership, with all of 
its problems, from the Islamic perspective, 
especially for companies that will still manage 
their conventional finances, is to participate in 
the project and not the company. 
• Currency hedging techniques will have to 
further develop along this road. The way to do 
this is to trade commodities in different forms 
and denominate these transactions in 
different currencies. 

All of this describes how structuring 
works in Islamic banking and the direction 
of product development in the future. It is 
critical to closely monitor the market and 
the different forces shaping it, in order to 
detect and track trends and needs and to 
bring together the knowledge and wisdom of 
learned Sharia scholars with the skills of 
experienced Islamic bankers in order to 
achieve and maintain a leading edge. 

Islamic financial techniques and solutions 
are growing and developing fast and are 
growing in complexity and competitiveness. 
This is the result of wisdom, the entry of more 
demanding clients into the market and 
intensifying competition. 

To lead and excel in such a market, players 
must immerse themselves totally in the 
business, look at it from the technician's point 
of view and live with its daily movement and 
change. 



Islamic Banking: Scope and Challenges 

K H A L E D Q A Y U M 

Islamic finance and banking has come of age. 
It has won the notice of the international 
financial community, which is evident from 
the large number of foreign/Western banks 
that are opening Islamic banking window 
operations. At present, according to various 
estimates, the amount of funds invested in 
Islamic finance is reputed to be between US$ 
60 to 80 billion. 

However, since Islamic finance is still in 
evolving, it has not been fully accepted. 
People still question the viability of Islamic 
finance. The sceptics include novices as well 
as experts. T h e questions raised range from 
those about the very basic nature of Islamic 
banking to those about the need of Islamic 
finance and Islamic banking in the economy. 
Typical questions asked include the following: 

What is Islamic banking? How different is it 
from conventional and Western banking? 

What is the need for introducing Islamic 
banking in Pakistan? What advantages, if any, 
does it offer over and above conventional 
banking? 

The aim of this paper is to answer some of 
these questions, while discussing the scope of 
Islamic banking and some of the 
cor responding challenges faced by it in 
Pakistan. 

Islamic banking started with the advent of 

Islam. The nature of Islamic banking and 
Islamic finance cannot be unders tood in 
isolation from Islam as a creed and as a way of 
life. Islam is a complete way of life and 
Islamic finance is a very important aspect of 
Islam as a way of life. In fact, the two cannot 
be separated. One cannot have an Islamic 
society without Islamic finance and vice versa. 

In order to understand Islamic finance, a 
comprehension has to be acquired regarding 
the Islamic f ramework in which Islamic 
finance has to operate . T h e following, 
thoughts describe the framework. 

Framework for Islamic Finance 
Islam is not a religion in the western sense of 
the word. It is rather a code that covers every 
aspect of human life. Islamic finance is a 
subset of the universal set of Islamic principles 
and practices. Hence, the true nature of 
Islamic finance can only be understood by 
exploring and understanding the nature of 
Islam as a code of life. The Islamic framework 
is defined by the Qur'an and Sunnah of the 
Holy Prophet, peace be upon him. 

A study of these principles highlights the 
fact that the Islamic view of mankind is in 
sheer contrast to the one espoused by secular 
and western thinking. The secular system 
views h u m a n beings as social animals, 
motivated by both social as well as animal 
needs. An extraordinary emphasis is placed 
on personal liberties in search of physical 



pleasure. The whole social order of the 
society is subordinated to this hedonistic 
pleasure hunt. The result is a society which 
believes and practises, "If it feels good, do it". 

This concept has been accepted to such an 
extent in the west that laws governing the 
behaviour of society were framed to support 
this view of life. This singular search for 
individual pleasure and over-consumption has 
caused irreparable damage to the natural 
resources of the world. 

In sharp contrast, Islam considers human 
beings as social but moral animals. The source 
of morality is the divine law of the Qur'an as 
revealed to the Prophet and incorporated in 
the Sunnah, which is the sayings and practices 
of the Prophet, peace be upon him. The 
Islamic code covers not only the relationships 
among human beings, but also the 
relationship between man and his Creator. 
Hence, the unrestrained search for pleasure is 
discouraged and even prohibited. 

"0 ye people! Eat of what is on earth, 
lawful and good" (11-168) 

The Qur 'an clearly declares that human 
beings are permitted to partake only of what is 
lawful and good. Things which the Qur'an or 
the Prophet view as not lawful or not good are 
prohibited. No such command exists in 
secular thinking. 

The concept of ownership is also widely 
different as between Islam and secular 
thinking. Islam believes that ownership 
belongs to Allah Almighty. Human beings are 
noth ing but trustees of Allah, who are 
permitted the use of the bounties bestowed on 
them, as long as they do not transgress or 
waste the resources given by Allah. The 
following verses describe the bounties of Allah 
bestowed on human beings. 

"It is He Who sends down rain from 
the sky. From it ye drink, and out of it 
(grows) the vegetation on which ye 
feed your cattle. With it He produces 
for you corn, olives, date palms, 
grapes, and every kind of fruit. Verily 

in this is a sign for those who give 
thought. 

He has made subject to you the night 
and the day; the sun and the moon. 
And the stars are in subjection by His 
command: verily in this are signs for 
men who are wise. If ye would count 
up the favours of God, never would ye 
be able to number them: for God is oft 
Forgiving, Most Merciful." (XVI: 10-12, 
18) 

Islam is neither in favour of over consumption 
and wastage, nor in favour of penury and 
hoarding. 

"But waste not by excess; for God 
loveth not the wasters." (VI: 141). 

'Those who, when they spend, are not 
extravagant and not niggardly, but 
hold a just (balance) between those 
extremes." (XX:67) 

Thus, although Allah has bestowed upon 
human beings unlimited bounties, yet He has 
forbidden humans to waste or transgress in 
terms of exploiting the resources and bounties 
given by Allah. As a corollary, Islam is against 
the exploitation of one class of society by 
another class. 

Islam views money as a medium of 
exchange. In Islam, money does not in itself 
produce interest or profit and is not viewed as 
a commodity. Islam does not favour hoarding 
of monetary resources or centralisation of 
monetary controls in the hands of a few. 
Since, historically, interest or usury has been 
one of the major vehicles used for exploitation 
as well as centralisation of monetary controls 
in the hands of few, it has been strictly 
prohibited. The following verses clarify the 
point: 

"But God hath permitted trade and 
forbidden usury. Those, who, after 
receiving direction from their Lord, 
desist, shall be pardoned for the past; 



their case is for God (to judge); but 
those who repeat (the offence) are 
companions of the fire; they will abide 
therein (for ever)." (II: 275) 

Interest, as human suffering has shown over 
centuries, causes much harm to human 
beings. Its institutionalisation, as in the 
secular/western economies, causes wealth to 
be concentrated within the hands of the few, 
which is something Islam clearly forbids: 

"In order that it (wealth) may not 
merely make a circuit between the 
wealthy among you." (LIX: 7) 

A study of these and similar verses of the 
Qur'an and Hadith, will lead the observer to 
believe that Islam desires to have a just society 
which is free of exploitation at the hands of 
the privileged few. Unlike communism, Islam 
believes in an equitable society rather than an 
equal society and supports free enterprise. 

It is important to note that the Islamic 
financial system is not capitalism sans interest. 

The two systems are inherently different. 
Islam, through its various principles guiding 
human life, ensures free enterprise and trade, 
yet provides incentives for social and personal 
development. 

According to Islamic principles, property 
and wealth, along with all other forms of 
resources, belong to Allah, who has bestowed 
these on humans to enjoy these bounties, but 
not to degrade them. Man's control over 
these resources is of a transitory nature. Every 
living thing, including plants and animals, has 
rights which human beings have to honour. 
Today, when mankind faces a myriad of nature 
-related problems, it is important to note that 
had the message of the Qur'an and Hadith 
been understood and practised, then the 
current efforts to revive nature would not have 
been needed. 

Hence, from the above discussion, it 
becomes apparent that Islam, as a complete 
system of life, offers a unique approach, which 
is very different from the excesses of the 
different systems witnessed hi therto by 

mankind. It is against the exploitation of 
mankind by a chosen few. It strives for an 
equitable utilisation of resources rather than 
an equal use of resources. Islamic finance 
strives to apply these timeless and universally 
acceptable principles to the world of finance. 
On other hand, secular and Western financial 
wisdom leaves everything to the vagaries of 
market forces, a modern buzz word describing 
secular thinking on finance, which is nothing 
more than the law of the jungle applied to the 
world of finance and trade. 

Banking in the Islamic System 
A common misunderstanding exists today that 
the only difference between Islamic banking 
and secular banking is the use of riba. It is 
thought that if the element of riba or interest 
is removed from conventional banking, or if 
riba is named as something else, it would 
somehow sanctify and convert it into an 
Islamic banking system. 

This concept that the removal of the 
element riba would convert secular banking 
into Islamic banking is a fallacy. The two are 
different because they are products of two 
distinct philosophies. One is based on the law 
of the jungle, where you either eat others or 
you are eaten. The other is based on the 
timeless and divine principles that are 
universally applicable. Secular banking has 
no intrinsic moral bindings or implications. 
Islamic banking is based on the moral 
applications of finance. Islam recognises that 
the creation of a just society depends on the 
moral application of finance and trade 
principles. 

As concerns interest, mankind has used it 
for a very long time. Its detrimental effects 
have been witnessed in societies the world 
over. Even the modern secular economists, 
such as Keynes, have recognised the harmful 
effect of riba, or interest. The incompatibiUty 
of riba with a just and equitable economic 
system is worthy of a separate discussion, but 
would detract from the subject at hand. 

The status of the Islamic bank in relation 
to its clients is that of a partner, investor and 
trader, whereas in secular or Western banking 



the relationship is that of a creditor and 
investor. Islamic banks are thus equity based, 
whereas the secularAVestern banks are loan 
based. 

In principle the Islamic Bank is a triple 
level mudaraba. In this mudaraba the clients 
invest their capital and the bank itself takes on 
the role of a mudarib. As a mudarib the Islamic 
bank then invests the funds which have been 
entrusted to its care in businesses or ventures 
which it deems fit in hope of a better return. 
At this point, the entrepreneur becomes the 
mudarib and the bank itself is the provider of 
capital. Thus the capital is first invested by 
the bank's clients in the bank and later on is 
invested by the bank in businesses which may 
provide good returns. The money is not 
loaned to the entrepreneurs. It is invested in 
them, and like all investments, in principle it 
is open tothe vagaries of the business cycle. 

In comparison, Western or secular 
banking takes deposits from savers and pays 
them a rate of interest fixed in advance. The 
money is then loaned to businesses in return 
for an interest that is fixed in advance. The 
whole cycle is based on lending the money on 
interest fixed in advance. 

A review of the secularAVestern system of 
banking and finance reveals a major anomaly, 
in terms of charging a fixed rate of interest on 
businesses that always have a variable 
expectation of profit. Variation is a law of 
nature. It is as much applicable to the business 
cycle as it is to anything else in the world. The 
logic of applying a fixed rate of interest on a 
business venture, where the expectation of 
profit at best is variable, has never been 
explained. In this regard also. Islamic banking 
and finance is superior to Western/secular 
finance and banking. 

Scope and Challenges of Islamic Banking 
From the preceding discussion it is clear that 
the Islamic system is comprehensive, is based 
on the application of moral and divine law, 
and is also closer to the law of nature, where 
everything from weather to production is 
subject to variation. It is also clear that an 
economic system based on Islamic principles 

and aims produces a more equitable and just 
society. 

It is clear that Islamic banking is wider in 
its scope and more suited to human needs 
than that based on the secular or Western 
system of economics. However, modern 
Islamic banking, in comparison to 
Western/secular banking is a recent 
phenomenon. The challenges faced by it are 
enormous. 

Foremost of these challenges is the 
projection of the true image of Islamic 
banking which needs to be accepted not only 
as viable, but also indeed as superior to 
secularAVestern banking. It must be noted 
that Islamic banking, contrary to popular 
belief, is not the same as secular banking with 
Arabic nomenclature. This challenge requires 
extensive effort by Islamic banks in educating 
the people. 

Islamic banking makes unique demands 
on both its management and professionals. 
Islamic bankers are not bankers in the Western 
and secular sense of the word. They in fact 
have to be investors, who, on behalf of their 
clients, act as mudaribs and invest the capital 
provided in businesses worthy of investment. 
These professionals have to face a bigger 
challenge, as they need to have a better 
understanding of industry, technology and the 
management of the business venture they 
entrust their clients' capital to. They also have 
to unders tand the moral and religious 
implications of their investments. 

This is in direct contrast to conventional 
and secular banking practices, which train 
credit or loan officers who are primarily 
focused on the security and the ability of the 
entrepreneurs to repay principal plus interest. 
As a principle, the conventional banker does 
not have to be concerned with the moral 
implications of the business venture the 
money is lent to. Thus the demands on 
conventional bankers are fewer as compared 
to those on Islamic bankers/investors. 

There is also a need for banking 
professionals to be trained in Islamic banking 
and finance. Most banking professionals have 
been trained in secular economics and 



banking. They lack the requisite vision and 
conviction about the efficacy of Islamic 
banking. Islamic financial institutions in 
Pakistan have done an excellent job in 
developing products and services within the 
framework of the Sharia. There is a need to 
institute not only Islamic fiqh but also the 
spirit behind the fiqh. 

This leads us to the second most 
important challenge in Islamic banking, 
namely the marr iage of the normative 
approach of Islamic scholars active in research 
in Islamic finance with the positive or 
pragmatic approach of the bankers practising 
Islamic banking. Bankers, owing to the nature 
of their jobs, have to be pragmatic or 
application oriented. There is, and will be, a 
tendency in bankers to mould or modify the 
Islamic principles to suit the requirements of 
the transaction at hand. Additionally, being 
immersed in the travails of day-to-day 
banking, they find little time or inclination to 
do any research which might make any 
substantial contribution to Islamic banking. 

Islamic scholars, on the other hand, 
typically have a normative approach, i.e., they 
are more concerned with what ought to be. 
They are not knowledgeable about banking or 
the needs of the customers. This results in a 
situation, where both the bankers and scholars 
suffer from a communication gap. There is a 
need to marry these two disciplines. Both of 
these need to work together and help in the 
development of Islamic banking. 

The third most important challenge for 
Islamic banking today is to be able to 
communicate and indeed produce a better set 
of services and products than Western secular 
banks, which are much more developed. The 
challenge for Islamic banking is to produce a 
better set of products which, product by 
product, are not only comparable to those of 
secular banking but indeed more customer 
focused. These products or services, at the 
same time, have to be within the framework 
defined by Islamic tenets. 

Role of A1 Faysal Investment Bank in Islamic 
Banking 
The A1 Faysal Investment Bank was 
incorporated in 1991, with the dual aim of 
providing a good return to its shareholders 
and exploring and establishing Islamic 
banking in Pakistan. The bank was 
incorporated with an authorised capital of Rs. 
500 million, which was later enhanced to Rs. 
I.O billion. Today it is the largest investment 
bank in the country, with a deposit base in 
excess of Rs. 10.0 billion and an asset base of 
more than Rs. 12.0 billion. Its shares are 
traded on the national bourses. 

AI Faysal's parent institution, Dar A1 Mai 
AI Islami (DMI), is located in Geneva, 
Switzerland. It manages fiduciary funds in 
excess of $3.0 billion. The group is active in 
many countries of the world. Today, DMI's 
commitments are in excess of US$ 700 
million. AI Faysal offers products and services 
for both individuals and corporate clients. 
These include products in the following areas: 
investment products and portfolio 
management, financings and advisory services 

AI Faysal has been active in three of the 
four basic modes of Islamic financial 
operations, i.e. mudarabas, mushamkas and 
murabahas. The murabaha mode has been the 
most commonly used vehicle owing to its ease 
of structuring and applicability. This is also 
the most commonly used mode by other 
Islamic banks the world over. 

AI Faysal, with an aim of developing the 
entrepreneurial talent in Pakistan, has also 
participated in musharaka financings. 
However, the results have not been very 
encouraging, for to the following reasons: 

a) Too many and too frequent changes in 
government policies. 

b) Lack of desire in the entrepreneurs to 
declare profits and share them with 
the bank. 

c) Non-availability of proper and timely 
information from the entrepreneurs. 

d) Low ethical standards in the society 
today. 



e) Poor managerial skills in the 
entrepreneurs. 

For these reasons, A1 Faysal has decided to be 
more carehil and selective in investing in the 
musharaka mode. Although the product has 
not been discontinued, extra care is exercised 
when providing funds for musharaka 
financings. 

The bank has acted as mudarib in investing 
the funds under management. Regarding this, 
it faces the difficulty that being an Islamic 
bank, it has to fulfil the requirements of the 
Sharia as well as the regulations imposed by 
the State Bank of Pakistan (SBP). This at times 
restricts the options available to the bank. 

AI Faysal has applied for permission from 
the SBP/Government to operate in the ijara, 
or leasing, mode, which is close to the heart of 
Islamic banking. The permission has not yet 
been granted. It is hoped that the 
government will realise the extra tough 
environment in which the Islamic banks have 
to operate, and grant the necessary 
permissions. This would further the cause of 
Islamic banks in the country. 

Islamic banking is evolving. We have to 
strive continuously to develop and redefine its 
boundaries by providing better services as well 
as products. It also has to help the cause of 
the Islamisation of society. It is hoped that 
with the interest of the Pakistan Government 
and with the support of the people, the 
challenges will be met and the goals will be 
achieved. 



Conversion from Interest-Based 
to Islamic Banking 

Z I A U D D I N A H M E D 

It is the cardinal belief of Muslims the world 
over that Islam provides a complete set of 
guidelines for organising human activity in all 
spheres of life. The basic Islamic precepts for 
organising the economic side of life, if put 
into practice, give rise to an economic system 
which has an individuality of its own with its 
main characteristics manifestly different from 
both the capitalist and socialist forms of 
economic organisation. 

One of these basic precepts is that all 
transactions based on the giving or taking of 
interest should be avoided. In fact, interest-
based transactions are most severely 
condemned and those who engage in these 
transactions are warned of severe 
chastisement in the hereafter. Since the whole 
edifice of conventional banking is built on the 
institution of interest, the Muslim mind 
cannot obviously reconcile to it, and has to 
look for an alternative model of banking 
which may be compatible with Islamic 
teachings. 

It is a fact of life that despite the severe 
condemnation of interest in Islam, Muslim 
societies were unable to keep away from 
interest-based transactions when m o d e r n 
banks appeared on the scene. The reason for 
this is to be found in the military and political 
subjugation of a large part of the Muslim 
world by the Western colonial powers who 
foisted alien financial practices on the Muslim 
people. The drift away from Islamic teachings, 

specially on the part of sizeable segments of 
the well-to-do and educated classes, under the 
Western influence, was also a factor in the 
passive reaction to the inroad of the 
institution of interest in Muslim societies. 

With the attainment of f reedom from the 
foreign yoke and the resurgence of Islam, 
there is a widespread yearning in Muslim 
countries to reorder their economic life in the 
light of the injunctions of Islam. Elimination 
of interest, which is prohibited in Islam, is one 
of the biggest challenges facing the Muslim 
world in this context. 

In recent years a good deal of attention 
has been paid by Muslim experts in 
economics, banking and finance to finding 
ways and means of replacing interest. Muslim 
economists have developed theoretical models 
of an interest-free economic system and 
examined the implications of the abolition of 
interest on economic growth, allocation of 
resources and distribution of income. They 
have also provided a theoretical basis for 
organising modern banking functions on an 
interest-free basis. Practising bankers have 
also made valuable contr ibut ions to the 
literature on interest-free banking. 

The concept of interest-free banking is no 
longer confined only to the realm of ideas. 
T h e last two decades have witnessed the 
emergence of a number of Islamic banks 
which are operating in different parts of the 
world on a non-interest basis. Three countries 



of the Muslim world, Pakistan, Iran and 
Sudan, have taken a bold initiative to abolish 
interest on an economy-wide basis, and 
considerable headway has already been made 
towards the achievement of this objective. 

This paper deals with matters related to 
the conversion of an interest-based banking 
system to an Islamic interest-free banking 
system in the light of both the theoretical 
contributions on the subject and the operating 
experience of Islamic financial institutions 
working in different countries. 

The paper is divided into four sections. 
The first section deals with the general 
approach to such a conversion. The second 
section deals with the mechanics of conversion 
on the liabilities side of the banking system. 
The third section is concerned with the 
conversion on the assets side. The fourth and 
final section discusses certain policy issues 
related in general to the Islamisation of the 
banking system. 

The General Approach 
The guidance for all institutional 
developments in an Islamic society is to be 
derived from the principles of the Sharia. The 
form and content of Islamic banking practices 
have therefore to be deduced from the 
teachings of Islam. There was no prototype of 
modern banks in the early history of Islam. 
Even in the Western countries, banking in the 
form in which it exists today is of 
comparatively recent origin. 

The atti tude of Islam to all known 
innovations is that nothing should stand in 
the way of their adoption if they are useful for 
human society and do not conflict with the 
fundamental principles as enunciated in the 
Holy Qur 'an and the Sunnah. Banks are 
essentially a financial intermediary between 
savers and investors. Apart from that, banks 
also create credit. 

However, this is not integral to banking 
business, as proposals of 100 per cent reserve 
requirement demonstrate. Since savings can 
perform a useful purpose for the society only 
if they are invested and all savers cannot be 
expected to possess the skill necessary for 

productive investment, there is no reason to 
doubt that banks as institutions may exist in 
an Islamic society. However, as far as the 
conduct of actual banking business is 
concerned, banks in an Islamic society cannot 
be patterned on the Western model as it has 
features repugnant to Islam. 

The Western banking system is primarily 
based on interest. Prohibition of interest in 
Islam necessitates that in countries seeking to 
introduce an Islamic economic system, 
banking and financial practices be organised 
on a basis other than interest. 

In determining what should be done to 
replace interest in the banking system, it is 
impor tant to bear in mind the reasons 
underlying the prohibition of interest in 
Islam. Some are puzzled as to why Islam 
should prohibit interest when it appears to be 
innocuous, particularly in its modern 
manifestations. 

It is pointed out, for example, that there 
appears to be nothing obnoxious in the 
practice of people getting some return by way 
of interest on the money they deposit with 
banks, as banks lend this money mostly for 
productive purposes on which they also get a 
return by way of interest. 

Similarly, they wonder why any odium 
should be attached to the practice of banks 
charging interest from persons or business 
entities to whom they lend, because the loan 
extended to them enables them to earn a 
profit out of which they pay a part to the banks 
by way of interest. Yet, if one analyses the 
consequences of the practice of interest for the 
general welfare of a society, it is not difficult to 
decipher the reasons for its prohibition by 
Islam. 

The delineation in the Holy Qur'an of the 
practice of interest as an act of "war with Allah 
and His messenger", provides a clue to the 
philosophy behind the prohibition of interest 
in Islam. It is a clear pointer that the 
institution of interest is something which runs 
counter to the scheme of things which Islam 
stands for and which Allah wants to see 
established on earth. 

The words, "Allah has blighted riba and 



made sadaqat fruitful" (II: 276) also point 
towards the fact that the practice of interest 
militates against the objectives of an Islamic 
society, while sadaqat promotes these 
objectives. The call given in the same Surah 
"O ye who believe! Observe your duty to Allah 
and give up what remaineth (due to you) from 
riba if ye are (in truth) believers" (II: 278), 
shows that the practice of interest is 
incompatible with the spirit of Islam, and has 
no place in a society of true believers. 

The rationale for the prohibit ion of 
interest on loans used for consumption 
purposes is clearly based on the ethical 
consideration that people living in an Islamic 
society should help each other in times of 
need by lending money without charging 
extra for it. Charging of interest on loans used 
for consumption purposes amounts to taking 
advantage of a man's inferior economic 
position, and is repugnant to the spirit of 
Islam, whose underlying philosophy is one of 
al-'adl wa'l ahsan. 

In the modern age, it is credit for 
production purposes rather than for personal 
consumption that dominates the scene. The 
Western-type banks mobilise the savings of the 
people by under tak ing to pay a 
predetermined return on savings and time 
deposits while guaranteeing the safety of the 
principal amount of the deposit. They lend 
resources to business enterprises and charge 
interest on the principal amount of the loan. 
On the face of it, this looks like an innocuous 
arrangement. 

However, such an arrangement has many 
undesirable features that militate against the 
ethical norms of Islam and also stand in the 
way of achievement of the socio-economic 
objectives of an Islamic economy. An 
understanding of these undesirable features is 
necessary, not only for appreciat ing the 
rationale behind the prohibition of interest 
even in the case of loans for production 
purposes, but also for fashioning an 
alternative system which may be in 
consonance with the spirit of Islam. The 
undesirable features of an interest-based 
banking system, looked at in the context of the 

operative principles that currently underlie 
banking practice, may be listed as follows: 

a) Transactions based on interest violate the 
equity aspect of an economic organisation. 
The borrower is obliged to pay a 
predetermined rate of interest on the sum 
borrowed even though he may have 
incurred a loss. Even when a profit is 
made, the fixed rate of interest can prove 
an onerous burden if the rate of profit 
earned is less than the rate of interest 
payable. When money is invested in a 
productive undertaking, the actual 
outcome in terms of profit or loss is not 
certain. To insist on "a pound of flesh" 
irrespective of the economic 
circumstances of the borrower of the 
money militates against the Islamic norm 
of justice. 

b) The inflexibility of an interest-based 
system in a loss situation leads to a 
number of bankruptcies, resulting in loss 
of productive potential and 
unemployment . The dead weight of 
interest in terms of depressed economic 
activity characterised by low profitability 
makes industries "sick" and makes their 
"recovery" extremely problematic, which 
again has adverse consequences for the 
employment situation. 

c) The interest-based system is security-
oriented ra ther than growth-oriented. 
Because of the commitment to pay a 
predetermined rate of interest to 
depositors, banks in their lending 
operations are most concerned about the 
safe return of the principal lent along with 
the stipulated interest. This leads them to 
confine their lending to the already well 
established big business houses or such 
parties as are in a position to pledge 
sufficient security. 

If they find that such avenues of lending 
are not sufficient to absorb all their 
investible resources, they prefer to invest 
in government securities with a 
guaranteed return. This exaggerated 
security orientation acts as a great 



impediment to growth because it does not 
allow any flow of bank resources to a large 
number of potential entrepreneurs who 
could add to the gross national product by 
their productive endeavour, but do not 
possess sufficient security to pledge with 
banks to satisfy their criteria of 
creditworthiness. Over-supply of credit to 
well-established parties and its denial to a 
large segment of the population also 
results in increasing inequalities of income 
and wealth. 

d) The interest-based system discourages 
innovation, particularly on the part of 
small-scale enterprises. Big industrial 
firms and big landholders can afford to 
exper iment with new techniques of 
production as they have reserves of their 
own to fall back upon in case the adoption 
of new practices does not yield a good 
dividend. Small-scale enterprises hesitate 
to go in for new methods of production 
with the help of money borrowed from 
banks, as the liability of the banks for the 
principal sum and interest has to be met 
irrespective of the results, while they have 
very little reserves of their own. In 
agriculture particularly, small farmers are 
deterred from adopting new cultivation 
practices on account of this factor. This 
not only acts as an impediment to the rate 
of growth but also aggravates income 
inequalities. 

e) Under the interest-based system, banks 
are only interested in recovering their 
capital along with the interest. Their 
interest in the ventures they finance is 
therefore strictly limited to satisfying 
themselves about the viability and 
profitability of such ventures from the 
point of view of the safety of their capital 
and the ability of the venture to generate 
a cash flow which can meet the interest 
liability. 

Since the return the banks get on the capital 
sum lent by them is fixed and does not vary 
with the actual profits of the ventures to whom 
they lend, there is no incentive on the part of 

the banks to give priority to ventures with the 
highest profit potential. Efficiency in resource 
allocation is most of ten j udged by the 
profitability of a productive undertaking. 
Social considerations may necessitate judging 
the utility of certain projects with reference to 
criteria other than profitability. However, in 
the case of the bulk of private sector projects 
profitability is the main criterion of economic 
efficiency. Lack of sufficient attention to the 
profit potential of various projects and 
preference in lending to well-established 
parties leads to misallocation of resources in 
the interest-based system. 

The operat ing procedures of Islamic 
banking have to be evolved keeping in view 
the injunctions of the Holy Qur 'an and the 
Sunnah, the inequities and inefficiencies of an 
interest-based system and the ethos of the 
value system of Islam. 

There seem to be two broad alternatives. 
The first is to decree that no return would be 
paid on any type of deposits in banks and all 
loans and advances will be provided on an 
interest-free basis. Under this scheme the 
banks would only be allowed to recover a 
service charge from their clientele sufficient to 
cover their operating expenses. 

Since the banking business under this 
scheme would cease to be a profitable 
undertaking, the banking system would need 
to be a nationalised one and treated as a 
public service. However, this alternative 
cannot be commended because it would have 
adverse consequences for economic growth 
and allocative efficiency. Absence of any 
return on bank deposits would lead to a 
dramatic decline in the flow of resources to 
banks and would lead to the withering away of 
the banking system. This would not be to the 
advantage of the community, as banks 
perform a useful service as an intermediary 
between savers and investors. 

Other institutions may, of course, come in, 
but economic growth can be adversely affected 
if the gap caused by the withering away of the 
banking system is not adequately filled. 
Allocative efficiency would be adversely 
affected because absence of any return on 



finance provided by banks would result in 
even less attention being paid to the profit 
potential of various projects than in the 
interest-based system. 

Besides, this alternative would also 
militate against the objective of an equitable 
distribution of income and wealth, to which 
Islam attaches great importance. A large 
number of depositors in banks belong to 
lower income groups, while borrowers are 
mostly businessmen who belong to more 
affluent sections of the population. 

Under the interest-free system with a 
sei-vice charge, businessmen would retain all 
the profits they earn with the help of resources 
provided by the less well-to-do sections of the 
population. This would aggravate the mal-
distribution of incomes and wealth, and would 
certainly be contrary to what Islam stands for. 

The other alternative is that banking 
should be conducted on the basis of profit/loss 
sharing. While any return on capital in the 
form of interest is completely prohibited in 
Islam, there is no objection to getting a return 
on capital if the provider of capital enters into 
a partnership with a worker or entrepreneur 
and is prepared to share in the risks of the 
business. 

This points to the possibility of organising 
banking so that the depositors and 
shareholders of the bank get a return on their 
capital related to the actual results of the 
business undertakings. In other words, 
depositors of the bank might not be 
guaranteed a predetermined return on their 
savings, but they would be entitled to a share 
in the actual profits earned by the bank, 
similarly, the bank; would not be entitled to 
claim a predetermined return on the capital 
provided by it to the business undertaking but 
could enter into a profit/loss sharing 
arrangement with them. 

Provision of financial resources to business 
undertakings for productive purposes on the 
basis of profit/loss sharing, fulfils the Islamic 
norms of justice, as Islam allows a return on 
capital, provided the provider of capital shares 
in the risks of the business. 

Apart from fulfilling the criterion of 

equity, a banking system based on profit/loss 
sharing can assist greatly in achieving the 
socio-economic objectives of an Islamic 
society. Islam favours full utilisation of the 
productive resources of an economy and lays 
great stress on an equitable distribution of 
income and wealth. A banking system based 
on profit/loss sharing is likely to provide a 
tremendous boost to economic development 
by enlarging the supply of risk capital. 

Besides, such a system may quicken the 
pace of technological development through 
greater encouragement to innovation and 
experimentat ion with new techniques of 
production. It will also promote greater 
allocative efficiency, as banks will join hands 
with business enterprises in maximising 
productivity, since the profit/loss sharing 
ar rangement , unlike the lending 
arrangement, ties up the return on bank funds 
with the actual performances of an enterprise. 

It is recognised that some difficulties may 
be encountered in the practical application of 
the principle of profit/loss sharing in certain 
spheres. To meet such situations, certain other 
methods of financing which are not 
prohibited in Islam can be used. These will be 
mentioned in the third section of this article. 

Conversion on the Liabilities side 
The main items on the liabilities side of an 
interest-based bank are its paid-in capital 
reserves, demand savings and time deposits of 
the general public, inter-bank deposits, inter-
bank borrowings and borrowings from the 
central bank of the country. 

The conversion of interest-based banking 
to interest-free banking does not require any 
modification in the structure of a bank's 
liabilities in so far as paid-in capital and 
reserves are concerned. Payment or receipt of 
interest is not involved in these two 
components of a bank's liabilities, and these 
can continue to appear in the same format in 
an Islamic bank's balance sheet. 

There will be a change, however, in the 
way the return on shareholders ' equity, 
consisting of paid-in capital and reserves, is 
determined. In the interest-based system, the 



return on shareholders' equity is the residual 
amount of profit remaining after the 
contractual interest payments on various types 
of deposits and borrowings have been made. 
In the interest-free system, none of the items 
on the liabilities side is eligible to receive a 
pre-determined return, and hence the 
shareholders of the bank share in the actual 
profits earned by the bank, along with the 
other contributors to the resources of the 
bank. 

It is generally agreed that there is nothing 
objectionable, from the Sharia point of view 
,in the deposits of an Islamic interest-free 
bank having different maturities. Thus, an 
Islamic bank can continue to accept both 
demand deposits and time deposits. An 
Islamic bank can also attract resources 
through savings deposits that occupy an 
intermediate place between demand deposits 
and time deposits. 

However, there will be a basic change in 
the characteristics of both saving and time 
deposits. Demand deposits in the 
conventional banking system are fully 
repayable on demand. Banks usually do not 
pay anything on these deposits and some 
banks even levy a service charge on such 
deposits. Demand deposits in the Islamic 
banking system will continue to maintain their 
previous characteristics. 

Resources flowing in the form of demand 
deposits entail the possibility of both profit 
and loss, yet full payment of the principal 
amount of such deposits is guaranteed at all 
times on demand. In fact, these deposits are 
treated as a loan from a client to the bank. For 
this reason, some Islamic banks have given 
these deposits the nomenclature of qard al-
hasana deposits. 

In Iran, for example, consequent to the 
passing of the Law for Interest-free Banking 
in 1983, demand deposits of banks were 
renamed as qard-al-hasana deposits. It has 
been the opinion of certain scholars that 
demand deposits are of the nature of an 
amanah, because they are handed over to a 
bank for safe custody. Banks, therefore, are 
expected to hold these deposits in trust. 

However, even scholars agree that banks can 
use these resources in their operations with 
the specific permission of the owners of these 
funds. 

The conventional banking system has 
another category of deposits, known as 
savings deposits. These are differentiated 
from demand deposits, as they are subjected 
to certain restrictions with respect to the 
amounts that can be withdrawn from such 
accounts at any one time and the periodicity 
of such withdrawals. The savings deposits 
usually bear a fixed return by way of interest in 
the conventional banking system. 

When an interest-based banking system is 
converted to an interest-free banking system, 
the saving deposits can continue to maintain 
their separate identity, but they will cease to 
earn a pre-determined return. According to 
the principles of the Sharia, holders of saving 
deposits can be enabled to get a return which 
is not contractually fixed and fluctuates with 
the profits of the banks, provided they 
undertake to share in the loss also, in the 
event of the bank making a net loss in its 
operations. 

Most of the Islamic banks conform to this 
principle in their operat ing procedures. 
However, there are cases where holders of 
savings deposits are given some benefits, 
though not in the form of a contractually fixed 
pre-determined return, even though the 
nominal value of such deposits is fully 
guaranteed. 

In the case of Bank Islam Malaysia 
Berhad, for example, the Bank is allowed, at 
its absolute discretion, to reward the holders 
of saving deposits by "returning a portion of 
the profit generated from the use of their 
funds from time to time". In Iran, saving 
deposits are included in the category of qard-
al-hasana deposits, and they earn no return. 
The law on banking requires the full nominal 
value of such deposits to be guaranteed by the 
banks. 

However, the banks are allowed to offer 
incentives to attract saving deposits which can 
include one or all of the following: non-fixed 
prizes and bonuses in cash or kind; an 



exemption from, or a discount in, the 
payment of commission and fees; and priority 
in use of banking facilities. 

Time deposits in the conventional 
banking system carry a guarantee of their 
nominal value and earn a pre-determined 
return. When converting to an interest-free 
banking system, these have to be replaced by 
deposits that do not earn a fixed return. If the 
bank makes profits, holders of time deposits 
will be entided to receive a certain proportion 
of these profits. On the other hand, if the 
bank incurs losses, the depositors will have to 
share in these as well. Because of the change 
in the nature of these deposits, which make 
them akin to shares in a business firm, many 
Islamic banks have given them the name of 
"Investment Accounts" or "Investment 
Deposits". 

The investment deposits of an Islamic 
bank can have different maturity periods. In 
Pakistan, for example, the profit/loss sharing 
deposits (PLS deposits) have maturity periods 
of three months, six months, one year, two 
years, three years, four years and five years or 
over. In Iran, banks are authorised to accept 
two types of investment deposits, short-term 
and long-term. 

The deposits differ with respect to the 
minimum required time limits, three months 
for short-term and one year for long-term 
deposits. Apart from limited-period deposits, 
some Islamic banks also accept unlimited-
period investment deposits. In this case, the 
period of deposits is not specified, and the 
deposits are automatically renewed unless a 
notice of termination of deposits is given of a 
mutually agreed time interval. This interval is 
usually of three months, as is the case, for 
example, at the Bahrain Islamic Bank and the 
Kuwait Finance House. 

The resources flowing into the investment 
accounts, along with the demand deposits, are 
pooled together and form the principal source 
of Islamic banks' financing activities on the 
assets side. However, Islamic banks can also 
have specific investment accounts in which 
deposits are made for investment in particular 
projects. 

The return to the depositors in these 
accounts depends on the outcome of these 
particular projects and the ratio of profit-
sharing agreed between the bank and the 
depositors. Specific investment accounts of 
this type are being operated by a number of 
Islamic banks, such as, for instance, the 
Kuwait Finance House and Jordan Islamic 
Bank. 

The conversion of interest-based banking 
to Islamic interest-free banking would 
necessitate suitable modification in operating 
procedures, not only with respect to deposits 
from the general public, but also in respect of 
inter-bank deposits, inter-bank borrowings 
and borrowings from the central bank of the 
country. In the conventional banking system, 
all these transactions take place on the basis of 
interest. 

In the Islamic system, these transactions 
will have to take place either on the basis of 
qard-al-hasana or profit-sharing. There should 
be no difficulty in doing this in domestic 
banking transactions when an economy-wide 
switchover from interest-based banking to 
interest-free banking takes place. However, 
some problems may be encountered in respect 
of transactions with banks abroad. Foreign 
banks may be reluctant to offer correspondent 
banking services except on the basis of 
interest. 

This problem was fairly acute in the initial 
period of Islamic banking. However, with the 
increased familiarity of the non-Muslim world 
with the concept of Islamic banking and the 
operating procedures of Islamic banks, this 
problem has greatly eased in recent years. 
Islamic banks have succeeded in securing the 
correspondent banking services of 
conventional banks on mutually agreed terms 
which do not involve the payment or receipt 
of interest. The main elements of such 
mutually agreed terms are reported to be as 
follows: 

a) The Islamic banks will keep a reasonable 
amount of cash in their current account 
with the correspondent banks. 

b) The Islamic banks will endeavour to 



correct a debit balance in their accounts 
with correspondent banks as soon as 
possible. 

c) The correspondent bank will not charge 
any interest on the temporary debit 
balances of Islamic banks in lieu of its 
freedom to use the credit balances of 
Islamic banks profitably without paying 
any compensation to the Islamic banks. 

d) As partial security, the correspondent 
bank, while adding its confirmation to 
import letters of credit, will debit the 
Islamic banks only with a certain "cash 
margin", so that Islamic banks need to 
keep only such credit balances with 
correspondent banks as are likely to cover 
the cash margins of the letters of credit 
and not the whole value of these letters. 

Before concluding this section, it is necessary 
to dwell briefly on the principles governing 
the allocation of profits accruing to a bank 
among its remunerable liabilities. The basic 
principle of the Sharia, which has to serve as a 
guideline in this respect, is that if there is 
more than one provider of capital to a 
business under taking, profits can be 
distributed among them in proport ions 
mutually agreed upon, but losses, if any, have 
to be borne by them strictly in proportion to 
the capital provided by each party. 

In most of the earliest theoretical models 
of Islamic banking, shareholders' equity and 
investment deposits were deemed to be the 
only two remunerable liabilities of an Islamic 
bank, and holders of investment deposits were 
treated as one homogeneous group. The 
profit-sharing arrangements between these 
two broad groups of providers of capital were 
envisaged along the following lines: 

a) The aggregate profit earned by the bank 
on the total capital will be divided over it. 
After such a division, an agreed 
proportion of the profit will be kept by the 
bank and the rest will be given to the 
holders of investment deposits. T h e 
propor t ion of profit division will be 
determined with the mutual consent of 

the two parties concerned. 
b) If the bank suffers a loss, the loss will be 

shared between the two parties in strict 
proportion to the capital supplied by each 
party. 

c) The maximum incidence of loss to an 
investment account holder in a loss 
situation will be limited to the amount of 
his deposit. 

In later contributions to the literature on 
Islamic banking, it was recognised that profit-
sharing ar rangements among the 
remunerable liabilities of an Islamic bank 
could take more complex forms while still 
remaining within the Sharia parameters. It 
was felt that there was a strong case for some 
flexibility in profit-sharing ratios depending 
upon the degree of risk to which various types 
of remunerable liabilities were exposed. The 
investment deposits of a longer maturity could 
be given an edge over deposits of shorter 
maturity in the profit-sharing arrangements. 
Similarly a distinction could be made between 
the providers of redeemable capital and non-
redeemable capital, with provision of a larger 
return to providers of non-redeemable capital. 

It will be interesting to note here that the 
Council of Islamic Ideology in Pakistan, in its 
Report on the Elimination of Interest from the 
Economy, approved in principle the idea of 
introducing a system of weights for 
apportioning profits to various providers of 
capital based on whether the capital is 
redeemable or non-redeemable and, within 
redeemable capital, between capital which is 
redeemed in a short period and that which is 
redeemed after a longer period. 

The idea has already been put into 
practice, and net profits of banks in Pakistan 
are allocated to the remunerable liabilities in 
different proportions keeping in view their 
relative maturities. The smallest weight is 
accorded to special-notice deposits from other 
banks. The same principle of differentiation is 
followed within the category of time deposits, 
where highest weightage is accorded to 
deposits of five years or more and smallest to 
deposits of three months. 



The highest weightage among all 
remunerable liabilities is assigned to equity. 
The logical consequence of the weightage 
system adopted in Pakistan has been that, 
owing to the differences in the composition of 
liabilities and net profits, different banks offer 
different rates of return on various categories 
of deposits, even if the average maturity 
structure is the same. 

Conversion on the Assets side 
The main items on the assets side of an 
interest-based bank are cash, balances with the 
central bank of the country, balances with 
other banks, bills purchased and discounted, 
loans and advances, and investment in various 
types of securities and shares. Cash and 
balances with the central bank of the country 
are non-interest-earning assets. They retain 
their place when a switchover from interest-
based banking to interest-free banking takes 
place. 

Balances with other banks do not earn any 
interest if they can be withdrawn on demand, 
but they earn interest in the conventional 
banking system if they are kept in the form of 
time deposits. While there would be no 
change in the status of inter-bank demand 
deposits af ter the switch to interest-free 
banking, inter-bank time deposits within the 
country will cease to earn interest and the 
depositor bank will instead be given a share in 
the profit of the recipient bank. The change-
over to Islamic banking would also mark the 
end of keeping balances with banks abroad in 
the form of interest-bearing time deposits. 

Bills purchased and discounted are an 
important component of the assets of interest-
based banks. Islamic teachings do not 
preclude the use of bills of exchange, but 
discounting of bills is not allowed because 
exchange before their dates of maturity is a 
genuine need of the business community, 
which must continue to be met after the 
conversion of interest-based banking to 
interest-free banking. The alternative to bill 
discounting in the interest-free system which 
has found wide support among Sharia experts 
is as follows: 

The drawer of the bill of exchange enters 
into two separate agreements with the bank, 
one pertaining to the appointment of the 
bank as his agent for the collection of the 
amount from the drawee on the due date, and 
the other for receiving a loan from the bank in 
an amount due to the drawer from the 
drawee, while the loan extended to the drawer 
of the bill, will be free of interest. The 
commission to be charged by the bank can 
vary according to the amount of the bill but 
not according to the period of payment. On 
collection of the bill, the bank will adjust the 
loan account of the drawer. In case the bill is 
dishonoured, the drawer will be liable for 
payment of the loan amounts to the bank. 

Banks in the interest-based system hold 
government securities as well as debentures of 
business concerns as part of their earning 
assets. In a country that undertakes the 
conversion of an interest-based banking 
system to an Islamic interest-free banking 
system, it is expected that measures will be 
taken to develop new financial instruments to 
replace interest-bearing financial instruments. 
Possibilities exist for developing a wide variety 
of financial instruments that are compatible 
with Sharia. 

Instead of resorting to debt f inance 
through issuance of interest-bearing 
government securities, the government can 
issue variable dividend share certificates to 
mobilise resources for a particular project or a 
group of projects with good profit potential on 
the basis of Sharia-approved principles of 
profit-sharing. Debentures of business firms 
can be replaced by issuance of a new type of 
corporate security with a fixed maturity which 
entitles its holders to share in the profits of the 
concern issuing it instead of receiving a 
guaranteed return. The conventional banks 
usually avoid investment in the ordinary 
shares of business concerns, and in many 
countries they are even prohibited f rom 
investing in shares. Islamic banks, on the 
other hand, can hold shares of business 
concerns in their investment portfolio without 
any inhibition. 

The most remarkable aspect of the 



conversion of an interest-based banking 
system to an Islamic interest-free banking 
system is the relegation of loans and advances 
to a very minor role, whereas they play a 
dominant role in the assets structure of the 
interest-based system. 

This is for the simple reason that no 
return is allowed on loans and advances in the 
Islamic system, whereas in the conventional 
system they are high-return assets. However, 
Islamic teachings allow the use of a wide 
variety of techniques by banks to meet the 
financial requirements of productive sectors of 
the economy. The use of lending is confined 
mainly to helping to meet the needs of those 
who are unable to secure financing facilities in 
any other way. 

The direct or indirect financial 
accommodation that can be provided by 
Islamic banks falls broadly into three groups: 

a) Participative finance provided under 
profit-sharing arrangements, 

b) Facilities provided through sales and rental 
contracts, and 

c) Lending without any return, that is, Qard-Al-
Hasana. 

The salient features of various techniques, as 
categorised into these three broad groups, are 
discussed below. 

A. Participative finance 
Mudaraba: This is a participative arrangement 
in which one party (known as rah al-maal) 
provides capital and the other (known as 
mudarib) utilises it for business purposes under 
an agreement that profit from the business 
will be shared according to a specified 
proportion; but loss, if any, unless caused by 
negligence or violation of contract by the 
mudarih, will be borne by the rah al-maal. 

This is an essential feature of a mudaraba 
contract on which there is complete 
agreement among jurists of all schools of 
thought. The jurists in the early Islamic 
period were concerned with the fact that the 
system oi mudaraba, though allowed in Islam, 
could possibly be used to derive unfair 

advantage by one of the two parties. They, 
therefore, set out a number of conditions for 
the validity of a mudaraba contract to 
safeguard the interests of both the rah al-maal 
and the mudarib. The views of the jurists differ 
in respect of some of these conditions. 

In designing, operating procedures of 
interest-free banking, modern scholars have 
tried to follow as closely as possible the 
precepts of the highly respected jurists of the 
early Islamic period. However, in matters on 
which the Qur'an and the Sunnah contain no 
specific injunction, they have, where 
necessaiy, departed from some of the earlier 
opinions, particularly in matters of detail, to 
suit modern-day conditions. This is in 
consonance with the objectives of the Sharia 
and aids the growth of Islamic jurisprudence 
to meet the challenges of the modern age. 

There is widespread agreement among 
scholars that, in applying the concept of 
mudaraba to the financing operations of banks 
in modern times, the following would be 
reasonable stipulations: 

a) The bank as the rab al-maal will not 
interfere in the routine transactions of the 
business of the mudarib. The mudarib, 
however, will furnish regular periodical 
reports to the bank on the state of the 
business. 

b) The mudarib can employ his own capital 
also in the mudaraba business, but this 
requires the specific permission of the rab 
al-maal. With the same condition, the 
mudarib can procure further capital from 
others on the principles of mudaraba. 

c) The mudarib is not allowed to lend to 
another party out of the funds collected 
under a mudaraba agreement without the 
specific permission of the rab al-maal. 
Similar restriction applies to borrowing by 
the mudarib from other persons for use in 
business. 

d) The financial liability of the bank as rab al-
maal is limited to the amount provided by 
it, except where it has increased its own 
liability by permitting the mudarib, on its 
behalf, to borrow from another party. 



e) Profit earned from mudaraba business will 
be distributed between the rab al-maal and 
the mudarib on the basis of proportions 
settled in advance. No fixed amount can 
be settled for any party. 

f) In the event of a loss, except in case of the 
loss having been caused by the negligence 
of the mudarib or violation of the terms of 
the contract by the mudarib, the entire loss 
has to be borne by the rah al-maal. 

g) In a running business, losses will be made 
good by profit till the business comes to a 
close and accounts are settled finally. 

Musharaka: This is a participative 
arrangement in which two or more parties 
enter into a contract of business partnership 
with well-defined amounts of capital and 
mutual sharing of profits and losses. The 
salient features of a musharaka contract, which 
are widely agreed among jurists to be in 
consonance with Islamic teachings and are 
also suitable for adoption in modern times in 
the context of Islamic banking, can be stated 
as follows: 

a) Musharaka agreements can be entered into 
amongst the par tners for a specific 
transaction or for the whole business for 
an agreed duration and may be renewed 
by mutual consent. 

b) In medium- and long-term operations, a 
"self-liquidating" form of partnership can 
be agreed upon, whereby one of the 
partners (usually the bank) retrieves its 
entire capital over an agreed period of 
time while sharing in the profits and losses 
realised during that period. 

c) All providers of capital are entitled to 
participate in the management of the 
business but are not necessarily required 
to do so. 

d) All the partners will be provided with 
information about the operations of the 
business and its financial situation at 
regular intervals. 

e) Prior permission of the co-partners will be 
necessary before enter ing into a new 
musharaka or mudaraba agreement with 

other parties. 
f) The profits of musharaka business will be 

distributed according to agreed ratios 
which need not be the same as the capital 
proportions but loss will have to be borne 
strictly in proport ion to the capital 
invested by each partner. 

g) For the purpose of profit/loss sharing, the 
respective capital contributions of the 
parties, utilised for varying periods, would 
be brought to a common denomination by 
multiplying the amounts with the number 
of days during which each particular item 
such as the equity capital of a firm, its 
current cash surpluses, suppliers' credit 
and the finance provided by the bank were 
actually deployed in the business. In other 
words, the calculation of the respective 
capital contribution of the parties would 
be made on a daily product basis. 

h) Other conditions of a musharaka 
agreement will be more or less the same as 
mentioned in the context of mudaraba 
business. 

B. Sales and rental contracts 
Murabaha and Bai Muajjal. Murabaha is one of 
the various kinds of sale-purchase transactions 
permitted in the Sharia. Supply of goods by 
the seller to the buyer with a specified profit 
margin mutually agreed between them is 
called murabaha. The mode of payment in a 
murabaha transaction can be either cash or 
deferred. Bai Muajjal is defined as a sale 
against deferred payment, either in a lump 
sum or in instalments. Unlike murabaha, the 
sale of a commodity under bai muajjal takes 
place without the seller declaring his profit 
margin. 

Islamic banks can engage in murabaha and 
bai muajjal transactions because, unlike in the 
case of conventional banks, trading is not a 
prohibited field of activity for them. Goods 
can be purchased by a bank from a third party 
at the request of its client and sold to the client 
at cost plus a profit margin. The jurists have 
emphasised that in such transactions, all risks 
a t tendant on the purchase-sale of goods 
should be borne by the bank until the 



possession of goods has been passed on to the 
cUent. 

Bai Salam: This signifies a sale/purchase 
deal in which the buyer pays the agreed price 
of a commodity in advance and the 
commodity is delivered by the seller to the 
buyer on a specified future date. The salient 
features of a bai salam contract, which are 
widely agreed among jurists, are as follows: 

a) The contract must specify clearly the kind, 
description, quality and quantity of goods 
to be delivered. 

b) There should be a definite fixed time in the 
future for the delivery of the goods. 

c) The agreed price for the goods to be 
delivered should be paid in full at the time 
of the contract. 

Ijara and Ijara wa Iqtina: Ijara is a contract 
under which one party obtains the right of 
usufruct of an article owned by another party 
on the basis of an agreed rent. It is 
emphasised by jurists that the contract of ijara 
should clearly spell out the period of the 
usufruct and the rent agreed between the 
parties to avoid any dispute in the future. 
During the entire period of the contract, the 
basic maintenance of the article remains the 
responsibility of the owner of the article. 

A variant of ijara is ijara wa Iqtina, in which 
the owner of the article given on rent agrees to 
the transfer of the ownership of the article to 
the person making use of it at the end of a 
specified period on having received all the 
payments due unde r the contract. This 
a r rangement is also subject to the same 
conditions as stipulated in respect of simple 
ijara. 

Islamic banks provide indirect financial 
accommodation to their clients through these 
two types of contract. They acquire certain 
assets such as machines, buildings or 
equipment and allow the clients to use them 
under a standardised ijara contract. Under the 
system of ijara wa iqtina, the client undertakes 
to deposit agreed capital payments-
instalments over a definite time period. The 
contract is terminated when the full price has 

been paid and the ownership has been 
transferred. 

C. Qard-AI-Hasana 
Islamic teachings encourage the well-to-do 
sections of society to extend qard-al-hasana to 
persons who are in need of temporary 
financial accommodation to meet their urgent 
consumption requirements or for economic 
rehabilitation. Islamic banks cannot afford to 
tie up a significant part of their resources for 
extending qard-al-hasana as they have to 
maintain good profitability in order to be able 
to compete with other institutions for 
mobilising the savings of the community. 

There is a clear rationale, however, for 
e a r m a r k i n g a cer ta in po r t i on of the i r 
resources for lending without interest, as 
they do not pay any re turn on resources 
mobi l i sed by them th rough d e m a n d 
deposits. In Iran, banks are required to set 
aside a por t ion of their resources in order 
to extend interest-free loans to (i) small 
producers , en t repreneurs and farmers who 
would otherwise be unab le to f ind 
alternative sources of f inancing investment 
and work ing capi tal and (ii) needy 
consumers. 

The jurists have taken account of the fact 
that the administration of interest-free loans 
involves some costs for the banks. They do not 
object, therefore, to banks levying a service 
charge to defray such costs. While deliberating 
on this matter, the Council of Islamic Ideology 
in Pakistan came to the conclusion that in 
order to conform to the Sharia, the service 
charge would have to be on the basis of the 
actual cost incurred but that the 
determination of the actual cost attributable 
to each loan would be difficult. 

The Council, therefore, recommended 
that in order to overcome this problem, banks 
may fix a charge by way of an application fee, 
which should be uniform, irrespective of the 
amount of the loan and its duration. In actual 
practice, however, the service charge being 
currently levied by banks in Pakistan is 
determined on the basis of a formula laid 
down by the central bank of the country. 



The directive on this subject states that the 
maximum rate of service charge which a bank 
may recover on such loans dur ing an 
accounting year is to be calculated by dividing 
the total of its expenses, excluding the cost of 
funds and provisions relating to bad assets 
and income taxation, by the mean of its total 
assets at the beginning and the end of the 
year, and rounding off the result to the nearest 
decimal point for a percentage. 

The above is not an exhaustive list of the 
techniques which can be used to replace 
interest-based transactions when switching 
over from the interest-based system to an 
Islamic interest-free system. In Iran, for 
example, some financing has been provided 
by banks on the basis of joaalah contracts, 
under which one party undertakes to pay a 
specified sum of money to another party for 
rendering a specified service in accordance 
with terms mutually agreed between the two 
parties. 

Another possibility is to provide finance 
on the basis of a reference or normal rate of 
return, subject to final adjustment on the basis 
of the actual profitability of an operation. A lot 
of thinking is currently going on to develop 
new financial instruments that can be of use in 
the fur ther growth and development of 
Islamic banking. As these efforts bear fruit. 
Islamic banking will gain further in maturity 
and strength. 

Related Policy Issues 
The preceding two sections of this paper have 
been largely concerned with the mechanics of 
the conversion of interest-based banking to 
interest-free banking. This section focuses on 
certain policy issues related to such conversion 
which have normative connotations. 

The conventional interest-based banking 
system has evolved on a secular basis and is 
not conditioned in its operations by any 
religious commandments. Islamic banking, on 
the other hand, has to derive its inspiration 
from the religious edicts of Islam and has to 
mould its operations within the framework of 
the teachings of Islam. There has been a good 
deal of discussion in recent literature on 

whether Islamisation of banking means only 
abstinence from interest or something more. 
Most writers on the subject are in agreement 
that to deserve the name. Islamic banking 
should fulfil the following two basic criteria: 

1. It should be conducted without 
transgressing any religious commandments. 

2. It should help in achieving the Islamic 
socio-economic objectives. 

The monetary and banking system of a 
country does not operate in an ideological 
vacuum. It is an integral part of its parent 
ideology. Its operating procedures have to be 
fashioned in accordance with the 
requirements of a particular ideology. Judged 
in this perspective, the task of the replacement 
of conventional banking by Islamic banking 
does not consist of a mere mechanical 
replacement of interest by non-interest modes 
of financing. 

These modes of financing have to be 
chosen keeping in view the religious 
prescriptions as well as the ideological 
orientation of an Islamic society. Further, the 
financing activities of Islamic banks have to be 
directed towards achieving the Islamic socio-
economic objectives. These objectives, briefly, 
are promotion of a pattern of growth best 
suited for eradication of poverty, equitable 
distribution of income and wealth and 
sufficient opportunit ies for gainful 
employment. 

In the above context, the first concern of 
policy-makers in a country which proposes to 
switch over from interest-based banking to 
Islamic interest-free banking should be to 
ensure that the operating procedures adopted 
by banks fully conform to the requirements of 
the Sharia. 

The best way to ensure the compatibility 
of all the banking operat ions with the 
requirements of the Sharia is to have an 
institutional mechanism whereby the 
managers of banks have easy and continuing 
access to religious scholars reputed for their 
piety and knowledge of Islam for 
consultations in evolving the operat ing 
procedures, and where in turn these scholars 
have full opportunity of scrutinising the actual 



operating procedures of the banks. In the 
absence of any institutionalised arrangement 
of such a nature, there is a risk that some of 
the practices adopted by the banks may not be 
in harmony with the requirements of the 
Sharia. 

Another important policy issue is whether 
keeping in view the Islamic socio-economic 
objectives, the banks should have a preference 
pattern with respect to the various modes of 
financing which are permissible in the Sharia. 
For reasons already stated, the financing 
techniques based on the principle of 
profit/loss sharing are regarded by Islamic 
scholars and economists as the ideal substitute 
for interest and most suited to the 
achievement of Islamic socio-economic 
objectives. 

The other techniques, such as murabaha, 
bai muajjal, bai salam, ijara and ijam wa iqtina, 
are recommended to be used only in cases 
where there are genuine difficulties in 
implementing the profit/loss principles as 
enshrined in the concepts of mudaraba and 
musharaka. 

The main argument against their 
widespread adoption is that, being fixed-
return techniques, they suffer from some of 
the same deficiencies as the interest 
mechanism and cannot, therefore, be of any 
significant help in achieving Islamic socio-
economic objectives. It has also been pointed 
out by these scholars that, in the absence of 
any conscious policy measures to promote the 
financing techniques based on profit/loss 
sharing, the banking system may come to rely 
too heavily on fixed-return techniques, such as 
murabaha and bai muajjal, because of their 
relative simplicity and minimal risk. 

It is recognised that the application of the 
profit/loss sharing principle in the conduct of 
banks' financing operations is more complex, 
as it requires greater expertise. There is also 
the problem of "moral hazard" or the possible 
cheating by banks of their clients by not 
disclosing the true profit. However, a number 
of writings on the subject have shown that 
these problems are not insurmountable. The 
need really is for a firm resolve to overcome 

these problems, so that the changeover to 
Islamic banking really lives up to its promise. 

It is also important to bear in mind that a 
system based on profit/loss sharing may also 
fail to achieve the socio-economic objectives of 
Islam if it is not attuned to the realisation of 
those objectives. It is a fact that the working of 
conventional banks in many countries has 
served to increase ra ther than decrease 
inequalities of income and wealth, as banks 
have usually provided credit facilities mostly 
to the well-to-do sections of society. 

Islamic banks are expected to deploy the 
resources mobilised by them in such a manner 
that the egalitarian objectives of the Islamic 
society are duly achieved. In this connection, 
they have to ensure that all sections of the 
society which can make productive and 
effective use of bank finance have access to the 
banking system and receive their due share in 
the financial assistance provided by banks. 

The central bank of the country will have 
a crucial role to play in bringing about the 
needed reorientation in the policies of banks 
to achieve this purpose. 



Islamic Finance - Past, Present and Future 

D U N C A N S M I T H 

T h e Islamic financial marketplace of the late 
1990s and the early years of the next 
mi l lennium will be very dif ferent f rom 
anything that we have seen over the last 
twenty years or so. 

How do we know this? Because the 
changes have already started. In fact many of 
the changes are with us today. Islamic banking 
is increasingly appreciated as a global, rather 
than a regional, phenomenon by big business, 
bankers, entrepreneurs and (some) regulators. 
The next five years will, or should, see Islamic 
banking and, more generally. Islamic financial 
services, deliver on some of the promises 
made by earlier visionaries. 

The purpose of this paper is to examine 
how we have arrived at where we are now, to 
look at how and why Islamic and conventional 
banks have interacted in the past, and to give 
some pointers as to how the new challenges 
will be taken up - and who will be taking them 
up. 

I will refer to the localised nature of early 
Islamic banking and look at how recent 
developments have changed the market to the 
point where different institutions are trying to 
provide all Islamic financial services. 

My approach to this task is not an 
academic one; having been involved in the 
practical applications of Islamic finance since 
the early 1980s, I am not qualified to express 
an opinion on the enormous amount of Sharia 
scholarship which has formed the base for the 

introduct ion of, and growth in. Islamic 
financial instruments. 

However, I am in a position (as a market 
practitioner) to give my subjective analysis of 
the story so far and some personal views on 
where the Islamic financial industry goes from 
here. Of necessity, what follows must be 
superficial; the focus is on trends rather than 
detail. 

Some Background 
T h e roots of Islamic banking are frequently 
traced back to a few community-based banks 
on the Indian sub-continent in the 1950s and 
Egypt in the early 1960s. Whether these 
experiments really qualified as Tslamic banks' 
(as we now know them), is questionable. 

What may be seen in these mutual or self-
help organisations is the process - which has 
specific regional echoes in modern Islamic 
banking - of using funds mobilised in one 
locality in that self-same local environment, 
(in agriculture, basic industry, etc.). In fact, 
this local approach is being used to help very 
poor communities today. 

Both the Islamic Bank of Bangladesh and 
Bank Islam Malaysia are using a system of 
interest-free loans to help tens of thousands of 
poor families in their countr ies and 
reinvesting local proceeds locally. 

Following the scholarly consensus that 
'riba = interest' in the mid-1960s and the OIC 
decision in 1973 to establish the Islamic 



Development Bank, the modern era of 
domestic commercial Islamic banking 
gathered pace in Dubai (Dubai Islamic Bank 
opened in 1975), Kuwait (Kuwait Finance 
House, 1977), Jordan (Jordan Islamic Bank, 
1978), Bahrain (Bahrain Islamic Bank, 1979) 
and Qatar (Qatar Islamic Bank, 1984). Bank 
Islam Malaysia was also established in 1984. 

The reasons behind the formation of these 
local-market-focused Islamic banks has been 
widely commented on elsewhere, but what is 
noteworthy in comparison with earlier efforts 
is the fact that very quickly it became apparent 
that the local Islamic banks' success in 
mobilising funds from their customer bases 
was outstripping the capacity of domestic 
business to absorb locally-raised Islamic funds 
in local productive enterprises. 

The same forces which caused massive 
exports of capital (along with oil) from the 
Middle East in the 1970s into the 
conventional Eurodollar deposit markets, also 
made it necessary for Islamic banks to look 
beyond national or regional boundaries for 
opportunities to invest their funds. 

In many ways it is this (changing) 
direction of capital which has defined the 
process and progress of Islamic banking up to 
today and will continue to do so. 

From the Middle Eastern countries, it has 
been reported elsewhere that approximately 
$650 billion has been channelled outwards -
conventionally and Islamically, most of it, of 
course, into interest-bearing investments. 

The Development of Co-operation Between 
Islamic Banks and Conventional Banks 
As for their conventional counterparts . 
Islamic banks - because of their success in 
raising funds (which could not, in the main, be 
invested locally) - increasingly worked with 
conventional banks to find profitable, low-risk 
investment vehicles through which to deploy 
funds. A continuing focus has been the use of 
Islamic funds to finance raw commodities 
(particularly metals, but also, increasingly, 
energy products and soft commodities) and 
international cross-border trade. Pioneers in 
this process in the early 80s were such banks as 

Kleinwort Benson, Citibank and Saudi 
International Bank. 

The justification for this co-operation - of 
Islamic banks co-operating with conventional 
institutions - had its base not only in religion 
(which it did) but also in the overriding need 
for efficiency and competitiveness. 

For conventional international banks. 
Islamic funds represented a pool of untapped 
liquidity, which could be used to finance their 
corporate customers (in the early and mid-
1980s but no longer) at a significant discount 
to interbank market pricing. 

For the domestic Islamic banks, co-
operation brought access to international 
business flows which would not have been 
available without the sort of capital investment 
(in international offices, branches and so 
forth) which would have been uneconomic for 
what were at that time new, under-capitalised 
entities. 

This process enabled the commercial 
Islamic banks to compete with conventional 
banks in their own markets and to build a 
retail market share (currently ranging between 
10% and 20% in most Gulf markets, excluding 
Saudi Arabia and, so far, Abu Dhabi). 

For the large multi-national Islamic 
groups (Dallah A1 Baraka and Dar Al-Maal Al-
Islami), co-operation with conventional banks 
was useful not only in terms of efficiency but 
also because it was through conventional 
banks that routine banking transactions (such 
as operat ing accounts. Letters of Credit, 
Foreign Exchange, etc.) needed to be 
executed. 

Here also, I should note that in their 
desire to spread Islamic banking more widely 
and direct capital to Muslim communities 
rather than just through the Western markets, 
Dallah al-Baraka and DMI worked closely with 
governments who frequently tapped the 
international debt markets at interest, so as to 
achieve a laudable goal as to the direction of 
Islamic capital. 

This effect of early co-operation -
although it had, and still has, its detractors -
has been broadly beneficial, and, in 
conventional banks, has led to perhaps twenty 



or so larger players devoting significant 
resources to serving the Islamic financial 
markets. 

There are the truly international players -
Citibank, Merrill Lynch, Kleinwort Dresdner, 
ANZ, ABN Amro, Goldman Sachs and the 
like, the large, regional-based entities, ABC, 
GIB, plus many of the Saudi Arabian and 
Malaysian commercial banks and, last but not 
least, specialist entities such as the Islamic 
Investment Banking Unit of the United Bank 
of Kuwait. 

Up until three or four years ago, this was, 
broadly, the status quo. Broadly speaking, the 
role of conventional banks was one of serving 
the requirements of the Islamic banks (plus a 
few selected very rich individuals or families), 
developing almost exclusively commercial 
banking-type products and transactions, 
usually with a focus on short tenures, so trade 
finance syndicates and leasing were common. 

For their part, the Islamic banks (with the 
exception of A1 Rajhi, Dallah A1 Baraka and 
DMI, at least for a portion of their business) 
focused on their now traditional short-term 
investments in commodities or international 
t rade with their conventional bank 
counterparts , plus some local business 
financing and real estate investments. 
Analyses of Islamic banks' balance sheets 
demonstrated this historic bias towards short-
term international mumbaha business and its 
variants. 

This is not to say that in isolated cases 
different types of investments were not done, 
they were; the odd ship here, the odd 
aeroplane there. It was, however, to my mind, 
an era, a phase, of confidence-building and 
consolidation; a period of building credibility 
and critical mass. 

Although there were some hiccups 
involving real estate, gold and currency 
speculation, indifferent credit judgement and 
so on. Islamic banks were slowly but surely 
improving the quality of their staff and skills; 
Sharia committees were becoming more 
knowledgeable about commercial business 
and, crucially, new ways forward were being 
actively and enthusiastically researched. 

From Commercial to Investment Banking to 
Globalisation 
In the early 1990s, some Islamic banks, and a 
handful of people from conventional banks, 
began to look beyond the tried and tested 
asset/liability short-term investment patterns. 
The larger Islamic banks had already begun to 
look at, and deliver, products. In this process, 
the estabhshment of A1 Tawfeek Co by the 
Dallah A1 Baraka Group (in 1987) was a 
turning point , with its first offerings in 
cerdficated form of medium-term investment 
assets with market-making or buy-back 
guarantees. 

This was followed in 1990 by the IDB's 
launch of its Unit Investment Fund, where 
again the sponsor provided liquidity for an 
offering invested in essentially illiquid assets. 
This fund now has its shares listed on the 
Bahrain Stock Exchange. 

In 1993, The Internat ional Investor, 
quickly followed by the Internat ional 
Investment Group, set the pace, which has 
subsequently been followed by others. TII and 
IIG were set up to provide a broader range of 
investment banking products to the Islamic 
market. Not established to look after a local, 
retail base, these investment companies had a 
different focus from that of earlier Islamic 
banks. Emerging market equity funds, US 
equipment leasing funds, big-ticket single-
asset transactions, project financings, 
underwritings, IPOs, etc. were their stock-in-
trade. 

In parallel, investment companies sprang 
up in Pakistan, in Malaysia and elsewhere in 
the Gulf. Thus, capital was being mobilised 
and directed into international and domestic 
markets. In a sense, the development of the 
necessary instruments was more important 
than where the capital ended up. 

The commercial Islamic banks too began 
to use their better developed, now confident, 
muscle to gear up to the challenge, innovating 
products and opening up new markets. In 
short, during the last three years, the whole 
market has changed - not, in my opinion, as a 
result of any single event, but rather as part of 
a momentous wave, partly to do with involved. 



individual people, but mainly to do with 
market forces, ent repreneurship and 
commercial realities. 

Redefining the Roles of the Market 
Participants 
Ignoring for the moment where it comes from 
and where it goes, at either end of the Islamic 
banking 'food chain', there are, and have 
always been, providers of capital (account 
holders, savers, investors) and consumers of 
capital (businesses, assets requiring finance, 
trade, retail, consumers). In between these two 
extremities are the intermediaries - banks, 
investment companies, fund managers and, in 
some places, governments. 

Direct investment flows are rarely 
identified in surveys of the size of the Islamic 
banking market. This is where sources of 
capital - in aggregate equal to that in the 
Islamic banks - flow into projects, businesses, 
real estate and equities, without touching any 
of the intermediaries. 

It is, however, in this area - intermediation 
- that the changes in Islamic finance have 
taken place most rapidly and radically. 

Islamic banks - even those with limited 
capital and customer funds unde r 
management - are increasingly confident in 
their ability to source and structure quite 
complex international transactions. 

Islamic banks continue to work in 
partnership with conventional banks in this, 
but on a much more 'shared' basis, with the 
Islamic bank taking on a fair share of 
responsibility for structuring and analysis (as 
well as Sharia verification), and the 
conventional bank partner charged with the 
additional responsibility of raising funds 
(either internally generated, or from the 
conventional investor markets or, indeed, 
from other Islamic investors). 

The market distinctions of 'who does what' 
have been further blurred by conventional 
banks getting more deeply involved in the 
traditional preserve of the Islamic banks by 
establishing their own (or co-owned) Islamic 
banks, so far in Bahrain. The intention is for 
these banks to offer to their clients an 

integrated service that not only provides 
transactions, tax structuring, legal and credit 
services, etc, but also provides a local 
presence, Sharia supervision, and all that this 
implies. It is too recent a phenomenon to 
know how this will turn out, but it will be 
interesting to see how the other participants 
in the market will react when the success or 
otherwise of these ventures becomes apparent. 

The mirror image of this process, too, is in 
train. With the establishment of the First 
Islamic Investment Bank in Bahrain, it is 
possible to see further evidence of the trend of 
Islamic banks and institutions consciously 
internationalising their operations, and 
looking to structuring - again, in some 
instances, in partnership with conventional 
banks, fund managers and investment 
boutiques - investment banking transactions 
and funds which will provide an integrated 
one-stop shopping facility for those with 
capital and those who require it, all done 
within the highest Sharia standards. In the 
case of First Islamic, as with the Abrar Group 
in Malaysia, as well as TII and IIG, investment 
banking, rather than commercial banking, is 
their focus. 

For their part, the commercial Islamic 
banks will surely continue their drive to get a 
substantial slice of the new investment 
banking markets. The playing out of this 
process will again take some little time. What 
is extremely likely, however, is that the new 
generation of tradeable Islamic instruments 
will suck in fresh Islamic capital at the same 
time as allowing Islamic banks to restructure 
their balance sheets. This, in turn, will give the 
commercial Islamic banks more underwriting 
muscle. 

Having said that, my own analysis suggests 
that as the Islamic banking market grows there 
will again be a move towards specialisation; 
this will happen - as it does in most businesses 
- when a refocusing on delivering shareholder 
value becomes paramount. But this is some 
way in the future. 

This will lead, however, to different 
conventional banks. Islamic banks and their 
hybrids concentrating on their own specific 



areas of expertise (whether product, service or 
geography based). However matters develop, 
what looks like a crowded market in the 
middle will lead to a bigger market with more 
choice for providers and consumers of capital. 

Looking Forward 
One of the areas only briefly touched on so far 
which will drive further changes in the Islamic 
banking market is the realisation from those 
involved in the market that as market 
imperfections are flattened out, there are still 
only two major considerations in terms of 
business building; first, where is the capital 
which requires direction, and second, how 
should it be deployed? 

The economic engine which drove the 
development of Islamic banking during its 
formative years has, largely speaking, been in 
the Gulf; the reliance on this will change, and 
already has to a significant degree. 

Other regions - South, and South East, 
Asia for example - will become increasingly 
influential as, I suspect, will the Muslim 
communities of non-Islamic states in Europe 
and North America, who have been (largely) 
starved of access to Islamic financial services 
but are natural providers of capital as well as 
consumers of capital and services. 

As the opportunities to invest in Muslim 
countries and communides grow, it seems 
logical, and religiously, as well as socially, 
responsible for more Islamic capital to be 
directed into these areas. 

This process is beginning. It is interesdng 
to note two such projects on the go; the first, 
IICG's plan to mobilise up to $I billion of 
capital for investment in infrastructural 
projects in OIC countries, and the second, 
ANZ's plan to do something similar via its 
global network in emerging countries, many 
of which have substantial Muslim 
communities. Modern Islamic commercial 
banking is going back to its roots in its poorer 
communities. 

In conclusion, and in part summary of the 
above, one final point needs to be made. We 
are now in the second stage in the evolution of 
Islamic banking; there has been an explosion 

of interest in the development of this market 
from many different sources. Different 
motivations and different aspirations have 
driven this interest. 

Some of these sit well together, some do 
not. It is to be hoped that the development of 
this global phenomenon retains the purity 
and the clarity of the original vision and is not 
too far obscured by the new layer of 
sophistication, also that the structural changes 
in the intermediat ion process do not 
completely dilute the social dimension of 
Islamic banking. The destination of Islamic 
capital is, after all, more important than how 
it gets there. 



Essentials of Successful Islamic Banking 

H U S S A I N LAWAI 

Islamic banking, as some instances in post-
communis t Russia have shown, can provide 
business solutions even in si tuations where 
convent ional bank ing techniques fail to 
accommodate . Convent ional interest-based 
bank ing is mainly a business of financial 
i n t e r m e d i a t i o n be tween savers a n d 
e n t r e p r e n e u r s . It e a rns its p ro f i t by 
borrowing at one ra te of interest f rom those 
who have surplus funds and l end ing it at a 
h i g h e r r a t e to those who can use it 
profitably. 

Islamic banking, on the contrary, shares 
the fruits of economic activity genera ted 
through the intermediation of savers and 
investors. The reason for the elimination of 
interest in banking transactions is its 
prohibition in Islam. T h e injunctions against 
interest, synonymous to riba, are explicit and 
the word, unde r various connotat ions of 
prohibition, appears several times in the Holy 
Qur 'an. It extends to financing any trade and 
industry involved in prohibited goods and 
services. 

Islamic banking is emerging in an era 
when the world is settling down to a free-
market economy and when p h e n o m e n a l 
changes are taking place in the global 
economy. A free-market economy envisages 
three essential features - free trade, an open 
capital market and minimum governmental 
intervention. T h e vagaries of protectionism 
and regionalism are t rans forming the 

economy to free trade and globalism. The 
changes provide ample scope for Islamic 
banking to grow and work in a competitive 
environment. 

Requisites of Islamic Banking 
Islamic banking, being an integral part of an 
Islamic economic system, can be practised 
more effectively in an envi ronment that 
conforms with the tenets of Islam. Thus there 
are some essential requirements for successful 
Islamic banking, such as; 

i) Supportive Legal Framework and Swift 
Judicial System 

An effective legal framework ensuring speedy 
justice is essential for a good society, because 
its investment risk is more than that of a 
conventional interest-based bank as its 
dealings are on profit and loss basis. 

ii) Disciplined Entrepreneurship 
It would minimise cases of malfeasance and 
mismanagement. A banker must grow from 
being merely a financier to a role-player in 
business. Although a murabaha transaction in 
Islamic banking does provide an opportunity 
to a banker to share in business, the Islamic 
banks generally limit themselves to being 
inactive partners concerned for their credit 
risk only. The real entrepreneurial role of an 
Islamic bank needs, therefore, to be increased. 



iii) Conceptual Change from Credit Risk to 
Overall Risk Management 

Since it is difficult to predict, with any degree 
of certainty, the operat ing results of an 
enterprise and the magnitudes of profit and 
loss, it seems unjust if the party providing the 
capital is guaranteed a fixed and 
predetermined rate of return, while the other 
party undertaking the enterprise is made to 
bear the uncertainty alone. In the 
circumstances, an Islamic banker has not only 
to focus on credit risk but also to view all the 
business risks of the enterprises in which he 
has invested the bank's money. 

iv) Strong Ethical Values 
The Islamic economic system offers a balance 
between the two extremes of public or social 
and private or individual ownership of 
property. The success of Islamic banking in a 
society is related to the extent of acceptability 
of the doctrine of trusteeship and the 
t ransformation of the self-interested and 
profi t-oriented behaviour of people into 
altruistic and value-oriented behaviour. 

v) Supreme Sharia Council 
The function of a Sharia Council in 
maintaining Islamic banking activities in a 
country within the orbit of Islamic injunctions 
is dependent on its legal status and the extent 
of implementation of its opinion. 

The opinions of Sharia Councils of 
different countries may not necessarily be 
uniform. There is, therefore, a need for a 
Supreme Sharia Council, representing Muslim 
communities all over the world, to decide 
about various issues faced by Islamic banks. A 
beginning has been made in this direction by 
establishing the Council of the Islamic Fiqh 
Academy at Jeddah, Saudi Arabia under the 
auspices of the Organisation of Islamic 
Conference (OIC). But its role has to be 
augmented. 

vi) Uniform Accounting Standards 
There is a need for the harmonisation of 
financial repor t ing of Islamic banks, in 
respect, particularly, of the following: 

a) The significant accounting policies on 
which the statements are based should be 
fully and clearly declared; 

b) The methods of translating foreign 
currency transactions should be 
appropriately disclosed; 

c) Appropriate and sufficient disclosures 
regarding the quality of the bank's assets, 
and 

d) Additional disclosure of the nature of the 
financial contingencies and commitments 
(non-funded liabilities) of the banks. 

vii) Committed Management 
If the management of a bank is determined to 
step into the business of Islamic banking, it 
can easily evolve a strategy, formulate a plan 
for a specific time-frame and implement it 
accordingly. 

viii) Progressive and Modern Outlook 
In order to ensure successful management in 
Islamic banks, there is a need to apply all the 
available modern tools of managing corporate 
business, including management of human 
assets, offices, information resources, 
marketing, etc. 

ix) Body to Evaluate Islamic Financial 
Institutions 

In order to ensure quality and standards in 
the m a n a g e m e n t of Islamic f inancial 
institutions and to build the confidence of 
the general public in Islamic banking, there 
is a need to establish some professional body 
responsible for def in ing professional 
standards and ethics and other aspects of 
Islamic financial institutions. It may also 
certify the level of financial health of such 
institutions. 

Risk Management 
The risk profile of an Islamic bank is higher 
than a conventional interest-based bank. The 
most common areas of its business risk 
include: 

i) Credit/Investment Risk 
It includes the risks of bad debts, non-



recovery of a desired rate of return, 
fluctuation in the market price of investments, 
lower or nil dividend rate, etc. As most of the 
investments of an Islamic bank are on a profit-
and-loss basis, its risk of variation on the rate 
of ult imate return to the bank on its 
investments is more than that of a 
conventional bank and it has, therefore, to 
follow a more sophisticated, effective and 
rigorous policy of credit management. 

ii) Liquidity Risk 
The more the assets of a bank are in illiquid 
form, the lesser is the risk of its technical 
insolvency, but equally less is the profitability 
of the bank. The banks need to pursue a 
policy depend ing on structured liquidity 
management related to their investment 
pohcies and one golden principle would be to 
match the maturities of deposits with the 
maturities of investments. The principle of 
'financing short-term assets with short-term 
liabilities' should continue to be applied. 

iii) Exchange Risk 
The Islamic banks, in their usual course of 
business, should not have positions in any 
currency, as speculation is not permitted in 
any manner. However, in cases of profitable 
investment opportuni t ies in mismatched 
currencies, the managements of Islamic banks 
should adopt adequate measures to address 
the inherent risk in such transactions. 

iv) Risk of Changes in Government Policies 
Islamic banks are more prone to the risk of 
changes in government fiscal and monetary 
policies as they participate more in the profit-
and-loss of business enterprises than the 
conventional banks do. Conventional banks 
are secured to get back their principal along 
with interest, whereas Islamic banks have to 
part icipate in the actual results of the 
business. Before making any investments. 
Islamic banks have to make provisions for any 
unforeseen changes in the fiscal and monetary 
policies of the country. 

Product Development and Implementation 
The role of an Islamic bank is to mobilise 
savings on a large scale, pooling money from 
savers with different sums to invest, for 
different periods at different risk levels, 
through its various products conforming to 
the Sharia. Some of the Islamic banking 
products whose conformity with the Islamic 
Sharia have been established are: 

i) Generation of Deposit on Profits-and-Loss 
-Sharing 

Conceptually, all deposits generated on a 
profit-and-loss-sharing basis should be 
invested in non-interest-based instruments, 
while income earned therefrom should be 
shared between the bank and its PLS 
depositors. Therefore, there should be a 
system adopted by an Islamic bank to ensure 
that firstly, the interest-based income should 
be segregated f rom non-interest based 
income, if any and, secondly, the basis of the 
sharing of profits between the bank and its 
depositors of various categories should be 
predetermined. 

While different modules can be developed 
for distribution of profits, most of them are 
based on: 

a) calculation of average non-interest-based 
earning assets and average remunerable 
PLS habilities; 

b) calculation of average amount of 
shareholders' equity in the bank; 

c) calculation of distributable non-interest-
based income; 

d) decisions about the basis of distribution of 
non-interest-based income between the 
gross amount of PLS liabilities (calculated 
at (a)) and shareholders' equity (calculated 
at (b)), and; 

e) application of weightages on the basis of 
varying maturities of deposits and 
calculation of rates of profit per cent per 
annum. 

ii) Mudaraba 
A mudaraba has been defined as a business in 
which one person participates with his money 



and another with his efforts or skill, or both 
his efforts and his money. Their proportionate 
share in the profit is determined by mutual 
agreement, but the loss, if any, is borne only 
by the owner of the capital. Mudaraba has 
proved to be the best available source both for 
generation of deposits and/or investment of 
the bank's funds. 

iii) Participation Term Certificates 
A participation term certificate (PTC) is a 
method whereby funds can be generated for a 
specified period on a profit-and-loss-sharing 
basis. An Islamic bank, subject to the relevant 
laws in its country, may issue Registered or 
Bearer PTCs of a fixed denomination for a 
fixed period on the basis of payment of a 
share of the bank's profit to the PTC holders. 
A provisional rate of profit may be applied 
subject to a final adjustment at the time of 
declaration of annual profits by the bank. 

iv) Unit Trusts 
Unlike mudaraba certificates or mutual fund 
certificates, which cannot be repurchased by 
the company issuing these certificates, the 
unit trust certificates can be sold and 
repurchased by the company issuing them. 
The unit trust method can be used by Islamic 
banks both for generation of deposits and 
investment of their funds. 

v) Modes of Financing 
The modes of financing permissible under 
Islamic banking, are: 

a) loans on a service charge, which is the 
percentage of annual administrative 
expenditure to the average annual assets 
of the bank; 

b) loans without a service charge {qard-al-
hasana), i.e., some portion of an Islamic 
bank's funds can be used for realising such 
social responsibilities as making interest-
free loans to deserving persons for 
education and/or medical treatment or 
other noble objectives; 

c) Murabaha i.e. for purchase of goods by 
banks and their sale to clients at a mark-

up in price on a deferred payment basis; 
d) leasing and hire-purchase {ijara) which is a 

contract allowing use of land, buildings, 
equipment or other fixed assets for a 
specified period in exchange for payment 
in the form of rent and is broadly 
classified as finance lease and operating 
lease; 

e) Musharaka, which is an arrangement of 
partnership between the bank and its 
client, under which the bank provides 
capital finance as per terms agreed, with 
profit and loss shared in agreed ratios; 
and 

f) rent-sharing. 

Of the modes of financing, the Islamic banks 
generally prefer murabaha at (c) for its 
simplicity and similarity with lending under 
conventional interest-based banking. 
However, Islamic banks should have an in-
built mechanism to review the Islamic viability 
of various other existing banking products as 
additional modes of financing. While 
designing Islamic banking products, due care 
should be taken that they have properly 
structured instruments, detailed 
documentat ion, well-defined operative 
systems and Sharia-approved 
accounting/auditing standards. 

There is also a need for further research 
and development of new Islamic banking 
products, especially in the area of interbank 
dealings and financing of infrastructure 
projects with long gestation periods. The 
Muslim Commercial Bank (MCB) of Pakistan 
has recently decided to introduce two new 
products, namely a muswama facility and lease-
cum-equity financing. 

The muswama facility (MF) is being used 
by the MCB for financing the purchase and 
sale of cotton. Under the muswama agreement, 
the customer requests the bank, from time to 
time, to purchase a specified quality and 
quantity of cotton from the market. The 
cotton remains in the possession of the bank 
and the customer purchases the same from 
the bank at a national price (NP). 

The NP is adjustable with the purchase 



price at the expiry of the MR The period of 
transaction is 180 days or the ending of the 
cotton season i.e. 31 August, whichever is 
earlier. The purchase price is the average 
market price for raw cotton of a specific grade 
as notified by the Karachi Cotton Association. 
As security for the due and prompt 
per formance of all the obligations, the 
customer furnishes collateral/securities as 
agreed with the bank. 

The lease-cum-equity financing (LEF) has 
been evolved by the MCB in order to finance 
big industrial projects taking longer periods 
for completion and ult imate commercial 
production. The client is given an option to 
convert the amount of the lease into equity 
shares in the name of the bank. The bank can 
thus earn and start sharing in the profit or loss 
of the enterprise as soon as the lease amount 
is converted into equity. The MCB has used 
LEF in financing a large power project in 
Pakistan. 

Difficulties and Impediments 
for Islamic Banking 
Although Islamic banking has been accepted 
as an alternative, independent system of 
banking free from riba, yet it is still passing 
through a host of difficulties and 
impediments, namely: 

i) Financial frauds in the guise of Islamic 
banking. 

During the last two decades, there have been 
cases of financial frauds perpetrated on small 
savers under the guise of offering lucrative 
and regular financial profits using the name of 
Islamic techniques of financing. In Pakistan 
70, and in Egypt 50, financial companies 
claiming Islamic business misappropriated 
public money and fled. 

Pakistan has given a judgement that the current 
form of mark-up financing in the shape of 
Murabaha is not in accordance with the Islamic 
injunctions. 

iii) Inadequate economic, financial and legal 
infrasti'ucture. 

In most countries where Islamic banking has 
emerged, common areas of concern are 
known to exist, namely that their economic 
policies are lop-sided and regulatory policy 
volatile and that without a uniform regulatory 
framework, fiscal and financial disciplines are 
lacking, and that their legal frameworks and 
taxation structures are generally ineffective 
and not conducive to Islamic banking. 

Conclusion 
I would like to stress that there is need for a 
pe rmanen t fo rum for co-operat ion and the 
d i ssemina t ion of Islamic b a n k i n g 
knowledge in the world. I also think that 
ins t i tu t ions such as the Islamic 
Development Bank could be of assistance to 
Islamic banking. Islamic bankers, however, 
should focus at tent ion on two major areas: 
first, on the need to introduce Islamic 
banking as a separate stream of knowledge, 
and second, on developing a mechanism 
whereby the surplus funds f rom Muslim 
countries could be moved to deficit Muslim 
countries through the channels of Islamic 
banks. 

I would suggest that the subject of Islamic 
banking should form part of the university 
curriculum of Muslim countries, and that co-
operation and integration among Islamic 
banks should be increased to a point where 
the possibility of the optimal utilisation of 
Islamic funds could be ensured. 

ii) Doubts about instruments used in Islamic 
banking. 

Certain instruments used by Islamic banks are 
still under criticism by some Islamic jurists. 
Doubts have been particularly raised regarding 
the sale and purchase of currencies and murabaha 
and financial lease. TTie Federal Sharia Court of 



Islamic Principles and Modern 
Commercial Practice 

DAVID COWAN 

Whilst reflecting on the current state of 
banking and economics and Islamic banking, 
it is fair to say that there is a nagging doubt 
that bankers and economists have any real 
locus or centre for their ideas and motivations. 
There is also the growing realisation that 
Western bankers and economists are not the 
source of all knowledge, and that perhaps 
Islamic bankers and Muslim economists have 
a unique contribution to make. 

Islamic banking has its locus in Allah, and 
the banker, like all o ther people , is a 
custodian of God's resources. The bottom line 
is that profit must yield to the social concerns 
of economic policy. T h e essential first 
principle for the Islamic banker is that he 
must have a moral obligation to his customer 
and vice versa. Each shares in the good 
fortune of the other as productive agents on 
God's ear th . This pr inciple cannot be 
forgotten, for it is the singular principle that 
makes Islamic banking what it is. 

Rooted in this principle is the question of 
how to develop products and services for 
customers and what the unique contribution 
of Islamic banks should be. The Islamisation 
of a bank by itself is not enough. It will not 
attract customers simply by appealing to the 
piety of Muslims, since for most clients factors 
such as convenience of location, personal 
relat ionships and especially the kind of 
services on offer are the basis on which an 
individual chooses a bank. 

If an Islamic bank can offer a good 
network and range of services, and on top of 
this makes the Islamic argument compelling, 
only then will they be able to attract new 
customers. The strategy cannot be reversed. 
One does not convert the believer to the 
argument and then ask the question 'how are 
we going to deliver?' or force the customer to 
forgo certain services that he has been used to 
with a conventional riba bank. 

Customers often take a good track record 
into account when considering opening a 
bank account, but Islamic banks often cannot 
show evidence of such a track record. Nor, on 
pricing, can direct comparisons be easily 
made between the two types of bank. Indeed, 
it is difficult at this early stage of Islamic 
banking, but investment funds have been 
estimated at having anything from several 
billion dollars up to $50b under management . 

So it is up to Islamic bankers to advertise 
their services. Whilst Muslims are aware of the 
ban on interest, owing to the explicit objection 
made in the Qur ' an , there is a lack of 
awareness of the alternatives that are 
Islamically acceptable. T h e concept of 
murabaha is unders tood by some in the 
merchant field, but mudaraba and musharaka 
are still little understood techniques in the 
business community. 

This is changing as Islamic banks become 
more active, but it does leave the banks with a 
t r emendous need for educat ion. T h e 



complexity of formulae for working out the 
financing of these techniques does not make 
the task any easier. This task is again not 
helped by the fact that customers have highly 
sophisticated requirements. Most customers 
are already used to the high standard of 
financing or services offered by the large Arab 
banks or the foreign banks. A customer would 
need to have their experience translated into 
Islamic banking terms and be approached in a 
professional and sophisticated manner. 

Islamic banks will succeed if they can offer 
good returns on investments and deposits, 
good financing techniques and variety in 
production offerings. Traditionally, an Islamic 
bank's activity has fallen into two categories. 
First, services which a bank renders for a fee, 
or on fixed charges, such as safe deposits, 
funds transfer, handling trade financing deals, 
property sale and purchase and handling 
investments. 

Second, investment of capital on the 
principles of partnership of mudaraba. This is 
where the bank can add value particularly to 
entrepreneurs, providing supportive funding. 
In this way, the bank has acted as a partner in 
the business, and can additionally provide the 
fee-based services as well. 

Many of the Islamic banks to date have 
generally tended to go after the business 
customer, followed by the private bank 
customer, but consumers are now being 
targeted more aggressively. If a customer can 
marry financial satisfaction with religious duty, 
then s/he will be a loyal customer and, indeed, 
prove to be a hard customer for competitors to 
lure away. 

There must be now about 100 Islamic 
banking institutions operating in over 45 
countries. Among these institutions there is 
division over what constitutes good Sharia 
practice. The stance taken by countries such as 
Pakistan and Sudan, where interest has been 
totally banned, does not really further the 
cause. Social responsibility cannot be forced; 
we can only offer a way towards it and 
encouragement to go in that direction. 

Islamic banking will be more attractive to 
Muslims and non-Muslims alike if it is able to 

deliver efficient services and demand effective 
use of technology. Investment in technology 
and appropriate financial software for Islamic 
requirements is an essential strategy for 
Islamic banks. 

Many banks in the Middle East are 
currently investing in re-engineering their 
back offices, replacing outmoded computer 
services. 

One of the ways this is being done is by 
important Electronic Data Interchange (EDI), 
computer-to-computer linkages based on a 
standard format used by all parties to any 
given transactions without manual 
intervention, re-keying information or paper 
This allows banks and companies to integrate 
their operations internally and externally. 

This would suit banks in the Middle East, 
where there is revolutionary change and not a 
gradual evolution of systems as in the West. 
EDI would allow an Islamic bank to think 
about its present situation as well as what it 
would like to create in the future, and create a 
software environment where adapt ing to 
change and new products would be built into 
the bank's infrastructure. 

For Islamic banking, this is the crucial 
point. As Islamic banking grows in market 
share, so, too, will the need for new financial 
products. 

Having efficient technology is only the 
starting point, it gives the potential to offer a 
cost-effective and timely service. However, to 
fully utilise this base and implement what 
Islamic banking has to offer, education and 
training is also a crucial element. 

Unfortunately, education is sorely lacking. 
Islamic banking often invokes one of two 
reactions, being cynically interpreted as either 
replacing interest with fees or dividends that 
match the interest rate, or simply not charging 
interest. Both customers and potential 
customers need to be educated as to the range 
of services available to them. 

Following on from having a technically 
competent infrastructure, a keen commercial 
sense and innovative products, a well-trained 
staff is also needed to communicate the 
message of Islamic banking. The market must 



also be educated - there is a large Muslim 
population to be reached, not just in the Arab 
world but globally. 

The opportunity exists for Islamic banks 
and funds to reach Muslims in all corners of 
the globe. An Arab banker said recently that 
'we are good at propaganda, but not so good 
in public relations'. Islamic bankers must learn 
to be communicators, to master the art of 
public relations, if they are to escape the 
backwaters of the financial world. 

To reach a global audience requires good 
marketing, well-researched documents and a 
clearly stated mission. True, relations with the 
Western media can often be difficult, but 
within the last year major positive stories have 
appeared in prestigious publications such as 
the Wall Street Journal and the International 
Herald Tribune. 

Undoubtedly the media must be used to 
convey the message of Islamic banking. Once 
the groundwork is all in place, the next 
question to be asked is: what is it that Islamic 
banks are really offering? 

Islamic banks must be able to compete 
successfully alongside conventional banks by 
offering a full range of products and services 
to fit the requirements of most retail 
customers, namely, cheques, charge cards, 
current accounts, bill-paying/zaAa< payments, 
investment funds, and loans and mortgages. 

More attention is required to the need for 
Islamically-based retail investment products, 
since much of the financial engineering which 
Islamic banks can do lies in the area of 
offering retail investments, making use of 
investment trusts, unit trusts and mutual 
funds. 

Many Islamically accepted funds have 
been created, and they are successful in 
offering capital appreciation for customers, 
often outper forming conventional funds. 
More work needs to be done in defining how 
far banks can go in the area of international 
funds. 

In the modern world credit cards are 
essential for people travelling abroad, and 
useful at home in reducing manual work and 
paper. A structure that strikes as being most 

beneficial would be a charge card tied to an 
investment fund, whereby the customer places 
X amount of funds into an investment which is 
held as security for the card, and then uses the 
card to leverage off those funds. 

The benefits of such a card are that the 
bank has guaranteed repayment, and the 
customer is able to have liquid funds while 
accruing value on the initial deposit, which is 
being put to work. The money is thus 
productively used in two ways, as a means to 
invest and in consumer spending. For most 
customers this could become the norm for an 
Islamic credit card and current account, since 
cheques and bill payments can be conducted 
in much the same way. 

Attempts are being made across this 
region to generate liquidity in the local stock 
markets, and since it is easier to find 
Islamically acceptable equities in these 
markets than abroad, this may be a good place 
to start. The current problem for the stock 
market lies in attracting investment; a circular 
situation arises where liquidity is required to 
attract investors, but without investors there is 
no liquidity. Funds attracted by deposits-
backed charge cards could be directed into 
local markets and benefit the local region 
greatly, taking another small step towards 
success in the stockmarkets of the region. 

In the area of consumer loans, there are 
two broad groups of people who ask for bank 
loans. Firstly, those who require financial 
assistance because they want something they 
cannot afford out of their own resources, or 
have need of something they cannot pay for. 
The problem in the first instance is that banks 
can only advance loans to consumers from 
whom repayment may be guaranteed in some 
way, and such loans should be provided for 
under some form of state support or subsidy. 

The second group are those who have 
assets and a source of income to secure or 
guarantee repayment of the loan, and require 
a loan to meet a temporary need from 
promised future income. In this case, 
overdraft limits may be agreed or certificates 
of sale, which act like a commercial bill of 
exchange, may be used as security to a sale. In 



addition, loans may be raised on a similar 
basis to the charge card scheme as outlined 
earlier. 

Mortgages, too, have to be taken into 
account, as in Western economies, many 
consumers were crippled by fluctuating 
interest rates on their mortgages, and 
struggled to repay the interest due on the 
loan, leaving the banks with problematic 
mortgage portfolios. A great many people had 
to leave their homes, which were left vacant 
and unpaid for This has a knock-on effect in 
the economy which begs the question as to 
whether interest and credit creation are 
desirable economic goals or effective means of 
financial measurement . This particular 
question cannot be addressed here; suffice to 
say that many banks had their fingers burnt in 
the process. 

The underlying point is that Islamic banks 
should not encourage the creation of credit 
beyond the needs of their customers, nor in a 
way that threatens conformity with the Basle 
Concordant. On this last point, there is some 
concern that certain Islamic banks do not 
meet the provisions required by the Bank for 
International Settlement (BSI). If Islamic 
banks are to be accepted as part of the normal 
fabric of financial life, and in international 
markets where there is a large potential 
Muslim market, then falling in line with the 
BSI is a necessary prerequisite. 

Banking success lies in three elements. 
First, by safeguarding depositor's money, not 
protected by a guaranteed fund or financial 
insurer, but by bankers. Such safety will ensure 
the trust of one generation and gain the habit 
of the next. Second, funds and deposits must 
be invested safely with good returns, and 
make enough money to pass onto the 
customer, whilst retaining a profit for the 
bank. Finally, by keeping expenses low, 
investing in technology, good administration 
and delivery of service and products. 

In the last twenty years Islamic banking 
has made a significant impact, and has made 
a unique contribution to the economic debate, 
not just in the Muslim world, but in all 
nations. The marriage of Islamic principles 

with modern commercial experience will 
ensure success for the next twenty years and 
beyond. 



Enhancing the Competitiveness of Islamic Banks 

J E R E M Y M A R T I N 

Conventional banking on a commercial basis 
is of course very much older and more 
established than the practice of Islamic 
banking in the Western world and Islamic 
banks inevitably are being, and will be, 
compared to their older brethren. 

Whether we like it or not, we must accept 
that investors realise that from conventional 
banks they can receive about 5% annually with 
a degree of certainty. It is this degree of 
conf idence and certainty that gives 
conventional banks a major advantage. 

O n e reason is that the products of 
conventional banks have been worked out and 
finely tuned over centuries. Islamic banks start 
with the same principle of needing to attract 
deposits f rom customers and have added 
amendments as to what they can do with the 
funds. They are trying to alter and reinstate 
products that, to an extent, have been used for 
many years and in some cases discarded by 
conventional banks many years ago. 

It is easy to argue, therefore, that Islamic 
banks have one inherent disadvantage. 
Indeed they do, but this is to an extent 
balanced by the fact that many Muslims and 
many Islamic institutions would far rather 
work with an Islamic than a conventional 
bank. In the short term, these Islamic 
products are likely to be less competitive, but 
as time goes on and more and more expertise 
is put into Islamic banking, this advantage will 
be whittled away. 

It is difficult for an Islamic bank to 
compete in the short term with a conventional 
bank that has products which have been 
polished and honed over the years. Funds 
deposited for a month or three months in a 
conventional bank have a definite return, 
which is not the case with Islamic banks. T h e 
question of short term or long term is 
important. 

If a Western investor has money for one 
month or even three months he may well be 
tempted to put it into a bank or building 
society and earn some interest. If, however, he 
has the money at his disposal for five or ten 
years, he will look for a project, or towards the 
property market or stock-market. 

Project finance is where Islamic banks 
ought to come into their own and be at a 
positive advantage but, to really benefit f rom 
the advantage, two things have to be done: 

i) Political stability in Islamic countries 
must be attained. Instability caused by what 
the media describe as "Islamic 
fundamentalism" is bad for our business. 

ii) Islamic investors must be encouraged 
to think long term and not short term. That is 
easier said than done but once achieved it 
would prove of enormous benefi t to the 
Islamic banking system. Long-term Islamic 
banks should produce a greater return for 
their customers than conventional banks. 

Depositors and investors like profit, and 
banks like to have happy and contented 



customers. As ment ioned already, Islamic 
banks have great problems competing short 
term, but long terra they should do well. In 
certain Middle Eastern countries Islamic 
banks are at a positive advantage in that they 
are allowed to own property, whilst 
conventional banks are not. Tha t is an 
advantage which should be used more. 
Anything that can be done by governments to 
reduce political risk would also help. 

Another way forward is to increase 
expertise in the Islamic banking field. It is 
growing fast and progress is being made, but 
better trained and better qualified staff means 
that jobs will be done better, more quickly and 
more efficiently. It would be of great benefit to 
the industry if there were more university 
courses in Islamic banking. The Institute at 
Markfield near Leicester is setting an example 
in this country but any pressure that can be 
brought to bear to introduce and improve 
university courses in Islamic banking in 
Malaysia, Pakistan and the Middle East will 
help to create a new generation of highly 
qualified Islamic bankers. 

Cynicism is a real problem at the moment. 
On a recent trip to Saudi Arabia, several 
Saudis said to me that the return they received 
from Islamic banks was substantially worse 
than that received from conventional banks. 
Even worse, they thought that the money 
invested with Islamic banks was then 
reinvested into conventional banks to earn 
interest. They quoted the BCCI (Bank of 
Credit and Commerce International) crash, 
pointing out that many Islamic banks lost a lot 
of money which they had deposited for large 
rates of interest with BCCI. 

The best way to benefit Islamic banks is to 
make the products raore competitive and 
more attractive. If a businessman comes up 
with a good idea which he thinks will produce 
100% profit over the year he has the option of 
borrowing from a conventional bank or an 
Islamic bank. 

If he borrows from a conventional bank he 
will pay interest of about 10%. If he does this, 
and it really is a good idea he will keep 90% 
and give 10% to the conventional bank. If the 

deal is done with an Islamic bank it is likely 
that he will be sharing a proportion of the 
profits and that the percentage may heavily 
exceed 10%. If a longer-term approach could 
be coupled with a buy-back guarantee (as 
happened with UK - BES schemes), projects 
such as development projects would receive a 
major boost. 

If, on the other hand, he has a bad idea or 
one that might make a little profit, he still pays 
10% to the conventional bank, but under a 
mudaraba the bank bears the financial loss. 
There is therefore a temptation from the point 
of view of the businessman when he has a 
good idea to go to the conventional bank, but 
if he is not so confident about it he will go to 
the Islamic bank. Whilst there are grounds for 
a businessman to think along these lines an 
Islamic bank is at a distinct disadvantage. 
That conception is what we need to change to 
be more competitive and produce packages 
which will attract the businesses with the best 
ideas. 

The Islamic Development Bank will invest 
in poor Islamic countries on a profit-sharing 
basis for long-term projects. The more banks 
that will do the same, the better, but the banks 
have to persuade customers to go along with 
the proposal. Customers with philanthropic 
motives will invest with Islamic banks. 

Banks must also make an effort to 
persuade customers also to be philanthropic 
and visionary with the way banks raake their 
investments. Europe now has an economic 
community; the GCC is working increasingly 
together in the Arabian Gulf. Thought should 
be given to an economic community for 
Islamic countries, so that wealthy countries, 
such as the oil-producing nations of the 
Arabian Gulf area, are more willing to invest 
in the poorer countries without the oil 
revenues. Islam could be a catalyst to enable 
this to happen. 

Legal systems in certain countries have 
been described as a problem for Islamic 
banks. However, this seems to be doubtful, 
since Saudi Arabia, for example, has a legal 
system which has always been Islamically-
based and has not been heavily influenced by 



other systems. Kuwait, Bahrain and the UAE 
have been influenced by British law, but 
Sharia law has always co-existed. Saudi banks 
may not charge interest but they are permitted 
to charge commissions which, in practice, 
have many similarities. It is in fact not the 
system which causes difficulties but the speed 
with which it is implemented. 

Delay is a great enemy of Islamic bankers. 
Conventional banks will simply charge more 
interest as the delay goes on. Islamic banks 
cannot, so systems must be put in place to 
reduce banks' difficulties and enable the banks 
to recover funds from customers more quickly 
and easily. Pakistan has introduced laws to this 
effect and the more quickly other countries do 
so as well, the better. This is important and 
more local laws would be of great help to 
Islamic banks in many countries. 

It is equally important to avoid delay when 
putting a deal together. One way to do this is 
to increase co-operation between supervisory 
boards and Sharia committees. I personally 
have considerable experience of good ideas 
being put forward and being referred back to 
Sharia committees, which causes delay, cost 
and loss of opportunity. 

This happened when I was involved for 
the first time in an Islamic Property Fund. The 
Fund was leveraged to reduce tax and increase 
profitability and efficiency. We had to keep 
going back to the Sharia Committee to put 
forward technical, and what seemed to us to 
be minor, amendments . In the end the 
Committee's blessing was obtained - but it 
took longer than expected, costs were 
increased and opportunities lost. 

A central register of decisions could avoid 
all that happening again and that would 
benefit all concerned. It would be very 
beneficial to have a central register of Sharia 
committee decisions which are universally 
accepted. If there were a register where 
bankers and lawyers and depositors could go 
to find out whether an idea were acceptable or 
not without spending time and incurring 
expense going through a different committee, 
then it would be an enormous advantage to 
the entire industry. 

Any steps to build up and keep a written 
record of decisions of Sharia committees and 
supervisory boards would help the industry. 
We must aim for uniformity between, for 
example, Malaysia, Iran, Saudi Arabia and 
Morocco. At the moment it is not there. There 
are practical difficulties about this - but it is a 
goal for which we should all aim. 

As already mentioned, one advantage of 
an Islamic bank over a conventional bank is 
that there are countries where an Islamic bank 
can own property and a conventional bank 
cannot. That is an advantage that should be 
used. Another one, surprisingly, is 
enforceability of claims. Certain 'ruling 
families' in certain countries have a reputation 
for making it difficult for claims to be made 
against them and enforced. 

In practice, a Sharia judgement is much 
more likely to be enforced than a judgement 
from a civil court. The thinking behind it is 
that certain 'ruling families' see their authority 
as coming from Islam. They must therefore 
observe and obey any Islamic Court, this 
being the very foundation of their position. 



Cooperation between Islamic and 
Conventional Banks 

E R I C H I R S C H 

In recent years there has been a great increase 
in the expansion of Islamic banks in Islamic 
countries of the Middle and Far East. Contacts 
with conventional banks have remained, with 
few exceptions, very limited. Where such 
contacts exist, they usually consist solely of the 
adoption of conventional banking products 
such as letters of credit within the framework 
of murabaha transactions, or structuring of 
leasing transactions. Products taken over by 
Islamic banks in such cases are established 
instruments used by conventional banks. 

It has been the case so far of Islamic 
banks' t end ing to adap t products of 
conventional banks rather than conventional 
banks' adapt ing to the needs of their Islamic 
colleagues. T h e fact that Cit ibank has 
confirmed that it will be opening an Islamic 
bank in Bahrain some time next year is the 
clearest proof of the fact that opportunities for 
mutually profi table co-operat ion exist. 
Otherwise Citibank would hardly be inclined 
to take such steps. 

T h e foundation for co-operation between 
Islamic and conventional banks consists of 
regulatory levels. In international operations, 
the regulatory level for conventional banks 
consists of specific business practices or 
conventions which govern transactions 
ranging from handling letters of credit to 
bidding in connection with Eurobond issues. 

Not only are these business conventions or 
customs uniform but, even more important 

are international and national laws which 
constitute the second level. These laws must 
be observed for every financial transaction. 

Conventional bankers have grown used to 
these levels, and know how complex these 
regulations are; in particular, national tax laws 
and internat ional tax legislation. In this 
context, co-operation between an Islamic and 
a conventional bank would be anything but 
out of the ordinary. However, in addition to 
the regulatory stages, a third level comes into 
play when co-operating with Islamic banks: 
the Qur 'an and its interpretation by the Sharia 
board. This crucial point has been a potential 
source of problems. 

T h e first problem for co-operation is that 
of unde r s t and ing the extent of the co-
opera t ing par tner ' s knowledge; i.e. 
conventional banks' knowledge of Islamic 
banking. 

In this context, a comment appeared in 
New Horizon in October 1994, ent i t led 
"Islamic Banking - Too Many Conferences?" 
Cons ider ing that co-operat ion between 
Islamic and conventional banks is 
fundamentally a problem of understanding, 
there are by no means enough conferences on 
Islamic banking. However, these conferences 
should not be held in Tehran, Dubai or Kuala 
Lumpur. T h e critic is right when he writes: 
"when talks are held on Islamic banking in 
these cities, it is not sufficient to give a general 
explanation of Islamic banking because the 



audience is already familiar with the basics." 
No one should see Islamic banking as a 

closed shop with a few exotic offshoots like 
Citibank, Kleinwort Benson, ANZ, Goldman 
Sachs and now the Vereinsbank Group. On the 
contrary, if the aim is to develop co-operation 
on a broad front, informative events such as 
conferences are necessary, and not just in 
London, which is certainly an exception, but 
in Frankfurt, Paris and Zurich. 

In the context of the third regulatory 
dimension, the Sharia board of Islamic 
institutions must be more active in 
approaching conventional banks in order to 
better these regulatory levels. 

The second obstacle to co-operation is the 
general lack of knowledge on the part of 
conventional banks about this Sharia 
regulatory level and its interpreters, the 
Sharia board. There is no generally binding 
standard for interpretation of the Sharia with 
reference to structuring financial transactions. 
For example, fundamental aspects of co-
operation with an Islamic bank in Malaysia are 
subject to other interpretations of the Sharia 
than is the case in Saudi Arabia or Iran. 

For co-operation in a multitude of areas, 
however, there is a need for a body of 
regulations which convendonal banks know, 
and can rely on, because in the final analysis, 
everything depends on the individual who 
must carry out the various transactions. 

The first time a conventional-bank officer 
does business with an Islamic bank, he calls in 
his legal department, the member of the 
board of management responsible for this 
area. Once this initial transaction with an 
Islamic bank has been concluded successfully, 
for example in Malaysia, the officer goes to 
other customers and offers them a similar 
deal. He finds a new client, who is interested 
in performing this very transaction, but in 
Iran instead of in Malaysia. The Sharia board 
of the Islamic bank in Iran rejects the 
transaction as not "Islamic", hopefully with 
some indication as to how it should be 
structured, in order to make it "Islamic". 

The officer from the conventional bank 
can go back to his board of management or 

legal department, which naturally is ume-
consuming and unpleasant in every respect. If 
he overcomes these obstacles and the 
transaction is concluded, it is likely that the 
deal was big with a high margin, because the 
individual departments of conventional banks 
are organised as profit centres, and the deal 
must warrant the amount of time and trouble 
invested in it. 

Once a certain type of business is 
approved, conventional banks do not submit 
each individual transaction to the legal 
depar tment for approval. Analogously, a 
formula must be found for co-operation with 
Islamic banks which will provide clear 
guidelines at least on a national level so that 
the bank's Sharia board need not be called in 
for every transaction. 

Can this be done? A step in this direction 
is the establishment of the Council of the 
Islamic Fiqh Academy at Jeddah in Saudi 
Arabia under the supervision of the 
Organisation of Islamic Conference (OIC). 
This approach needs to be developed further. 

To achieve co-operation in day-to-day 
business, banks would inevitably have to 
advertise, by means of active marketing in 
European and American financial centres, and 
to establish national Sharia boards for this 
purpose. Should this happen, there would be 
many opportunit ies for co-operation on 
several levels since conventional banks can not 
only learn a great deal, but can also benefit on 
account of Islamic bank's liquidity overhang, 
from transactions which would be profitable 
for both sides. 

Administrative problems are of less 
importance. Considering the risk involved, it 
is necessary and wise to have the Sharia board 
make individual decisions and to call in legal 
departments. Moreover, time plays only a 
secondary role. It is not by chance that Islamic 
banking has taken hold at merchant banks, 
which specialise in transaction-orientated 
deals and not at commercial banks, which are 
geared to standard business. T h e only 
exception so far seems to be Citibank. 

However, in large individual transactions, 
we encounter a structural problem for Islamic 



banks: the client of an Islamic bank gives his 
liquid assets to this bank so that this liquidity, 
in compliance with the regulations of the 
Sharia, is introduced into the economy. The 
client can always demand that these funds be 
returned to him. A bank must therefore 
maintain a high liquidity reserve at all times. 
This is because there are no Islamic capital 
markets, so far, where an Islamic bank can 
turn its long-term assets into tradeable 
securities and where a bank can fmd daily 
liquidity. 

Furthermore, co-operation between 
Islamic banks in large individual transactions 
is only worthwhile if the Islamic bank can 
participate in financing over the long term. 
Large individual projects are usually long-
term infrastructure projects, involving 
financing the construction of atomic energy 
plants, airports, roads and hotels, etc. Only 
under certain circumstances do banks have 
the opportunity to offer financing for such 
projects, either in countries which themselves 
do not have the funds for these projects or in 
countries where the bank, as financier, is 
supposed to bear part of the economic risk, 
i.e. what is called project financing. 

These two situations present problems for 
conventional banks. Only countries which 
cannot borrow money long-term in the capital 
market to finance infrastructure projects turn 
to banks for a solution. This is because calling 
in conventional banks to structure a deal 
naturally makes financing the project more 
expensive. The problem for conventional 
banks is then the credit risk. If investors do 
not want to invest in the country in question, 
why should banks? 

As a rule this only happens if banks are 
better informed about the infrastructure 
project than the normal investor. If this is the 
case and the bank believes the project will be 
a success, it provides credit facilities whereby 
the project itself represents the collateral. 

However, this is not the PLS or profit-loss-
sharing principle. The conventional bank 
does not invest in a project in order to 
participate in the profit or loss, but takes the 
profitability of the project into consideration 

as the main aspect of the collateral 
construction. 

Although this cannot be harmonised with 
the PLS principle of the Sharia, there is a 
strong rapprochement of the interests of 
conventional and Islamic banks which can 
supplement each other ideally. 

Infrastructure projects are urgently 
required for the economic development of 
those very countries which have trouble 
accessing capital markets. Usually, these are 
third world countries, but must also include 
countries such as the Czech and Slovak 
Republics, Hungary and the successor states 
of the Soviet Union. 

In contrast, much of the machinery and 
construction material comes from companies 
in the industrial countries with which 
conventional banks have maintained ties for 
decades, and in some instances even for 
centuries. So much for the customer base. 
What conventional banks have very little of, or 
because of their philosophy have never had, is 
the willingness, in line with the PLS principle, 
to part icipate with the customer in the 
infrastructure project. 

Here might lie the beginning of a well-
balanced co-operation between Islamic and 
conventional banks, since their interests are 
complementary. Islamic banks have been able 
to invest in projects over the long term (more 
than five years). Yet this is precisely the time-
frame required to finance dams, airports and 
other infrastructure projects. 

The development of an Islamic capital 
market, where long-term risks are exchanged 
for liquidity, is an extremely important 
prerequisite for co-operation between 
conventional and Islamic banks. Co-operation 
between the two does however exist. In most 
cases, co-operation has to do with leasing or 
short-term commodity financing. The spread 
of Islamic leasing funds is an area with 
potential for co-operation with those 
conventional banks that are not willing to 
make their tax base available for specific 
leasing structures. 

The big advantage of conventional banks 
is their customer base and their customer and 



market know-how. Opportunities are available 
to co-operate, in particular in financing the 
client's liquid assets. Working capital loans are 
very frequently extended for purchasing and 
processing raw materials. A conventional bank 
can function as a broker and arrange a 
murabaha transaction for a fee, specially in 
situations in which a working capital loan may 
be more expensive since the client has already 
exhausted his credit lines with conventional 
banks and now must obtain liquidity from 
other sources. 

The PLS principle which results in higher 
administration costs is one possible reason for 
this. What is important is that Islamic and 
conventional loans cannot be obtained. 
Islamic banks will have a difficult time in 
highly developed markets such as those in 
Europe or the US with their multitude of 
financing possibilities. 

This does not appear to be the case in 
emerging markets. In South Africa, there are 
good opportunit ies for developing co-
operation between Islamic and conventional 
banks. In reference to an article in New 
Horizon, September 1994, "Islamic banks 
pricing themselves out of the market in South 
Africa," there should be no reason why in this 
market an Islamic mortgage has to be more 
expensive than a conventional one: "The real 
shock comes when the bottom line is reached. 
Very often the Islamic banker will concede that 
the mortgage repayment is equivalent to the 
conventional base rate plus a certain number 
of percentage points above the conventional 
interest rate for mortgage bonds. As such it is 
not surprising that potential Muslim clients of 
Islamic banks walk out in disgust." 

In emerging markets like South Africa, 
there is no reason why Islamic banks cannot 
be competitive; or are Islamic banks not 
willing to compete with conventional banks? 
Do they separate the Islamic banking system 
from the conventional one on purpose? 

Conventional banks in South Africa, which 
were banned from international capital for 
political reasons not only do not know enough 
about obtaining cheap capital, but the risk 
assessment of conventional correspondent 

banks abroad is so conservative that obtaining 
capital is very expensive for South African 
banks. In a market like this, Islamic financing 
methods most certainly can compete with 
conventional banks when it comes to prices, 
but they must want to compete. 

In general, co-operation is likely to be far 
more successful in newly developing countries 
than in the markets of industrial countries. 
Initial steps in the direction of co-operation 
have already been taken. To put these moves 
on a broader footing. Islamic co-operation 
par tners must make it clear to their 
conventional par tners that they have an 
additional regulatory level, the Sharia, which 
makes co-operation more difficult. 

Conventional banks which are not used to 
or are not familiar with these regulations can 
offer their entire product range passively. The 
Sharia board of the Islamic bank must decide 
which products they can accept, with or 
without changes. In order to do this, Islamic 
banks themselves must develop the entire 
range of product expertise so that they can 
invite the more independent ly acting 
conventional banks to co-operate after the 
Sharia board has made its evaluation. 

There will be close co-operation 
agreements in future. As markets continue to 
develop further and further, the margins of 
conventional banks will become increasingly 
narrow. Opportunities for arbitrage within the 
system of conventional banks will be limited. 
It is an elementary law of economics that in 
such a case, those involved will then seek 
profitable opportunities for arbitrage. Where 
could opportunities for arbitrage be greater 
than between different banking systems? 



The Prohibition of Interest in Iran 
since the Revolution 

M A A N S A R I - P O U R 

Neither classical Islamic jurists nor modern 
writers have elaborated sufficiently on the 
prohibition of riba. 

The first group has largely discussed it in 
theory, without taking into consideration its 
applicability to commercial transactions, while 
on the other hand, contemporary writers, 
lacking in-depth knowledge of Islamic law, 
have not understood the notion well enough, 
even in some cases interpreting it in a way 
which is clearly in conflict with Islamic 
precepts. 

Before the revolution, the banking system 
in Iran was an interest-bearing system. The 
legality of interest had been provided 
expressly in a number of laws and statutes. 

However, since 1979, many steps have 
been taken towards an interest-free system, 
particularly the codification of the new 
Constitution in which riba has been expressly 
forbidden. 

I. Legality of Interest before the 
Revolution 

The legality of riba had been provided for 
under several laws: 

(1) T h e Iranian Civil Code (CC) had accepted 
the taking of interest under Article 653. 
T h e borrower could enter into a binding 
agency agreement that would transfer a 
specified amount of the borrower's assets 

to the lender, monthly or yearly, on a 
gratuitous basis. 

(2) In the Registration of Documents and 
Properties Code of 1310 (1932), known as 
the Registration Code (RC), Articles 33 
and 34 provided that contracts, such as 
conditional sales and mortgages, are legal 
devices for taking interest. 

(3) In the Civil Procedure Code of 1939 
(CPC), Articles 719 to 726, and in the RC, 
Article 34, provided for a 12% interest rate 
where there was a delay in payment of the 
debt. These were known as "late payment 
damages" or "damages for delay in paying 
debt". 

(4) The Social Security Act of 1354 (1975) 
provided for interest charges and damages 
for late payment of insurance premiums. 

(5) In 1969, two major statutes were adopted 
by Parliament, in which the charge of 
interest was legalised. The first statute 
relates to the joint stock companies by 
which the Code of Commerce was 
amended. The second statute consists of 
the Issue of Treasury Bonds and 
Debentures Act, in which the question of 
interest has been referred to repeatedly. 

(6) Between 1334 (1955) and the revolution, 
three major statutes were passed with 
respect to banking; the first in 1334 
(1955), the second in 1339 (1960), and the 
last in 1351 (1972). 



Before the revolution, and to a large extent 
before the adopt ion of the Interest-Free 
Banking Operations Act of 1983 (IFBOA), it 
was the 1351 Act, that is, the State Monetary 
and Banking Act (SMBA), and its executive 
regulations which formed the cornerstone of 
banking law. 

II. Illegality of interest since the 
revolution 

The prohibition ofriba is considered to be one 
of the essentials, or pillars {daruriyyat) of Islam 
and many steps have been taken, since the 
revolution, to prohibit riba in theory, and to 
remove it in practice, f rom commercial 
transactions. 

Steps have been taken in two directions. 
The law-making bodies have either abrogated 
the laws allowing riba or adopted new laws and 
regulations in this regard. A number of 
provisions, which provided for riba expressly, 
were abrogated either by the Islamic 
Consultative Assembly (ICA) or by the Council 
of Guardians (CG). 

Alternatively, new laws and regulations 
have been adopted which either prohibit riba 
expressly, or provide for some other measures 
to prevent the system from being tainted with 
riba, such as in the new banking laws. 

A. Prohibition of Riba 
The first and most important step towards the 
absolute prohibition of riba was taken by the 
Constitution that states that the economy of 
the Islamic Republic of Iran is based on a 
number of criteria. 

It lists a number of illegal acts, including 
riba and makes the government responsible 
for the confiscation of private property 
accumulated through those illegal acts and for 
restoring them to their legitimate owners, or 
entrusting them to the public treasury. 

The Constitution generally talks about the 
prohibition of riba, not interest. In other 
words, there is no provision in the 
Constitution referr ing to the question of 
interest or prohibiting it specifically. 

Where "interest" is referred to, it states 
that one of the bases of the economy of the 

Islamic Republic of Iran is to provide the 
conditions and the facilities of work for all the 
nation, inter-alia, through giving interest-free 
loans. Interest is therefore referred to but 
there exists nothing in the Constitution to 
specifically prohibit interest. 

The absence of a specific definition of riba 
was remedied by the Method of Execution of 
Article 49 of the Constitution Act of 1363 
(1984) (MEACA). 

B. Definition of Riba 
Riba is referred to as ziyadah or fadl and 
numuw in Arabic. The first two terms can be 
translated as 'increase', 'excess', and 
'addition', while the last as 'growth'. 

There have been various legal definitions, 
which, to a large extent, are similar. For 
example, it has been defined as an addition 
to, or an excess over and above, the cafutal or 
principal sum. 

It has also been defined as taking an 
excess over and above what has been given to 
the other party in the transaction. 

A statutory definition of riba has been 
made by the MEACA, which provides that riba 
is divided into two categories: riba on loan 
(riba al-qard), and riba in transaction {riba al-
mu'amali). 

The first category consists of: "the interest 
which the lender receives firom the borrower 
according to the condition stipulated in the 
contract or on the basis of their implied 
agreement or custom". 

The second category consists of: "an 
excess which one of the contracting parties 
receives from the other party in addition to 
either of the countervalues [for example, in 
the sale contract in addition to the price (if he 
is the seller) or in addition to the goods (if he 
is the buyer)] on condition that the price and 
its countervalue are measured by capacity, or 
by weight, and are in view of custom or Islamic 
law of the same kind". 

The status of riba is therefore quite clear in 
the loan contract. However, the definition of 
riba with regard to riba in transaction, needs 
elaboration. 

The defiinition which has been put 



forward by some authors is not 
comprehensive. Defining it as "a monetary 
advantage without a countervalue which has 
been stipulated in favour of one of the two 
contracting parties in an exchange of two 
monetary values", or as "the fixed return for 
the use of money" is applicable only to the 
loan contract. It does not include riba in 
transactions. 

Therefore, in the field of transactions, the 
definition put forward by MEACA is the 
accepted definition among almost all Shiite 
jurists. Consequently, riba can be established 
in two cases under the Iranian law. In this 
paper, it is riba on loan and related questions 
that will be discussed. 

C. Riba on loan 
To understand this kind of riba, we need to 
look.-jirimarily at the notion of a loan in 
Islamic law and the nature of the obligation of 
the borrower. Even though some have 
discussed the legal nature of a loan, it is 
impossible to fully appreciate the prohibition 
of riba on loans without understanding this 
specific legal angle. 

Under Article 648 of the CC, a loan 
consists of: "a contract whereby one of the two 
parties transfers or passes the ownership of a 
definite amount of his property to the other 
party, so that the other party returns to him 
what is equivalent thereto in respect of 
quantity, kind, and description; if the return 
of the equivalent is impossible, he (the 
borrower) gives the price (of the borrowed 
property) on the day of payment." 

Almost, the same notion is found in the 
definitions of loans in Shiite legal texts. Imam 
Khomeini defines it as a contract by which the 
lender transfers something to the borrower in 
return for the latter's liability to give back the 
same thing, or its equivalent, or its price. 
Another jurist defines it as a contract by which 
the lender transfers the ownership of 
something in return for its real equivalent or 
consideration. 

Therefore , the argument that unde r 
Islamic law there are two kinds of loan, i.e. 
loan for use (ariya) by which the usufruct of a 

property is transferred to the borrower, while 
the ownership remains intact for the lender; 
and the loan of fungible commodities, which 
are transferred to the borrower, who is under 
an obligation to return the equivalent or the 
like of that he has received, is not recognised 
in Shiite jurisprudence. 

Loan (qard) and ariya are two different 
contracts. The first is a possessory and 
irrevocable contract, while the second one is a 
gratuitous contract regarding usufruct and is 
revocable. In addition, the object, in the latter, 
will be held in trust for the owner 

As is clear, the loan contract is a possessoi-y 
or dispositive (tamliki) contract. In other 
words, what the lender gives to the borrower 
would be the property of the borrower not the 
lender, since he passes the ownership of the 
said property to the borrower. However, 
ownership will pass when the borrower 
physically receives the loan. 

It is for this reason that if the borrowed 
property is destroyed or becomes defective, 
after having been delivered to the borrower, 
the loss will be incurred by the borrower As a 
result, the argument that in Shiite 
jurisprudence, qard (loan) does not confer title 
of ownership on the borrower and the lender 
retains his ownership and can claim back the 
object of loan at any time, even if they agreed 
on a given respite, is a matter for dispute. 

Secondly, the notion of a loan in Islamic 
law is different from that of Western countries. 
A loan in Islamic law is, in fact, a contract by 
which no monetary reward can be sought. 
Under English law, a loan of money is defined 
as a contract whereby one person lends or 
agrees to lend a sum of money to another, in 
consideration of an express or implied 
promise to repay that sum with or without 
interest. It is even argued that a promise to 
lend without interest is unsuppor ted by 
consideration and therefore void. Under 
Article 1905 of the French Civil Code, the 
stipulation of interest in favour of the lender 
has also been permitted. 

In other words, the contract of loan is not 
regarded as a commercial contract under 
Islamic law while it is a commercial one under 



English and French law. For example, the 
State Immunity Act of 1978 considers a "loan" 
to be a commercial transaction. 

D. Obligation of borrower 
There is a lengthy discussion in the treatises of 
Shiite jurisprudence with regard to the exact 
obligation of the borrower towards the 
creditor. In summary, the obligation of the 
borrower is to return to the lender the 
equivalent of the borrowed property or its 
price, no more and no less. 

A general rule exists in Shiite 
jur i sprudence which is applicable to all 
liabilities (damanat), such as the liability of the 
contracting parties in a loan. Under this rule, 
if the borrowed property is fungible {mithli), 
such as wheat, barley, gold, or silver, the 
borrower must return the equivalent of the 
borrowed property which is similar to that in 
all qualities, regardless of the increase or 
decrease of value in comparison to the time of 
borrowing. This is the case in all things made 
in factories to certain standards, such as 
dishes. 

If the borrowed property is non-fungible 
(qimi), such as a sheep, then the price must be 
paid. This is the prevailing and the majority 
view among Shiite jurists. But whether the 
borrower must pay the price of the thing when 
it was borrowed, or the price at the time when 
it is returned, seems to be controversial. Some 
jurists have accepted the view that the 
borrower must pay the price of the time of 
borrowing, but the CC has accepted that the 
price at the date of payment must be paid. 

Another issue relates to the criterion for 
determining which commodity is fungible and 
which one is non-fungible and how 
commodities can be classified under these two 
headings. The prevalent view among Shiite 
jurists is that mithli consists of a thing whose 
parts ajza are equal in price, or equal in price 
and profit, and their qualities are close to each 
other, and that qimi consists of a thing which 
is not mithli. 

According to the above definition 
"equality of the parts in price" means that 
each part of a thing is equal in price to every 

other part of the same thing. In other words, 
when the price of half of a commodity (e.g. 20 
kg wheat) is equal to £10, the price of the 
other half also is £10. 

Therefore every commodity of one class of 
a kind or genus is regarded as Mithli with 
regard to the other commodities under the 
same class. Thus if the obligation of a 
borrower is a specific amount from a class, he 
must pay an equal amount from the same 
class. This is what the definition of Mithli 
entails. 

It is to be noted that there is no evidence 
in the sources of Islamic law to provide for the 
division of commodities into fungible and 
non-fungible. This division has no origin and 
root either in the Qur'an or the traditions. 
This division has been underlined by Islamic 
jurists in order to facilitate the discussion 
about the claim of the creditor. 

How a debt or liability should be paid 
does not relate to Islamic law since it is not a 
matter of law. It is the j udgemen t of 
reasonable people who say that in fungible 
commodities the equivalent must be paid and 
the price in non-fungible commodities. 

The criterion of mithli and qimi may 
change in time and in place. For example, 
clothes were qimi earlier, but now most of them 
are mithli, because most of them are woven 
similarly and they often look like each other, 
in addition to the fact that their price and 
their profit also are similar. 

F. Condition of excess 
If a lender gives a loan on condition that the 
borrower repays him the debt as well as an 
addition, this is riba on loan and has been 
strongly forbidden. There is no difference 
between an excess which is material or 
physical, such as lending £10 in return for 
£12, or the excess which is an action, such as 
tailoring and sewing a dress. 

It also does not matter that the excess is a 
profit, such as profiting from a mortgage, or a 
quality, such as lending some broken dirhams 
in exchange for some unbroken ones. Also 
there is no difference between the case where 
the borrowed property is a ribawi or riha 



commodity i.e. it is measured by capacity or by 
weight, and non-ribawi commodities. A 
specific rule in Islamic law states that any loan 
which involves profit or interest is unlawful. 

The argument that jurists of all schools 
endorse a loan in which it has been stipulated 
that the borrower who has borrowed 1,000 
copper coins should pay 1200 pieces or more 
when the debt falls due, is unjustified. 

It is to be noted that what is unlawful and 
regarded as riba is an excess in favour of the 
lender against the borrower. Therefore there 
is no problem in providing an excess in favour 
of the borrower. 

F. Is interest Riba? 
It should be mentioned at the outset that 
there is no disagreement among the Islamic 
jurists, who follow the traditional line of 
thought, and the leading Orientalists that a 
charge of interest of any kind and at any rate 
whatsoever is unlawful under Islamic law. 

There exists, however, a difference of 
opinion with regard to the interpretation of 
riba in modern commercial transactions, 
especially in banking transactions. There is a 
disagreement as to whether or not the 
prohibition of riba covers interest as well. 

The Oxford English Dictionary defines 
interest as the money paid for the use of 
money lent (the principal), or for forbearance 
of a debt, according to a fixed ratio. Usury, on 
the other hand, consisted formerly of 
compound interest but now occurs when 
interest is charged at a rate beyond what is 
considered legitimate or just. 

Almost the same definition of interest has 
been adopted in economics and law. For 
example, the economists define interest as the 
price paid for the use of money over a period 
of time. T h e legal definition of interest 
consists of "the return or compensation for 
the use or retention by one person of a sum of 
money belonging to or owed to another". 

Following this definition, riba, as an excess 
or addition over and above the principal sum 
that is loaned, covers both interest and usury. 
This view has been attributed to Muslim 
scholars. It is even said that there is now a 

consensus among Muslim economists that the 
prohibition of riba extends to interest as well. 
This is the position of Iranian law, for which 
riba includes both usury and interest. 

There are a number of provisions that 
expressly prohibit interest, primarily: 
1. Article 653 of the CC, which provided 

indirectly for the taking of interest, was 
repealed during the course of amendment 
of the CC by the Judicial Committee of 
the Parliament in 1361 (1982) and this 
repeal was ratified by the Parliament itself 
when it revised the first amendment in 
1370 (1991). 

2. T h e provisions of the CPC and RC 
concerning the legality of a fixed amount 
of interest as "late payment damages" were 
abrogated by the Council of Guardians as 
being riba and thus inconsistent with 
Islamic law. 

3. As noted above, the legality of interest had 
been provided under the Social Security 
Act of 1975. In 1361 (1982) the ICA 
adopted an act called the Prohibition of 
Taking Damages, Penalties, and Interest 
Incorporated into the Social Security Act, 
abrogating all provisions that allowed the 
charge of interest. 

4. Article 595 of Book Five of the Islamic 
Punishment Code adopted in 1996 
considers riba (including interest) to be a 
crime and provides severe punishments 
for those who enter into ribawi contracts, 
including the contracting parties (e.g. 
lender and borrower), and who arrange 
such dealings. It should be noted, 
however, that these punishments are not 
meted out to the borrower. 

5. After the revolution, the banks had 
already moved towards an interest-free 
system. Interest was eliminated f rom 
banking operations and replaced by a 
service charge and a minimum rate of 
profit. But the most important step was 
the adoption of IFBOA in 1983. The 
IFBOA and its executive regulations or by-
laws constitute the framework of Islamic 
banking in Iran. 
It was argued that under the new banking 



law, the existing transactions had to be 
converted to the prescribed method within a 
year for depositors and that all banking 
operations had to be carried out according to 
the new law within three years after its 
enactment. It was even argued that there were 
a number of periods or phases for this 
implementation. 

In fact, the reality was different. 
Periodisation had been provided for by 
Parliament as a "note or sub-Article" to Article 
27 of IFBOA, but when the Act was sent to the 
CG for ratification, the Council held that such 
provision was inconsistent with Islamic law. 
The Council could not accept interest for a 
period of 18 months for deposits and a period 
of three years for loans and credits. 

This Act instructs banks to conduct their 
transactions without being engaged in riba. 
Article 1, which explains the aims and 
objectives of the banking system, stipulates 
that the monetai-y and credit system must be 
based on truth and justice, i.e. on the basis of 
Islamic precepts. 

Article 2, which lists the duties and 
responsib-ilities of the banking system, 
provides that banks must grant a loan without 
riba. The Central Bank has been prohibited 
from being engaged in transactions which 
involve riba with other banks. Other banks 
also cannot engage in riba in transactions 
between themselves. It is interesting to note 
that wherever the term riba is mentioned in 
the Act and its executive regulations, it is 
translated explicitly as "balirih" (interest). 

In addition to the prohibition of riba, the 
Act not only prohibits interest but also 
instructs banks how to conduct their 
operations. These operations consist of a 
number of transactions and direct investment 
by the banks themselves. Almost all of these 
transactions have their roots in the Islamic law 
of contracts and the CC. The contracts that 
constitute the IFBOA are the basis for 
dealings between banks and their depositors, 
and between banks and their other customers. 

G. Bank charges 
The banks can charge customers a service fee 

to cover their administrative expenditure. It 
may be that the service fee, which is a fixed 
amount, would correspond to some interest 
rate on a short-term loan, but the legality of 
bank charges is in conformity with Islamic law 
if the fixed charge is in proportion to the work 
done. 

The IFBOA provides for the legality of 
bank charges; in addition, the question of 
bank charges has been referred to in two 
Executive Regulations regarding the IFBOA. 
The most important provision which has been 
stipulated in the IFBOA, and the Executive 
Regulation Regarding Chapter 4 of the 
IFBOA, is that the minimum and maximum 
amount of bank charges will be determined by 
the Central Bank on condition that the said 
amount does not exceed the expenses of the 
work done by the banks. 

H. Banks' rewards and extra payments 
Excess is unlawful only when it is stipulated in 
loans or if the contract is concluded on that 
basis. Thus if the borrower gives an addition 
to the lender voluntarily, this addition will be 
lawful. It is even recommended for the 
borrower to pay more than the amount of the 
loan to the lender. 

In banking there is a consensus of opinion 
among Shiite jurists regarding the rewards 
which banks give to their customers in order 
to encourage and persuade them to deposit 
their money with the bank or in order to 
attract new customers; since nobody suffers 
any loss, such rewards are lawful. The legality 
of these rewards has been affirmed by the 
IFBOA. 

I. Inflation 
The various arguments that are generally 
associated with inflation are reasonable. 
Inflation, which is defined as a "continuously 
falling value of money", cannot, however, 
justify interest. Again, the important question 
is to determine what is the obligation of the 
borrower in a loan contract in which money is 
lent. 

Some jurists have only discussed the 
general rule regarding mithli and qimi without 



specifying whether or not money, i.e. today's 
currencies, is fungible or non-fungible. On the 
other hand, a jurist has expressly said that 
today's currencies are mithli, since all notes 
and coins are the same. It would mean that in 
the case of inflation the borrower must pay the 
same amount at face value of the money 
borrowed. 

A fungible commodity, as noted above, 
consists of a commodity in which price, profit 
and qualities are the same. The question is 
whether a £10 note in 1993 is the same as a 
£10 note in 1995. 

In other commodities, if two examples of 
one class are equal in the above qualifications, 
they would be regarded as the same, but in 
respect of money, custom seems to obey a 
different logic. How a debt should be paid and 
how the debt can be discharged has been 
vested with custom. 

Furthermore, if we accept that "money" is 
fungible {mithli), it means that its examples 
must be equal in price and profit. The 
question is how the equality in price and profit 
can be assessed and on what basis. If the price 
is assessed according to other commodities, 
then it will become clear that there is a 
difference between £100 which the lender has 
given two years ago and £100 which the 
borrower is going to pay the lender this year. 

A number of writers have concentrated on 
the nature of notes and explain that the 
market value of notes is not inherent in 
money, contrary to other commodities, such as 
rice, meat, and wheat, which meet the needs 
of mankind directly. The market value of 
notes consists of their purchasing power 

In a loan contract, notes have no value in 
themselves. It is their purchasing power which 
gives them market value, hence the lender 
transfers a specific amount of purchasing 
power and the borrower must return the same 
purchasing power 

When £50 is lent, it is the purchasing 
power of £50 that is lent, not the note itself, 
and the borrower must pay back the same 
amount of purchasing power. If the 
purchasing power of £50 has declined, the 
borrower, by paying only a £50 note has not 

fulfilled his obligation because of inflation and 
decline in the purchasing power of the £50. 

In such a case there exists no riba if the 
purchasing power of the loan and the return 
are the same, since no profit has been 
transferred to the lender. 

This argument is acceptable and 
consistent with the definition of loan in 
Islamic law, but there seems to remain some 
confusion between interest and inflation. 

The question of inflation has no precedent 
in the sources of Islamic law, but some 
examples exist and are mentioned in modern 
Islamic texts. For example, if a commodity 
becomes worthless for a while (such as 
borrowing ice in the summer, which becomes 
worthless in the winter), the return of the 
equivalent of that commodity at that time 
does not release the debtor from his 
obligation. He must pay its price. 

It is accepted that the obligation of the 
debtor is to return the equivalent after the 
consumption of the borrowed property, but 
this rule is not absolute. What is returned must 
have market value. If it is worthless at the time 
of payment the borrower must pay the price. 

Another example is found in outdated 
currencies. If the borrowed property relates to 
notes that are later put out of circulation, the 
obligation of the borrower is not fulfilled by 
simply returning the original notes. He must 
pay the price of those notes at the value they 
had before being put out of circulation. 

Among contemporary Islamic jurists, 
Shahid Sadr apparently supported the legality 
of the rate of inflation. It has been reported 
that he allowed the depositors to demand the 
rate of inflation from their banks. 

III. Exceptions to the General Rule 
There are some exceptions to the general rule 
of prohibition of riba in Shiite jurisprudence. 
The stipulation of an excess in favour of one 
of the parties is not regarded as riba. These 
cases include the agreement reached between 
a father and his children, between a husband 
and his wife, between a Muslim and a Harbi 
(the Muslim party can receive riba from the 
Harbi). 



But the stipulation of an addition in a 
contract made by a Muslim and a Dhimmi 
(according to the prevalent view), and other 
non-Muslims whose property is under 
protection by means of treaty, etc., constitutes 
riba and would therefore be unlawful. 

One author has indicated that at present, 
non-Muslims who live in Muslim countries 
cannot be classified under the term Dhimmi 
as understood from the Hadiths concerned. 
Instead, they are Muahad and their property 
should be respected. Nothing can be taken 
away from them without justification. Interest 
can be obtained from them under a contract 
duly entered into. 

But there existed no law providing for the 
exceptions to the general rule concerning the 
prohibition of riba except for the legality of 
interest in foreign transactions under certain 
conditions specified by the Council of 
Guardians. 

This was the case until 1996, when Book 
Five of the Islamic Punishment Code was 
passed by Parliament. This provides some 
punishments for those who engage in interest-
bearing transactions, including the 
contracting parties and those who arrange 
such transactions. 

But later, in sub-Article 3, a number of 
people are excluded from the punishments 
concerned. These people consist of a father 
and his children as well as the spouses. Each of 
them can ask the other party to pay interest. 
There is also a third category that allows only 
one side of the transaction to charge the 
interest, that is that a Muslim can take interest 
from a non-Muslim. 

IV: The Status of the Loan Contract which 
Involves Riba 

A further question is whether the unlawfulness 
of interest affects the validity of a loan contract 
that involves riba. We need to look at the 
notion of "conditions" under the CC and 
Islamic law. 

A section of the Iranian law of contract 
deals with conditions or stipulations 
incorporated into the contract. The provisions 
of this section have been borrowed from the 

Shiite jurisprudence in which conditions are 
discussed separately under the title 
"conditions stipulated in the contract". 

For the word shart (condition), a number 
of meanings have been mentioned. One of the 
meanings is "to obligate or to undertake to do 
something outside the framework of the 
contract or in a sale contract or in other 
contracts". The meaning, which is used in the 
law of contract, consists of an obligation 
stipulated in a contract either for the 
promisor or for the promisee or a third party. 

An obligation may result from a contract 
directly or through the stipulation of a 
condition in the contract at the time of its 
conclusion. In the second case, the obligation 
resulting from the stipulation is a secondary 
and subordinate obligation. A stipulation may 
be inserted in an onerous contract, such as a 
contract of sale, or a gratuitous contract. 

The stipulation of a condition in a 
contract not only creates a relationship 
between the main contract and the condition, 
but also makes the condition a part of the 
main contract. However, according to some 
jurists, the stipulation of a condition outside 
the contract has no meaning. 

Conditions, under Shiite jurisprudence 
and the CC, are divided into void and valid 
conditions. The question concerning us is 
whether the stipulation of a void condition 
into the contract makes the contract void as 
well. Following the majority view of Shiite 
jurists, the CC has divided the void conditions 
into two categories. First, conditions whose 
invalidity or voidness has no effect on the 
contract. Secondly, invalid conditions which 
render the contract itself invalid. 

Article 232 provides that the following 
condidons have no effect though they do not 
nullif}' the contract itself: (I) conditions that 
are impossible to fulfil; (2) conditions that are 
useless and unprofitable; (3) conditions that 
are unlawful. 

It is the third category that provides for 
the invalidity and nullity of any condition 
which is unlawful. This includes any condition 
that provides for an action or omission which 
is unlawful under the laws in force or under 



Islamic law, such as a condition that provides 
for commission of a crime or for forbearance 
of a duty and obligation, such as refraining 
from paying the maintenance of wife and 
children. 

It was noted earlier that Article 653 of the 
CC was repealed, since it provided for interest 
indirectly through giving an agency to the 
lender to transfer an amount of the borrower's 
property to himself gratuitously. 

Generally speaking, the invalidity of a 
condition does not affect the validity of a 
contract, but there are two exceptions in the 
CC. Article 233 of the CC provides that the 
following conditions have no effect and 
invalidate the contract itself: (1) conditions 
that are contrary to the essence and 
prescribed effects of a contract; (2) conditions 
which are uncertain and their uncertainty 
renders the object uncertain. 

With respect to the first category, it should 
be noted that every contract has two kinds of 
prescribed effects. The first (which can be 
called the principal effect or effects) consists 
of the effects which under custom or law are 
considered to be inseparable from the 
contract. In other words, it relates to the 
essence of the contract and to the main 
purpose, cause or objective for which the 
contract is made. 

For example, the main purpose of the 
contract of sale consists of the transfer of 
goods to buyer and the transfer of price to 
seller. If a condition is made against this 
purpose in the contract, it will not come into 
being, such as a condition that negates the 
ownership of the seller over the price and the 
ownership of buyer over the goods in sale 
contract. 

The second kind of effect relates to the 
generality of the contract. It consists of the 
effects which, generally, result from a contract 
if there is no stipulation to the contrary. 
Therefore, if a condition does not affect the 
essence of the contract, parties can insert it in 
the contract. The CC lists many cases in which 
the contracting parties can make such 
condidons. 

For example, expenses relating to the 

payment of a debt must be incurred by the 
debtor unless a condition to the contrary has 
been made. If in a sale contract no condition 
has been sdpulated or no time limit has been 
fixed for the delivery of the goods or the 
payment of the price, the sale is considered to 
be complete and the price must be paid 
immediately. 

The second category of conditions which 
are void and make the contract void as well, 
are those which are uncertain and the 
uncertainty of which renders the object 
uncertain. Since one of the essential 
conditions for the validity of a contract is that 
the object must be certain, it must be precisely 
determined. An example is a house that is sold 
with the stipulation that the buyer pays the 
price when his father dies. 

There is therefore no doubt that the 
stipulation of interest is unlawful and void. 
The question is whether the voidness of this 
condition results in the voidness of the 
contract. 

There exist different opinions in this 
regard. Some jurists say that the loan itself 
becomes void. But for most Shiite jurists, such 
as Hanafi jurists, interest is separate from the 
transaction. A loan contract in which an excess 
has been stipulated is valid. But the condition 
is void and unlawful. The lender must return 
the addition he received from the borrower 
but the contract stands. 

The latter view seems to be more 
justifiable than the first one since the two 
categories of conditions, mentioned above, 
which make the contract void are not found in 
the case of interest. In other words, the 
stipulation of interest nei ther brings 
uncertainty into the contract nor is it in 
contradiction with the essence or principal 
effects of a loan contract. 

V. Conclusion 
Riba, qua interest, was lawful unde r the 
Iranian legal system before the revolution. But 
since the revolution, a number of steps have 
been taken in order to remove riba from the 
legal system of Iran and from the commercial 
activities of institutions, such as banking and 



insurance. It was also outlawed in private 
transactions. 

In loan contracts, any stipulation of 
interest is considered to be riba, and thus 
forbidden, but without stipulation, the paying 
of an excess over and above the amount of the 
loan is permissible. 

In banking, bank charges in proportion to 
the work done are lawful. What customers 
receive from banks as rewards are lawful as 
well. The question that is still not totally 
settled concerns the rate of inflation. Could 
increase resulting from inflation be demanded 
from the debtor, as one court has ruled, or is 
it riba and consequently forbidden? 

It seems that what can be considered 
definitely to be riba is "net interest" or "pure 
interest". Therefore the categorical 
prohibition of interest should be directed to 
the net interest, not the gross interest, which 
includes other elements, such as bank charges 
and the rate of inflation. 

The stipulation of interest in favour of one 
of the contracting parties is void. But the 
voidness of this stipulation does not result in 
the voidness of the contract itself. The loan 
contract is valid, but the person who receives 
the interest must return it to the borrower. 
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Islamic Economies - The Emergence 
of a New Paradigm 

J O H N P R E S L E Y AND J O H N S E S S I O N S 

Western economists have been somewhat 
remiss in the last decade in failing to recognise 
what has been the appearance of a new 
paradigm in economics - that of Islamic 
economics. 

This neglect is not surprising: most of the 
li terature on the subject is publ ished in 
Muslim countries and so is not readily 
available to Western economists. Nevertheless, 
there is now sufficient momentum behind the 
development of Islamic economics for it to be 
taken seriously. 

By applying the ideas developed in the 
Western contract literature it is possible to 
show that mudamba might be used as an 
efficient revelation device. The central idea is 
that if the project outcome is stochastic, and if 
managers have an informational advantage 
regarding this stochasticity over investors, 
then a mudamba contract between managers 
and investors will lead to a more efficient 
revelation of that information. 

Well-Established Model 
T h e first misconception, that must be 
abandoned quickly, is that Islamic economics 
is a new paradigm. That Islamic economics 
has come to the fore in recent years in certain 
Muslim states is indisputable, but it has 
existed since the Qur 'an was revealed, and in 
this sense it is much older than most Western 
economic paradigms. 

Economic Intervention 
The scope of the state's intervention in the 
economy is broad and can take many forms, 
including general guidance and regulation. 
However, it might also embrace more direct 
state ownership. 

An Islamic economic system operates on 
the fundamental principle that the forces of 
supply and demand should work freely in the 
determination of prices in all markets. Only in 
exceptional circumstances is there a 
justification for state intei^vention and even 
here, the objective of such intei-vention is not 
to hinder the freedom of trade but to secure 
more perfect information in the market place 
or to regulate or organise economic freedom 
without harming either buyers or sellers. 

Perhaps the most far- reaching and 
controversial aspect of Islamic economics, in 
terms of its implications from a Western 
perspective is its prohibition of interest. T h e 
elimination of interest payments would clearly 
involve the rewriting of capitalist economics as 
it exists today and would produce a major 
change in both the national and international 
economic and financial system. 

In banning Riba, Islam seeks to establish a 
society which is again based upon fairness and 
justice. According to Islam, all income should 
be commensura te with the work effor t 
involved. Lending money for interest permits 
the lender to augment his capital without 
effort, as money does not create a surplus 



value by itself. Only through the marriage 
between labour and capital can a surplus or 
deficit result, and so it is fairer for the 
provider of capital to share the profit or loss 
with the borrowers than to obtain a fixed 
return, regardless of the outcome of the 
borrower's business. 

The prohibition of interest is obviously a 
complex issue; in general, however, there are 
a number of themes runn ing through 
modern Islamic literature. In short: 

i) an individual who abstains from 
consumption, by saving, is not 
automatically entitled to a financial 
reward 

ii) there is no justifiable reason why a lender 
should automatically receive a reward 
simply through the act of lending. 

iii) interest as a reward for saving has no 
moral foundation or justification. 

A sharp distinction exists between money and 
capital - money cannot be equated with 
capital al though it may be regarded as 
potential capital, and the transformation of 
money to capital, requires the addition of 
enterprise, that is, risk taking and the 
knowledge of how to combine factors of 
production to money. The lender has no right 
to an automatic reward for supplying money 
unless he shares in the provision of enterprise, 
and even then, the reward is not fixed or 
guaranteed, but dictated by the proportion of 
his contribution, which in turn determines his 
share of profits or losses. 

Rules Governed by Fairness 
The Islamic concept of fairness has two 
dimensions. The supplier of capital has a right to 
share in the profits to an extent commensurate 
with the risk and work effort supplied. It should 
not be determined by the cunent going market 
rate of interest, but by the rate of return of the 
individual project for which the capital is 
supplied, and only time will dictate whether this 
exceeds or falls short of the current market rate 
of interest. 

In Islam, the creditor/debtor relationship 

breaks down. The lender bccomes a partner in 
the business or project, sharing in the 
provision of enterprise, and is not distanced 
from the use to which his money is put. 

Property Rights 
The position on interest can be fur ther 
clarified by referr ing to property rights. 
Lending money is no more than a transfer of 
a property right. If the borrower does not 
utilise the loan productively to generate 
incremental wealth, then there is no claim to 
addit ional property rights on either the 
borrower or lender. 

In contrast, if the money is used 
productively in creating additional wealth, the 
lender as well as the borrower has a claim to a 
share of the additional wealth but not in terms 
of a fixed return irrespective of the level of 
that additional wealth. 

Mudaraba - an Efficient Revelation Device 
In Islamic economics the prohibit ion of 
interest has led to the creation of alternative 
schemes for the remuneration of capital. The 
prevalent method of compensation is by 
means of a mudaraba profit-and-loss-sharing 
contract, whereby the return to the lenders of 
capital is in accordance with an agreed ratio in 
the profit-or-loss outcome of the project in 
which they have invested. 

It is possible to show that unde r certain 
conditions, Mudaraba-based contracts will 
act to raise the level of capital investment in 
a project , which is crucial where the 
outcome of a project is de te rmined by the 
level of capital investment. 

Asymmetric Information 
The key assumption here is asymmetric 
information. The manager is assumed to have 
superior information to that of investors in 
two respects; first, he is able to obsei-ve the 
demand or productivity conditions affecting 
the project before committing himself to 
production decisions; and second, he alone 
obsei-ves his personal level of effort. Such an 
asymmetry of information is not unusual and, 
indeed, may be used to justily the delegation 



of production decisions to the manager. But 
this does lead to problems in exploiting 
managerial expertise. 

Since his effort is private information, the 
manager cannot be compensated directly for 
the cost of supplying it, and the problem of 
revelation therefore arises. The manager's 
preferences over productive inputs will not 
coincide with those of investors unless he 
personally bears the entire risk of adverse 
shocks. 

If the manager is risk-adverse, then it can 
be shown that such a policy ~ whilst assuring 
productive efficiency - is sub-optimal. 
Furthermore, a policy of paying the manager 
a fixed return independent of outcome is 
inefficient, because there is no incentive for 
the manager to supply more effort when his 
marginal product is high. 

Incentive Compatible Contracts 
One way out of this dilemma is to design 
incentive compatible contracts that ensure 
that the cost of misinformation by the 
manager is sufficiently high so as to make 
honesty the best policy. It has been claimed 
that in order to ensure such incentive-
compatibility with the minimum loss in 
efficiency requires the contracts to specify 
inefficiently low levels of productive inputs in 
particular states of the world. 

We can then assume two states of nature 
only, 'good' and 'bad' and a production 
technology such that both total and marginal 
revenue products are higher in the good state 
than in the bad state. It is possible to show 
that, with those assumptions, an incentive-
compatible Riba contract implies that capital 
investment in the bad state is set below the full 
information productively efficient level, whilst 
in the good state it is set at the productively 
efficient level. 

The result arises from the temptation on 
the part of the manager under a Riba contract 
to substitute capital for effort and thereby 
reduce effort cost, which is not public 
knowledge. Intuitively, a reduction in 
investment in the bad state has only a second 
order effect on the outcome of the project, but 

nevertheless imposes a first on er cost on the 
manager should he chose to m srepresent the 
true state of nature. 

This permits the c fference in 
compensation between the s )od and bad 
states to be made smaller whil it maintaining 
incentive compatibility . 

Managerial Effort 
Under a Mudaraba profit-and-loss-sharing 
contract, it is managerial effort which picks up 
the role of policing the contract. A Riba 
contract creates an explicit mapping between 
the input and compensation of capital. Under 
a standard incentive-compatible Riba loan 
contract, the manager is left free to choose the 
individually optimal level of effort in each 
state, contingent on the specified level of 
investment. 

A mudaraba contract, in contrast, creates 
an explicit mapp ing between the 
remuneration to capital and the outcome of 
the project, the prohibition of interest 
implying that compensation cannot be tied 
directly to the level of capital investment. 

Mudaraba, therefore, allows the contract to 
directly control the manager's incentive to 
exert effort, since this effort affects the 
relationship between capital investment and 
the outcome of the project. Under a 
Mudaraba contract, the manager is left free to 
choose the individually optimal level of 
investment in each state contingent upon his 
contractually specified level of effort. 

These individually optimal levels 
correspond to the full information 
productively efficient levels and therefore, as a 
consequence, a mean-variance improvement 
in capital investment is obtained - average 
investment is increased whilst inefficiently 
large fluctuations around this level are 
reduced. 



A Paradox of Our Times 

M A H M O O D F A R U Q U I 

Islamic banking, as a growing facet of Islamic 
economics, is not a metaphor, it is a reality. It 
is a paradox of our times, in the context of 
Francis Fukuyama's End of History & The Last 
Man. He concluded that the crumbling of the 
Berlin Wall and the disintegration of the 
Soviet Union was the inexorable consequence 
of the dialectical conflict. The t r iumph of 
Western liberal democracy was not merely 
inevitable, but had the fmality of the end. 

The argument was fur ther advanced by 
Huntington's article [Foreign Ajfairs: Summer 
1993] prophesying a clash of Islamic and 
Western civilisations, as the next dialectical 
battle - not academic debate, but modern 
warfare - in which the West's victory would 
culminate in the ascent of man to full 
rationality and self-conscious awareness. The 
implication is that Christian values, instead of 
faith, would become the faith. 

In my opinion, if the essential elements of 
Islamic economies - of which Islamic banking 
is albeit a small and imperfect part - are 
examined not as a 'crusade' but without 
theological bias, then the Armageddon clash 
of civilisations appears unnecessary. 

T h e opportunity of Islamic banking, at 
the higher conceptual level, is to act as a 
catalyst in inducing a rapprochement between 
Western and Islamic ideologues. Islamic and 
Western bankers interact and do business with 
one another in the international market place. 
They have the means and the credibility to act 

as honest brokers between the two 
confrontational belligerents. 

Methodology 
To make such a dialogue meaningfu l , I 
endeavour to delineate areas of common 
agreement, by illustrating that the criticism, 
by western thinkers, of modern free-market 
capitalism, would be equally valid from an 
Islamic perspective. It will be demonstrated 
that the axioms of Islamic governance are not 
an ana thema to at least some western 
economists; that the Islamic way is elucidated 
by specifying three rules; and that some 
operational challenges in Islamic banking are 
indicated. 

Criticism of Free Market Capitalism 
T h e post-seventies reductionism of economic 
liberalism to the beautiful simplicity of the 
'Market' (as a panacea) in Reganomics and 
Thatcherism is now seriously questioned. The 
gravamen of the charge is that it did not grasp 
the link - indeed the precondition - between a 
flourishing market economy and a cohesive 
and harmonious community. 

T h e neo-liberals are wrong, so the critique 
continues, in advancing the individual as an 
economic agent, without any unders tanding 
of the institutions, values and ties which bind 
and bond individuals in the society. These 
bonds are not just good in themselves but are 
essential for any free market to thrive. T h e 



values, legal and cultural ethos of a society are 
not derived from the economic calculations of 
an efficient free market but from institutions 
such as family, school, hospitals, church and 
community sharing cultural events. 

This is the secret bonding glue that has 
been dissolved by the rampage of the free 
market. Raphael Samuel, in his Theaters of 
Memory, shows with sensitivity the scars and 
destruction of the working class common 
man's cultural values by the powerful capitalist 
market. Will Hutton, a governor of the LSE, in 
The State We're In, eloquently enumerates the 
marketisation of everyday life situations and 
intermediate institutions of the society which 
provide the community bonds: health, 
education, housing, transport. It recalls the 
refrain of Karl Marx that capitalism 
'commodifies' not only transactions but even 
relationships. 

Margaret Thatcher said, "There is no such 
thing as society. There are individual men and 
women and there are families". In the context 
of her philosophy, it was fair to interpret it as 
the dogma of supremacy of naked self-interest 
over familial ties; society came last, if at all. 
Samuel Britain, arguing in Capitalism with a 
Human Face (1995 Edward Elgar) that 
economics has a moral content, takes issue 
with the patronising att i tude of the 
Thatcherite free marketers. 

He is not alone. There is further reflective 
evidence that the unfet tered market 
philosophy savaged the patterns of life of the 
very social groupings that supported the 
market. It intensified their sense of insecurity 
by engendering idle consumerism, urban 
violence, stress illnesses, while denying access 
to health care and education, ignoring 
environmental pollution and reducing 
opportunities. Here again, the social and 
ethical criteria of Islamic economics would 
join ranks with the above criticism. 

David Selbourne, in his recent book 
Principle of Duty, shifts the debate f rom 
'individual rights' to individuals' civic duties. 
In contrast to the Thatcherites, he asserts 
that society does not owe individuals any 
inherent civic rights. He argues that civic 

rights are a consequence of the compliance 
by individuals with the societal norms of 
family and community. He formulates the 
equation that the extent of welfare and 
benefits provided by the society is equal to 
the extent of the individuals' compliance 
with societal t radi t ions and norms. A 
d is rupt ion of this equat ion results in 
f ragmentat ion of civic rights and causes 
social insecurity and unrest. 

John Gray, in Beyond the New Right, the 
Undoing of Conservatism, reaches the same 
conclusion of disenchantment with free 
capitalism. The social democracy of Sweden, 
so eulogised as a socio-political model in the 
seventies, is now derided as a cold, 
mechanistic view of life. 

Professor Sherwin of the University of 
Chicago shows the irony of Swedish family 
structure by discovering that a large number 
of women work in the public sector, to take 
care of the children of other women, who also 
work in the pubhc sector, taking care of the 
parents of the women who look after their 
children! These criticisms, by Brittan, 
Selbourne, Hut ton, Gray and their 
supporters, are equally valid, as the following 
axioms of Islamic governance will bear out. 

Islamic Axiology of First Principles 
The Islamic view of life is holistic: the 
principles of sociology, politics, economics 
and law are not like a set of gothic columns, 
but ra ther like bricks in a dome, each 
discipline interdependently supporting the 
other and the whole underpinned by an 
organic system of ethics. The essential 
constitutional elements of Islamic society are: 
Tawheed, Khalifah and Al-Adal. References are 
from the Holy Qur'an quoting chapter and 
verse - i.e. 2:30 means chapter 2, verse 30. 

Tawheed (unity) is the first principle. God 
is not only one (Al-Wahid) but unique {Al-
Ahad), the Creator who created the universe, 
of which man is but a part, for a purpose. 
Islam is man's commitment to the Creator to 
fulfil this purpose. This has at least four 
implications: 

Firstly, sovereignty resides in God. This, 



along with the next concept of Khalifah, differs 
from, for example, the British concept of the 
sovereignty of the king (in parliament). The 
political sovereignty of the monarch sanctifies 
the commercial sovereignty of the free market 
and the theory of the absolute rights of 
individuals. This absolute right is the motive 
and the sanction for advancing self-interest. 

Secondly, it makes him not an alien 
individual in isolation, but a harmonious part 
of the whole; and, therefore, it negates the 
motive of self-interest. 

Thirdly, bondage to a Merciful and 
Compassionate God frees him from the 
strings of worldly bondage. 

And, fourthly, because he is a part of the 
whole, there is a commitment to his 
immediate environment, namely society. 

God has "subjected whatsoever is in the 
heavens and whatsoever is in the earth to be 
made use of by you (human beings); they all 
are from Him; herein verily are portents for 
those who exercise imagination and rational 
analysis." (45:13). This meditative 
imagination and pursuit of innovation and 
exploration transforms man's love of self to 
concern for others. 

Adam Smith echoes this in his 'Impartial 
Spectator' doctrine expounded in The Theory 
of Moral Sentiments. He concluded that 
although individuals act on self-interest, an 
individual should love himself no more than 
he loves his neighbour. This is a familiar 
reiteration of Christ's urgings of 'Do unto 
others what you would others do unto you'. 
This has obvious policy implications for state 
intervention and removal of special privileges 
to vested interest groups; a common platform 
for both Islamic and modern economists. 

Khalifah (vicegerency) is the 
empowerment of human beings by God 
enabling them to follow His Way. God has 
made human beings his Khalifah (2:30). To the 
Creator belongs everything in the heavens 
and in the Earth (20:6). Whatever man has, 
belongs to God (6:162). Man is a trustee, but 
if the way of God is followed, the role of 
trustee merges with the position of 
beneficiary. 

The principle of trusteeship involves 
prudence and honesty in commercial dealings 
between man and man; and the fiduciary 
duties of neither 'insider' transactions nor 
discriminatory practices in relations between 
the governors and the governed. T h e 
obligation of the people to follow their 
temporal or spiritual leaders is only when the 
leader follows the Qur 'an and the Sunnah 
(practice of the holy prophet (4:59). 

Islam allows, and encourages, private 
ownership, but with the duty to explore and 
develop all the resources of the universe 
(45:13) and use them not for self or the few, 
but for the benefit of the public good. Thus, 
unlike socialism, it does not nationalise 
economic activities; and unlike social 
democracy, Islam does not collectivise the 
income of individuals. 

For instance, in Sweden, a majority of 
voters obtain their income from the state. This 
universality of all embodies the principle of 
equality and brotherhood. The Holy Prophet 
is reported to have said "all human beings are 
dependants of God and the most pious before 
Him are those who do their utmost for the 
benefit of their fellow-beings". 

By sharing resources with the less 
privileged, the powerful establishment are 
only performing a duty (30:38). Therefore, 
the act of receiving by the less privileged 
(51:19) does not compromise their freedom to 
the powerful givers. This spirit of freedom 
and brotherhood has the familiar reiteration 
in Rousseu 's "liberty, and equality", the 
clarion call of the French Revolution, which 
heralded the modern Republican democratic 
tradition. 

Al-'Adl (equity) is not restricted to the 
Western jurisprudence doctrine of 'Rule of 
Law'. It embodies the concept of 
comprehensive justicc: social, economic and 
legal. The steadfastness to Adal means a 
positive policy implementat ion for 
elimination of the concentration of legislative, 
executive and judicial powers and the factors 
of production. 

The concentration of power is inequitable 
because it creates and perpetuates inequalities 



and exploitation. Islam places equity and 
justice in juxtaposi t ion with piety (5:8). 
Chapra, in Islam and the Economic Challenge, 
quotes Ibn Taymiyyah that: "God upholds the 
just state even if it is unbelieving, but does not 
uphold the unjust state even if it is 
believing...the world can survive with justice 
and unbelief but not with injustice and Islam." 

The mandatory obligation to prevent 
injustice is a positive duty, and not a passive 
restraint, on society. The objective of the 
Sharia is to provide for the welfare of the 
human beings in the society {Masalahat-al-
ibad). According to Imam Ghazali, welfare 
equates with safeguarding faith, life, intellect, 
wealth and posterity. Ibn al-Qayyim lays 
emphasis on justice, mercy, well-being and 
wisdom as the qualitative constituents of the 
public good. Whatever safeguards these serves 
the public interest. These declarations fmd 
sympathetic recurrence in modern republican 
democratic manifestos. 

The difference is that in an Islamic 
context, there is certainty and voluntary 
compliance. This means more efficient and 
less expensive regulatory and policing systems 
for society. In an ethically neutral system, it 
will work, but society will have to observe it so 
long as it believes it to be in its own interest. 

Once the tidal wave of freedom and choice 
disrupts this, the delicate balance between 
various community institutions is not easily 
regained without an ethical catharsis of the 
society. As Wittgenstein said: "trying to repair 
a broken tradition is like a man trying to mend 
a broken spider's web with his bare hands." 

The above axioms, may be elucidated by 
referr ing to three rules to illustrate the 
framework for the socio-economic 
organisation of society. 

additional money paid by the debtor to the 
creditor, related to the time period, 
irrespective of the result (profit or loss) of the 
venture to which the lent money was put; and 
capable of recovery according the laws of the 
land. 

The rationale for the banning of interest 
in Islam is that it breaches the axiom of adal. 
In Islam, savings can be used only for 
investment, as savings per se would violate the 
injunction against hoarding: it is specifically 
prohibited to "bury gold and silver" and a 
specific injunction to invest in the way of God 
(social well-being) (9:34). Thus, there is no 
reward, indeed there is penalty in Islam, for 
the mere abstention from consumption of 
money (which is put forward as one 
justification for payment of interest in Western 
economics). 

In Islam, money is potential capital. It 
becomes capital only when it is put to 
productive use. The provider of capital 
becomes entitled to a share of the profits of 
the productive venture. In a legalistic context: 
if money represents property rights, then its 
employment in a project will either result in 
the creation of additional property rights 
(profit) or the dilution of originally invested 
property rights (loss). 

If the share of the provider of funds in the 
outcome is fixed ex ante and is irrespective of 
the outcome, then it is inequitable, either to 
the financier or the entrepreneur or both. 
This iniquitous arrangement is at the heart of 
the prohibition against interest. It is resolved 
by substituting the relationship of 
creditor/debtor with the relationship of a co-
risk bearers partnership in the result of the 
venture. 

1. Prohibition of Riba (Interest) 
The prohibition of Riba in Islam (2:275-276, 
3:130) is consistent with the prohibition in the 
old and the new testament (Psalm 15, Luke 
6:35). Thomas Aquinas also opposed interest: 
"....money was invented for exchange; (it is 
unlawful) to make payment for the use of 
money lent". Interest may be defined as the 

2. Trade Not Interest 
By one stroke, Islam eradicates interest and 
also provides the alternative - trade (2:275). 
As a necessary adjunct to the use of surplus 
savings in trade, Islam emphasises social 
welfare. Charity is not so much a duty to the 
less privileged as an act of piety (2:276). 
Private ownership is allowed, the 



accumulation of wealth is not prohibited, but 
the spending of disposable income is to be 
within a just balance; neither extravagant, nor 
niggardly (25:67). This again is an attribute of 
adal, equitable balance. 

3. Focused Distinction Between Good and 
Evil 
Moral philosophers have used the word 'good' 
or 'right' to denote virtue, and 'bad' or 'wrong' 
to denote evil. The Qur'an, in order to focus 
on what is to be done (good) and what is to be 
eschewed (bad), uses the opposites in the 
same set: salihat & sayyiat (45:21); khair 8c kharr 
(99:7-8); birr 8c ithm (5:3); halal 8c haraam 
(10:59 etc); ma'ruf 8c munkar (3:104 etc.); and 
tayyeb 8c khabith (2:267 etc.). 

Operational Challenges In Islamic Banking 
The following is an overview of the challenges 
which must be satisfactorily resolved, on short-
and long-term bases, by those concerned with 
the healthy development of Islamic banking. 
The solutions are neither arcane nor elusive, 
but their implementation requires honesty of 
purpose and a strong political will: 

i) Sharia: The systems and operations of the 
bank must conform to the Sharia. This 
may be resolved by the Sharia Board of 
the holding company or a cross- border 
banking institution, whose edict runs 
across national territories. Yet, it is not 
easy to resolve a harmonised system of 
directives applicable to all jurisdictions, as 
the relatively homogeneous group of 
European Community members are only 
too painfully aware. The differentiation in 
the approaches of Malaysian bankers and 
Middle Eastern bankers on the 
progressive or conservative postures in 
interpretation are becoming visible. 

ii) No Deposit Protection. Due to the capital-
uncertain nature of his 'deposit ' , an 
Islamic banker in any regulation-conscious 
Central Banking jurisdiction has to be like 
Caesar's wife - above all suspicion. 

iii) Prudent Banking. This is necessitated not 
so much by regulatory concerns, as 

warranted by their trading risk bearer 
status. 

iv) Accounting Standards. Accounting is the 
recording, measurement and reporting of 
financial assets and risks. The treatment of 
a particular asset or liability can be 
honestly and heatedly debated by 
different accountants. 

This is compounded by different views of the 
Central Banks within whose jurisdiction the 
bank may operate. Subsidiaries of a bank in 
two different countries may well carry out the 
same transactions differently. T h e 
consolidation of accounts and the 
consolidated supervision as required by the 
Basle Committee is yet another conundrum. 

v) Regulatory Considerations. The increased 
accountability to which Central Banks 
have been exposed in the media has 
naturally made them more sensitive to 
keeping their watchful eyes looking even 
more hawkish. This particularly affects 
Islamic banking, which is still in its 
teething period. 

vi) Higher Costs. Because the creditor/debtor 
relationship is substituted by the sharer in 
trading-risk, financing proposals, risk 
analysis and on-going moni tor ing is 
different in character, not merely level, 
requiring greater expertise, time and 
therefore higher costs. 

vii) Higher Returns. These are necessary not 
only to offset higher costs, but also to meet 
the competition. Although, theoretically, 
the 'depositors' share in profit and loss, 
and there should not be any 'cost of 
funds', market competitive pressures force 
the Islamic banker to give to the 
depositors a return comparable with 
traditional banks; since traditional banks 
are older and considered safer. 

viii)Lack of Secondaiy Markets. This leads to 
liquidity pressures and consequently lower 
returns on total funds compared to 
traditional banks, who can securitise long-
term debts; and their treasury 
management can yield good profits. 



Here, as in the establishment of an inter-bank 
market and adopt ing modern innovative 
instruments, Malaysian Islamic bankers and 
banking authorities have shown greater 
initiative than their Middle Eastern brethren. 

ix) Lack of an Inter-Bank Market. This again 
places Islamic banks at a relative 
disadvantage to traditional banks, placing 
extra constraints on their asset-liability 
management. 

x) Innovation. In the real world of market 
competition, banking is as much about 
marketing as providing a financial service. 
In the last few years, merchant bankers 
have spawned an incredible number of 
products. 

In Islamic banking, the drive to innovate is 
beyond the market-share battle. It is needed 
for accommodating various conceptual issues 
of economics, jur isprudence, public and 
business interests. It is not so much about 
developing a bespoke product for a particular 
customer at a particular time, as deriving 
workable solutions f rom the abstract 
principles of Islamic thought. 

A Tale of Two Systems 
I began with Fukuyama's reference to The End 
of History, first expounded in 1989. His post-
communism, post-war-carnage, central 
European thinking (See his interview in New 
Perspectives Quarterly. Winter 1995) seems to be 
that in actual working, the ideal would be 
neither the archetypal free-market model, nor 
the social republican democratic state, but the 
area between them. 

He refers to the lost art of familial life. He 
stresses that the West has adopted Adam 
Smith's view of the world. But as for the 
malaise of society: "...our problem is the 
unravelling moral cohesion of societies that 
were once bound by the habits of religion, 
community or family." Perhaps the modern 
economists did no service to their own 
profession, or to their society, by neglecting 
Adam Smith's Theory of Moral Sentiments. 

Now they may do worse than the common 

links between Abrahamic traditions of how 
societies should be organised. The challenge 
and opportunity of discovering the beneficial 
principles of Islamic banking is as much theirs 
as that of any other group of people. 



Management of An Islamic Monetary System 

A H A S I B 

The monetary system of any countr)' is a part 
of the total economic system, consisting of 
various sectors (e.g., industry, agriculture, 
commerce, trade and services), a fiscal system 
and a financial system, regulated by a Central 
Bank, consisting of a money market and 
financial institutions. Monetary management 
is only one aspect, though an important one, 
of overall economic management . 

Economic management depends on the 
nature of the economy, the economic social 
objectives and the financial infrastructure in 
which policy is f ramed and implemented. 
Therefore , before discussing monetary 
management in an Islamic system, it is worth 
highl ight ing the basic features of the 
economic system. This I have tried to do in 
Part I. 

In Part II, I have dealt with the objectives 
of monetary policy, and in Part III, I discuss 
the instruments of monetary policy. Finally, I 
have tried to draw some broad conclusions 
from the discussion, including the raising of 
issues that require research and in-depth 
analysis. 

Part I: Basic Features of the Economic and 
Financial System of an Islamic 
Economy 

The basic feature which distinguishes the 
Islamic economic system from the modern 
system is that the former is value-based, 
whereas in the latter, human values are not 

taken into account in dealing with economic 
problems and issues. The important features 
of a society governed by an Islamic economic 
and financial system are: 

1 It is a society governed by the dictates 
of the Holy Qur 'an and the Sharia and 
its members act on the precepts of 
Islam. 

2 Means are as important as objectives. 
3 The state follows a policy informed by 

equity and justice, within the broad 
jurisdiction of the Holy Qur 'an and 
the Sharia. 

4 Usury, including interest of all kinds, 
is forbidden. 

5 Zakat, which is a levy on wealth, is an 
integral part of the financial system. 

6 Under the Islamic banking system, 
banks mediate between savers and 
borrowers not through the medium of 
the interest rate, as is done under the 
modern system, but through various 
instruments of profit-and-loss-sharing 
(PLS). 

The above shortlist can certainly be expanded. 
It may also be mentioned that even among the 
secular economies, questions are being raised 
now about the relevance of economic analysis 
that is devoid of value judgement. If we take a 
quick look at the problems faced by various 
countries, both developed and developing, we 



find that most systems, including capitalist and 
socialist systems, are afflicted by poverty, 
unemployment, exploitation of the poor, 
disparities in wealth and income, inflation, 
stagnation, widening differences in the income 
of developing and developed countries, 
restrictions in trade and capital flows, and 
problems related to the transmission of suitable 
technology among many others. 

Most economic analysis is based on the 
premise that economics is a positive science 
which concerns the relationship between 
innumerable ends and scarce means and in 
which value j udgemen t has no place. 
Problems are approached in a mechanical way, 
by making various assumptions. 

There are, however, some distinguished 
economists who have challenged this method 
of economic analysis. For instance, Gunnar 
Myrdal has stated: "Efforts to run away from 
valuations are misdirected and foredoomed to 
be fruitless and damaging." In other words, 
economics should not be considered to be a 
positive science like the physical sciences. 
However, this does not deny that some 
positive statements on the economic 
behaviour of man can be made. 

For instance, the Holy Qur 'an states: 
"Surely man is passionate in his love of 
wealth." This is akin to saying that the 
behaviour of man is governed by his dominant 
desire to make money. However, the Holy 
Qur'an orders man to place moral values 
above the desire to make a quick profit. Thus, 
man has been ordered to be honest in his 
business dealings. Yet honesty is not 
mentioned in modern economic analysis, even 
as an assumption. 

Again, the Qur 'an states: "No soul 
knoweth what it will earn tomorrow." This is 
akin to the assumption that the behaviour of 
man has to reckon with uncertainties about 
the future. Thus, very briefly, we may say that 
most objectives of the Islamic economy, such 
as economic development, equitable 
distribution of income and guaranteeing 
every person sufficient means to live a life of 
dignity, are the same as the proclaimed 
objectives of other systems. The major 

difference arises in the approach and the 
means used to achieve these objectives. 

The financial system, too, in an Islamic 
society, has the same objectives as in a non-
Islamic society. Thus the financial system 
encourages savings, mobilises them and uses 
them for investment in the interest of 
increasing the wealth of the country. The 
system also lubricates the wheels of the 
economic machinery. I need not emphasise 
the importance of investment, especially 
efficient and productive investment, and of 
savings for the growth of the economy. Where 
the difference between the two systems arises 
is that in the Islamic financial and banking 
system, depositors participate in the profits or 
losses made by the bank from making loans to 
entrepreneurs and are thus exposed to risk. In 
the modern system, depositors, particularly 
those who keep their money in term deposits, 
are assured a fixed rate of return in the form 
of interest, irrespective of whether the loans 
made by the bank are profitable or not. 

In the Islamic system, as in the modern 
banking system, there exist current accounts, 
which do not earn any interest. In the case of 
term deposits, the depositors get a variable 
rate of return depending on the profits made 
by the banks. 

Another fundamental difference between 
the two systems is that under the modern 
system, loans are made by the banks mainly 
on the basis of security and the 
creditworthiness of the borrower. The viability 
and profitability of the project concerned are 
no doubt assessed, but if the repayment of the 
loan with interest is assured, the profitability 
of the project takes second place in decision-
making. Thus a person who has ample means 
and assets is considered to be more worthy of 
a loan from the financial system than a 
competent, but poor, entrepreneur who does 
not possess large assets. 

The rich borrower may not be able to 
make proper use of the money lent to him by 
the bank, but, as long as the principal and 
interest are repaid in time, the bank is not 
concerned. Tha t this situation leads to 
instability in the financial system is shown by 



the recent failures of a number of savings and 
loan associations in the US and of banks 
elsewhere. 

In the Islamic system, by contrast, the 
bank does not charge a fixed interest rate on 
the loans made by it. It participates in the 
profit or loss made by the entrepreneur in 
accordance with an agreement reached 
between the two before the project starts. 
Profits are shared between the capitalist and 
the entrepreneur. Losses, if any, are shared in 
accordance with the capital invested by the 
two parties. Thus if a loan of $10,000 is given 
by a bank to an entrepreneur who has invested 
his own money to the value of $1,000, the loss, 
if any, will be shared in the ratio of 10:1. This 
is a fundamenta l difference between the 
Islamic system and other systems. 

The entrepreneur contributes his labour 
and expertise as major inputs, while the 
capitalist contributes money. Under this 
system, therefore, there is a par tnership 
between labour, enterprise and capital, 
whereas under the modern system, the lender 
is entitled to a fixed rate of interest, even if the 
entrepreneur makes losses. It does not require 
much thought and reasoning to conclude that 
under the Islamic system, there is an incentive 
to achieve greater productivity and efficiency. 

So far as the instruments of economic 
management are concerned, some of them are 
common to both the Islamic and the modern 
systems and the difference arises mainly 
because of the prohibition of interest by Islam. 
Thus taxes can be levied, the state can run 
commercial enterprises, and fiscal incentives 
and disincentives can be used in furtherance 
of economic policy. However, the interest rate, 
which is considered by moderns to be an 
extremely important instrument of economic 
policy, cannot be used under the Islamic 
system, but must be replaced by various PLS 
instruments such as Murabaha and 
Musharaka. 

This brief description of the basic features 
of the economic system in an Islamic society 
would not be complete without reference to 
the point that inflation, which is a common 
malady of the conventional system, is less 

likely to occur under the Islamic economic 
system. The reason for this is that money lent 
out by the financial system is used for 
production and the chances of its being 
misused are less. This does not mean that 
inflation cannot occur in an interest-free 
society. It can, because inflation takes place 
not only because of credit created by the 
monetary system but also because of other 
factors, such as a government's unproductive 
and wasteful expenditure, wars, famines, 
failure of crops, etc. 

It may also be underlined that Zakat is an 
integral element of the Islamic economic 
system. We shall not, here, go into the concept 
and its advantages. Suffice it to say that Zakat 
encourages savings, which is contrary to the 
assumption sometimes made, that, as a tax on 
wealth, it is a disincentive to save. 

Professor Zaidi Sattar, a Muslim 
economist, has summarised the assets and 
liabilities of the Islamic financial system thus: 

1 Public: 
Assets: Currency, deposits, Mudaraba 

deposits, Musharaka certificates. 
Liabilities: Mudaraba credit, Musharaka 

credit Bank: 
Assets: Reserves (cash), reserves (Central 

Bank), Mudaraba loans. 
Liabilities: Deposits, Mudaraba deposits, 

Musharaka deposits. 

2 Central Bank: 
Assets: Gold, foreign exchange, 

Musharaka certificates. 
Liabilities: Bank reserves, currency. 

(Source: "Interest Free Banking, Profit Sharing and the 
Islamic Macroeconomic system", F R Faridi (Ed.), Essays 
in Islamic Economic Analysis (1991)). 

It will be seen that under the Islamic economic 
system, there is a direct link between deposits 
and risk-taking. Banks can continue to use the 
conventional means of financing, with the 
dominant proviso that interest will not be 
allowed. 



Part II: Objectives of Money Management 
The objectives of the Central Bank in all 
Islamic societies are normally the same as in 
other societies. They can be summarised as 
the promotion of growth with social justice. 
The Central Bank builds up financial 
institutions as intermediaries between savers 
and borrowers and performs the following 
specific functions: 

1 Issuing notes. 
2 Acting as the banker's bank. 
3 Acting as banker to the government. 
4 Promoting the growth of the economy 

within the general economic policy of the 
government. 

5 Promoting monetary stability, both 
internal and external. 

According to the preamble to the Reserve 
Bank of India Act, the objectives of the 
Central Bank are: "to regulate the issue of 
bank notes and keeping of reserves with a view 
to securing monetary stability in India and 
generally to operate the currency and credit 
system of the country to its advantage." 

We are on home ground in stating that 
stability of money has now emerged as the 
single most important objective of monetary 
policy. It is now accepted by all economists 
that growth cannot be sustained in a situation 
characterised by inflation. Inflation 
discourages savings and investments and mis-
allocates scarce resources, with the result that 
capital flows to unproductive sectors. 

Thus the Central Bank in an Islamic 
society will have to play an important part in 
regulating the supply and demand of money 
in the interests of stability. The instruments 
for ensuring that stability will, of course, be 
different from the conventional ones. The 
Central Bank will also take into account the 
stability of the exchange value of its currency, 
vis-a-vis the currencies of trading partners. 
Thus external stability will also be an 
important objective of Central Bank policy. 

Part III: Instruments of Monetary Policy 
In discussing the instruments of monetary 

policy, let us examine the management of 
demand and supply of money. It should be 
remembered that in its intervention policies, 
the Central Bank cannot use any debt 
instrument. Instruments such as the bank 
rate, changes in interest rates, use of 
government bonds in open market operations 
and payment of interest on reserves, are not 
permissible. 

Alternative instruments have to be devised 
and used. Keynes had analysed the demand 
for money in terms of transaction demand, 
precautionary balances and speculative 
motives. Under the Islamic system, the 
interest rate has to be replaced by PLS 
instruments. The price mechanism can also be 
used. 

As stated earlier, under the Islamic 
banking system, the end use of money is 
important . Wasteful use of money is 
discouraged, if not entirely eliminated. The 
government will not normally borrow from 
the Central Bank or from other banks through 
the use of interest-bearing securities. 

This raises a question to which a full 
answer has not yet been found, to the best of 
my knowledge. While the government can 
borrow from the banking system, including 
the Central Bank, if necessaiy, to finance its 
viable and profitable enterprises through PLS 
instruments, what happens when the 
government needs money to meet its non-
productive revenue needs? 

Special arrangements would have to be 
made to finance situations such as war and 
catastrophes. Possibly, institutions such as the 
Bait A1 Maal may have to be created for such 
purposes. As I do not have full knowledge of 
all arrangements made under the Islamic 
banking system for borrowing by the 
government, I do not find myself competent 
to discuss the question further. 

The demand for money will, therefore, 
arise from two main sources, namely, the 
government and the commercial sector. In 
order to bring about a balance between the 
two, in the interest of monetary stability, the 
Central Bank can estimate the expected 
growth of the economy and allow for the 



additional demand for money. Thus, for 
instance, if the demand for money was 
expected to double and the expected growth 
rate to be 5 per cent, the Central Bank could 
target a money supply increase of 10 per cent, 
which, of course, would be flexible. 

In regulating the money supply, its various 
components, namely, currency and deposits, 
will naturally have to be taken into account. 
Demand for currency is mainly a function of 
banking habit. Currency is normally issued 
against government securities in the portfolio 
of the Central Bank, against gold, foreign 
exchange and against the promissory notes, 
etc. of commercial banks. It may be stated that 
according to a strong segment of Islamic 
thinkers, fiduciary issue of currency (i.e., 
issues of currency not backed by gold or 
foreign exchange) is allowable under the 
Islamic system. 

Currency is normally a small proportion 
of the total money supply, except in financially 
undeveloped countries. Deposits are more 
important and therefore we are concentrating 
on this component of money supply. Money 
supply in the economy is regulated by the 
Central Bank by influencing the sources of 
high-powered money, which is also called 
"reserve money". 

High-powered money means the 
monetary liabilities of the Central Bank which 
are the main determinant of the money 
supply. The total amount of money supply 
(currency and deposits) is a multiple of the 
reserve money (i.e. currency in circulation, 
bankers deposits with Central Bank and other 
deposits). The sources of reserve money are 
Central Bank credit to government and banks 
and foreign exchange assets. 

Credit to government as well as to the 
commercial sector can be influenced by the 
Central Bank by the use of PLS instruments, 
including shares of companies. Lending to 
government can also be powerfully influenced 
by the effective role of the Central Bank as 
advisor to the government. At present, the 
Central Bank can influence the supply of 
money through various means, such as 
changes in the bank rate, changes in interest 

rates on deposits and advance, open market 
operations, imposing a ceiling on bank credit 
and moral suasion. 

Moral suasion and selective credit controls 
can also be used by the Central Bank in the 
allocation of credit. In fact, moral suasion is 
even more powerful under the Islamic system, 
because the value judgements of the Central 
Bank are shared by the banks and the public. 

The allocation of credit can be influenced 
by the Central Bank by various means, such as 
profi t-sharing ratios between banks and 
borrowers. 

An important function of the Central 
Bank in the Islamic society is to build up 
institutions in furtherance of the objective of 
the promotion of savings and real investment 
and allocation of resources to productive uses. 
For instance, special institutions may be 
created for agriculture, industry, housing, 
international trade, etc. And, of course, the 
Central Bank will also play an important part 
in fashioning non-interest-bearing 
instruments and developing a strong research 
department in that connection. 

Part IV: Conclusions 
The main point which I have tried to 
highlight in the above discussion is that 
monetary management , in the sense of 
regulating the demand and supply of money, 
allocation of resources and development of 
financial institutions, is as relevant and 
feasible in an Islamic economy as in other 
systems. The objectives of monetai-y policy are 
also the same. The difference lies in the 
instruments used and it is quite practical to 
use interest-free instruments for regulating 
the demand and supply of money. In fact, it 
can be argued that monetary management is 
somewhat easier in an Islamic system, because 
that system is based on moral values rather 
than the narrow pursuit of quick money. 

It is true that a lot of research and study is 
needed to fashion new instruments that are 
not based on interest rates. The practicability 
of the use of these instruments, their impact 
and effectiveness, have also to be judged by 
trial and error, but the instruments. 



Interest System and Financial Instability 

M O H S E N F A R D M A N E S H 

Instability and financial crises have been 
latent, if not manifest, features of modern 
capitalist economies. T h e contained crashes of 
the Tokyo and New York stock markets since 
October 1987 are recent reminders of this 
inherent problem. T h e reason why these 
situations do not evolve into a full-scale 
economic disaster similar to the great 
depression is, according to the economist 
Minsky, only due to the combined influence of 
governments and Central Banks. However, 
this approach overlooks the destructive role of 
interest in the system. 

He argues that interest is the fundamental 
source of instability in a capitalist economy 
because it ascertains a f i rm's payment 
commitments and liabilities irrespective of, 
and before observing, their income. 

Both Minsky and Keynes consider the 
instability of the capitalist economy 
symptomatic, but they at t r ibute this to 
different factors. Keynes ascribes it to the 
violent nature of the marginal efficiency of 
capital, and Minsky to the perverse changes in 
firms' margins of safety. Both explanations, 
however, overlook the role of the interest 
system in this problem. 

Theory of Financial Instability 
Instability in a modern capitalist economy 
depends on the use of external funds for 
procuring physical assets and a successful 
"hedge finance" developing into a fragile 

"speculative finance." Under this system, 
subsequent to the rise in interest rates or a 
decline in rates of actual profits, bankruptcies 
arise from the financial problems of firms. 

Firms finance the physical assets needed 
for producing goods and services internally 
and externally. External financing of the 
physical assets creates, for a firm, fur ther 
payment commitments against its anticipated 
receipts and liquid assets. By closing the gap 
between the two, which Minsky calls the firm's 
margin of safety, the firm's manager, in effect, 
sets the probability of its financial viability. 
The instabihty in a modern capitalist economy 
is rooted in a systematic decline in the margins 
of safety, Minsky argues. 

Initially the margins of safety are such that 
the firm's receipts are sufficient to meet their 
payment commitments in each per iod . 
Minsky calls viable debt financing of physical 
assets "hedge finance." The use of external 
funds for real investment does not stop at the 
successful hedge finance however 

The resulting expansive market sentiment 
increases investment, capital asset prices, and 
the pace of debt financing. T h e margins of 
safety grow narrower, and the viability of the 
debt structures becomes less dependent on 
long-term expected profits and expected 
capital gains. 

Thus, the speculative content of finance 
increases, and the successful hedge finance 
develops into a fragile "speculative finance." A 



rise in interest rates or a decline in rates of 
actual profits increases the firm's payment 
commitments and liabilities relative to their 
receipts and the value of their physical assets. 

Consequently, the firm's debt-asset ratios 
rise rendering certain firms insolvent. Crisis in 
one part of the financial market echoes 
through the entire market. Perceived margins 
of safety are revised upward by both lenders 
and borrowers. Rapid devaluation of assets 
follows, debts become fragile, and the highly 
speculative debt structures collapse. 

Interest as a Fundamental Source of 
Instability 
T h e economist Lavoie's formulat ion of 
Minsky's financial instability hypothesis 
establishes that a fundamenta l source of 
financial instability in a capitalist economy is 
the institution of interest. The leverage ratio -
the share of external finance in investment - is 
the indicator of financial fragility in this 
model. According to Lavoie, Minsky's thesis 
depends on two events: that the economy 
"naturally" moves towards a more fragile 
financial system, and that, unde r such 
circumstances, interest rates eventually rise. 
Lavoie confirms the occurrence of these two 
phenomena with the two central equations of 
his model: 

= r ' /r + sVs + u'/u - v'/v + [x'/x] * x/( l-x) 
p ' /p = w'/w - a'/a + [s'/s] * s/(l - s) w h e r e : 
g = the ra te of growth of capital 
r = the re tent ion ratio of the firm on gross 

profits 
s = the share of profi ts in nat ional income 
u = the rate of utilisation of capacity 
V = the technological capital-capacity ratio 
X = the leverage rat io 
p = the price level 
w = the nomina l wage ra te 
a = an index of productivity. 

Considering the first equation and assuming 
the technological capacity ratio is constant in 
the short run, Lavoie argues that in an 
investment boom the channels of retention 
ratio, profit margin and leverage ratio can be 
used for firms' expansion. The channel of the 

capacity utilisation ratio can be used as well, 
but only to its technologically determined 
limit. With the use of the channel of leverage 
ratio for firms' expansion, the economy moves 
towards a more fragile financial system in an 
investment boom. 

Considering the second equation, Lavoie 
argues that the use of the channel of profit 
margin for firms' expansion entails a period of 
inflation. He then claims that interest rates 
increase in an investment boom. Given the 
economy has moved towards a more fragile 
financial system, the rise in interest rates 
entails financial instability in line with 
Minsky's thesis. 

An increase in the leverage ratio is 
essential to this thesis. The reason why it 
renders the financial system more fragile is 
that it increases firm's fu r ther payment 
commitments in definite amounts while their 
future receipts remain uncertain. It is, thus, 
the institution of interest - the fixed nature of 
the firms' future payment commitments and 
their independence from the firms' future 
receipts - ra ther than a higher share of 
external finance in firms' investments - which 
ultimately brings about the collapse of more 
leveraged debt structure. 

In addition, the interest system assures the 
providers of funds the principal and fixed 
interest earning irrespective of the 
per formance of the funded projects. 
Consequently, when the entrepreneurs follow 
the expansive (speculative) market sentiment 
in a boom situation, the providers of funds, 
especially the (thinly capitalised) financial 
intermediaries, tend to freely finance 
speculative projects, rendering the financial 
system more fragile. 

General Acceptance of Interest 
In the light of the above, it is surprising that 
almost all economists accept the institution of 
interest implicitly. Even Keynes, who did have 
critical views of this instimtion, did not totally 
reject it or count it as a fundamental source of 
instability in a capitalist economy. He rejected the 
classical - the loanable hinds - theory of interest, 
and put forward the liquidity preference theory 



of interest. "The rate of interest" he concludes "is 
not the price which brings into equilibrium the 
demand for resources to invest with the readiness 
to abstain from present consumption. It is the 
price which equilibrates the desire to hold wealth 
in the form of cash with the available quantity of 
cash." 

Avoiding Interest 
Nonetheless, in his policy recommendations, 
the concluding chapter of the general theory, 
Keynes states that there are no "intrinsic 
reasons for the scarcity of capital" and, hence, 
for interest to exist in the long run: "except in 
the event of the individual's propensity to 
consume proving to be of such a character 
that net savings in conditions of full 
employment comes to an end before capital 
becomes sufficiently abundant." He proposes 
to correct such an event by means of 
communal saving (socialisation of investment) 
through the agency of the state. 

Keynes is concerned with a rise in the rate 
of interest primarily because it entails a lower 
rate of investment and hence involuntarily 
unemployment. While he considers that a rise 
in the rate of interest may play an aggravating 
and even an initiating role in causing 
instability in a capitalised economy, Keynes 
suggests "that a more typical, and often 
predominant, explanation of the crisis is, not 
primarily a rise in the rate of interest, but a 
sudden collapse in the marginal efficiency of 
capital". 

Even though a drop in the marginal 
efficiency of capital, caused by a deficiency in 
effective demand or by an adverse supply 
shock, may initiate the instability process, the 
actual problem lies in the interest system. It is 
the independence of the cost of finance -
interest rate - from the productivity of the 
respective debt-financed capital assets, and 
the determination of the interest rate before 
observing the yield, that is, the institution of 
'interest' , which renders a drop in the 
marginal efficiency of capital destabilising. 

If the interest rate were based on the 
performance of the funded projects, it would 
always be set less than, or equal to the 

marginal efficiency of capital, and a drop in 
the latter would no longer destabilise the 
financial system. 

Instability Inherent to Capitalist Economies 
Keynes and Minsky consider instability and 
financial crises as natural features of modern 
capitalist economies. Their explanations as to 
what causes this inherent problem, however, 
overlooks the fundamental role the institution 
of 'interest' plays in causing the destabilising 
discrepancy between firms' payment 
commitments and liabilities on the one hand, 
and their receipts and assets on the other 
hand. 

Lavoie's formulation of Minsky's financial 
instability hypothesis demonstrates that an 
increase in the leverage ratio, which reflects a 
rise in speculative finance, is the crucial factor 
in Minsky's explanation. As argued above, the 
crisis is rooted, not primarily in a rise in the 
share of external f inance in a firm's 
investments, but in the fixed nature of the 
firm's future payment commitments and their 
independence from the firms' future receipts. 
It is, thus, the institution of interest rather 
than a higher leverage ratio which ultimately 
brings about the collapse of more leveraged 
firms. A review of the general theory indicates 
that a decline in the marginal efficiency of 
capital is the prominent factor in Keynes' 
explanation of instability in modern capitalist 
economies. 

As discussed in the previous section, even 
though a fall in the marginal efficiency of 
capital may start the instability process, the 
root of the problem is to be found in the 
interest system. If the interest rate were based 
on the performance of the funded projects, it 
would be set less than, or equal to the 
marginal efficiency of capital, and a fall in the 
latter would no longer destabilise the financial 
system. 

To sum up, the ultimate destabilising 
factor in a capitalist economy is the institution 
of 'interest', because it determines firms' 
payment commitments and liabilities 
independent of, and prior to, observing their 
receipts. 



Interest-Bearing Debts 

M U H A M M A D ANWAR 

Under the Islamic system, interest paid on 
debts made in terms of commodity money is 
forbidden. This is very clearly stated in the 
traditions of the Prophet - the exchange of 
equal for equal is for commodities like gold, 
silver, wheat, barley and dates, amongst 
others. 

Commodities 
What is important to note here is that only 
commodities are included in the list, not 
surprisingly, perhaps, as in those days it was 
those commodities that were used instead of 
money. Later on, paper money replaced the 
commodity form of money and bills were 
issued up to the value of the commodities, and 
the commodities themselves, in particular 
gold, were kept in reserve. 

As the paper money merely represented 
the value of the commodities backing it, the 
rise or fall in value of the bills was dependent 
upon the rise or fall in the value of the reserve 
commodities themselves. 

It should be remembered that fluctuations 
in the value of the commodity, or its 
representative paper money, lead to relative 
price changes, and not to inflation or deflation. 
Fluctuations in the value of money itself result 
from the changes in the real determinants of 
demand or supply of the commodity. The value 
of money rises against some commodities and 
falls against others, but, on average, it 
commands a stable purchasing power 

Fiat Money 
Paper money in vogue today is simply fiat 
money. Fiat money is an innovation whereby 
governments extract resources f rom the 
people, who are unaware of the role they are 
playing in such a transaction. 

Issuance of the fiat money itself is against 
the principles of Islamic justice as it entitles 
the issuing authority to own commodities 
belonging to people almost free of charge. 
T h e Qur ' an has clearly prohibi ted such 
transactions, declar ing them unjust . In 
addition to this, the Qur'anic principle of 
mutual consent in transactions is also violated, 
as the people are coerced into relinquishing 
part of their property - against the fiat money 
which has no intrinsic value. 

Therefore, when discussing the question 
of interest, fiat money cannot be considered 
on a par with commodity money or paper 
money fully backed by commodities. So even 
though contracts stipulating excess payment 
on debts denominated in units of the same 
class of commodities involve interest, excess 
on debts contracted in the units of fiat money 
would not be considered as interest because 
the fiat money, contrary to the commodity 
money, lends itself to manipulation in its 
purchasing power. Whenever the purchasing 
power is deliberately manipulated by the 
monetary authorities, the affected parties 
deserve compensation in the form of extra 
payments to the extent of the financial 



damage inflicted upon them. 
In a nutshell, fiat money is completely different 

in character fix)m commodity money and therefore 
should not be Q êated on a par with commodity 
money in addressing the question of interest. 

Deficits and Debts 
Public borrowing may be needed by the 
government for both development and non-
development expenditures, and fluctuations 
in the government's budget arise, in part, 
from the government's reaction to economic 
fluctuations. In an economic boom, tax 
revenues increase and transfer payments 
decrease. Thus the government 's budget 
deficit decreases. 

The opposite occurs in a recession. When 
real GNP sags as the economy goes into 
recession, tax receipts decline and the 
government also spends more. The 
combination of the decrease in taxes and 
increase in transfer payments increases the 
government's budget deficit. 

As a result of these considerations, the 
government may try to stimulate the economy 
in a recession and dampen down demand in a 
boom. Whilst cutting tax rates or increasing 
expenditures in a recession increases the 
aggregate demand, it also increases the 
deficit. In this way, the government which 
incurs a deficit may then go on to experience 
a growing debt. This means paying more 
interest to service the debt, which, all else 
being equal, adds further to the deficit. So 
ongoing deficits which remain unchecked will, 
of course, create even larger deficits. 

Currently all debts, whether public or 
private, are denominated in units of fiat 
money. If you borrow to make a purchase, you 
agree to pay back a certain amount over a 
certain period of time. But the value of the 
currency depends on what happens to price 
levels in the interim. When the price level 
increases, the real value of the outstanding 
debt increases, and so borrowers gain and 
lenders lose. 

When the government has a deficit, it 
finances it by selling treasury bills and treasury 
bonds. These bills are promises denominated 

in the units of fiat money, to pay back at some 
future date. But when the government 
borrows for many years, the real amount it 
repays at the maturity of the loan depends on 
the amount prices have increased over the 
loan period. 

For example, some of the debts incurred 
by the American government in the late 1960s 
were being repaid in the early 1990s. Over the 
past 20 years the dollar has fallen in value so 
much that more than three dollars are needed 
to buy the same goods and services in the 
early 1990s. As a consequence, when the 
government repays - in the early 1990s - the 
debts incurred in the 1960s, it is using a dollar 
that is worth only thirty cents of the dollar 
initially borrowed. 

Debts and Inflation 
Islamic scholars, not surprisingly, get much of 
their inspiration from events that occurred in 
the early era of Islam when seeking answers to 
their contemporary problems. Inflation, and 
particularly its economic implications, is a 
modern-day phenomenon . Inflation is a 
phenomenon of continuous and sustained 
increases, not ups and downs in the average 
level of prices, for several years, which 
generally results f rom the manipulative 
actions of governments. The point is that a 
simple increase or decrease in the average 
price level is usually misconceived as inflation 
in discussing the issue of interest. 

Any changes over and above the principal 
amount lent are interest, provided the price 
level remains stable. But inflation 
automatically generates injustice by favouring 
borrowers at the cost of their creditors . Such 
injustice must be removed by adopt ing 
policies that will ultimately curb inflation and 
t ransform existing contracts into Islamic 
contracts. 

Growth in debts is partly checked by 
governments by increasing growth in the 
money supply, which, in turn, leads to 
inflation and yields an increased amount in 
inflation tax. 

This is, of course, clearly unjust . 
Fluctuations in the inflation rate also make it 



difficult for people to predict the future value 
of their money, and therefore make it hard for 
them to know just how much to spend, save, 
borrow and lend. In this way, money - the 
measuring rod of value - becomes an 
unreliable measure, rather akin to using an 
elastic ruler to measure length. 

What people pay implicitly, because of the 
fall in the real value of money, which results in 
a decline in the government debt, is called 
inflation tax. This is the tax that is not 
legislated, but nonetheless still ends up being 
paid. 

The inflation tax deprives people of their 
rightfully owned property to the extent of the 
devaluation of money. This is, of course, 
against the Islamic concept of justice. 
Unfortunately, the injustice is multiplied as it 
pervades the financial system and generates 
imbalance in the debtor-creditor relationship. 

It is ironic that contemporary Muslim 
economists have not properly explained the 
inflation phenomenon and its resulting 
injustice to Muslim scholars. It is a great pity 
that, so far. Islamic scholars have not been 
able to come up with a convincing solution to 
the problem of inflation. 

The scholars will get a clearer picture if 
they lend their own money for a reasonable 
period in an inflationary environment. Their 
experience will highlight the difficulties which 
the victims of inflation undergo and perhaps 
then a more convincing solution will be found. 
In actual fact, the injustice prevailing in 
contracts based on fiat money units is well 
recognised by many. This is why almost all 
fixed income contracts of salaries, pensions 
and so on are periodically revised so as to give 
some financial support to victims of hardship. 
Unfortunately lenders are left out in the cold 
without any equivalent t reatment and 
compensation for the losses inflicted by 
inflation. 

Justification for Debt Service 
Debt is incurred to purchase real assets for 
consumption and production purposes. 
Inflation revalues the assets bought with the 
debt money. But, as the debt contracts are 

signed in terms of fiat money the same 
inflation devalues the real money, owed to the 
lenders. In this situation, returning the same 
number of lOUs to the lenders would be like 
re turning debased coins after borrowing 
perfect coins - which again, is of course unjust. 
Therefore the borrowers, should be required 
to share the benefits - resulting from the 
borrowed money - with their creditors. 

In contracting interest-bearing loans, the 
banks and the borrowers base their interest 
agreement, keeping in view the opportunity 
cost - normal returns - of the funds, and 
remain within the confines of the laws of their 
own specific country. If the parties had to deal 
on the basis of the interest-free modes of 
financing, creditors would have certainly 
negotiated debt service charges to cover, at 
least, the opportunity cost of their funds. 

As the parties follow the financial laws of 
the country when they enter into debt 
contracts, and as the amendments to these 
laws would be ex-post, equity demands that 
the contracting parties should be given the 
opportunity to re-negotiate their existing 
delDt, wherein the opportunity cost is 
recovered properly. 

Debt Service and Interest 
Debt service - in the sense of interest payment 
made by debtors to creditors over and above 
the principal debt - is counted as interest, or 
Riba. However, debt sei-vice in the sense of any 
payment, excluding interest, in addition to the 
principal debt would not be seen as Riba. 

For example, paying an extra amount 
voluntarily on a borrowed sum was 
encouraged by the Prophet, which reinforces 
the fact that a mere increase over and above 
the principal debt is not the Quran ic Riba. 

Similarly, Mudaraba financing - which for 
many scholars is the most favoured form of 
Islamic financing - also entitles the lender to 
an increment on the principal amount , 
despite the fact that no personal participation 
is involved on the part of the financier in the 
relevant venture. 

In fact, the Federal Sharia court in 
Pakistan has made the following 



acknowledgement in a ruling on interest: "It 
can be concluded that interest is not an 
increase simpliciter, but in the Sharia it is a 
special kind of increase." Therefore, debt 
service - i.e. the extra payment made to 
financiers - is not Riba if based on an interest-
free mechanism. 

There is no doubt that neither the debtors 
nor the creditors can avoid settling a realistic 
debt service along with their basic debts. As 
the debt service in the form of interest is 
prohibited, it is of the utmost importance to 
work out how existing interest-bearing debts 
can be settled in a way that is Islamically 
acceptable. 

Settling Existing Debts 
Fortunately, there are various alternatives on 
hand for consideration - it is obviously useful 
for a client if a number of options are available 
for re-negotiating their contracts so that they 
can settle their debt in the most mutually 
advantageous way. 

A point to be borne in mind is the fact that 
because, in the past, banks have been actively 
providing financing on a short-medium-and-
long-term basis in order to contribute to all 
sectors of the economy, the re-negotiations for 
settling individual debts along interest-free 
lines should likewise aim at strengthening the 
country's financial system. 

Also, if the negotiations are to be 
successful, the settlement should be based on 
market considerations for the sake of greater 
flexibility in managing loan portfolios. The 
only rule enforced by the government should 
be that an interest-free consensus is reached 
and within a stipulated time. 

Writing Ojff Interest 
Given the novelty and complexities of the 
situation, the solution of simply writing off 
interest is obviously an attractive one. 
However, despite this, there are good reasons 
why the government should not fall into the 
trap of ordering banks to forgive or write off 
the interest due on borrowing. 

The most telling argument is that since 
outstanding interest does not belong to the 

bank but to the depositors - who in developing 
countries are often poorer than borrowers - it 
would be clearly unjust to benefi t the 
wealthier at the expense of the poorer sections 
of the populat ion on the pretence of 
prohibiting Riba. The whole point of the 
prohibitions and writing off interest would 
undermine that objective. 

In addition to this, interest forgiveness 
would mean rewarding those who have been 
dealing on the basis of interest at the expense 
of those who have been following Islamic 
principles. T h e rationale behind this 
argument is simple; banks have issued the 
existing loans from the deposits - probably 
interest-bearing - placed with the banks at that 
time. As the debts mature, funds received are 
used to settle existing deposits, that would 
since have been transformed from interest-
based deposits into profit-share deposits. 

Interest forgiveness if granted, will be 
counted by the banks as an expense and will 
damage all those who made interest-free 
deposits in the banks hoping to get a share of 
the bank's profit. 

Nor would it be just to penalise the 
interest-free depositors by deduct ing the 
interest loss from their deposits, and worse -
given the inflationary environment in many 
developing countries - returning the deposits 
in devalued currency, whilst the earlier 
deposits have already taken the interest due to 
them. The existing depositors would have to 
be compensated for the losses against those 
debts in which they were never involved. 

Again, the Islamic financial system's 
commitment to justice demands that the 
interest of the interest-free depositors take 
precedence over those who dealt in interest. 
Another point for consideration is the fact 
that non-payment of interest could, 
conceivably, threaten the closure of many 
banks and lead to a chain reaction with 
adverse effects on the economy, not to say the 
deposit-holders. Amendments of laws 
allowing forgiveness of interest may lead to 
financial, economic and political crises in the 
country, a situation that first, would not be 
desirable from the Sharia's point of view, and 



second, would be too dangerous an outcome 
to justify settling existing debts anyway. So, in 
order to keep a nation's financial structure 
intact, the contracts entered into before the 
enforcement of new laws should be allowed re-
negotiations on the basis of suitable 
interest-free mechanics to recover debt service 
in lieu of accrued interest. 

Finally, there is a dilemma arising from 
the Sharia itself On the one hand, if the 
contracts are honoured, the contracts 
themselves are against the prohibition on 
interest (even though the laws of the land are 
observed) but on the other hand, interest-
forgiveness could involve a violation of the 
Sharia principle that says that all contracts 
must be fulfilled. 

Solutions 
So what is the best way of solving this 
dilemma? Obviously in a situation like this, 
the government must choose the lesser evil, 
which interest forgiveness is not. Working 
from this premise, there are two ways to settle 
the debt issue; either by allowing the existing 
contracts to liquidate according to the 
contractual agreements, or asking the 
contracting parties to re-negotiate their 
contracts in the light of Sharia principles. 

And given the arguments about the need 
to look after the interests of the economy 
outlined above, preference must be given to 
an alternative that would ensure the integrity 
of contracts, political stability, encouragement 
of banking activity, and socio-economic 
development. 

As a rule, banks recover interest before the 
basic debt, and so the interest already paid by 
the existing debtors is a foregone matter. The 
following proposals would be helpful for 
converting the outstanding interest into 
Islamically acceptable debt service and the basic 
debt. 

Conversion Programme 
Any conversion programme could be divided 
into the following categories: 

i) conversion of debt service, 
ii) conversion of existing debt into a new 

form of debt called debt-debt swap, 
iii) conversion of existing debt into equity, 

called debt-equity swap, wherein debt 
service would be replaced by a dividend 
according to the terms and conditions of 
equity ownership. 

It is of the utmost importance that a bank 
determine how re-negotiations affect the 
condition of the bank and the interests of the 
shareholders and depositors, both now and in 
the future. This essentially involves a 
comparison between the amount a bank 
would expect to receive unde r the new 
package and what the bank expected on the 
original loan. This process involves complex 
judgements about the ult imate value of 
existing loans. Unfortunately, banks usually 
have little idea about how to price the risk of 
the project in which the debt money has been 
utilised. 

New Realities 
A lack of bank expertise in evaluating the 
value of borrowers' business projects and 
assets demands a new and multifaceted 
approach, and should not prevent both 
parties from adjusting to new realities. The 
shared interest of the debtors and the 
creditors in maintaining a normal credit-
debtor relationship could lead to a middle 
ground being found that would fulfil the 
needs of both parties. 

A major hurdle when devising new 
interest-free contracts is inflation. However, 
this can be got around by providing 
compensation, which may be based on the 
inflation rate in the sector in which the funds 
are employed, or may be negotiated on the 
basis of the normal rate of profit in the sector 
in which the debt money is employed. Or it 
could be based on the actual output, sales 
revenue or profits of the borrowers during the 
contract period. 

Debt service on public debts may be based 
on the social rate of return of the project 
financed by the debts, whilst debt service for 



those debts which cannot be identified with 
specific projects may be based on the growth 
rate in real GNP. 

Debt-Debt Swaps 
Public debt may be converted into interest-
free government bonds containing suitable 
tax incentives in lieu of debt service. Or 
instead of government bonds, debts 
denominated in local currency may be 
translated into another suitable currency on 
the basis of an exchange rate suitable to both 
parties to the contract. Or, debts may be 
denominated in units of a real commodity on 
the basis of an agreement suitable to both 
parties to the contract. 

Debt-Equity Swaps 
Supposing a firm obtained a loan worth 80 
per cent of the net worth of the total capital of 
a new venture while 20 per cent was the firms' 
own capital. 

The value of the plant can be 
independently evaluated and the difference 
between the current value and the original 
value of the plant could be distributed as 
profit in lieu of interest among the parties in 
the ratio of their capital contribution. 

Islamic Modes of Financing 
Another option would be to sign fresh 
contracts on the existing loans on the basis of 
Islamic modes of financing such as Mudaraba, 
Musharaka, leasing, and so on, for the 
remaining period of the loan contract. 

Or partial ownership of the firms' physical 
assets can be acquired in lieu of outstanding 
debts. The banks and borrowers may agree on 
the proport ion for ownership of the 
company's quoted or unquoted shares against 
the outstanding debts. 

The privatising of public projects can also 
be used to settle government assets through a 
privatising trust created to sell the non-
performing assets. Government assets can be 
allocated price tags for the purpose of debt 
equity swaps. All creditors should be eligible 
to bid in favour of the swaps. 

Creditors may buy the public assets 

against the debts. If they do not buy the assets, 
then the government and the creditors should 
agree on the transfer of public debt to private 
buyers of the public assets. This mechanism 
will clear the public debts and also facilitate 
the privatisation process. 

Or, interest-bearing bonds could be 
replaced with government investment 
certificates, taking into account the debt 
service for the elapsed period. In performing 
debt equity swaps, the proportion of shares to 
be owned by individual banks or a syndicate 
may be worked out when the form is indebted 
to multiple creditors. 

Real estate loans may be negotiated in 
terms of decreasing participation in such a 
way that debt service becomes part of the rent 
on a property. 

None of the above mechanisms alone can 
replace interest-based mechanisms. However, 
their application, tailored with a flexibility to 
meet each contract 's unique needs, will 
collectively lead to a smooth transition from 
an interest-bearing to an interest-free 
financial system. 



Government Deficits and 
Private Sector Borrowing 

F A H I M K H A N AND M O N Z E R K A H F 

Having to make up deficiencies in the national 
budget is nothing new, and although it is a 
constant headache for countries world-wide, it 
is a part icular n ightmare for developing 
countries, amongst whom most Muslim States 
must be included. 

T h e problem is aggravated the more 
socially and ethically aware a poor country's 
government becomes. Because as it increases 
its contributions to the welfare and security of 
its people, so its already high budget deficit is 
almost bound to worsen even more. 

However there are three Islamic financial 
options which might be available to Muslim 
governments for meet ing these perennial 
budget deficits. 

After a brief look at the role the Prophet 
Muhammed himself played in organising both 
the collection of revenue and its expenditure, 
the authors examine separately the following 
Islamic financial concepts: 

1 Economising on or Reducing Government 
Expenditure. 

2 Mobilising Funds from the Private Sector. 
3 T h e Need for Developing Financing 

Instruments for those Governments which 
have Secondary Markets. 

The Formative Days 
T h e Prophet himself did not become involved 
in raising fiinds to meet public expenditures, 
nor did he establish a Bait al-Maal in 

anticipation of such expenditures. In his 
constitutional document on how relationships 
between the different tribal and religious 
factions in A1 Madinah should be organised, 
he did, however, outline how much money he 
estimated his community would need for such 
mat ters as defence, f ree ing captives and 
helping those in severe debt. At the same 
time, he emphasised the collective 
responsibility of all members of a community 
for meeting priority expenses. T h e Jewish 
community in A1 Madinah was expected to 
raise its own share of the overall defence 
budget. 

All wars, helping the destitute, support ing 
those who devote their lives to learning or to 
State Missions {Ahl Al-Suffah), and the 
construction of mosques, were all financed by 
voluntary contributions. For his part , the 
Prophet reserved the income f rom the 
orchards bequeathed to him by Mukhairiq 
both for the personal expenses of his family 
and for the purchase of arms. Once the land 
of Khaibar was conquered, he also used to 
assign some of the tribute received to the 
payment of certain State expenditures. T h e 
Qur 'an itself says that fay - property received 
f rom enemies who sur rendered without 
fighting - should belong both to the Prophet 
and to a few categories of needy individuals 
(59.7). T h e Prophet is known on occasion to 
have used what was left of fay for certain State 
expenditures, especially for defence purposes. 



Cutting Down on Government Expenditure 
When the decision to reduce expenditure is 
taken, some governments simply decide to 
drop certain activities or projects they had 
intended to undertake. This is not always so 
easy in developing countries as it may mean 
either slowing down urgently - needed 
development, or even depriving the 
population of certain basic needs, such as 
education, health and water - all social 
obligations which Islamic governments would 
feel they must fulfil for their fellow 
countrymen. 

The reduction of waste, although also 
desirable from a Muslim's point of view, is 
unlikely to be enough to bridge the gap 
between revenue and expenditure. 
Nevertheless, the opportunity to p rune 
effectively should never be passed over. 

Privatisation 
Any activities which do not suffer f rom 
deleterious social or macro-economic 
implications may be considered for transfer to 
the private sector to ease the burden on the 
national treasury. Privatisation of health or 
education, though, may not be desirable in an 
economy where there are extremes of 
inequality in income and wealth, and where a 
substantial part of the population is close to, 
or below, the poverty hne. 

Mobilisation of Additional Resources 
Extra funds may be acquired in at least two 
ways. Firstly, the government may offer equity 
in its projects to individuals either at home or 
abroad. Such courses, however, must 
realistically be confined to schemes which 
should generate incomes and/or profits. 
Unfortunately, many government activities, if 
they are to remain socially acceptable, do not 
fall into this category . 

Secondly, the government can borrow 
from two main sources, that is, from home and 
abroad. On the domestic financial market two 
potential sources of income exist: individuals 
and commercial banks in the private sector, 
and the Central Bank. Overseas, both ex-
patriots and foreigners may be approached, as 

may foreign commercial banks and the 
international monetary and development 
financial institutions. It has to be pointed out, 
though, that in each case, initially at least, 
loans are likely to be given on an interest-free 
basis. 

There is no reason, however, why 
borrowing at home from the Central Bank 
cannot be carried out on a non-Riba (or non-
interest) basis. The problem with dealing with 
the Central Bank, though, is that since that 
institution can lend only by creating high-
powered money, the government has to be 
careful only to indulge in limited borrowing in 
order not to create excessive inflation in the 
economy. 

T h e main recourse for governments, 
therefore, should be to borrow from the 
private sector. The trouble is that for the 
moment , many private lenders in most 
Muslim countries would still expect interest 
paid on their loans, something Islamic 
governments are now trying to avoid. Let us 
make it clear that loans between Islamic 
governments and Islamic individuals and 
institutions at least, should either be interest-
free or secured through interest-free Islamic 
financial instruments. 

Mobilising Private Funds 
Academic circles generally subscribe to two 
broad methods of financing government 
deficit. The mobilisation of private sector 
funds for income-generating enterprise on 
the basis of profit-sharing and the creation of 
money for the financing of other activities. 

On the whole, however, in practice, 
governments tend to place more reliance on 
the straightforward creation of money to meet 
any outstanding deficit. Siddiqui, for example, 
in 1986, recommended that money should 
really be created for the financing of the 
income-generating sector, on the grounds that 
the low returns and long periods of gestation 
in typical government enterprises might not 
attract private sector resources on a profit-
sharing basis. Siddiqui did, however, warn that 
money creation should not be used for 
financing such public expenditure if it did not 



result in any addition to marketable goods 
and services. 

Again, in 1980, the Council of Islamic 
Ideology of Pakistan suggested that the 
borrowing requirement of a government 
would have to be met largely from the Central 
Bank on an interest-free basis. The Council 
further recommended that the Central Bank 
might well provide the government with the 
necessary funding through medium-and long-
term loans. But as a rider, it did warn that if 
the injection of the high-powered Central 
Bank money into the economy were to be kept 
within safe limits, not enough choice might be 
left to the government in its search for money 
to cover its deficits. T h e council finally 
approved the use of profi t-sharing 
instruments to finance only such activities as 
might generate either profits or incomes or 
preferably both. 

What is Riba? 
An interesting study has been made by the 
International Institute of Islamic Economics 
of the International University of Islamabad 
(IIIE), which discusses and analyses the 
question raised by the then Pakistani Minister 
of Finance in his budget speech in 1984 on 
deficit financing, in which he posed a number 
of pertinent queries on the actual and true 
interpretation of Riba. 

Does interest paid on money borrowed by 
governments from banks wholly-owned by 
them, or interest recovered by them from 
loans made to the public sector corporations 
owed by it, constitute Riba? Should any reward 
or return paid by governments to savers who 
make their money available to the nation also 
be regarded as Riba? 

If a fixed return on the government-
saving scheme is incompatible with the Sharia, 
would it be all right, if, instead of a fixed 
return, savers were paid a return related to the 
nominal growth registered by the economy as 
a whole, or the profit realised by any 
under taking to which savers' funds were 
specifically allocated by the government? And 
lastly, how should savers be compensated for 
any deteriorat ion in the value of their 

investments owing to domestic inflation? 
To this end, the IIIE Study of 1984 

regarded Riba in general as any return on 
government borrowing other than those 
based on the principle of profit-sharing for 
income-generating activities. 

Clearing Deficits 
This study also recommended the following 
approaches which Islamic governments might 
make to clearing financial deficits: A thorough 
scrutiny should be carried out of all public 
expenditure with a view both to eliminating all 
waste and cutting down relatively less essential 
expenditure. Government requirements for 
funds should be reduced by bringing about 
greater parficipation by the public sector in 
both the productive and social sectors. In 
addition, governments should disinvest all 
such public undertakings as could legitimately 
be operated by the private sector, unless they 
are justified by overall public interest. 

Considerable scope also exists for 
enhancing the participation of the private 
sector in the fields of social welfare: and the 
institution of awqaf, which played such a 
prominent role in social welfare activities in 
the early Islamic period, should also be 
revitalised. 

Interest-free government bonds could be 
floated and suitable tax incentives might be 
provided to induce people to invest in them. 
Additional resources might be raised by 
widening the tax base and reducing tax 
evasion through appropriate reform in the tax 
system. Mudaraba bonds might further be 
issued offering a reasonable return. 

People should be motivated to cultivate 
the spirit of self-sacrifice for worthy causes, 
such as the strengthening of the country's 
defence capability through citizens offering a 
part of their savings to the government on an 
interest-free basis. At the same time, the 
utmost effort should be made to avoid 
excessive borrowing from the banking system, 
a course that only leads to inflation, and at the 
same time militates against the Islamic 
objectives of justice and equity. 

And since an increased resort to the banks 



tends to push up the rate of monetary 
expansion, it would be advisable to scrutinise 
the use that is currently being made of overall 
bank resources by both private and public 
sector enterprises, and consequently reduce 
their reliance on the banking system for 
relatively less essential uses. 

Still More Imagination Needed 
These approaches, though, in our opinion, 
however valid they might be, provide only 
limited options for financing government 
deficits. The growing needs of government 
expenditure, particularly in developing 
countries with ambitious development plans, 
dictate that even more dynamic and flexible 
sources of financing be found. What is 
especially lacking in many Muslim 
administrations is that despite a lot of 
emphasis on how the private sector might get 
involved, not a lot of work has been done on 
how to tap its real potential. 

We would suggest two main ways in which 
this might be done. Firstly, private companies 
can become involved. On the one hand, these 
enterprises can construct infrastructures 
needed by the government, and provide them 
on a rental basis, or on the basis of Murabaha, 
with deferred or instalment payments, and on 
the other hand, they can produce or acquire 
goods needed by the government and sell 
these products to it, also on a mark-up 
(Murabaha) basis. 

The government can also establish special 
companies in the public or private sectors to 
supply it with goods, equipment, 
infrastructure or services on a deferred 
payment basis. These companies may in fact 
undertake services usually paid from the 
current budget, such as city cleaning, 
maintenance works, the provision of 
education and health etc. These schemes 
could be financed by Mudaraba and 
Musharaka certificates issued to the public 
under specific regulations. 

Secondly, the contemporary experience of 
developed countries suggests that the 
mobilisation of resources through negotiable 
instruments is more efficient and dynamic 

than seeking direct loans or equities. For it 
certainly is possible to have Islamic negotiable 
financial instruments to finance government 
needs. The experience of the use of the 
National Investment Trust Unit in Pakistan is 
a good example of such a successful venture. 

Financial Instruments 
Financial instruments have played an 
important role in the development of the 
industrialised countries, and have been a 
means of channell ing more funds into 
primary markets for capital accumulation. 
They also help towards overall expansion in 
the supply of financial resources. 

Secondary financial markets are 
important because they allow individual 
purchasers of claims to adjust their portfolios 
at will to take into account new information 
and changes in general market conditions in 
their attitudes towards risks. They also enable 
purchasers to adjust their liquidity positions 
and convert their claims into cash whenever 
the need arises. 

They are also more a source of resource 
mobilisation than the sole seeking of direct 
investments or borrowing in the primary 
markets, and are important for both the 
private and public sectors. For governments 
may not always be able to mobilise enough 
resources through primary markets alone. 

If Muslim governments are to make up 
their budget deficits through Islamically -
approved monetary methods, yet at the 
same time avoid facing consistent financial 
problems, then they will have to start using 
Islamic financial ins t ruments . At the 
moment , most governments are using 
Treasury Bills of short- term maturity to 
finance many of their operat ing costs, but 
these are interest-bearing Bills, as are most 
bonds and securities. Islamic financial 
ins t ruments with secondary markets are 
more helpful in raising funds for long-term 
financing, as purchasers are not so worried 
about matching up their maturities with 
their time preferences. These markets also 
allow investors and savers to al ter the 
liquidity and risk composi t ion of their 



portfolios whenever they hke. 
Financial instruments are meant to be 

exchanged in what is usually known as a 
capital market, so government instruments 
have to be accepted in that medium. They 
have to have low-default risk and be highly 
marketable and income-yielding. Islamic 
instruments which fulfil both traditional and 
Sharia needs may be divided into two 
genera l activities: Income-Genera t ing 
Activities; and Social or Non- Income-
Generat ing activities. 

Financing Income-Generating Activities 
For f inancing income-generation, equity 
government activities may function as public 
enterprises and corporations whose shares can 
be quoted on the stock exchange as long as 
they are common stocks with no guaranteed 
income. The government may also issue some 
non-voting stocks for its corporat ion, 
a l though their dividends must still be 
determined in the same way as common stock. 

For medium-term financing, Mudaraba or 
Musharaka-based certificates may be used, the 
income from which can be a proportion of the 
income of the projects being undertaken by 
the government. Such certificates can be 
negotiable and therefore exchanged on a 
capital market. This opt ion may be 
successfully utilised in income-generat ing 
activities which cannot be used in the form of 
government sector corporations. In such 
service sectors as transport, communications, 
the mass media and tourism-related flinctions, 
the principal involved is that a portion of the 
net income of these projects should be 
appropriated whose hinds have been utilised 
along with those of the State. 

Private sector Mudaraba or Musharaka 
(M&M) instruments with a third-party 
guarantee follow along the usual M&M lines 
except that the government, instead of 
undertaking a particular activity, requests a 
private body to do it for them with M&M-
based certificates. Because the government 
then guarantees not only the face value of 
these, but also a minimum income on them, 
these certificates will have high marketability 

on the secondary markets. And because, at the 
same time, the fault-risk will be reduced, they 
will be given added credibility. 

Third-par ty guarantees will also 
encourage the private sector to enter funding 
operations they would otherwise have been 
shy of This method of guaranteeing, however, 
should only be used when there is proper 
economic justification, that is where the 
government has been obliged to enter into 
such contracts. Otherwise guarantees can lead 
to inefficiencies and abuse of the tax-payer's 
money. 

Infra-structure projects may be financed 
by leasing-based instruments. Here the 
government can mobilise resources for 
financing buildings or equipment, and can act 
as an agent of the owners (certificate-holders) 
in leasing these propert ies to both 
governmental and semi-governmental bodies. 
The rental value of these propei ties can then 
be shared by the certificate-holders. And even 
if the properties are leased back to the 
government itself, this still means that the 
burden on the national exchequer is being 
reduced, as the government will be mobilising 
the entire capital cost from the private sector 
and paying only the rental value of the capital. 

These leasing-based instruments can 
easily be negotiated on the market because 
they represent ownership of the real asset and 
they have a rental value attached to them. If 
rental values are reflecting the market rental 
values, this source of financing might prove to 
be more powerfiil in contemporary settings 
than straightforward M&M based certificates. 

As an extension of this concept, instead 
of issuing its own leasing-based certificates, 
the government can request the private 
sector to raise funds for it through leasing 
certificates for specific inf ra-s t ructure 
projects. For its own part , the government 
can then guarantee a fixed rate for the fixed 
assets with the leasing certificates. 

Trading-based instruments can be used 
in operations which involve the purchase or 
sale of specific goods, and which can be 
financed with certificates whose income can 
be the mark-up or profits being earned in 



the sale or purchase of the commodities 
involved. Again, like leasing-based 
instruments, this can be done through the 
private sector by the guaranteeing of a 
minimum income on these certificates. 

T h e above-ment ioned financial 
ins t ruments , especially the 
Mudaraba/Musharaka-based ones, can be 
allowed to be liquidated by the Central 
Bank. This bank may then buy these 
instruments on the basis of their market 
price, which should be related to the 
prof i t / rent involved. This possibility of 
purchase by the Central Bank will increase 
the instruments ' liquidity properties. 

Financing Social Sectors or Non Income-
Generating Activities 
Because, owing to social considerations many 
government activities are not meant to 
generate income, some of the above non-
income instruments such as leasing and trade 
type may be used for financing infra-structure, 
because the income generated is derived from 
the readiness of the government to pay rent or 
mark-up rather than from the income of the 
activities carried out by the government. 

Other instruments, however, which are 
based on Mudaraba and Musharaka cannot be 
used by the service sectors, since financial 
instruments will not be marketable unless 
there is an economic benefit in holding them. 
Four kinds of certificates may be suggested for 
the raising of funds to finance non-income 
generat ing activities: Istisna' and 
Ijarah/Ju'alah-based certificates; certificates 
carrying a commitment to deliver goods or 
services, or a combination of both, at a future 
date; and Foreign Exchange Certificates. 

Istisna certificates may be issued by either 
a branch of the government or a private sector 
body, and a government guarantee may also 
be added. Here, the difference between the 
cost projects and the deferred price for which 
they are sold to the government is shared out 
amongst the certificate-holders. The Sharia 
requirement can be met without difficulty, 
especially if a continuous flow of Istisna 
contracts is made possible by the proceeds of 

those certificates in such a way, that the 
majority of assets which are represented by the 
certificates are of non money/non-debt nature. 

Ijarah/Ju'alah-based certificates may be 
issued both by a government body and by a 
private sector one, and used for the provision 
of services to the government against deferred 
payment. The income of certificate holders 
derives from the difference between the actual 
cost and the price of contracted services, and 
may also be guaranteed by the government. 

Again, the Sharia further requires that 
there is a flow of these contracts for 
negotiability. Certificates selling 
goods/services with future delivery can be used 
to involve the private sector in several ways: 
The holders of specific service-bearing 
certificates can rely on being provided with a 
particular service at some time in the future. 
One example of this is the Hajj-Bearing 
Certificate, which can be issued in small 
denominations so that low-income people 
may be able to afford them in small batches 
until such a time as they have enough to be 
able to call on the government to pay for their 
trip to Makkah in full. 

These certificates can be negotiated on 
the market, and their price may vary from 
time to time depending on exchange rate 
fiuctuations, the cost of travel, the current 
Haj] policies, etc. They may also be issued for 
future needs in such fields as higher education 
or health. 

Specific goods/property-bearing 
certificates can be used to mobilise small 
savings to provide a house in the future once 
enough certificates have been collected. In 
view of rising construction costs and real 
estate prices these certificates could become 
highly marketable. 

A basket of goods/property-bearing 
certificates can be issued to purchase a basket 
of specified goods such as jewellery, clothing 
and furniture for the marriage of a child, or 
for old age. Sharia validation may be a moot 
point here, as their negotiability may depend 
on whether the goods in question are 
considered debts or shares. 



An Appropriate Exchange Rate Regime for Iran 

B I J A N B I N E S H A G H E V L I 

T h e issue of an appropriate exchange rate 
regime for Iran is a crucial one. T h e recent 
move to unify the muhiple exchange rates at a 
deprecia ted level was a critical step in 
removing entrenched distortions in the system 
and represented an important step towards 
economic reform. 

While the importance of this move cannot 
be over-emphasised, it would be folly to think 
that one single action can correct all the long-
standing distortions of the previous system. It 
is clear that a difficult adjustment period lies 
ahead for the Iranian government. 

Influence of Oil on the Economy 
Iran's economy is dominated by the oil sector, 
which is the main source of foreign exchange. 
Oil revenues have comprised about 90 per 
cent of total export earnings in recent years. 
The contribution of the oil sector to the 
budget had been substantially underestimated 
by the ex-official exchange rate, but, if 
converted into domestic currency at the 
parallel market rate, oil earnings would also 
account for the bulk of budgetary revenues. 

To the extent that such earnings accrue 
directly to the budget, the government is the 
principal agent for the channelling of oil 
resources into the economy. However, the 
budgetary appropr ia t ion of oil revenues 
through a highly distorted system of multiple 
exchange rates has resulted in a significant 
misallocation of resources. 

To gauge the magni tude of these 
distortions, it is impor tant to review the 
previous mult iple exchange ra te system. 
Under this system, the total supply of foreign 
exchange was provided in the following 
proportions: three-fifths was provided at the 
highly subsidised official rate of about 70 
riyals per US dollar; one fifth was provided at 
the less-subsidised competitive rate of about 
600 riyals per US dollar; and the remaining 
fifth was supplied to the market where the 
floating rate moved in the range of 1,400-
1,500 riyals pe r US dollar. T h e average 
weighted exchange rate was, therefore, about 
500 riyals per US dollar, or substantially below 
the fioadng rate. 

T h e overvaluation of the official exchange 
rate was partly reflected in a simultaneous 
underestimation of government imports and 
oil revenues in terms of domestic currency. 
This aspect of the multiple exchange rate 
system was mainly an account ing 
phenomenon in the sense that a different 
exchange rate would not allow the overall 
fiscal balance, although the under-valuation 
of foreign exchange is likely to have 
encouraged excessive government imports. 

A large amount of oil revenues, however, 
was allocated at the official and competitive 
exchange rates of public enterprises engaged 
in productive activities. These allocations 
represented an imphcit subsidy that was not 
reflected in the budget. The implicit exchange 



rate subsidies provided to public enterprises 
have created serious structural imbalances in 
the economy. Sizeable financial resources have 
been shifted to those activities that have been 
eligible for access to the official exchange rate, 
regardless of their economic merit. As 
demand for foreign exchange was insatiable at 
the unrealistically appreciated official rate, the 
Government had to rely on non-price 
mechanisms for allocating foreign exchange. 
These mechanisms promoted rent-seeking 
activities and corruption. The scale of these 
unproductive activities increased rapidly as 
expansionist fiscal and monetary policies 
fuelled inflation. 

Pressures on the Economy 
The result was a widening of the gap between 
the official and the floating rates, which, in 
turn, raised the implicit real subsidies to 
public enterprises, fur ther worsening the 
fiscal position and setting in motion an 
inflationary cycle. These macro-economic 
problems were exacerbated by the immense 
cost of the war with Iraq, trade sanctions and 
the freeing of Iranian assets, and the 
weakening of the oil market. Ultimately, 
increased pressure on the balance of payments 
and the associated short-term liquidity 
problems necessitated a fundamental reform 
of the exchange rate system. 

Short-term Management of Exchange Rate 
Policy 
An immediate decision that had to be made 
following the exchange rate unification was 
whether to devalue and then peg the rate, or 
adopt a flexible regime. The relative merits of 
these two options are dependent on a number 
of considerations. A pegged exchange rate 
regime, if supported by restrictive fiscal and 
monetary policies, has the advantage of 
providing an effective anchor for stabilising 
post-devaluation prices. A viable pegged 
regime, however, requires a comfortable level 
of international reserves to ward off 
speculative attacks on the currency. An under-
devaluation would result in a deterioration in 
the external position and require further 

devaluation that would undermine the 
credibility of the pegged regime. On the other 
hand, an over-devaluation would magnify the 
initial price j u m p and ignite a wage-price 
spiral. 

In the case of Iran, given the difficulties in 
containing budgetary expenditures following 
the large devaluation, it would have been 
difficult to ensure that financial policies would 
be sufficiently restrictive to rule out any 
further exchange rate adjustments. 

Furthermore, the uncertainties associated 
with the extent of the pass-through of the 
devaluation to domestic prices would make it 
extremely difficult to determine the market 
clearing exchange rate. In the absence of a 
large cushion of international reserves to 
defend the peg, the initial devaluation would 
have to err on the high side, with adverse 
infiationary consequences. 

By contrast, a flexible exchange rate 
regime would obviate the need either for large 
international reserves or for having to decide 
on the correct initial exchange rate. Under 
this system, the exchange rate could be 
adjusted in response to market forces. A 
complete free float, however, would have the 
disadvantage that speculative capital flows 
would give rise to volatile exchange rate 
movements. Taking all of these factors into 
account, the policy makers' strategy of 
adopt ing a managed float following the 
unification appears to have been the most 
pragmatic approach. 

Depreciation of the Riyal 
It is interesting to analyse rate developments 
following the unification. It could have been 
argued that the additional supply of foreign 
exchange directed to the fioating rate market 
would exceed the additional demand, as many 
importers who previously had access to the 
official rate would have to purchase foreign 
currency at a much higher price. 

Under these circumstances, there would 
be pressure for the floating exchange rate to 
appreciate. In the event, however, the floating 
rate depreciated after the exchange rate 
unification, as the government adjusted the 



rate in response to developments in the 
parallel market. 

The initial downward pressure on the 
exchange rate reflects a number of factors. On 
the supply side, the removal of the official 
exchange rate has eliminated the incentive for 
a re-channelling of foreign exchange through 
corrupt practices. Consequently, the 
additional supply of foreign exchange to the 
floating market is partly offset by the decline 
in supply through unofficial channels. 

On the demand side, there are indications 
that importers may have brought forward 
their purchases because of anticipated 
increases in tariffs owing to delayed 
adjustment of the exchange rate used for 
customs valuation purposes. Furthermore, 
demand for foreign exchange has risen owing 
to the concomitant relaxation of current 
account transactions, particularly for travel 
abroad. Finally, uncertainties regarding the 
new exchange rate system inevitably gave rise 
to speculative capital flows. These factors have 
contributed to the initial depreciation of the 
floating exchange rate. 

The more recent appreciation of the rate, 
however, suggests that some of these factors, 
particularly speculative capital outflows, may 
have been transitory, leading to an iniual 
overshooting of the rate. 

Supportive Financial Policies 
A crucial task following a devaluation is the 
formulation of fiscal and monetary policies 
designed to protect the improvement in 
external competitiveness. Unless the 
government is de termined to establish 
financial discipline, the beneficial effects of 
devaluation are short-lived. On the fiscal side, 
the elimination of the official exchange rate 
has removed an important source of subsidies 
to public enterprises. 

Consequently, many of these enterprises 
are likely to seek explicit budgetai-y support to 
offset their increased import costs (and 
foregone profits f rom foreign exchange 
transactions). To the extent that a major 
purpose of the devaluation has been to shift 
resources away from inefficient public 

enterprises, it is critical that such enterprises' 
demand for budgetary support be strongly 
resisted. 

More generally, the devaluation will 
greatly increase government oil revenues in 
domestic currency, as the conversion rate is 
changed from the official to the unified rate. 
Such a revenue increase will intensify 
pressures for increased government spending. 
To be sure, a significant increase in budgetary 
allocations will be required to meet the higher 
domestic costs of government imports. 

However, every effort should be made to 
economise on foreign exchange utilisadon on 
the basis of the more realistic pricing of 
imports. It should be remembered that the 
previous overvaluation of the exchange rate 
was a direct result of inflationai-y financial 
policies. The devaluation will, therefore, be 
successful only if it is supported by a 
significant improvement in Iran's overall fiscal 
position. 

Inflationary Pressures 
A consolidation of Iran's fiscal position will 
greatly facilitate the conduct of monetary 
policy. Nevertheless, the short-term 
formulation of monetary policy is complicated 
by the devaluation-induced rise in domestic 
prices. This upward adjustment in prices, 
which should be separated from the 
underlying rate of inflation, is the main 
conduit for channelling the desired effects of 
devaluation into the economy. 

By raising the pr ice of tradable goods 
relative to non-tradable goods, devaluation 
shifts aggregate supply in the direction of 
tradable goods and demand in the direction 
of non-tradable goods, thereby helping to 
improve the external position. 

Given the extent of previous distortions in 
Iran's exchange rate system and the size of the 
devaluation, the price adjustments are likely 
to be sizeable. In the short term, monetary 
policy needs to strike a balance between 
alleviating the contradictory impact of 
devaluation and continuing inflationary 
pressures. The devaluation induced price 
increases, resulting in the decline in real 



balances, and domestic demand. The price 
adjustment must be taken into account to 
avoid either a credit crunch or an acceleration 
of the underlying inflation rate. However, it 
must be remembered that it is always easier to 
relax the monetary stance, should there be 
indications of a credit squeeze, than to 
dampen inflationary pressures, and so 
monetary policy should err on the 
conservative side. 

The experience of other countries 
undertaking large devaluations suggests that 
some output contraction in the short-term 
may be unavoidable, given the need to 
maintain a tight monetaiy stance. However, 
the impact of a tight credit policy on the 
expansion of the private sector would be 
alleviated by ensuring that credit to the public 
sector does not pre-empt private demand. 
Strong fiscal discipline, is, thus, a prerequisite 
for avoiding a credit squeeze in the private 
sector. 

While financial policies should be geared 
to containing underlying inflation, it is equally 
important that the impact of devaluation be 
passed through to domestic prices so that the 
industrial sector can develop new and 
competitive industries and so increase 
employment opportunit ies. Unfortunately, 
such a restructuring of the economy cannot 
take place quickly, and at the same time there 
will be pressures on the government in the 
shape of an immediate increase in the cost of 
imports, and resistance from those who were 
reaping large rewards f rom the earlier 
exchange rate system. 

The Fixed Versus Flexible Debate 
Economic thinking on fixed versus flexible 
exchange rates has tended to concentrate on 
the relative effectiveness of the two regimes in 
meet ing two objectives: maintaining 
international competitiveness and 
establishing price stability. 

Proponents of fixed exchange rates have 
argued that this regime provides an effective 
anchor for price stability by imposing 
financial discipline on the government. 
Indeed, a case can be made that, when the 

authorities are genuinely de termined to 
establish financial discipline, a public 
commitment to a fixed exchange rate 
enhances confidence and facilitates the task of 
stabilising prices. 

However, it should be emphasised that a 
fixed exchange rate does not in itself impose 
financial discipline. There are many examples 
of countries, including Iran, which have 
maintained a fixed exchange rate, but have 
not adhered to the requisite financial policies. 
In these cases, the resulting deterioration in 
external competitiveness has retarded growth 
and worsened the balance of payments 
position, ultimately forcing a devaluation. The 
more expansionary the financial policies, and 
the longer the period of a fixed exchange rate, 
the larger the eventual devaluation. 

A fixed regime, by definition, precludes 
the use of the exchange rate as an instrument 
of external adjustment. Consequently, when 
the economy is subjected to a shock, the only 
available course of action is to rely on financial 
policies to bring about the required 
adjustment. 

Developing countries are particularly 
vulnerable to sudden shifts in their external 
terms of trade. To the extent that these 
countries are price takers in the market for 
both exports and imports, their external 
terms of trade are determined independently 
of their exchange rate. In the event of a sharp 
deterioration in the external terms of trade, 
an exchange rate adjustment would be 
required to alter the internal terms of trade so 
as to bring about the necessary shift of 
resources into the traded goods sector and 
correct the external imbalance. 

To rely solely on contradictory financial 
policies to adjust the internal terms of trade 
through a reduction in the price of goods not 
for trading, would require considerable 
adjustment time and would result in a severe 
recession. In contrast, the correction of the 
relative process through an exchange rate 
adjustment would be considerably less costly. 

A variant of this argument is that a flexible 
regime would free monetary policy to cope 
with domestic objectives, leaving the exchange 



rate to deal with external imbalance. This 
argument, however, has been challenged in 
recent years. First, the experience of the 
industrial countries with floating regimes has 
demonstrated that, in the presence of capital 
flows, it would not be possible to ignore the 
impact of domestic policies on exchange rate 
movements. 

The second point that is particularly 
pertinent to the developing countries is that it 
is not at all clear that under a flexible regime, 
the authorities would effectively use their 
independence in policy-making to achieve 
their domestic objectives. Indeed, freed from 
external constraints, the authorities might rely 
even more extensively on large fiscal 
expansion financed through inflation tax. 

A compromise would be to adopt a flexible 
exchange rate, but to implement restrictive 
financial policies to ensure that both the 
exchange rate and the domestic prices are 
kept relatively stable. This would provide a 
sound basis for sustained non-inflationary 
growth over the medium term and provide 
adequate flexibility to cope with external 
shocks. 



Islamic Contracts for Currency Exchange 

M U H A M A D O B A I D U L L A H 

The Basic Exchange Contracts 
There is a general consensus among Islamic 
jurists on the view that currencies of different 
countries can be exchanged on a spot basis at 
a rate different from unity, since currencies of 
different countries are distinct entities with 
different values or intrinsic worth and 
purchasing power. There also seems to be a 
general agreement a m o n g a majori ty of 
scholars on the view that currency exchange 
on a forward basis is not permissible, that is, 
when the rights and obligations of both 
parties relate to a future date. However, there 
is considerable difference of opinion among 
jurists when the rights of either one of the 
parties, which is the same as the obligations of 
the counterparty, is deferred to a hiture date. 

To elaborate, let us consider the example 
of two individuals, A and B, who belong to two 
different countries, India and US respectively. 
A intends to sell Indian rupees and buy U.S. 
dollars. T h e converse is true for B. The 
rupee-dollar exchange rate agreed upon is 
1:20 and the transaction involves buying and 
selling of $50. T h e first situation is that A 
makes a spot payment of Rs 1000 to B and 
accepts payment of $50 f rom B. T h e 
transaction is settled on a spot basis from both 
ends. Such transactions are valid and 
Islamically permissible. There are no two 
opinions about this. 

The second possibility is that setdement of 
the transaction from both ends is deferred to 

a future date, say to six months later. This 
implies that both A and B would make-and 
accept payment of Rs 1000 or $50, as the case 
may be, after six months. The predominant 
view is that such a contract is not Islamically 
permissible. A minority view considers it 
permissible. T h e third scenario is that the 
transaction is partly settled from one end only. 
For example, A makes a payment of Rs 1000 
now to B in lieu of a promise by B to pay $50 
to him after six months. Alternatively, A 
accepts $50 now from B and promises to pay 
Rs 1000 to him after six months. There are 
diametrically opposi te views on the 
permissibility of such contracts, which amount 
to bai-salam in currencies. 

The purpose of this paper is to present a 
comprehensive analysis of various arguments 
in support of, and against, the permissibility 
of these basic contracts involving currencies. 
T h e first fo rm of contract ing, involving 
exchange of countervalues on a spot basis, is 
beyond any kind of controversy. Permissibility 
or othei-wise of the second type of contract, in 
which delivery of one of the countervalues is 
defer red to a fu ture date, is generally 
discussed in the f ramework of riba 
prohibi t ion. Accordingly, we discuss this 
contract in detail in the section dealing with 
the issue of prohibition of riba. Permissibility 
of the third form of contract, in which delivery 
of both the countervalues is deferred, is 
generally discussed within the framework of 



reducing risk and uncertainty (ghamr) 
involved in such contracts. This, therefore, is 
the central theme of the section which deals 
with the issue of gharar. The final section 
attempts a holistic view of Sharia-related 
issues as also the economic significance of the 
basic forms of contracting in the currency 
market. 

The Issue of Riba Prohibition 
The divergence of views on the permissibility 
or otherwise of exchange contracts in 
currencies can be traced primarily to the issue 
of riba prohibition. The need to eliminate riba 
in all forms of exchange contracts is of utmost 
importance. Riba in its Sharia context is 
generally defined as an unlawful gain derived 
from the quantitative inequality of the 
countervalues in any transaction purport ing 
to effect the exchange of two or more species 
(anwa), which belong to the same genus (jins) 
and are governed by the same efficient cause 
(ilia). Riba is generally classified into riba al-
fadl (excess) and riba al-nasia (deferment) 
which denote an unlawful advantage by way of 
excess or deferment respectively. Prohibition 
of the former is achieved by a stipulation that 
the rate of exchange between the objects is 
unity and no gain is permissible to either 
party. The latter kind of riba is prohibited by 
disallowing deferred settlement and ensuring 
that both the parties settle the transaction on 
the spot. Another form of riba is called riba 
al-jahiliyya, or pre-Islamic riba, that surfaces 
when the lender asks the borrower on the 
maturity date if the latter would settle the debt 
or increase the same. 

The prohibition of riba in the exchange 
of currencies belonging to different countries 
requires a process of analogy (qiyas). And in 
any such exercise involving analogy {qiyas), 
efficient cause {ilia) plays an extremely 
important role. It is a common efficient cause 
{ilia), which connects the object of the analogy 
with its subject, in the exercise of analogical 
reasoning, The appropriate efficient cause 
{ilia) in the case of exchange contracts has 
been variously defined by the major schools of 
fiqh (law). This difference is reflected in the 

analogous reasoning for paper currencies 
belonging to different countries. 

A question of considerable significance in 
the process of analogous reasoning relates to 
the comparison between paper currencies and 
gold and silver. In the early days of Islam, 
gold and silver performed all the functions of 
money {thaman). Currencies were made of 
gold and silver with a known intrinsic value 
(quantum of gold or silver contained in them). 
Such currencies are described as thaman haqiqi, 
or naqdain in fiqh literature. These were 
universally acceptable as the principal means 
of exchange, accounting for a large part of 
transactions. Many other commodities, such 
as various inferior metals, also served as 
means of exchange, but with limited 
acceptability. These are described as fals in 
fiqh literature. These are also known as 
thaman istalahi because of the fact that their 
acceptability stems not from their intrinsic 
worth, but from the status accorded them by 
the society during a particular period of time. 

The above two forms of currencies have 
been treated very differently by early Islamic 
jurists from the standpoint of permissibihty of 
contracts involving them. The issue that 
needs to be resolved is whether the present-
age paper currencies fall under the former 
category or the latter. One view is that these 
should be treated on a par with thaman haqiqi, 
or gold and silver, since they serve as the 
principal means of exchange and unit of 
account like the latter. Hence, by analogous 
reasoning, all the Sharia-related norms and 
injunctions applicable to thaman haqiqi should 
also be applicable to paper currency. 
Exchange of thaman haqiqi is known as bai-sarf 
and hence, the transactions in paper 
currencies should be governed by the Sharia 
rules relevant for bai-sarf. The contrary view 
asserts that paper currencies should be treated 
in a manner similar to fals or thaman istalahi, 
because of the fact that their face value is 
different from their intrinsic worth. Their 
acceptability stems from their legal status 
within the domestic country or their global 
economic importance (as in case of US 
dollars, for instance). 



S Y N T H E S I S OF A L T E R N A T I V E V I E W S 

Analogical Reasoning (Qiyas) for Riba 
Prohibition 
The prohibition of riba is based on the 
tradition that the Holy Prophet (peace be 
upon him) said, "Sell gold for gold, silver for 
silver, wheat for wheat, barley for barley, date 
for date, salt for salt, in the same quantities on 
the spot; and when the commodities are 
different, sell as it suits you, but on the spot." 
Thus, the prohibition of riba applies primarily 
to the two precious metals (gold and silver) 
and four other commodities (wheat, barley, 
dates and salt). It also applies, by analogy 
{qiyas), to all species which are governed by the 
same efficient cause {ilia) or which belong to 
any one of the genera of the six objects cited 
in the tradition. However, there is no general 
agreement among the various schools of fiqh 
or even scholars belonging to the same school 
on the definition and identification of efficient 
cause {ilia) of riba. 

For the Hanafis, the efficient cause {ilia) of 
riba has two dimensions: the exchanged 
articles belong to the same genus ijins)-, these 
possess weight {wazan) or measurability 
{kiliyya). If in a given exchange, both the 
elements of efficient cause {ilia) are present, 
that is, the exchanged countervalues belong to 
the same genus {jins) and are all weighable or 
all measurable, then no gain is permissible 
(the exchange rate must be equal to unity) and 
the exchange must be on a spot basis. In the 
case of gold and silver, the two elements of 
efficient cause {ilia) are unity of genus {jins) 
and weighability. This is also the Hanbali view 
according to one version. (A different version 
is similar to the Shafi' and Maliki view, as 
discussed below). Thus, when gold is 
exchanged for gold, or silver is exchanged for 
silver, only spot transactions without any gain 
are permissible. It is also possible that in a 
given exchange, one of the two elements of 
efficient cause {ilia) is present and the other is 
absent. For example, if the exchanged articles 
are all weighable or measurable but belong to 
a different genus {jins) or, if the exchanged 
articles belong to same genus {jins), but 

neither is weighable nor measurable, then 
exchange with gain (at a rate different from 
unity) is permissible, but the exchange must 
be on a spot basis. Thus, when gold is 
exchanged for silver, the rate can be different 
from unity but no deferred settlement is 
permissible. If none of the two elements of 
an efficient cause {ilia) of riba are present in a 
given exchange, then none of the injunctions 
for riba prohibition apply. Exchange can take 
place with or without gain and both on a spot 
or deferred basis. 

Considering the case of exchange 
involving paper currencies belonging to 
different countries, riba prohibition would 
require a search for an efficient cause {ilia). 
Currencies belonging to different countries 
are clearly distinct entities. These are legal 
tender within specific geographical 
boundaries with different intrinsic worth or 
purchasing power. Hence, a large majority of 
scholars perhaps rightly assert that there is no 
unity of genus {jins). Additionally, these are 
neither weighable nor measurable. This leads 
to the conclusion that neither of the two 
elements of efficient cause {ilia) of riba exists 
in such exchange. Hence, the exchange can 
take place free from any injunction regarding 
the rate of exchange and the manner of 
settlement. The principle underlying this 
position is not difficult to comprehend. The 
intrinsic worth of paper currencies belonging 
to different countries differs, as these have 
different purchasing power. Additionally, the 
intrinsic value or worth of paper currencies 
cannot be identified or assessed, unlike gold 
and silver, that can be weighed. Hence, 
neither the presence of riba al-fadl (by excess), 
nor riba al-nasia (by deferment) can be 
established. 

The Shafi' school of fiqh considers the 
efficient cause {ilia) in the case of gold and 
silver to be their property of being currency 
{thamaniyya) or the medium of exchange, unit 
of account and store of value. This is also the 
Maliki view. According to one version of this 
view, even if paper or leather is made the 
medium of exchange and is given the status of 
currency, then all the rules pertaining to 



naqdain, or gold and silver, apply to them. 
Thus, according to this version, exchange 
involving currencies of different countries at a 
rate different from unity is permissible, but 
must be settled on a spot basis. Another 
version of the above two schools of thought is 
that the above-cited efficient cause (ilia) of 
being currency (thamaniyya) is specific to gold 
and silver, and cannot be generalised. That is, 
any other object, if used as a medium of 
exchange, cannot be included in their 
category. Hence, according to this version, 
the Sharia injunctions for riba prohibition are 
not applicable to paper currencies. 
Currencies can be exchanged with or without 
gain and both on a spot or deferred basis. 

Proponents of the earlier version cite the 
case of exchange of paper currencies 
belonging to the same country in defence of 
their version. The consensus opinion of jurists 
in this case is that such exchange must be 
without any gain or at a rate equal to unity 
and must be settled on a spot basis. What is 
the rationale underlying the above decision? 
If one considers the Hanafi and the first 
version of Hanbali positions, then, in this 
case, only one dimension of the efficient cause 
(ilia) is present, that is, they belong to the 
same genus (jins). But paper currencies are 
neither weighable nor measurable. Hence, 
Hanafi law would apparently permit exchange 
of different quantities of the same currency on 
a spot basis. Similarly if the efficient cause of 
being currency {thamaniyya) is specific only to 
gold and silver, then Shafi' and Maliki law 
would also permit the same. Needless to say, 
this amounts to permit t ing riba-based 
borrowing and lending. This shows that, it is 
the first version of the Shafi' and Maliki 
thought which underl ies the consensus 
decision of prohibition of gain and deferred 
sett lement in the case of exchange of 
currencies belonging to the same country. 
According to the proponents, extending this 
to the exchange of currencies of different 
countries would imply that exchange with gain 
or at a rate different from unity is permissible 
(since there is no unity oijins), but settlement 
must be on a spot basis. 

Comparison between Currency Exchange 
and Bai-Sarf 
Bai-sarf is defined in fiqh literature as an 
exchange involving thaman haqiqi, defined as 
gold and silver, which served as the principal 
medium of exchange for almost all major 
transactions. Proponents of the view that any 
exchange of currencies of different countries 
is the same as bai-sarf argue that in the 
present age, paper currencies have effectively 
and completely replaced gold and silver as the 
medium of exchange. Hence, by analogy, 
exchange involving such currencies should be 
governed by the same Sharia rules and 
injunctions as bai-sarf It is also argued that if 
deferred settlement by either party to the 
contract were permitted, this would open the 
possibilities of riba al-nasia. 

Opponen t s of the categorisation of 
currency exchange with bai-sarf, however, 
point out that the exchange of all forms of 
currency {thaman) cannot be termed as bai-
sarf According to this view, bai-sarf implies 
exchange of currencies made of gold and 
silver {thaman haqiqi or naqdain) alone and not 
to money pronounced as such by the state 
authorities {thaman istalahi). The present age 
currencies are examples of the latter kind. 
These scholars find support in those writings 
which assert that if the commodities of 
exchange are not gold or silver, (even if one of 
these is gold or silver), then the exchange 
cannot be termed as bai-sarf. Nor would the 
stipulations regarding bai-sarf be applicable to 
such exchanges. According to Imam 
Sarakhshi, "when an individual purchases fab 
or coins made out of inferior metals, such as 
copper {thaman istalahi) for dirhams {thaman 
haqiqi) and makes a spot payment of the latter, 
but the seller does not have fals at that 
moment, then such exchange is permissible... 
taking possession of commodities exchanged 
by both parties is not a precondition" (while in 
the case of bai-sarf, it is). A number of similar 
references exist which indicate that jurists do 
not classify an exchange o f f a l s {thaman istahali) 
for another fals {thaman istalahi) or gold or 
silver {thaman haqiqi), as bai-sarf 

Hence, the exchanges of currencies of two 



different countries, which can only qualify as 
thaman istalahi, cannot be categorised as bai-
sarf Nor can the constraint regarding spot 
settlement be imposed on such transactions. 
It should be noted here that the definition of 
bai-sarf is provided in fiqh literature and there 
is no mention of the same in the holy 
traditions. The traditions mention Riba, and 
the sale and purchase of gold and silver 
{naqdain), which may be a major source of 
riba, is described as bai-sarf by the Islamic 
jurists. It should also be noted that in fiqh 
literature, bai-sarf implies exchange of gold or 
silver only; whether these are currently being 
used as a medium of exchange or not. 
Exchange involving dinars and gold 
ornaments both qualify as bai-sarf Various 
jurists have sought to clarify this point and 
have defined sarf as that exchange in which 
both the commodities exchanged are in the 
nature of thaman, not necessarily thaman 
themselves. Hence, even when one of the 
commodities is processed gold (say, 
ornaments), such exchange is called bai-sarf 

Proponents of the view that currency 
exchange should be treated in a manner 
similar to bai-sarf also derive support from 
writings of eminent Islamic jurists. According 
to Imam Ibn Taimiya, "anything that performs 
the functions of a medium of exchange, unit 
of account and store of value is called thaman" 
(not necessarily limited to gold and silver). 
Similar references are available in the writings 
of Imam Ghazzali. As far as the views of Imam 
Sarakhshi are concerned regarding exchange 
involving fals, some additional points need to 
be taken note of In the early days of Islam, 
dinars and dirham made of gold and silver 
were mostly used as a medium of exchange in 
all major transactions. Only the minor ones 
were settled with fak. In other words, fals did 
not possess the characteristics of money or 
thamaniyya in full and was hardly used as a 
store of value or unit of account and was more 
in the nature of a commodity. Hence there 
was no restriction on purchase of the same for 
gold and silver on a deferred basis. The 
present-day currencies have all the features of 
thaman and are meant to be thaman only. The 

exchange involving currencies of different 
countries is the same as bai-sarf, with the 
difference of jins and hence, deferred 
settlement would lead to riba al-nasia. 

Dr Mohammed Nej'atullah Siddiqui 
illustrates this possibility with an example. He 
writes "In a given moment in time, when the 
market rate of exchange between dollar and 
rupee is 1:20, if an individual purchases $50 at 
the rate of 1.22 (settlement of his obligation in 
rupees deferred to a future date), then it is 
highly probable that he is, in fact, borrowing 
Rs 1000 now in lieu of a promise to repay Rs 
1100 on a specified later date. (Since, he can 
obtain Rs 1000 now, exchanging the $50 
purchased on credit at spot rate)." Thus, sarf 
can be converted into interest-based 
borrowing and lending. 

Defining Thamaniyya is the Key 
It appears f rom the above synthesis of 
alternative views that the key issue seems to be 
a correct definition of thamaniyya. For 
instance, a fundamental question that leads to 
divergent positions on permissibility relates to 
whether thamaniyya is specific to gold and 
silver, or can be associated with anything that 
performs the functions of money. We raise 
some issues below, which may be taken into 
account in any exercise in reconsideration of 
alternative positions. 

It should be appreciated that thamaniyya 
may not be absolute and may vary in degrees. 
It is t rue that paper currencies have 
completely replaced gold and silver as the 
medium of exchange, unit of account and 
store of value. In this sense, paper currencies 
can be said to possess thamaniyya. However, 
this is true for domestic currencies only and 
may not be true for foreign currencies. In 
other words, Indian rupees possess thamaniyya 
within the geographical boundaries of India 
only, and do not have any acceptability in the 
US. These cannot be said to possess 
thamaniyya in US unless a the US citizen can 
use Indian rupees as a medium of exchange, 
or unit of account, or store of value. In most 
cases such a possibility is remote. This 
possibility is also a function of the exchange 



rate mechanism, such as, convertibility of 
Indian rupees into US dollars, and whether a 
fixed or floating exchange rate system is in 
place. 

For example, assuming free convertibility 
of Indian rupees into US dollars and vice 
versa, and a fixed exchange rate system in 
which the rupee-dollar exchange rate is not 
expected to increase or decrease in the 
foreseeable future, thamaniyya of rupees in the 
US is considerably improved. The example 
cited by Dr Nej'atullah Siddiqui also appears 
quite robust unde r these circumstances. 
Permission to exchange rupees for dollars on 
a deferred basis (from one end, of course) at a 
rate different from the spot rate (official rate 
which is likely to remain fixed till the date of 
settlement) would be a clear case of interest-
based borrowing and lending. However, if the 
assumption of a fixed exchange rate is relaxed 
and the present system of fluctuating and 
volatile exchange rates is assumed to be the 
case, then it can be shown that the case of riba 
al-nasia breaks down. 

We rewrite his example, "In a given 
moment in time, when the market rate of 
exchange between dollar and rupee is 1: 20, if 
an individual purchases $50 at the rate of 1:22 
(settlement of his obligation in rupees 
deferred to a future date), then it is highly 
probable that he is, in fact, borrowing Rs 1000 
now in lieu of a promise to repay Rs 1100 on 
a specified later date. (Since, he can obtain Rs 
1000 now, exchanging the $50 purchased on 
credit at spot rate)". This would be so only if 
the currency risk is non-existent (exchange 
rate remains at 1:20) or is borne by the seller 
of dollars (buyer repays in rupees and not in 
dollars). If the former is true, then the seller 
of the dollars (lender) receives a 
predetermined return of ten per cent when he 
converts Rs 1100 received on the maturity 
date into $55 (at an exchange rate of 1:20). 
However, if the latter is true, then the return 
to the seller (or the lender) is not 
predetermined. It need not even be positive. 
For example, if the rupee-dollar exchange 
rate increases to 1:25, then the seller of the 
dollars would receive only $44 (Rs 1100 

converted into dollars) for his investment of 

Here two points are worth noting. First, 
when one assumes a fixed exchange rate 
regime, the distinction between currencies of 
different countries is diluted. The situation 
becomes similar to exchanging pounds with 
sterling (currencies belonging to the same 
country) at a fixed rate. Second, when one 
assumes a volatile exchange rate system, then 
just as one can visualise lending through the 
foreign currency market (mechanism 
suggested in the above example), one can also 
visualise lending through any other organised 
market (such as, for commodities or stocks.) If 
one replaces dollars by stocks in the above 
example, it would read as: "In a given moment 
in time, when the market price of stock X is Rs 
20, if an individual purchases 50 stocks at the 
rate of Rs 22 (settlement of his obligation in 
rupees deferred to a future date), then it is 
highly probable that he is, in fact, borrowing 
Rs 1000 now in lieu of a promise to repay Rs 
1100 on a specified later date. (Since, he can 
obtain Rs 1000 now, exchanging the 50 stocks 
purchased on credit at current price)." In this 
case too, as in the earlier example, returns to 
the seller of stocks may be negative if stock 
price rises to Rs 25 on the settlement date. 
Hence, just as returns in the stock market or 
commodity market are Islamically acceptable 
because of the price risk, so are returns in the 
currency market because of fluctuations in the 
prices of currencies 

A unique feature of thaman haqiqi of gold 
and silver is that the intrinsic worth of the 
currency is equal to its face value. Thus, the 
question of different geographical boundaries 
within which a given currency, such as dinar or 
dirham, circulates, is completely irrelevant. 
Gold is gold, whether in country A or country 
B. Thus, when the currency of country A made 
of gold is exchanged for the currency of 
country B, also made of gold, then any 
deviation of the exchange rate from unity or 
deferment of sett lement by either party 
cannot be permitted, as it would clearly 
involve riba al-fadl and also riba al-nasia. 
However, when the paper currency of country 



A is exchanged for the paper currency of 
country B, the case may be entirely different. 
The price risk (exchange rate risii), if positive, 
would eliminate any possibility of riba al-nasia 
in the exchange with deferred settlement. 
However, if the price risk (exchange rate risk) 
is zero, then such exchange could be a source 
of riba al-nasia if deferred settlement is 
permitted. 

Another point that merits serious 
consideration is the possibility that certain 
currencies may possess thamaniyya, that is, be 
used as a medium of exchange or a unit of 
account or store of value globally, within the 
domestic as well as foreign markets. For 
instance, the US dollar is legal tender within 
the US; it is also acceptable as a medium of 
exchange or unit of account for a large volume 
of transactions across the globe. Thus, this 
specific currency may be said to possess 
thamaniyya globally, in which case, jurists may 
impose the relevant injunctions on exchanges 
involving this specific currency to prevent riba 
al-nasia. The fact is that when a currency 
possesses thamaniyya globally, the economic 
units using this global currency as the medium 
of exchange, unit of account or store of value 
may not be concerned about risk arising from 
the volatility of inter-country exchange rates. 
At the same time, it should be recognised that 
a large majority of currencies do not perform 
the functions of money except within their 
national boundaries, where these are legal 
tender. 

Riba and risk cannot coexist in the same 
contract. The former connotes a possibility of 
returns with zero risk and cannot be earned 
through a market with positive price risk. As 
has been discussed above, the possibility of 
riba al-fadl or riba al-nasia may arise in 
exchange when gold or silver function as 
thaman; or when the exchange involves paper 
currency belonging to the same country; or 
when the exchange involves currencies of 
different countries following a fixed exchange 
rate system. The last possibility is perhaps un-
Islamic, since the price or exchange rate of 
currencies should be allowed to fluctuate 
freely in line with changes in demand and 

supply and also because prices should reflect 
the intrinsic worth or purchasing power of 
currencies. The foreign currency markets of 
today are characterised by volatile exchange 
rates. The gains or losses made on any 
transaction in currencies of different countries 
are justified by the risk borne by the parties to 
the contract. 

3. Possibility of Riba with Futures and 
Forwards 
So far, we have discussed views on the 
permissibility of bai salam in currencies, that 
is, when the obligation of only one of the 
parties to the exchange is deferred. What are 
the views of scholars on deferment of the 
obligations of both parties? Typical examples 
of such contracts are forwards and futures. 
According to a large majority of scholars, 
these are not permissible on various grounds, 
the most important being the element of risk 
and uncertainty (gharar) and the possibility of 
speculation of a kind that is not permissible. 
This is discussed in the next section. However, 
another ground for rejecting such contracts 
may be because of the prohibition of riba. In 
the preceding paragraph, we have discussed 
that bai salam in currencies with fluctuating 
exchange rates cannot be used to earn riba 
because of the presence of currency risk. It is 
possible to demonstrate that currency risk can 
be hedged or reduced to zero with another 
forward contract transacted simultaneously. 
And once risk is eliminated, the gain clearly 
would be riba. 

We modify and rewrite the same example: 
"In a given moment in time, when the market 
rate of exchange between dollar and rupee is 
1:20, if an individual purchases $50 at the rate 
of 1:22 (settlement of his obligation in rupees 
deferred to a future date), and the seller of 
dollars also hedges his position by entering 
into a forward contract to sell Rs 1100 to be 
received on the future date at a rate of 1:20, 
then it is highly probable that he is in fact, 
borrowing Rs 1000 now in lieu of a promise to 
repay Rs 1100 on a specified later date. (Since, 
he can obtain Rs 1000 now, exchanging the 
$50 purchased on credit at spot rate)." The 



seller of the dollars (lender) receives a 
predetermined return of ten per cent when he 
converts Rs 1100 received on the maturity 
date into $55 (at an exchange rate of 1:20) for 
his investment of $50 irrespective of the 
market rate of exchange prevailing on the 
date of maturity. 

Another simple possible way to earn riba 
may even involve a spot transaction and a 
simultaneous forward transaction. For 
example, the individual in the above example 
purchases $50 on a spot basis at the rate of 
1:20 and simultaneously enters into a forward 
contract with the same party to sell $50 at the 
rate of 1:21 after one month. In effect, this 
implies that he is lending Rs 1000 now to the 
seller of dollars for one month and earns an 
interest of Rs 50 (he receives Rs 1050 after one 
month. This is the typical buy-back or repo 
(repurchase) transaction so common in 
conventional banking. 

T H E I S S U E OF F R E E D O M FROM G H A R A R 

Definition 
Gharar, unlike riba, does not have a consensus 
definition. In broad terms, it connotes risk 
and uncertainty. It is useful to view gharar as 
a continuum of risk and uncertainty wherein 
the extreme point of zero risk is the only point 
that is well defined. Beyond this point, gharar 
becomes a variable and the gharar involved in 
a real life contract would lie somewhere on 
this continuum. Beyond a point on this 
continuum, risk and uncertainty, or gharar, 
becomes unacceptable. Jurists have attempted 
to identify such situations involving forbidden 
gharar. A major factor that contributes to 
gharar is inadequate information ijahl), which 
increases uncertainty. This is when the terms 
of exchange, such as price, objects of 
exchange, time of settlement etc. are not well 
defined. Gharar is also defined in terms of 
settlement risk or the uncertainty surrounding 
delivery of the exchanged articles. 

Islamic scholars have identified the 
conditions that make a contract uncertain to 
the extent that it is forbidden. Each party to 
the contract must be clear as to the quantity. 

specification, price, time and place of delivery 
of the substance of the contract. A contract, 
say, to sell fish in the river involves uncertainty 
about the subject of exchange and about its 
delivery, and hence, is not Islamically 
permissible. The need to eliminate any 
element of uncertainty inherent in a contract 
is underscored by a number of traditions. 

An outcome of excessive gharar or 
uncertainty is that it leads to the possibility of 
speculation of a variety which is forbidden. 
Speculation in its worst form is gambling. 
The Holy Qur'an and the traditions of the 
Holy Prophet explicitly prohibit gains made 
from games of chance which involve unearned 
income. The term used for gambling is maisir, 
which literally means getting something too 
easily, or getting a profit without working for 
it. Apart from pure games of chance, the Holy 
Prophet also forbade actions that generated 
unearned income without much productive 
effort. 

Here it may be noted that the term 
speculation has different connotations. It 
always involves an attempt to predict the 
outcome of an event. But the process may or 
may not be backed by collection, analysis and 
interpretation of relevant information. The 
former case is very much in conformity with 
Islamic rationality. An Islamic economic unit 
is required to assume risk after making a 
proper assessment of risk with the help of 
information. All business decisions involve 
speculation in this sense. It is only in the 
absence of information, or under conditions 
of excessive gharar or uncertainty, that 
speculation is comparable to a game of chance 
and is reprehensible. 

Gharar and Speculation in Futures and 
Forwards 
Considering the case of the basic exchange 
contracts highlighted in the first section, it 
may be noted that the third type of contract, 
where sett lement by both the parties is 
deferred to a future date, is forbidden, 
according to a large majority of jurists, on 
grounds of excessive gharar. Futures and 
forwards in currencies are examples of such 



contracts, under which two parties become 
obhged to exchange currencies of two 
different countries at a known rate at the end 
of a known time period. For example, 
individuals A and B contract to exchange US 
dollars and Indian rupees at the rate of 1: 22 
after one month. If the amount involved is 
$50 and A is the buyer of dollars then, the 
obligations of A and B are to make a payment 
of Rs 1100 and $50 respectively, at the end of 
one month. The contract is settled when both 
parties honour their obligadons on the future 
date. 

Traditionally, an overwhelming majority 
of Sharia scholars have disapproved such 
contracts on several grounds. The prohibition 
applies to all contracts where the obligations 
of both parties are deferred to a future date, 
including contracts involving exchange of 
currencies. An important objection is that 
such a contract involves the sale of a non-
existent object or of an object not in the 
possession of the seller This objection is 
based on several traditions of the Holy 
Prophet. There is a difference of opinion on 
whether the prohibition in the said traditions 
applies to foodstuffs or perishable 
commodides or to all objects of sale. There is, 
however, a general agreement on the view that 
the efficient cause (ilia) of the prohibition of 
sale of an object which the seller does not own, 
or of a sale prior to taking possession, or of a 
sale with the possible failure to deliver the 
goods purchased, is gharar. 

Is this efficient cause {ilia) present in an 
exchange involving future contracts in 
currencies of different countries? In a market 
with full and free convertibility or no 
constraints on the supply of currencies, the 
probability of failure to deliver the same on 
the maturity date should be no cause for 
concern. Further, the standardised nature of 
futures contracts and transparent operating 
procedures on the organised futures markets 
is believed to minimise this probability. Some 
recent scholars have opined in the light of the 
above that futures, in general, should be 
permissible. According to them, the efficient 
cause {ilia), that is, the probability of failure to 

deliver was quite relevant in a simple, 
primitive and unorganised market. It is no 
longer relevant in the organised futures 
markets of today. Such a contention, however, 
continues to be rejected by the majority of 
scholars. 

They underscore the fact that futures 
contracts almost never involve delivery by 
both pardes. On the contrary, pardes to the 
contract reverse the transaction and the 
contract is settled in price difference only. For 
example, in the above example, if the 
currency exchange rate changes to 1: 23 on 
the maturity date, the reverse transaction for 
individual A would mean selling $50 at the 
rate of 1:23 to individual B. This would imply 
A making a gain of Rs 50 (the difference 
between Rs 150 and Rs 100). This is exactly 
what B would lose. It may so happen that the 
exchange rate would change to 1:21 in which 
case A would lose Rs 50, which is what B would 
gain. This obviously is a zero-sum game in 
which the gain of one party is exactly equal to 
the loss of the other. This possibility of gains 
or losses (which theoretically can touch 
infinity) encourages economic units to 
speculate on the future direction of exchange 
rates. Since exchange rates fluctuate 
randomly, gains and losses are random and 
the game is reduced to a game of chance. 

There is a vast body of literature on the 
forecastability of exchange rates and a large 
majority of empirical studies have provided 
supporting evidence on the futility of any 
at tempt to make short-run predictions. 
Exchange rates are volatile and remain 
unpredictable, at least for the large majority of 
market pardcipants. Needless to say, any 
attempt to speculate in the hope of the 
theoretically infinite gains is, in all likelihood, 
a game of chance for such participants. While 
the gains, if they materialise, are in the nature 
of maisir, or unearned gains, the possibility of 
equally massive losses does indicate a 
possibility of default by the loser and hence, 
gharar. 

Risk Management in Volatile Markets 
Hedging, or risk reduction, adds to planning 



and managerial efficiency. The economic 
justification of futures and forwards is in terms 
of their role as a device for hedging. In the 
context of currency markets, which are 
characterised by volatile rates, such contracts 
are believed to enable the parties to transfer 
and eliminate risk arising out of such 
fluctuations. For example, modifying the 
earlier example, assume that individual A is 
an exporter from India to US who has already 
sold some commodities to B, the US importer, 
and anticipates a cash flow of $50 (which at 
the current market rate of 1:22 mean Rs 1100 
to him) after one month. There is a possibility 
that the US dollar may depreciate against the 
Indian rupee during the month, in which case 
A would realise a less amount of rupees for his 
$50 (e.g. if the new rate is 1:21, A would 
realise only Rs 1050). Hence, A may enter into 
a forward or future contract to sell $50 at the 
rate of 1:21.5 at the end of one month (and 
thereby realise Rs 1075) with any counterparty 
which, in all probability, would have 
diametrically opposite expectations regarding 
the future direction of exchange rates. In this 
case, A is able to hedge his position and, at the 
same time, forgoes the opportunity of making 
a gain if his expectations do not materialise 
and the US dollar appreciates against the 
Indian rupee (say, to 1:23, which implies that 
he would have realised Rs 1150, and not Rs 
1075, which he would realise now.) While 
hedging tools always improve planning and 
hence, performance, it should be noted that 
the intention of the contracting party -
whether to hedge or to speculate - can never 
be ascertained. 

It may be noted that hedging can also be 
accomplished with bai salam in currencies. As 
in the above example, exporter A, 
anticipating a cash inflow of $50 after one 
month and expecting a depreciation of the 
dollar, may go for a salam sale of $50 (with his 
obligation to pay $50 deferred by one month.) 
Since he is expecting a dollar depreciation, he 
may agree to sell $50 at the rate of 1: 21.5. 
There would be an immediate cash inflow in 
Rs 1075 for him. The question may be, why 
should the counterparty pay him rupees now 

in lieu of a promise to be repaid in dollars 
after one month? As in the case of futures, the 
counterparty would do so for profit, if its 
expectations were diametrically opposite, that 
is, it expected the dollar to appreciate. For 
example, if the dollar appreciates to I: 23 
during the one-month period, then it would 
receive Rs 1150 for Rs 1075 it invested in the 
purchase of $50. Thus, while A is able to 
hedge its position, the counterparty is able to 
earn a profit on the trading of currencies. 
The difference from the earlier scenario is 
that the counterparty would be more 
restrained in t rading because of the 
investment required, and such trading is likely 
to take the shape of rampant speculation. 

Summary and Conclusion 
Currency markets of today are characterised 
by volatile exchange rates. This fact should be 
taken note of in any analysis of the three basic 
types of contracts in which the basis of 
distinction is the possibility of deferment of 
obligations to the future. We have attempted 
an assessment of these forms of contracting in 
terms of the overwhelming need to eliminate 
any possibility of riba; and to minimise ^/zarar, 
jahl and the possibility of speculation of a kind 
akin to games of chance. In a volatile market, 
the participants are exposed to currency risk 
and Islamic rationality requires that such risk 
should be minimised, if not reduced to zero, 
in the interest of efficiency. 



Liquidity Requirements of Islamic Banks 

I M T I A Z A H M A D PERVEZ 

INTRODUCTION 

Liquidity is a highly complex phenomenon. It 
is almost impossible to assume correctly at any 
time the Quantity Theory link between money 
stocks and expenditure flows. While ex-post 
perspective facilitates statistical estimation, 
ex-ante perspective depends u p o n the 
transactors' wealth-holding and expenditure 
decisions. 

There are basically three concept of 
liquidity. The first one of these is maturity. 
All assets have a certain maturity date, of 
which money is treated as an asset having zero 
life to maturity. The closer the assets to 
maturity, the greater in general is the 
possibility of realising them before maturity 
without risk of significant capital loss. Of 
course, gilt-edged securities with even longer 
maturity dates are also easily realisable, 
provided the issuer is prepared to buy or 
discount without any preconditions at any 
given time or that these are tradable in an 
efficient, liquid and well-established 
secondary market. T h e second is easiness 
defined as the ratio of the stock of money 
balances available (not wealth) to the flow of 
output. A high ratio would help expansion of 
output if adequate incentives existed, while a 
low ratio would tend to inhibit expansion; 
rather possibly enforce contraction. The third 
major liquidity concept is the financial 
strength of a transactor. 

To an individual, investment is a present 

sacrifice for a future benefit. He has to make a 
rational choice in situations that involve a 
trade-off between present and future. In 
addition to securing an income stream over 
time, his more important choice remains the 
possibility of t rans forming his original 
endowment into other time combinations of 
consumption. 

The periods of time for which depositors 
opt to forgo the use of their surplus funds do 
not normally coincide with those over which a 
bank can put these funds to productive use in 
f inancing and investment activities. To 
optimise the beneficial use of these funds, 
banks manage maturity t ransformat ion. 
Accordingly, the dates on which depositors 
want their money back may not necessarily 
agree with the maturity dates of the bank's 
asset portfolio. Because of the uncertainty 
surrounding their cash flow, banks maintain a 
'fractional reserve', what is called liquidity, that 
protects them against the risk of running out 
of liquid means. 

LIQUIDITY RISK 

A considerable port ion of the money on 
deposit with a bank is never withdrawn but is 
rather rolled over or otherwise reinvested in 
new accounts. As a result, there remains a 
considerable volume of funds in the banking 
system which provide, in aggregate, a deposit 
base that has certain stability. However, there 
are a number of competitor institutions vying 



for these funds and the risk of loss of these 
funds to other depository institutions is always 
present. Besides, the following factors 
increase liquidity risk: 

Erosion of confidence in a country's banking 
system. 
In an open environment, a crisis within the 

banking system of any country will have an 
adverse effect on the reputation of any single 
bank, resulting in withdrawal of cross-border 
or even internal funds. 

Erosion of confidence in an individual bank 
The erosion of confidence in a bank can be 
basically caused by unsound management, 
negative or even low earnings, mismatch risk 
(of rate, maturity, currency), operational risk 
(unsatisfactory client service, regulatory, legal, 
environmental risks etc.) and reputation risk 
(losing the support of the client, other banks, 
regulators etc.). 

Lack of diversification of the deposit base 
When a bank depends on a limited number of 
clients or institutions providing funds, it is 
exposed to a greater chance of volatility in its 
level of liquidity. 

Excessive mismatch of liabilities and assets 
Excessive mismatch of deposit maturities with 
assets may cause the inability of a bank to 
meet its commitments in a situation when 
other future cash flow does not materialise at 
the expected time. 

Unattractive return to clients 
Islamic banks hope to attract new deposits in 
addition to retaining the existing deposits not 
only by providing security but also by 
generat ing attractive returns. Failure to 
provide attractive returns on client funds may 
result in loss of deposits; hence added 
liquidity risk. 

L I Q U I D I T Y M A N A G E M E N T 

Liquid Assets 
A perfect liquid asset is one whose full present 

value can be raised immediately. In general 
terms, liquidity refers broadly to the ability to 
trade instruments quickly at prices that are 
reasonable in hght of the underlying 
demand/supply conditions through the depth, 
breadth and resilience of the market at the 
lowest possible execution cost. The level of 
liquidity has relevance to the composition of 
the assets portfolio and the ability to sustain 
outflows by their shuffling. The traditional 
liquidity-orientated assets are mainly 
financial, since maturity dates of loans are not 
always predictable. These generally comprise 
the following: 

1. Running assets, which banks need to 
maintain business activities and may 
include non-financial items such as trade 
credits in respect of goods sold but still 
unpaid for. 

2. Reserve assets, that facilitate flexibility of 
response to unforeseen negative changes 
and include claims on the public sector, 
such as Treasury Bills etc., and such other 
marketable securities as may be approved 
by the regulatory authorities, if and 
wherever applicable and whose issuer 
otherwise has the required financial 
strength. 

3. Investment assets, for their yield, such as 
the whole range of claims in the form of 
financial paper, bonds etc. 

Liquidity Management 
There are several arguments about the 
management of liquidity of a bank. 

The Commercial Loan Theory (Real Bills 
Doctrine) suggests that banks can provide 
needed liquidity by making only short-term, 
self-liquidating financing, secured by goods in 
the process of production (istisna'a or salam) 
or goods in transit (murabaha). However, the 
outside factors are not under the control of 
the bank so that inability of the third party to 
meet its obligations or any negative 
development may affect the liquidity position 
of the bank. 

The Shiftability Theory recognises that 
liquidity could be provided if a certain portion 



of deposits were used to acquire assets for 
which a secondary market exists. The bank 
cannot confine all its activities to marketable 
instruments alone. Not only their value but 
also their marketability depends on the 
financial strength of the issuer, market 
volatility, liquidity etc. On the other hand, the 
bank has to under take other financing 
operations in the environment in which it 
operates. Otherwise it will be seen as being 
unable or unwilling to fulfil its social 
responsibilides. 

The Anticipated Income Theory is 
another solution offered for the liquidity 
problem of banks, under which long-term 
financing entails repayment by instalments, 
which in themselves provide liquidity. These 
expected cash flows, however, are subject to 
uncertainty. 

The Conversion of Funds is an approach 
under which the bank's management treats 
each source of funds individually and matches 
each source of funds with an asset of similar 
maturity This is true in the event of restricted 
mudarabas, but on an overall basis, it is both 
impossible, cost-intensive and an impractical 
solution. 

The Pool of Funds approach is a portfolio 
management technique that emphasises safety 
over short-term profitability. On the basis of a 
desired level of liquidity, funds are allocated 
first to primary reserves (cash, deposits with 
the Central Bank and balances with other 
financial institutions), secondary reserves 
(short-term highly liquid securities), and then 
financing and long-term investments. 

There is no objective basis here for 
estimating the liquid standard of a bank, for 
the following reasons: 

1. Except for restricted mudarabas in which 
the maturity dates of all assets and 
liabilities are fully matched, the bank's 
sources of funds emanate from a common 
pool, which is determined by factors 
beyond the bank's control. 

2. Within the pool of funds, different 
deposits have different volatility, so that 
there is no indication of the importance of 

these differences to overall liquidity. 
3. The concentration is on liquidity, not 

profitability. But ultimately the long-term 
safety of a bank requires adequate 
earnings. 

4. It ignores the liquidity provided by the 
financing portfolio, particularly the self-
liquidating ones, through the continuous 
flow of funds from principal and profit 
repayments. 

5. And finally, the Pool of Funds approach 
disregards the interactive character of 
assets and liabilities in the generation of 
liquidity and profit earnings. 

Debate for Reserve Requirement 
Reserve requirements for banks arise in the 
following three general ways: 

1) Endogenously as part of the operational 
needs of banks that issue deposit 
certificates subject to redempt ion by 
public or by other financial institutions; 

2) As a result of financial market discipline 
that induces depository financial 
institutions to compete in providing 
confidence to depositors about the 
reliability and liquidity of the institution 
that holds their deposits; and 

3) Exogenously imposed by external political 
forces, ei ther government directly or 
regulatory entities such as a Central Bank, 
that view the reserves as a means of raising 
government revenue, increasing public 
welfare by preventing banking panics and 
the suspension of redeemability, and/or 
establishing an effective mechanism for 
executing changes in monetary policy. 

Only one hundred per cent reserve 
requirements assure perfect convertibility. 
Otherwise, fractional reserve ratios imply that 
if there is a redemption run against a bank, it 
is unlikely to liquidate sufficient assets in an 
orderly manner to redeem its liabilities. This 
aspect of banking establishes the potential for 
banking panics. 

There is also ongoing debate about the 
relevance of reserve requirements in 



increasingly sophisticated, efficient financial 
markets. Some economists envision a 
deregulated financial system in which banks 
hold no reserve assets, and instead are a type 
of open-ended mutual fund in which deposit 
liabilities are claims against the institution's 
assets that are continuously marked to market. 
This is possible only in a highly competitive, 
liquid and efficient market. Empirical 
evidence shows reserve requirements shift 
demand towards non-bank financial firms 
which are not subject to reserve requirements. 
In this situation, the presence of these exempt 
non-bank financial firms raises questions 
about the viabiUty of commercial banks that 
are subject to resen'e requirements, 

investment funds matches the corresponding 
asset maturity date and whose terms and 
conditions do not allow redemption before the 
maturity date, a very limited amount of 
resei-ve requirement may still be needed to 
meet calls on compassionate grounds. This is 
with the sole intention of avoiding undue loss 
to the investor in the event of emergency. 5 to 
10 per cent liquidity would be acceptable. 
This is so even when trading of the restricted 
mudaraba certificates is possible in the 
secondary market. In this case, a part of the 
cash liquidity may be replaced with 
redemption arrangements made with certain 
financial institutions to redeem calls on a 
limited scale. 

L I Q U I D I T Y R E Q U I R E M E N T S OF I S L A M I C 

B A N K S 

Islamic Philosophy 
As stated above, there are arguments for and 
against the maintenance of reserve 
requirements as also its level. Islam has a 
definitive view on this subject. The deposits in 
question represent the savings of people 
whose interests cannot be ignored purely for 
scientific or empirical reasons. If the 
maintenance of reserve requirements to a 
certain standard contributes to the welfare of 
people, then this is an essential attribute and 
must be inducted in all the related policy 
matters of a bank and fully enforced by the 
regulatory authorities. If the lack of it 
damages, or may damage, at any time the 
interests of an individual or society, then such 
elimination or inadequacy of reserve 
requirements is not in keeping with the 
philosophy and spirit of Islam. 

The question now arises as to the level of 
liquidity requirement for an Islamic bank. 
This depends on the local regulatory laws and 
the nature of the financial institution as well as 
of the relevant investment portfolio. 

Restricted Mudaraba 
Where the investment portfolio represents a 
restricted mudaraba, in which the term of 

Unrestricted Mudaraba 
This is a more complex issue, since both the 
level and the method of measurement of 
liquidity requirements need to be undertaken. 
There will obviously be a mismatch of 
maturity, since 100 per cent matching of assets 
and liabilities is impossible to achieve. It is 
expected, however, that a mismatch of rate 
and currency will be avoided, since hedging in 
an Islamic environment is a questionable issue 
and has not been cleared by the religious 
scholars, although the writer believes that if 
the interest factor is minimal and the social 
welfare element is stronger, there should be no 
harm is allowing currency hedging to cover 
actual transactions and not for speculative 
purposes. Social welfare is supreme and this is 
the core of Islamic philosophy, since almost all 
the laws and prohibitions are directed toward 
this end. 

Firstly, banks, whether incorporated or 
branches, must meet local monetary policy 
and liquidity requirements to remain solvent 
for which they may resort to the instruments 
and modes that are Sharia compatible. If such 
regulatory standards are lower than those 
required for solvency, then more stringent 
standards, as evolved at the bank's head office 
level, should be implemented. 

Secondly, there is the method of 
measurement of liquidity. It is expected that 
the process of measurement includes: 



(a) Establishing and regularly reviewing a 
bank's liquidity policy, 

(b) Identifying areas of particular strength 
and weakness while effecting 
improvements therein, and 

(c) Enhancing its capacity to survive a 
liquidity crisis. 

The hquidity policy of an Islamic bank must 
contain a prudent mix of the following: 

1. By holding sufficient immediately 
available cash or near-liquid assets 
(qualified by the degree of certainty of the 
price at which they can be sold). 

2. By securing a matching profile of future 
cash flows (qualified by the risk that 
borrowers may not be able to repay on the 
due date). 

3. By maintaining a diversified deposit base 
in terms of maturity and range of 
counterparties (qualified by the bank's 
market standing and general market 
liquidity). 

4. Establishing mutual arrangements with 
other institutions, the interbank lines and 
other Sharia compatible financial 
arrangements. 

5. Resorting to high quality Islamically 
acceptable financial instruments that are 
marketable in traditional markets. 

6. Where possible, joining deposit insurance 
schemes in a manner acceptable under the 
Sharia. 

The issue of liquidity instruments is also a 
complex one for Islamic banks. In fact, no 
resilient Islamic financial market or financial 
instrument exists today comparable in quality 
and strength to the contemporary financial 
instruments that are today available in the 
world's financial markets. In the traditional 
markets, any type of payoff across the different 
states of nature can be constructed by 
combining existing securities, even without 
the aid of any new securities or any options. 
This forces even greater pressure on Islamic 
banks to maintain higher levels of liquidity. 

Within these concepts, it is expected that 
after including the maturity factors of running 
assets, reserve assets and investment assets, 
but excluding those relevant to restricted 
mudarabas, the minimum one-month 
liquidity level of an Islamic bank should be 
fifty per cent, of which reserve assets must 
comprise 30 per cent. 

The liquidity levels suggested above are 
debatable. The arguments for a lower level 
will hold true whenever there is stability in the 
system and factors that affect a financial 
institution's credibility. However, in the event 
of any volatility, even 50 per cent may be 
barely adequate. In the context of the 
depositors' interests, more stringent measures 
are necessary and need to be undertaken by 
Islamic banks. 

Liquidity of a bank can be monitored through 
a simple maturity ladder based on a cash-flow 
approach with the net asset of liability position 
in each time period being added to the 
position in the next per iod to give a 
cumulative position at the end of each time 
period. In the first maturity band, sight and 
near-sight liabilities are compared with cash 
and assets capable of generat ing cash 
immediately. There are four further bands: 
eight days to one month, one to three months, 
three to six months and six to twelve months. 
Contingent liabilities are not included in this 
exercise. 



Markets and Planning in the Iranian 
Economic Reconstruction 

M A S S O U D K A R S H E N A S 

T h e problem of how to go about 
reconstruct ing Iran 's economy goes well 
beyond the rebuilding of war-damaged cities 
and the economic infrastructure. Instead, it 
requires a new way of thinking about a whole 
host of issues, including the role of markets, 
price and non-price signals in the allocation 
of the economy's scarce resources, t rade 
patterns, the adoption and assimilation of new 
technologies, manpower training and a more 
comprehensive and equitable system of 
taxation. 

Since the 1979 revolution, p ro found 
changes have taken place in the Iranian 
economy. T h e revolution itself, t rade 
sanctions, the freezing of Iranian assets, the 
costly and protracted war with Iraq, as well as 
the vagaries of the oil market, have all made 
their mark on the economy. 

T h e Islamic Republic's response to these 
unfolding crises was to follow a policy of 
severe import compression, internal economic 
isolation and reliance on bureaucrat ic 
insti tutions as the pr inciple means for 
allocating wealth. Unfortunately, the outcome 
has been a deter iorat ing economy, rising 
inflation, a 20-fold premium in the black 
market for foreign exchange, substantial 
increase in rent-seeking activities at the 
expense of productive enterprise, a shrinking 
of capital stock, as well as an inadequately 
trained work force and economic institutions 
which are badly in need of substantial reform. 

Targets Not Yet Met 
Not surprisingly, there is now a general 
consensus, both inside and outside Iran, that 
the Iranian economy is badly in need of 
reconstruct ion. Targets laid out by the 
government 's first five-year plan have not 
been reached, largely because the problems 
facing the economy have deep structural roots 
that have been nourished by years of neglect 
and economic mismanagement . Public 
enterprises and companies under the control 
of the various foundations largely function as 
bureaucrat ic insti tutions and are more 
responsive to political than economic forces. 
And whilst the importance of private sector 
investment for the reconstruct ion of the 
economy is recognised, uncertainties, legal, 
political and economic, surround the private 
sector investment. 

For the Iranian economic reconstruction 
to be successful, the problem of accrual of 
substantial revenues from the oil sector of the 
government - which inevitably confers an 
important role on the state in the process of 
development - needs to be tackled. T h e 
question which must be asked is what should 
be the roles of the market and planning in an 
oil economy where the government is in 
control of the most impor tan t source of 
national wealth? 

To answer this question, the relevant 
theoretical considerat ions will be briefly 
reviewed. We will then address the more 



specific issues related to the role of markets 
and planning in oil-exporting countries, with 
particular reference to the Iranian experience 
before the revoludon. We will discuss the 
problems of a move out of the controlled war 
economy, and examine the respective roles of 
p lanning and markets in economic 
reconstruction. Finally, the government 's 
moves to radonalise the exchange rate system 
and iniuate policies to make the economy 
more responsive to market conditions, along 
with the policies and institutions which need 
to be established, will be analysed. 

Markets and Planning 
The literature on the respective roles of 
markets and planning in economic 
development has evolved along two different 
but inter-related lines; one focusing on central 
p lanning and seeing planning as an 
alternative to a capitalist market economy, and 
the second emphasising the indicative aspect 
of planning and seeing planning as an aid to 
economic development in the context of a 
mixed market economy. 

In most of the economic literature 
belonging to the former tradition, market and 
plans have been treated as two polar modes of 
economic organisation, both at the academic 
and popular levels of discourse. This 
dichotomy, to a large extent, is due to the way 
the discussion of planning first emerged in the 
early debates on the possibility of constructing 
alternative economic systems to the capitalist 
mode of production. 

Classical Economists 
The classical political economists, from Smith 
to Ricardo and Marx, had already expounded 
the dynamic features of the capitalist system 
and highlighted the enormous productive 
powers associated with the emergence of 
capitalism. For these economists, the primary 
strength of capitalism lay in its reliance on the 
dynamics of competitive market forces - free 
from many of the social and political 
restrictions which characterised all the 
previous socio-economic systems - to enhance 
capital accumulation and induce rapid 

technological progress. 
The studies of the classical political 

economists culminated in Marx's cridque of 
capitalism and his analysis of the possibility of 
the emergence of an alternative socialist 
economic system. This critique of capitalism 
did not, however, as yet pose the question in 
terms of the operadonal aspects of such an 
alternative system. That had to await the 
attempts to construct such an alternative 
economic system by the Soviet Union early 
this century, where central planning replaced 
the market as the main organising principle of 
the economy. 

By the time the operational aspects of a 
centrally planned socialist economy came to 
occupy the economists' attention, the 
economics profession had witnessed the 
marginalist revolution, and the Walrasian 
competitive general equilibrium analysis had 
emerged as an abstract analytical tool which 
was turned to the examination of the 
problems of socialist planning. Much of the 
debate which ensued, particularly during the 
inter-war period, was concerned with 
examining the possibility of devising a 
centralised planning system which - as far as 
possible - was capable of emulating the 
efficiency features of a capitalist market 
economy. 

The Pareto efficiency of the market 
economy was formalised in the form of what 
has come to be known as the first fundamental 
theorem of welfare economics, namely that in 
a market economy in general competitive 
equilibrium, it will not be possible to make any 
one person better off without making 
someone else worse off. This result follows 
from the fact that in such an economy, 
marginal return to resources in alternative 
uses must be equal, both across markets and 
inter-tempoially. 

The next step in the argument was that, 
irrespective of the economic system under 
consideration, it was possible to require the 
same marginal conditions to hold for 
economic efficiency. This formed the basis of 
the arguments which questioned the 
possibility of central planning in a modern 



economy. For a central planner to ensure the 
maintenance of all the marginal conditions in 
all activities necessary for Pareto optimality, it 
was argued, would mean the compilation and 
processing of an enormous amount of 
information which would be too costly and 
virtually impossible. 

This criticism of central planning could in 
fact be taken as the precursor of the literature 
which appeared a few decades later on the 
information and incentive problems 
associated with market economies. However, 
since, at the time, economists in general 
assumed that in a market economy prices 
conveyed all the necessary information for 
efficient resource allocation, such criticism of 
central planning paradoxically formed the 
basis for the development of solutions to the 
information problem of the central planner. 
This consisted of developing decentralised 
models of planning following Oscar Lange's 
suggestion that the central planner could 
solve the intricate allocation problem through 
an iterative process of trial and error 
analogous to the role of the fictitious 
auctioneer in Walras's atonement process. 

The proponents of central p lanning 
argued that in fact it is only under such an 
iterative planning process that the condition 
for Pareto efficiency can be assured, as the 
central planner in effect fulfils the role that 
the fictitious auctioneer is supposed to play in 
the market economy a la Walras, and that at 
the same time it can take care of distortions 
introduced by the monopoly practices 
prevalent in capitalist countries as well as 
ensuring a more equitable distribution of 
income. This argument also implied that the 
question of economic efficiency appeared to 
be independent of the legal ownership of 
productive assets by the state or the private 
sector. 

Limitations of Theory 
It is noteworthy that the debate over the two 
alternative economic systems was conducted 
at an abstract level with highly idealised 
institutional set-ups which had little 
resemblance to the actual economies being 

considered. The central planning institutions 
in the Soviet Union were far f rom the 
idealised auctioneer in Lange's decentralised 
planning construct, as they were also far from 
the ideals advocated by the socialist thinkers. 
Similarly, the institutions of capitalist market 
economies were far from the idealised 
perfectly competitive economies. 

It also seemed that in gaining more 
precision, modern economics had left behind 
some of the important insights of the classical 
political economists into the workings of the 
capitalist market economy, particularly the 
central role they attributed to competition in 
the processes of technological change and 
capital accumulation. The emphasis in 
modern general equilibrium analysis was 
shifted to the efficiency aspects of a market 
economy under the conditions of full 
employment and stationai^ equilibrium. 

This gain in precision, however, was 
important in that it clearly pointed out the 
limits to what economics theory could 
establish by precisely defining the conditions 
necessary for Pareto efficiency in an economy 
in perfectly competitive equilibrium. Notable 
among these conditions were the following: 
First, in proving the existence of a competitive 
market equilibrium, economies of scale and 
externalities had to be assumed away. Second, 
even if the economy was assumed to be in 
perfect competitive equilibrium, for this 
equilibrium to be efficient one needed to 
assume the existence of a complete set of 
markets for all contingencies. 

Market Failure 
Failing these assumptions, it can be shown 
that perfect market equilibrium, even when it 
exists, will not be efficient. These instances of 
'market failure' clearly apply to the 
decentralised planning schemes suggested by 
Lange and others. In fact some of the early 
analyses of market failure - due to incomplete 
information and incentive incompatibility -
were conducted in the context of the 
decentralised planning literature. 

The problem is that the central planner 
can at best acquire partial information about 



the conditions of production and demand in 
different sectors of the economy, and the 
agents may not have the incentive to reveal 
the correct information. As a consequence, the 
iterative process of exchange of information 
on prices and quantities between the central 
planner and the numerous economic agents 
can lead to an inefficient solution. As this 
example demonstrates, information and 
incentive problems which lead to market 
failure can be equal, if not more important, 
causes of 'government failure' as well. 

Of course, planning and markets have not 
always been treated in the literature as two 
opposite and mutually exclusive forms of 
economic organisation, as may have been 
suggested. In the large body of literature 
which emerged in the post-World-War-II 
period on the economics of developing 
countries, planning and markets were treated 
rather as complementary mechanisms of 
economic organisation within a mixed 
economy framework. 

Dealing with Reality 
In contrast to the debate on central planning, 
where the analysis was conducted at a highly 
abstract level, the conventional development 
literature had its starting point in the concrete 
economic conditions in the under-developed 
countries and their institutions. 

It began with the important observation 
that the underdeveloped economies tended to 
exhibit persistent disequilibria particularly 
visible in the form of a substantial and 
persistent surplus agricultural labour, and that 
missing or incomplete markets were much 
more prevalent than typically assumed in 
mainstream economics. A further important 
consideration was the existence of substantial 
economies of scale associated with 
industrialisation. 

Need for Government Intervention 
The combination of these factors clearly 
indicated the need for government 
intervention and industrial planning, not so 
much as an alternative to a capitalist market 
economy but as an aid to its development. 

Government intervention was seen to be 
complementary rather than a substitute for 
the market mechanism. For example, major 
infrastructural investments and institutional 
reforms were considered necessary to 
introduce market relations and commercial 
norms into the traditional subsistence 
agriculture. Industries with increasing returns, 
and those with major learning economies 
needed to be initiated and subsidised, at least 
over the initial stages of their development. 

Economic Strategy 
This highlighted the need for the formulation 
of an appropriate industrial policy and an 
overall economic strategy, as well as the need 
for the development of appropriate financial 
institutions, promotion of investment in 
education and training and other support 
activities. In this context, government 
investment, even when directed towards the 
production sectors of the economy, was seen as 
complementary rather than as substitute for 
private investment. 

As long as the reasons for market failure 
were seen to be factors such as economies of 
scale, or non-economic reasons such as the 
persistence of traditional institutions, as 
emphasised in conventional development 
economics, then state intervention - when well 
directed - could be shown to enhance 
economic performance. 

However, if market failure in the first 
instance is due to information asymmetries 
and incentive problems, then the government 
may face similar information problems and 
hence may not be able to intervene effectively, 
even if some form of intervention is deemed 
necessary. In other cases where information 
problems are due to intrinsic or endogenous 
uncertainties that are inherent in the 
funct ioning of the decentralised market 
economies, then government intervention 
may be effective in bringing about some 
degree of co-ordination between the decision 
making process of different agents, and hence 
improve efficiency. 

Such intervention can take the form of 
the creation of an institutional framework for 



the exchange of information and co-
ordination of plans amongst different agents. 
In fact, prior announcement of the medium-
term government expenditure plans can itself 
play an important role in promoting such a 
co-ordination. This was, for example, an 
important reason for the popularity of 
indicative planning in post-war European 
economies. 

On the other hand if the market failure is 
due to information asymmetries between 
different economic agents and problems of 
monitoring an incentive incompatibility, then 
direct government involvement need not 
necessarily improve the situation. In fact if 
such intervention leads to an increase in the 
degree of centralisation of decision-making, it 
is likely to add to the difficulties. As we noted 
above, these types of information problems 
may be an even more important source of 
'government failure' than market failure. 

This point, which was to a large extent 
neglected in conventional development 
economics and has been an important addition 
to the development literature in the past two 
decades, cautions against the adoption of 
policies to deal with other instances of market 
failure, such as economies of scale, through an 
ever-increasing centralisation of economic 
decision-making within the state. Such policies 
may replace the market failure by a 
'government failure', which may be even more 
inefficient, and politically difficult to reverse. 
This, of course, does not necessarily imply a 
non-interventionist stance, but it has important 
implications for choosing between different 
forms of government intervention. 

No Ideal System 
What post-war development economics has 
contributed to the debate on planning and 
markets is the important realisation that 
planning and markets need not be viewed as 
two compet ing ways of organising the 
economy. A consequence of this realisation is 
that the search for an ideal economic system 
suited to all countries at different stages of 
their economic development may be futile. 

Each country, learning from its own past 

experience and the experience of economic 
development in other countries, may arrive at 
a different 'optimal' organisational set-up 
which is particularly suited to its own stage of 
development and economic debate as 
discussed above. The rest of this section will 
enumerate some of the main issues which are 
important to planning and markets in Iran. 

Markets and Efficiency 
Markets are important mechanisms for the 
efficient transmission of information and co-
ordination of activities between different 
economic agents operating on a decentralised 
basis. 

Furthermore, competitive market forces 
play a crucial dynamic role by inducing 
technological change and capital 
accumulation in profitable activities, and by 
continuously subjecting the producers to 
market forces and the financial discipline that 
generally accompanies them. 

Political Preconditions 
Markets are social institutions, and hence the 
effective operat ion of market forces has 
important social and political prerequisites. 
The establishment of stable political and legal 
systems within which property rights can be 
clearly defined and secured are particularly 
important among such preconditions. We 
refer to property rights here in a sense which 
is broader than the legal term. For example, 
arbitrary and unexpected intervention by the 
government which affects the value of the 
assets of individual agents in the economy 
could be said to reduce the security of 
property rights. Similarly, laws which may give 
power to social groups, other than the 
government, to intervene may have the same 
implications. 

However, if such interventions were based 
on a social consensus and took place through 
some stable and routine mechanisms of 
consultation and legitimisation, their 
destabilising effects would be - to a large 
extent - mitigated, leading to a more secure 
system of property rights. In general, if 
government economic intervention is 



dominated by considerations other than 
economic rationality, and in particular if such 
considerations are tied to the factional 
interests of particular interest groups, it can 
lead to instability and insecurity of property 
rights, which diminishes the credibility of the 
government and hinders the efficient 
functioning of the market forces, even if all 
other conditions for the proper fiinctioning of 
markets hold. 

The Agency Problem 
From the (production) efficiency point of view, 
in a market economy the private assets are 
immaterial if both private and public 
enterprises are subject to the same 
commercial norms. For example, if the 
government needs to invest in a large-scale 
industry - for example steel - because the 
private industrialists do not have the 
necessary capital or are not prepared or able 
to bear the risks of such a large-scale 
investment, then as long as the plant is subject 
to the same commercial profitability norms as 
the private sector, there will be no efficiency 
loss. 

This latter condition can of course break 
down, as in the case of public sector 
enterprises where the government may find it 
politically difficult to apply commercial norms 
and has to automatically finance the losses 
incurred. An important aspect of the 
inefficiency of state enterprises in the former 
centrally p lanned economies of Eastern 
European countries appears to have been 
closely related to their having a 'soft budget 
constraint' in this sense. 

Market Failure 
There are important cases of market failure 
associated with the existence of externalities, 
incomplete markets and information 
asymmetries, which may entail government 
intervention to counter the implied 
inefficiencies in the market economy. These 
instances of market failure are particularly 
important in the early stages of economic 
development where major industrial 
expansion is associated with substantial 

economies of scale and economies of learning. 
The particular form that government 
intervention may take unde r these 
circumstances depends on the specific 
problem at hand and cannot be decided on 
the basis of some general universal 
prescriptions and rules. 

It can be argued, however, that all else 
being equal, tax/subsidy methods of dealing 
with market failures are preferable to 
quantitative restrictions, as the latter may lead 
to additional costs by encouraging rent-
seeking activities in the economy. If for any 
reason quantity rationing cannot be avoided, 
the expected benefits of government 
intervention need to be set against the likely 
costs arising from rent-seeking activities that 
follow. 

Information Problems 
In the case of market failures which are 
associated with information asymmetries and 
incentive problems, the transfer of activities 
associated with the market failure to the public 
sector would not solve the problem and can 
easily turn into a source of government 
failures. Many of the problems of the former 
Soviet and East European economies were 
indeed connected to this type of information 
and incentive problem. If the source of market 
failure, however, is behavioural uncertainties 
arising f rom missing future markets, 
government co-ordination (e.g. through 
indicative planning and the announcement of 
medium-term government expendi ture 
programmes) can play an important part in 
alleviating such problems. 

Nature of the State 
Whatever the degree of the market orientation 
of the economy, the efficient functioning of 
the economy ultimately depends on the 
nature of the state and the attributes of the 
political process. We have already mentioned 
some of the political preconditions for 
efficient functioning of the markets. 

The role of politics arises from the fact 
that there is no readymade model of optimal 
economic organisation which societies can 



emulate, and that the process of constructing 
efficient economic institutions is one of 
learning from past experience and from the 
experience of other nations. This process of 
learning depends on the nature of the state 
and its political and administrative 
institutions. 

Flexible and open-state institutions are 
obviously more conducive to learning and 
change than centralised, rigid and closed 
systems, where lack of transparency and 
flexibility precludes effective learning and an 
appropriate response to internal and external 
shocks. A further precondition for effective 
learning, as well as for the efficient fiinctioning 
of the economic institutions once in place, is to 
achieve an optimum level of decentralisation of 
decision-making and control, and the 
establishment of a system of democratic checks 
and balances. As the experience of the Eastern 
European economies shows, over-centralised 
and non-democratic systems can become 
extremely unresponsive and inefficient over 
time. 

To go beyond the general points discussed 
above, we need to examine more specific 
issues related to economic planning in oil-
exporting mixed economies, which we shall 
attempt to do in the context of the Iranian 
experience. 

There are certain important points to be 
kept in mind when dealing with planning and 
markets in oil-exporting economies. The first 
of these is that in an oil-exporting country -
such as Iran - where the government directly 
receives a large part of the national income in 
the form of oil revenues, planning assumes a 
more important role than in non-oil exporting 
economies. The government's expenditure 
plans give direction to the economy as a whole 
as well as promoting private investment. 

Of course, the government's planning has 
to cover much wider issues than medium-term 
expenditure, particularly because it has to 
deal with complications arising from the 
specific characteristics of oil as a source of 
revenue. One of these complications is that oil 
is an exhaustible resource and cannot be 
relied upon indefinitely. Consequently it 

would be misleading to refer to oil as part of 
the national income - rather it should be 
treated as national wealth which is being 
depleted. 

Structural Change 
It is therefore imperative for economic 
development in the long run that the 
depleted oil wealth is replaced by human and 
man-made physical capital. This highlights 
the significance of structural change, and 
industrial strategy as an integral part of 
planning in an oil-exporting economy. 

Over the past few decades, much attention 
has been paid to the question of stmctural 
change in oil-exporting economies or de-
industrialisation, in particular the 'Dutch 
Disease' phenomenon. According to this theory, 
in an economy in fiill employment equilibrium, 
a permanent increase in the inflow of external 
funds leads to a change in relative prices in 
favour of non-traded goods (such as services) 
and against traded goods (such as agriculture 
and industry) thus leading to the crowding out 
of traded goods sectors by non-traded goods 
sectors. 

T h e mechanism through which this 
change takes place is based on the fact that in 
an economy in full employment equilibrium 
and with static technology, the external funds 
can be translated into real domestic 
expenditure only if the flow of imports is 
increased. But since goods and services from 
the non- t raded goods sector cannot be 
imported readily (or only at a veiy high cost) 
a contraction takes place in the traded goods 
sectors. 

This process of structural change would be 
inevitable for an economy in full employment 
and with given technology. However, for less 
developed oil-exporting countries, such as 
Iran, rapid growth of oil export revenues is 
normally associated with high investment and 
economic activity in the traded goods sectors, 
and slumps in oil revenues have coincided 
with slower growth and lower investment in 
industry and agriculture. In fact, it was 
precisely during the oil price collapse of the 
1980s that the share of services in Iran's 



economy increased dramatically. Clearly, the 
problems of structural change here have 
ra ther more to do with the type and 
productivity of investment. 

Stability 
The medium-term plans of the government -
provided they are credible - should help 
reduce behavioural uncertainties, increase the 
co-ordination of economic activities across 
different sectors and improve the over-all 
stability of the economy. This is crucial in an 
oil economy, as oil prices are extremely 
volatile and careful government planning can 
help to insulate the economy in the short-run 
from the resulting instability of foreign 
exchange revenues from oil exports. 

The evidence, however, suggests that in 
the case of Iran, despite medium-term 
planning, short-term fluctuations in the oil 
export revenues were very quickly translated 
into government investment with rather short 
adjustment lags. The destabilising effect and 
wastefulness of this phenomenon was all too 
clearly seen in the aftermath of the 1973-74 
oil price boom. 

This signifies the importance of the 
political factors for an oil economy; if the state 
cannot be insulated from the pressures of 
interest groups, the consequences will be of a 
more far-reaching nature than in the non-oil 
economies. These consequences are not only 
related to short-term economic stability, but 
also have a significant effect on the efficiency 
and long-term viability of the economy. 

Production Efficiency 
The ready availability of large amounts of oil 
revenues may make it easy for the government 
to compensate for organisational and 
production inefficiencies by directing an 
increasing amount of funds into economic 
activities. While in the short run the effect of 
such inefficiencies may be cushioned, in the 
long run they can make development 
nonsustainable. 

Iranian agricultural development during 
the two decades before the revolution provides 
a good example of this point. The problems of 

agricultural development were not because 
the sector was deprived of investment 
resources - as in the 'Dutch Disease' 
phenomenon - or from the industrialisation 
bias of the government; but rather because 
the substantial resources directed towards 
agriculture were utilised in an inefficient and 
wasteful manner. 

This was partly due to price distortions 
which led to the misallocation of resources 
within the sector and the wrong choice of 
techniques of production in the private sector. 
But other major reasons were also lack of 
organisational capacities and the wrong choice 
of investment by the government, as well as a 
dearth of technological capabilities within the 
farm sector. 

Industrial Strategy 
Another crucial aspect of structural change is 
the extent to which the industrial sector can 
take over the foreign exchange provision role 
of the oil sector. This largely depends on the 
industrial strategy of the government . 
Paradoxically, the import substitution policies 
pursued by the Iranian government during 
the 1963-79 period increased the economy's 
dependence on oil. The highly protected 
manufacturing industries which grew rapidly 
behind tariff walls did not have the incentive 
to export, nor did they develop the efBciency 
required for competing in the international 
markets. 

And, as research on newly industrialising 
countries shows, participation in export 
markets forces learning and efficiency gains, 
from contact with foreign markets and 
customers. 

Of course, the argument here is not to 
remove all protection from the domestic 
industry, but rather to move towards an 
industrial policy which provides neutral 
incentives between domestic and foreign sales, 
and one which is committed to the gradual 
relaxation of the protection of ' infant ' 
industries along their learning curve as they 
expand and grow. As it happened , the 
industrial policy in Iran did not fulfil any of 
these conditions. The level of protection was 



high, granted in an ad hoc manner to a host 
of domestic industries without any coherent 
selection policy. 

Income Distribution 
Due to the triple role that oil revenues play in 
oil-exporting countries - the provision of 
foreign exchange, addition to national savings 
and contribution to government revenues -
the income distribution in these economies 
can be a far more serious problem than in 
other developing economies. The increased 
oil revenues - by adding to domestic savings 
and government revenues - have also tended 
to alleviate the need for mobilising domestic 
savings and augment ing government 
revenues through taxation. This has, in turn, 
weakened the redistributive effects of the tax 
system in Iran, and, combined with protective 
industrial policies favouring capital intensive 
technologies, has worsened the distribution of 
income in the economy. 

Rent-Seeking 
The large amount of subsidies distributed by 
the government in the form of cheap inputs 
and credit subsidies, combined with industrial 
and trade policies, generated substantial rents 
for those who could obtain access to 
government resources. Some rents had 
originated from policies that had been 
introduced for genuine economic reasons, but 
over time gave rise to strong patronage ties. 
This meant: 1) a loss in the cost of resources 
devoted to obtaining access to such rent, as 
well as resources spent on lobbying for their 
maintenance; and 2) the static efficiency losses 
arising from the misallocation of resources 
between different activities. 

In addition to these two sources of 
allocative inefficiency, there is also the issue of 
dynamic inefficiencies, which arise because of 
the presence of supernormal profits in certain 
sectors of the economy due to government 
intervention and protection. This type of 
long-term distortion not only encourages the 
flow of resources to the protected sector, but 
also can have a detrimental effect on its 
productive efficiency. There is little or no 

incentive on the part of the protected sectors 
to rationalise their product ion and 
management methods, or to embark on 
inventive activities, all of which are essential 
for the successful integration of the domestic 
economy into the international marketplace. 

One of the peculiarities of the oil-
exporting economies lies in the fact that oil 
revenues can allow the capture of rents on a 
magnitude and for a duration of time not 
sustainable in non-oil economies, leading to 
additional long-run costs and rigidities. Some 
of the problems of the Iranian economy in the 
1980s, when oil export revenues, after many 
decades of rapid growth, came to a halt, have 
their origins in these structural problems. 

Post-Revolutionary Period 
Since the 1979 revolution, profound changes 
have taken place in the Iranian economy as a 
result of a combination of external and 
internal factors. The revolution itself, the 
eight-year war with Iraq, fluctuations in the 
output and the price of oil, economic 
sanctions by Western countries and the 
blocking of Iran's foreign assets were amongst 
the main factors which had a detrimental 
effect on Iran's economy during the post-
revolutionary period. Of course, the final 
outcome was heavily conditioned by the pre-
existing structure of the Iranian economy as 
well as the policy responses of the post-
revolutionary government. 

One of the important institutional 
changes which took place as a result of the 
revolution itself was the nationalisation of a 
considerable part of Iran's modern industry as 
well as the entire banking and insurance 
industries. The government's control over the 
economy increased continually, particularly 
spurred on by the exigencies of running a war 
economy. 

Foreign exchange shortages - which 
became especially acute from the mid-1980s -
led to a policy of strong 'import compression' 
and strict foreign exchange controls and 
rationing. The shortfall in the government's 
oil revenues at a time of increasing demand 
on government resources led to substantial 



budget deficits. This iieigiitened inflationary 
pressures in tiie economy, and was intensified 
by the growing shortages resulting f rom 
import restrictions, increasing production 
inefficiencies, economic sanctions and war 
damage. 

To mitigate the impact of inflation and 
shortages of major commodities, the 
government introduced an intricate system of 
rationing and direct subsidies for a large 
number of commodities throughout the war 
period. Government controls in other 
economic spheres also increased significantly 
during this period. This did not reflect a shift 
of balance between private and public 
ownership, but showed itself through direct 
intervention in the market place - e.g. foreign 
exchange controls, maintenance of a system of 
multiple exchange rates, control on interest 
rates and bank credits, as well as direct price 
controls in a large number of product markets. 

However, the growing government 
intervention in the market did not mean an 
introduction of planning; on the contrary, this 
was indeed the only period during the past 
four decades when medium-term 
development planning was virtually non-
existent in Iran. The Iranian economy in this 
period can be best characterised as a managed 
war economy rather than a centrally planned 
command economy of the Eastern European 
type. Government interventions during this 
period were largely myopic, dictated by 
circumstances, and not a coherent economic 
plan. Over time, substantial price distortions 
started to develop, with serious consequences 
at all levels of economic activity. 

The economic reform programme 
initiated by the government in the post 
Iran/Iraq war period was intended to deal with 
some of these consequences, and the 
problems which these reforms have faced can 
only be understood in the light of the events 
of the preceding eight years. To appreciate 
some of these problems we must first consider 
the extent of price distortions and their likely 
consequences in some of the key markets. 

Exchange Rates 
Much attention has been paid to the 
government 's maintaining of exceedingly 
overvalued exchange rates. T h e growing 
overvaluation was a result of the maintaining 
of a fixed nominal exchange rate by the 
government despite the series of adverse 
economic shocks mentioned above; the oil 
price collapse and the substantial reduction in 
oil exports, the freezing of Iran's foreign 
assets, the increased foreign exchange needs 
of Iran's war economy and the resulting 
inflationary pressures. 

The growing disequilibrium in the foreign 
exchange markets was reflected by the ever-
growing wedge between the controlled official 
exchange rate and the black market rate. The 
premium on the black market rate increased 
rapidly from low levels at the time of the 
revolution until it stood at the phenomenal 
rate of over 2000 per cent by the end of the 
decade. Whilst the development of parallel 
exchange rates is not an uncommon 
phenomenon in developing economies, few 
other countries have maintained such 
substantial premiums over such a lengthy 
period of time. The government was able to 
do this through its direct control over the 
main source of foreign exchange revenue in 
the country. 

The twenty fold premium in the parallel 
exchange markets reflected the enormous 
subsidies that the government was providing 
to those economic activities which benefited 
from the government's exchange rationing 
system. To what extent these subsidies 
benefited the traders, industrialists and public 
agencies involved or to what extent they 
benefited the final consumers varied from 
market to market. However, what is clear is 
that its overall income distribution was most 
likely to have been negative, and from an 
efficiency point of view, it amounted to 
considerable losses being made in a number 
of ways. 

First, given the importance of exchange 
rates for relative prices in the economy as a 
whole, the existence of two - or more - highly 
divergent exchange rates, neither of which can 



be said to reflect the fundamentals of the 
economy, makes rational decision-making 
extremely difficult. Also the uncertainties that 
are associated with such substantial differences 
between the official and 'free market' rates 
cause further difficulties. The price distortions 
associated with a hugely overvalued official 
exchange rate and the associated rationing 
process by the government also lead to 
allocative inefficiencies, and the rent-seeking 
activities associated with this lead to a further 
diversion of resources f rom productive 
activities. 

In fact, during this period, there was a 
rapid increase in the share of services in Iran 
compared with other countries in similar 
stages of development. What is, however, even 
more remarkable is the increase in the share 
of trade in total services in Iran from about 18 
per cent in 1980 to more than 47 per cent in 
1989, which is an indication of the extent to 
which the considerable subsidies given to such 
activities have diverted the country's 
increasingly scarce resources away f rom 
production industries and into trade. 

T h e problems associated with the 
exchange rate - and the resulting inefficiencies 
in the economy - intensified during the war 
years brought home to the government that a 
comprehensive liberalisation and 
restructuring programme must be instituted 
after the war, a feeling heightened by the 
government's determination to play a more 
active role in the international arena. The 
government recently implemented a unified 
exchange rate, and although it represents a 
step in the right direction, more 
complementaiy economic - and political -
measures also need to be taken. 

Price Subsidies and Their Effects 
An important aspect of the relative price 
movements during the 1980s is related to the 
question of the price subsidies that kept the 
prices of commodities regarded as essential, 
or of strategic importance, at relatively low 
levels. 

By looking at the example of fiiel, a basic 
commodity that affects the relative costs of all 

other economic activities, it is possible to get 
an idea of the extent to which price subsidies 
affected the relative price structure in the 
domestic economy. Government subsidies to 
energy consumption in Iran largely take the 
form of hidden subsidies, as the government 
is the main producer of energy products. 
These hidden subsidies, which have been 
increasingly manifested in the losses made by 
the Iranian Oil Company (NIOC), despite free 
access to crude oil supplies, become visible 
when we compare the prices of various 
petroleum products in Iran with their 
international counterparts. 

However, in such a price comparison we 
face the problem of the choice of an 
appropriate conversion of international prices 
into domestic currency. Given exchange rate 
induced distortions and other structural 
disequilibrium prevailing in the Iranian 
economy, it may be more informative to 
compare the trends in the price of oil products 
relative to other products over time. 

With the exception of petrol, prices of all 
other energy sources in Iran had remained 
virtually the same over the past three decades 
until very recently. The result was that the real 
price of energy followed a declining trend, 
particularly during the inflationary decades of 
the 1970s and the 1980s. 

T h e inflationary process rapidly 
neutralised the considerable petrol price 
increases in the early 1980s, so that by 1990, 
the real price of petrol showed a 65 per cent 
decline as compared to 1959. 

These price distortions are particularly 
serious given that the scope for the expansion 
of oil production and refinery capabilities is 
very limited, and that oil is readily convertible 
into badly needed foreign exchange revenues. 

Both the unification of the exchange rate 
and the correction of substantial price 
distortions will have major social and 
economic implications. The extent of the 
price distortions and the period of time they 
have been allowed to persist imply that their 
adverse influences on the economy have 
reached an entrenched position, and their 
removal, even if carried out gradually, cannot 



be achieved without, initially at least, causing 
major social and economic dislocations. 

But for the exchange rate policy to be 
effective and durable, it is essential that it be 
accompanied by a number of other financial 
and budgetary policies as well as long term 
structural policies aimed at increasing the 
country's growth potential. In the short term, 
the credit and interest policies of the financial 
institutions must be made more responsive to 
the inflationary consequences of the 
unification and the effective devaluation of 
the Riyal that inevitably follows. 

The unification of the exchange rate first 
results in a substantial increase in demand for 
credit by firms who previously have had access 
to the preferential exchange rate. This in turn 
places the banking system under considerable 
pressure. 

The credit and interest policy of the banks 
can clearly have important consequences for 
the eventual success of the exchange 
unification policy, at least in the short term. 
This can be particularly serious if the cost of 
credit is kept artificially low, as such a policy 
will most likely increase the credit rationing 
problem and lead to more undesirable rent-
seeking activities. 

Keeping the cost of borrowing and 
lending artificially low can also have 
undesirable consequences for the mobilisation 
of domestic savings for investment activities. 

The aim should be not to let the real rate 
of interest decline even further than it already 
has. Even if it is assumed that the supply of 
domestic savings in a country like Iran is not 
very responsive to interest rate changes, the 
adverse impact of large negative real interest 
rates on the mobilisation of domestic savings 
for investment should not be underestimated. 
The budgetary implications of the exchange 
rate unification also require special attention. 
Given the importance of oil revenues in the 
government budget, a nominal devaluation of 
the Riyal increases the government revenues 
denominated in the Riyal, and in the short 
term can result in a substantial reduction in 
the government's budget deficit. 

This apparent improvement in the 

government budget should not, however, be 
regarded as being permanent as it can be 
easily reversed, as the effect of devaluation 
starts to feed into higher domestic prices and 
wages. What is needed is a close monitoring of 
the level and the composition of government 
expenditure. Expenditure-switching policies 
that direct resources away from consumer 
imports and towards domestic investment and 
production are needed. 

Considering that the unification policy 
has been put into effect in stages and over a 
number of years, and bearing in mind that a 
large proportion of the consumer goods are 
already imported at Tree' or parallel market 
rates, which are likely to be close to the unified 
rate, it follows that the immediate impact of 
the unification will be on prices of raw 
materials and equipment, rather than on 
prices of imported consumer goods. 

To the extent that higher raw material and 
input prices are passed on, the result is likely 
to be higher prices of domestically produced 
consumer goods, relative to imported 
consumer goods (rather than lower relative 
consumer prices, which is often the immediate 
consequence of devaluation). 

This initial adverse price effect on 
domestic producers of consumer goods needs 
to be followed with policies designed to make 
domestic production more efficient and 
competitive, and demands for the 
introduction of further protective measures, 
through higher tariffs and other restrictions 
on consumer goods imports, should be 
strongly resisted. It is worth noting that this 
adverse cost effect moderates the high level of 
profits enjoyed by domestic producers over 
the last few years in view of the large 
differential in the exchange rate applicable to 
their imported inputs and the imported 
consumer goods. 

What is important in the transition period 
is for the government to resist the pressure 
groups, both within the government itself and 
from outside, who press for either higher 
government expenditure or protection as a 
response to the economic reforms - because 
yielding to either would intensify inflation and 



neutralise the effect of the reforms. The 
immediate expenditure of all the increase in 
the domestic currency value of the 
government oil revenues would be 
inflationary - even if the overall budget were 
kept in balance. 

This would be particularly so if the 
increase in government expenditure took the 
form of current account spending and wage 
salary increases, rather than investments in 
the economy. The inflation which would result 
could also defeat the original purpose of the 
unification by pushing the parallel or free 
market rate even higher. The exchange rate 
unification and other reform policies also 
need to be accompanied by an appropriate 
long-term industrialisation strategy. 

Whether by design or by default, over the 
past three decades Iran has followed an 
import substitution industrialisation strategy, 
which focuses on protection of industries by 
means of high tariffs on the import of finished 
products, investment licensing, credit 
subsidies, and cheap raw materials. As the 
example of Iran, and many other countries 
following such policies, shows, the industries 
developed in this manne r tend to be 
inefficient and very slow in the adoption of 
new product ion and management 
technologies. 

An alternative industrialisation strategy 
would be to abandon the inward orientation of 
the old strategy for a more balanced outward-
oriented industrialisation strategy focused on 
promotion of non-oil exports, particularly in 
the industrial sector where economies of 
'learning by exporting' are highest. In the case 
of Iran, the move towards a more outward-
oriented strategy will be particularly 
beneficial, as it releases oil revenues used to 
protect inefficient industries for greater 
investment in human capital and 
infrastructure, which are essential for growth 
and industrialisation. The outward 
orientation of such a strategy also has the 
additional advantage of subjecting domestic 
producers to the discipline of foreign 
competition. 

It is, however, important to recognise that 

the implementation of such a policy does not 
imply a laissez-faire approach, and still 
requires a considerable degree of government 
intervention and subsidisation of domestic 
industries. The primary difference between 
the two strategies is the degree to which 
domestic producers under each strategy are 
subject to foreign competi t ion. 
Industrialisation unde r both strategies 
requires some form of government protection 
and support in order to exploit the scale 
economies and take proper advantage of the 
most recent advances in technology. 

Finally, it is worth emphasising that the 
success of any development strategy within a 
mixed economy framework requires a stable 
legal and political environment, within both 
the public and private sectors. In the absence 
of a comprehensive reform programme which 
encompasses such broader institutional 
requirements, economic measures, such as the 
unification of the exchange rate and the 
removal of price distortions on their own will 
remain ineffective, and can even lead to 
further economic hardship without any long-
term benefits. 



Domestic Borrowing in the Ottoman Era 

M U R A T C I Z A K C A 

In today's world of complex economies and 
increasing demands for funding for various 
activities, including educat ion, health, 
defence, deve lopment and infrastructure, 
domestic borrowing by governments has 
become an important tool for raising money 
for the treasury. Punitive taxation is no longer 
in fashion. 

In Islamic economies, the institutions of 
Zakat, Ushr and other forms of taxation 
should be applicable, but very often these are 
collected in a haphazard way and do not form 
part of the government revenues as such. 
Research and development of Zakat as a 
potential funding tool for state coffers - of 
course only to be used along the guidelines 
stipulated by Islamic law - is long overdue and 
imperative if Islamic economics is to make 
sense to ordinary Muslims. However, in the 
meantime, other means must be found. 

Domestic borrowing by governments has a 
long history, not only in Western society but 
also in Muslim societies, such as the one in the 
Ottoman Khalifat. 

In the face of government budgetary 
deficits, most states have at one t ime or 
a n o t h e r h a d to resor t to domes t i c 
bor rowing . But domes t i c b o r r o w i n g in 
history di f fered f rom m o d e r n me thods of 
i n t e rna l bo r rowing in o n e i m p o r t a n t 
aspect : whereas in the lat ter , p r iva te 
individuals lend their own savings to the 
state by purchas ing government bonds, in 

history, l end ing private savings directly to 
the g o v e r n m e n t was a relat ively 
compl i ca t ed p rocedu re , deve loped over 
many years. 

Origins of Tax-Farming 
Domestic borrowing in history basically took 
the form of tax-farming, the origins of which 
can be traced back to the classical world of 
Greece and Rome. T h e medieval Islamic 
world also ut ihsed tax-farming in their 
financial dealings. 

Before we go into the details of these 
historical systems, however, it would be 
appropriate to quote the historian Sir J o h n 
Hicks, who has provided us with what is, 
arguably, the best explanation for the rise in 
tax-farming: 

"If there is one thing about kings, it is that 
more often than not they were hard up. The 
underlying cause for this was, in my opinion, 
a rather chronic lack of tax revenue. T h e tax 
base was narrow, collection was inefficient, 
(falling on those whose liability was easy to 
assess and letting others escape) and because 
it was inefficient, it was also inequitable. 

"Worse still, from the monarch's point of 
view, was the fact that increases in revenue 
were not smooth and gradual; rather they 
proceeded by fits and starts. Inevitably there 
would be emergencies such as wars where the 
king would be forced into borrowing, which 
forced the question of from whom was it to be 



borrowed and how was the sum to be repaid? 
"If the King's tax revenue was insufficient 

in the first place, then he could only be 
regarded with caution by potential lenders. An 
unsecured loan on the estate would be in the 
same class as unsecured loans to private 
persons with no credit - very risky lending. 
However, there were solutions to this 
dilemma. If unsecured borrowing was difficult 
then how about secured borrowing? Here it is 
important to distinguish between the two 
kinds of borrowing. 

"The first kind, borrowing against a 
mortgage, in which the security remains in the 
hands of the debtor, did not provide much 
incentive to the lender, for if the debtor 
defaulted, it was still necessaiy to go to court 
to enforce the claim, and it is not clear that 
this was any easier than with an unsecured 
loan. The position is somewhat different if the 
lender has control of the collateral, which of 
course puts him in a stronger position. 

"Thus it was possible to have recourse to 
what was to all intents and purposes the pawn 
shop. The asset that may be pawned could be 
the royal estates, but it may - and often did -
take less tangible forms, such as the right to 
collect certain taxes. There is not much 
difference between pawning an asset, with 
little prospect of redemption, and outright 
sale, and in this way, borrowing against a tax-
farm developed into selling tax-farms." 

During the Ottoman period, tax-farming 
remained a prime source of income for the 
state, tax resources were maintained as state 
property and the right to collect taxes from 
them was sold in public auctions to the highest 
bidder. This highest bidder became the tax-
farmer who gave over to the state the amount 
bid in the auction. In this way, domesdc 
borrowing became a reality for the state. In 
return, the tax-farmer was authorised to tax 
the source for a certain period. 

The tax-farmer was thus a true 
entrepreneur; if the total amount of taxes 
exceeded what he paid to the state and his 
expenses in collecting the tax, then he 
enjoyed a profit. The system was known in 
medieval Egypt as Daman and Qabala, in 

Mughul India as Ijara and in the areas under 
Ottoman control as Iltizam, Malikane and 
Esham. It is not accidental that three different 
names have been mentioned in the Ottoman 
case. They indicate a long evolution. 

Ottoman Tax - Farming 
Moving now to the way in which the tax-
farmer raised money which he paid to the 
state at auctions; the basic financial 
instrument used by the Ottoman tax-farmers 
for fund mobilisation was Islamic partnerships 
(with a provider of capital), mainly the 
Mudaraba and Inan, also known as 
Musharaka. These partnerships were 
combined with a system of suredes, or Kefalet. 
The provider of the capital, the Rab al-Maal, 
not only provided capital to the tax-farmer, he 
also stood surety for him vis-a-vis the state. 
The surety was particularly important when 
the tax-farmer paid the promised amount to 
the state in instalments. 

Since the Rab al-Maal's liability was 
limited to the amount that he contributed to 
the partnership, his Kefalet also covered this 
amount and the state made him responsible 
only for the capital he provided. But if an Inan 
partnership with joint obligation was signed 
between the two partners, then the state could 
demand repayment f rom each par tner 
proportional to his share. Failure to fulfil this 
obligation to the state could lead to the 
imprisonment of all the partners. The Iltizam 
partnerships were generally small, comprising 
of two or three partners at the most. 

Problems of the System 
The Iltizam system had the following 
shortcomings. First, the tenure of the tax-
farmer was unreliable. If, after winning the 
tax-farm in an auction, another tax-farmer 
emerged and promised to pay a higher 
amount to the state, the tax-farm would be 
passed over to him before the original 
farmer's tenure had matured. Consequently, 
when a tax-farmer was assigned a farm, he 
tried to raise the maximum amount of 
revenue in the shortest possible time, which 
led to excessive exploitation of the tax source. 



Another shortcoming of the system emerged 
as a result of the tax-farmers paying their 
debts in instalments. This was inevitable as 
there were not many tax farmers who could 
afford to pay the sums they promised in 
advance. But the instalments were slow to 
accumulate and the situation became 
particularly serious when the state was facing 
a national emergency, for example, a threat 
from outside. Finally, the system could raise 
only relatively modest sums, because the tax 
collection was delegated for only a limited 
period. 

Notwithstanding these disadvantages, the 
system worked reasonably well during the 
golden age of the Ottoman period, but when 
they began after the 17th century to suffer 
military defeats, a crisis in public sector 
borrowing developed. 

Financial Crises Led to New System 
These financial crises assumed the form of 
huge budget deficits which reached staggering 
proportions during the wars of 1683-1699 to 
drive the Ottomans from Europe. Needing 
urgent revenue, the state introduced the 
Malikane system. The basic characteristic of 
this system was that the tax source was now 
farmed out on a lifetime basis. In return for 
the right to collect taxes for a lifetime, the tax-
farmer paid the state a lump sum called 
Muaccele, as well as regular annuities called 
Maal. In this way the state was provided with 
both emergency cash and regular revenue. 

The system worked by the state 
determining the minimum amount that it 
would accept for a tax-farm; the sum required 
would then be advertised to potential bidders, 
who would register with the treasury the 
amount that they would be willing to pay, and 
the highest bidder would be declared the 
Malikaneci, or the tax-farmer. The Malikane 
was not transferable, meaning that when the 
owner died he could not bequeath the tax-
farm to his descendants. 

Advantages of the Malikane System 
Another feature of the Malikane system was 
that it lessened the risk of default for the state. 

Failure to pay would mean confiscation of the 
tax-farm, and loss of the original lump sum. 
Also the state was protected from economic 
fluctuations, since the tax-farmer bought the 
farm for life to deal with economic 
fluctuations. 

The problem of investing in the Malikane 
being a risky affair for tax-farmers was solved 
by the devise of sub-tax-farming. The 
Malikanecis became basically absentee 
landlords, and the task of managing the tax-
farms was left to an agent who was chosen by 
the official farmer at an auction. Into this 
situation came the Sarraf, who helped the 
Malikaneci succeed in the initial auction as 
well as choose the agent. Thus four different 
agents were involved in the system: the 
Sarrafs, the treasuiy, the Malikanecis and the 
agent. Naturally, each one claimed a portion 
of the tax revenue generated, and the states 
share usually came to a mere 25 per cent. 

Despite the limited income from the tax-
farms, this system proved to be a huge success, 
as not only were the needs of the state met, 
and the budget deficits overcome, but a 
surplus was achieved. There is no doubt that 
the drastically improved state finances played 
a major role in ensuring the survival of the 
Ottoman system. However, this system was to 
change with the resounding defeat of the 
Ottoman government in 1775 at the hands of 
the Russians. 

The Search for New Solutions 
As a result of their defeat, the Ottoman 
government was forced to sign the Treaty of 
Kaynarca. One of the conditions of the treaty 
was that the Ottoman state had to pay 7.5 
million grus as war compensation. T h e 
payment was to be completed within three 
years and effected in three instalments. Thus 
the Ottoman government faced the daunting 
task of raising a huge amount in a relatively 
short time. It was soon apparent that whatever 
its advantages in times of stability, the 
Malikane system was ill-equipped to raise such 
amounts of revenue and so the Ottoman state 
was forced to look for new ways to deal with its 
deficit. 



Development of the Esham System 
The solution to this daunting task came to the 
Ottoman government in the form of Esham, 
Arabic for shares. 

Whereas in the Malikane system the entire 
revenue of a tax-farm was sold to a Malikaneci 
for life and the management was left to him or 
to his agent, under the Esham system the 
management was centralised and the annual 
profit was divided into shares, hence the term 
Esham. 

Under the new system, if a tax-farm 
generated a net profit of 15,000 grus, this 
profit could be divided into a number of 
shares, for example, 100 shares, which might 
represent an annual profit of 150 grus. Esham 
was simply the sale of this annual profit, in 
cash, for a lump sum payment which retained 
its name of Muaccele. Assuming that each 
share was sold for live times its estimated 
annual profit, i.e., 750 grus, any person who 
paid this amount could buy a share. 

In this way, the owner of a single share 
would be paid 150 grus annually for as long as 
he lived. If he lived for more than five years, 
he would begin to make a profit, and the state 
would begin to lose. This provided an element 
of risk for both the shareholder and the state. 
It was this uncertainty which eliminated any 
possibility of Riba. 

As for the state's gain, without Esham, the 
state would have received its normal 15,000 
grus revenue each year But, by selling shares 
to 100 investors and getting from each 750 
grus, the state received 75,000 grus instead of 
15,000. If purchaser of Esham died soon 
afterwards, the state made a further profit, as 
it repossessed the share and re-sold it for a 
further 750 grus. 

One of the most successful Esham tax-
farms was the tobacco customs of Istanbul, 
which was also one of the first to be 
established. This tax-farm had been sold as a 
Malikane but then, owing to the enormous 
revenue it generated, it was taken over by the 
state and organised as an Esham. Annual 
profit was 400,000 grus and this was divided 
into 160 shares. Each share was to yield 2,500 
grus annual profit to its owner. These shares 

were sold for 12,500 grus each, yielding to the 
state a total revenue of two million grus. 

Successful Mobilisation of Funds 
To ensure saleability, the shares were divided 
into ever smaller parts. As a result, the 
number of shareholders increased 
substantially. Thus, the Esham system, unlike 
the Malikane system, was no longer 
dominated by the military class and was 
successful in mobilising the savings of the 
public who had responded enthusiastically to 
these developments; 75 per cent of the shares 
were sold off within the first four months and 
90 per cent within the year. As other tax-farms 
were incorporated into the Esham system, the 
number of owners increased accordingly. By 
the year 1800, there were over 4,500 share 
owners. Meanwhile, the average Muaccele 
paid by a shareholder was declining; in the 
year 1800 the average paid was half of that 
paid in 1759. 

The growth in the public's participation in 
the Esham system, although beneficial in the 
short-term, eventually led to its demise. The 
most obvious advantage of the system was that 
by mobilising the savings of the public, the 
state succeeded in collecting huge amounts of 
revenue in a relatively short time. 

Bureaucratic Failure to 
Meet Demands of the System 
The state's bureaucracy was unable to cope 
with such rapid expansion of the Esham 
system and increasingly failed to accurately 
moni tor the deaths of the shareholders. 
Consequently, it often ended up paying the 
annual profit shares long after they ceased to 
be due. 

Worse still, the change from registered 
shares to bearers' shares allowed for shares to 
be easily bought and sold. Unlike under the 
Malikane system, where all the shares were 
registered and issued to specific individuals, 
when a person bought an Esham, he merely 
bought a paper stating the amount paid, the 
Muaccele, and the annual rate of return, with 
no information about the purchaser 

It was only when the shareholder paid in 



his Muaccele to the cashier of the finance 
ministry and was issued with an invoice which 
he took to the Berat office, that he was given a 
statement - a Berat - to the effect that the 
share was his property. But during war, the 
Berat office, together with all the offices of the 
finance ministry, moved to the front. 
Consequently, it was not possible to issue 
Berats to the purchasers who continued to buy 
shares during the war, and shares without the 
accompanying Berats began to circulate. This 
allowed purchasers to avoid taxes such as the 
Kasr-i-yed tax, which was charged upon the 
sale of a share to another person. 

Legalisation of Bearers' Shares 
In addition to this, the state, coming 
increasingly under pressure to pay its debts to 
the Sarrafs, offered them shares in lieu of 
cash. The Sarrafs accepted the shares only on 
the condition that they would be issued 
without the Berats. When the state was forced 
to accept, bearers' shares became legal. 

The legalisation of the bearers' shares had 
two major consequences for the Esham 
system. First, the state was deprived of the 
chance to repossess the shares upon the death 
of the purchaser. Second, and more 
importantly, as far as the Islamic law was 
concerned, Riba could no longer be avoided. 
The uncertainty that was dependent on the 
life span of a purchaser was rendered 
meaningless as the sale or transfer of a share 
to a third person became a matter of routine. 

The evolution of the Ottoman financial 
system from the Iltizam through to the Esham 
system shows how an Islamic state was able to 
carry out domestic borrowing within the limits 
imposed by the Sharia. These limits did not 
constitute an impediment to such transactions 
and the Ottoman state was able to expand its 
revenue enormously and even meet such 
enormous financial challenges as had been 
caused by war. If the Ottoman state did not 
collapse in the year 1699, this was in large part 
due to the Ottomans' ability to reform their 
financial system. 



Capital Adequacy Norms for 
Islamic Financial Institutions 

M O H A M A D O B A I D U L L A H 

Risk is an integral part of the business of 
financing. Islamic financial institutions, like 
their conventional counterparts, are subject to 
many forms of risk, of which credit and 
market risk are perhaps the most important. 

Credit risk involves the risk that a 
counterparty to a contractual obligation, be it 
Murabaha, Ijara, Ijara wa Iqtina, or Qard-Al-
Hasana, may defaul t on the promised 
payments. Market risk is the risk that the value 
of the assets or the cash flows from the assets 
may change in response to movements in 
aggregate macroeconomic factors. 

For conventional banks, market risk is 
seen to originate primarily from movements 
in interest rates and currency rates. Islamic 
banks and financial institutions are, by 
definition, less vulnerable to fluctuations in 
interest rates, as their t ransactions are 
supposed to be free f rom any element of Riba 
or interest. 

Of course, these may not be completely 
immune from interest-rate risk if Islamic 
bankers continue to use interest rates directly 
or indirectly in their investment and financing 
decisions (perhaps in the case of assets 
generating a predetermined income, such as 
Murabaha and Ijara). 

Islamic banks, like their conventional 
counterparts, are also exposed to currency 
risk. In the case of assets involving equity 
participation, or Musharaka and Mudaraba, 
market risk takes the form of general upturns 

and downturns in the economy affecting the 
profitability of individual projects. 

Bank regulators across the globe have 
traditionally focused on credit risk and the 
quality of assets. T h e pu rpose of such 
regulations has been to limit the probability 
that adverse outcomes of exceeding the bank's 
capacity to bear losses. Hence, the focus is on 
capital adequacy, since capital alone provides 
a buffer or cushion for absorbing potential 
losses inherent in the bank's conduct of its 
normal business. In this paper, we examine 
the relevance of the existing norms of capital 
adequacy for Islamic financial institutions. 

The Norms 
T h e capital adequacy norms, popularly known 
as Basle Committee norms, require banks to 
maintain a minimum ratio of capital to risk-
weighted assets at eight per cent. Before these 
norms were adopted, the principal means of 
assessing capital adequacy for banks was to 
simply divide total capital (which included 
retained earrings, common and preferred 
stock and certain forms of subordinated debt) 
by total assets. 

T h e norms assign each asset owned by a 
bank to one of four risk categories. Each risk 
category is assigned a "risk weight," which is 
used to multiply the amounts in each risk 
category to determine the amount of capital 
required by the bank. 

Category 1 (zero per cent) includes risk-



free assets such as: cash (domestic and 
foreign) held in the bank or in transit; 
balances due from central banks; claims on, or 
that are unconditionally guaranteed by, 
Central Governments; and net assets in the 
form of gold. 

Category 2 (twenty percent) includes very 
low-risk assets such as: cash items in the 
process of collection and claims on, or that are 
guaranteed by, local governments or 
government-sponsored agencies etc. 

Category 3 (fifty percent) includes riskier 
assets, such as: revenue bonds or similar 
claims that are obligations of state or local 
governments, but for which the government 
entity is communed to repay the debt only out 
of revenues from the facilities financed; credit 
equivalent amounts of interest rate; and 
foreign exchange rate related contracts, 
except for those assigned to a lower risk 
category. 

Category 4 (hundred percent) includes 
assets in the highest risk category, such as: all 
other claims on private obligors; all fixed 
assets, including premises, plant and 
equipment, investments in unconsolidated 
subsidiaries; joint ventures, or associated 
companies - if not deducted from capital - and 
the like. 

The norms also explicitly take into 
account off-balance sheet exposures of a bank 
in the assessment of capital adequacy. Off-
balance sheet items represent contingent 
assets (or liabilities) that the accounting 
profession does not require to be entered on 
the face of a bank's financial s tatement 
because of the uncertain nature of the 
contingencies that determine whether these 
items become due and payable (i.e., move 
onto the balance sheet). 

Most accountants do require that, as 
contingent items, they be disclosed in 
footnotes to the financial statements. Some 
typical off-balance sheet transactions are 
letters of credit, sale and repurchase 
agreements, forward agreements, futures, 
swaps etc. The face amount of the off-balance 
sheet item is taken into the risk-based capital 
ratio by multiplying it by a 'credit conversion 

factor' . The resultant 'credit equivalent 
amount' is assigned to the appropriate risk 
category (according to the identity of the 
obligor or guarantor). 

Capital is divided into "Tier 1," or "core" 
capital (consisting of retained earnings, 
common stock, and non-cumulative perpetual 
preferred stock and minority interests in 
equity accounts of consolidated subsidiaries, 
minus "goodwill") and "Tier 2" capital (various 
forms of 'supplementary' capital, such as 
hybrid instruments, equity contract notes, 
intermediate- term preferred stock, 
subordinated debt, allowances for loans and 
leases). The total of tier 2 capital cannot 
exceed hundred per cent of tier I capital for 
the purpose of assessment of capital adequacy. 

Assets and Capital of Islamic Financial 
Institutions 
The business of Islamic banking and the assets 
of Islamic financial institutions are distinct 
from those of their conventional counterparts. 
As per the definitions of the Accounting and 
Auditing Organisation for Islamic Financial 
Institutions (AAOIFI), these are generally in 
the form of cash and cash equivalents; 
receivables relating to Murabaha, Salam, and 
Istisna; investments in securities; Mudaraba 
investments; Musharaka (participation and 
joint ventures) investments; investments in 
other entities; inventories (including goods 
purchased for Murabaha customers prior to 
consummation of a Murabaha agreement); 
investments in real estate; assets acquired for 
Ijara; and fixed and other assets. 

The Basle Committee norms would 
require that cash and cash equivalents be 
placed in the zero risk category. Receivables 
would be assigned to one of the latter three 
categories, depending upon the identity of 
the obligor or the guarantor. All investments 
in Mudaraba, Musharaka, real estate and 
fixed assets would be in the hundred per cent 
risk category. 

Capital for an Islamic financial institution 
comprises owner's equity, unrestricted 
investment accounts and their equivalents. 
Owner's equity, as per the AAOIFI definition, 



refers to the "amount remaining from the 
Islamic bank's assets after deduct ing the 
bank's habilities, equity of unrestricted 
investment account holders and their 
equivalent and prohibited earnings, if any." 
Owner's equity would obviously form part of 
tier 1 capital. There is, however, considerable 
difference of opinion regarding inclusion of 
unrestricted investment accounts in capital. 

Unrestricted investment accounts are 
unique to Islamic financial institutions. 
According to the AAOIFI definition: 
"unrestricted investment accounts refer to 
funds received by the Islamic bank from 
individuals and others on the basis that the 
Islamic bank will have the right to use and 
invest those funds without restrictions, 
including the Islamic bank's r ight to 
commingle those invested funds with its own 
investments, in exchange for proportionate 
participation in profits and losses after the 
Islamic bank receives its share of profit as a 
Mudarib". 

Hence, unrestricted investment accounts 
are considered to be one of the elements of 
the financial position of the Islamic bank (as 
distinct from restricted investment accounts 
which are not considered an element of the 
Islamic bank's financial position, because the 
Islamic bank does not have unconditional 
right to use or dispose of these funds. These 
are valued at the amount remaining from the 
funds originally received by the Islamic bank 
from the account holders, plus (or minus) 
their share in the profits (or losses), and 
decreased by withdrawals or transfers to other 
types of accounts. 

Holders of unrestricted investment 
accounts and their equivalent receive a share 
of profits according to what is agreed in their 
contract with the Islamic bank, and bear their 
share of loss based on the relative contribution 
of their invested funds. 

The equity of unrestricted investment 
account holders and their equivalent is not 
considered a liability, since the Islamic bank is 
not obligated in the case of loss to return the 
original amount of funds received from the 
account holders, unless the loss is due to 

negligence or breach of contract. Thus, these 
differ f rom conventional deposits, which 
involve an obligation on the part of the bank 
to service them at a fixed or floating rate, as 
the case may be, irrespective of whether the 
bank generates profits or losses on its assets. 

Since an Islamic bank can pass on its 
losses to the holders of such accounts, these 
should form part of the capital for the 
purpose of assessment of capital adequacy (for 
possible absorption of losses on assets and 
investments). 

Should unrestricted investment accounts 
be ti-eated as tier I capital at par with owner's 
equity? The answer seems to be negative, 
because of some differences between the two. 

The equity of unrestricted investment 
account holders and their equivalent, is 
different from ownership equity in the sense 
that the holders of these accounts and their 
equivalent do not enjoy the same ownership 
rights, for example, voting rights and 
entitlement to profits realised from investing 
funds provided by current and other non-
investment accounts. 

Current accounts and other non-
investment accounts are guaranteed by 
owners' equity and not by the equity of 
unrestricted investment account holders or 
their equivalent. Further, while owners' equity 
is perpetual capital, the latter normally have a 
finite maturity period and also may contain a 
put option or a right for the holders to exit 
even before the time of redemption. 

Should unrestricted investment accounts 
be treated as tier 2 capital? The answer is 
obviously, yes. It may be noted that Basle 
Committee norms include irredeemable and 
intermediate- term preferred stock and 
subordinated debt in tier 2 capital. 
Unrestricted investment accounts certainly 
involve a much greater degree of flexibility for 
the bank in terms of servicing as compared to 
the above two. 

Critics of the above contention, however, 
point out that the so-called flexibility may be a 
myth in times of declining profits and cash 
flows, since the banks may be forced to 
maintain stable returns in the face of intense 



competitive pressures to retain their deposits. 
The fear of loss of market may lead to a 
distribution policy unrelated to the profit 
generating ability of the bank. The following 
suggestions may be made in order to counter 
this. 

Investment accounts of Islamic financial 
institutions operate in a manner similar to 
open-end or closed-end mutual funds, 
depending upon whether or not the account 
holders have a right to withdraw. Such funds 
are, in general, clearly categorised into 
growth-oriented and income-oriented ones. 

In the case of a growth-oriented fund, the 
investor looks forward to capital appreciation 
and not recurr ing income, and the 
investments of the fund are predominantly in 
equity. In an income-fund, however, the 
investor expects a stable stream of periodic 
income and hence, funds are predominantly 
invested in fixed-income securities. 

As far as the funds mobilised under 
investment accounts are concerned, a rational 

Islamic investor should not expect a stable 
income, unless, of course, the asset 
composition of the bank is predominantly in 
Murabaha or Ijara-wa-Iqtina. If the 
investments are concentrated in long-term 
avenues, then the investor should also have a 
long-time horizon and should look forward to 
returns in the form of capital appreciation. 

There is merit in the argument that banks 
in such cases need not be under pressure to 
stabilise the periodic disbursements to 
account holders. The banks must, however, in 
such cases, declare the Net Asset Value (NAV) 
of these funds at frequent intervals. This 
would enable the investors to continuously 
monitor the performance of the fund using 
the NAV. 

The level of distributed income would 
automatically lose its significance as a 
performance measure. The NAV measure 
would also ensure a fair deal to investors who 
would like to opt out. There is a need, 
therefore, of clarity, and adequate disclosure 

Table I: Capital Adequacy Ratios of Islamic Financial Institutions 

Name of institution 1 2 3 4 

Dar AI-Maal Al-lslami Trust 0.3598 0.8463 0.3833 0.9017 

Bahrain Islamic Bank 0.0992 0.9013 0,1029 0.9348 
Qatar Islamic Bank 0.0597 0.6807 0.0618 0.7049 

Faisal Islamic Bank of Egypt 0.0346 0.7939 0.0443 1.0157 

Al-Baraka Islamic Bank Bahrain 0.3301 0.8307 0.3813 0.9595 

Dubai Islamic Bank 0.0566 0.7668 0.0658 0.8913 

Tadamon Islamic Bank 0.0126 0.2295 0.0318 0.5800 
Bahrain Islamic Inv Company 0.4261 0.6704 0.4536 0.7137 
Bank Muamalat Indonesia 0.2742 0.8771 0.2819 0.9019 

Faisal Finance Turkey 0.0380 0.8549 0.0424 0.9549 

1. Owners' Equity plus Minority Interests/Total Assets 
2. Owners' Equity plus Minority Interests plus Unrestricted Investment Accounts/Total Assets 
3. Owners' Equity plus Minority Interests/Risk-Weighted Assets 
4. Owners' Equity plus Minority Interests plus Unrestricted Investment Accounts/Risk-Weighted Assets 



about the investment objective and a possible 
bifurcation of the investment accounts, on 
lines similar to growth or income-oriented 
funds. While the latter may not be treated as 
part of tier 2 capital, there is no reason why 
the former should not be. 

Some Empirical Observations 
What do the capital adequacy ratios for 
Islamic financial institutions look like? We 
at tempted to compute these ratios for a 
sample of ten Islamic banks, using data from 
their annual reports. These are presented in 
table I. 

In view of the fact that there is a gross 
discrepancy between the accounting practices 
of Islamic banks, these ratios are crude and at 
best, indicative. Further, due to lack of 
information on the identity of obligors or 
guarantors in the case of receivables, we 
placed all receivables and investments, except 
risk-free assets, such as cash, in the hundred 
per cent categories. Hence, the rados are 
grossly understated. Even then, they are 
generally found to be far higher than the 
minimum required ratio - four per cent with 
tier I capital and eight pe rcent with total 
capital as the numerator. 

The Question of Derivatives 
Unlike their conventional counterparts . 
Islamic banks do not deal in derivative 
contracts such as, options, futures, swaps and 
their other exotic variants in a significant way. 
Sharia Boards of many Islamic banks consider 
these instruments as un-Islamic, either 
because they are unduly complex, or because 
they are highly susceptible to speculation. 
While a discussion of the Sharia-related issues 
is beyond the scope of this paper, the fact 
remains that the extent of use of such 
instruments by Islamic financial institutions is 
insignificant. 

Derivatives are assets whose value and 
payoffs are determined by the value of the 
underlying asset or index. These instruments 
are considered useful as hedging devices, as 
they make possible the transfer of risk, such as 
that arising from volatility of interest rates. 

stock prices, commodity prices, and currency 
exchange rates, from one party to the other. 

The dark side of these instruments is, 
however, that they can be used for speculation 
with possibilities of unhmited gains and losses 
and hence, threaten the very existence of the 
organisation if expectations go wrong. While 
there is a dearth of data on whether bankers 
across the globe use derivatives for hedging or 
speculation, regulators are alarmed over the 
explosive growth in such transactions by 
banks. Islamic banks are fortunately immune 
to the risk-enhancing possibilities of such 
exposures. At the same time, a search is on to 
identify hedging techniques which are 
Islamically permissible. 

To sum up, Islamic banks and financial 
institutions, like their conventional 
counterparts, are exposed to various forms of 
risk. However, unlike conventional banks, they 
can pass on risk to their depositors, namely, 
the holders of unrestricted investment 
accounts. Like capital, unrestricted investment 
accounts can absorb potendal losses on the 
assets of Islamic banks. This is a unique 
featui-e of Islamic banking and finance. 

Hence, there is a strong case for inclusion 
of unrestricted investment accounts in capital 
adequacy measures. These measures, 
computed for Islamic financial institutions, 
are, in general, found to be extremely high, 
much higher than the minimum required as 
per Basle Committee norms. Hence, Islamic 
financial institutions are observed to be quite 
robust. The robustness is further improved by 
their abhorrence of speculative transacdons in 
derivatives. 
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Understanding Islamic Financing 

K H A L I D L A T I F 

It is important to note that Islam not only 
provides a complete code of ethical values but 
also covers the entire socio-economic 
spectrum of human life based on equity and 
justice. T h e recent resurgence of Islam 
symbolises, a m o n g o ther things, the 
disillusionment of the Muslim world with both 
the prevailing ma jo r economic systems, 
namely capitalism and socialism. 

Muslims believe that the Islamic system, 
and the Islamic system alone, being divine in 
origin, holds the key to their socio-economic 
well-being and progress. Islam considers Riba, 
that is, interest in all its forms, as unjust and 
exploitative and forbids it in strong terms. 

Consequently, a few decades ago, Muslims 
in several parts of the world decided to 
establish interest-free financial institutions . As 
a result, today more than one h u n d r e d 
financial institutions are practising interest-
free modes of financing all over the world. 
Moreover, there are strong indications that the 
movement for interest-free financial 
institutions is poised to gain momentum, 
especially in the Muslim countries, leading to 
the establishment of many more such 
institutions. 

T h e basis of its creation being the 
ideology of Islam, Pakistan decided to 
dispense with the interest-based banking 
system and introduce various modes of 
Islamic financing in the country's banking 
sector. 

Background 
The task was given to the Council of Islamic 
Ideology, consti tuted in 1962 u n d e r the 
consti tutional provisions. T h e Council 
submitted its final recommendations to the 
federal government in 1980. Pursuant to the 
said report, profit-and-loss-sharing deposit 
accounts were introduced by banks in 1981. 

T h e conversion of credit into Islamic 
modes of financing was, however, scheduled 
gradually and was commenced on 1st January, 
1985 by eliminating Riba from the finances of 
the government, public sector corporations, 
government owned/managed companies and 
private sector jo int stock companies, and 
finally culminated on 1st July, 1985 in the 
conversion of all deposits in all banks into 
profi t -and-loss-sharing accounts and 
financing on a mark-up basis instead of 
interest. 

At the outset, the State Bank of Pakistan 
had ident if ied twelve modes of Islamic 
financing which could be broadly classified 
into five categories, depending upon the 
nature of the transactions involved: 

a) Shared-risk financing 
b) Selling on profit 
c) Renting of assets 
d) Renting of services 
e) Qard-Al-Hasana 



Shared-risk Financing 
The arrangement under shared-risk financing 
is to share profit/loss among the investors, i.e. 
the bank on the one hand and the customer 
on the other, who may be natural or legal 
persons. The modes of financing under this 
class are as follows: 

• Musharaka 
• Equity part icipation and purchase of 

shares 
• Participation Term Certificates, Term 

Finance Certificates and Mudaraba 
Certificates on a short-, medium- and 
long-term basis 

• Development charges for financing the 
development of property 

Musharaka is a purely Islamic nomenclature, 
which implies an arrangement of business or 
its financing based on the concept of profit-
and-loss-sharing in which all parties 
contribute their money or efforts or skills or a 
combination of all three. Profit from the 
venture can be shared in any agreed 
proportion, but the loss, if any, is borne by the 
parties in strict proportion to the capital 
contributed by each. 

Equity participation can be done by banks 
purchasing the shares in a business and 
earning the dividends declared by the 
company from time to time. 

Participation Term Certificates/Term 
Finance Certificates and Transferable Finance 
Instruments attempt to replace the interest-
based system of equity/debenture/bridge 
financing. The present mechanism adopted 
for sharing profit or loss on these financial 
instruments suffers from serious deficiencies 
in the light of the dictates of the Islamic 
Sharia. However, with the passage of time and 
experience, these are being replaced with 
financial instruments that are strictly in 
accordance with the Islamic concepts of 
business transactions. 

Selling on Profit 
• This system implies the purchase of goods 

by banks and their sale to clients at an 

appropr ia te mark-up in price on a 
deferred payment basis, without levy of 
mark-up on mark-up. 

• Secondly, this system covers the purchase 
of bills on a mark-down basis. 

• And thirdly, it encompasses the purchase 
of property by banks from their clients 
with a buy-back agreement or otherwise. 

The assumptions made for financing on 
mark-up/mark-down mechanisms are: 

• The ownership of the goods being sold to 
a customer at a mark-up price on a 
deferred payment basis belongs to the 
bank, as no one other than the owner can 
sell the goods. 

• The possession of goods sold by the bank 
to its customers is not notional but 
properly documented. 

• No mark-up is charged to the customer in 
the event of his failure to make a deferred 
payment on the due date. 

• Mark-up in price can be charged only 
when goods are being sold, otherwise it 
will become interest, which is prohibited. 

Similarly, in the case of purchase of 
movable/immovable property by the bank, the 
said property, goods or any other tangible 
item is owned by the client, and in order to 
meet with his liquidity requirements, he sells 
the same to the bank with a promise to buy it 
back at a future date. The bank agrees to re-
sell the property, goods or other tangible 
items to its customer on a deferred payment 
basis, either in a lump sum or in instalments 
at a mark-up price. The difference between 
the purchase price and the subsequent sale 
price will be the income of the bank. 

Renting of Assets 
The renting of assets is a comparatively 
modern concept embraced by financial 
institutions all over the world. This category of 
finance has the following three modes, 
namely: 

• Leasing 



• Hire Purchasing 
• Rent-Sharing 

Under leasing, a lessee acquires the right of 
the use of the asset without becoming its 
owner. The lessor, for an agreed period of 
time, with or without the option of purchase of 
the leased asset by the lessee, agrees to accept 
rental and payment for the residual value of 
the asset. The terms and conditions of leasing 
can be tailored to suit the financing 
requirements of customers as regards the 
lease package, rental payments, tax 
accounting etc. 

As for the mode of hire-purchase 
financing, equipment or vehicles or consumer 
durables are purchased by the bank at the 
specific request of the customer. The 
equipment is then hired out to the customer 
on payment of periodical instalments. The 
instalments are so arranged that the hire-
purchase price is amortised during the useful 
life of the equipment. 

The agreed hire-purchase price payable 
by the customer, in instalments, includes a fair 
return to banks in addition to the original 
price of the equipment. The ownership of the 
equipment remains with the bank until it is 
transferred to the hirer against payment of the 
specific nominal amount agreed to at the time 
of executing the hire purchase agreement. 

As for the rent-sharing mode of financing, 
the bank may provide part of the finance to 
the customer required by him for the 
construction/purchase of a property. The 
return on such financing would be in the 
shape of a proportionate share in the property 
purchased by the customer by investing part 
of the funds borrowed from the bank. 

Renting of Services 
In the case of the renting of services, the 
following two modes have been prescribed: 

• The financing to a customer can be made 
by banks without consideration of the cost 
of funds and/or return thereon. However, 
the bank may recover actual service 
charges involved in such financing. 

• The bank may sell its services to a 
customer against charges where no 
financing is involved. Such charges are 
usually recovered from the customer by 
way of commission. 

Qard-Al-Hasana 
Qard-Al-Hasana is granted on compassionate 
grounds free of interest and/or sei-vice charge. 
It is repayable as and when the borrower is 
able to repay. Under this mode of financing, 
the banks are already providing Qard-Al-
Hasana for education and medical treatment. 

Although these modes of financing have 
evolved on a purely non-interest basis, the 
mechanism adopted by the banks for 
conducting the transactions has been 
subjected to various observations by scholars 
and even by the Federal Sharia Court. 

They have observed that the banking 
system alone cannot be fully Islamised unless 
the related federal and provincial laws are also 
brought into conformity with the injunctions 
of Islam. So far as the present mechanism for 
conducting Islamic modes of financing is 
concerned, it is rightly said that the rate of 
mark-up, which is predetermined, is un-
Islamic. 

In the light of the Federal Sharia Court's 
decision, and the requirements of the Sharia 
Act, the Permanent Commission on the 
Islamisation of the Economy has been 
constituted and has submitted proposals for 
the elimination of elements in the economy 
which are at variance with Sharia injunctions. 

It should be appreciated that to bring all 
of the intricate credit systems - which have 
been in use for such a long time - fully in line 
with the Sharia, will take a great deal of time-
consuming effort. There is no doubt that this 
goal will eventually be achieved, as a serious 
start has been made by teams of jurists, 
religious scholars, economists and bankers etc, 
in various countries of the world. 



Quantifying the Islamic Financial Market Size 

R O D N E Y W I L S O N 

Islamic finance is often regarded as being a 
specialised or niche market . T h e 'niche' 
certainly seems to have grown, as the funds 
which are managed in accordance with the 
Sharia law are now valued at over $70 billion. 

Such growth from less than $300 million 
over the twenty-year period since the mid-70s 
cannot simply be explained by the fact that 
those clients that were originally involved 
have simply become more wealthy. Rather it 
suggests that a wider spectrum of clients are 
becoming involved, including those who had 
little unders tanding of what Islamic finance 
involved, and even those who were initially 
sceptical. 

Despite this success, only part of the 
potential market for Islamic finance has been 
tapped and there remains much scope for 
fur ther growth. Arguably, however, the easiest 
par t of the market has already been tapped. 
To penetrate further, a more professional 
approach to the marketing of Islamic financial 
services will be required. 

New clients will n e e d persuas ion , and 
may be more d e m a n d i n g in the type of 
i n fo rma t ion tha t they expect the banks and 
i n v e s t m e n t c o m p a n i e s o f f e r i n g Is lamic 
financial services to give. For the providers 
of Islamic financial services, there is the 
issue of how much to al locate to marke t ing 
budgets . 

Islamic Investment Capability 
Although there are significant Muslim 
populations in Europe, including over one 
million Muslims in the United Kingdom, 
much of the demand for Islamic financial 
services originates from within the Islamic 
world. From a marketing perspective, the 
challenge of attracting business from British 
Muslims is very different from that of dealing 
with clients f rom the Middle East, South Asia 
or the Far East, as the financial environment is 
much more competi t ive in the Uni ted 
Kingdom. 

Here Islamic investment or unit trust 
products have more chance of being successful 
as add-ons to existing financial assets rather 
than Islamic bank deposits, given the range of 
commercial banking services available, with 
which the smaller Islamic institutions cannot 
hope to compete. There is an inter-bank for 
Islamic banking services in London, and to a 
lesser extent a personal banking market for 
clients of high net worth, but not really a retail 
market in the normally accepted sense. 

Most of the Islamic money and investment 
funds that are "booked" in internat ional 
financial centres such as London originates in 
the Islamic world. Given this situation, the 
potential market for Islamic financial services 
is largely a sub-set of the total market for 
banking and investment services in the 
Islamic world. 

The re fo re an examinat ion of the 



macroeconomic and banking indicators for 
Muslim countries can be instructive in 
gauging the potential for future expansion, 
although an allowance must be made for 
factors which inhibit or prevent capital 
movement out of some of the countries, 
notably foreign exchange controls. 

Table 1 illustrates how the per capita 
income level of the countries of the Islamic 

Table 1 
Income levels and savings in the 

Islamic World 

PPP GNP $ Bank saving 
per capita /GDP % 

Algeria 5,330 49 
Bahrain 12,070 60 
Bangladesh 1,350 6 
Egypt 3,610 32 
Indonesia 3,690 52 
Iran 4,650 35 
Jordan 4,290 76 
Kuwait 24,500 57 
Malaysia 8,610 84 
Morocco 3,440 14 
Pakistan 2,210 16 
Saudi Arabia 7,240 17 
Tunisia 4,960 12 
Turkey 4,610 6 

Source: World Bank, 1996. 

world, when measured in common purchasing 
power parity United States dollar terms, is 
related to bank savings ratios in fourteen 
Muslim countries. These countries have 
internationally comparable economic statistics 
that are reported annually by the World Bank, 
and in the case of bank savings, monthly by 
the IMF. 

The bank savings to GDP ratios refer to 
commercial bank deposits, which include 
deposits in Islamic banks in all those countries 
listed, apart from Algeria, where no such 
facilities are available. All bank savings in Iran 
can be regarded as Islamic, but in most of the 

other countries the proportion varies from 
four to twenty per cent of the total, the 
proportion being highest in some of the Gulf 
states. 

It is difficult to estimate the proportion of 
savings which is held as assets acceptable 
under the Sharia law, as convendonal banks 
offering Islamic deposit facilities do not 
distinguish between Islamic and non-Islamic 
accounts in their financial reporting. 

Needs and Concerns of the Islamic Investor 
The disdnction between bank deposits for 
transaction purposes and accounts which are 
regarded as savings assets is important in 
Islamic banking, and it is arguably in the 
provision of savings (or investment) deposits 
that specifically designated Islamic accounts 
have much appeal to the depositor. 

There can, of course, be religious 
objections to placing even transactions 
deposits which earn no interest with a 
conventional commercial bank, as the bank 
will be involved in Riba-based lending, which 
could be thought of as tainting the client's 
deposit, even if he or she does not obtain an 
interest return themselves. 

Nevertheless, it is interest-rate savings 
accounts that present a greater moral problem 

Table 2 
Nature of bank deposits in 
selected Muslim countries 

Demand/Savings deposits 

Algeria 94 
Bahrain 31 
Bangladesh 89 
Egypt 18 
Indonesia 19 
Iran 63 
Jordan 28 
Kuwait 15 
Malaysia 19 
Pakistan 146 
Saudi Arabia 79 

Source: World Bank, 1996. 



for the Muslim depositor, which is why 
participatory profit-sharing deposits based on 
the Mudaraba principle are a inuch more 
acceptable proposition. 

The ratio of demand (transactions) to 
savings (investment) deposits is illustrated for 
a number of Muslim countries in Table 2. 

A high ratio, as in Algeria, Bangladesh, 
Pakistan and Saudi Arabia, may indicate that 
bank clients are willing to hold transactions 
balances out of necessity, but do not see the 
banks as vehicles for savings. This may reflect 
apprehension on religious grounds of banks 
in general, although in some of the countries 
other factors may also be important. 

These may include perceived 
inefficiencies in the financial services 
provided, especially where banks are state 
owned. Furthermore, low income earners may 
simply not use banks, and the 
underdevelopment of banking generally may 
reflect the low level of a country's economic 
development. 

Institutional loyalty and client inertia are 
features of the market for banking sei-vices. 
Personal clients often bank with the same 
institutions as their parents, and the amount 
of switching between different banks during 
an adult lifetime is very limited. It is this 
inertia which has made it so difficult for the 
new Islamic banks to enter the established 
market and attract retail customers. 

Clients are often wary of novelty, and most 
of those who have decided to open investment 
accounts with Islamic banks have usually 
continued to maintain their current account 
with their previous bank, rather than "putting 
all their eggs in one basket." 

In developing countries with 
monetarisation, the banking habit spreads to 
new segments of the population. The spread 
of branch banking has facilitated this process 
historically, as the population in smaller towns 
and villages have increasingly found it 
convenient to deal through neighbourhood 
branches. 

The new banking clients tend to be the 
more wealthy social groups, and young 
people. Older people accustomed to dealing 

largely with cash transactions may be reluctant 
to use financial intermediaries. 

The spread of the banking habit usually 
occurs through the young and is a matter of 
generation change. In much of the Islamic 
world, the major spread of banking was in the 
1950s and 1960s. As Islamic banks really only 
started operating on a significant scale in the 
1970s, they unfortunately missed this 
opportunity to capture a new market. 

Latecomers can, of course, learn from the 
mistakes of others, but in banking it is usually 
a disadvantage to be the last entrant. The 
Saudi Arabian market illustrates this. The 
National Commercial Bank enjoyed a virtual 
monopoly from its estabhshment in 1938 until 
1957, when the Riyadh Bank was founded. 

The latter never caught up in terms of 
market share, and although the new Saudised 
banks established in the late 1970s and early 
1980s chipped away at the National 
Commercial Bank's market share, it retains its 
dominant position until today. 

Western and Ai-ab banks often try to target 
university students, as although these young 
people often have litde money, they are the 
most likely group to be the important clients 
of the future. In the marketing of banking 
services it is crucial to take a long-term 
perspective. 

A number of Islamic banks have also 
grasped the potential importance of this 
student market, especially given the Islamic 
fervour on many university campuses. 
Establishing a branch on the campus of state-
run universities in the Islamic world is often a 
problem, but a number of Islamic banks have 
succeeded in acquiring premises close to the 
main entrance gates to universities. 

Building a profile of the Islamic investor 
Islamic finance is often approached from the 
perspective of the service provider rather than 
the needs of the client. To some extent this 
reflects a view of Islamic economics as a set of 
rules and procedures for ordinary Muslims to 
follow in their everyday lives. The financial 
instruments have largely been developed from 
what is deemed practicable and convenient 



for the bank, provided they can be seen to be 
consistent with Sharia law. 

Often it has been a case of adapting and 
modifying conventional instruments so that 
they can be seen to be Islamically legitimate. 
Once the Sharia advisor is satisfied that 
religious laws are observed, then the 
instrument or service can be offered. 

Marketing is a completely neglected issue 
in the literature on Islamic finance, and a topic 
which is rarely if ever discussed in conferences 
on the subject. This may reflect the top down 
approach, seeking to provide a financial service 
which is thought by those in authority to be 
suitable for the Muslim bank client, rather than 
finding out what the customer actually wants 
and sees as acceptable, given his or her 
religious faith. 

Customer preferences can be ascertained 
through casual empiricism, and simply 
listening to what pardcular Muslim clients are 
requesting may well be appropriate for those 
providing highly personalised banking 
services to clients of high net worth. In these 
cases, the costs of tailoring financial 
instruments to individual preferences may be 
both feasible and financially viable, as the 
transaction costs can be built into the margins 
charged for the personalised facility. 

Outside the world of private banking for 
the very rich, however, it is necessary to 
provide more standardised services. What type 
of instruments should be provided, and how 
should they be structured with respect to the 
time to maturity and the costings? 

There are, of course, basic Islamic 
financing facilities that are well-established 
and defined, such as Mudaraba, Musharaka, 
Murabaha and Ijara. What should be the 
terms on which each of these is offered, if they 
are to appeal to the customer and widen the 
market for Islamic financial instruments? 

Rather than the bank simply providing 
the service on a "take it or leave it" basis, it 
may be more successful if it first undertakes 
market research to identify what potential 
clients find appealing and acceptable. 

Some may view client discretion as a 
luxury, and marketing as a way of appealing to 

customer whims, almost a frivolity, which is ill-
suited and unnecessary for the religious and 
the devout. Marketing and its sub-disciplines 
have become an important par t of 
management science, however, and its tools 
and techniques have a serious purpose. 

It can assist in the development and 
enhancement of Islamic financial products 
and demonstrate that there is an acceptable 
and appeal ing alternative to Riba-based 
finance. It can also spread the message 
concerning the merits of Islamic finance, 
enhance the images of the institutions 
involved and widen the market for Islamic 
financing products, so that it becomes more 
than a mere niche sector in the international 
financial marketplace. 

Market research can be useful for finding 
out if existing clients are satisfied with the 
Islamic financial services on offer, as well as 
ascertaining the expectations of potential 
customers. It can also be used to test reactions 
to new financial products, which may 
determine whether the bank considers it is 
worth proceeding with their launch. Often 
customers do not really know if products are 
actually suitable until they have been tried. 

One method of proceeding is to run a trial 
for a new financial service with a particular 
market segment, and conduct a small pilot 
survey of the initial users to obtain feedback. 
The only problem with this approach is if the 
trial group was selected in anticipation of a 
favourable response, their characteristics may 
deviate from that of the possible wider market. 
Positive feedback from the trial group may be 
no guarantee of wider market acceptability. 
Modification in the light of negative feedback 
from the trial group may actually bias the 
service provision in a way that makes it less 
acceptable generally. 

Market research is the major means of 
scanning the environment to de termine 
whether particular products are likely to be 
acceptable. The standard literature on 
environmental scanning includes religion as 
one feature defining market segmentation, 
but there are many others. Islamic banks 
serving domestic retail markets find that the 



services used depend on the clients' income, 
occupation, level of education, age and family 
position. 

Institutions serving a number of Muslim 
countries may fmd that each market has its 
particular characteristics reflecting ethnic and 
social differences, in spite of the common 
religious values and beliefs of its client base. 
Political, fiscal, economic and legal factors are 
determined nationally, not for the Islamic 
world as a whole, which implies considerable 
diversity in financial product provision. 

Internat ional marketing intelligence 
involves the systematic gathering, recording 
and analysis of data on particular markets, so 
that the bank can decide which market to 
focus its efforts on, the entry strategy, and how 
to build up a client base. 

International marketing can be reactive, 
where questionnaires or in-depth interviews 
are used to collect primary data, or 
alternatively it may be non-reactive, where 
existing secondary data is used, which will not 
usually have been collected by the bank itself 

The Albaraka group, when deciding in 
which of the republics of the former Soviet 
Union to establish a presence, had to take 
account of the relative sizes of the Muslim 
populations, per capita income levels, 
economic development prospects, the stability 
of the potential host countries and the 
attitude of the authorities to the entry of an 
Islamic bank to their market for banking 
services. Khazakistan was chosen in view of its 
large size, political stability, the positive 
attitude of its government and its rich natural 
resource base. 

Creating an effective marketing strategy 
Although most Muslims are aware of Islamic 
financing possibilities, and some use the 
services provided by Islamic banks, and the 
Islamic facilities offered by conventional 
banks, there is a lack of knowledge concerning 
the terms of the financial products on offer, 
and how the instruments actually work. 

Islamic banks have undertaken relatively 
little advertising, and most of what there is 
consists of simple press notices and a few 

billboard hoardings. The aim has been to 
foster awareness of the existence of Islamic 
banks in the market for banking services, and 
to a lesser extent create a brand image. 

Conventional banks which offer Islamic 
financing facilities have been often somewhat 
discreet about what they provide, some of the 
effort being to "cross sell" Islamic financial 
products to existing customers of the bank, 
rather than tap new markets. They do not, of 
course, turn away business that comes their 
way, often through connections in the inter-
bank market, but there has been no high-
profile marketing strategy aimed at the 
general public. 

Banks in countries where the entire 
financial system has been Islamised, such as 
Iran, have no need to promote Islamic 
financial products, as these are simply what is 
on offer, and there is no question of 
compet ing with conventional Riba-based 
banks. 

In Iran, the banks, most of which are state-
owned, advertise in the press to create name 
awareness, and to some extent to reassure 
their existing clients of their presence and 
solidity, but they do not attempt to promote 
particular services through advertising, or aim 
to entice clients away from other banks, 
whether state or privately owned. 

Often press advertisements take the form 
of simple announcements of assets and 
habilities, contrasting the situation of the last 
financial year with that of the previous year. 
These are to reassure, and merely reproduce 
information contained in their annual general 
reports. 

Press announcements of this type are 
often a reporting requirement, either by the 
auditors, or government or both. Such official 
announcements are mainly of interest to other 
bankers, or shareholders in the banks, but 
most clients, and the newspaper readership at 
large, give them little more than a passing 
glance. 

Because of the innovative nature and 
complexity of Islamic financial products, 
informative advertising is needed which goes 
beyond mere financial report ing, or the 



promotion of awareness of a particular bank. 
It is more a matter of explaining and 
educating, pointing out the advantages and 
implications of using particular Islamic 
financial products. 

In doing this, decisions have to be made 
concerning what media to use to get across the 
message, what potential client group to target, 
and what the level and content of the 
information should be. Clearly these are not 
independent. Media such as television and 
radio are good for promoting brand 
awareness, but not for imparting information 
of any complexity. 

Placing advertisements in financial 
publications may reach a specialist readership 
in the banking and business community, but 
will have little impact at the retail level 
amongst the general public. To reach the 
latter the mainstream press may be preferable, 
but there is then the issue of whether to 
advertise in quasi-governmental or more 
independent newspapers. 

The question of choosing between more 
serious broadsheets, read by the more 
educated social classes, or popular tabloids 
read by those with less schooling, is more of an 
issue in the Western world. In the Arab or 
Islamic worlds, where the lower social classes 
seldom read newspapers, it is the political 
stance of the press which is arguably the main 
distinguishing feature, with circulations being 
rather small by Western standards. 

One of the most effective means of 
providing educative promotion at the retail 
level is through the production of leaflets on 
the particular Islamic financial services being 
offered. 

These can be made available in display 
racks in bank branches free of charge, and can 
also be obtained on request in response to 
newspaper advertisements, where the 
potential client is asked to tick the appropriate 
box and post the advertisement after cutting it 
out. 

A telephone number can also be quoted 
for callers to leave their addresses so that the 
leaflets can be posted to their homes or 
offices. The bank is able to build up a database 

from the responses of potential clients for 
Islamic banking services, who can then be 
targeted from time to time with promotional 
literature. This should not be too frequent, in 
case it is regarded as junk mail, but phased-
timing can build up potential client 
awareness. 

The content of the leaflets should be 
carefully planned. Very glossy material may be 
expensive to produce, and may not portray 
the appropriate image. Conventional black 
print on a white background could be 
appropriate, and where colour is introduced, a 
single colour may suffice. 

Bullet points and sub-headings may be 
appropriate, but the structure should be kept 
clear and simple. When considering how 
much information is to be included in the 
leaflets it is important to bear in mind the 
attention span of the potential reader, 
especially if they are aimed at the personal 
rather than the business client. 

Most bank clients are not as interested in 
financial matters as bankers themselves, who 
after all have chosen careers in finance. 
Leaflets should not take an excessive amount 
of time to read, and banks may regard it as 
preferable to produce several leaflets on their 
Islamic financial services rather than one 
leaflet giving details of the entire range. 

Smaller well-focused leaflets are cheaper 
to produce, and it is wasteful to include 
information which a particular client does not 
want. Readers may resent searching for what is 
relevant to their requirements. On the other 
hand, a larger leaflet which enables the reader 
to browse through a wider range of services 
introduces the possibility of cross-selling. 

A client interested in an investment 
account only may be attracted by the services 
provided with a current account. T h e 
merchant interested in Murabaha trade credit 
may be attracted by the leasing contracts 
provided through Ijara. 

Rather than having separate leaflets on 
different Islamic financing facilities such as 
Mudaraba, Musharaka, Ijara and Murabaha, 
banks may find it better to categorise leaflets 
for each type of service. 



A leaflet covering current account facilities 
would contain enough information on its own, 
for example, with separate leaflets on savings 
and investment accounts, although it may be 
thought appropriate to draw the reader's 
attention to the breadth of services provided 
by the bank. For those seeking funds, separate 
leaflets could be produced for personal and 
family financing facilities, small businesses 

Table 3 
Investment and government 

spending in the Islamic World 

PPP GNP $ Bank saving 
per capita /GDP % 

Algeria 33 17 
Bahrain 28 21 
Bangladesh 14 14 
Egypt 18 14 
Indonesia 29 10 
Iran 23 12 
Jordan 26 24 
Kuwait 11 38 
Malaysia 39 13 
Morocco 21 16 
Pakistan 20 13 
Saudi Arabia 24 31 
Tunisia 24 16 
Turkey 22 18 

Source: World Bank, 1996. 

and facilities such as trade and equity finance. 

How extensive infrastructure spending may 
impact on investment decisions 
Islamic banks, like conventional banks, are 
interested in investment expenditure and 
government spending more generally, as this 
aggregate macroeconomic data provides some 
indication of the possible future demand for 
Islamic funding. In most Muslim countries, 
government spending tends to compliment 
commercial bank finance rather than crowd it 
out. 

Hence a high level of government 

spending may be associated with good 
financing opportunities, although there is the 
issue, especially in the Gulf states, of the 
extent to which this can be sustained with 
continuing depressed oil prices. 

There is considerable variation in the level 
of investment in relation to GDP in the 
Islamic world, as Table 3 shows. The 
investment ratio data can be compared with 
the per capita GNP data in table 1. 

Such a comparison reveals, not 
surprisingly, a positive relationship between 
the ratio of investment to GDP and the level of 
per capita GNP, although economies such as 
Kuwait are obvious exceptions. Much 
investment is still financed by governments 
rather than privately in the Islamic world, but 
the figure does give some indication of the 
relative demands for funding. 

Most of this funding is raised through 
conventional rather than Islamic financial 
instruments, but both private seekers of 
finance and governments in the Islamic world 
are increasingly aware of the advantages of 
being seen to use Islamic instruments, not 
because they are cheaper, but because of the 
favourable public reaction. 

Major deals which have involved Islamic 
financing include the purchase of power 
generation equipment in Pakistan and the 
acquisition of Airbus aircraft for airlines in the 
Gulf 

Other airline deals may include the 
purchasing of aircraft for Malaysian Airlines 
worth $1.5 billion and the arrangement of 
Islamic finance for fleet modernisation by the 
Biman Airline of Bangladesh in a deal worth 
$150 million. 

As Table 3 shows, it is Malaysia and 
Indonesia, which have the highest investment 
rates in the Islamic world. It is therefore not 
surprising that it is in these South East Asian 
countries that some of the largest Islamic 
financing deals have recently been arranged. 

These include: a deferred payment deal 
(Al-Bai-Bithaman Ajil) for work worth $782 
million on Kuala Lumpur's new international 
airport at Sepang; financing valued at $354 
million for a new transport terminal in 



Jakarta; and housing finance worth | 3 0 0 
million for a complex of 8,000 apartments, 
also in Indonesia. The Faisal Islamic Bank of 
Bahrain has been involved with the latter. 

Predicting the long-term needs of the 
market as a whole and preparing to meet 
the demand 
Islamic banks have to make decisions about 
how to provide their services, which involves 
determining the location of their head offices 
and planning the number and distribution of 
branches. For banks serving a domestic 
market, the national capital or the leading 
commercial centre is usually the favoured 
headquarters site, even though premises may 
be more expensive to acquire and maintain in 
such locations. Where direct personal contact 
with clients is essential, this implies the 
necessity of a physical presence. Building up a 
branch network is the obvious way of 
achieving this, but this can be costly in terms 
of staffing and premises. 

Decisions have to be made about the level 
and range of service to be provided by each 
branch. Acceptance of all forms of deposits is 
usually devolved to each branch, as well as the 
provision of withdrawal facilities. 

Personal financing for small amounts may 
also be arranged locally, including modest 
Murabahas to facilitate wholesale or retail 
trade. Standard Ijara leasing contracts may 
also be authorised. Most equity participation 
arrangements on a Mudaraba or Musharaka 
basis have to be approved by the head office. 
This is because they involve the Islamic bank 
taking on risks with respect to its returns, and 
not merely the risks associated with 
repayments default. 

For Islamic banks primarily involved with 
personal clients of high net worth and large 
international t rade financing deals, most 
matters will usually be dealt with through the 
head office. Personal contact is maintained 
either by the clients visiting the bank from 
time to time, or by the bankers visiting the 
client, where the business is on a significant 
scale. 

Day-to-day communication is maintained 

by telephone and fax rather than E-mail, as 
Islamic banks, like other banks, have been 
reluctant to use the Internet, because of 
worries over the security of open access UNIX 
systems. Extending computerised banking 
systems to provide direct screen and keyboard 
access to business clients with appropriate 
modem links may well become more of an 
issue for Islamic banks in the future. Many 
Western banks already provide such facilities 
to enable clients to check their account 
balances, make deposits and withdrawals and 
send messages. 

There can be little doubt that the 
telecommunications revolution will have 
profound implications for the logistics of 
providing Islamic banking services, just as it 
has for the conventional banks. Islamic banks 
with only limited or no branch networks may 
find this becomes less of a handicap when 
competing with conventional banks with 
networks. 

Those dealing primarily with clients of 
high net worth or major business customers 
are likely to find that the advances in 
telecommunications work to their advantage, 
as such clients are likely to have both the 
facilities and skills to maintain on-line links. 

There are, of course, trade-offs between 
the price at which a particular Islamic banking 
service is offered and the quality of the service 
provided. For large deals the bank will be able 
to offer a more highly personalised service, 
but this will be instead of at least part of the 
discount associated with business on a 
substantial scale. Different banks of course are 
able to make different levels of profit on their 
business, but this reflects their own cost 
structures as well as their ability to convince 
the client that the service is worth paying for, 
even when the quotation exceeds that of their 
rivals. 

Profitable Islamic banks are not simply 
those that attract business by pricing their 
services at low levels, or those that promise the 
highest returns; it is the quality of provision 
which may matter, and some institutions may 
prefer to provide a quality service to a low-
volume market, rather than offer a lower 



quality product at a cheaper price on a higher 
volume basis. 

The latter may not be an especially 
profitable way of proceeding. Developing new 
financing facilities and providing an extended 
range of services can also be costly. 

Islamic banks have to decide if they are to 
be niche players in terms of the types of 
products provided, or whether they can 
provide a fuller range of services on a fee basis 
in line with conventional banks. They, of 
course, have to avoid all interest payments 
and receipts as this would constitute Riba, but 
many conventional banks are increasingly 
charging customers for many of their services 
on a fee basis rather than applying interest. 

Islamic banks function to some extent like 
investment companies, as their savings and 
investment deposits are received on a profit-
sharing basis and funds are often advanced 
through Mudaraba or Musharaka equity 
participation. This means depositors and 
those receiving funding have a direct interest 
in how profitable the bank is; depositors 
through the profit-sharing, and recipients of 
funds because the bank is more likely to 
withdraw from its equity stake if it needs to 
restore liquidity because of a shortfall in 
deposits. 

This identity of interests is not complete, 
however, even for the profit-sharers. There is 
still the issue of what proportion of the profits 
to pay to the holders of investment accounts. 
This normally depends on the amount of 
notice they are required to give prior to 
making withdrawals. There is also the issue of 
how profits should be shared between the 
bank and those being funded. In other words, 
with much Islamic f inancing the issue 
becomes one of relative share determination, 
rather than a matter of absolute pricing. 

By the year 2000 it would seem reasonable 
to anticipate that up to one quarter of bank 
deposits in the Gulf could be on an Islamic 
basis, with Mudaraba investment increasingly 
replacing conventional savings and 
investment deposits. Such a proportion seems 
a realistic proposition, even with a modest 
marketing effort. 

Elsewhere, the proportion may be lower, 
five percent being a more realistic target in 
Turkey, Egypt and Malaysia. Nevertheless, the 
challenge for the banks may not be so much to 
attract Islamic deposits, but rather to identity 
how these funds can be used profitably 
through Murabaha, Musharaka and Ijara 
operations. There is certainly likely to be 
increasing competition among suppliers of 
such funding, with pressures on margins 
which affects the conventional as well as 
Islamic banks. 

Nevertheless, much will depend on overall 
economic developments in the region, and in 
particular on whether oil prices firm up or 
remain depressed. Despite such concerns, the 
long-term future for Islamic finance seems 
assured. What is at issue is the speed of 
development, not the progress towards more 
ethical finance. 



The Islamic Financial and Capital Market 
Developments 

J A S S A R A L J A S S A R 

The Islamic financial market is a pool of 
money that has no geographical location but 
has the common requirement or need that it is 
looked after in a manner that is in line with 
the Islamic Sharia. It has, however, important 
pene t ra t ion in some markets, where it 
commands a market share of up to 30%. 

This is the case today primarily in 
countries of the Arabian Gulf, which means 
they are the major contributors to this market 
where growth has been predominantly the 
result of increasing market share. However, 
considerable growth is coming gradually from 
other markets, such as Malaysia, Egypt and 
Pakistan, as a result of the general growth of 
private wealth in these markets. 

The Market and its Development 
Islamic banking is an industry that has 
evolved, developed and grown, and is here to 
stay. The industry is about 15 years old, 
manages approximately $50 to $80 billion 
dollars and is growing at approximately 10% 
to 15% per annum. It is my belief that Islamic 
banking will be responsible for managing up 
to 50% of the savings of the Islamic world in 
the coming five to ten years. 

The growth of Islamic banking is not a 
reflection of the growing awareness of Islam. It 
is the result of economic growth in the Islamic 
world, fuelled primarily by oil wealth. This 
growth created a growing middle-wealth 
segment and hence made banking a necessary 

service to the larger segment of the 
population rather than a service for the few, as 
had been the case some 10 to 15 years earlier. 

In this case, with banking becoming a 
necessary service for the majority, it became 
inevitable that the problems of conventional 
banking and its conflicts with Islamic values 
came to the surface, leading to attention and 
research being directed to redress the issue. 

This can be clearly noticed by the fact that 
Islamic banking is most advanced, and has 
achieved the largest penetration, in those 
Islamic countr ies or societies that have 
achieved a higher level of per capita income 
which is reasonably better distributed, i.e. 
markets that have a large and reasonably well-
off middle income group. (Examples are 
Kuwait, Malaysia, and Egypt). 

T h e industry has grown f rom retail 
banking to commercial banking and, more 
recently, into investment banking. Its 
sophistication and product offerings have 
developed along with this change. Today it is 
no longer just a niche financial services 
industry, it is a niche market and we have 
started to witness the dynamics of such a 
market. These dynamics are evidenced by: 

• T h e dif ferent types of financial 
institutions operating in this market. 

• T h e entry of institutional investors. 
• T h e increasing number of instruments 

and products. 



• The way regulatory bodies are dealing 
with the market. 

• The way financial authorities are targeting 
to attract it. 

A number of developments will continue to 
feed this growth, the chief among these being: 

1 Continued economic growth in some parts 
of the Islamic world and the growing size 
and wealth of middle-income groups in 
these countries. 

2 Transfer of wealth, especially in the oil-
producing countries, from the state to the 
private sector This is very much the case 
today, with most governments running 
major deficits, and wealth becoming 
predominantly privately owned. 

3 Institutional demand for Islamic banking 
services is driven primarily by the 
underlying demand of clients. A clear 
example of this is pension funds, where 
subscribers are demanding that their 
long-term savings be invested in an 
Islamically acceptable manner 

4 Growing support to the industry by 
monetary authorities as a result of the 
growing realisation of the value of Islamic 
banking as both: 

(i) A competitive and growing local 
industry that is being attracted to base 
itself in these markets; and a highly 
differentiated local and regional 
industry that can survive an open 
competitive market in the face of 
international competition. 

This is clearly demonstrated in the 
industry's ability to establish a leading 
position in its own markets against 
entrenched and well-established local 
competition and the experience in 
Turkey of a few GCC financial 
institutions that were able to establish a 
local presence profitably in an over-
banked market, and a market where all 
major international players were 
present and competing. 

(ii) An efficient financial inter-mediation 

system for Islamic countries. One that 
works with much more harmony and 
less friction in these markets as 
compared with conventional banking 
and hence doing it much more 
efficiently. It is now recognised that all 
nations with a sizeable Islamic 
population need to operate an Islamic 
financial inter-mediation system if 
they are to tap all the available local 
savings and these could be as high as 
30% of total savings in some 
economies. 

Latest Developments 
1 T h e Islamic market is seeing an 

increasing level of competition. As a 
result, returns to investors have come 
much closer to convent ional market 
bench-marks. The product offering has 
become much more sophist icated; 
structures have become much more 
complicated and demanding. Whereas it 
was previously enough to deliver to 
investors value in the form of well-
s t ructured Islamic products , and to 
compete on pricing on the lending or 
investing side, it is now important to 
deliver value at both ends of the equation 
in order to earn a margin. 

It is also at this time that a lot of 
conventional financial institutions are 
seriously thinking of ways to enter this 
market. Time will tell how successfirl they 
will be, and it all depends on what strategies 
they pursue to achieve these objectives. In 
my view it will not be easy, for many have 
failed when the market was much less 
competitive and product - offering much 
simpler. That does not necessarily mean 
that there is no role to be played, nor 
alternative strategies to be explored, that 
might produce better results. 

2 Islamic investment banking is now a 
growing industry that is making major in-
roads into project financing, providing 
both equity and funding to major projects 
in the Islamic world. 

3 We are also witnessing increased interest 



and increased collaboration between 
Islamic banks and export credit agencies, 
the World Bank, and the IFC, into 
funding of major projects. 

4 Islamic banks are becoming some of the 
largest private sector financial institutions, 
with growing networks (through branches 
and/or subsidiaries) within the Islamic 
world. 

5 Last but not least, this market is also 
developing its own inter-regional export 
finance, investment, insurance and 
development finance schemes. 

Future Focus 
Looking into the near future, the key focus is 
on the development and expansion of the 
long-term funding capability of the Islamic 
market and encouraging the development of a 
reasonable inter-bank market. 

1 A Long-Term Capital Market 
As the market gets more competitive, the 
industry is forced to go towards project 
finance, which is mainly medium- and long-
term in nature. This is currently being funded 
through the commercial banks' balance sheet 
and has reached, or will soon reach, 
saturation. 

However, the recent entry of institutional 
investors such as pension funds and insurance 
companies has brought new sources of long-
term funding. This too will start to dry up and 
the industry will have to revert to innovation 
in products to expand the market further. 
There are two key risks that, if dealt with well, 
can increase the availability of long-term 
funding from all its original sources 
(commercial Islamic banks and institutional 
investors). These are: 

a) Liquidity Risk 
Institutional investors and Islamic banks can 
provide more long-term funding if these 
investments or transactions can be liquidated 
when needed. For equity investments, this is 
straightforward because under the Islamic 
Sharia debt can only be traded at face value, 
which gives no incentives to buyers, and since 

most Islamic financing instruments 
(Murabaha, Istisna, Salam, etc.) end up with 
future cash flow in the form of receivables, 
they do not lend themselves readily to 
secondary trading. 

However, leasing, one of the most flexible 
Islamic financing structures, does allow for the 
trading of future cash flow at any price that is 
agreed between seller and buyer This is 
because one is selling an asset (the leased 
asset) with its associated cash flow and not the 
cash flow itself 

b) Return Risk (interest rate risks) 
Another key concern with providers of fiinds, 
which if addressed properly can help them 
allocate more funds to longer-term 
investments, is their need to keep their 
earnings current with market returns, otherwise 
if the returns to their investors drop below that 
of their competitors, they risk losing their 
clients to competition and are faced with 
liquidity risks, and this is especially true with 
the commercial banks. 

Here again, the only instrument that can 
solve that is leasing, if one could enter into a 
lease that is re-priced annually, something 
that one cannot do with a receivable under the 
Islamic Sharia. 

This is why one can expect fiirther growth 
in leasing, securitisation and listing of leasing 
transactions. Others, where these transactions 
are pooled, are in a vehicle with receivables 
generated from the other modes of financing 
after which the pool is securitised and traded. 

Inter-Bank Market (placement and funding) 
The development of an active inter-bank 
market still needs some time but will revolve 
primarily around three key solutions: 

1 Short term deposits by one bank with the 
other bank, which is the easiest concept 
but will not really take off because it is 
difficult to determine the potential return 
to the investing bank by analysing the 
profitability of the other bank. This 
requires information that is rarely 
available. 



2 The investment in securitised paper that is 
listed and traded in the market, and where 
banks that need fur ther funding will 
securitise more of what they generate in 
business. Those that have surplus liquidity 
will buy. To enhance the sale of these 
instruments and their pricing, the selling 
bank can add its guarantee on the 
receivables that the securitised pool is 
made up of. 

3 The trading of securitised government 
receivables generated by the Islamic 
banking industry. 

The Islamic market has grown to a substantial 
size and is today an important and useful part 
of the global market. Although different in a 
number of ways, it is these differences that, in 
my view, make it of interest. The key features 
that this market offers, and that are special 
and complementary to the global market, 
include the following: 

1 A DiflFerent View to Risk 
Risk is very much a perception, which results 
from a better understanding and ability, or 
capability, to deal with different types of risk. 
Distancing oneself from the risk itself, while 
decreasing the first-hand knowledge and its 
understanding, increases one's perception of 
that risk. 

This is clearly evident in the fact that the 
Nor thern American market is the most 
competitive provider of capital to Eastern 
Europe and similarly Japan to Asia etc. This is 
also true of the Islamic market and the Middle 
East, North Africa and the Near East. 

As such, for those regional and 
multinational players operating in this part of 
the world, having access to the Islamic market 
is important from a competitive point of view 
and sometimes the only source of capital for 
some regional risks. 

Interestingly, the Islamic market is 
growing, and as it does, what it considers local 
and hence lower in risk will include a larger 
part of the globe. Islamic banking began as a 
geographic phenomenon, predominantly in 
the Gulf countries and Egypt. It now covers 

most of the Islamic world, from North Africa 
to Turkey, across Pakistan, all the way to 
Malaysia, Indonesia and Brunei. 

By the end of this century Islam is 
predicted to become second only to 
Christianity in the USA, in terms of numbers 
of adherents. If one also thinks of Europe, one 
gets a feel of where the growth to this market 
might come from, and how this market will be 
perceiving risk that it may now be considering 
as foreign. 

A Different Risk Book 
The Islamic market does not participate in 
internationally distributed financial 
transactions and hence, might have more 
demand for investment-grade types of risk 
that it likes but does not hold enough of on its 
books. This will result in more aggressive 
pricing by the Islamic market for these risks 
when they are structured to allow it to invest. 
In such a case, a corporate can improve its cost 
of funding and spare its conventional funding 
sources. 

Difference in Growth Patterns 
The Islamic market has different growth 
patterns, and while, during the last few years, 
the conventional banking industry was 
consolidating and healing its wounds, the 
Islamic market was growing and seeking new 
business. Corporates that have had access to 
the Islamic market have been able to reduce 
the impact of the tighter lending policies of 
the conventional market. This makes the 
Islamic market a good diversification tool. 

Different Structures 
Although, in many ways, achieving the same 
financial results. Islamic financial solutions 
follow different structures (some more familiar 
than others) to achieve the same result. These 
different structures sometimes offer a more 
favourable accounting treatment on the books 
of the borrowers, or structures that can 
sometimes solve more efficiently certain 
needs. 



Better Harmony with the Local Market 
For corporates doing business or managing 
ventures in the Islamic world, Islamic banking 
offers opportunities to global players to work 
locally and remain in harmony with local 
environments. 

For those contemplating direct investment 
in the Islamic market, there are sometimes 
regional investment insurance schemes 
available. For those targeting to sell to 
countries in the Islamic world, where the 
competitive edge lies with those that are able 
to supply export credit, the answer might be 
in setting up ventures in some Islamic 
countries and adding some value to the 
product locally. 

This will qualify the company for export 
credit f rom Islamic multi-national 
development agencies and funds. If this 
turned out to be a feasible idea, one could 
then look into existing commitments to 
reduce the cost of capital. 

The Islamic market is a fast-growing and 
sizeable niche of the global capital market. It 
is difTerent in its approach, but it is these 
differences that make it so much more 
interesting in many ways and it is important 
for all regional and multinational players to 
develop a capability to tap this market. 



Development of the Islamic Money Market 

N A S I R U D D I N A H M E D 

In a traditional interest-based system, the 
money market becomes a means by which 
financial institutions can adjust their balance 
sheets and financial position in these markets. 
Short-run cash positions, which exist as a 
result of imperfect synchronisation in the 
payment period, become the essential raw 
material for the presence of money markets. A 
money market, in this case, becomes a source 
of temporary financing and an abode of 
excess liquidity in which transactions are 
mainly portfolio adjustments. 

In an Islamic system, the liabilities that an 
economic unit emits are, by necessity, closely 
geared to the characteristics of its investments. 
O n the o ther hand , the liabilities that 
financial intermediaries emit are expected to 
have nearly the same distribution of possible 
values as the assets they acquire. Hence, given 
that debt instruments cannot exist. Islamic 
money market activities will have 
characteristics di f ferent f rom their 
counterparts in the traditional system. 

The existence of a poor money market 
combined with a poor structure of financial 
intermediation leads to a situation where 
money becomes more impor tan t as a 
repository of wealth than it is in a situation 
with more active financial intermediation. T h e 
existence of broad, deep and resilient markets 
in which financial intermediary assets or 
liabilities can be negotiated is a necessary 
ingredient. 

Additionally, to the extent that money 
markets help lower the income elasticity of 
demand for cash and help investment projects 
to be financed, their importance in the Islamic 
financial system cannot be overlooked. Even 
in this system, money markets will enable 
financial units to be safely illiquid, provided 
they have assets which are eligible for this 
market. In this system, too, the basic raw 
material for the money market is the existence 
of pools of excess liquidity. 

One principal activity of money markets in 
this system is expected to be arrangements by 
which the surplus funds of one financial 
institution can be channelled into the profit-
sharing projects of another. It is conceivable 
that some banks may, at times, have excess 
funds available but no assets, or at least no 
assets attractive enough in terms of their risk-
return characteristics, on which they can take 
a position. 

On the other hand, there may be banks 
with insufficient financial resources to allow 
them to fund all available opportunities or 
with investment oppor tuni t ies requir ing 
commitments of what the banks may consider 
excessive funds in order for them to take a 
position, for which they may prefer risk-
sharing with surplus banks. In this case, the 
development of an inter-bank fund is a 
distinct possibility. It may be possible for some 
banks to refinance a certain position that they 
have taken by agreeing to share prospective 



profits in these positions with other banks in 
the inter-banii funds maricet. 

Finally, since much of the investment 
portfolios of banks will be in equity position of 
various terms and maturities, it is also possible 
that a subset of their asset portfolios 
composed of equity shares can be offered in 
the money market in exchange for liquidity. 

Here, too, effective and viable money 
markets in the Islamic system will require 
active support and participation by the 
Central Bank, particularly in times when 
investment opportunities and/or the risk-
return composition of projects and shortages 
of liquidity in the banking system may require 
a lender of last resort. Such money markets 
must be flexible enough to handle cash 
shortage periods for individual banks based 
on some form of profit-sharing arrangement. 

The challenge for money markets, as well 
as for secondary markets, in an Islamic 
financial system is the development of 
instruments that satisfy the liquidity, security 
and profitability needs of the markets while at 
the same time assuring compliance with the 
rules of the Sharia, i.e., the provision of 
uncertain and variable rates of return on 
instruments with corresponding real asset 
banking 

Islamic banks as financial intermediaries 
have emerged over a period of fifteen years. 
The banking operations conducted over this 
period have amply proven the viability of the 
interest-free banking system. Nevertheless, it 
has to be admitted that there is a long way yet 
to go to achieve a strong foot-hold for Islamic 
banking operations in the financial markets. 

In Bangladesh, the second largest Muslim 
country in the world, banking operations 
avoiding Riba commenced with the 
establishment of the Islami Bank Bangladesh 
Limited in 1983. The second bank, that came 
into existence in mid-1987 to conduct 
business on the basis of Islamic tenets, was the 
A1 Baraka Bank Bangladesh Limited. 

Recently, two more Islamic banks, namely, 
A1 Arafah Islami Bank Limited and the Social 
Investment Bank Limited, have started 
functioning and one insurance company has 

been allowed to be set up to operate on the 
basis of the tenets of the Sharia. 

The banking operations of the existing 
Islamic banks are restricted to a close orbit 
owing to limitations in financial transactions 
with the interest-based banking network now 
exisdng in the country. One such limitation is 
the inability of the operating Islamic banks to 
have recourse to the country's financial market 
owing to its interest-based character. 

The financial market consists of two wings, 
namely: the money market and the capital 
market. The basic function of both these wings 
is to mobilise financial resources from savers 
and transfer the same to the borrowers. The 
money market in Bangladesh is confined to 
inter-bank transactions on a limited scale and 
that, too, mostly in the capital city of Dhaka. 

The scheduled banks, including the 
specialised financial institutions, having 
surplus funds, lend out to others who are in 
need of short-term financial resources. The 
inter-bank lending-borrowing operations 
generally take place in Dhaka, where the head 
offices of all the banks are located. The bank 
branches from all over the world remit their 
surplus funds to their respective head offices 
in Dhaka for investment, while they draw on 
their head offices at times of financial need. 
But the Islamic banks cannot approach this 
money market for short- term financial 
accommodation, or investments of excess 
liquidity, since they operate on the traditional 
interest-based system. 

To overcome this situation, the Islamic 
banks in the country can organise a domestic 
Islamic money market to ensure inter-bank 
fund flow for its efficient utilisation. If this is 
done, the banks having excess funds but no 
attractive assets in terms of risk-return 
characteristics will have the chance to channel 
their surplus funds to some other banks, 
which have attractive investment 
opportunit ies but do not have sufficient 
financial resources to invest. 

Needless to say, such inter-bank fund flows 
will have to be made on the basis of the risk-
sharing principles of the Sharia; and 
appropr ia te instruments will have to be 



developed for the purpose. There is, however, 
no denying the fact that even in building up 
the Islamic money market as a counterpart of 
the traditional interest-based money market, 
the active support of the Central Bank as the 
lender of last resort will be necessary at times 
to meet inter-bank fund shortages. 

Similar limitations are also being faced by 
the Islamic banks in mobilising long-term 
financial assistance of a longer maturity 
period for projects belonging to the 
industrial, agricultural, construction and 
other sectors of the economy that are assessed 
on an ex ante basis to be profitable - both 
socially and financially. 

Generally, the commercial banks cannot 
go for such long-term project financing from 
their mobilised deposits without endangering 
the desirable liquidity level. Hence, in long-
term project financing , they look forward to 
credit lines from international financial 
institutions or commercial banks. But the 
Islamic banks cannot run after such credit 
lines, as in almost all cases, these are interest-
bearing. 

The establishment of the Islamic money 
market and thereby funds utilising the same, 
must be made in accordance with the Islamic 
Sharia. Accordingly, the principle focus 
should be on the following major issues: 

1 Avoiding trading in money or debt, 
which is forbidden from a religious point 
of view. 

2 Udlising funds operating on the profit-
and-loss-sharing concept. 

3 Utilising the accumulated funds directly 
in productive areas which are consistent 
with Sharia principles. 

4 Not dealing in interest - either taking or 
giving it. 

Developing Islamic financial and monetary 
instruments is aimed at the development of 
Islamic banking; and consequently, the 
development of Islamic financial markets is to 
be considered on the basis of the following two 
aspects: 

1 Instruments to mobilise funds 
2 Instruments to utilise funds. 

In order to meet the essential needs of inter-
Islamic bank transactions, it has become 
imperative to develop Islamic financial 
instruments, since inter-bank transactions 
between conventional banks and Islamic 
banks cannot take place. This is because such 
transactions include interest, thus 
contradicting the Sharia principles. 

It may, however, be possible for Islamic 
banks now operat ing to transact among 
themselves on a very short-term basis, to meet 
their liquidity needs in the case of an 
emergency, beside long term inter-bank 
transactions. 

In the present context, the Islamic banks 
may help each other in support of their 
liquidity crises by placing their surplus funds 
with others who are in need of funds for 
maintaining liquidity and to undertake short-
term trading business by placing funds in (i) 
Mudaraba deposit accounts (Savings 
Accounts), (ii) in Mudaraba Short-Term 
deposit accounts and (iii) Mudaraba term 
deposit accounts. 

Since two Islamic banks - the Islamic Bank 
Bangladesh Limited and Al-Baraka Bank 
Bangladesh Limited - have already gained 
strength, and their activities have increased 
and diversified manifold; and two more 
Islamic banks, namely A1 Arafah Islami Bank 
Limited and the Social Investment Bank Ltd, 
have recently started functioning, the 
development of new Islamic financial 
instruments has become a priority in order to 
meet the requirement of creating the domestic 
inter-bank Islamic market and thus to ensure 
the overall development of Islamic banking. 

It should be kept in mind that Islamic 
banks are, by their very nature, multifarious 
banking operations and they serve productive 
activities. Most of their activities have so far 
been directed to short- and medium-term 
operations. Consequently, the proposed 
financial instruments for creating the Islamic 
money market have been of a medium- and 
long-term nature in order to provide stability 



to the banks' resources and to cope with the 
financial needs for economic development 
activities. 

With a view to extending long-term 
project finance within the permissible limit, 
avoiding Riba, the Islamic banks and 
insurance houses can develop a common fund 
by contributing specified amounts, as may be 
agreed upon, for channell ing financial 
resources to viable projects at their disposal 
under syndication loans. 

Apart from the creation of such common 
funds, some new financial instruments may be 
developed to mobilise long-term financial 
resources. The following medium- and long-
term financial instruments have been 
developed by the Islamic banks operating in 
many countries of the world to cater to their 
needs to utilise funds for the development of 
economic activities in the Islamic countries: 

1 Islamic certificates of deposit. 
2 Islamic certificates of investment to 

provide finance for specific projects. 
3 Islamic certificates of investment to 

provide finance for a certain field of 
activity. 

4 Long-term certificates. 
5 Floating of Mudaraba, Musharaka and 

bonds for investment in specific trade 
investment and long-term project 
finance. 

6 Sharing income bonds. 
7 Overnight Islamic commodity finance, 

etc. 

Before introducing the above instruments for 
mobilising funds and utilising the same for 
short-and-long-term financing, a high-
powered committee, consisting of senior 
bankers, Islamic economists and eminent 
Islamic scholars (jurists having a thorough 
knowledge of Sharia principles), must be 
formed to evaluate and determine their 
structure, modus operandi , applications, 
functions and utilisation in terms of the Sharia 
point of view. 



Is An Islamic Stock Market Viable? 

T O N Y N A U G H T O N 

Islamic banking, based on the prohibition of 
interest, is well-established throughout the 
Muslim world. Attention has now turned 
towards applying Islamic principles to stock 
markets. Common stocks are a legitimate 
instrument in Islam, but many of the practices 
associated with stock trading are not. 

T h e instruments traded and the structure 
and practices of stock markets are examined 
from an Islamic perspective. Speculation is 
not acceptable in Islam and measures would 
have to be taken to control speculative 
trading. In addition short selling and margin 
trading are severely restricted. 

The use of a stock index and equity futures 
and options are also unlikely to be acceptable 
within an Islamic market . Regulatory 
authorities in Muslim countries will therefore 
find a vast array of problems in at tempting to 
structure a t rad ing system that will be 
acceptable. 

A separate stock market, based strictly on 
Islamic principles, is still very much at an early 
stage of evolution. 

Many Muslim countries, or those with a 
majori ty Muslim popula t ion , have well-
established stock markets, e.g., Egypt, 
Indonesia, Malaysia and Pakistan, which are 
basically Western-style markets tolerat ing 
practices that may not strictly adhere to 
Islamic principles. 

However, in Malaysia, Islamic 
stockbrokers and Is lamic-managed funds 

operate, and a separate "Islamic Index" has 
been established, comprising 179 permissible 
stocks on the KLSE. 

As a first step towards an Islamic stock 
market, it is desirable that the financial system 
be free of Riba, or interest. 

Riba has a much wider definition than 
simply referring to interest. It encompasses all 
forms of exploitation and excessive charges in 
business dealings. Stock market trading lends 
itself to practices that can be construed as 
Riba, e.g.: 

• Asymmetric information, 
• Insider trading, 
• Manipulation of stock prices, 
• Qimar, or gambling, which covers 

speculation. 

Related to speculation is the creation of 
excessive uncertainty, or gharar. Entering into 
a contract, in this case a purchase or sale of 
stocks, with another party when there is 
excessive risk associated with the transaction, 
is unacceptable. This may apply in a very 
volatile market. 

Another issue is whether certain 
transactions could be construed as ikrah. This 
relates to imposing a contract on an unwilling 
party, or imposing condit ions that are 
unacceptable to them. This could occur in 
derivatives written on stocks where one party 
to an option, or futures contract, may require 



completion of a contract at a time that is 
unacceptable to the other party. 

The issue of derivatives leads us to 
consider one final area - hedging, or 
insurance. The question to be considered is 
whether this practice is acceptable. Derivative 
markets also have an element of speculation, 
because a well-functioning derivatives market 
depends on the interaction of speculators and 
hedgers. 

Market Efficiency 
Efficiency is a difficult concept to define in the 
context of stock markets. 

In connection with Islamic stock markets, 
a broader view of efficiency is appropriate, 
similar to the concept of social efficiency. This 
is the notion that financial markets in general, 
and stock markets in particular, should be 
efficient in the sense that they support social 
justice, equity and the well-being of society. 

Stock markets may actually create social 
inefficiency by encouraging unequal 
distribution of wealth. 

Rash speculation also creates systemic risk 
and can have a destabilising effect on the 
economy, e.g.: 

• The Wall Street crash of the 1920s 
• The Stock Market crash of 1987 
• The collapse of the Kuwait Souk A1 

Manaqh in 1982. 

Stock markets also provide opportunities for 
dishonest activity, such as insider trading. 
These can have an adverse effect on moral 
standards and business ethics. 

Information asymmetry is also relevant 
here. Firms seek to keep confidential certain 
aspects of their activities while market analysts 
seek to elicit these through painstaking 
research to profit from it by t rading in 
advance of the rest of the market. The 
existence of institutional investors with highly 
skilled analysts leads to a form of information 
asymmetry - ' informed' and 'uninformed' 
investors. 

Acceptable Securities 
Many modern financial institutions, such as 
security and derivative markets, or 
instruments such as shares, bonds, futures, 
options, swaps and the like, create problems in 
an Islamic economy. The reason stems from a 
lack of clear Sharia guidance on their 
acceptability. 

The approach used in Islam to examine 
the acceptability of anything that is unclear is 
to break the issues into their components and 
consider each within available Sharia 
guidance. 

Common Stock 
Common stocks (ordinary shares) are basically 
Mudaraba, or profit and loss sharing 
certificates. Robertson (1933) traces their 
origin to medieval Muslim traders. The 
acceptability of common stock rests on: 

• ownership, 
• a right to share profits, 
• a right to elect the directors and to vote at 

meetings of stockholders, 
• residual risk taking. 

It is difficult to fault common stocks as an 
Islamic instrument. 

What is more likely to be at fault is the 
market in which they are traded, particularly 
relating to the capital gain from stocks. Wlien 
a capital gain results from speculative actions, 
or price manipulation, it is extremely difficult 
to justify this return as legitimate. 

Debt Securities (Bonds) 
Traditional Western-style corporate bonds are 
likely to fail any test of acceptability. They are 
interest-based and pay a fixed return 
attributable to the period of the debt with 
penalties in the event of default. 

However, Islamic enterprises will need 
varying amounts of short- and medium-term 
debt capital and diversified sources of funds. 

Bond markets enable companies to access 
large-scale long-term finance at 
predetermined rates. 

The corporate sector, within an Islamic 



economy, will require the facility of debt 
financing in the form of transferable 
securities. How then are they to be structured? 

A 'free' loan in the form of a Qard-al-
Hasana (benevolent loan) is one possibility 
and is already in use in Islamic finance. 
However, some may argue that its use in a 
commercial situation is against the spirit of 
the original concept of Qard-al-Hasana. It is 
also unlikely to be an adequate framework for 
the ongoing provision of large-scale 
commercial finance. 

An interesting example of this form of 
finance was the issue of M$300 milhon of 
Islamic Debt Securities (IDS) by Petronas in 
Malaysia in 1994. The IDS securities was an 
existing Qard-al-Hasana facility which was 
used for working capital. At maturity 
repayment of the loan will be at original value. 

As a token, detachable warrants were also 
issued to subscribers. The warrants entide 
holders to subscribe for shares in Petronas 
Dagangan Berhad at a fixed price at a future 
date. 

The warrants do not form a part of the 
underlying IDS, because a predetermined 
return cannot be negotiated in a Qard-al-
Hasana facility. Both the IDS and warrants are 
tradable securities. Subscribers to the IDS can 
trade the detachable warrants or hold them to 
maturity and subscribe for shares. 

The answer to debt instrument financing 
is likely to lie in transforming traditional 
interest-bearing bonds into a facility that is 
transaction-based, e.g., Murabaha, or Bai' 
Bithaman j^il. 

The debt instrument is tied to a particular 
transaction or a series of transactions 
packaged together. Bond investors would 
initially buy the asset(s) and resell to the 
borrower at a price above the original cost. 
Repayment over a stipulated period of time 
would be structured in a similar way to a 
conventional bond-servicing schedule. 

The emerging consensus is that 
transaction-based contracts providing a return 
to the lender are acceptable, irrespective of 
whether the return is fixed or not. Where the 
return on a transaction is a fair reward, it is 

permissible, even if that reward is related to 
the period over which repayment is to be 
made. 

Preferred Stock 
Preferred stocks are not a significant form of 
finance for companies today. 

Preferred stockholders forego voting 
rights and participation in management, but 
rank above common stockholders in sharing 
the profits and receive a fixed dividend. 

The surrender of voting rights and 
management participation is not a valid 
reason for receiving a fixed return from 
finance invested in a company. Hence 
traditional Western style preferred stocks are 
not acceptable. 

Restructuring of preferred stocks to make 
them 'participating' is likely to be acceptable 
where the participation is not a fixed return 
on the original amount invested. 

Alternatively, it may be possible to 
structure preferred stock issues as relating to 
transactions, along similar lines to that 
proposed above for bonds issues. 

Listing on an Islamic Stock Exchange 
What type of firm can list on an Islamic stock 
exchange? The answer appears simple -
Muslim companies operating in permissible 
areas of business activity. Haram activities 
would be disqualified from listing. 

But what of activities that could be 
considered Makruh, discouraged but not 
forbidden? Environmental degradation, e.g., 
the destruction of forests for logging without 
adequate replanting, may fall within this 
category. 

It is unclear to what extent an Islamic 
stock market would also be a social arbitrator 
Perhaps it would remain with individual 
investors and ethical investment funds to filter 
out those stocks deemed not to match their 
particular perspective on these issues. 

What about ownership? Would a firm 
where the major stockholders are not 
Muslims, but conduct their affairs in a way 
that does not contravene any of the principles 
of Islam, be permitted to list? 



Also should a firm having dealings with 
interest-based banks and financial institutions 
be allowed to list? 

It does not appear unreasonable to 
impose a listing requirement that firms do not 
take part in any interest-based financial 
activities. But the modern large-scale business 
organisation is often a complex structure of 
subsidiary and associated companies. Partly 
owned associated companies may not be fully 
within the control of the holding company 
and may be involved in interest-based, or 
other unacceptable, activities. 

Stockbroking Firms 
A traditional stock exchange comprises 
members of firms that act as brokers for 
investors, market-makers and traders on their 
own account. Membership is usually restricted 
in accordance with strict entry requirements. 

Such a structure does not seem to be 
unreasonable for an Islamic stock exchange, 
provided the rules for membership do not 
unduly restrict competition and adversely 
affect investors. 

The ideal member will be an Islamic 
securities business that conducts its affairs in 
accordance with Islamic requirements. This 
will include the absence of Riba in its financial 
dealing and avoidance of speculation and 
other unacceptable activities. 

Again the question arises as to whether 
non-Muslim firms would be allowed, or even 
firms that interact with interest-based banks 
and institutions, or deal with traditional stock 
market trading. 

Who can invest in Islamic Stocks? 
Should non-Muslim institutions and 
individuals be permitted access? 

Islamic banks generally deal with both 
Muslims and non-Muslim clients. Why then 
might we wish to restrict access to Islamic 
securities? 

A major risk is margin trading financed by 
interest-based loans. Controlling unacceptable 
dealings would be extremely difficult, 
particularly when investors are foreigners. 

The advantage of open access lies in the 

greater variety and liquidity that would be 
provided to the market. 

Perhaps the answer is to build into the 
regulatory system trading rules aimed at 
eliminating unacceptable practices, with a 
strong regulatory body monitoring trading to 
ensure that the ethical standards of all 
investors are maintained. 

Speculation and Price Manipulation 
Speculation takes a number of forms, but 
underlying the practice is the fact that 
speculators are not concerned with the 
underlying commodity or security in which 
they trade. 

A speculator will buy stock in anticipation 
of prices rising and hope to sell at the higher 
price before taking delivery. Such purchases 
are often financed on margins or other forms 
of borrowing. A speculator will sell in 
anticipation of prices falling. A short sale will 
involve the speculator selling the stock and 
subsequently buying it at a lower price, 
thereby completing the deal. 

Related to speculation is the practice of 
arbitrage. An arbitrageur is a particular type 
of speculator who seeks to obtain a risk-free 
return by taking advantage of discrepancies in 
security prices. 

It is clear from the writings of Islamic 
economists and scholars that speculation is 
unacceptable because of its association with 
gambling and excessive risk-taking. 

In addition, speculation creates volatility. 
This undermines the orderly functioning of 
the stock market, while the profits of 
speculators are achieved at the expense of 
other investors. 

Margin Trading 
Margin trading is the purchase of stocks on 
credit using a margin account at a 
stockbroking firm - buying stock by paying 
part of the price in cash and borrowing the 
remainder from the broker at the margin 
interest rate. 

The appeal of margin trading is the ability 
to magnify any gains on a transaction, but at 
the same time it magnifies any losses. 



From an Islamic perspective, margin 
trading, as outlined above, is clearly 
unacceptable. 

However, it is possible to construct non-
interest-bearing financial contracts to achieve 
the same thing, e.g.. Bank Islam Malaysia 
Berhad offers share financing through 
Mudaraba profit-sharing contracts. 

However, this is a controversial field, as 
some Islamic writers argue for a complete ban 
on any form of margin trading. 

Short selling 
A short sale is simply the sale of a stock not 
owned by the vendor to take advantage of an 
expected decline in the price of the stock. 
When the price declines, the stock is 
purchased and the short position closed. To 
facihtate these transactions, the vendor 's 
broker will cover the sale by lending stock. 

Generally, the Sharia does not permit the 
sale of any commodity the owner does not 
possess, but with certain exceptions, such as 
salam contracts. 

Under a salam contract, a clearly 
identifiable commodity can be sold for future 
delivery provided the vendor has paid in full 
for the commodity in advance. 

A short sale resembles a salam contract, 
but only involves part payment though a 
margin account. The vendor hopes to buy the 
stock at a future date at an amount below the 
selling price. The purchase price is not yet 
known and cannot be paid in full. 

Insider Trading 
The danger here is that insiders may trade on 
privileged information to the detriment of 
other investors. 

The interests of small and vulnerable 
investors must be protected f rom 
unscrupulous activity by more powerful, and 
better informed investors. 

But it is also unfair to prevent directors 
and others from trading in a company's stock. 
The point at issue is whether they use 
privileged information to make profits at the 
expense of other investors 

For an Islamic market, it may be 

appropriate to follow the USA. Insiders are 
free to trade in their company's stock at any 
time. Because of the difficulty in proving 
whether an insider used confidential 
information to make a gain, all short-term 
profits are forfeited. Full and prompt public 
disclosure of insiders' dealings is also 
required. 

It has to be recognised that, even in highly 
developed stock markets, no matter how 
sophisticated the moni tor ing system, 
unscrupulous insiders will still attempt to 
make illegal profits. 

Stock Index Futures 
A potential problem of stock index futures in 
an Islamic context is that they do not have a 
clearly defined underlying asset, but are a 
dollar multiple of the stock market index. In 
addition, futures permit hedgers to shift price 
risks to speculators and hence futures depend 
on speculation, an unacceptable practice in 
Islam. 

Stock index futures are a good hedging 
device for diversified stock market investors as 
futures prices are typically highly correlated 
with the underlying market. Without hedging 
devices, investors are forced to accept that the 
market will move. 

Speculators buy and sell futures to make a 
profit without necessarily having any 
involvement in the cash market. They assume 
the risk of price fluctuation that hedgers are 
trying to avoid and contribute to liquidity. 

However, speculation alone does not rule 
out the use of futures. Trading in common 
stocks may be for speculative reasons, but that 
does not invalidate stocks as an Islamic 
financial instrument. However, if we eliminate 
speculation from stock index futures in an 
Islamic stock market, the result is a contract 
that hedgers would find difficult to use. 

Is hedging a legitimate form of activity in 
Islam? There are two dimensions: 

• Hedging is a form of insurance. However, 
insurance as a concept is not totally 
forbidden in Islam. The motive for 
hedging is the protection of an underlying 



investment. Hedging is just one of the risk 
minimisation techniques used by 
investors. 

• Hedgers do not intend to take delivery of 
the commodity on which the futures 
contract is based but typically close out 
before maturity. In the case of stock index 
futures, it is debatable whether there is 
even an underlying commodity. An index 
cannot be physically delivered, the end 
result is an exchange of money being the 
difference between the opening price and 
closing price on the day of maturity. 

The 7th Council of the Islamic Fiqh Academy 
ruled that ' trading in the futures, market 
where the contract concludes on a converse 
contract sale resulting in a settlement based 
on the difference in price is not permissible'. 

Islam does not forbid an agreement to sell 
a commodity in the future although there are 
restrictions on how it is to be done. For 
example, the contract of Istisna provides for 
an agreement to manufacture a commodity 
where both delivery and payment will be in 
the future. 

Options on Stocks 
Stock options (also known as equity options) 
provide the right to buy or sell the stock of a 
particular company at a specified price over a 
particular period of time. The holder of an 
option has the right, but not the obligation, to 
buy, or sell, the stock whereas the seller of an 
option must sell, or buy, if the holder decides 
to exercise. 

A simple strategy is to buy a call option on 
a company's shares. The cost is the premium -
substantially less than the cost of buying the 
stock. The buyer anticipates the stock will rise 
in price providing a profit on the option. 

However, if the stock price remains 
unchanged, or falls, the maximum loss is 
known in advance, i.e. the premium paid. It is 
clear from this example that a call buyer 
anticipates the stock price will rise while the 
seller of the call expects the price to remain 
unchanged or to fall. 

However, if the writer of the call option 
holds the underlying stock a simple hedging 
strategy is being followed. The premium 
received provides some protection against a 
drop in price of the stock, but without further 
hedging, rising prices expose the seller to 
unlimited losses. 

Similar arguments can be made for put 
options. 

Warrants are a particular type of call 
option issued by corporations, giving holders 
the right to subscribe for new shares in the 
issuer. Underlying a warrant is the potential 
for the holder to become an equity investor in 
the issuing company at some future date. 
Investors therefore have the potential to 
participate in the growth of the company 
without actually being a shareholder. 

Even though options have uses as a 
hedging tool, it is difficult to justify their use 
in an Islamic context. The problem is 
essentially the same as with stock index 
futures, where settlement is by exchange of 
cash. Stock options do provide for the delivery 
of shares at the exercise date, but in practice 
this is rarely done. 

Under strict conditions it may be possible 
to consider stock options as acceptable. For 
example, all call sellers and put buyers must 
be investors in the stock and only European-
style options be permitted. 

The case for warrants is stronger. An 
example of their use was the issue of warrants 
on new shares in Petronas Dagangan Berhad, 
discussed above. 

Regulation of the Stock Market 
It is usual to find two regulatory bodies: the 
ruling body of the exchange itself, and an 
independent supervisory body such as the 
Securities and Exchange Commission (SEC). 

An Islamic stock market may also need a 
Sharia Council that can rule on the Sharia 
acceptability of financial instruments and 
dealings. 

Consideration needs to be given to how 
this body is to be structured. Whether the 
Sharia council is part of the stock exchange, or 
part of the regulatory body, or even a second 



independent body, is a matter yet to be 
determined. 

A major task of the regulatory bodies will 
be the control of speculation and other 
undesirable activity. 

One commonly used technique, 
particularly in Asian markets, is the use of 
price limits on daily movement of stock prices. 
Price limits are used in the stock markets of 
Japan, Korea, Malaysia, Taiwan and Thailand. 
The objective is to limit the ability of 
speculators or manipulators to push the price 
too much in either direction in a short period. 

In the New York Stock Exchange, a system 
of 'circuit-breakers', or trading halts, serve a 
similar purpose. When an imbalance is 
detected in trading, or where significant news 
is about to be released concerning a stock, the 
exchange can initiate a temporary halt in 
trading. 

The evidence on the effectiveness of these 
forms of control is, however, not good. 

Other areas deserving attention include 
the regulation of mergers and acquisitions 
and the pricing of initial public offerings of 
stock (IPOs). 

We have reviewed a wide range of issues 
relating to the potential for a separate Islamic 
securities exchange. Many difficulties are 
envisaged, particularly relating to speculation, 
or contracts that have potential for speculative 
trading. 

There are also a number of technical 
problems relating to contracts that do not 
unequivocally involve the purchase and sale of 
a commodity at a clearly defined price. 

Many of the issues discussed imply that an 
Islamic stock exchange is likely to be a very 
different institution when compared with 
modern stock markets. 

The absence of speculation, or at least 
strict regulations to contain it, is probably the 
main distinction. However, it is likely that any 
developments towards a separate market will 
be gradual. 

The modern Islamic bank is little different 
to a conventional commercial bank in terms of 
the range of facilities and services offered to 
depositors and borrowers. 

What distinguishes an Islamic bank from a 
conventional bank is the strict legal 
interpretation of the underlying contracts. 
Such an approach seems appropriate for 
Islamic stock trading, broking and the 
operation of the stock market. 

While we must accept that speculation and 
related activity has to be contained, it is not 
inconceivable that futures and option 
contracts can be restructured to overcome the 
technical problems that at present inhibit 
their use. Developments in countries such as 
Malaysia indicate that considerable progress 
has already been made in this direction. 



Towards An Islamic Stock Market 

M O H A M A D E L G A R I 

In the search for new approaches to 
transactions in conventional stock markets, 
which was started some few years ago, the aim 
has been to isolate the core and separate the 
basic substance. Once this is done, a Sharia 
point of view can unfold. It is only then that 
the right questions can be posed and a model 
that retains the essence can be developed with 
appropriate limitations and restrictions suited 
to an Islamic stock market within the 
parameters of the Sharia. 

Options are an essential par t of any 
modern market. Is it therefore possible to 
have a model, which is efficient enough to be 
a substitute for conventional options within 
the Sharia boundaries? 

In financial and commodity markets, an 
option is a choice and is packaged as an 
instrument that can be traded in an organised 
market. Activists in the market are either 
sellers or buyers. Options, therefore, are 
designed to serve the needs of the players in 
the market, giving the right to sell or the right 
to buy in the form of a contract. In a stock 
market, a call option entitles the holder to buy 
a number of shares at a stated price on or 
before the date of expiry. 

A put option, on the other hand, is the 
right to sell a number of shares, also on or 
before the expiry date. T h e option contract, 
therefore, creates an ent i t lement and an 
obligation. T h e party who receives the price, 
called the 'opt ion writer ' , carries the 

obligation, while the party who pays enjoys 
the right. This right is either to buy or to sell. 

The idea of options in sale contracts and 
other exchange transactions in general is not 
new. In these contracts the buyer or the seller 
gives the priority to conclude or walk out of 
the contract. What is d i f ferent is the 
standardisation and listing of these options. 

An option becomes an independent and 
self-contained contract. T h e standardisation 
of option contracts also includes the terms of 
the contract, which are designed on a cycle of 
a specific number of months, usually three. 

Varieties of contracts in the market are 
quite limited, which makes them easier to 
evaluate and compare by traders. This creates 
an active secondary market. The emergence of 
a secondary market has been possible because 
there is no need for a direct relationship 
between the seller and buyer Each contract 
with an intermediary in the market is known 
as the 'clearing house'. 

The clearing house becomes the writer of 
the contract vis-a-vis the buyers, and the buyer 
of every contract vis-a-vis the writers. Needless 
to say, the clearing house will then guarantee 
the performance of each party against the 
other. The forces of supply and demand will 
always guarantee a price that clears the 
market, making the total obligation of the 
house no more than its total assets. 

In a stock market, each contract gives an 
option to buy or sell a number of shares. T h e 



contract, however, is independent of the 
underlying stocks. It means that at the time of 
initiation of the contract, the writer and the 
buyer need not own shares, despite the fact 
that one is obhged to provide them on or 
before the maturity date. This is an important 
point to consider from an Islamic point of 
view. 

Because their relationship is only with the 
clearing house and not with each other, each 
party can cancel their initial contract, and 
clear their position by writing or buying 
another opposing one. 

For example, a writer of a call option is 
obliged to sell 100 shares on or before 30 
October, at $15 each. He can cancel this 
position by buying an option contract, which 
gives him the right to buy 100 shares (of the 
same company) on or before 30 October. The 
second position will then cancel the first. This 
actually introduces a great deal of efficiency in 
the options market, reduces the risk 
under taken by the option holder and 
increases the liquidity of investment in options 
trading. 

It is well known that trading options is big 
business. This particular activity, however, is 
not under discussion. Rather, it is restricting 
the examination of options as part of a normal 
activity by investors in shares in a stock 
market. 

Options produce many advantages for the 
market and to the participants in the market 
transactions. The principal effect of options 
trading is to alter the risk and reward in his 
overall stock investment. Owners of shares can 
no longer be held under the constraints of 
stock transactions bearing more risks than 
they actually prefer 

Furthermore, options enable investors to 
limit their portfolio risk by insuring against 
unfavourable changes in the prices of stocks 
they are holding. In effect, options can be 
used as investment insurance, hence options 
trading is a stabilising factor in the investment 
portfolio. 

If no option is available, an investor would 
either sell his shares or take unwanted risks if 
he expects that the price of shares will fall. 

With options he can keep his stocks and 
change the risk-reward trade-off through the 
purchase of a put option. If, on the other 
hand, the price is expected to go up, he need 
not wait until such event takes place, nor risk 
his investment by buying new shares. He is 
able to buy a call option that gives him the 
right to buy at the current price at a later time. 

The idea of options in exchange contracts 
is well known in the Sharia. In fact, a chapter 
on options is a central part of any book on the 
contractual jurisprudence in Islam. There are 
no less than seven types of options in the 
Sharia. What is relevant to the discussion here 
is called Khyar Asshari or a contract with an 
option condition. There are, in fact, major 
differences between the Khyar Asshari option 
in the Sharia and the option model in modern 
stock markets. 

In the Sharia, an option is a right that can 
only be a part of or a condition in, an 
exchange contract. In a sale contract, for 
example, there are conditions where one of 
the parties may keep for himself an option to 
execute or repeal the contract. Mr X may want 
to buy a certain automobile, while not giving 
the owner a final decision, in order to have 
some time to think it over. 

After the price has been decided, he may 
advance a small portion of it. If he decides to 
go ahead with the purchase, the advance 
payment will be a part of the overall price. If 
he retracts, the seller is entitled to retain the 
advance as a compensation for giving the 
option to the buyer 

In comparing the model of a stock option 
in the modern market with the form 
acceptable in the Sharia, the following three 
differences are worth noting. 

Firstly, unlike the conventional option, the 
option in the Sharia is not detached from the 
exchange contract nor priced separately; 
needless to say, this is the most important 
difference. This, nevertheless, does not mean 
that such option is to be provided free. 

Secondly, since the general rule of 
contracts in the Sharia declares that only 
tangible items can be the subject of an 
exchange contract, the subject of the option 



contract in the Sharia is only a right or an 
obhgation. Abstract objects have no actual 
material existence and hence can have no 
price of their own in a standard Sharia 
position. 

Thirdly, many Sharia scholars object to 
options trading because such contracts are 
believed to be very speculative. In their view, 
they sei-ve no useful purpose. Such contracts, 
to many people, are no different from roulette 
in a casino. 

There is no denying the fact that options 
can be very speculative and can even be 
abused and manipulated. The rules and 
regulations governing options trading have 
been revised more than once in the United 
States of America, to ensure the existence of 
an environment consistent with fair and 
orderly markets which serve the public interest 
and protect the investors. 

However, this is a misuse of the 
instrument and not the natural consequence 
of its existence. Needless to say, many 
legitimate objects can be used for illegal ends. 

One can say that the model of modern 
option contracts has no parallel in known 
Sharia contracts. It is an established fact that 
the Sharia, unlike many secular legal codes, 
has no canon-style contracts. Known Sharia 
contracts are only a benchmark, which may 
serve as a guide to the rules governing 
contractual relationships. 

What is significant is whether the contract 
is free of elements which generally nullify 
contracts in the Sharia. If the modern options 
contract does bear any of these elements, then 
it may be presumed incompatible with the 
Sharia. But if not, then contracts may be 
acceptable even if the model is a new 
contractual relationship that has no parallel in 
standard Sharia exchange contracts. 

Four conditions which can nullify 
exchange contracts are: Riba, Gharar, sale of 
unowned goods and Jahala. 

Riba is stipulated as any increase in a loan 
contract. This definition has been determined 
by Islamic scholars, who also define interest as 
a form of Riba. When an exchange contract 
includes such elements, it is illegal in the 

Sharia. While any exchange transaction, 
including options, may include interest in one 
form or another, the aforementioned option 
model need not have any Riba (interest) 
element. 

Because modern financial market 
transactions are loaded with interest-bearing 
contracts, there is no way of judging the pure 
option model. This is to say that interest is not 
a fundamental part of the working of the 
model and it can function without it. 

Gharar in the view of the Sharia arises 
when the rights and obligations of the parties 
to a contract are not well-defined from a 
contractual point of view. A good example of 
an exchange contract that is nullified in the 
Sharia because of gharar, is gambling. In 
gambling, one pays a price to initiate the 
contract. It is not clear at that point what the 
buyer is exactly buying. He may receive no 
gain or win a lump sum of money. The 
problem is that "a chance" is not an acceptable 
object in an exchange contract as it is not a 
material object, as mentioned above. 

Exchange contracts in the Sharia ought to 
be free of such elements. One may say that an 
options contract is replete with gharar since 
the eventuality of the contractual relationship 
is not actually known, as it depends on 
whether the holder decides to exercise or 
forego it. 

This, however, ignores the fact that what is 
being traded in an options contract is only the 
obligation and not the underlying stock. In 
fact, there is a type of option where the 
underlying object is only the stock index, 
which means that the option contract is not 
connected to any actual exchange of stocks but 
settled financially in money terms. 

Sale of un-owned property: for sale 
contracts, to be valid in the Sharia, the 
contracts must deal in goods that are owned 
by the seller at the time of sale. If one sells 
goods that are yet to be purchased by him, the 
contract, from the Sharia point of view, is void. 

It is obvious that the option contract does 
not have this problem, for the simple reason 
that no goods are being transacted in such 
contracts. One may say that the naked option 



contract, where the short sale of stocks is part 
of the transaction, does not have such a 
problem. It, therefore, makes little difference 
from the Sharia point of view whether an 
option is covered or naked. 

Non-ownership of stock, it is thought, 
does not fall into the category of 'sale of 
concerned property', since the object of the 
contract is the right or obligation. 
Furthermore, a naked option is only one form 
of option and even if such options are banned, 
the efficiency of the market will not be 
affected. 

Jahala and unacceptable contracts: there 
are other sources of contractual invalidity in 
the Sharia when, for example, the price or the 
condition of the object of the contract is not 
known to one party or both. Also, if the 
contract includes conditions that contradict 
the purpose of the transaction, such as selling 
goods with a condition that the buyer does not 
sell to a third party, it would be an invalid 
contract. 

To establish the Sharia position vis-a-vis 
options contracts one needs to adopt the right 
approach. Firstly, there is the notion that the 
model of options contracts has no parallel in 
known Sharia-permissible contracts. While it 
is a sale, the subject of the contract is a right 
or obligation and not a material or tangible 
item. 

The Fuqua, Islamic jurists, seem to be 
resolute that abstract articles cannot be the 
subject of sale contracts. However, when the 
rules of Fiqh are served, one may find many 
exceptions which can be used as a basis for 
designing a model of options contracts 
acceptable in Sharia. For example: 

• Contemporary scholars have ruled that 
the company's goodwill can be the subject 
of a sale contract, although goodwill is 
clearly abstract and intangible. 

• They have also ruled that a patent for a 
scientific innovation and copyright for 
intellectual property are all permissible 
under the Sharia, as objects of sale 
contracts, though they are clearly abstract. 

Many well-known jurists have permitted a 
number of abstract rights and obligations to 
be the subject of sale. They have allowed 
payment of money by one to another so that 
the latter does not participate in bidding 
against the former. The most interesting and 
relevant of these abstract rights is known as 
the sale of Arboon. 

The feature of Arboon can be added to 
any exchange contract to introduce an 
element of call opUon. It is similar to any 
ordinary contract except that the buyer desires 
to have an option, to enjoy the privilege of 
exercising or foregoing that contract during a 
specific period of time. 

During this period, the seller is obliged to 
keep the goods till the expiry date. For this, 
the buyer advances a portion of the price. If 
the contract is not concluded, for instance if 
the buyer decides to forgo, the advance money 
is kept by the seller. It, however, becomes part 
of the price if the contract is concluded. It is 
clear that the advance payment is the price of 
an option. 

There is a slight disagreement on the 
permissibility of such sale contracts. 
Nevertheless, one major Fiqh school, the 
Hanbali, and a number of jurists from other 
schools, do permit the sale of Arboon. It is 
quite obvious that such contracts do include 
the idea of a call option. There are, however, 
two dissimilarities. 

Firstly, the options contract is not 
separated from the sale contract and it has no 
independent existence. This means that the 
option itself was not intended. It came only 
incidentally. Secondly, the payment of an 
advance, if it is kept by the seller, appears to 
be the price of the option. It may be 
concluded that the Sharia door is not entirely 
shut against transactions which include the 
sale of an abstract obligation. 

In looking at options from the Sharia 
point of view, the question which recurrently 
occurs is the permissibility of the sale of an 
abstract object. It seems that such sales are not 
exactly inconceivable in the Sharia. 

There does, however, remain one 
important difference between the standard 



options and the examples listed above. In all 
the examples, an abstract object is sold, but it 
was not produced for the market. It came into 
being because of the circumstances of other 
activities. 

Aside from this, the options contract is no 
different from an array of many abstract 
objects that the jurists have permitted for sale. 
Those who insist on the non-permissibility of 
Arboon agree that the seller is entitled to 
compensation for damage by the buyer who 
dishonours his part of the deal. 

This means that the Islamic jurists think 
the advance payment is only a compensation 
for the damage and not a price of the option. 
If damage does not take place, it has to be 
returned to the buyer 

Based on the foregoing, a stock-option 
model can be proposed which may be 
compatible with the Sharia. The model is 
basically similar to the conventional sale and 
put options in so far as the writer (seller) 
carries the obligation to buy or sell the 
underlying stock at a certain price on or 
before a specified date, and the buyer of the 
option holds the right to buy or sell the same. 

However, to guarantee that such 
transactions in an Islamic market remain 
within the boundaries of Sharia compatibility, 
the following important conditions are to be 
maintained. 

Only those who already own a stock can 
sell a call option. In other words, receiving a 
price to carry an obligation to sell at a certain 
price on, or before, a specified date. On the 
other hand, a put option can only be bought 
by those who already own the stock. More 
simply, all naked strategies are not allowed. 
This restriction helps the market to avoid the 
speculative tendency. It is preferable that 
options be all of the European type, to be only 
exercised on, not before, the expiry date. This 
will also help reduce the speculative aspect of 
options trading. 

Options are hedging instruments that can 
be used for insurance-like coverage of 
investors. An investor who expects prices to go 
up may want to buy a call option giving the 
right to buy on a later date at prices similar to 

those of today . An opposite strategy may be 
used by an investor who expects the price to 
fall, where a put option is more likely. In both 
cases, what an investor does is to protect 
himself from the risk of price changes by 
paying a premium, which is the option price. 

In an Islamic stock market, one would 
think of co-operation among investors so that 
risks and rewards are pooled and then 
distributed to all the participants. This can be 
done through an 'offsetting' co-operation in 
the market. 

Standardisation of options contracts 
regarding number of shares and maturity is 
not objectionable from the Sharia point of 
view. On the contrary, it may be an effective 
means of reducing Gharar and the possible 
misuse of options trading. Standardisation of 
contracts and transactions will be in line with 
the objectives of the Sharia. 

Flexible options contracts may not be 
allowed. In such a transaction, the option 
contract tracks the value of a basket of stocks 
in a manner similar to the stock index options, 
except that the 'flex option' is customised to 
the needs of the investors. 



Islamic Equity Markets 

A B D U L H A L I M 

Equity Markets From an Islamic Perspective 
T h e financial system of any country or society 
evolves to meet the needs of its members for 
banking and financial services. By and large, 
the financial system usually consists of twin 
subsectors, the banking system and capital (or 
equity) markets. 

In every community from the pre-Islamic 
era to the present day, the fulfilment of these 
financing needs has required equity financing 
and debt financing. 

1. Equity-Financing and Debt-Financing in 
Pre-Islamic Arab Society 
T h e relevant question to ask is, what is the 
stand of the Sharia with regard to equity-
financing and debt-financing? To answer this 
question, we shall briefly trace the 
development of the Sharia on this subject just 
prior to and immediately after the advent of 
Islam. 

In the Pre-Islamic period, the Arabs were 
effecting debt-financing through two main 
categories of contracts as follows: 

(i) First Category: Deferred Contracts of 
Exchange (Al-Bai/Al-Tijarah/Al-Dayn) 

a) Al-Bai Bithaman Ajil (Deferred 
Instalment Sale) 

b) Bai Al-Murabaha (Deferred Lump-
s u m sale) 

c) Al-Ijara (leasinsr) 

d) Bai Al-Salam (Salam sale) 
e) Bai Al-Istisna (Sale on Order) 
f) Others 

(ii) Second Category: Interest-Based Lending 
(Riba Al-Nasiah) 

a) Interest-Based Lending 

A contract of exchange takes place when a 
commodity or service is exchanged for 
ano ther commodity or for money. In 
commercial dealings, contracts of exchange 
arise in sale-and-purchase contracts and 
leasing contracts. T h e contractual relationship 
is therefore of the category of seller-buyer or 
lessor-lessee. Contracts of exchange may be 
cash or deferred. 

When the settlement from one side of the 
contract - such as payment in money - is 
deferred or delayed, the contract becomes a 
deferred contract of exchange. A deferred 
contract of exchange is therefore akin to credit 
sale-and-purchase. A deferred contract creates 
a debt. Hence its features as a debt-financing 
instrument. 

Interest-based lending is not based on the 
contract of exchange; rather it is based on 
lending (in modern times, money-lending). 
The contractual relationship is of the category 
of debtor-creditor. At the point of lending, the 
lender lends the money to the borrower At 
the point of repayment, the borrower repays 



the lender the principal amount of money lent 
out, plus an 'addition' in the form of interest. 
Interest-based lending also creates a debt, and 
is naturally a debt-fmancing instrument. 

2. Equity-Financing and Debt-Financing in 
Islam 
With the advent of Islam, the Sharia laid down 
through its primary sources of the Qur 'an and 
Sunnah various injunctions that would form 
the basis of the Islamic banking and financial 
system. 

Islam allows both equity-financing and 
debt-fmancing. Equity-financing is to be 
effected through profit-sharing contracts 
while debt-fmancing is to be effected through 
deferred contracts of exchange. Interest-based 
lending is forbidden. This is indeed the 
foundation for establishing and developing 
the Islamic financial system. 

Lending is still allowed in Islam, but is has 
to be without interest. In the Sharia, this type 
of lending is know as 'Qard-al-Hasana' 
(benevolent loan). This contract is therefore 
more relevant in the social-welfare sector of 
the economy, or where there is a social 
implication such as in government (public) 
debt, rather than in the private or commercial 
sector of the economy. 

3. Major Differences in Equity-financing and 
Debt-financing in Islamic Finance and 
Conventional Finance 
What are the major differences, then, in 
equity-financing and debt-fmancing in the 
Islamic financial system as compared with the 
conventional financial system? 

In equity-financing, there are practically 
no major differences. The contract of 
Musharaka (joint-venture profit-sharing) is, in 
essence, similar to the conventional concept of 
a joint-stock company. Therefore - except for 
some minor details - to finance projects 
through equity participation, or to float a 
company on the stock exchange, or to 
organise a venture capital company, or to form 
an equity unit trust, would be generally the 
same under Islamic equity-financing as under 
conventional equity-financing. 

The contract of Mudaraba (trustee profit-
sharing) - whereby one party (the owner of 
capital) provides funds for the other party (the 
entrepreneur) to invest or trade and generate 
profit, and both share in the profit in pre-
agreed proport ions - while not widely 
practised is actually not totally unknown in the 
conventional financial system. 

However, major differences between the 
Islamic financial system and the conventional 
financial system prevail in debt-financing. 
Debt-financing in the conventional financial 
system is almost totally based on interest-
based lending, while this contract is forbidden 
in the Islamic financial system. 

Nonetheless, there are some similarities, 
even in debt-financing. The contract of Ijara 
(leasing) is practised in the conventional 
system. Likewise, the contract of Murabaha 
(deferred lump-sum sale) is practised in credit 
sale-and-purchase, both in domestic and 
international trade. 

T H E I M P O R T A N C E OF D E V E L O P I N G ISLAMIC 

CAPITAL M A R K E T S 

I. The Role of the Capital Market in 
Economic Development 
During the last two decades, many Islamic 
countries and societies have striven to develop 
the Islamic banking system, with varying 
degrees of success. These efforts will no doubt 
continue. But the Islamic banking system, 
which dominates the debt market, is only one-
half of the intended Islamic financial system. 
The other half is the Islamic capital market. 

It is therefore timely now for the Islamic 
countries and societies to turn their attention 
towards developing an Islamic capital market 
in addition to the Islamic banking system. 
There are many compelling reasons for this 
suggestion. We shall only discuss briefly some 
of these reasons. 

Many Islamic countries and societies are 
now moving along the economic development 
path - from the less-developed stage to newly 
emerging economies, and hopefully one day 
to being economically fully developed. It is, by 
and large, in the nature of the evolution of the 



financial system for any society that tiie debt 
market or the banking system is the first to 
develop. 

However, as its economic growth gains 
momentum, disposable income gets higher, 
and savings increase, and the capital market 
begins to evolve. Indeed the cause-and-effect 
relationship between the economic growth of 
a society and the development of its capital 
market is a two-way relationship. 

Many developing countries consciously 
build up efficient capital markets in order to 
spur higher levels of savings, investments and 
economic growth. Thus, in a growing 
economy, both the banking system (or the 
debt market) and the capital market function 
side by side to mobilise savings and channel 
these into investments for higher economic 
growth. 

2. Present Economic Order and Capital 
Market 
In the modern economic order that has 
emerged in recent years, the view is quite 
pervasive that economic development and the 
growth of nations can be attained by countries 
embracing, among others, the following 
prescriptions: 

• Private sector to be the engine of growth 
and creator of wealth 

• Government to liberalise its economic 
policies 

• Government to privatise its economic 
entities 

The outcome of these prescriptions will be the 
emergence of the private sector as the 
economic power of nations, while the 
Government retains only the political and 
administrative power The private sector will 
thus hold power, among others, in: 

• The nation's wealth 
• Creation of employment opportunities 
• Economic knowledge, information and 

technology 
• Frnnnmir int^^rn^tinn;^! 

Huge amounts of financing will be required by 
the private sector in order to carry out this 
task. Two types of financing are required: 
equity-financing and debt-financing. As we 
have discussed, the conduit for debt-financing 
is the debt market or banking system, whereas 
the conduit for equity-financing is the capital 
market. Both the banking system and the 
captial market thus acquire more significance 
under the post-cold war economic order. 

3. Muslims and the Capital Market 
Muslims cannot afford to ignore the capital 
market, for many reasons. The private sector, 
which is envisaged above as holding the 
nation's power, is made up of entities. Usually 
these entities are in the form of joint-stock 
companies, or Sharia-based on the contract of 
Musharaka in Islamic terminology. The 
control of these companies is naturally in the 
hands of their shareholders. 

These are the providers or investors in the 
equity-financing of these companies through 
the capital market. To ignore the capital 
market is therefore to ignore the economic 
power of the private sector and its attendant 
power of wealth creation, employment and 
training opportunities, control of economic 
knowledge and technology, and global 
economic relations. 

The wealth of nations is made up of 
tangible assets and financial assets. The 
financial assets may belong to the banking 
system in the form of bank deposits and the 
capital market in the form of stock and shares 
or equities. In societies where the private 
sector is pervasive, the country's wealth in the 
form of capital market instruments is 
substantial. Muslims must not simply ignore 
this fact. 

Muslims might also want to consider 
market instruments for investment of their 
savings. In terms of the risk-return profile, 
capital market instruments by nature belong 
to the high-risk-high-return category. 
However, the high risk can be reduced 
somewhat through portfolio management or 
unit trust (mutual fund) schemes. 

As the disposable income of Muslims in 



developing countries increases over time, they 
would be in a position to channel a proportion 
of their savings into investment in capital 
market instruments through directly owning 
equities, or through portfolio management 
and unit trust schemes. This will serve to 
widen and diversify their household 
investments. 

Developing the Islamic Capital Markets in 
Malaysia 
The establishment of Bank Islam Malaysia 
Berhad (BIMB) in 1983 marked the beginning 
of the efforts of Muslims in Malaysia to 
develop an Islamic financial system in the 
country. Against the background of the 
country's economic aspirations, policies and 
achievements, the Islamic financial system to 
be developed has to be modern, sophisticated 
and competitive, so as to be able to meet the 
country's objectives. 

Since its establishment in 1983, BIMB has 
been pioneering Islamic banking operations 
in the country's banking system. The 
introduction of the Interest-Free Banking 
Scheme by the conventional financial 
institutions in 1993, based on its operations, 
clearly shows that the system is fast gaining 
acceptance. 

Malaysia aspires to a dual system of 
banking and finance, one conventional and 
the other Islamic, both equally sophisticated 
and modern. 

1. BIMB Securities Sdn Bhd 
In 1994, BIMB shifted its attention to the 
capital market. The launching of BIMB 
Securities Sdn Bhd, being another subsidiary 
company of BIMB, marks yet another major 
step by the bank to extend its efforts to 
develop the Islamic financial system in the 
capital market. 

It operates within the same institutional 
and regulatory framework as the other 
member companies of the KLSE (Kuala 
Lumpur Stock Exchange), but modifies some 
parts of its operation to comply with the 
precepts of the Sharia. 

The company carries the corporate 

mission of striving to offer facilities and 
services in the securities industry which are in 
compliance with Sharia to Muslims and the 
non-Muslims in Malaysia and elsewhere. 

The Memorandum of Association of 
BIMB Securities specifies that: "All business of 
the Company will be transacted in accordance 
with Islamic principles, rules and practices." 

Subject to the compliance with Sharia 
principles, the services to be provided by the 
Company may deal only in securities which 
are on the List of Approved Securides issued 
by BIMB's Religious Supervisory Council. 

In general, the list excludes the securities 
of those companies whose major activities are 
involved with: 

i) Interest-based banking and finance and 
conventional insurance 

ii) Gambling 
iii) Alcoholic beverages 
iv) Non-halal products 

It is imperative that BIMB Securities obtain its 
external financing needs, if and when 
required, on the basis of Islamic principles. 
There are two types of financing needs. One is 
long-term financing for the acquisition of 
immovable and movable assets to facilitate its 
operat ion. T h e other is the short- term 
working capital requirement for its operation. 

The long-term financing may be obtained 
on the Islamic principles of Al-Bai Bithaman 
i^il (Deferred Payment Sale) and Ijara. The 
short-term working capital financing may be 
obtained on the principles of Mudaraba and 
Murabaha. 

The available sources for these financing 
requirements are the Company's parent bank, 
BIMB, and the Islamic banking units in the 
conventional banking and financial 
institutions. 

When BIMB Securities invests its funds in 
short-term investment, these will have to be in 
the form of Islamic money market 
instruments. Such instruments, which are 
presently available, include: 

i. Deposits with BIMB and the Islamic 



banking units of the conventional banks 
and financial institutions 

ii. Government Investment Certificates 
iii. Islamically acceptable bills 
iv. Cagamas Mudaraba Bonds 

Margin financing for clients of the Company 
will also have to be obtained on Islamic 
principles. These include financing under 
Musharaka (joint venture profit-sharing) and 
Mudaraba (deferred lump-sum sale). 

Depending on the policies, BIMB and the 
Islamic banking units of the conventional 
banks and financial institutions may provide 
these forms of financing. 

2. Islamic Section in the Existing Securities 
(Stockbroking) Companies 
What BIMB Securities Sdn Bhd has done has 
been followed by some of the existing 
stockbroking companies. 

Now there are a few stockbroking 
companies that have set up a specialised 
section in their organisation offering similar 
Islamic stockbroking services to those offered 
by BIMB Sdn Bhd. 

3. Islamic Unit Trust (Mutual Fund) 
Schemes 
Islamic Unit Trust Schemes based on the 
securities in the Approved List have also made 
their appearance. The first was launched by 
Bank Islam Malaysia Berhad (BIMB). This was 
followed by state authorities and other unit 
trust management companies. 

4. Islamic Fund Management 
Even before the introduction of Islamic unit 
trust schemes, Islamic fund/port fol io 
management had been carried out based on 
the securities in the Approved List. 

These funds were either set up and 
managed internally by the relevant 
institutions, or farmed out to specialised 
institutions such as merchant banks and 
securities companies for management. 
Attaining Breadth and Depth in the Islamic 
Equity Markets 
In order to be able to effectively sen'ice the 

needs of Muslims - as well as non-Muslims -
in Malaysia, the Islamic equity market needs 
to expand its breadth and depth. 

1. Attaining Breadth 
By and large, the breadth of the Islamic equity 
market could be attained by expanding the 
number and variety of the participants. The 
development thus far, which saw continuously 
increasing numbers of retail and institutional 
investors in the markets, and an increasing 
variety of services - such as unit trusts and 
fund management - being offered should 
augur well for the market. 

A promising potential for broadening the 
Malaysian Islamic equity market lies in 
attracting investors - in particular Muslim 
investors - from other countries to invest in 
the markets. This could presumably be done 
through straight Islamic asset management 
services, Malaysian Islamic country funds, and 
even Islamic regional funds managed by 
Malaysian financial institutions singly or in 
joint-ventures with foreign partners. 

2. Deepening Islamic Capital Markets 
The basic and initial instrument in the Islamic 
capital market is ordinary shares, based on the 
contract of Musharaka (joint-stock company). 

Usually, as the economy grows and attains 
ever higher levels of development and 
sophistication, there arise new forms of 
financial needs from both the investors 
(sources of funds) and users of funds which 
cannot be effectively met by just the ordinary 
shares alone. 

The size of the financial needs may keep 
increasing. The variety of the financial needs 
will also become more pronounced. There is 
the need to cater for the whole spectrum of 
the risk-management profile, of both the 
investors and users of funds, as well as to allow 
for their asset/liability diversification. 

With the development of Malaysia as an 
industrialised nation, there will be new forms 
of financial needs. 



Issues of Islamic Equity Investment 

S T E L L A C O X 

The development of Islamically structured 
equity funds has been a favoured focus of the 
last couple of years and has indeed resulted in 
the launch of various products by a number of 
Islamic and conventional institutions working 
both independently and in partnership. 

Until recently, much of the product 
innovation for the Islamic financial sector had 
been targeted at the Islamic commercial banks 
and engineered with regard to their specific 
investment risk and return criteria. The result 
was the development of a variety of financing 
techniques; initially short- term, secured 
commodity and trade finance offering low risk 
and return and, latterly, structured medium-
term investments in trade and leased assets 
that moved up the risk and return cur\'e. 

Although these innovations have assisted 
with the expansion of the product base, there 
has, without doubt, been a dear th of 
appropr ia te investment oppor tuni t ies 
available to those investors seeking potential 
for enhanced profits and added portfolio 
diversification. 

Construct ion of a balanced portfol io 
requires access to a range of asset categories 
and investment horizons. Past research by 
numerous authorities suggests that a well-
diversified portfol io of global stocks will 
ou tpe r fo rm other asset categories (for 
example cash and bonds in the conventional 
markets) over the medium term - owing to the 
inherent volatility of the equity markets, a 

medium-term view is a prerequisite. 

V«33ture capital invesEmeiit 

•̂ uoted ŝ tiitj' fati4s 

Commodity Ftjnds 

Medium-term asset finance 

Stnictiired short-term trade finance 

Secured commodity investment 

FigureJ. 

Figure 1 illustrates portfolio opportunifies 
for an Islamic investor. It moves along the risk 
curve f rom the lower-risk, lower-return 
investment, that has previously been a feature 
of the market, to higher-risk assets that are 
potentially more profitable and likely to satisfy 
the investor's total yield aspirations. Towards 
the top of the curve, asset allocation shifts to 
open-ended equity funds and closed-ended 
venture capital or private equity investment 
opportunities. 

Global Equity Investment - The Early 
Islamic Funds 
The drive towards enhanced yield (whilst still 
retaining access to liquidity) has led to the 
renewed prominence of Islamic equity funds. 
These followed the first wave of Islamic equity 
investment products launched by Kleinwort 
Benson Investment Management (KBIM) and 
UBS in the mid-1980s. 



KB's product was somewhat 
unimaginatively titled "The Islamic Fund". It 
was a unitised Guernsey-registered fund that 
bore the endorsement of its own Sharia 
Advisors and was created to offer our 
institutional and high-net-worth private 
clients asset diversification. 

These funds were sometimes referred to as 
commercially unviable; However, despite 
screening individual stocks in accordance with 
the stipulations of our Sharia Board, we were 
still able to amass a substantial global universe 
that regularly outperformed its MSCI Index 
benchmark. At its height, our fund's managers 
were responsible for over US$20 million -
small in conventional terms, but certainly 
viable. 

However we had critical, structural and 
distribution issues to address. For example, at 
the time, there was only limited endorsement 
of global equity investment amongst the 
individual Sharia authorities. Acceptability of 
international equity as a Halal investment was 
rigorously debated, which certainly limited 
the scope of market potential and meant that 
we were unable to enlist the support of an 
Islamic institutional partner. 

Nevertheless, the Gulf Bank in Kuwait was 
keen to sell the product to its own customer 
base and, owing to the long-standing 
relationship that already existed between our 
two organisations, it was a very successful 
union. We were able to attract our own private 
clients, whilst Gulf Bank delivered the product 
through its retail network. 

Without a doubt the Islamic fund was best 
received in Kuwait and we became exposed to 
that market when distribution was less 
effective elsewhere. The Gulf crisis led to 
rapid redemption of many shares and our 
behef was that the remaining funds under 
management could not be effectively 
diversified across market sectors to produce 
opt imum performance for the remaining 
shareholders. 

When we wound down the Fund in 1991, 
we retained a number of client investments as 
independent ly managed portfolios and 
subsequently substantially increased aggregate 

funds under management. Perhaps the main 
advantage of this for us has been that we are 
able to address and satisf)' the varying Sharia, 
sectoral and per formance stipulations of 
individual customers, although this client-
specific approach requires considerable 
allocation of time and resources. 

Islamic Equity Funds: Product of the 1990s 
After the initial forays into global equity 
investment, the market remained fairly quiet 
until the end of 1994, when the AI Madina 
Equity Fund was launched and managed by 
Albert E Sharp and Faldo Hassard. This was 
followed by the National Commercial Bank 
Global Equity Fund launched in January 1995 
and managed by the US-based Wellington 
Management Company. 

In Autumn of 1995, The International 
Investor (Til) of Kuwait launched the Dublin-
registered Ibn Majid Emerging Markets 
Equity Fund, simultaneously announcing that 
it would be managed by the Swiss Bank Corp, 
with whom Til intended to develop further 
equity funds. There were a number of 
interesting and innovative features about this 
investment product. 

i) It was, for example, the first time that a 
Middle Eastern institution operat ing 
within the Islamic Sharia had actively 
attached its brand to its own equity fund 
and launched it; 

ii) With an emerging market focus it 
diversified f rom global equity and 
addressed a specific sector; and 

iii) It brought together a prominent Islamic 
investment company with a major Western 
bank, blending joint structuring skills with 
Sharia credibility, fund management 
capability and global distribution. 

Banque Indosuez also chose to focus on 
emerging markets with Ibn Battutah, which it 
managed in-house. In 1996, Flemings 
launched the Oasis Global Equity Fund and 
Banque Nadonale de Paris its Caravan Fund 
(also managed by Wellington). Both added to 
the group of conventional banks able to 



address previous criticism that Western 
institutions were reluctant to commit funds 
and resources to developing innovative, or 
previously untested, products for the Islamic 
market. 

The year 1996 also saw the launch of AI 
Safwa Global Equity sponsored by AI-Tawfeek 
Company for Investment Funds (managed by 
Roll and Ross Asset Management) and the 
launch of Faisal Finance's SE Asian equity-
focused Adil Fund. 

These (and a number of other) recent 
funds have all been launched with the 
endorsement of their own Sharia supervisory 
committees, although it is fair to say that we 
have yet to achieve unanimous Sharia 
approval for equity investment in interest-
based financial markets. So what has changed 
to persuade an increasing number of financial 
institutions to launch Islamic equity products? 

It is reasonable to surmise that much of 
the change is being directly spearheaded by 
the Islamic institutions. Competi t ion has 
increased between the Islamic houses who 
must strive to develop and offer a full product 
range to an increasingly discerning customer 
base. 

Additionally, the technical ability of the 
Islamic institutions has progressed 
immeasurably during the past ten years and 
we have also witnessed the emergence of 
aggressively positioning Islamic investment 
banks and institutions. 

These include The Islamic Investment 
Company of the Gulf, Til, the International 
Investment Group and First Islamic 
Investment Bank (formerly Majestic Global 
Investments) which have concentrated on the 
origination of performance investments for 
their shareholders and HNW clients. 

Similarly, there is impressive strength in 
the capability and experience of Islamic 
banking professionals. A number of 
individuals have lengthy previous career 
positions in the international equity markets 
and are able to provide solid technical support 
in developing, monitor ing and even 
managing their organisation's products. 

Although there is still no uniform Sharia 

approval of international equity investment, 
many esteemed Sharia scholars are adopdng a 
more pragmatic approach to the stock 
selection process that can be directly 
attributed to enhanced communication and 
information flow from the executives of the 
Islamic institutions that they represent. 

Obviously, the full endorsement of a panel 
of widely respected Sharia scholars is the only 
way to achieve wide acceptance of a product. 
Thus, informed involvement of the scholars 
results in development of the approved 
universe of stocks, enabling the creation of a 
diversified portfolio that is well placed to 
achieve targeted returns. 

As for organisations (not ment ioned) 
seeking to enhance their revenue through 
inappropriately high management fees, 
supposedly justified by the added cost of 
structuring and obtaining Sharia 
endorsement of Islamic products, it has to be 
said that that argument is not pardcularly 
convincing. 

Stock Selection Procedures 
There is now greater consistency in the 
guidelines that have emerged on the structure 
and criteria for selecung stocks for an Islamic 
portfolio. Yet there is no definitive answer to 
stock-picking, which will depend upon 
individual fund sponsors and the opinion of 
the individual Sharia advisors. 

What is universally accepted is that some 
stocks are always prohibited, or Haram, and 
these include: 

i) companies involved in the production or 
distribution of liquor (such as breweries); 

ii) companies involved in gambling (such as 
book-making activities); 

iii) companies involved in the conventional 
financial services industry, including 
banks, securities houses and insurance 
groups; 

iv) those involved in the production and sale 
of armaments; 

v) those active in the production of pork 
products and non-halal meat; and, at the 
specific request of our advisors. 



vi) manufacturers of tobacco products. 

Additionally, Sharia advisors are reluctant to 
approve investment in hotel and leisure 
groups that derive substantial profits from bar 
sales, night-clubs and casinos. Investments in 
airlines can pose similar problems if it is 
determined that a high percentage of their 
revenue is attributable to on-board liquor 
sales. 

After considering the primary activity of 
the stock in question, a closer look must be 
taken at the activities of subsidiaries and other 
group companies. For example, a major 
conglomerate that derives significant income 
from a subsidiary involved in conventional 
banking or financial services may not be 
included. 

Avoidance of investment in the above may 
be considered as the first stage, or level one, of 
the stock selection procedure, that is known by 
various different terms, including "screening", 
"cleansing" and "purifying". Level two 
screenmg, sometimes- called "strict 
adherence", calls for close review of the 
corporate accounts. 

There has been considerable ongoing 
debate about the impact of Riba in the 
performance of Western equities. This has 
been a major factor in limiting the wider 
acceptability of international equity 
investment by the Islamic sector. Most 
international companies borrow at interest 
from conventional banks and, if they have no 
need of leverage, they will almost certainly be 
deposit ing funds at interest in the 
conventional markets. 

An approach to this has been to consider 
the debt/equity ratio of the company. 
Individual Islamic institutions apply their own 
leverage restriction and the level of 
acceptability varies, depending upon Sharia 
opinion. Generally, the acceptable level falls 
between 20% to 40%, and it is true to say that 
most scholars will reject a stock that is deemed 
to have too high a gearing. 

If a leverage limitation is imposed, there 
will still be a percentage of corporate 
profitability derived from prohibited financial 

activity. Similarly, a portion of the stock 
dividend will be tainted by Riba and is 
therefore unacceptable income for investors. 
The current solution to this is to apply a 
formula to calculate the impact of Riba in the 
dividend. 

Dividend-stripping policy also varies. 
Dresdner Kleinwort Benson's policy has 
always been to identify an upper 
approximation of the tainted income portion, 
which can then be remitted to approved 
charities by the custodian or portfolio 
manager before distribution to the client, or 
paid in whole to the investor, who then makes 
the charitable donadon at his own discretion. 

Having created an acceptable stock 
universe, it must be maintained through 
regular and diligent monitoring. In addition 
to annual, audited financial statements, as 
much inflow of information as possible should 
be gathered on individual stocks to ensure 
continuing acceptability. 

Managers endeavour to under take 
frequent interim reviews as, clearly, company 
activity is ongoing and from time to time 
previously acceptable shares will need to be 
divested or removed from the approved 
register and rendered ineligible for future 
acquisition. 

Monitoring Performance of New Funds 
Islamic investment funds remain high on the 
agenda. This year Flemings is to add an 
emerging markets product to complement 
the Oasis Global Equity Fund. Further 
prominent Islamic institutions, including AI 
Rajhi Banking and Investment Corporation, 
Faysal Islamic Bank and First Islamic 
Investment Bank have recently announced, or 
intend to launch, new equity funds. 

For investors this must be good news. A 
range of competing products launched by very 
reputable institutions affords choice and, once 
essential Sharia stipulations are incorporated 
in the management of the fund, it will be up 
to the manager to achieve the targeted 
performance. 

The nature and volatility of the equity 
markets means that investors seeking 



enhanced profitability will be accepting a 
greater underlying investment risk. Fund 
managers will endeavour to address this with 
an investment portfolio that encompasses a 
range of developed, international markets 
and industry sectors and perhaps a spread of 
emerging market investment, too. 

Initially, there was considerable concern 
that there would be little to choose from in the 
performance of comparable Islamic equity 
funds after rigorous screening. This has not, 
in fact, been the case, as different Fatwas allow 
different investment focus and trading 
methodology and this, coupled with the 
varying approaches of individual fund 
managers, has resulted in fairly wide-ranging 
performance. 

Selecting the right fund manager is clearly 
critical to the success of a fund. A number of 
top houses are already active in Islamic fund 
management, having been drawn towards the 
Islamic financial system's developing profile 
and the opportunity, in some instances, of 
combining their traditional capabilities with 
those of the sponsoring Islamic institution. 

Nowadays, investment security and the 
perception of liquidity are especially 
important to investors. The added 
involvement of a custodian and administrator 
(with appropriate credit ratings and low-risk 
domiciles) to segregate client funds, make 
settlements and monitor net asset value, 
assures the assets of the fund. 

Many recent funds have been registered in 
Dublin unde r Central Bank of Ireland 
regulation. Other registration centres include 
Luxembourg, the Channel Islands and Grand 
Cayman. Listing can be arranged for the local 
market. 

Numerous recent and regrettable events 
have led to derivatives being perceived as 
high-risk instruments of speculation and, 
consequently, the acceptance by Sharia 
scholars of recognised hedging techniques is 
very limited. 

One might argue that they can be created 
with-low-risk perspective to protect investors 
from unnecessary market volatility, and a 
number of prominent practitioners in our 

market now propose that derivatives will be 
essential to the complete Islamic financial 
system. 

Some progress is being made in the 
application of derivatives to mitigate risk in 
commodity and trade transactions but, for the 
present, the topic is controversial and the use 
of stock options and short positions are still 
widely rejected. 

Presently, most Islamic equity funds 
measure performance against a conventional 
industry benchmark such as the MSCI Index 
for global equity. The relevant indices may be 
subjected to Islamic screening for the sake of 
fair comparison and, in Malaysia, Islamic 
indices for regional markets are already 
published by some organisations. 

It is essential that investors have access to 
indicators that measure the performance of 
their investment, although until the Islamic 
funds have been given the opportunity to 
develop a sufficient track record, it will not be 
possible to make even comparison. 

Long-Term Equity Investment 
Whilst considering the growing range of 
equity investment vehicles, we should also 
touch upon the increasing requirement for 
global infrastructure financing, which is 
particularly apparent through new projects 
being developed now in many Muslim 
countries. 

There has certainly been institutional and 
private sector involvement in project 
financing, but much has related to the 
financing of individual, asset-backed tranches 
through Murabaha, Istisna and Ijara 
contracts. There is clearly scope for further 
commitment through equity participation. 

The Musharaka contract, is central to the 
concept of Islamic financing. It has not, 
however, been as widely utilised as may have 
been possible (with the exceptions of Sudan 
and Iran) because of the inherent risks and 
often long-term nature of the investments. 

We noted previously that recourse to 
liquidity is a priority for Islamic financial 
institutions that have ongoing obligations to 
short-term depositors and are unable to 



commit to substantial term investment 
without regular income streams. 

Therefore, much of the locally raised 
equity for projects in the Middle East and 
surrounding regions has been privately placed 
with corporate entities and HNW families that 
may have a greater tolerance of the risk 
profile of the investment and less concern 
about locking away liquidity. 

For those willing to invest, opportunity 
abounds and the desire amongst several Gulf 
governments to raise finance for build-own-
operate infrastructure projects is prompting a 
review of existing investment laws. New 
projects of this type are now regularly being 
developed in partnerships between, typically, 
a local organisation, a government entity and 
a foreign technician. 

One might argue that the principles of 
Islamic finance should result in the formation 
of Musharaka partnerships for mutual fund 
management. In the Western scenario the 
portfolio manager is given funds to manage 
by an investor and does so, taking a cut of the 
investor's return as his fee. In the event that 
losses are incurred, these are usually borne by 
the investor. 

By example, when Dresdner Kleinwort 
Benson launched the AI Meezan Commodity 
Fund in co-sponsorship with the Islamic 
Investment Company of the Gulf, in addition 
to incorporating our management skills with 
the Sharia directives of IICG, both institutions 
felt that it was important to become 
shareholders. Accordingly, although there are 
no guarantees for investors, the performance 
is shared by the sponsors of the Fund, and we 
feel that we have a genuine risk- bearing and, 
hopefully profitable, partnership. 

Malaysia 
In Malaysia, the development of the Islamic 
capital market is a primary focus and, in 1994, 
Bank Islam Malaysia Berhad (BIMB) 
launched BIMB Securities Sdn Bhd. BIMB 
Securities is a stockbroking company 
operating within the same institutional and 
regulatory framework as other member 
companies of the Kuala Lumpur Stock 

Exchange (KLSE). As it is 70% owned by 
BIMB, parts of its operations have been 
modified so that all activities conform to the 
Sharia. 

Subject to compliance with Sharia 
principles, the services provided by the 
Company correspond to those offered by 
other securities companies and include: 

i) dealing in securities listed on KLSE and 
other recognised exchanges; 

ii) asset management; 
iii) nominee/custodian and registration 

services; 
iv) investment research and advisory services; 

and 
v) corporate advisory services, underwriting 

and placement. 

BIMB Securities has an approved list of stocks 
chat aie screened to ensure compliance with 
Islamic principles. Following the 
establishment of the company, other existing 
organisations have designated a specialised 
section of their operation to offer similar 
Islamic stock-broking services. 

In 1995, BIMB itself launched an Islamic 
Unit Trust investing in the stocks of the 
Approved List and in 1996 Malaysia's Abrar 
Group Internat ional launched the Abrar 
Investment Fund, an open-ended equity unit 
trust invested through the KLSE (60%) and 
internationally (10%) with a fur ther 20% 
placed in the Islamic money market. 

Interestingly and perhaps controversially, 
Abrar Group is developing Islamic futures 
trading with a committee established by the 
Kuala Lumpur Options and Financial Futures 
Exchange, which has stated its commitment to 
list derivatives on an index of Halal shares to 
attract Muslim investors. 

Although reference is made to the 
prevaihng lack of uniform opinion between 
Sharia scholars in the Arab countries and 
those in Malaysia, Rashid Hussein Berhad, 
which itself launched an Islamic Index of 
Sharia-endorsed stocks, is the manager and 
jo in t sponsor appoin ted by AI Tawfeek 
Company for its closed-ended Malaysian 



Equity Venture Capital Fund. 

Conclusion 
Observers have criticised tiie lack of 
appropriate investment product for retail 
investors. Whilst all will acknowledge the 
importance of bringing diversified Islamic 
financial products to the man in the street, 
due regard must also be paid to the 
anticipated performance and risk profile of 
investment opportunities being delivered. 

It is essential that clients are properly 
advised and have a thorough appreciation of 
those risks, including potential market 
volatility, absence of capital protection or any 
restrictions impacting the t rading 
methodology of the fund managers. 

Many of the Islamic equity funds are 
open-ended and structured to deliver much-
needed asset diversification with in-built 
liquidity with the institutional client in mind. 
Even then, when seeking enhanced 
performance, it is easy to overlook the fact 
that although speculative positioning in the 

equity markets can yield spectacular, one-off 
profits, stocks acquired for investment 
purposes generally need to be held for several 
years. 

We should be very encouraged by the 
relatively recent and rapid development of 
Islamic equity products. Investors are already 
able to choose from a broad array of funds, 
investing in both listed and venture equity 
with global, regional and specialised focuses. 
Not only does it assist in further expanding 
the Islamic financial products range, it also 
demonstrates that concerted effort results in 
solutions being found to seemingly 
insurmountable problems such as those that 
have previously hindered the innovation of 
equity investment opportunities. 

Furthermore, some important , cross-
market relationships are being formed that 
can only enhance the quality of product 
offerings and indeed the level of manpower 
and capital resources made available to 
research, develop and implement innovations 
for the Islamic market. 



Islamic Unit Trust Fund Management 

SAAD A L H A R R A N 

An Islamic Unit Trust ( lUT) is a new 
phenomenon in society. A large number of 
people still cannot make a distinction between 
investing in a unit trust or investing on the 
stock exchange. T h e former is relatively safer 
than the latter simply because of the strategy 
adopted by the efficient fund manager to 
diversify the investment to various portfolios 
in order to reduce risk. With the latter, the risk 
of exposure tends to be higher and so does the 
return. 

T h e concept of the unit trust as a medium-
and- long- term investment is not totally 
understood by a large number of investors. 

T h e r e are more than 12 unit trust 
companies and 4 property trust companies 
managing a total of 34 funds presently in the 
Malaysian market, excluding Bumiputra unit 
trusts. Many others will follow suit and 
therefore compet i t ion will be intensified 
between sister institutions, but it tends to be 
more severe between lUTs and non-IUTs. 

Since competition is considered to be a 
healthy environment in the corporate society, 
the main issue that will occupy the minds of 
investors is the performance of the l U T Two 
questions should be asked: 

1 Can an l U T perform well, and can it grasp 
a large enough market share? 

2 Can the fund manager utilise the funds 
more efficiently in order to achieve the 
tararet? 

Indeed, it would be p remature to pass 
judgement about the performance of lUTs or 
the efficiency of the f u n d managers . 
Therefore, the real test in the minds of the 
investors will be three important factors: 

1 Capital appreciation. 
2 Bonus to be given to the unit trust 

holders. 
3 T h e declared dividends. 

Since the level of sophistication in the minds 
of investors tends to be increasing, especially 
in the urban society, the main factors in 
evaluating the institution will be the capital 
gain that the unit trust holder can make, and 
the dividend paid to him. 

In the ambience of competi t ion and 
efficiency which govern the world market 
today, the Islamic unit trust industry will be 
confronted with the efficiency of the fund 
managers to effectively utilise the resources 
entrusted to them, (this is where the role of 
training will be needed). T h e policy-makers of 
these insti tutions need to analyse the 
following proposals. 

T h e selection of the right person for the 
right job needs to be carefully examined. The 
fund manager is considered to be a trustee 
and that concept is an important factor in the 
life of a Muslim, therefore his competency 
must be above question. 

Trust will also be linked to accountability. 



A trustee not only takes care of the fund but he 
also has to utilise it efiFiciently in order to show 
an actual result to his client. If the fund 
manager achieves higher rewards, they will be 
distributed to the investors. The fund 
manager should select appropriate people to 
undertake research and development and 
more specifically, marketing research. 

If fund managers are scarce, then the 
policy-makers of the unit trust industry should 
approach the higher learning institutions for 
advice. Selection of appropr ia te business 
students can be made by consultation between 
representatives of the industry and the 
learning institutions. This process should 
secure firm links between the two parties and 
benefit them both. 

Training will give the students the skills to 
select a unit trust fund and manage it 
successfully. The selection of a unit trust fund 
can be looked at in a two-stage approach: 

Firstly, determine the risk profile that is 
the tolerance for risk. 

Secondly, determine the characteristics of 
the unit trust fund that is being considered. 

Promoting the lUT will be made through 
the agency system. The agency's role is to sell 
the unit trust product in order to receive 
commission from the institution, as well as 
other bonuses. lUT policy-makers need to 
refine the agency system and to re-defme the 
rules and regulations to improve the 
effectiveness and efficiency of the agency 
system. 

Generally speaking, the current Islamic 
funds institutions are facing a real challenge 
in the form of surplus funds. This is obviously 
a serious problem and will undoubtedly 
undermine the viability of all Islamic financial 
institutions. By the year 2000, the total assets 
of Islamic financial institutions will equal 
US$100 billion. Are these institutions going to 
utilise these funds efficiently or will the 
problem of surplus funds continue? 

It is here that the policy-makers of Islamic 
financial institutions need to focus and initiate 
practical solutions. T h e answers to this 
problem will not arrive externally, (i.e. in the 
form of foreign consultancy), but internally. 

which is where a new challenge will 
commence. The experiences of developing 
countries who obtained credit from 
international financial institutions has taught 
their policy-makers that solving financial 
problems should primarily be initiated from 
internal sources. 



Islamic Banks and Arab Capital Markets 

A L A K H A N N A K 

Islam is the main religion of the Arab world 
and it is important to note that the emergence 
of Islamic banking is not only due to the 
increased awareness of Islam in the Arab 
world, but is also a symbol of the economic 
success that was generated mainly from the oil 
wealth in this region. Practising Muslims are 
finding it necessary to invest their capital in 
Islamic financial instruments that are allowed 
by the Islamic Sharia. 

Islamic financing provides for the fair 
distribution of income arising from the capital 
of the Arab and Islamic world. The Islamic 
financial market is a pool of money that has 
no geographical location, but has a common 
requirement or need to be looked after in a 
manner that is in line with the Sharia. 

Fair distribution can be achieved by 
mobilising these funds and raising them from 
certain parts of the Ai-ab and Islamic world, 
then utilising them through Islamic banking 
and finance in other parts of the Arab and 
Islamic world by investing them in capital 
markets. 

Over the past ten years, the Islamic 
banking industry has grown at a fast pace. T h e 
evolution of this sector has seen a transition 
from the early days of retail banking through 
to movements to more diverse arenas such as 
commercial banking and, recently, investment 
banking. Funds u n d e r m a n a g e m e n t are 
presently about US$70 billion and are 
CTOwinar at approximately 15% per annum. 

T h e dynamics of the movements within 
the Islamic financial world, the range of 
institutions operat ing under this umbrella, 
and the investors they attract, coupled with 
the volume and differentiation of the products 
provided, are strong indicators of its potential. 
Steps towards the establishment of regulatory 
bodies in Islamic countries according to the 
Sharia is a homage to the importance of this 
industry. 

Continued sophistication and the diversity 
of the product offerings have transformed a 
collection of niche financial services into a 
whole-hear ted market . More importantly, 
Islamic banks and financial institutions are 
fairly liquid, providing a potential appetite for 
investing in the capital markets of Arab and 
Islamic countries. This may also be a means to 
achieve economic development for these, so 
far, undeveloped economies. 

Islamic investment banking is now a 
growing industry that is making major in-
roads into project-financing in the Islamic 
world. But in order to remain healthy, the 
industry must be discerning in its investments 
and, as such, there are several factors to be 
considered by the Islamic banking industry 
when investing in the capital market of an 
Arab, or, for that matter, any other Muslim 
country. Initially, the state of the local 
economy must be examined. To determine the 
type of operation and its size, a study of the 
following economic indicators essential: 



• Rate of growth in real terms. 
• Budget position and trade position with 

the rest of the world. 
• The size and extent of external debt and 

local public debt. 
• The stage of development of the country's 

public infrastructure. 
• The local strategy for macro-economic 

reform. 
• The level of liquidity of the local market. 
• The rate of inflation and devaluation in 

local currency. 

A later stage in the process would be the 
assessment of the available opportunities for 
capital market investments, for example, the 
existence of a local stock exchange in the 
country and the size of the market 
capitalisation. Sometimes there are also 
opportunities for investing in initial public 
offerings, given the competitiveness of the 
local market returns. The introduction of 
privatisation schemes by some countries is 
another attractive avenue for investment. 

The maintenance of tax incentive schemes 
where necessary, and the absence of exchange 
control regulations on repatriation of foreign 
capital on the part of host economies, can also 
help create a strong and stable capital market. 

Aside from these factors, the existence of a 
strong legal and financial infrastructure, 
manifested by the existence of monitoring 
bodies, taking care of all aspects of local 
statutory requirements, including the stock 
exchange and Central Bank regulations, will 
always be an essential consideration for the 
users of capital markets in Islamic economies. 

Socio-political considerations, as opposed 
to financial objectives, are contextually 
recognised by the level of political stability 
and technological sophistication of the 
necessary public services. 

In order to provide an efficient medium of 
financial inter-mediation for Islamic 
countries, the capital markets of the host 
country should be able to uphold the basic 
concepts of Islamic financial teachings. 
Recommendations of local Islamic banks and 
financial institutions, based, on their 

respective religious boards, should eliminate 
the Riba impact from the income arising from 
capital market operations. 

In spite of increased collaboration 
between Islamic banks and export credit 
agencies, the World Bank and the IPC's 
funding of major projects, the Islamic banking 
industry will avoid investments in industries 
not allowed by the Islamic Sharia (e.g. 
gambling, alcohol and other non-Halal 
products). 

To administer uniformity, the Arab capital 
markets must be provided with Islamic Sharia-
compatible instruments, which need to be 
developed over time (e.g. through the 
Association of Islamic banks.) 

Research and development is essential for 
future progress. The Religious Boards of the 
Islamic banks will have to show a greater 
understanding of the modern investors' needs 
and find solutions within the realms of the 
Sharia to provide opportunity to the Islamic 
banks to compete at a superior level with the 
contemporary system in a more innovative 
fashion. Only after seeking the approval of its 
religious board may an Islamic bank obtain 
discretionary powers from its investors to 
allow it to invest in specific capital market 
operations on a fiduciary basis. 

The very nature and criterion upon which 
Islamic banking is based lends itself to being a 
competitive industry which has clearly 
demonstrated its ability to establish a leading 
position in its own markets against well-
entrenched and well-established local 
competition. 

Institutional demand for Islamic banking 
services and funding is primarily driven by the 
underlying faith of the investors in the system 
and their desire to abide by the ethical 
economic code of Islam. 

The scope of involvement is sufficiently 
wide, and, subject to the approval of an 
Islamic bank's religious board, includes 
trading in the local exchange and public 
offerings (particularly for industries that will 
be privatised, e.g. telecommunications, power, 
airlines and public infrastructure projects). 
Besides considering other public offerings. 



private placements and debt for equity swap 
transactions, and the creation of Islamic 
equity funds to be invested in Islamically 
compatible equities can be feasible operations. 

The bottom line of these capital market 
operations depends upon revenue generation 
in the form of: 

• Capital gains on equity trading or public 
offerings. 

• Dividend income on equities. 
• Management fees from capital market 

operations. 
• Fees from corporate advisory services, 

public offerings and private placements; 
share valuation services; underwri t ing 
syndicated financial transactions; and 
nominee and custodian services. 

There is a sizeable opportunity available for 
Islamic institutions' operations in the global 
Arab and Islamic countries' capital markets. 
Participation in this area of particular interest 
can be achieved through an investment 
banking subsidiary, or a branch, according to 
the regulations of the country concerned. 

Joint ventures with local partners to invest 
in capital markets, as well as the launching of 
jo in t capital market products with local 
investment banking entities, may also be 
feasible routes of entry. An initial step may be 
to associate with one of the leading recognised 
global investment houses for a local capital 
market transaction on a deal-by-deal basis. 



Islamic Securitisation - A Practical Approach 

M O H A M A D E L H E L W 

Securitisation is a process of pooling and 
aggregating assets of similar characteristics in 
a manner that motivates investors to buy 
interest or securities, in saleable 
denominations, backed by these underlying 
assets. 

The interest of the investors could be 
structured as fractional or undivided interest 
in the pooled assets. It could also be 
structured in the form of a collateralised debt 
to the owners of the pool. 

If the securitisation involves the sale of 
ownership rights to investors, the issuers have 
the right to remove the pooled assets from 
their balance sheet. If the issue involves the 
sale of collateralised debt, the assets will 
simply be earmarked for the investors but will 
remain on their balance sheet. 

Securitisation is a fo rm of structured 
finance that enables the issuers to repackage 
or rearrange the risks inherent in a class of 
assets. The risks may be borne entirely by, or 
shared among, the originator, a third-party 
credit enhance, and one or more classes of 
investors, or risks may be reduced through 
special accounts f u n d e d by the assets 
themselves. 

In most of the cases of securitisation, the 
originating entity continues to service the 
pool of assets. T h e servicing involves the 
collection and remit tances of per iodic 
payments, accounting and reporting. 

T h e pooled assets or the cash payments 

generated by the assets are usually deposited 
into a trust with a corporate trustee, which 
collects the revenues, invests them where 
appropr ia te and disburses them to the 
investors according to the instructions in the 
governing documents. The trustee is often 
remunerated by the issuer or from the pool of 
assets, but has a fiduciary responsibility to 
protect the interests of the investors. 

Often some sort of credit enhancement is 
used in order to induce investors to buy the 
offered securities. In the USA, the pioneer of 
the securitisation process, the most common 
form of credit enhancing securities is the use 
of Ginnie Maes, Freddies Mac or Fannie Maes. 
These pass through mortgage securities, have 
the credit support of their sponsoring agency, 
and normally no addi t ional credit 
enhancement is needed. 

But, for o ther securitisations, a more 
common form of credit enhancement is the 
use of over collateralisation i.e. pooling assets 
which exceed the total proceeds from the 
securities they back. Another method is the 
senior-subordinated structure, which in 
essence insures the senior, or less risky class of 
security with the subordinated, or the 
potentially more risky, class. In the absence of 
none of the above, third party insurance, or 
cover, may be bought. 

By undertaking securitisation, issuers tap 
a new source of funding, reduce the cost of 
capital, reduce risks through diversification 



and earn extra fee income. Securitisation also 
enables investors to obtain better yield and 
liquidity for their investment in addition to 
the opportunity to have direct access to the 
consumer credit market, and to predict 
prepayments with better certainty. 

Islamic Considerations 
Since their inception, Islamic financial 
institutions have been involved in the business 
of securitisation, albeit on a lesser scale. Back 
in 1981, Dar Al-Maal Al-Islami (DMI) started 
its operations by issuing Mudaraba certificates 
(Islamic securities) representing interests in a 
pool of assets. 

The difference between an Islamic 
securitisation and a conventional one lies in 
the fact, for religious reasons, that Islamic 
institutions are not allowed to engage in 
certain types of securitisation deals. A typical 
list of forbidden deals includes the following: 

Firstly, certain assets that generate non-
Islamic services or products (alcohol, tobacco, 
casino machines, etc.) are not to be bought, 
financed, leased or securitised by an Islamic 
institution. 

Secondly, pools of interest-bearing assets 
such as mortgage-backed securities are also 
not to be considered. 

Islamic securitisation differs f rom a 
conventional securitisation also in the way 
investors are remunerated. Under Islamic 
securitisation, investors are remunerated on a 
profit-and-loss-sharing basis only, while a 
conventional securitisation allows a debt issue 
with fixed return with a recourse to the issuer. 
In practice, however, in an attempt to remove 
assets from their balance sheets, most of the 
conventional financial institutions do not offer 
full recourse. 

A number of Islamic financial institutions 
in Malaysia and elsewhere have experimented 
with what is known as debt securitisation -
issuance of securities substituted for loan 
(notes and bonds) - on the condition that the 
issuance of the debt instruments should not be 
preceded by the creation of the debt. 

Business Considerations 
In addit ion to the above considerations. 
Islamic institutions should also make certain 
business considerations for a successful 
securitisation deal: 

Firstly, the assets to be securitised should 
have important similarities i.e. they should all 
be either equipment , real estate, or 
aeroplanes. 

Secondly, the assets should have aggregate 
remaining economic life, which sufficiently 
exceeds the term of the securitisation. 

Thirdly, the users of the assets (tenants or 
lessees) should be of investment-grade 
category. 

Fourthly, a securitisation deal should be of 
a size that is big enough to absorb the cost of 
originating, structuring and managing the 
securitisation issue. 

Fifthly, from a portfolio perspective, the 
securitisation should not suffer from undue 
concentration by region, etc. 

Types of Securitisation Structures 
Asset-backed Securitisation fall into three 
broad categories: 

• Pass-throughs 
• Pay-throughs 
• Asset-backed bonds 

Pass-through securities refer to type of 
securitisation whereby the lessor passes all 
cash receivable (less servicing charges and 
third party expenses) direct to the investor. 

According to Christine Paval of CitiBank, 
an authority on the subject: "A pass-through 
represents direct ownership in a portfolio of 
assets that are usually similar in terms of 
maturity, interest rate and quality." 

Because of the similarity with a typical sale 
transaction, pass-throughs are generally 
associated with sale structure for tax purposes, 
which enable the issuer to remove the pooled 
assets from his balance sheet. 

The asset-backed bond is the oldest form 
of securitisation. It is a debt obligation of the 
issuer collateralised by a portfolio of loans or 
sometimes by a portfolio of pass-through 



securities such as Ginnie Maes. The assets of 
this type of securitisation will remain in the 
books of the issuer. This kind of issue is often 
characterised by over-collateralisation, as the 
cash flow is not totally dedicated to the 
investors; the amount of principal and interest 
obligations (plus charges) may probably be 
lower than the cash generated by the 
underlying assets. 

Pay-through securities refer to another 
type of securitisation whereby the lessor 
reconfigures the cash flow to suit its payment 
obligations. This type combines some of the 
features of the pass-through with some of 
those of the asset-backed bond; while the 
assets of the issue will appear in the balance 
sheets of the issuer, the cash flow from the 
underlying assets (less expenses) is often 
totally dedicated to the investors. Because of 
its similarities with a loan, pay-throughs are 
mostly considered as loan transactions for tax 
purposes. 

Another common form of classifying 
securitisations is to classify them into asset-
backed and debt-based; pass-throughs are 
categorised as asset-backed issues, the other 
two (debt-backed bonds and pay-throughs) as 
debt-based. One of the tests in determining 
whether a transaction is asset-backed or debt-
based is the recourse to the issuer. 

However, such distinction is not financially 
relevant in the case where the issuer is a 
special-purpose company; in that case, a 
recourse given by such issuer is of no value, as 
the only assets to support the recourse are the 
same as those backing the securitisation in the 
first place. Most of the upside potential is also 
passed on to the investors in the form of 
charges payable to them through the holding 
of a special class of securers by the investors 
themselves. 

The choice between one type of 
securitisation and another is largely related to 
accounting and tax preferences. In most 
countries, authorities require issuers of pay-
throughs and asset-backed bonds to book the 
issue as a liability in their balance sheets. 
These regulations often limit the business 
scope of the issuing entity, by imposing a 

capital adequacy criterion for taking 
additional loans. 

The Islamic financial system adds one 
degree of flexibility to the categorisation. 
While fiscal authorities may categorise a 
securitisation as, for example, a debt-based 
time-type on the basis of its cash flow 
configuration. Islamic principles and the 
substance of the transaction may not 
necessarily support that categorisation. 
Therefore, it is quite permissible to have one 
transaction categorised by the tax authority as 
debt-based, while, for Islamic reasons, it could 
still be called asset-backed. 

While Islamic financial institutions should 
sparingly use debt securiusation, they should 
do so only in "form" with the intent of gaining 
tax benefits (if any) and/or giving their client 
the comfort of having a certain predictable 
cash flow. A typical example is a securitisation 
of a portfolio of finance leases in the USA 
owned by a foreign entity located in a low-tax 
jurisdiction. 

The income generated by the underlying 
assets would be classified as portfolio-interest 
income for tax reasons. Such income is tax 
exempt and there is nothing wrong, legally 
and religiously, in this kind of structure. In the 
West, it is perfectly legal to act in the most tax 
efficient manner as long as you do not resort 
to acts of tax evasion. 

Case Studies 
In the five years of its existence, Faisal Finance 
(Switzerland), the Geneva-based operating 
entity of DMI, has successfully closed a 
number of securitisation deals. I shall focus on 
two major deals, involving different classes of 
assets and different legal structures: 

1 Faisal Finance Leasing Fund ( FFLF) 
2 Faisal Finance Real Estate Income Fund II 

(FFRFIF - II) 

FFLF was set up in 1993 as an offshore entity 
in Curacao, Netherlands Antilles in the form 
of a Mudaraba offering. These units 
represented a fractional interest in underlying 
equipment leases owned by three offshore 



leasing companies of the USA. 
FFS raised a total of $30 million from the 

market on the basis of 1 year renewable, until 
the maturity of all leases. Each year, a number 
of Mudaraba units are redeemed, to match 
with the overall redemption in the underlying 
leases. 

FFREIF-II was recently set up as a 
partnership in Jersey. Its operation is similar 
to that of the typical equity Real Estate 
Investment Trust (REIT). The partnership is 
set up to own 40 per cent equity interests in a 
portfolio of $100 million-worth of real estate, 
being acquired in the USA, through a pass-
through entity also located in Jersey. 

T h e structure involves another entity in 
Jersey that also provides tax-free debt 
f u n d i n g for the acquis i t ion of the 
propert ies in the USA. T h e remaining 60 
per cent of the fund ing is to be provided by 
a third party in the form of Islamically 
accepted lease finance. This will be the 
subject of a for thcoming securitisation of 
f inance leases wri t ten for real estate 
acquisition - an Islamic to mortgage . 

Conclusion 
Securitisation offers both opportunity and 
challenge to Islamic financial institutions. On 
the one hand, it enables Islamic institutions to 
enter new markets, appeal to new classes of 
investors, clean their balance sheets and earn 
fee income. On the other hand, Islamic 
financial concepts demand extra caution in 
respecting the basic tenets of Islamic financial 
principles. 

The goal of FFS is to take a pioneering 
role in applying Islamic principles, as they 
should be, in the field of securitisation. 



Islamic Banks and Deposit Mobilisation 

ANWAR M E E N A I 

Islamic banks have now been around for over 
two decades. Since their inception, they have 
come a long way in their operations and their 
modes of investment. One major dilemma 
that these banks have faced relates to the 
acceptance of deposits, for varying periods, 
similar to those mobilised by tradit ional 
commercial banks. 

In traditional banking business, deposits 
are normally accepted on the basis of an 
agreed rate of interest, whether advertised by 
the bank or negotiated (usually in the case of 
large deposits). The exceptions to these are 
deposits held in current accounts or portfolio 
accounts (the bank being an agent in the case 
of the latter). 

Usually, the depositors are free to deposit 
and withdraw their money as often as they 
desire, except in the case of Term Deposit 
Receipts (TDRs) or Fixed Deposit Receipts 
(FDRs), and where there are restrictions on 
more than a certain number of withdrawals 
during the week or month. 

l^he above being the case, the return is 
usually calculated on a daily product basis on 
the amount remaining on deposit. Sometimes 
the basis of calculation of re turn is the 
minimum or the average balance remaining 
on deposit. T h e important thing is that a fixed 
rate, agreed in advance, between the bank and 
the depositors, is used for calculating the 
return. 

Returns are usually offered on a quarterly. 

six monthly or annuals basis. The fixed rate, 
agreed in advance, is applied, on whatever 
basis is decided upon by the bank, for the 
actual number of days for which a given 
amount remains on deposit with the bank. 
This is why the bank can permit frequent 
deposits and/or withdrawals. 

Major Underlying Assumptions/Factors 
T h e system of deposi t mobilisation by 
commercial banks is based on the following 
assumptions/factors: 

Money, available with people or 
institutions, in the shape of savings, has a cost. 
Since it is presumed that money has a cost, it 
is considered natural for the banks to be 
willing to pay a price to the savers to obtain 
the right to use their savings for a determined 
or undetermined period of time. 

As a corollary to the above, it is considered 
natural that entrepreneurs who are desirous of 
borrowing these savings from the banks, must 
pay to the bank the cost incurred by it 
together with a premium. As a result, the bank 
stands to earn a profit which is the difference 
between the cost that it pays to the savers and 
the price that it charges to the entrepreneur. 

T h e bank is responsible for the safety and 
security of the savers' funds u n d e r all 
circumstances, i.e. it is the bank who takes a 
risk on the entrepreneur. It is very seldom the 
savers are able to recover all or a substantial 
part of their savings, if the bank fails. 



As a corollary to the above, the 
entrepreneur remains liable for the safety and 
security of the borrowed funds under all 
circumstances. This means that the bank does 
not take any risk on his character and 
credibility, or his morals, and the value of the 
security offered by him. 

In practice, the borrowers' liability to the 
bank under all circumstances does litde to 
mitigate the adversities that are faced by the 
depositors (e.g. meagre rate of return) or are 
likely to be faced by them, should the bank 
fail. This is because the borrowers may default 
on their commitments to the bank and, in 
collaboration with the managements of the 
bank and/or the powers that be, manage to 
have huge amounts of borrowing written off. 
In the case of the bank's or business 
enterprise's failure, the securities lying with 
the bank are seldom sufficient to fetch the 
entire amount of loans outstanding. 

It is considered the savers' r ight to 
withdraw their savings from the bank at any 
time, except when they have contracted to 
leave these for a fixed tenure, e.g. FDRs (In 
this case, too, premature withdrawal is 
sometimes allowed, though most of the time, 
only in consideration for a penalty). Since 
withdrawals by savers cannot be predicted 
with any great degree of certainty, the banks 
normally, keep a portion of their sources 
(which comprise banks' paid-up-capital, 
retained earnings, reserves and the deposits 
mobilised) in a liquid or near liquid form. 

To the extent that the entrepreneurs are 
often looking for borrowings for a fixed time 
period (except in the case of overdrafts), the 
bank also takes a risk by way of mismatch, i.e. 
timing differences in maturities of deposits 
and loans. 

In view of the fact that the rate of interest 
to be offered on the deposits (the cost) and the 
rate of interest to be earned on the loan are 
prede te rmined and fixed for an agreed 
tenure, these rates are applied, on an agreed 
upon basis, to the amount outstanding to the 
credit or debit of the customer. Even in the 
case of cheque accounts (where frequent 
withdrawals may be allowed and overdraft 

(where outstanding amount may fluctuate 
every day), the agreed rate is applied, usually 
on a daily product basis. 

T h e system outlined above cannot 
function without a fixed rate being in place. 
The various Islamic banks have tried to 
introduce the concept of "expected" rate, to 
avoid being criticised for indulging in Riba. In 
practice, however, the "expected" rate is the 
fixed rate, used in the manner outlined above. 

The concept of Cost of Money needs to be 
critically examined (and rejected) before the 
Islamic banks can formulate a strategy for 
their operations. 

There is no logical reason to assume that 
money available in the form of savings has a 
cost per se. The decision to save is always 
taken by human beings, ei ther in their 
individual capacity or collectively. Cash is an 
asset that is of no use in its original form. It 
must be converted into assets in another form 
and combined with human skills to add value. 

This is possibly only when an 
entrepreneur is willing to put cash to a 
productive use. This entrepreneur could be 
the saver himself or it could be another 
person or group of them. If left in its original 
state, cash will not increase a bit over any 
period of time. 

Once this has been understood, it is not 
difficult to appreciate why Riba is forbidden. A 
Riba-based transaction is extremely likely to 
cause a loss to either of the two parties 
involved. Indeed it will only be a coincidence 
if the two parties (the borrower and the 
lender) were to end up with the profits/return 
that they would have earned if the profits were 
equally distributed. 

To switch over to Islamic banking, in its 
true form, it will be necessary that the bankers 
as well as the investors, realise that there is 
nothing as the cost of money and that they 
cannot contract for the use of funds at a 
predetermined cost or rate. 

When this position is explained, people 
are quick to point out that abolition of this 
concept will adversely affect savings and 
encourage current consumption, so that 
capital formation will suffer. But, it ought to 



be understood that abolition of Riba is often 
erroneously equated with nil re turn on 
investment. 

Obviously this is not the case. Islam does 
not prohibit the seeking of a positive rate of 
return on one's investment. Until such time 
that it can be proved that all businesses in 
which an Islamic bank will invest by way of 
Mudaraba or Musharaka will either fail or 
make losses continuously, there is no reason to 
presume that savers/investors will cease to 
earn any return on their investments. 

Note must be taken however, of the fact 
that in a Muslim society, there will be no 
concept of the bank taking risk solely on the 
character, credibility or honesty of any of its 
partners in business. It will be taken for 
granted that those who are entrusted with the 
task of managing businesses will be doing so 
with utmost diligence and that the results of 
every business enterprise will be honestly 
reported and audited. In the context of 
Islamic banking, this is a basic requirement. 
To hope for the instant success of Islamic 
banks, given the existing standards of moral 
values and principles, is at best a fantasy. 

A question may then be asked that if that 
is so, why establish Islamic banks? The answer 
is that while the instant success of the Islamic 
banks, organised on lines radically different 
from the conventional banks, is unlikely, the 
prospects for their success in the long run are 
bright. 

The establishment of Islamic banks, on 
altogether different lines, would entail big 
sacrifices by the few who initially venture into 
it. It will be appreciated that as individuals 
affect institutions, the reverse is also true, in 
that institutions also affect individuals. To 
begin with, the number of individuals willing 
to make efforts for the success of Islamic banks 
may be small. It is hoped that gradually, many 
people who are sitting on the fence will join 
this small group. The number of such people 
is likely to increase manifold when they realise 
the benefits of Islamic banking's 
distinguishing feature - justice in its 
relationship with the depositors as well as the 
entrepreneurs. 

The concept that money (whether in the 
form of cash or capital assets) is a factor of 
production independent of the entrepreneur 
and must get a return for its use, just as land 
receives rent and labour receives wages, has to 
be changed. 

The Concepts of Liquidity/Security of 
Deposits 
As ment ioned earlier unde r "Major 
underlying assumptions/factors", the 
traditional bank operating in a capitalistic 
system is responsible for the safety and 
security of depositors' funds at all costs and 
under all circumstances. As such, when it 
comes to the asset side, these banks not only 
predominantly invest their resources in fixed 
income securities/instruments (loans at a fixed 
rate of interest, commercial papers, bills, 
government debt), but also obtain all kinds of 
securities when lending on a commercial 
basis. 

Some banks do build up equity portfolios, 
but such investment is usually a very small 
part of the total balance sheet of the bank. 
Since the bulk of the funds are tied in fixed 
income securities, it is possible for the 
traditional banks to accrue income on all their 
investments except the funds tied in equity. 

It has also been mentioned earlier that 
these banks allow frequent 
deposits/withdrawals, so that the depositor 
does not feel that his investment is illiquid. 
Even when a depositor has invested in 
FDR/TDR or fixed tenure schemes, he is 
allowed to withdraw funds prematurely, albeit 
after incurring some kind of penalty. 

Another way of providing liquidity to 
depositors for fixed tenure is to allow them to 
borrow against their deposits, with the deposit 
standing as security. Various instruments of 
corporate or government debt are traded on 
the stock exchange. 

To be able to provide liquidity, the banks 
normally keep a portion of their resources in 
liquid or near-liquid forms (e.g. gilt-edged 
securities). They also make arrangements with 
other banks to borrow should they run out of 
liquidity. The Central Bank acts as the lender 



of last resort. A portion of the liquid resources 
of every bank remains on deposit with the 
central bank. Yet another portion must remain 
invested in government securities, which can 
be easily bought and sold or borrowed against. 

It will thus be seen that liquidity, which is 
an important cornerstone of banking as it is 
run in a capitahstic system, is dependent upon 
borrowing for various tenures, for which it is 
essential that a fixed rate be agreed upon in 
advance. 

Can Islamic Banks Match These? 
Let us now look at the critical question as to 
whether or not, the Islamic banks can 
compete in these areas? That Islamic banks 
are doing so presently, is a different matter 
altogether. Our focus will be on whether this 
can be, or even should be, done within the 
precincts of the Sharia. 

That the Islamic Sharia does not permit a 
fixed, guaranteed return to any investor is well 
known. The Sharia clearly requires that all 
capital invested in any legitimate business 
should be invested as "risk-bearing capital". 
The two principal modes of investment 
allowed by the Sharia are: 

1 Mudaraba: where one or more people 
participate with their capital and another 
set of one or more people participate with 
their expertise. Profits are shared in 
agreed proportions. Financial losses are 
borne by the financiers alone, loss of the 
time and effort being the loss to those who 
did not participate financially. The 
management remains in the hands of 
those who participate with their efforts. 

2 Musharaka: where all participants invest 
their funds. Profit or losses are shared in 
agreed proportions. The management 
may be vested in the hands of all the 
investors or a few of them. 

It is quite obvious that businesses, whether 
Mudaraba or Musharaka, which employ better 
capital resources are more apt to make high 
profits. As pointed out earlier, however, capital 
alone, whether in the shape of unproductive 

assets (e.g. cash, bullion, bank balances) or in 
the form of productive assets (e.g. machinery, 
plant and equipment) cannot produce 
anything on its own unless combined with 
human skills. The Islamic Sharia, therefore, 
views capital as a part of the enterprise. The 
ent repreneur who employs better capital 
resources is to earn higher profits. 

No one can, however, predict with any 
certainty if the business will make a loss or a 
profit, and if the latter, then how much. As 
such, the Sharia considers it unjust that the 
entrepreneur should bear the entire brunt of 
the uncertainties by committing himself to 
make a fixed return on the financier's capital. 

This prohibition strikes at the very root of 
the cost-of-money concept. To begin with, all 
money in a business is invested in the shape of 
equity. Since it is not known whether the 
business will make a profit or incur a loss, this 
money may be considered "zero cost" money. 
As business opportuni t ies in the society 
continue to present themselves, and since the 
quantum of profits in different businesses may 
be different, there will gradually emerge a 
phenomenon which is called "the opportunity 
cost" of money (and which exists under the 
present system as well). 

This would mean that businesses with 
high-profit potential may attract more 
entrepreneurs and investors until such time 
that an equilibrium is reached. This process 
will continue. Factors such as obsolescence 
and technological developments will continue 
to affect businesses as they do in the present-
day capitalistic system. 

As a corollary to the above, it should be 
automatically evident that Islamic banks will 
not be in a position to provide liquidity to the 
investors, as traditional banks do, for the 
following reasons: 

1 No business is normally in a position to 
spare any substantial port ion of its 
resources in the shape of cash without any 
notice or even at short notice. 

2 It is but natural that any business normally 
looks for resources that are committed for 
a definite period of time; at least for such 



period that it takes to complete its cash 
conversion cycle. 

3 In view of the fact that there will be no 
predetermined rate of return to work with, 
every investor must wait to earn his part of 
the return until such time that the books 
are closed, accounting profits determined 
and individual shares worked out. 

4 It would be very difficult, if not 
impossible, to work out returns on 
investments for broken periods, whether 
these were withdrawn before the 
completion of the cash cycle or whether 
they crossed a cash cycle and continued in 
another. 

5 Investors who withdraw their investments 
prior to the completion of the business 
cycle (most likely as a result of the sale of 
the investment to a third party), must wait 
until such time that the books can be 
closed, accounts finalised and profits 
determined. 

Since businesses will not be able to realise 
their resources in the shape of cash, on 
demand or at short notice, the banks will not 
always find it possible to come up with enough 
liquidity to pay investors only. In the new set-
up, the banks will be acting as the agents of 
the investors as well as investing on their own 
account. 

Since there will be no return to earn by 
way of interest, it will not be worthwhile for 
the banks to retain any resources in cash, 
except for whatever is deposited in current 
accounts, on which the traditional banks too 
do not pay any returns. Indeed, on such 
deposits, the Islamic banks must levy an 
administrative charge to cover their costs and 
earn a profit for their services. 

Islamic banks may play the role of stock 
exchanges in that they can assist the existing 
investors, as whose agents they are acting, to 
liquidate their investment by diverting to 
them the resources provided by new investors 
wishing to appoint the bank as their agent. 

In such cases, however, the bank will not 
be able to pay immediately any return to the 
outgoing investor, since it will not yet know 

the return on its own investment. Besides 
which, the problem of apportioning the final 
return between two or more investors will also 
crop up. 

The foregoing discussion can probably 
best be unders tood in the light of the 
following example: 

Suppose there is only one Islamic bank in 
a system and that it is dealing with ten 
companies, all of whom close their books on 
30 June each year. The bank closes its books 
on 31 December each year. Let us further 
assume that each of the ten companies have a 
one-year cash cycle, i.e. July to June. If an 
investor who invested on 1st July wishes to 
withdraw his investment on 30 November, the 
questions are: 

(i) What rate of return should be offered to 
him and 

(ii) Where would the liquidity come from? 

The second problem may be resolved if the 
bank is in a position to acquire the investment 
on its own account or if, around the same 
period, another investor with a matching 
amount comes to the bank and acquires the 
investment from the outgoing investor. The 
latter option is less probable. 

Even more complicated will be the case of 
the investor who wants to make an investment 
on 20 February and then wishes to liquidate it 
on the next 20 February. Such an investment 
would not only fall into broken periods in two 
business cycles but also cross the bank's year-
end. 

This having been understood, it will not 
be difficult to see that in the new set-up 
liquidity will either come through the stock 
exchange (in which we will include private 
placements) or through one's own resources, 
i.e. the investors will have to hold on to part of 
their resources in liquid form. There can be 
no discussion of liquidity requirement without 
conceding the fact that part of the resources 
cannot be productively channelled. 

To overcome this problem, some Islamic 
banks have come up with the concept of 
"expected rate of return". This rate essentially 



acts as the interest rate in the capitalistic 
system. That there can be no basis for an 
"expected rate of return" is obvious from the 
fact that funds mobihsed through various 
investors, for varying periods, are invested in 
different businesses for varying periods. Until 
such time that the profitability of different 
businesses can become known or be 
ascertained in advance, how can the depositor 
be advised about an "expected rate of return"? 

In Pakistan, all expected rate of return 
remains fixed for all practical purposes. There 
is good reason for this. If "expected rate of 
return" were to vary, then one of the three 
following situations would always arise: 

1 The actual rate of return will be equal to 
the "expected" rate of return. 

2 The actual rate of return will be more than 
the "expected" rate of return. 

3 The actual rate of return will be less than 
the "expected" rate of return. 

In the first case, no additional payment is to 
be made to the depositor and in the second, 
the bank owes something to the depositor. In 
the third case, the depositor will owe 
something to the bank. Now, if returns are 
paid to the depositors at the time of 
withdrawal of deposits, then what does the 
bank do to recover from the depositor the 
extra amount paid? This will create 
administrative problems for the bank. 

The foregoing discussion clearly shows 
that even if the Islamic banks were to retain a 
part of their resources in liquid or near-liquid 
form, they would not find it possible to offer 
liquidity to their investors/depositors in the 
manner that traditional banks do, in the 
absence of a "fixed rate", by whatever name 
called. 

Choices available to Islamic Banks 
It is clear from the foregoing discussion that 
Islamic banks cannot compete with traditional 
banks in the field of deposit mobilisation. This 
is because (i) they cannot offer returns on 
these deposits in the manner in which the 
traditional banks do, operating within the 

confines of the Sharia, and (ii) the investment 
avenues available to Islamic banks are such 
that the returns on them will not become 
known until such time as the books of 
accounts are closed. 

The question then naturally arises as to 
how Islamic banks can finance trade and 
industry. 

Answering this question may require a 
very detailed discussion, but for the sake of 
brevity we will discuss the essential points only. 

In the Islamic system, all businesses will 
need to be financed entirely by way of equity. 
This will include not only the fixed costs of 
setting up the business but also its foreseeable 
permanent working capital needs. 

Temporary working capital needs may be 
financed in three possible ways: 

a) When the requirement of the business is 
commodity-based, e.g. purchase of raw 
materials, consumables, spare parts etc., 
then the bank could finance these on a 
cost-plus basis and at the same time offer 
the facility for deferred payment. Care 
must, however, be taken to ensure that the 
bank first takes possession of the goods 
meant for sale to the customer. The price 
agreed on a cost-plus basis must remain 
fixed regardless of the time period taken 
by the customer to settle. If a 45-day 
period is agreed and for some reason, the 
customer wishes to repay on the 15th day, 
he will pay the price agreed, as he will 
even if the settlement is delayed by 15 
days, beyond the 45-day period. 

b) Advance Sale (Bai Salam) by the customer. 
This mode will again be commodity-
based. It will be particularly advantageous 
to the bank in situations where the 
finished product of one customer could 
serve as the raw material (or consumable 
or spare) for another customer. An 
advance sale must meet four conditions: 
i) The entire price must be paid in 

advance; 
ii) The quantity and quality of 

merchandise bought/sold must be 
determined with specifications; 



iii) The date of delivery must be agreed 
and specified; 

iv)The place of delivery must be agreed 
and specified. 

c) Redeemable equity (as opposed to 
redeemable capital), which means that the 
investment will be represented by shares 
of a particular class such that these 
particular shares will be redeemable at a 
definite future date and will be entitled to 
receive a dividend out of the profits of the 
company. Such investment could be 
ideally used for f inancing temporary 
working capital needs such as payments of 
utility bills or wages or the various duties 
and taxes, i.e. items which are not 
susceptible to the cost-plus financing 
available for commodity-based needs. 

This option may mean that legislation in 
certain countries (e.g. in Pakistan) would have 
to change to introduce the concept of treasury 
stock, whereby a joint stock company may be 
allowed to buy its own shares. 

The modalities in respect of shares issued 
for a limited period of time will need to be 
worked out, especially with respect to their 
issuance at short notice, after the completion 
of a minimum of formalities, the manner of 
offering returns (dividends) on these and the 
voting or other rights that these may enjoy. 

Equity financing will naturally mean the 
imposing of a great discipline on both the 
providers as well as the users of the funds. The 
providers will have to take into consideration 
the fact that they should make their own 
arrangements for providing liquidity. The 
users should be careful that they properly 
forecast their financial needs and reahstically 
assess their requirements. 

It may be pointed out that in the Islamic 
banking system, the availability of loans would 
be reduced but would not necessarily become 
nil. This is because, savers who have resources 
which they do not wish to commit by way of 
equity investment may still be willing to part 
with their savings for a definite (short) period 
of time, with or without security. 

In such situations, they will need an 
assurance about the safety of their principal 
and its repayment on demand or at an agreed 
future date. Of course these loans would not 
earn anything. Such loans could be 
denominated in terms of commodities 
mutually acceptable to the lender and 
borrower, rather than in terms of monetary 
units. 

This would reasonably hedge the lender 
against inflation. It may also be pointed out 
that an economy funct ioning on Islamic 
principles and pursuing the right economic 
and fiscal policies should be able to 
experience a great degree of price stability in 
both the short- as well as long-run. 
Denominating loans in commodities is an 
issue that requires serious consideration on 
the part of scholars as well as economists. 

The foregoing may appear too academic 
or theoretical. However, for Islamic banking 
to function smoothly, certain concepts and 
notions about money, savings and investments 
must change. Besides, there are certain 
structural and administrative changes that the 
governments in Muslim states must make. 

The first hurdle is the concept of 
safety/security of investment. The common 
man apart, even some religious scholars make 
mention of the need for the establishment of 
institutions where the investors can invest 
their funds, with the confidence that these are 
safe, and at the same time earn a 'legitimate' 
return. 

The fact that businesses may fail, and even 
the principal can be partially or wholly lost, is 
so repugnant that few people are willing to 
think of it, or discuss it. The same set of 
people would readily agree that the future is 
uncertain. Yet when it comes to investing their 
savings, they desire that it should be the 
entrepreneur who should bear the entire 
brunt of the uncertainties, while the investors 
always earn a positive return on their 
investment. In the context of Islamic banking 
this would not do. 

The future is equally uncertain for 
everyone. If a business makes a profit, it must 
be equitably appor t ioned between every 



investor. If it incurs a loss, then this must also 
be equitably apportioned, unless it can be 
proved that there was wilful negligence or 
misappropriation on the part of those who 
were managing the business affairs. 

Secondly, it must be understood that 
inflation is neither a natural phenomenon nor 
an uncontrollable one. Readers who take 
interest in the matter may refer to an article 
published in the London Economist in February 
1992 (The End of Inflation, 22 February, 
1992). 

A major cause of inflation is deficit 
financing by the government . Deficit 
financing is injustice, because it results in 
eroding the value of the currency. This will, 
therefore, need to be s topped. The 
governments must exercise great care and 
restraint in their expenditure, especially non-
development expenditure. The Ministry of 
Finance, as well as all divisions, departments 
and subsidiary organisations, must be subject 
to thorough audits and fully accountable to 
the legislature. 

Thirdly, the tax structure in most 
countries will have to change. At present, the 
rate of corporate tax and tax on business 
incomes is too high. This is only perpetuating 
the creation of black money and fostering the 
growth of a parallel economy. 

Also, in the present set-up, interest 
expense, however it may be known, is a tax-
deductible expense and provides a tax shield 
to the borrower. When businesses are entirely 
financed through equity, pre-tax income will 
substantially increase. This means an increase 
in the tax liability of such businesses. There 
will, therefore, be the need to rationalise the 
tax structure. 

Fourthly, when companies of all sizes, big 
and small, find it necessary to have their 
shares listed on the stock exchange, there will 
probably be the need for more than one stock 
exchange, each of which may specialise either 
in particular industrial sectors or in shares of 
companies whose share capital falls within a 
certain bracket. This matter, again, requires 
deliberations on the part of businessmen, 
brokers, banks and the Efovernment. 

It is obvious that deposits mobilised by 
banks in the present set-up have all the 
characteristics of debt: fixed tenure (or 
repayable on demand), fixed return and 
assurance or guarantee about the safety of the 
principal amount . Islamic banks cannot 
mobilise deposits in this way. Apart from the 
fact that this methodology is against the basic 
tenets of the Sharia, the asset side of the 
Islamic banks would also not support deposit 
mobilisation in this fashion. 

Up till now, Islamic banks have offered 
various proposals. In the opinion of this 
writer, the time has come to seriously discuss 
these matters and try to evolve a system which 
is practical but, most importantly, within the 
confines of the Sharia. 



Financial Products: Planning 
for the Future Market 

R I C H A R D D U N C A N 

I believe that Islamic banking is at a cross-
roads in the international market. Looking at 
the current position, change is necessary to 
ensure that Islamic banking meets the 
challenges ahead in the next five years and on 
into the twenty-first century. A failure to 
achieve this will lead to a lack of progress and 
the market will s tand still against the 
competition - conventional finance. 

We need to look at the motivations and 
concerns of the various parties involved in the 
international market and discuss the issues 
which arise. I am not going to try to provide 
answers, rather I will try to identify the major 
issues and pose the questions that need to be 
debated. 

T h e most impor tan t and overr id ing 
concern for an investor is that the investment 
truly conforms with his interpretation of the 
Sharia. If, as bankers, we cannot ensure that 
the investments conform to an investor's 
interpretation, we should not be doing the 
business. The question is, how do we ensure 
this without driving away genuine business 
with over-onerous documentary 
requirements? 

The above issue is complicated by a lack of 
uniformity of interpretation on major issues, 
leading to a certain amount of confusion 
amongst prospective users of Islamic finance. 
All major world markets have evolved 
successfully because the "ground rules" are 
clear to both practitioners and users. 

Within these markets, individual 
institutions have developed their own 
distinctive styles and niche specialisations. 
Nobody has the r ight to tell individual 
investors what is right or wrong in relation to 
Sharia interpretation, but a greater degree of 
standardisation in basic Sharia guide-lines will 
enhance understanding by, and attract greater 
part ic ipat ion of, ma jor in ternat ional 
corporates . An authori tat ive Islamic 
institution must take the lead in this process. 

To generate a halal return on investment, 
investors must participate in the risk of the 
underlying trade or business. T h e continuing 
desire to have the credit risk enhanced 
(usually by a bank guarantee) is an issue that 
must be questioned. Banks are under pressure 
to increase returns on the risks they assume 
and in some countries the costs of such 
guarantees are prohibitively expensive. Will 
investors continue to be willing to bear the 
costs of that credit risk enhancement? 

It is only right that investors receive a fair 
return from the risks they have been required 
to undertake. However, central authorities 
have been driving down global interest rates 
to historical lows and most analysts agree that 
short-term rates will continue to stay at these 
levels. 

In the in ternat ional market . Islamic 
finance must compete on cost with interest-
based products to gain market share. With 
margins also falling sharply in countries 



traditionally favoured by Islamic investors, 
profit returns on short-term business have 
become a major concern. 

Nowhere is this better illustrated at the 
moment than in Pakistan. In 1994, a 
Mudaraba financing was arranged for the Rice 
Export Corporation of Pakistan. Pricing on 
the deal was around 200 basis points over 
LIBOR. More recently, a similar transaction 
was arranged by conventional banks at around 
100 basis points over, a dramatic fall in return 
available to investors. 

With the market awash in short-term 
funds, enabling major trading houses, for 
instance Japanese t rading companies, to 
borrow money at a few basis points over 
LIBOR from their traditional banks or the 
commercial paper market, a dynamic 
approach must be adopted if Islamic finance is 
to be competitive on the international scene. 

T h e need is therefore to develop a 
product which is longer term in nature but 
offers investors liquidity. The bond and capital 
markets were developed to achieve this for the 
interest-based system. This provides users 
with long-term money whilst giving investors 
liquid investments. This liquidity arises from a 
wide range of institutions participating in the 
market both as investors and market makers. 

Once again though, a key area in the 
success of the bond and capital markets is 
standardisation of dealing. The risks of each 
investment are different, but the dealing 
practices and settlement systems are standard, 
thereby ensuring a high degree of confidence 
in participants. 

There is apparently a wide gap in the 
Sharia interpretation between the Far and 
Middle East. I would not presume to comment 
on who is right or wrong on such issues, but 
lessons can certainly be learned from the work 
already undertaken. 

T h e growth of privatisation in the 
developing economies of the Islamic world 
should be seen as a major opportunity for 
Islamic finance. T h e concept of project 
finance is very Islamic, with returns being 
earned from participation in a project by 
either equity or asset-leasing. Islamic 

institutions have been successfial in this area 
domestically, but, it must be said, litde has 
been achieved on an international scale. 

The major development agencies such as 
the Export Credit Agencies, the World Bank, 
the Asian Development Bank and, indeed, the 
Islamic Development Bank are all becoming 
increasingly involved in project finance. It is 
therefore possible with careful structuring to 
improve substantially some of the risks. 

Several major issues must be resolved, (for 
instance, what happens if the project is 
delayed and payments are late?). However, 
with new projects unde r discussion 
throughout the Muslim world (e.g. power in 
Pakistan), Islamic finance has an opportunity 
to seize the initiative. 

The financing of capital goods exports to 
developing economies has surprisingly been 
an area where Islamic finance has under-
performed. The main reasons for this are, I 
think, unwillingness to take the longer-term 
exposures (discussed before) and inability (or 
unwillingness) to support investors during the 
bid process on contracts. 

It is usually too late to offer finance once a 
contract has been awarded, as exporters 
arrange finance early in the bid, providing a 
commitment which ties up scarce risk limits 
and cannot be charged for. 

However, many exporters have expressed 
a desire to use Islamic finance but have not 
done so because they could not obtain a 
commitment in advance of the contract being 
awarded. In this area, the Islamic finance 
market is placing itself at a serious competitive 
disadvantage and is losing the opportunity to 
work on many first-class deals. 

The Islamic finance market has come far 
in a very short space of time and has 
established itself as a credible alternative to 
interest-based banking. As a more mature 
market, it is time to move forward to the next 
stage of growth and to be ready for the 
challenges of the next century. This can be 
achieved quite quickly, as the concepts on 
which many of the new products will be based 
already exist. 



Islamic Capital Markets 

A D N A N A L B A H A R 

Capital markets are the source for long-term 
funding, be it equity or debt, and as such they 
are very impor tan t tools for economic 
development especially in the later stages of 
that development. 

Capital markets help route domestic 
savings to meet the important longer-term 
funding needs of an economy. They also act as 
a catalyst by attracting local savings from 
money markets by creating sufficient liquidity 
behind long-term investments, and thereby 
removing a key obstacle in directing local 
savings to longer-term uses. 

They are also very critical to attracting 
foreign capital as the majority of foreign 
investors who invest in emerging markets are 
financial or portfol io investors. These 
investors need efficient capital markets to be 
able to trade their positions, that is to say, 
acquire and sell f inancial holdings in 
accordance with their investment strategies. 

Capital markets also offer o ther 
advantages to their respective economies, 
such as: 

• An increase in choice and terms to qualify 
issuers for a starter and the rest of the 
market at a later stage, 

• Providing better tools to manage liquidity 
by the financial industry, and 

• Providing the tools for efficient 
m a n a g e m e n t of monetary policy by 
Central Banks. 

Requirements for the Development of 
Capital Markets 
For capital markets to develop we need more 
than just the desire to develop them. The 
respective economies need to advance to the 
stage were they cannot function efficiently 
without them. 

Markets develop a round buyers and 
sellers, who trade assets, commodities and 
o ther investments. When these exist in 
sufficient volume, a market develops. Once a 
market has developed, we can then look into 
ways to he lp it p rosper and grow. T h e 
following are the three key players that enable 
a market to operate: 

1 The buyers in a capital market are the 
large corporates and governments these 
seek to raise long-term debt or equity 
capital for the propose of funding their 
needs or as result of selling assets through 
their privatisation schemes. 

2 T h e intermediaries: These are usually 
specialised financial institutions, primarily 
investment banks. Investment banks are 
usually key drivers in the development of 
a capital market, primarily because their 
well-being and growth depend on those 
markets, as they are their primary source 
of funding or raising money, as opposed 
to commercial banks, which raise money 
th rough deposits and lend on their 
balance sheet. This is why the growth of 



capital market instruments brought about 
the term dis-intermediation, meaning 
cutting out the intermediary function of 
banks. 

3 Reasonably sophisticated investors: 
suppliers (of funds) or investors, including 
a large enough institutional base. 

Once a market develops, a number of factors 
become important in helping that market 
grow and flourish. Key factors among them 
are: 

• The legal infrastructure for these markets, 
• A developed and competitive financial 

market and a market-based economic 
management approach, and 

• A quality support services industry (legal, 
brokerage clearing, auditing etc..) 

Where is the Islamic Capital Market Today? 
Capital markets, both conventional and 
Islamic, are in their early stages in most 
Islamic countries, especially in the Arab world. 

This is primarily a result of those 
economies either being in their very early 
stage of economic development, or because of 
centralised management of those economies 
and the associated restriction on movement of 
capital. It could also be because of the non-
existence of demand for capital as a result of a 
cash-rich government providing for all the 
needs of the societies. 

But lately things have changed, markets 
are being liberalised and controls lifted. 
Governments don't have enough resources to 
cover all their needs, and are therefore 
privatising and shrinking their role in the 
economy, with the aim of controlling the 
growing budget deficits and increasing 
economic efficiency. This is creating the 
required "demand and supply" for the 
development of the capital markets. 

The Islamic capital market's development 
is following behind its conventional 
counterpar t regionally. However, Islamic 
capital markets are exposed to some specific 
constraints that should be identified, namely: 

1 Offers by quality names (i.e. investment-
grade issuers) in this market are still not 
sufficient to meet the demand in those 
markets. In the Arab markets, the primary 
issuers of debt instruments have been 
banks (conventional) and Government, 
and the majority of IPOs have been for 
banks seeking to raise capital. 
Furthermore, the limited number of 
quality deals in the Islamic market are 
being kept on the books of the original 
investors or banks, thereby hampering the 
development of a secondary market in 
these papers. 

2 In some markets the primary focus has 
been on tapping foreign capital and most 
of that comes conventionally. 

3 There are very few Islamic investment 
banks, and the Islamic commercial 
banking industry is not competitive 
enough and therefore lacks the drive and 
the capacity to originate, structure and 
place transactions which are oriented 
towards the capital markets. 

On a more positive note, the signs are that the 
above constraints are gradually being 
overcome. With the saturation of foreign 
capital flow, and increasing size and 
sophistication, the Islamic banking industry, 
with its local and regional funding base, is 
becoming increasingly seen as a competitive 
source of funding. This is attracting issuers to 
the market. 

The industry does not lack structural 
solutions to bring product to this market. 
Some examples are: 

1 The IDB Unit Trust 
An example of a development agency 
expanding its fund ing base through 
securitising its lease and Murabaha 
portfolio. 

2 Kuwait Airways Lease Financing 
An example of a government-owned 
company raising funding by securitising 
leases and privately placing them. 

3 Listed Islamic funds, of which their are a 
number, hut one that this author has 



experience with, is the "The Til Kuwait 
Real-State Development Fund", which 
bought assets from the Kuwait 
government and was then sold to the 
public and listed on the Kuwait stock 
market. 

To my knowledge, of all the above only the last 
was listed and its secondary market liquidity 
was totally supported by investor demand. 
Most of the rest were either not listed or 
liquidity was arranged by the issuer. 

1 Increase the flow of quality assets (quality 
being where investors will buy the paper 
without doing any due diligence work). 

2 Increase the knowledge of non-bank 
investors of these products, especially 
private investors and market traders, as 
these are the creators of liquidity in the 
market. 

In conclusion, it should be remembered that 
the Islamic financial industry is only 15 years 
old. This market has developed from nothing 
to around US$80 billion (plus) in this time, 
and is growing at 10 to 15% per annum. 

Islamic investors are getting more 
sophisticated, are seeking "higher value" 
products and shifting f rom short-term 
instruments to medium-term and equity-
based investments. 

When we couple this with the emerging 
realisation of corporates and Governments of 
the importance of the Islamic market, and 
how this market can help them improve their 
cost of funding and widen their sources, and 
the increasing number of Islamic investment 
banking outfits, we immediately see the basic 
ingredients of Islamic capital markets 
developing. 

Countries that open themselves to this 
trend will benefit economically f rom the 
funding capacity and diversity that Islamic 
capital markets bring. I think our experience 
in Kuwait is a good example of such trends. 
Today in Kuwait the majority of investment 
banking outfits are Islamic. 



Islamic Finance: Marketing and Investment 

S T E L L A C O X 

Much of the short-term Islamic trade finance 
a r ranged th rough L o n d o n by Citibank, 
Kleinwort Benson and ANZ Grindlays 
(amongst others) was, and is, for Western blue-
chip end-users. 

What is appa ren t is that the three 
institutions were all, because of their own 
business orientation and established Middle 
Eastern investor relationships, well-placed to 
deliver the specific services sought by Islamic 
institutions and investors during the initial 
phase of accelerated growth within the Islamic 
financial system. 

Often we read press articles and financial 
journals claiming London as the hub or centre 
of Islamic financial activity. Most would 
consider that such a comment, made on a 
stand-alone basis, is, at best, ill-informed 
nowadays, but there is probably greater 
just if ication for observing that a good 
percentage of trade-based activity has, to date, 
been a r r anged in London and regularly 
routed through the conventional banks. 

To establish reasons for this and whether 
the bulk of investment has traditionally been 
directed towards Western, blue-chip 
corporates, we need to explore the evolution 
of the multi-billion dollar, London-based, 
trade finance sector of the Islamic financial 
system and the institutions' motivation for 
developing corporate relationships in the 
West. We can then consider who is accessing 
Islamic finance facilities and why. 

A Developing Financial System 
During the late 1970s and early 1980s, the 
fledgling Islamic banks and finance houses 
were actively seeking outlets for the growing 
volume of liquidity u n d e r managemen t . 
Those institutions seeking to diversify their 
asset-base and profitability through 
international investment had to address a 
number of issues: 

Firstly, one needed to consider the 
development strategy of the institution itself 
In their nascent stage, the Islamic banks 
required a spread of opportunities that, first 
and foremost , confo rmed with the 
requirements of the Sharia ju r i sprudence 
committee but also represented a relatively 
low-risk investment with commensura te 
profitability. 

With little or no recourse to liquidity in 
the absence of a viable alternative to the 
conventional money markets, it was essential 
for obligations to retail depositors to be met 
through the punctual repayment of the funds 
invested by the institution. 

Secondly, there was the factor of external 
credibility. It is not easy for any financial 
insti tution to develop internat ional 
relationships and there is often considerable 
reticence on the par t of third parties to 
explore an emerging market capability. 
Attempting to promote that capability whilst 
simultaneously in t roducing unfamil iar 
techniques and terminology, in a mature and 



competitive conventional f inancing 
environment, was a challenge. 

There was also an issue of internal 
resources. The developing Islamic institutions' 
priority then was to consolidate their positions 
and represent serious competition for the 
domestic commercial banks. To do so they had 
to obtain a sizeable share of domestic retail 
deposits, and effort was focused towards 
marketing initiatives to identify suitable assets 
within those home markets. 

As many of the developing institutions 
were operating with a limited number of 
personnel, this obviously imposed restrictions 
on the level of manpower available for 
concerted, international marketing efforts. 
Furthermore, the capability to identify, 
analyse and administer acceptable assets and 
liquid trade transactions offshore was not 
always present. 

Establishing International Trading 
Partners. 
With these considerations in mind, the Islamic 
financial institutions had two reasonable 
alternatives for developing international 
contacts and trading partners. Those larger 
houses with substantial resources often chose 
to forge direct bi-lateral relationships, relying 
on the marketability of their large-scale 
liquidity. The others approached conventional 
banks and appointed them as their "agents" 
for the purpose of identifying investment 
outlets. 

There were a number of advantages for 
the emerging Islamic banks choosing the 
second course of action. The geographical 
coverage and distribution capability of large, 
international banks was extremely useful to 
investors without an international ground 
presence seeking introductions to new credits 
and country risks. The i r involvement as 
agents enabled the Islamic banks to overcome 
some of the technical problems creating 
barriers to entering the Western markets too. 

They rapidly identified the potential of 
the emerging Islamic financial system and 
understood that the first test any Islamic 
investor applies to a financing proposal is 

whether or not the transaction will satisfy the 
stipulations of its Sharia Committee. If it does 
not, then the deal will not be concluded, 
regardless of credit rating, pricing or any 
other commercial consideration. 

Grasping this fundamenta l concept 
enabled them to work with the Islamic houses 
to ensure that the unfamiliar f inancing 
techniques could be presented favourably to 
Western, corporate end-users, whilst 
simultaneously taking due care that the Sharia 
requirements of the investor were fully 
incorporated into the structure. 

Their established trading relationships 
ensured that those names with businesses that 
were ethically acceptable to the Islamic 
institution, as well as being able to satisfy 
commercial considerations (such as 
creditworthiness, status and dependable trade 
flow), were easily identifiable. This saved a 
great deal of time and preparative 
groundwork for the financier 

A number of other factors determined the 
suitability of specific, conventional bank 
appointments as agents or arrangers , 
including: location, and those resident in 
London were particularly favoured because of 
their relative proximity to the Middle East; 
and their business focus and ability to deliver 
the investment opportunities that matched 
Islamic bank requirements at a time when 
trade and commodity investments were at a 
premium. They provided acceptable, short-
term outlets that involved the physical 
transfer of tangible assets and represented the 
main source of international investment for 
most of the market liquidity. 

The London-based trading or merchant 
banks had the added advantage of direct 
involvement and penetration of a very mature 
trade finance market. Their existing exposure 
to large corporate and industrial end-users 
enabled them to act as a conduit for 
introductions, to comfort the Islamic bank by 
sharing in the risk of the credit, or even, 
perhaps more controversially, to provide 
support by guaranteeing the obligations of the 
names that they promoted. They also had the 
scale of in-house resources to handle all the 



necessary aspects of negotiation, 
documentation and administration, including 
the legal and taxation issues relating to 
individual structures. 

For the reasons highlighted above, the 
London-based, conventionally managed 
banks, with developed trading credentials, 
were not only able to act as agents for their 
Islamic principals, they actually became 
regular end-users of Islamic finance to 
support their own in-house and subsidiary 
trade requirements. The additional benefit for 
them was also in being well-positioned to offer 
a greater, more diversified range of options to 
corporate clients and this was to take on 
greater significance as the system matured. 

Initially, the comfort of a very low-risk 
investment strategy was of immense 
importance to the developing Islamic 
institutions. It is generally known that, in 
some instances, to protect their t rade 
placements. Islamic institutions insisted that 
individual investments should bear the 
support of letters of credit and guarantees 
issued by international banks with an 
identifiable credit rating. 

Whilst this supposedly ensured that 
obligations to depositors would be met 
promptly, it also incurred the displeasure of 
the Sharia advisors, who required their 
institutions to assume a full profit-and-loss-
sharing participation. Those investing with 
the t rading subsidiaries of conventional 
merchant banks found that they were able to 
satisf)' the regulatory concerns of central 
authorities, as well as the moral concerns of 
those who found the issue of guaranteed 
financial support fundamental ly 
unacceptable. 

We can therefore establish that, initially, 
conventional bank involvement assisted the 
Islamic bank to diversify and develop its asset 
and investment base and achieve an 
acceptable balance of sectoral and 
geographical risk and return. Certainly, in our 
instance (Kleinwort Benson), we were not 
approached to seek opportunit ies in the 
Middle East or Pakistan, where our clients 
have their own networks to generate business 

and have often been better placed to bring 
proposals to us. 

As a British merchant bank, our mandate 
was to generate introductions and structure 
facilities within our core focus areas. We had 
extensive commercial activity in the physical 
t rade and commodity markets and our 
subsidiaries included major exporters and 
companies trading physical commodities on 
regulated exchanges. Our primary regional 
focus was determined by our international 
ground presence and outside of the UK this 
included Continental Europe and the Far 
East. 

Expanding the Corporate Client-Base 
The increasing momentum of the Islamic 
trade financing capability helped it to gain 
acceptance in Western markets quite rapidly 
and considerable demand could be identified 
amongst UK and Western European trading 
companies independent ly active in the 
physical trade and commodity markets, as well 
as amongst the London-based subsidiaries of 
many of the giant Far Eastern t rading 
companies. 

Apart from the benefit of geographical 
location and relative proximity to the Middle 
East highlighted earlier, an added appeal of 
corporate beneficiaries based in London was 
their large on-going trade requirements and 
connections with the terminal exchanges. As 
the market expanded, there was an increasing 
appet i te amongst investors for new 
investment outlets yielding a net profitability 
to the Islamic bank that would not be 
negatively impacted by the direct support of 
conventional institutions. 

As the Islamic banks became more 
comfortable with the technicalities of the 
European trade and commodity markets and 
the performance of the credits involved, some 
sizeable, short-term, trade purchase facilities 
were delivered through direct principal 
relationships between financier and recipient. 
These have often endured to the present, 
albeit they sometimes originated at pricing 
levels the credit could not justify with 
conventional market sources. 



The conventional bank intermediaries 
began to assume a different role and were 
required to provide more than agency or 
broker services and to justify a profit share. 
Third parties unable to add real value to a 
transaction started to disappear when 
significant contacts with London and 
European-based corporat ions were 
established. Rather than arranging and/or 
support ing the credit of the transaction 
directly, conventional banks were now 
required to share the risk of the facility with 
the Islamic financier through a jo int 
disbursement of funds or an exposure to the 
credit on their own book. 

Effectively, the agent was now expected to 
assume the full role of Mudarib and, 
additionally, the onus of credit analysis of 
individual corporate end-users often stayed 
with them, as did the responsibility for the 
more onerous aspects of the negotiation 
process. This suited many of the institutions, 
as they retained the added comfort of an 
agent with a physical presence in the London 
market to actively monitor the business and 
ensure that both the religious and commercial 
stipulations of the investor were at all times 
rigorously enforced. The conventional bank, 
on the other hand, was able to secure the 
continuity of its own relationship with its 
Islamic principal. 

Developing the Corporate Facility 
The Islamic banks and investment companies 
have continued to target the London market 
in search of fluid, dependable , low-risk 
investments and have often specified a desire 
to penetrate the European, blue-chip names 
with track-records of dependable 
performance. I should emphasise that our 
own international corporate clients also 
approach us to arrange introductions and 
deliver Islamically-provided facilities to them. 

Each Islamic investor has certain specific 
and individual Sharia and commercial criteria 
to adhere to, but the motivating factors for 
Western, blue-chip-corporations assessing the 
viability of Islamically-provided finance have 
remained fairly standard. If the following 

commercial criteria of the end-user can be 
satisfied, most are responsive to admitting 
Islamic institutions to their funding group. 

First and foremost, corporate facility-users 
are motivated by the all-in cost of an Islamic 
facility compared to that of conventional 
finance. Western end-users have recourse to a 
range of financing options and the short-term 
Islamic facility must compete against the 
conventional alternatives that include bills of 
exchange, commercial paper programmes 
and cash loans; and unfamiliar concepts can 
sometimes present difficulty, although this is 
not usually, in our experience, 
insurmountable. 

Many of the London-based companies 
that Kleinwort works with find that, once they 
have overcome those initial reservations about 
terminology and application, the Islamic 
facility is a valuable resource. Interestingly, 
much of Islamic trade finance's Western 
acceptance has been due to the success of the 
much-maligned Murabaha trade finance 
contract. 

It is a powerful and competitive product 
when employed as it should be, and that is to 
promote the physical flow of trade through 
principal-to-principal purchase and onward 
sale with immediate delivery on deferred 
settlement terms. The concept fits quite 
naturally into the trade purchase mechanisms 
of many western corporates, and presents a 
diversification from the other funding sources 
available. 

Also we now find that if a facility is 
appropriately structured, the sheer scale of 
liquidity in the market means that funding is 
usually available; the length of time needed to 
complete the full approval process has, 
however, sometimes been regarded as 
onerous. 

This can be addressed by a conventional 
bank intermediary being willing to commit its 
own resources to research and development 
with investors before approaching potential 
end-users, and ensuring that facility recipients 
are aware of the Islamic institutions' two-tier 
approval structure requiring ratification by 
both commercial credit and sharia 



committees; once comfortable with the 
Islamic bank's ability to provide the facility, 
one must consider the degree of flexibility 
afforded by the structure. 

A significant dis-incentive to the end-user 
has been the very short-term nature of the 
facilities made available (often no more than 
one month deferred settlement granted). 
There is little motivation for an investment-
grade corporate to commit its own resources 
to negotiating facilities with inflexible terms 
and maturities. 

Whilst sharia considerations will call for 
firm structural guidelines with a set definition 
of commodity or asset category, storage or 
shipment technicalities and delivery and 
usage of goods, the net effect of these 
restrictions can often be offset against a 
degree of flexibility in other key areas. 

The majority of Western companies 
accessing direct trade finance facilities are 
large, of ten world-renowned names of 
undoubted creditworthiness. They have 
identifiable physical trading capability in oil, 
sugar, base metals, textiles and a range of soft 
commodities or a requirement to finance the 
purchase of specific assets and they have been 
well-positioned to reap the benefi t of 
dependable, short-term facilities with a stable 
cost of funds. 

Most of the original facilities extended to 
European, blue-chip names are still in place 
and the innovation and structure of Islamic 
trade finance facilities ensures that, at the 
short-date end of the market (i.e. up to 12 
months),they are an attractive and regularly 
utilised alternative to conventional, 
competi tor products provided by 
international banks. 

Structuring for the Islamic Investor 
Nowadays, most of the trade facilities that we 
are requested to arrange enable the investor 
to assume clean, corporate risk, often in 
conjunction with KB. Many of our Islamic 
clients still have an ongoing requirement to 
expand bi-lateral, corporate sector 
relationships in OECD markets that generate 
investment-grade comparable opportunities. 

The main disadvantage of short-term, 
investment-grade risk is always the level of net 
profitability for, whilst triple A-rated assets 
provide a solid base on an institution's balance 
sheet, the profit margins available from some 
of the structured facilities provided to blue-
chip names are very thin. 

Islamic institutions are obliged to exercise 
due care in ensuring that their investment 
funds are used for the benefit of society and in 
accordance with the ethical principles of the 
Muslim faith. 

We should not forget that they are also 
required to produce an acceptable return for 
depositors and shareholders. Generally the 
low-risk segment of the trade portfolio is now 
complemented by a layer of performance-
driven investment to enhance overall 
profitability. 

Re-aligning the risk profile of investments 
to comply more precisely with the 
fundamenta l profit-and-loss-sharing 
principles of the financial system by assuming 
a direct risk position in the transaction has 
certainly helped enhance the investor's net 
profitability in short-term sector of market. 

Rather more recently, however. Islamic 
banks have been able to provide added value 
to their corporate counter parties through the 
investor's own appetite for specific cross-
border risks, particularly for those countries 
with majority Muslim populations. 

London-and European-based companies 
exporting to the Middle East, Africa and Asia 
have identified a capacity amongst the Islamic 
institutions to assist with their export 
programmes through the extension of 
defer red payment facilities to ultimate, 
overseas purchasers. 

In doing so, they are providing a valuable 
service to corporates that is not always 
available from the conventional banks, who 
might have significantly less country capacity 
for some of the more difficult credits. This can 
reduce the level of receivables on a corporate 
balance sheet and has the added attraction of 
assisting the company to penetrate some of its 
more challenging export markets and access 
new ones. 



The trade transactions that we have 
focused on with our clients in the past year 
have supported exports of trade from the UK, 
and further afield, to purchasers outside of 
the European markets. By example, this 
includes the purchase of nickel cathodes from 
the UK markets for export and delivei7 to a 
South African entity for stainless steel 
production and oil procured from a Middle 
Eastern supplier on behalf of an African end-
user. 

In conjunction with Islamic institutions, 
we are arranging project financing for 
Pakistan, part of which facilitates exports to 
Pakistan by Western suppliers. European-
based business has included the provision of a 
trade purchase facility to a German corporate, 
but with a second tier to the arrangement that 
facilitates exports to global industrial 
counterparts of that same company. 

Conventional banks publish few statistics 
or detailed information of specific investment 
structures, and again the only indications of 
volume and distribution are based on our own 
activities, but I can confirm that in our 
instance the total volume of trade transactions 
structured for and in conjunction with Islamic 
clients comfortably exceeds US$5 billion 
annually. 

Currently, short-term funds invested with, 
or through, ourselves in short-term trade 
finance total around US$1 billion. Of this 
total, approximately 40% has been made 
available to corporates and organisations in 
the UK and Europe, 35% is directed to the 
Asian market, 15% to the Middle East and the 
balancing 10% to African recipients. 

Investment Today Through the 
Conventional Banks 
So, can we establish that the majority of short-
term Islamic trade finance made available 
today through the conventional banks in 
London is still delivered to Western 
corporations? 

It is certainly very difficult to ascertain the 
percentages of geographical distribution 
overall. But public notification of transactions 
delivered by others has seen facilities 

arranged for entities in Saudi Arabia, Turkey, 
Pakistan and India as well as the European 
and US markets. It is not unreasonable to 
assume that their product development and 
distribution is also concentrated on their own 
areas of sectoral and geographical expertise 
and is not necessarily confined to meeting the 
requirements of blue-chip. Western European 
names but driven by substantial investor 
demand. 

Although financiers' and investors' 
Western and European relationships have 
always been important, they were often 
initiated at a time when the volume of 
liquidity in the Islamic financial system 
exceeded appropriate investment outlets. I 
see no indication that these contacts are of any 
less importance as, in our experience, Islamic 
banking remains relationship-based and the 
building of trust and comfort from the initial 
point of contact is vital. 

It is the alternatives available to the 
Islamic investor that have increased and 
diversified and those initial provisions of 
Islamically-structured finance to Western, 
blue-chip corporations has developed into a 
more sophisticated capability. Latterly, it is the 
development of cross-border, flexible 
financing solutions, rather than the 
arrangement of direct, one-off transactions 
that has moved the boundaries of the London 
market. 

The funding techniques employed more 
recently have certainly enabled Western end-
users to access an expanding range of 
products to provide solutions to their own 
requirements. 



Performance of Islamic Banks in 
Areas of Investment and Trade 

N A D E E M INAYAT 

Conventional banking basically rests upon 
mobilising resources, as its major liability 
factor, at a predetermined rate, and primarily 
deploys the mobilised funds at pre-agreed 
interest rates. T h e linkage between savers and 
entrepreneurs is therefore based solely upon a 
fixed return, non-participatory, contractual 
obligation that is irrespective of the 
productivity of capital in the real sector of the 
economy. This set-up is therefore intrinsically 
exploitative in nature and unfa i r in a 
normative paradigm. 

In the Qur'an, the charging of interest is 
considered an injustice and hence Riba 
(interest) is denounced and strictly prohibited. 
T h e Islamic laws enunciated by the Qur'an 
and Sunnah are the guiding principles for 
Islamic banking, which is an integral part of 
the Islamic economic system and must 
therefore conform to Islamic laws and should 
be implemented in accordance with the value 
system of Islam. T h e fundamen ta l 
characteristic of an Islamic banking system is 
thus the replacement of interest by a rate of 
return on real activities. T h e emergence of 
interest-free institutions is a consequence of a 
growing religious spirit among Muslims. 

Pioneered by Mit Ghamr Local Saving 
Banks established in 1963 in Egypt, there are 
currently 186 interest-free institutions all over 
the world. In order to effectively contribute to 
the existing study and discussion of the theory 
and practice of Islamic banking, this paper 

sets out firstly to take cognisance of the basic 
mechanism of operations of Islamic financial 
intermediaries and deduces certain assertions. 
Although an empirical question cannot be 
setded by non-empirical arguments, however 
the rationality of assumption and theoretical 
considerations so adopted imply that the 
Islamic bank is more yieldingly operative in 
areas of investment and trade. Secondly, this 
paper discusses and evaluates the statistical 
data on Islamic banks, obtained from the 
International Association of Islamic Banks, in 
terms of financial viability and deployment of 
funds. 

This paper contains five sections. Section 
I focuses upon the differentiating aspects of 
Islamic banks and conventional banks. 
Section II outlines the basic working 
mechanism of an Islamic bank and deduces 
certain assertions which show the operational 
merit of the system based upon a variable rate 
of re turn . Section III highlights the 
operational results of banks using Islamic 
modes of financing. Section IV deals with the 
operational ease requirements and elaborates 
upon the prerequisites for the Islamic banking 
system to be fully operative in its true form. 
T h e concluding section summarises the 
findings and opens doors to fur ther research 
and thought on the subject matter. 

SECTION (I) 
Before we examine the differentiating aspects 



between the Islamic banking system and the 
conventional banking system, it will be useful 
to briefly discuss Riba. Although in the past 
there has been dispute about whether Riba 
refers to interest or usury, there is now a 
consensus among Muslim scholars that the 
term Riba covers all forms of interest. 

The Islamic prohibition against interest is 
quite clear and therefore has to be taken as 
axiomatic. In essence, what is forbidden in 
Islam is the fixed or predetermined return on 
financial transactions and not the uncertain 
rate of return such as that represented by 
profits. 

The prohibition of interest and the fact 
that the banks have to rely principally on 
profit-sharing leads to a major difference 
between conventional banks and Islamic 
banks. The conventional bank basically links 
the savers and entrepreneurs through non-
participatory, contractual obligations based 
upon fixed interest. The depositors are paid a 
fixed interest rate depending on maturity of 
deposit, whereas the borrowers are 
concurrently charged a fixed interest rate on 
the borrowed amount . The difference 
between interest paid to the depositors and 
interest earned on deployment of funds 
constitutes the basic earning spread of the 
bank. T h e money is considered as a 
commodity which is bought at a lower price 
(interest paid to depositors) and sold at a 
higher price (interest earned from borrowers). 

On the other hand, the Islamic banking 
system is participatory in nature. The rate of 
return accrued to the savers is a direct result of 
the productivity of the capital employed. 
Viewed from a different angle, suffice to say 
that the savers are remunera ted 
proportionately to the income generation of 
the asset portfolio of the bank, thereby 
making the system equity-based rather than 
interest-based. 

If a banking structure could evolve in the 
manner stipulated above, whereby the return 
for the use of money would fluctuate 
according to actual profits made from such 
use, the resultant system would be consistent 
with the guidelines of Islam. This distinction 

also commands high merit in terms of the 
financial sustainability of the Islamic banking 
system. Under the traditional interest-based 
banking system, the bank lends money on a 
creditor and debtor relationship. In the event 
of loans becoming doubtful debts, the gross 
returns on the operating assets of the bank 
fall, thereby curtailing the bank's profitability. 
If the bank raises interest rates (which they 
generally would do in such a case) to attract 
more deposits, or even if they retain deposits 
in the wake of such eventualities, the process 
evidently leads towards bankruptcies. 

On the other hand, since in an Islamic 
banking system the depositor is treated as a 
shareholder of the bank and is not entitled to 
a predetermined return - rather he is entitled 
to a share of the profits made by the bank -
the possibility of bankruptcy does not arise. 
Despite the uncertainty in return, the viability 
of the equity-based system cannot be 
questioned. The above distinctions by no 
means change the basic functioning of Islamic 
banks, that is, they still act as administrators of 
the economy's payments system and as 
financial intermediaries, as in the case of the 
conventional system. 

SECTION II 
In order to fully comprehend the mechanics 
and operational results of the Islamic banking 
system, it is vital to briefly discuss the 
commonly used admissible modes of 
participation in business ventures. Aspects 
related to sources and uses of funds also need 
to be looked into in order to contemplate the 
quantum of savings and investment under 
variable rates of return. 

Mudaraba 
This is a form of arrangement where one of 
the contracting parties, called the Rab-al-mal 
(the financier) provides capital and acts as 
sleeping partner, while the other party, the 
Mudarib (entrepreneur) , provides the 
entrepreneurship and management for 
carrying on any venture with the objective of 
earning profits. The net profit is to be divided 
between the Rab-al-mal and Mudarib in 



accordance with a ratio specified in the 
agreement. However if losses are incurred, 
these shall be charged to the equity of the 
Rab-al-mal. 

Musharaka 
Under the Musharaka agreement, two or 
more parties enter into a contract by 
providing capital in different or the same 
amounts for running a business, with the 
provision that they will share in the profit or 
loss in agreed proportions. 

Murabaha 
This is the sale of goods at a price covering the 
purchase price plus a profit margin agreed 
upon by the parties. Under this arrangement, 
the bank buys goods wanted by the borrowers 
for resale to the borrowers at a higher price 
agreed upon by both parties. 

Ijara 
This is the Sharia concept of lease finance, 
whereby the bank purchases the assets 
required by the customer, and then leases 
these assets to the customer for a given 
period, the lease rentals and other terms and 
conditions having been agreed upon by both 
parties. 

Sources of Funds 
As in the case of conventional banks, besides 
their own equity. Islamic banks are dependent 
on the depositors' money as a major source of 
funds. Under the Islamic system of banking, 
there are two types of deposit viz. transaction 
deposits and investment deposits. Islamic 
banks guarantee the nominal value of the 
deposit and pay no return on transaction 
deposits. Depositors can withdraw their funds 
at any time without notice. This type of 
deposit may be considered analogous to the 
current account in traditional banking. The 
other type of deposit that is available for 
customers is the investment deposit, which is 
governed by the principle of Mudaraba. In 
this specific arrangement, the Islamic bank 
will act as the Mudarib and the depositor as 
Rab-al mal. The bank does not guarantee the 

nominal value of the deposited money. Rather 
the depositors are treated as if they are 
shareholders of the bank and are entitled to a 
share of the profit or loss made by the bank 
resulting from its investment and trading 
activities. 

Uses of Funds 
Islamic banks deploy funds to shareholders in 
a r rangements such as Mudaraba and 
Musharaka and t ransform a traditional 
lending activity into a sale-and-purchase 
a r rangement under Murabaha. They 
otherwise arrange lease finance or Ijara. The 
pivotal difference between the conventional 
and Islamic banks on the asset side of the 
balance sheet lies in the nature of the role 
played by each bank. In fact, the Islamic 
bank's first role is participatory, whereas that 
of a traditional bank is one of creditor and 
debtor. This difference in philosophy is what 
basically makes the Islamic banking system 
just and equitable and in conformity with the 
Sharia. The returns on the assets thus form an 
income stream for the bank's profitability and 
consequently for depositors' returns. Entities 
for funding through equity participation are 
therefore expected to be selected primarily on 
the basis of their anticipated profitability 
rather than upon the prime consideration of 
security. 

In fact, cash-flow sensitivity analysis and 
revenue generation ability would be the 
effective and conclusive criteria for evaluation. 
Thus, under this system, there is a definite 
potential for: 

a) greater participation in entrepreneurial 
activities; 

b) better-yielding and more efficient 
projects; and 

c) more varied investment projects. 

These factors are most conducive not only for 
diversified investments but also for effective 
resource mobilisation and financial 
intermediation. 



Some Assertions on Savings and Investments 
In the wake of the adoption of the Islamic 
banking system and the introduction of the 
consequential uncertainty of returns, we now 
briefly look into the possible outcome in terms 
of savings and investment magnitudes. 
Generally, it is perceived that one of the major 
drawbacks of Islamic banking based upon the 
uncertain rate of return is the decline in 
savings. The question whether savings 
increase or decrease in an Islamic economic 
system is basically an empirical one. Although 
studies conducted do show a positive 
correlation between interest rates and savings, 
yet the study conducted by Haque and 
Mirakhor in 1987 concludes that there is no 
strong reason to believe that savings will 
decline as a result of introducing an Islamic 
banking system. Keeping this conclusion in 
mind, plus the fact that the trend of a positive 
correlation of savings with returns will be 
distorted by increased uncertainty, it can be 
asserted that Islamic banks will select yielding 
projects more professionally. They will also 
tend to diversify their lending portfolios, not 
only to impede the fluctuation in returns so as 
to give their depositors a sustainable growth in 
terms of profit rates, but also to reduce the 
possibility of potential bad debts. Both these 
factors would presumably be conducive to 
greater deposit mobilisation and fur ther 
investment. 

Although this causative reaction of 
enhanced savings and investment is an 
empirical question, it can be asserted that in 
view of the participatory role of financing, the 
range of production and profitability would be 
higher. 

SECTION III 
The total number of Islamic banks and 
financial institutions listed with the 
International Association of Islamic Banks is 
186. The Directory of Islamic Banks and Financial 
Institutions - 1995 includes only 144 banks, 
since complete and required data on 42 banks 
was not available to the Association. 

Geographical Dispersion 
In terms of the number of Islamic banks and 
financial institutions, it is observed that out of 
a total 144 banks, 47 operate in South Asia, 24 
in South East Asia, 30 in Africa, 17 in the Gulf 
Co-operation Council countries (GCC), 22 in 
the Middle East and 4 in Europe. 

Summary of Financial Highlights 
Although the number of Islamic banks 
operating in South Asian countries is the 
highest, i.e. 47, the aggregate paid-up-capital 
of the Middle East countries is the greatest, 
constituting 53% of the total paid-up-capital 
of all Islamic banks. The balance sheet footing 
of these banks is also highest by attaining a 
59% share of the total assets of the 144 banks 
listed and operating worldwide. 

In terms of resource mobilisation, the 22 
banks operating in Middle East countries have 
mobilised 38% of the total deposits of Islamic 
banks. As a measure of financial viability, one 
can easily infer that regionwise there is a net 
profitability of 53%, which is earned by GCC 
banks versus 29% for banks in South Asia. 
Concurrently, banks in the GCC countries 
share 36% of total reserves. 

Sectoral Financing 
A synoptic review of (%) sectoral financing, 
however, reveals as under: 

Sectors Financing 

Trading 29.82 
Agriculture 8.53 
Industry 18.92 
Services 13.10 
Real Estate 12.10 
Others 17.13 

Total 100.00% 

Modes of Financing 
Bank-wise details of modes of financing which 
is as follows: 



Modes of Financing 
(%) Usage (%) Usage 
(1994) (1995) 

Murabaha 42.50% 45.58% 
Musharaka 12.80% 15.25% 
Mudaraba 8.40% 8.72% 
Ijara 8.90% 9.72% 
Others 27.40% 21.06% 

TOTAL 100.00% 100.00% 

Observations 
Evaluation of the data portrays that there is no 
doubt about the contribution of Islamic banks 
in the area of trade and investment and the 
fact that the banks are making profits indicate 
their financial viability. Whether these 
institutions are operating at optimal level or 
not is a matter of in-depth analysis based 
upon different parameters, which is outside 
the scope of this study. However, the modes of 
financing mix indicates increasing trends 
towards Musharaka and Mudarabah financing 
even within one year 

The same Directory of Islamic Banks for 
1994 listed 133 banks and the percentage 
deployment of funds in Musharaka and 
Mudaraba was 21.2% of total invested 
resources. However, the Directory for 1995, 
listing 144 banks, shows about 24% of funds 
deployed through musharaka and mudaraba. 

Further, other modes, such as mark-up, 
show a downward trend is an indicator of the 
fact that there is a growing tendency to move 
towards participative modes. 

SECTION IV 
Based upon the subject matter discussed and 
the data evaluated, it is now pertinent to look 
into the transitional issues pertaining to a 
total switchover to profit-and-loss-sharing-
based Islamic banking and to simultaneously 
touch upon the prerequisites of Islamic 
banking. There are possibly three primary 
reasons for the difficulties in a complete 
switchover to Islamic banking. These relate to 
inadequacy of financial infrastructure, fiscal 
policy objectives and legal framework. 

1 Elimination of interest and eradication of 
false values of life is the basis on which 
Islamic banking rests. Honesty and fair 
play are the basic ingredients for Islamic 
banking to function effectively and 
successfully. Unlike the interest-based 
system, where the major deterrent for 
wilful default is the security mortgaged 
with the lender, in Islamic banking, it 
should be the fear of Allah and the people 
must be guided by the teachings of the 
Qur 'an and Sunnah. Essentially, 
shortcomings in business ethics make it 
difficult for bankers to engage in 
participatory venture rule. For example, 
clients ei ther do not keep adequate 
records or keep fraudulent records of their 
operations. Until such time that business 
ethics improve the banks will be reluctant 
to take equity positions in enterprises, as 
this condition is, in fact, a prerequisite for 
successful Islamic banking. Currently, it is 
also considered a pre-condition that in 
order to carry out detailed project 
appraisals and to monitor such projects, 
the banking personnel must have a high 
degree of expertise in banking and 
finance. The existing inability of banks to 
use equity-based financing is primarily 
due to this deficiency. 

2 On the Government side, an increasing 
budgetary deficit is the main impeding 
factor for abolition of interest, especially 
in the absence of non-interest-based 
instruments for financing such deficits. In 
fact, a banking system not based on 
interest will suffer from severe limitations 
if it has to operate in an environment 
where interest continues to prevail in 
other major sectors of the economy. The 
pi inciples of honesty and fair play equally 
apply to the government, which has to 
conduct its affairs strictly in accordance 
with Islamic perceptions. If inefficiency 
and waste were to be eliminated and 
people paid their dues to the Government 
honestly, the fiscal deficit would be 
minimised. In fact, problems in devising 



non-interest-based instruments of 
financing iiave also been responsible for 
the emergence of this apparent conflict 
between fiscal policy objectives and the 
Islamisation process. 

3 In order to safeguard the interests of 
savers, banks and entrepreneurs, well-
defined laws need to be enacted as per the 
legal requirements of the new system and 
the Sharia and within the ambit of a just 
and stable legal system. Expeditious 
disposal of legal cases to dispense justice 
to all is also required to make the Islamic 
banking system a success. 

Based upon the above, it is quite clear why a 
complete switchover to profit-and-loss-
sharing has not taken place. Our analysis in 
the previous section substantiates our above 
observations. Concentration on the short-
term modes of financing, which are more akin 
to interest-based banking and require a 
minimum modification of the traditional 
banking system, is impeding the progress of 
Islamic banking. 

Conclusion 
The purpose of this paper was twofold. Firstly, 
to analyse the basic mechanism of operations 
of Islamic banks and to deduce certain 
eventualities pronouncing the operational 
merit of the system based upon a variable rate 
of return; and secondly, to evaluate the 
statistical data on Islamic banks in terms of 
their financial viability and deployment of 
funds. The basic guiding principle of Islam is 
Al-Adl (justice) and hence any economic 
activity that may digress from the principle of 
justice would not be consistent with Islamic 
values. The criterion, therefore, by which an 
economic system claiming to be Islamic can be 
measured is the extent to which Islamic 
principles are followed by that society. 

Although concern has been expressed 
about the adoption of an Islamic banking 
system leading to a reduction of savings and 
restrained financial intermediat ion, it is, 
however, an empirical question and no 

conclusive judgement can be given. Although 
lending on the equity-based principle would 
require constant vigilance by the banks, which 
would imply higher-cost, professional staff, an 
effective and efficient judicial system, and 
honesty and a higher degree of morality, 
which serve as some of the determining 
prerequisites of the Islamic system, would 
definitely increase the yield of the real sector 
and consequently the rate of return. In all 
probability the savers would be rewarded in a 
real sense. 

In terms of investments, the banks would 
be participating in ventures on operational 
merit ra ther than unde r security 
considerations. In terms of its nature, the 
equity-based system is non-exploitative in the 
sense that in the case of losses, the burden is 
shared. Consequently, the evil of the debt 
problem will not arise. The system is, in fact, 
more stable in terms of fluctuations and 
economic shocks. The system is thus quite 
consistent with Sharia guidelines. 

Evaluation of the data depicts the 
contribution of Islamic banks in the areas of 
trade and investment and the fact that these 
banks are making profits indicates their 
financial viability. Heavy reliance on short-
term financing is due to low-risk and 
operational ease. As discussed, there are 
possibly three primary reasons for the 
difficulties in a complete switchover to Islamic 
banking. These basically relate to inadequacy 
of financial infrastructure, fiscal policy and 
legal framework. 

What is basically required is a total 
commitment to the cause, which is in 
complete consistency with the Divine Law. It is 
the faith of the Muslim that whatever is 
ordained by Allah is for the betterment of 
mankind. Hence there is no room for any 
reservation as to whether an economic system 
devoid of interest is feasible and yielding, so 
long as it is implemented with complete 
honesty and dedication. 
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Islamic Financial Instruments 

I M T I A Z A H M A D PERVEZ 

Friedrich Durrenmatt wrote: "What the world 
needs is not redemption from hunger and 
oppression; it has no need to pin its hopes 
upon Heaven, it has everything to hope for 
from this earth". 

This statement may have been made in 
deistical sense, but the writer, perhaps, did not 
reahse that it is quite close to what is 
achievable in an ideal religious environment. 

Islam ordains that praying to God and 
other religious acts are deemed as pure facade 
in the absence of welfare of the needy. 
Hoarding of wealth without recognising the 
rights of the poor is declared to be one of the 
main causes of the decay of societies in this 
world. 

T h e prohibi t ion of usury is a very 
important economic interposition directed at 
obtaining an end where society is free of 
injustices, exploitation and, in turn, of hunger 
and oppression. In that situation, turning to 
God will be a conscientious exercise to self-
accountability and spiritual satisfaction since 
the more important divine objective, i.e., 
human welfare through complete fulfilment of 
the human obligations that ensure the rights 
of individuals, would have been achieved 
already. 

My subject; the Financial Instruments 
used by Islamic Banks, may appear a long way 
off from what I have started with. But religion 
remains the sole factor that separates Islamic 
financial instruments f rom the traditional 

ones. The topic should therefore, be better 
understood if, at this stage, I dwell a litde on 
the roots and philosophy of Islamic finance. 

"The true laws of God are the laws of our 
own well-being". Tha t is what Samuel Butler 
wrote in his Elementary Morality (1902). And 
the well-being of humanity, in its individual or 
collective form, remains to be the ultimate 
objective of all religions. To prevent injustice, 
religion identifies and separates the lawful 
from the prohibited. This concept has been 
known to every people since ancient times. 
Only on the basis of their superstition and 
myth, have they differed on the scope, variety 
and causes of the taboos and prohibitions. 

T h e divinely revealed religions that 
followed provided clearly the laws that 
guarantee the r ights of individuals and 
thereby their dignity. Islam spells out these in 
great detail. Muslims believe that this was the 
mission of all Prophets and Messengers in the 
h u m a n history and it was the same 
fundamental faith revealed to Moses, Jesus 
and Mohammed (peace be upon them). 

I. Prohibition of Interest 
The prohibition of interest is not new in the 
human history. Aristotle rejected interest on 
the grounds that "money is sterile". Cato even 
compared it with homicide. In 594 BC, Solon 
cancelled all private and public debts when he 
reformed the Athenian constitution. In 340 
BC, Lex Genucia prohibited interest in the 



Republican Rome. In Judaism, interest, was 
considered unfriendly and unfair act: 

"If you lend money to any of My people 
with you who is poor, you shall be to him as 
a creditor, and you shall not exact interest 
from him." (Ex; 22:25) 

"He that hath not given this money upon 
usury; nor taken reward against the 
innocent; He that doeth these things shall 
never fall." (Psalm: 15) 

"To a foreigner you may lend upon interest, 
but to your brother you shall not." 
(Deut: 23.19) 

"He that hath not given forth upon usury, 
neither hath taken any increase, that hath 
withdrawn his hand from iniquity, hath 
executed true judgement between man and 
man." (Ezekiel: 18.8) 

The moral teachings of Jesus in this direction, 
as indicated by the following, are clear and 
unqualified: 

"Love your enemies and do good; lend, 
expect nothing in return." (Luke 6.35) 

When the Roman Empire became 
Christianised in the four th century, the 
Church forbade the clergy from taking 
interest. In the eighth century, Charlemagne 
made usury a criminal offence. St Thomas 
Aquinas believed that money was invented 
chiefly for the purpose of exchange and that 
its principal use was its consumption and 
alienation whereby it is sunk in exchange. 

Hence it was unlawful to make extra 
payments for the use of money lent. In the 
early Middle Ages, Popes and Councils 
continued opposing interest and civil 
governments passed laws forbidding interest. 
The anti-usury movement reached its height 
in 13 HAD, when Pope Clement V made the 
prohibition of usury obligatory and declared 
all secular legislation in its favour null and 
void. 

Towards the end of the sixteenth century, 
in the face of strong movement in favour of 
relaxing restrictions on interest, charging of a 
reasonable level of interest generally became 
an acceptable practice. However, to guard 
against excesses, authorities stipulated 
maximum interest rates. This practice is still 
in vogue with certain added objectives. 

Because of its harmful implications, the 
prohibition of interest in Islam is absolute. 
Quranic verses reflect the severity of the 
admonition to those who disobey the divine 
injunctions to the effect. Socio-economic 
justice in Islam is not an isolated phenomenon 
but a way of life. Islam considers interest in its 
present form unjustified and injurious to 
health of the society. 

For consumption loans, interest violates 
one of the basic functions for which God 
created wealth: i.e., the needy be supported 
for his subsistence. For consumption loans, 
predetermined nominal rate is unjust because 
of the uncertainty surrounding the 
entrepreneurial profits. At the same time, 
interest encourages creation of an idle class of 
people who receive income without having to 
put in any labour for it. The society is, 
therefore, deprived of their labour and 
enterprise. 

In the first instance, Islamic economists 
dispute the traditional definition of money in 
its entirety, i.e., 1) it is means of exchange, 2) 
a unit of value, 3) a store of value and 4) a 
medium of deferred value. While the first two 
parts of the definit ion are generally 
acceptable, money cannot, Samuelson says, be 
a store of value whose ultimate worth depends 
on the trend of prices. This is because money 
does not store but only hold claim to some 
goods of commercial value, which it may 
purchase in the future. 

In effect, holding money is keeping 
transactions in abeyance. Money cannot either 
be equated with commodity for the reasons 
that 1) it has a technical (or artificial) property 
of yielding its owner real income simply by 
holding it, i.e., without exchanging it against 
other goods, 2) it is liquid and has virtually no 
carrying or production cost and no substitute. 



3) demand of money is not genuine as it is 
derived from demand for goods that money 
can buy, 4) money is exempt from the law of 
depreciation to which all goods are subjected, 
and 5) money is the product of social 
convention having a purchasing power 
derived mainly from the sovereignty as against 
the intrinsic value of other goods. 

Interest, on the other hand, is construed 
as only a theoretical construct that does not 
correspond to or be representative of real 
growth of capital. Traditionally, interest is the 
price paid (expressed in money or percentage 
terms) in addition to the principal amount, 
for the use of borrowed money over a period 
of time. 

Islamic economists define it more 
precisely as a) that it is positive, fixed ex-ante, 
tied to time-period and amount of loan; (b) 
that its payment is guaranteed regardless of 
the outcome of the venture in which the 
capital is invested; and c) that the state 
apparatus provides for and enforces its 
collection. 

Islam recognises two types of individual 
claims to property: a) the property rights that 
are a result of individual's labour and natural 
resources, and b) the property that is obtained 
through exchange, remittance of the rights of 
those less able to utilise the resources to which 
they are entitled, outright grants and 
inheritance. 

Money represents monetised claim of its 
owner to property rights created by assets that 
were obtained either as (a) or (b) above. 
Lending money is a transfer of those rights 
from the lender to the borrower. All that can 
be claimed in return from it is only its 
equivalent. Interest on money loaned 
represents unjustifiable property rights claim 
because it is outside the legitimate framework 
of individual property rights recognised by 
Islam. Islamic economists believe that: 

a) Interest is tantamount to arbitrarily 
creating new capital without a 
corresponding increase in the supply of 
goods so that it interferes with market 
forces leading to economic anomaly. 

In an Islamic economic environment, 
new capital must be generated from real 
commercial - not monetar)' - transactions 
and should succeed, not precede, a 
commercial activity. Accordingly, use of 
money, other than for humani tar ian 
grounds, is invariably for productive 
purposes. Non-commercial financing (un-
backed by tangible asset) is virtually 
eliminated, preventing volatility and 
inflationary pressures while helping 
stabilise the value of money. 

Consumer demand, being un-
leveraged, is realistic hence sustainable 
unlike the past decade's situation of the 
United States. Easy access to money 
through readily available loans in the 
eighties allowed individuals and small 
firms in the United States to borrow 
substantial amounts for consumption 
purposes resulting in a temporary 
economic boom in the shape of high 
consumption demand, more jobs, high 
profits and expanded production. 

The ensuing debt servicing not only 
wiped out this artificial demand but also 
severely dampened the country's normal 
consumption demand level. This brought 
in a prolonged spell of recession with loss 
of jobs, contraction of production as well 
as substantial losses, (collapse of Savings & 
Loan Associations, property market, for 
example), that proved not only a burden 
on the state treasuiy but also erased equity 
of a large number of less for tunate 
individuals. 

b) Public Sector borrowing to meet current 
expenditure is actually raising debt 
burden for future generations to pay. 
When un-backed by any tangible assets, it 
is both unjustified and unethical. In an 
Islamic environment, only asset-based 
financing is permissible so that public 
sector borrowing is limited to acquisition 
of assets and the governments are forced 
to contain their current expendi ture 
within the national resources available to 
them. 



Islamic asset-backed financing does 
not constitute a debt burden for future 
generations in that the debt is invariably 
tied to assets of value that can be 
liquidated (privatised) to pay off the debt. 

c) Concentrat ion of wealth and its 
inequitable distribution remains to be 
universally an increasingly difficult 
problem to resolve. At the same time, high 
leveraging has facilitated creation of 
conglomerates outdoing smaller 
competitors by sheer financial muscle 
(dumping, mergers, take-overs, asset-
stripping etc.). 

Islam opposes monopolies and cartels 
and its sharing system encourages 
technology (which includes the optimally 
gainful use not only of applied but also 
social science) as against financial or 
political powers of the client. This 
facilitates creation of new products as also 
a greater number of new entrepreneurs 
rather than the acquiescent submission of 
financial institutions to the mega ones. 

The Islamic system allows for the 
replacement of interest by a return 
generated by commercial activities and 
operations that is evaluated back-end but 
not pre-determined. Under no 
compulsion to provide a fixed rate to 
depositors. Islamic banks do not have to 
apply the concept of cost of funds. But 
they are, of course, under pressure to 
produce maximum return f rom their 
investment process while safeguarding the 
client assets. 

Unlike the traditional banks whose client 
deposits are not fiduciary but borrowing, an 
Islamic bank is purely an intermediary 
carrying out strictly its trust obligations. Its 
client deposits are fiduciary and do not count 
as the bank's own liabilities. As opposed to it, 
today's traditional bank is a rather vulnerable 
proposition for the following reasons: 

I) Its liabilities are normally 12 times its 
capital resources; a situation unacceptable 

to the bank itself in terms of its yardstick 
under which gearing ratio of even 2 is 
deemed unacceptable. Accordingly its 
asset-cover-position is highly shaky. 

2) The definition of a traditional bank has 
undergone many changes; from its 
complete intermediary role to 
entrepreneurial one. While its liabilities 
are short-term, a good portion of its assets 
are of longer and uncertain maturities. Its 
fractional reserve policy may not always be 
adequate, particularly in the event of any 
crises developing into a run on the bank. 

3) Because the bank has promised (and that 
means it guarantees) the return of 
principal plus interest at a certain future 
date, the client deposit becomes a loan to 
or liability of the bank, while it runs asset 
value risk; hoping that its assets will realise 
full book value on the maturity date which 
is a tall order, particularly in a forced sale 
situation. This is besides the maturity 
mismatch problems that a traditional 
bank normally suffers from. 

II. Financial Instruments used by Islamic 
Banks 
We now come to the need for monetary 
instruments. In the traditional sense, their 
demand is influenced by the variation and 
level in the market rate of return what is 
meant, in the traditional sense, as the market 
interest rate. The demand from the household 
for monetary instruments is mainly for the 
purpose of circulation of income. Banks need 
these instruments for: 

1) transaction purposes, 
2) precautionary purposes in that some 

unexpected payments have to be made 
while some expected inflows may not be 
forthcoming on due date, and 

3) for speculative purposes not only to avoid 
loss but also to obtain gain in the capital 
value of financial assets under the 
expectation that the market rate of return 
may move in a certain direction. 

What differentiates a financial market from 



other markets is that no tangible good or 
service is exchanged for any monetary 
consideration. Only a 'financial claim' 
changes hands in the form of a promissory 
note or a title to any future flow of income 
adjusted for any capital appreciation etc. The 
marketability of the instruments is contingent 
upon the existence of other potential traders 
and their willingness to participate in the 
market. Financial markets help attain 
equilibrium between demand/supply of 
financial products/services, provide liquidity 
and facilitate such central economic actions as 
producing and trading, earning and 
spending, saving and investing, accumulating 
and retiring, transferring and bequeathing. 

At the same time, prices of assets do not 
perform just the usual role of balancing 
demand and supply. They determine the 
incentives and also transmit news as to the 
quality of the asset to heterogeneously 
informed market participants. Any type of 
payoffs across the different states of nature is 
constructed by combining existing securities 
even without the aid of any new securities or 
any options. Lack of liquidity in a market can 
act as endogenous t rading friction that 
reduces the benefit of participation in a 
market and ultimately limits the number of 
active markets in a competitive economy. 

A traditional financial instrument is 
generally a written document that represents 
monetary value or claim to receive a sum of 
money, fixed or determinable without the 
support of any specific goods. This definition 
cannot be generalised in the case of Islamic 
finance. The shape of Islamic instruments is 
linked directly to the type of the underlying 
asset, an aspect which is central to the 
marketability and profitability of the 
instruments. There are basically four distinct 
types of Islamic financial instruments: 

a) The first type is the financial claim of 
monetary value but with recourse to 
certain durable goods or property. The 
instrument has predictable future income 
stream, it can be in a marketable form and 
permitted for discounting since ownership 

of the instrument passes title to the goods 
and not debt. 

b) The second type is similar to the first type 
(that it is backed by durable goods) except 
that the income is not predictable but is 
evaluated through the asset valuation 
process at the end of certain duration. It 
may be traded in the secondaiy market 
but not discounted. 

c) The third type represents monetary claims 
to an expected income stream 
forthcoming from commercial transaction 
and evaluated at certain intervals through 
the asset-valuation period. No recourse to 
goods is available and the instrument is 
not permitted for discounting. 

d) T h e four th type represents purely 
monetary claims in respect of debts 
payable at certain future dates. These may 
be traded or sold at the face value but are 
prohibited for discounting. 

In order for them to be acceptable in the 
traditional markets, Islamic financial 
instruments take cognisance of such factors as 
risk, yield, diversification, exchange risk, 
marketability and tax. The following are the 
major Islamic financial instruments presently 
in use: 

1. Type 'A' Instruments: 
Ijara-based Instruments 
One of the more versatile of the Islamic 
instruments, Ijara is a collateralised claim of 
monetary value with recourse to the 
underlying assets (i.e., goods or property) of 
durable type. The asset is leased, under 
financial or operating basis, to third parties 
for a fixed period which marks the tenure of 
the instruments. The instrument has a 
continuous revenue stream providing return 
on top of depreciafion cost of the asset. 

To avoid pitfalls in most of the operating 
leases, the arrangement includes separate sale 
of the underlying asset to a third party at an 
agreed price that, at least, covers the residual 



value of the asset at the date coinciding with 
the maturity date of the lease. Islamic 
principles of finance permit the purchase of 
assets for rental purpose which may be fixed 
or variable. If fixed rental is agreed for the full 
duration of the lease, the instrument will be of 
fixed income type. On the other hand, if the 
lease contract provides for the rentals to be 
revised at certain agreed intervals, the 
instruments will be of variable income or 
"floating". 

The Ijara Ins t rument represents 
ownership of goods. Since goods can be 
bought and sold at the prices agreed, the sale 
on discount or premium is completely 
legitimate. 

2. 'B' Type Instruments: 
a) Asset-based Mudaraba Instruments 
This instrument represents monetary claims 
against a Mudaraba (fund) unde r the 
management of an Islamic bank on a fiduciary 
basis very close to the shape of investment 
trust units or mutual fiind. There can be two 
types of Mudarabas: 

i) Unrestricted Mudaraba is a contract 
under which the bank is authorised to use 
its full discretion in managing the affairs 
of the Mudaraba and do all the necessary 
things arising out of the Mudaraba, sell 
and buy property to make gain for the 
Mudaraba against immediate or deferred 
payment, appoint agent or agents to sell 
and buy on his behalf, and may safe-keep, 
pledge, rent and hire the Mudaraba assets 
for the purpose of the Mudaraba. 

ii) The restricted Mudaraba is for a specified 
period, place, purpose, and type of 
business and does not permit the bank to 
mix its own property with the Mudaraba 
assets or appoint agents etc, but only do 
such things as are precisely prescribed in 
the Mudaraba agreement. 

iii) If the bank also participates in the 
Mudaraba with its own capital, then it is 
called Musharaka. In this situation, as the 
instrument holder, the bank stands equal 
in rank to other instrument holders. 

The following are the main characteristics of 
the Mudaraba: 

1) Asset valuation of the Mudaraba is 
undertaken at the end of each prescribed 
period. A positive price movement over 
the previous asset-valuation date reflects 
return on investment that is declared on 
each asset-valuation date. 

Net profit after payment of all Mudaraba 
costs is distributable between the 
instrument holders and the bank. The 
bank management fee is a fixed 
percentage of the profit (which is 
previously agreed in the Mudaraba 
contract). But the bank may, at its sole 
discretion, reduce, but not enhance, its fee 
by voluntarily forgoing a part thereof 

2) In the event of net loss in any valuation 
period, the net asset value is reduced 
while the bank loses its management fee 
for the period. The bank is responsible for 
loss only in the event of gross negligence 
or violation of the terms of the Mudaraba 
contract thereof 

3) Mudaraba creditors do not have any 
recourse to other assets of the instrument 
holders should their claims exceed the 
total assets of the Mudaraba. 

4) While for the bank's management fee, 
fixed percentage of the net profit is 
permitted, fixed amount is not. 

5) In line with the Mudaraba contract, 
reserves, as a percentage of the net profit, 
can be built to meet any future 
contingencies and unforeseen losses. At 
the time of closure date of the Mudaraba, 
the amounts held in reserves so 
accumulated, after meeting all costs and 
claims etc, are distributed to the holders of 
the instrument. 

6) Islamic scholars agree that an instrument 
representing a Mudaraba may be traded 
in the secondary markets only if at least 
51% of the total assets held by the 
Mudaraba are tangible assets. The rate of 
return of the Mudarabas is not known 
until asset-valuation at back-end of each 
valuation period. 



Even though asset-valuation may take place 
on a daily basis, there is no possibility of 
predicting future return. When the pre-
determined rate of return is the objective, this 
Mudaraba instrument is not the most suitable 
one. 

The marketable Mudaraba instrument 
can, more or less, equate with traditional non-
fixed income paper that can be issued by 
central banks, local authorities, reputable 
corporations of strong track records, financial 
institutions in the shape of CDs and central 
banks in the shape of bonds and treasury bills 
(un-auctionable). Its marketability depends 
upon its fulfilling the market standards which 
can be fur ther boosted by redemption 
guarantee of sound financial institutions and 
good credit rating. For Islamic banks, this is 
the main vehicle for raising resources. 

The price of a Mudaraba based 
instrument is declared at each asset-valuation 
date. 

b) Traditional Equities 
The limited liability concept is generally 
acceptable in Islamic finance provided that 
rules for insider trading, related party 
transactions, directors' responsibilities, 
accountability and fees, and proxy rules are 
further strengthened and greater amount of 
information is made available more frequently 
to shareholders. 

Investment in national and international 
equities is permitted except for the companies 
undertaking trade and/or manufacturing of 
prohibited items such as intoxicants, 
gambling, items of obscenity, destructive 
weapons, interest-based institutions and 
products including insurance companies, 
meat of prohibited animals/birds etc. 

Islamically ideal equities are such 
companies that are without any interest-based 
debt or deposit income whatsoever. This 
obviously is a tall order today. Such companies 
are virtually non-existent in the developed 
world today. 

3. ' C Type Instruments: 
Non-marketable Mudaraba Instruments 
The instrument has the same characteristics as 
the marketable Mudaraba instrument except 
that its trade on discount or premium is 
prohibited. The tangible underlying assets of 
a Mudaraba represent less than 51% of its 
total assets which makes the instrument as 
debt even though its assets may represent 
concluded commercial transaction. 

This instrument may be used, with certain 
limitations, for placement of surplus money 
between banks through the interbank market, 
certificate of deposits etc. 

4. 'D' Type Instruments 
a) Murabaha-based Instruments 
The instrument representing Murabaha is a 
monetary claim to a sum of money in terms of 
an underlying commercial transaction. 

Islamic bank purchases items of economic 
significance from a third party at the client's 
request and sells these goods to the client on 
spot or deferred payment basis, at its own 
price. The difference between the purchase 
cost of the Islamic bank and the sale price is 
the transaction profit. 

This instrument is normally of short term 
but may rarely be of longer term if the durable 
goods are involved and the parties agree to 
stay in the relationship for such long periods. 
This inst rument provides a fixed 
predetermined rate of return to Islamic banks 
for which reason arguments have been raised 
as to its similarity with interest. 

The Islamic objective of using money for 
commercial purposes is aimed at creating 
economic activity, and hence economic 
growth, which benefits individuals and society 
as a whole. This is, however, not always true in 
the case of purely monetary instruments. 
Murabaha transactions do invariably involve 
movement of goods, a process that creates the 
desired economic activity. The Qur 'an is very 
clear on this issue: 

"...they say trading is like usury. And Allah 
has allowed trading and forbidden usury." 
(Qur'an 2.275). 



Although pre-determined profit has been 
established, and the d ien t s are unde r 
obUgation to repay Murabaha amounts on the 
maturity dates, this instrument is, by no 
means, free of risk and cannot be equated with 
tradit ional trade finance which deal in 
documents while Murabaha deals essentially 
in goods. The following are the broad terms 
involved: 

a) A seller, his agent or guardian must be the 
owner through purchase of the goods 
before these are sold. 

b) If a buyer contracts to buy goods without 
making a condition for their being free of 
defects, it is necessary that the goods are 
sound and free of defects. If the goods are 
not of the required description or quality 
even after these have been received by the 
buyer but no damaging change occurred 
during his custody, the buyer has the 
option to reject the purchase. 

But if the buyer contracts to buy after he 
has seen the goods but later finds these 
unsuitable, even if no change took place in 
the goods in the meantime, he does not 
have the option to rescind the purchase. 

c) If goods are sold with the condition that 
the seller is to be free from claims for all 
defects, there is no option for the buyer 
for any defect. 

d) The Islamic bank is not permitted to pass 
on the benefits of and recourse under 
manufacturer's warranty, to the client. It is 
responsible for providing services under 
such warranty to the client and may have 
to act as an intermediary between the 
client and the manufacturer/supplier for 
the servicing of the warranty. 

e) The seller is responsible for the goods 
until the purchaser has taken due 
possession. 

f) The Islamic bank is obliged to provide the 
break-down of its cost and profit and all 

other expenses that comprise the sale 
price of the goods. 

g) The client only promises to purchase the 
goods and is not obhged to necessarily 
take delivery of the goods upon arrival 
should he have a reasonable and 
justifiable excuse for such refusal. 

h) At certain locations, trading is outside the 
operational scope of banks so that Islamic 
banks cannot make use of this instrument. 
Besides, Murabaha yield as trading profit 
may be subjected to tax while interest on 
bank debt is not. 

In the absence of an adequate number of 
more efficient financial instruments. Islamic 
banks use Murabaha (commodity 
transactions) for the management of their 
liquidity through commodity sale and 
purchase defer red payment agreements. 
Being essentially a clean debt instrument, its 
discounting is not permitted. 

b) Salam (Advance) Payment 
This instrument represents a claim against a 
client who promises to deliver certain goods at 
a certain future date and place. Precise 
specification, quantity and quality of the 
goods are clearly laid down in the contract. 
Creditor cannot deliver goods before the date 
agreed unless so agreed by the buyer 

If the client fails to deliver the goods on 
time, he is liable to re turn the amount 
received in advance but without any 
additional surcharge. This debt instrument is 
not valid for discounting. 

c) Istisna (Manufacturing) 
Istisna is a claim against a manufacturer for 
the manufacture and supply of certain goods. 
Like Salam, the quantity, quality and precise 
specification as well as place and date of 
delivery are fixed. The payment by the bank 
may or may not be made in advance. Once the 
agreement has been concluded, none of the 
parties can withdraw from their obligations. 

Until the delivery of the goods, the paper 



representing Istisna may be bought or sold at 
its face value. 

d) Qard-Al-Hasana 
This instrument represents purely monetary 
claim against the client issuing the debt 
document. It is mainly for humanitar ian 
grounds and its repayment is obligatory upon 
the borrower. 

Sparingly, this inst rument is used to 
provide interest-free financial support to an 
existing client whose enterprise may be facing 
difficulties and needs additional cash injection 
for a certain period of time. 

In Islam, repayment of debt by borrowers 
on the due dates is strictly commanded. 

The Qard-Al-Hasana instrument may be 
collateralised but it does not carry any yield 
for the investor nor is it permit ted for 
discounting. 



Islamic Financial Instruments: 
Definition and Types 

A B D U L AWWAL SARKAR 

Elimination of interest is one of the basic 
requirements for the establishment of an 
Islamic economic order. In recent years, a 
good deal of attention has been paid in 
finding ways and means of doing away with 
interest. 

One important aspect of this initiative is 
the deve lopment of r isk-re turn-bear ing 
financial ins t ruments that can provide 
investors as well as banks with a sufficient 
degree of liquidity, security and profitability to 
encourage them to make effective investment 
decisions. 

Since an Islamic economy is essentially a 
share economy based on profit, rents and 
dividends, as reflected th rough dif ferent 
investment contracts, it should be possible to 
develop a framework of Islamic investment 
securities based on Musharaka, Mudaraba and 
Murabaha concepts and o ther modes of 
Islamic financing (e.g. Bai Salam). 

Since the cost of investment in securities 
based on these concepts is mainly a function 
of the rate of return. Islamic instruments can 
have a built-in stabilising influence on 
investments and they would also be less prone 
to speculation. 

In this connection, it may be mentioned 
that the underlying principles of advance sale 
(Bai Salam), and sale on deferred payment 
(Bai Muazzal), etc., can possibly be 
operationalised in the conduct of Islamic 
financial markets. 

A brief review of some of the existing 
financial ins t ruments issued by banks, 
investment companies and governments are 
analysed in the following paragraphs. 

Definition of a Financial Instrument 
A financial ins t rument is a certificate 
representing a common share in a fund for 
investing and making a profit, issued by the 
body handling this investment or the body 
acting on its behalf, which provides for its 
negotiation and conversion into liquid money 
when required. 

Islamic Modes of Finance 
T h e scope of Islamic financial instruments is 
quite wide. For practical reasons. Islamic 
financial instruments are not classified in a 
haphazard way merely as short-, medium- or 
long-term, but by the nature of the investment 
itself. In Mudaraba, for example, the whole 
deal should be liquidated for the purpose of 
realisation of the profits or losses. 

Salam dealing is a type of contract that 
can be classified, by its nature, as short-term 
investment. On the other hand, we find that 
Musharaka can be treated as a long-term 
investment, if it is pe rmanen t , or as a 
medium-term investment if it takes the form 
of decreasing participation. 

If there were an Islamic capital market, 
there would be no difference between short-
term, med ium- te rm and long-term 



investments as all these differences lose their 
importance when the investor can sell his 
share at any time, whether in the form of 
Mudaraba, Musharaka, Murabaha or Salam. 

Practical Experience 
Some of the Muslim countries like Pakistan, 
Iran, Malaysia, UAE, Jordan and Sudan have 
introduced many Islamic financial 
instruments in order to mobilise idle resources 
for long-term productive and development 
activities on the basis of Islamic principles. 
The Islamic financial instruments, which have 
been introduced into these countries, are 
different in nature and characteristics from 
the interest-based ones. The Modus Operandi 
of these financial instruments is mostly based 
on the Mudaraba mode of finance. 

Definition of Mudaraba 
Mudaraba is a form of partnership where one 
of the contracting parties, called the Shahib 
al-Maal or the Rab al-Maal (the financier), 
provides a specified amount of capital and 
acts as a sleeping partner, while the other 
party, called the Mudarib (entrepreneur), 
provides the management skills for carrying 
on the venture, trade, industry or service, with 
the objective of earning profits. 

The Mudarib is in the nature of a trustee 
as well as an agent of the business. The 
Mudarib is required to work with honesty and 
sincerity, and to exercise the maximum 
possible care and precautions in the exercise 
of his functions. If he is guilty of wilful 
negligence, fraud or misrepresentation, he is 
himself responsible for the consequences, and 
the resulting loss, if any, cannot be charged to 
the Mudaraba account. 

Mudaraba is also synonymously termed 
Macjuaradah and Mudarib is Maqarid. In 
general, the Hanafi, Hanbali and Zayidi 
schools of Muslim Jurisprudence have used 
the term Mudaraba, while the Maliki and 
Shafi schools have preferred the term Qirad. 

Pakistan 
The Mudaraba certificate is one of the 
instruments which have already been 

introduced into Pakistan under the special law 
called "The Mudaraba companies and 
Mudaraba (Floatation and Control) 
Ordinance, 1980". 

The law was subsequently supplemented 
by the "Mudaraba Companies and Mudaraba 
Rules, 1981". The Mudaraba law provides the 
necessary legal framework for the flotation of 
Mudarabas in Pakistan. Under this law. 
Management companies, banks and financial 
institutions can register themselves as 
Mudaraba companies and float a Mudaraba 
for a specific or general purpose. 

The objects of any Mudaraba are 
restricted to businesses permitted under the 
Islamic Sharia. In order to ensure that 
Mudarabas are not used in any activity that is 
repugnant to the tenets of Islam, the 
prospectus of each Mudaraba needs a prior 
clearance from a Religious Board. 

Furthermore, after the Mudaraba goes 
into operation, the law imposes additional 
responsibility on the auditors to certify that all 
business conducted, investments made and 
expenditure incurred, are in accordance with 
the objects, terms and conditions of the 
Mudaraba. 

To safeguard the interest of the Mudaraba 
certificate-holders, a number of protective 
clauses have been provided, including quick 
and simple adjustment by a tribunal. 

In order to promote the growth of 
Mudarabas, and keeping in view the larger 
interests of Mudaraba certificate-holders, the 
entire income of Mudaraba funds has been 
exempted from income tax, provided that 90 
per cent of the income is distributed to the 
Mudaraba certificate-holders. 

Types of Mudaraba 
There are two types of Mudaraba existing in 
Pakistan: 

1 Multi-purpose Mudaraba 
a) Mudaraba having more than 
one specific purpose or objective. 

2 Specific Purpose Mudaraba 
b) Mudaraba having one specific purpose 
or objective . 



Mudaraba Companies in Pakistan 
According to a recent report, 37 Mudaraba 
companies have floated Mudaraba certificates 
of different types and maturities. The names 
of the Mudaraba are: 

Al-Ata leasing Mudaraba; Al-Zamin 
leasing Mudaraba; B.F. Mudaraba; BRR 
Capital Mudaraba; BRR Second Mudaraba; 
First Allied Bank Mudaraba; First Al-Noor 
Mudaraba; First Crescent Mudaraba; First 
D.G. Mudaraba; First Elite Capital Mudaraba; 
First Equity Mudaraba; First General leasing 
Mudaraba; First Grindlays Mudaraba; First 
Habib Bank Mudaraba; First Habib 
Mudaraba; First Hajveri Mudaraba; First 
Mehran Mudaraba; First National Mudaraba; 
First Nishat Mudaraba; First Professional 
Mudaraba; First Providence Mudaraba; First 
Prudential Mudaraba; First Punjab Mudaraba; 
First Sanaullah Mudaraba; First Tawakkal 
Mudaraba; First Tri-Star Mudaraba; First UDL 
Mudaraba; Industrial Capital Mudaraba; LTV 
Capital Mudaraba; Mudaraba Al-Mali; 
Mudaraba Al-Tijarah; Schon Mudaraba; 
Second Prudential Mudaraba; Thi rd 
Prudential Mudaraba; Trust Mudaraba; and 
Unicap Mudaraba. 

Mudarabas have been playing a significant 
role in capital formation in Pakistan and in 
financing those segments of t rade and 
industry, which are not being catered for by 
the banks and financial institutions. 

In the wake of the low savings rate in that 
country, the flotation of Mudarabas have 
provided an opportunity to the general public 
to invest in Mudaraba funds which operate 
essentially on Islamic Sharia principles. 

There has been a very enthusiastic 
response from the general public and we have 
seen the flotation of 44 Mudarabas up to June 
1993 with a total capitalisation of Rs6.96 
billion. 

The State Bank of Pakistan has established 
a separate depar tment called the 'NBFI 
Department' to regulate and monitor the 
operations of Mudarabas and other non-
banking financial institutions and has 
prescribed detailed rules and regulations in 
this regard. 

Participation Term Certificates (PTCs) 
The banking and financial institutions in 
Pakistan have evolved a new corporate 
security to replace interest-based debentures. 
It is named Participation Term Certificates or 
PTC. Participation Term Certificates are 
transferable corporate instruments based on 
the principles of profit-and-loss sharing and 
are in tended to replace debentures for 
medium- and long-term local currency loans 
for industrial and other financing. 

Instead of receiving interest, as in the case 
with debentures, the PTC-holders share the 
profit or loss of the companies involved. John 
Harrington of Seton Hall University, New-
Jersey, USA has suggested that PTCs could be 
used as vehicles to finance the construcUon of 
public buildings to be then leased to the 
government. Holders of PTCs would profit 
from rentals paid by the government and also 
from the gains if the properties were sold at 
higher prices. 

PTCs of this type would reduce the need 
for government debt, provide an attractive 
earnings asset to investors, and could be 
traded in the capital market. They would be 
eligible investments for banks, as are other 
PTCs. 

Salient Features of PTCs: 
a) The certificates are for a specified period, 

not exceeding ten years excluding the 
grace period; 

b) As PTC finance is provided for a specified 
period, it is secured by a legal mortgage 
on the fixed assets of a company and a 
floating charge on the current assets; 

c) For the purpose of allocation of profit to 
PTC holders, the investment ranks pari 
passu with equities and shares in profits on 
a basis to be determined by mutual 
agreement; 

d) The share of PTC-holders in the profit is 
deducted prior to the claims of 
shareholders in the profits of the company 
in any given year; 

e) The proceeds of the PTC are to be used 
exclusively for implementing the project, 
with the sponsors being required to give 



an undertaking to conduct the business 
with diligence and efficiency in 
accordance with sound engineering, 
financial and business practices, and on 
such other terms as may be agreed 
between the parties; 

f) An option may be given to the PTC-
holders to convert a certain portion of 
their outs tanding Participation Term 
Certificates into ordinary shares; 

g) A Rights option is given to the existing 
ordinary stockholders to subscribe to a 
fresh issue of PTCs. 

The Investment Corporation of Pakistan 
and PTCs 
The Investment Corporat ion of Pakistan 
(ICP), up to 1986, had entered into 
arrangements for project financing on a long 
term basis, against issues of PTCs, with various 
companies. The main points of such 
arrangements were as follows: 

a) PTCs are secured by a mortgage of all 
present and future movable and 
immovable propert ies of the related 
projects and carry a floating charge on 
their current assets. 

b) The PTCs are redeemable within a period 
of six to ten years in half-yearly 
instalments from the date of 
commencement of commercial 
production. 

c) In terms of investments in PTCs, the 
corporation is entitled to a discount at the 
rate of 12 per cent per annum from the 
date of disbursement to the date of 
commencement of commercial 
production for the new projects. 

Furthermore, after commencement of 
commercial production and for 
companies already in commercial 
production, the corporation participates 
in the profit of the company in the same 
proportion as the PTCs have with the 
aggregate of the amount of investment 
against PTCs, reserves and the paid-up 
capital of the company. 

However, in order to provide an 

incentive to the company for efficient 
management and good performance, the 
Corpoi^ation retains only such amount out 
of their share of the profit as to yield 17 
per cent of the face value of PTCs in any 
one accounting year If the profit shared 
by the corporation is paid by the company 
within 30 days of the close of its annual 
accounts, the company is entitled to a 
rebate at the rate of 2 per cent and the 
corporation retains an amount equivalent 
to 15 per cent of the face value of the 
PTCs out of their share of the profit in any 
one accounting year, 

d) If a company makes a loss, the corporation 
shares the loss in the same proportion as 
its respective PTCs have with the equity of 
the company. However, losses accruing in 
any one accounting year will first be 
adjusted against the existing reserves, if 
any. Further, in terms of the agreement, a 
company will issue convertible shares in 
favour of the corporation of the equivalent 
amount of the loss incurred. Such 
convertible shares will be entitled to a 
dividend at the same rate and in the same 
manner as is available to ordinary 
shareholders. 

Term Finance Certificates (TFC) 
TFCs are part of the non-participatory, 
redeemable capital based on buy-back and 
mark-up. It is the most criticised instrument 
of financing currently being used by the banks 
and DFLs in Pakistan. 

This mode has nei ther been 
recommended by the SBP nor has it any legal 
basis. It was introduced by a DFI in 1984-85 
and afterwards became a major mode of term 
finance in place of PTCs. 

The borrowing company sells the item 
that it had agreed to purchase as a 
consequence of a paper deal with the firm 
supplying the item, to the financing 
institution for a certain 'sale price' and then 
purchases back the same from the financing 
institution for a sum called the 'purchase 
price', which is paid in instalments in 
accordance with the redemption dates of the 



TFCs issued by the borrower company. 
If TFCs are not redeemed on the due 

date, the borrower is required to pay to the 
holder of such TFCs' an amount equivalent to 
20 per cent of the TFCs' face value. 

ICP and TFCs' (Long/ Medium-term) 
The corporation has made investments in 
term finance certificates issued by various 
companies. The salient features of this mode 
of investment are: 

a) This involves purchase from and resale of 
investment propert ies to companies 
financed by the ICP. 

b) T h e TFCs are secured by a 
mortgage/charge on all the present and 
future movable and immovable properties 
and a floating charge on the current assets 
of the project. In addition, the borrower 
commits himself to providing the 
corporation with such further securities 
and guarantees as it may from time to 
time, or at any time require. 

c) Under the agreement, the Corporation is 
entitled to a mark-up of 22 per cent per 
annum and, in the case of payment on the 
due date, the following rebates are 
allowed: loans sanctioned before 3 
October, 1988 - rebate rate of 7 per cent; 
loans sanctioned between 3 October to 16 
December, 1990 - rebate rate of 6 per 
cent; loans sanctioned from 16 December, 
1990 onwards - rebate rate of 5.575 per 
cent. 

d) The payment period generally ranges 
from twelve to sixteen equal half-yearly 
instalments starting after six months of 
the commencement of commercial 
operations. 

Foreign Exchange Certificates of 
Investment 
The Al-Faysal Investment Bank Ltd of 
Pakistan has introduced Foreign Exchange 
Certificates of Investment. T h e special 
features of this certificate are as follows: 

a) Higher returns than International Market. 

b) No Zakat, withholding or wealth tax. 
c) No restrictions on world-wide remittance. 
d) Financing facility in Pakistani Rupees is 

available against investment. 
e) Maturities ranging from three months to 

three years. 
f) Choice of investments in pounds sterling, 

yen, US dollars or Deutsch marks. 

Jordan 
T h e Islamic Development Bank (IDB) 
generally encourages its member countries to 
adopt Islamic techniques in the financing and 
development of projects. In response to this, 
the Hashemite Kingdom of Jo rdan 
promulgated the Muqarada Bonds Act in 
1981. The Jordan ian Ministry of Awkaf 
adopted this technique to finance a project to 
set up a commercial centre (commercial 
shops, offices, car parks, etc.). 

Salient Features 
Muqarada bonds, as the term denotes, are 
based on the conclusion of a lawful Muqarada 
(the Mudaraba) with provision of capital on 
the one hand and labour on the other and the 
shares of the profit are de termined 
beforehand as a definite proportion of the 
total. The main purpose underlying the 
issuance of Muqarada bonds is the financing 
of a given project with the object of executing 
the project, utilising it and making a profit. 

As an incentive to the subscriber to the 
Muqarada bonds. Article 10 of the Law 
stipulates that profits reahsed from investment 
in Muqarada bonds are not subject to income 
tax. The Government guarantees the 
principal amount of the bonds. Article 18 of 
the law also authorises dealing with Muqarada 
bonds on the Amman Stock Market according 
to its rules and regulations. It also permits the 
transfer of ownership of the bonds in 
accordance with these rules. 

Malaysia 
The Malaysian Government promulgated the 
Government Investment Act 1983 (Laws of 
Malaysia Act, 275). Under this Act, the 
Government has introduced investment 



certificates, which are Mudaraba bonds. The 
Government invests the funds generated by 
these certificates in profitable projects and 
distributes profit among the certificate-
holders annually. 

Government Investment Certificates 
(GICs) are issued under the concept of Qarz-
Al-Hasana, whereby the lender lends to the 
Government a principal sum of money and 
the Government may, at its discretion, give a 
return or dividend on this to the lender. 

The issuance of GICs is governed by the 
Government Investment Act 1983. Under this 
Act, the Government is allowed to borrow up 
to RM 3.0 billion to finance its deficit through 
the issuance of GICs. At present, the total 
outstanding issue of GICs is RM 4.8 billion 
and it comprises 6.5 per cent of the total 
Government domestic debt. 

The dividend rate declared by the 
Government (if any) will be paid to the 
holders of GICs on an annual basis on every 
anniversary date or on the maturity date (i.e. 
in cases where the tenure of the issue is one 
year) The dividend rate is determined by the 
Dividend Committee, which comprises 
representatives from the Treasury Office, the 
Bank Negara Malaysia, the Economic 
Planning Unit and the Islamic Centre. 

The factors that are normally taken into 
consideration in deciding the dividend rate 
are the countiy's economic performance, the 
inflation rate and the equivalent return on 
other Government instruments, etc. 

Government Investment Certificates are 
qualified securities for the purpose of 
complying with the liquid assets requirement 
to be maintained by financial institutions. 
With regard to this, the Bank Negara provides 
the discount window facility for financial 
institutions to buy or sell GICs with Bank 
Negara. The trading of the Government 
Investment Certificate will be based on the 
Expected Dividend Rate and the formula for 
the price computation is as follows: 

Price = 
( ( a X b ) + I X 100)/ 36500 
where a = Expected Dividend Rate and b 

= Number of days from the issue date or last 
dividend date to the value date of the 
transaction. 

For example: if the Expected Dividend 
Rate of a 1 year GIC is 6 per cent per annum 
and the issue date of this GIC was on 30 June, 
1994 and it was transacted on 2 December, 
1994, the price will be computed as follows: 

Price = 
((6 X 155) + 1 X 100)/ 36500 
= 102.55 

If the investor purchased a GIC of RM I 
million, the amount of the proceeds to be 
settled would be RM 1,025,500.00. 

Note: that the Expected Dividend Rate is 
reviewed on a monthly basis. 

Government Investment Certificates are 
used by the Government to finance its deficit 
as an alternative to the issuance of Malaysian 
Government Securities (which are interest-
bearing instruments) and Malaysian Treasury 
Bills. 

At present GICs are playing an important 
role in developing the Islamic Banking 
Scheme of Malaysia, whereby Islamic 
Financial Institutions will be able to park their 
cash surpluses and enhance their return on 
their investments. 

Iran 
Around September 1994, the Tehran 
Municipality, Iran, issued a bond named 
'Participation Bond' , in accordance with 
Islamic principles, for f inancing the 
reconstruction of the Navab Highway. The 
essential features of the bond are as follows: 

a) Participation Bonds are issued in 
accordance with Islamic Principles and on 
the basis of investment in economic 
projects with a positive rate of return. The 
return is divided between the investors 
and the issuer of the bonds, who is also 
responsible for the completion of the 
project. 

b) Participation Bonds can be issued by both 
the public and the private sectors. 



c) In each case, there is an underwriter who 
accepts the flotation of the bonds and 
purchases those bonds not purchased by 
the general public. 

d) For each case, the issuer should guarantee 
a minimum amount of profit from the 
related project. Profits over and above the 
guaranteed level are distributed after the 
completion of the project. If the projected 
minimum profit is not realised, the entire 
responsibility for the provision of funds 
for the payment of the guaranteed return 
falls on the issuer. 

e) The bonds are issued for the purpose of 
financing a specific project and cannot be 
used otherwise. 

f) The bonds are issued together with special 
coupons for the collection of returns. The 
due dates of such coupons are specified at 
the time of the issue. 

g) Such bonds are issued without a holder's 
name and on a bearer basis. 

h) The bonds are negotiable and can be 
transacted through the Tehran Stock 
Exchange. 

i) In the case of Participation Bonds issued 
by the Tehran Municipality, the specific 
details are as follows: 

1 The maximum amount to be issued is Rls 
250 billion in four consecutive series. 

2 Bank Melli is the underwriter and, hence, 
the agent responsible for floating this 
bond. 

3 All bonds issued during the first round 
were sold at the time of issue. So far there 
have been no secondary dealings on the 
Tehran Stock Exchange. 

4 As the profits are paid through coupons, 
the face value is identical to the 
redemption value. 

5 The expected rate of return on the project 
is checked by the authorities of Bank 
MelH. The auditor has approved a rate of 
profit of around 25 per cent. 

6 The Municipality has signed a contract 
with Bank Melli authorising the bank to 
pay a minimum guarantee interest of 20 
per cent. 

Bahrain 
The Islamic Investment Company of the Gulf 
(IICG) (a member of the Dar Al-Maal Al-
Islami Group), that is the first Islamic 
Investment Company in the world, has 
introduced many Mudaraba instruments. In 
the financial mechanism, the IICG acts as the 
Mudarib, i.e. the managing trustee, on behalf 
of the investors and accordingly, invests in 
Riba-free profitable projects in a bid to share 
the accruing profits as per the ratios agreed 
upon in the Mudaraba contract. 

The Mudarabas introduced by the IICG 
can be grouped as follows: 

a) Current Investment Accounts: 
1. The Fourth Islamic Mudaraba for 
Current Investment: 
The subscription in this Mudaraba is effective 
from the date of receiving the investment 
fund, through buying the Mudaraba portions 
according to their posted value. 

The Mudaraba funds are operated and 
managed in weekly cycles governed by a 
computerised system to compute expenses 
and allocate profits. 

The investment participant may redeem 
all or part of his/her funds within a week of 
submitting an application for a refund. 

Profits are distributed on a weekly basis: 
90 per cent to the investors (equity owners)) 
and 10 per cent to the Mudarib (managing 
trustee), namely, the Islamic Investment 
Company of the Gulf (IICG). 

2. The Islamic Mudaraba for Current 
Investment (Bahrain): 
Through buying the Mudaraba port ion 
according to its posted value at the date of 
receiving investment funds. 

The Mudaraba funds are operated and 
managed in a weekly cycle governed by a 
computerised system to compute expenses 
and allocate profits. 

The proceeds of the profit are distributed, 
on a weekly basis; 75 per cent to the investors 
and 25 per cent to the company. 

A subscription to this Mudaraba is free 
from any issuance fee. 



The investor may redeem all or part of 
his/her equity within a week of submitting a 
request to this effect. 

b) Investment Accounts on Fixed Terms: 
1. The Islamic Mudaraba for Financial 
Institutions/Individuals 

This Mudaraba allows the distribution of 
profits on a monthly or quarterly basis to 
investors in addition to offering them the 
following benefits and privileges: 

Short-term investment opportunities for 
financial institutions and businessmen. 

The profits at the maturity of each period 
(monthly or quarterly) are distributed as 
follows: 
i) 4/5 (four-fifths) to the participants in this 

Mudaraba 
ii) 1/5 (one-fifth) to the company which is 

entrusted with managing the assets 

The Mudaraba contract allows for opening 
L/Cs and L/Gs against regular fees while the 
investors continue to be eligible for profits. 

The part icipant may redeem his/her 
funds, in whole or in part, by submitting a 
written demand to any of the company's 
offices upon the expiry of the maturity of the 
Mudaraba contract (monthly or quarterly). 
His/her money will be repaid to him/her 
within three days from the beginning of the 
next valuation data. 

2. The Islamic Mudaraba for Private 
Investment 
The investor (Rab Al-Maal) in this Mudaraba 
delegates the Islamic Investment Company of 
the Gulf to invest his/her funds according to 
the provisions of the Sharia, and under the 
supervision of the Religious Supervisory 
Board, and as per his/her investment 
instructions regarding risk-taking (low, 
medium or high risk). 

The duration of the investment may be 
one, three or six months or one year. Pursuant 
to the investor's desire, the IICG manages 
every individual account independently to the 
best advantage of the investor. 

Profit is distributed in the following 

manner: the investor and company receive 80 
per cent & 20 per cent respectively for low risk 
transactions; 75 per cent & 25 per cent for 
medium risk; and 70 per cent & 30 per cent 
for high risk. 

3. The New Islamic Mudaraba for Private 
Investment Portfolios 
This Mudaraba is a partnership between the 
Mudarib (IICG) and the Mudaraba certificate-
holders (Rab Al-Maal). The minimum 
investment is one million US dollars or the 
equivalent in other currencies. The Mudaraba 
funds are invested according to the Islamic 
Sharia provisions. 

The investor may specify his/her funds to 
be invested in low or medium risk Islamic 
investments. 

The part icipant can withdraw by 
submitting a written request to the Mudarib, 
not less than seven working days from the 
Mudaraba's maturity date. Profit is distributed 
as follows: 

i) Investment with Low Risk: 
See figure 1 
Figure 1 
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Three months: 

Six months: 

One year: 

75% Rab Al-Maal 
25% Mudarib 
80% Rab Al-Maal 
20% Mudarib 
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15% Mudarib 
90% Rab Al-Maal 
10% Mudarib 

ii) Investment with Medium Risk: 
See figure 2 
Figure 2 
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4. The Islamic Mudaraba Renewable 
Investment 
The object of this Mudaraba contract is to 
provide the opportunity for the collective 
investment of the funds of the participants in 
this Mudaraba within the framework of the 
principles of the Islamic Sharia. 

The funds of this Mudaraba are invested 
in ail areas permissible under the Islamic 
Sharia and according to the Mudaraba 
contract. The investments begin seven days 
after receiving the subscribed funds. 

The minimum amount of the subscription 
is US$70,000 or its equivalent for a one 
month to three months investment period and 
a minimum of US$50,000 or its equivalent for 
a six-months to one-year investment period. 

The investor may redeem the value of 
his/her certificates, including profits, if any, on 
the third business day following the end of the 
maturity date. 

5. The Real Estate Investment Mudaraba 
The object of this Mudaraba is collective 
investment in real estate properties, on a pan-
Islamic and international basis, in Muslim and 
other countries. The minimum amount is US 
$25,000 or other equivalent currency. The 
part icipant may redeem Mudaraba units 
owned for at least twenty-four months in 
whole or in any part from liquid assets. Profit 
is distributed as follows: 70 per cent for the 
participants; 30 per cent for the manager 
(IICG). 

c) Investme it Accounts (Current 8c Term 
Investmenti,): 
1. The Seventh Islamic Mudaraba for 
Investment, Savings and Takafol (Islamic 
alternative to insurance) 
This Mudaraba is the Islamic alternative to 
conventional life insurance, which is not 
acceptable to the Islamic Sharia as it involves 
Riba (usury), Gharar (uncertainty) and 
gambling. 

This Mudaraba offers the subscribers the 
benefit of investing and, at the same time, 
saving their instalments together with the 
accumulated profits. It also has another 

privilege, which is Takafol, in that part of the 
accrued profits of the subscribers may be 
designated by them in favour of the family of 
any participant who may die during the time 
of his her participation. 

Eligibility for this Mudaraba is restricted 
to Muslims, males or females, who belong to 
the age group 20 to 56 years. A male is 
entitled to buy a maximum of four certificates 
while a female is entitled to buy only two. 

The participant pays an annual instalment 
on the value of the certificate, plus 3 per cent 
issuance fee. The total value of the certificate 
is sub-divided by the number of years that 
remain before the participant reaches the age 
of sixty, rounding up the amount to the 
nearest figure. 

A schedule showing the age and number 
of premiums and the value of the annual 
premium and the acceptable currencies is 
jointly worked out to serve the purpose. The 
participant accordingly continues to pay the 
premiums until he/she reaches the age of 60. 

The participant is eligible to withdraw, but 
not before the termination of the second year 
of his/her membership; only then shall the 
Company pay him back 95 per cent of the 
amount due (instalments & profit). 

The participant enjoys the privilege of 
Takafol upon completion of his/her first year 
of membership, provided that he/she is 
regularly paying his/her premiums. In case of 
his/her death, the company shall reimburse 
the legal and authorised heirs all paid up 
premiums and their due profits, plus the 
premiums the deceased would have paid until 
the age of 60 in Takaful from the profits of the 
other participants. 

A set of legal conditions is incorporated in 
the Mudaraba contract by virtue of which the 
participant is deprived of the privilege of 
Takaful if he/she fails to abide by them. 

If the participant continues to pay all the 
instalments due until he/she reaches the age 
of 60, he/she is entitled to recover them all, 
plus the accumulated profits. 

Investment dividend is shared at the ratio 
of I/IO to the company and 9/10 to the 
participants. 



2. The Development Mudaraba for Egypt 
The objectives and main features of the 
Development Mudaraba for Egypt are as 
follows: 

Contributing to the per formance of 
economic and social development by investing 
in the fields of agriculture and industrial and 
commercial enterprises. 

Providing the opportunity for collective 
investment of the funds of the participants in 
this Mudaraba within the framework of the 
principles of the Islamic Sharia. 

Benefiting by the economic circumstances 
and the expected growth rates. 

i) Profits shall be distributed as follows: 
Owner of the M Certificates 70 per cent, 
Mudarib 30 per cent. 

ii) The investor may redeem the funds 
owned by him upon written request to the 
manager not less than seven working days 
before the date the funds are required by 
the investors. The maximum amount may 
be redeemed after two years. 

iii) The participant undertakes to pay, 
personally and from his own funds, every 
year, the Zakat due on the Mudaraba 
together with the Zakat due on his other 
assets, according to the Sharia. 

Islamic Development Bank (IDB) Unit 
Investment Fund 
The IDB Unit Investment Fund was launched 
in December, 1989 and marked the beginning 
of the implementation of a major bank policy. 

This policy was designed to generate 
additional resources for the bank on a basis 
compatible with the Sharia. The fund is a US 
dollar-dominated investment fund to be 
managed by the IDB in accordance with the 
Islamic concept of Mudaraba, with the IDB 
undertaking the role of Mudarib. 

The Fund will invest in a range of viable 
ventures in IDB member countries. Until such 
time as the issue of investment in equities is 
financially resolved by the Islamic Fiqh 
Academy of the OIC, all the investments of 
the fund are being made in lease and 
instalment-scale financing, with the bulk of 

the investments being concentrated in lease 
financing. 

T h e IDB Unit Investment Fund is 
expected to facilitate the bank's efforts to 
mobilise resources by purchasing some of its 
medium and long-term investments, thus 
providing the bank with resources to reinvest 
in other ventures. 

Switzerland 
A prominent member of the Dar Al-Maal Al-
Islami Group, Faisal Finance (Switzerland) SA 
has issued Islamic securities as one of the 
instruments in its financial packages. 

It is evident from the above that though it 
was little, the Muslim theoreticians and 
practitioners have helped to develop these 
instruments. They have proved to be effective 
instruments for investment-related financing. 
To meet the changing environment of 
financial markets, some Muslim economists 
have suggested the devising of new types of 
financial instruments. Dr M A Hannan of IDB 
has suggested 10 broad variables for new 
financial instruments, such as: 

1 Loan Certificates 
2 Index Linked loan Certificates 
3 Islamic Commercial Paper 
4 Integrated Investment Bonds 
5 Profit-Sharing Certificates 
6 Expected Rate of Dividend Certificates 
7 Rent-Sharing Certificates 
8 Firm-Commitment Certificates 
9 Zakat Certificates 
10 Human Capital Certificates 

Another economist of IDB, Mohammad El-
Hennawi, has suggested two types of 
certificates, which will provide stability of 
resources to the Islamic banks and enhance 
their development role. The suggested 
instruments are: 

Islamic Certificate of Deposit (ICD) and 
Islamic Investment Certificates (assigned to a 
particular project or a group of projects). 

The Islamic Research and Training 
Institute (IRTI) of IDB is also continuing its 
efforts to develop new types of financial 



instruments, compatible with the Sharia, 
which would enable it to increase its own 
resources in order to meet the growing needs 
of its member countries for financing. 

To this end, the IRTI in 1991 announced 
its willingness to provide financial assistance 
to Muslim economists and researchers to write 
research papers on the development of 
appropriate Islamic financial instruments for 
foreign resource mobilisation. 

The suggested Islamic financial 
instruments are: Net Income-Sharing 
Instruments; Gross Income-Sharing 
Instruments; Sale based Instruments; 
Commodity-linked Bonds; Indexed Bonds; 
and Equity Bonds. 

Conclusion 
In conclusion, it may be said that considering 
the important role of financial instruments in 
the mobilisation of financial resources, 
scholars and bankers will have to work in 
tandem, with vision, courage, imagination 
and, above all, absolute conviction and 
commitment to the cause of Islam, to examine 
the future prospects and possibilities of 
diversifying and widening the scope, volume 
and size of Islamic financial instruments. 



Islamic Banking and its Mode of Investments 

N A S S I R U D D I N A H M E D 

Islam is not just a religion but a complete, 
comprehensive and exhaustive worldview 
providing exact answers to all the questions 
and queries of mank ind - spiritual and 
practical. The primary sources of knowledge, 
concept and guidelines are the Qur 'an and 
Sunnah. The scholars of Islamic law have 
worked in the light of Sharia to develop 
guidelines and a legal f ramework for a 
modern Islamic economy. 

It is commonly known that Islam has 
strictly prohibited interest. It restricts both the 
giving and charging of interest. The Arabic 
word in Qur 'an for interest is Riba, which also 
includes usury. 

The Islamic Fiqh Academy, established by 
the Organisation of Islamic Conference (OIC) 
in its second session in 1985, declared that: 
"any increase or profit on a loan which has 
matured, in return for an extension of the 
maturity date, in case the borrower is unable 
to pay, and any increase or profit on the loan 
at the inception of the loan agreement, are 
both forms of usury/Riba which is prohibited 
under the Sharia." 

T h e definition of an Islamic bank as 
approved by the OIC is: "a financial institution 
whose status, rules and procedures expressly 
state its commitment to the principle of 
Islamic Sharia and to the banning of the 
receipt and payment of interest on any of its 
operations". 

Islamic Banking may be t e rmed as 

Partnership/Profit and Loss sharing Banking, 
and is an economic and financial system that 
is based upon the economic and social order 
of Islam. Islamic banks are banking 
institutions that extend all types of modern 
banking services within an Islamic framework. 

From the definition given above, it is clear 
that an Islamic bank is not only a financial 
intermediary, it involves direct participation 
in business on the principles of sharing profit 
and loss in order to ensure social equity and 
justice. 

Islamic Banks, like other banks, are in the 
business of the management of money. They 
p e r f o r m a socially useful funct ion in 
transferring financial resources from surplus 
units to deficit units. That is why Islamic banks 
are t e rmed financial intermediar ies . 
Conventional banks perform these functions 
on the basis of interest/usury; but Islamic 
banks carry out the same funct ions by 
developing a new relationship with the clients 
without Riba. 

Islamic banking did not start at the 
national level. At the beginning, almost all 
Islamic banks started individually or under 
joint entrepreneurship, during the second 
half of the seventies. These individual banks 
had to operate within the fiscal policy of the 
respective countr ies and had to face 
competition with the interest-based banks, 
which were well organised and equipped. 

The re are Muslim countries where 



interest-free Islamic banking and the interest-
based Western system of banking, are both 
functioning side by side. 

During the last twenty years a good 
number of Islamic financial institutions have 
been established in Muslim and non-Muslim 
countries, these financial institutions include 
Islamic banks. Islamic investment companies 
and Islamic insurance and reinsurance 
companies. 

Islamic banking at the national level was 
started in the early eighties in Pakistan 
followed by Iran and Sudan. At the moment, 
more than 267 Islamic Banks, financial 
institutions and insurance and re-insurance 
companies are funct ioning in different 
countries of the world. 

Islamic Modes of Investment 
Islamic banks collect money from the 
depositors on the basis of Mudaraba and 
invest the same in different 
projects/business/trading under different 
investment techniques using the funds under 
triple Mudaraba. The triple Mudaraba 
involves a multitude of investors (depositors) 
who in turn pool this capital and entrust it to 
another Mudarib or to a mult i tude of 
Mudaribs. This is the main feature of triple 
Mudaraba. 

Other types of Islamic investments are as 
follows: 

a) Murabaha (sale on profit mark-up) 
Murabaha is one of the most widely used 
modes of finance under taken by Islamic 
banks. About 70 to 80 percent of the financial 
operations of most of the Islamic banks 
belong to this category. It is suitable for 
investment for financing industry, agriculture, 
trade or any other sectors. It enables the 
client/investor to obtain finished goods, raw 
materials, machinery or equipment from the 
local market or through import by opening 
letters of credit unde r Murabaha 
(Commercial). 

Murabaha is a kind of sale transaction. 
Under this system of investment, a sale 
transaction takes place between client and 

bank. The client requests the bank to purchase 
certain goods with a price confirmed by the 
client from a supplier/seller The bank itself or 
through an agent (may be client himself) 
collects all the information about the nature 
and specification of the goods, the price, 
terms of delivery etc. 

Murabaha is also a double sale and buy. 
Under this technique, the bank buys the 
goods upon the client's request then sells the 
goods to him. The goods are purchased by the 
customer, from the bank, within a fixed period 
of time or by instalment with a price that 
includes cost of goods plus mark-up profit. 
The profit mark-up as fixed before the deal 
and cannot be increased even if the client does 
not take delivery within the scheduled time. 

When Murabaha sale is made on deferred 
payment basis, this is called Murabaha-bi-
Muajjal. Under this sale, the bank sells the 
commodity to the client on the basis of 
deferred payment against an agreed price, 
which includes the price and markup profit. 

Murabaha sale is also one kind of absolute 
sale, which is divided into four kinds in 
respect of price (i) Bargain Sale; (ii) Tawlia 
Sale; (iii) Discount Sale and (iv) Murabaha 
Sale, the salient features of which are given 
below: 

(i) Bargain Sale: Selling of commodity at a 
price already agreed upon irrespective of 
its purchased price. 

(ii) Tawlia Sale (respective sale): Selling the 
commodity at purchased price without any 
addition or discount. 

(iii) Discount Sale: Selling the commodity at a 
purchased price allowing certain discount. 

(iv) Murabaha Sale: Selling a commodity at a 
purchased price plus certain profit as 
agreed upon. This profit margin may be 
determined on a percentage of the 
purchased price or a lump-sum agreed to. 

T h e last three sales are called "Amana 
(honesty) Sales". 
Murabaha Sale is of two kinds: 
I Ordinary Murabaha: In this sale two 

parties are involved - the seller and the 



buyer. Seller as an ordinary trader buys 
the commodity, and displays the same for 
Murabaha sale at an agreed price and 
profit without depending on any prior 
commitment of purchase from anybody. 

2 Murabaha Sale with promise: Under this 
sale three parties are involved the seller, 
the buyer and the bank as an intermediary 
trader between the buyer and the seller. In 
this sale the bank does not purchase the 
goods on behalf of the seller unless buyer 
gives prior promise to purchase the same. 

Due to successful operat ion of Islamic 
banking, particularly using the fund in a 
profitable way through Murabaha finance 
techniques, conventional banks of Western 
and European countries have started taking 
advantage of Islamic financing techniques by 
opening an "Islamic Window". 

b) Bai Muajjal (Sale on deferred payment 
basis) 
It is a contract of credit sale under which the 
price of the item involved is payable on or 
before a specified future date either in lump 
sum or in instalments, wherein the client 
desires to purchase raw materials, finished 
goods, spares, machinery equipment or any 
other goods. 

Under this system, the client requests the 
bank to purchase the items and sell it to him 
at a price with profit. The ownership 
including possession of the sold goods is 
transferred to the client. This system is widely 
used in Pakistan and Bangladesh. Although 
this mode of financing is permissible under 
the Sharia as a very special case; it should not 
be used indiscriminately since the fixed mark-
up profit attached to it is nearer to interest. 

Salient Features of Bai-Muajjal Deal 
1 The bank is under obligation to advise the 

cost of goods/items and profit margin 
separately to the client. 

2 Sale price of the goods is payable by the 
client at a certain future date, in lump sum 
or in instalments. 

3 The deal, being a credit sale, ownership 

and possession of the sold items is 
transferred to the client by the bank prior 
to receipt of sale price. 

4 There should be three distinctly separate 
parties involved in the sale agreement: (a) 
the bank, (b) the client and (c) the 
supplier of goods. 

5 Once the agreement is made then bank 
will not share in any loss or re-fix the sale-
price of commodity at a lower rate, nor 
can it add any profit when the client earns 
a higher rate of profit, due to the increase 
of the price of goods in the market. 

6 The Bank cannot charge a penalty or 
similar fee from the client, if the client 
pays later than the date mentioned in the 
agreement. However, if the client defaults, 
the bank can sell the concerned 
hypothecated items to a third party by 
giving prior notice to the client and 
adjusting the bank's investment. In such a 
case, the bank will also fall back upon the 
collateral securities given by the client. 

To be in conformity with Sharia, it is necessary 
that the sale item should come into the 
possession of the bank before being handed 
over to the client (Third Party), however, it 
would be sufficient for this purpose if the 
supplier bank hands it over to any person 
authorised by the bank on its behalf, including 
the person who has purchased the item in 
question. Although, it would not be advisable 
to use it widely or indiscriminately, in view of 
the danger attached to it of opening a back 
door for dealing in interest. 

c) Mudaraba (the hiring of capital) 
Mudaraba is also called Qirad or Muqarada. 
These terms are interchangeable without any 
essential difference in meaning. T h e 
divergence in terminology was in fact due to 
geographical factors. The terms Qirad and 
Muqarada were used and originated in 
Arabian countries while the Mudaraba term 
was originated in Iraq. 

Mudaraba is one of the most well known 
investments permissible under Islamic Sharia 
and widely used by all countries where Islamic 



system of banking is functioning. Mudaraba 
finance combines financial experience with 
business experience. 

Mudaraba is a contract in profit-sharing 
where one party provides capital and the 
other labour. Under this system, banks 
provide the capital, clients provide the 
expertise, and the profit is shared according to 
an agreed ratio. In case of loss, the bank bears 
the financial risk and the Mudarib looses only 
his labour and his expected share of profit. 

Characteristics of Mudaraba 
1 Mudaraba is generally limited to self-

liquidating transactions. 
2 The assets of Mudaraba should be easily 

recognisable and must be realised and 
liquidated so that the proceeds can be 
easily distributed between the partners at 
the termination of operations, completion 
of deal, or the achievement of the 
Mudaraba objectives. 

3 If the par tners want to renew the 
Mudaraba, a new contract must be 
negotiated, but only after the old one has 
been terminated and the rights and 
liabilities of the parties concerned have 
been recognised and settled. 

4 Mudaraba is generally limited to trading 
activities. 

5 The entrepreneur has no right to mix the 
Mudaraba funds with his own funds, 
unless he was permitted to do so by the 
bank. 

6 Before liquidation and distribution of 
profits, the Mudarib possesses an 
uncontested right not only to his share in 
profits but also to any gains or 
appreciation in the value of output or 
assets of the joint-venture that might 
occur during the life of the Mudaraba 
contract. 

7 The Mudaraba accounts must be recorded 
properly and the books of accounts should 
be audited. 

d) Musharaka (Partnership profit sharing) 
This mode of finance is represented by two or 
more fmancers, which establish a new project 

or participate in an established one, and all 
partners are entitled to share the total profits 
of the venture according to a ratio as mutually 
agreed upon, allowing for managerial skills to 
be remunerated. However the losses are 
shared exactly in propor t ion to capital 
proportion, and parties have the right to 
participate in the management of the project 
and at the same time they may also waive this 
right in favour of any specific partner. 

There are two main types of Musharaka 
contracts: (i) constant (permanent) and (ii) 
decreasing (diminishing) participation. 

In the first case, the bank participates in 
the equity and receives a share of profit on 
pro-rata basis annually, and period of 
termination of the contract is not specified. So 
the contract may continue as long as the 
parties concerned agree to it. 

The diminishing par tnership of 
Musharaka is getting more popular in Islamic 
banks than permanent Musharaka because of 
its potential. In permanent Musharaka, funds 
are committed for a long period, but this is 
not so in the case of diminishing Musharaka. 

Decreasing Musharaka allows equity 
participation in the first place and shared 
profit on pro-rata basis. This system also 
provides further payment of money over and 
above the bank's share in the profit as a 
repayment of the part of equity held by the 
bank. In this manner, the equity held by the 
bank is reduced progressively with the passage 
of time. After the lapse of a certain period of 
time, the bank will have zero equity and will 
cease to be a partner. 

Characteristics of Musharaka Financing 
1 The bank is not guaranteed a fixed return 

on its participation. 
2 Bank's benefits in financing fixed assets or 

working capital or both lie in the profit-
sharing scheme between the bank and the 
venture. 

3 Profits are shared pro-rate with equity and 
are calculated for this purpose, after 
allowing for management fees and before 
depreciation and provisions, as non-cash 
items. 



e) Salam Sale (Bai-Salam) 
Salam is a sale of a commodity whose delivery 
will take place on a future date for a cash 
price, which means, it is a sale of a deferred 
commodity against a present price. T h e 
purchase of a deferred commodity for a 
present price is called a Salam of a Forward 
Trade Transaction. 

Under this transaction the cost of the 
commodity is advanced in cash to the seller 
who agrees to deliver the commodity on a 
definite due date. T h e 'deferred ' is the 
commodity sold and described and the 
'immediate' is the price. 

The Salam sale serves the interest of both 
the parties: 

1 The Seller gets in advance the money he 
wants in exchange of his commitment to 
deliver the commodity at a definite future 
date. From the Salam sale, the seller gets 
benefit by covering his financial needs, 
which may be the expenses for productive 
activity, personal expenses or family 
expenses. 

2 The Purchaser, and here it is the 
purchasing bank, gets the commodity it is 
p lanning to trade on in the time it 
decides. Because, when a Salam contract is 
effected, the commodity in question is 
called a "debt" on the seller who has to 
meet his obligation. T h e bank also 
benefits from the cheap prices. Usually 
Salam sale is cheaper than cash sale. This 
way the bank remains in secured position 
against the fluctuations of prices. 

T h e bank can sell in parallel, Salam 
commodity in the same kind as it has 
previously purchased on first Salam without 
making one contract depend on the other. 
The bank has also the option of waiting to 
receive the commodity and then sell it for cash 
or deferred payment. 

f) Istisna Sale (Bai Istisna) 
The majority of the jurists consider Istisna as 
one of the divisions of Salam, therefore, it 
should be treated under the definition of 

Salam. But the Hanafi School Fiqh declares 
Istisna an independent and separate contract. 
The jurists of the Hanafi School have given 
various definitions to Istisna, some of which 
are: 

"It is a contract with a manufacturer to 
make something," and "it is a contract on a 
commodity or liability with the stipulation of 
work". 

Under this contract the first party agrees 
to construct/manufacture a particular product, 
and deliver it to second party against a 
predetermined price. The price may not be 
required to be paid in advance. It may be paid 
in instalments, or can even be deferred until 
the desired product is delivered. 

Following are the main features of Istisna 
contract: 

1 Istisna contract is a sale contract. It is a 
contract of promise to deliver the finished 
goods. 

2 The subject matter of the contract is the 
commodity ordered by the buyer to be 
manufactured and not the work or services 
of an artisan or manufacturer. Thus it is 
different from the hire-contract. 

3 The subject matter of the contract is 
deemed to be non-existent in the market 
at the time of contracting and the purpose 
of the contract is to manufacture a product 
and bring it into existence. 

4 The product to be manufactured should 
be duly described in the contract in a clear 
manner 

5 The realm of this contract is goods that 
are subject to manufacturing, it does not 
include any natural goods like fruits, 
cereals, sugar, milk etc. 

6 No advance payment of money is 
required. 

7 T h e contract of Istisna once signed 
becomes irrevocable. If the manufactured 
product does not conform with the 
description in the contract, the buyer has 
the option to accept or reject it. 

8 The delivery time is not fixed under this 
contract, otherwise this a r rangement 



would come under the purview of a Salam 
contract. 

9 In Istisna, the material is arranged by the 
workman himself. 

g) Leasing (Ijara) 
In Arabic Leasing (Ijara) is defined as a 
contract between a leasing company (called 
"the Lessor") of the one part and the user of 
the equipment - asset (called "the Lessee") of 
the other part, whereby the lessee/loanee 
agrees to pay the Lessor an agreed amount of 
money as rentals over a specified period of 
time in consideration for the use of capital 
equipment owned by the Lessor. 

The Lessor retains ownership of the 
equipment, and seeks to recover the capital 
cost of the equipment plus a profit margin out 
of the Lease rentals payable during the period 
of the Lease. 

There are two types of Leases under this 
system of investment: (1) Operational Lease; 
and (2) Lease purchase. 

1. Operational Lease 
Under this system of finance. Islamic banks 
hold a number of various assets to respond to 
the needs of different customers. These assets 
have usually high degree of marketability. The 
bank rents these assets to its clients who want 
to utilise the same for a term to be agreed 
upon on payment of rental. After expiry of the 
lease period, the assets are returned to the 
bank. The bank then looks for a new lessee. 

The distinguishing feature of this mode of 
finance is that the assets remain the property 
of the Islamic bank to put them up for rent 
every time the lease period expires so as not to 
remain unutilised for long periods of time. 

Under this mode of finance the bank 
bears the risk of recession or diminishing 
demand for these assets. 

2. Lease Purchase 
The lease purchase or lease out that ends with 
possession, is a new technique of investment 
innovated by Islamic banks. Under this 
system, the bank does not hold the asset; but 
purchases the asset as a response to request 

from a customer to own the assets through a 
lease that ends with possession. 

Therefore, the asset will not remain as the 
property of the bank at the end of the lease 
period as is the case in the operation leases. As 
soon as the purchase amount of house-hold 
goods along with rental is paid off within the 
lease period, the ownership of the lease-hold 
item transfers to the lessee automatically as 
per contract. 

h) Buy-Back (Bai bil-Wafa) 
This is an Islamic mode of purchase and sale. 
Under this system clients sell some goods to 
banks and immediately buy-back the same at a 
higher price with mark-up profit and payable 
at a future date. Buy-Back arrangement is a 
sale agreement between the Bank and the 
customer for the purchase of certain goods by 
the bank, from a third party at customers' 
request to sell the same to him with a mark-up 
profit to be paid after an agreed period of 
time. 

The salient features of the law of buy-back 
are: 

1 The seller, by returning the original price, 
can demand back the thing sold, and the 
buyer, by returning the thing sold, can 
demand back the price paid by him. 

2 Neither the seller nor the purchaser can 
sell to a third party a thing sold on the 
condition of buy back . 

3 If a condition is made that some of the 
benefit derived from the thing sold shall 
be for the benefi t of the buyer, the 
condition will be honoured. 

4 Until a buyer who has made a purchase 
under this arrangement has received what 
he has to receive, the other creditors of the 
seller cannot interfere with the property. 

i) Hire Purchase 
It is a contract under which the bank invests in 
equipment, machinery, building, transport, or 
other durable article for the client against an 
agreed rental, together with an undertaking 
from the client to make full payment of price 
to the Bank, either in lump sum or by 



periodical instalments, for the purpose of 
eventual purchase of the concerned rented 
article. 

Important Features: 
The Bank retains ownership of the asset and is 
entitled to receive agreed rental until full 
payment of purchase price is made. 

Possession of asset is passed on to the 
client for his exclusive use. In case of 
investment in transport sector, the vehicle is 
registered in the joint name of the bank and 
the client; the Bank as the owner and the 
client as the hirer. 

In case of Hire Purchase, the hirer 
acquires ownership of the asset on full 
payment of agreed value, but in case of leasing 
Operations, ownership of asset is not 
transferred to the lessee. 

j) Qarz-Al-Hasana (Benevolent Loan) 
Funds advanced by Islamic bank under Qarz-
AI-Hasana are for humanitarian and welfare 
purposes. However, practice differs in this 
respect. Some Islamic banks provide Qarz-Al-
Hasana (interest free loan) to the holder of 
investment accounts of the bank on 
compassionate grounds. Other banks also 
extend this loan to needy students and other 
economically weak sections of society. 

These interest-free loans are also given to 
small producers, marginal groups of farmers 
and entrepreneurs who are not qualified to get 
loans from other sources. However, these 
loans are repayable as and when the borrower 
is able to pay without any profit. 

k) Jualah 
Jualah means a transaction based on 
commission basis. The concept of Jualah is 
similar to Istisna. In Istisna the seller provides 
a physical commodity; but in Jualah the seller 
provides a service. In a Jualah contract, a 
seller will offer a definite service to be 
provided as agreed upon whereas the buyer 
will pay a definite price for this service. 

1) Muzarah 
T I n H p r fViis r n n t r n r f b a n k s : a r p a l l o w p r l t o Vianrl 

over to farmers land which they own or which 
is otherwise in their possession. The plot of 
land has to be completely specified in the 
contract and must be given for a specified 
period. The output from the land is shared by 
the bank and farmers in an agreed 
proportion. 

m) Musaqah 
Under this contract, Islamic banks provide 
farmers with orchards, gardens or trees, which 
they own or are otherwise in their possession. 
The harvest of the orchard or garden is 
divided among the contracted parties (bank 
and farmer) in a specified rado. 

In this paper, an attempt has been made 
to describe in detail the Islamic financing 
techniques used by Islamic financial 
institutions in different countries. 

It may be mentioned here that Islamic 
banking is far more interesting and complex 
than conventional banking as far as financing 
techniques are concerned. However, it should 
be kept in mind that the dynamics of 
contemporary Islamic banking change at a 
fast rate under market demand, hence the 
financing techniques used by Islamic banks 
are also going through a significant change. 



Leasing in Islam 

A F Z A L E L A H I 

T h e leasing industry today, is worth over a 
trillion dollars in the West alone. 

T h e market for equipment leasing, in the 
developed countries, has grown to in excess of 
$100 billion annually. This p h e n o m e n a l 
growth over the last forty years is attributed 
mainly to fiscal benefits which leasing confers 
on the lessor who owns an asset, and the lessee 
who acquires the asset for its gainful use. 

T h e lessor, as an owner of the asset, is 
entitled to certain tax benefits, while the 
lessee can treat rental payments as expense. 
Both the lessor and the lessee are able to 
reduce their tax liability. To benefit from such 
fiscal advantage, even financial institutions 
have accepted the opportuni ty to act as 
owner/lessors. 

T h e tax authorities are prepared to forego 
the immediate tax revenues and allow the 
lessor and the lessee tax savings. It was and 
still is a potent fiscal measure to encourage 
investment in capital assets such as equipment 
and machinery which when in use, produces 
goods and services. 

Leasing as a Trading Activity 
T h e tax incentives, in fact, created the 
demand for the assets - the lessor who has the 
financial resource buys it, the manufacturer 
sells it, and the lessee uses it. In the absence of 
such incentive, possibly, the lessor might have 
invested his funds elsewhere and earned 
interest or dividend income. 

By opting for the leasing, the lessor in 
addit ion to assuming financial risks, also 
exposes himself to risks associated with the 
ownership of the asset. T h e lessor is, in fact, a 
t rader in the asset - he has brought the asset, 
he will eventually sell it as well. Leasing, 
therefore is a trading activity and not just a 
method of financing asset needs. 

Fourteen hundred years ago, God 
"permi theth t rading and forbiddeth Riba 
(interest)" (the Qur 'an 2:275). Instead of 
providing a tax incentive. He took away the 
lessor's choice of investing in interest-based 
money market instruments. 

The lessor's choice was fur ther narrowed 
to e i ther equity-driven or asset-based 
investments when hoarding and speculation 
were also forbidden. Riba was eliminated for 
the greater benefit of the society and the 
foundat ions of Islamic banking were laid 
down. 

Historical Development 
Leasing has been in existence since time 
immemoria l . Sumerians (residents of 
Southern Iraq) leased agricultural fields and 
oxen 3000 years ago. Roman ship owners 
leased their vessels for t rade in the 
Mediterranean. Centuries ago, real estate was 
commonly leased in England, and in the 
United States, the Bell Telephone Company 
wisely leased telephones starting its existence 
in 1877. However, it was in 1952 that leasing 



was institutionalised in the United States as an 
industry under the name of the US Leasing 
Corporation. 

Incredible as it may sound, leasing in 
Islam was institutionalised some fourteen 
centuries ago. In order to avoid Riba, when 
the first investor entrusted his funds to a 
Mudarib (Trustee) in exchange for a "Suq" 
(share certificate), he was acquiring a 
commercial paper which was partially 
securitised by certain asset based leases. 
Mudarib received funds from Rab A1 Maal 
(investors) and invested them in Musharaka 
(equity participation), Ijara (a true or 
operating lease) and Ijara Wa Iqtina (a finance 
lease). 

Documentary evidence of Ijara and Ijara 
Wa Iqtina contracts relating to earlier period 
of Islam is available. It clearly demonstrates a 
binding contractual arrangement, simple in 
form yet comprehensive in substance - explicit 
and truly equitable as to the rights and 
obligations of the parties. 

Because such Ijara and Ijara Wa Iqtina 
were executed by the Mudaribs (trustees), the 
Mudaribs had to abide by the terms of their 
Mudaraba (trust agreement) contracts with 
the investors. For example, in one instance the 
Mudarib was prohibited by the investor from 
investing his funds in live stock for resale or 
for hire. At that time, investment in live stock 
offered one of the few investment 
opportunit ies with potential for capital 
growth. 

In fact, the investor, de termined his 
placement criteria and restricted the 
Mudarib's choice. The investor forced the 
Mudarib to investigate the purpose for which 
the funds were to be used. In the event the 
funds were to be advanced to a merchant 
under Musharaka (joint venture on equity 
participation basis). The Mudarib was to make 
sure that the merchant did not deal in live 
stock. The Mudarib was in turn, exercising a 
control over the use of the funds. 

Exercising an effective control over the 
use of the funds is the raison d'etre of Islamic 
banking. It is one step ahead of conventional 
banking which only ascertains the purpose for 

which the funds are to be advanced, but does 
not extend a control over the use of funds. 

In conventional banking, once a loan 
documentation has been executed and funds 
advanced, the bank does not retain control 
over the use of the funds. The borrower can 
easily use the hinds for purposes other than 
the one for which they were advanced. In 
Islamic banking, under the Ijara and Ijara Wa 
Iqtina arrangements the use of the funds is 
effectively controlled. 

Islamic Leasing and Types of Leases 
The right of ownership, together with the 
retention of title to the asset in the name of 
the lessor, is a precondition of leasing in 
Islam. An instalment sale or a deferred sale of 
assets would not be regarded as leasing in 
Islam because the sale of an asset is completed 
and the title passes to the buyer. Placing a 
mortgage over an asset would not be leasing 
as the ownership and title to the asset would 
continue to remain with the mortgagee. 
Similarly, a lessee does not buy an asset he 
only acquires its possession and the right to 
use it. He enjoys the benefits of use without 
being an owner. 

These two distinct features of leasing 
automatically require that the asset is clearly 
and individually identified and that it can be 
put to use to produce goods and services 
which are sold to third parties to generate 
revenues in the form of cash flow over a 
certain period of time. 

From this cash flow the periodic lease 
rentals/payments are met by the lessee. A lease 
contract or an agreement is therefore a 
contractual arrangement between a lessor and 
a lessee in which both the lessor and the lessee 
mutually agree to a monetary or other 
consideration for the use of an asset. 

Sharia allows the purchase of personal 
and real property for subsequent rental on 
freely negotiated and mutually agreed terms 
and conditions between a lessor and a lessee 
provided such terms and conditions do not 
contravene a multitude of Islamic principles 
related to fair trade, equity etc. Ijara and Ijara 
Wa Iqtina meet such Sharia requirements for 



leasing and almost all leasing arrangements 
can be covered by these two distinct forms of 
contracts or a combination thereof 

Ijara 
Ijara is similar to the modern day operating 
lease - a lessor either owns a capital asset for 
hiring out or acquires it for a lessee to hire at 
a rate and term which does not usually cover 
cost and profit of the lessor. The lessor expects 
to retrieve the asset and lease it again and 
again until the asset is fully amortised or is 
sold. 

Rolling stock, vessels and vehicles, 
medical equipment, computers and some 
times aircrafts, are leased under Ijara. A lessor 
must have remarketing expertise to be a 
successful lessor under an Ijara or an 
operating lease. Ijara contracts are capitalised 
on the books of the lessor and never on the 
books of the lessee. 

Ijara is different from an operating lease 
as it is defined in the United States for tax 
purposes. In the United States, a lessee or his 
representative is not allowed to become the 
owner of the leased asset at any stage during 
or after the expiry of the lease term. 

However, the lessee can, with the 
agreement of the lessor, purchase the asset. In 
most of the Ijara arrangements, the lessee 
pays for the use of the asset and the lessor 
earns rental payments. The Ijara term can 
vai7 from one hour to several years. Usually, 
under the Ijara ar rangement , the lessor 
provides maintenance, insurance cover, and is 
often the operator of the asset if the asset 
happens to be equipment of machinery such 
as an oil rig, or an aircraft. 

Ijara Wa Iqtina 
As the name implies, Ijara Wa Iqtina is a lease 
agreement combined with an obligation of the 
lessee to purchase the asset under lease 
during the lease term or at the termination of 
the lease. If the asset is to be acquired any 
time during the lease term, the lease must 
clearly provide for it. 

In addition, there should be a clear 
understanding as to the purchase price. In the 

standard Ijara Wa Iqtina agreement of Dar Al-
Maal Al-Islami, there is a provision for an 
investment account. The lessor who is usually 
a Mudarib, maintains such an investment 
account in the name of the lessee but blocked 
in favour of the lessor. 

The lessee deposits certain agreed upon 
funds in the investment account. As and when 
the amount of deposits and accrued income 
on such deposits equal the aggregate amount 
of the then outstanding lease payments, the 
lease is terminated, and the lessee becomes 
the owner of the asset. There are some 
scholars who prefer to have the terms of the 
Ijara in one contract and call option of the 
lessee in a separate contract. 

Whatever the format, the Ijara Wa Iqtina is 
highly equitable and fully protects the equity 
rights of the lessor and the lessee. Whereas the 
lease payments assure the lessor of a fair price 
for the use of the asset, the investment deposit 
provides him with an added comfort against 
earlier lease termination due to default by the 
lessee. 

In the absence of high inflation, value of a 
capital asset usually tends to depreciate faster 
during the initial stages of a lease. In the event 
of a lessee's inability to meet the terms of the 
lease, the lessor is protected, to an extent, by 
the funds in the investment account, against 
such decrease in the value of the asset. The 
lessee on the other hand is assured of 
becoming the owner of the asset. 

In the event the lessee can no longer 
continue to meet the lease payments, Ijara Wa 
Iqtina would safeguard lessee's equity interest 
in the asset. If the lessee had built in adequate 
equity in the asset and accumulated a decent 
balance in the investment account, he should 
be able to either buy the asset or sell his 
residual interest in the asset. 

No such equitable feature is available in 
any of the conventional leasing arrangements. 
For example in the United States, only a 
trustee in bankruptcy is able to realise on such 
equity interest unde r certain specific 
provisions of bankruptcy legislature. 



Ijara Wa Iqtina and Finance Lease 
The Ijara Wa Iqtina is, with few exceptions, 
similar to the Finance Lease, which is 
currently being standardised under a 
UNIDROIT convention on international 
financial leasing. The UNIDROIT convention 
should bring about an order to the legal 
interpretat ion of international leasing 
transactions. 

To date, finance leases are interpreted 
differently in different developed countries. A 
consensus is now finally building around the 
text of a Finance Lease proposed by UNIDROIT. 

Institutions like the Islamic Development 
Bank, Islamic investment companies and 
Islamic holding companies that operate 
internationally may examine these leasing 
arrangements in order to adopt the features 
that conform to their principles and ideology. 

Features of Finance Lease 
The finance lease or "full payout lease" that is 
generally practised in most of the developing 
countries is based on a contract between the 
lessor and the lessee for hire of a specific asset 
selected from a manufacturer or vendor of 
such an asset by the lessee. 

The lessor retains the ownership of the 
asset and the lessee has possession and use of 
the asset on payment of specified rentals over 
a period. Though the lessor is the legal owner, 
the lessee is given the exclusive right to the 
use of the asset for the duration of the 
contract. The rentals during the fixed primary 
period are sufficient to amortise the capital 
outlay of the leasing company and provide an 
element of profit. 

The primar)' period is closely related to 
the estimated useful life of the asset and the 
lessee is normally responsible for all operating 
costs such as maintenance and insurance. The 
lessee has also the option for a secondary 
period of lease in which the rentals are 
reduced to a nominal amount. The period of 
lease usually ranges from 5 to 15 years 
depending upon the useful life of the asset. 

Operating Lease 
As compared with finance lease or full pay-out 

lease operating lease is more akin to short-
term hire-purchase ar rangement is also 
referred to as non-full pay-out lease as rentals 
are insufficient to enable the lessor to recover 
fully the initial capital ouday. The residual 
value is recovered through disposal or 
releasing the equipment to the other users. 

Advantages of Ijara wa Iqtina 
The mode of Ijara wa Iqtina has certain 
advantages over equity participation or Shirk 
that an interest-free bank may have to adopt. 
This not only protects the investment of the 
bank but also ensures a reasonable return on 
investment. The lessee, on the other hand, 
enjoys tax concessions on the use of leased 
equipment without showing any addition to 
the value of its assets. Purchase of the lease 
article is affected when the asset has no 
taxable value. Thus the mode serves the 
interest of both the lessor and the lessee. 



Issues in Islamic Leasing 

D E R E K W E I S T 

Basic lease contracts originated centuries ago 
from Muslim trading, when usury was as 
unacceptable to Christ ians as it was to 
Muslims. It is therefore not surprising that 
'modern ' conventional lease agreements , 
which have developed f rom these basic 
contracts, are essentially acceptable to Islamic 
investors today. 

Ijara, (opera t ing leases or rental 
agreements) and I jara Wa-Iqtina (lease 
purchase or finance leases) are both based on 
the pr inciple of a working pa r tne r sh ip 
between the owner of the asset - a lessor, and 
the user of the asset - a lessee, with tangible 
assets be ing financed, frequently for 
production purposes. 

Clearly, there are some clauses that have 
crept into the typical conventional lease 
agreements (notably to do with penalties for 
late payment , and clauses that load the 
agreement too much in favour of the lessor) 
which need revision in order to comply with 
the Sharia. However, these revisions tend to be 
at the margin and do not normally require a 
wholesale re-write. 

My own experience of Islamic leasing 
primarily arises from helping to develop and 
advise on IIBU's Ijara Leasing Fund, which 
has now been running for two years, leasing 
assets valued at around $ 100 million to pr ime 
corporates in the United States. 

T h e main issues arising f rom Islamic 
leasing can be divided into "Islamic" and 

"General" issues. Islamic investoi-s have 
concerns relating to risk and return that are 
similar to those raised by non-Islamic 
investors. For example, all investors, whether 
Islamic or non-Islamic (and non-Islamic 
investors make up around 40 per cent of the 
total invested in the IIBU Leasing Fund), ask 
similar questions about how credit risk and 
residual value risk is mitigated. 

In addition to the general questions raised 
on the Fund, Islamic investors need to be 
satisfied that the whole structure is 
demonstrably in accordance with the Sharia. 

It is essential that any lease ar rangement 
can be shown to demonstrate justice for all 
parties and that there is a genuine partnership 
between lessor and lessee. If the leases are to 
be put in a Fund, it is also important that there 
is complete disclosure, to investors in the 
Fund, of the duties and responsibilities of each 
party and the remunerat ion received for these 
duties. 

These concepts of equity and transparency 
are not dissimilar to those required by the 
current investment regulations that we have 
had to comply with in setting up the IIBU 
Fund, which is regulated by the Central Bank 
of Ireland. 

Our experience has indicated that Sharia 
scholars have subtly different views on the 
acceptability of the wording of leasing 
arrangements. We had to make a number of 
changes to the agreements in the early days of 



the Fund, both before and after the initial 
Dealing Day in April 1994. 

We have benefited from valuable input 
from a number of different investors' Sharia 
advisers, enabling us to be relatively confident 
that future Islamic investors will have no 
material objection to either the existing Fund 
structure or the individual agreements. 

Prospective Islamic bank investors in the 
IIBU Fund are therefore able to review, in 
addition to the prospectus (which, for 
example, prohibits both gearing and the 
earning of interest), all the agreements 
between the different parties to the Fund. 
There is also full disclosure of all lessees, 
equipment types, lease terms and Fund 
valuations. The United Bank of Kuwait 
provides investors with audited financial 
accounts of the Fund each year and interim 
accounts at each half year. As shareholders, 
investors are also entitled to attend the Fund's 
AGM each year. 

In our role of investment advisers, we 
regularly visit the Fund's Lease Managers in 
the US, and some investors have joined us on 
these visits. We have even been aware of 
certain Islamic institutions taking it upon 
themselves to ar range their own visits, 
al though they have not necessarily been 
investors (or even prospective investors) in the 
IIBU Fund! 

Investors typically spend a lot of time 
discussing the Fund's investment criteria with 
UBK, focusing on what is actually happening 
in the Fund, irrespective of the 
documentation. For example, we run through 
the existing lessees and asset types and 
provide credit assessments of lessees and 
leases on request. Investors can therefore be 
satisfied that the Fund does not lease 
equipment to companies to be used in the 
production or sale of alcohol, gambling, pork, 
firearms or any other prohibited activity. 

Issues relating to tax efficiency 
Clearly, a tax efficient structure is of appeal to 
any investor in a tax neutral jurisdiction. The 
launch of IIBU's Fund was put back by almost 
six months when we found out that the initial 

proposed structure, although probably tax 
efficient regarding US withholding tax, was 
dependent on arrangements which could not 
be guaranteed to continue indefinitely. 

The structure of the Fund now comprises 
a Master Lease/Sub-lease arrangement, with 
the Fund enter ing into a Master Lease 
Agreement with a US Special Purpose 
Company (SPC). The SPC's Sub-leases are 
with prime US corporates. The asset is sold to 
the Fund and the Sub-lease is assigned to the 
Fund. 

The wording of the Master Lease and 
Purchase Agreements was critical, both to 
ensure that the Fund, for US tax purposes, 
could not be deemed to be conducting 
business in the US, and to ensure that the 
wording did not conflict with Islamic 
principles. 

Achieving a tax efficient and Sharia 
acceptable structure has been expensive and 
time-consuming. However, it is better to be 
sure that the Fund is tax efficient than to bring 
investors into a tax net which is not normal for 
them. 

The Fund itself is established as a variable 
capital company registered in the Dublin tax-
free zone. Non-Irish investors, therefore, have 
no liability to pay tax in Ireland. 

Issues relating to liquidity 
Typical Ijara operat ing leases of general 
equipment in the US normally run for 
between three and five years, whereas many 
investors are not interested in committing 
their funds for this period. However, liquidity 
can be significantly enhanced by investors 
putting their money into a fund with leases of 
different maturity dates. 

A diversified leasing fund is actually more 
liquid than many would expect. A study 
showed that a $100 million fund generates 
between $30 million and $35 million in cash 
per annum, which is available for 
reinvestment, distribution or share 
redemption. 

(This has also helped convince some of 
the Fund's non-Islamic investors that the risk 
associated with rising interest rates is 



mitigated to some extent by reinvestment of 
regular cash surpluses in leases with higher 
yields). 

Another factor that provides liquidity is 
the depth of the secondaiy market for general 
equipment in the US for assets still on lease. 
Approximately $130 billion of assets are 
currently on lease in the US. There are a 
number of brokers and dealers who are 
prepared to make a price for many different 
types of asset on lease, which can potentially 
provide more liquidity for a fund and, in 
certain circumstances, provide the fund with 
additional capital gains. 

As we felt that this was not enough for 
some investors, (particularly Islamic banks 
with high liquidity requirements) the Fund 
entered into an agreement with UBK whereby 
UBKwill underwrite the liquidity of the Fund 
every six months so that investors can be 
guaranteed a purchaser for their shares at 
least twice each year This is, in a sense, what 
made this Fund unique. 

Liquidity has been a major talking point 
with many of our investors. Most now agree 
that, in the case of a fund with more than 300 
leases of varying maturity dates, this is more of 
an issue in theory than in practice, particularly 
as the Fund now has more than 50 investors. 

Issues Relating to Risk and Reward 
It is obvious that all investors wish to see 
maximum returns for minimal risk. 

UBK has a strong credit culture and a 
significant number of its staff have been 
formally trained in credit analysis. It has 
considerable expertise in US corporate credit 
analysis, and its US Corporate High Yield 
Funds continually outperform most other 
funds in the market and regularly appear in 
the Wall Street Journal 's top five performers 
in their sector. 

The lessees in the IIBU Fund are, 
however, predominantly investment grade 
and the weighted average lessee radng (by 
value) would equate approximately to a single 
"A". The Fund, as such, is designed for 
investors uninterested in taking material 
credit risk. 

All leases have to pass a four-tier credit 
approval process, i.e., f rom the Lease 
Originator, IIBU's own analysts, UBK's 
independent Credit Department and, finally, 
the Board of Directors of the Fund. The Board 
has two external directors, including the CEO 
of the largest independent stockbroking firm 
in Ireland. UBK actually invests directly in the 
Fund; our investors like to see that we have 
something to lose if things go wrong. 

There is possibly scope for (and Islamic 
investor interest in) a fund that takes more 
credit risk in its lessee choice, particularly as 
there is always an asset that can be retrieved 
from a lessee who defaults. In addition, it is 
quite normal in the USA for many lessees who 
have filed for Chapter 11 bankruptcy 
protection to continue to pay the lease rentals, 
rather than see an asset (which could be the 
key to their continuing operations) being 
reclaimed by the lessor. However, we remain to 
be convinced that the lessor is properly 
compensated by the returns achievable for 
taking this sort of additional credit risk. 

Residual Value Risk 
At the end of the Ijara contract, the asset 
remains the property of the lessor. There are 
not normally any purchase or renewal options 
exercisable by the lessor against the lessee at 
the end of the term. 

The statistics that we have analysed from a 
number of different sources show that actual 
achieved residual values, for the same type of 
asset, vary from lease to lease. This can be 
because one lessee may renew the lease for a 
long period, thereby generating superior 
returns, or it may be just because the prices 
fluctuate on the secondhand market owing to 
changes in supply and demand. 

Diversification is therefore just as 
important as a prudent initial estimate of 
residual values, so that minor under -
performances on some leases will be offset by 
over-performances on others. 

There is a strong market for buying and 
selling secondhand, previously leased assets in 
the US. There are a number of publications, 
guides and auction handbooks, as well as 



brokers, manufacturers and valuers, that 
provide a guide as to the likely residual value 
of the asset at the end of the lease term, 
bearing in mind the likely variations in 
achievable results. 

In order to mitigate the residual value risk 
taken on leasing general equipment, it is best 
to do the following: 

a) Only lease assets that are bought and sold 
regularly on the secondary market, 

b) Be prudent with the estimate of the 
residual value when pricing your bid for 
the lease, so that you do not price the 
lease at an uneconomically low level, 

c) Diversify your portfolio of asset types 
being leased to reduce dependence on the 
secondhand values of specific asset types. 
For example, a fund that leases equipment 
in a single sector (medical, high-tech or 
whatever) is taking a substantial risk on 
that sector's performance. 

Ownership 
There have been well-publicised examples of 
equipment lessors in the US suffering from 
fraud, gross negligence or just sheer 
carelessness, and losing considerable sums as 
a result of not ensuring that they receive good 
title to the equipment. 

Therefore, as well as ensuring that we only 
deal with the most reputable lease originators 
in the US and top quality lessees, the Fund 
employs a top firm of lawyers to oversee the 
sale and assignment of the assets and leases to 
the Fund every time that the Fund purchases 
assets. They ensure that the necessary sub-
lessee consents are received, that the UCC 
filings are properly made and that all title 
documents are properly drafted. 

We made a conscious decision at the outset 
that we should not cut corners in making 
certain that the Fund has good title to the 
equipment and this gives considerable 
comfort to IIBU Leasing Fund investors. 

Fund Valuation 
The estimation of residual values on our Fund 
is of crucial importance because it is an open-

ended Fund which is valued every three 
months by independent valuers in Ireland. A 
major factor in the valuation (and a major 
area of subjectivity) is the estimated residual 
value of each asset in the Fund. 

Our valuers therefore ensure that the 
estimate is sufficiently p ruden t that the 
residual value stands a very good chance of 
being achieved, yet should not be so prudent 
as to prejudice the returns achievable by 
existing investors compared with those 
achievable by future investors. Again, this is 
part of the practice by which all investors 
should be treated fairly and equally. 

In conclusion, it should be said that there 
are a number of issues that need to be 
considered carefully in order to structure 
leases and leasing funds in accordance with 
the Islamic Sharia, particularly if they are also 
to be tax efficient and give an acceptable 
return without taking too much risk. 

Islamic investors want good investments 
structured in accordance with the Sharia. We 
believe that the IIBU Fund is a good example 
of this. To those considering entering this 
market, we believe that there are a number of 
key issues to be addressed which may be 
satisfactorily dealt with by: 
a) taking Sharia advice from a number of 

scholars, 
b) taking a prudent approach to tax 

planning, 
c) ensuring that all lessees are of an 

appropriate quality, 
d) ensuring that the residual value estimates 

on each lease are sufficiently prudent, 
e) ensuring that the Fund receives good tide 

to the equipment, 
f) obtaining regular independent valuations 

of the Fund to show that the capital value 
of the Fund is not eroded. 

Clearly, there are many different sectors and 
countries in which to engage in leasing and in 
the future one would hope that these will be 
opened up to provide good investment 
opportunities for Islamic investors around the 
world. 



Leasing in Pakistan 

TAYYEB A F Z A L 

Today, one of the most talked about subjects in 
the corporate and financial world is the 
subject of leasing. In the developed countries, 
it is almost an integral part of the overall 
financial system and often advocated as the 
least expensive and most advantageous form 
of funding. 

Leasing has been used extensively in the 
financing of ships, aircraft, containers and 
other equipment and assets of substantial 
value. T h e concept of leasing is applicable to 
both medium-term and long-term financing. 

Recently, the leasing industry in Pakistan 
has seen tumultuous growth in both the 
supply and demand side. With the concept of 
an interest-free environment taking hold in 
Pakistan, leasing has become a favoured mode 
of financing. It also fills a market niche, 
providing medium-term funds to companies 
to meet their requirements. 

There has been no turning back for the 
entire industry, and its mushrooming growth 
has taken a toll on the margins of the leasing 
companies . T h e common feeling in the 
market, however, is that the success story of 
the leasing industry is far from over. The 
percentage of leased assets to total fixed 
investment is estimated to be just 7%, thus 
leaving a large potential for the industry to 
tap. This compares with 42% in Hong Kong, 
30% in the USA and 10% for South-East Asian 
Countries. 

T h e sector has achieved more than 20% 

annual growth in lease disbursements during 
the past few years and is expected to grow at 
the same pace. Funding has been a cause for 
concern for the sector generally, although 
large leasing companies have been able to tap 
cheaper foreign credit lines. T h e 
International Finance Corporation (IFC) in 
1994 sanctioned US$ 70 million for six 
leasing companies in Pakistan, thus relieving 
some of tEe pressure caused by fund ing 
constraints in the local market. 

The Asian Development Bank (ADB) is 
currently in the process of obtaining their 
Board's approval for a US$60 million long-
term credit line to four leasing companies; in 
addition, they have provided substantial funds 
in the past to various leasing companies 
besides equity investment. 

The Lease Advantage 
In times of strained liquidity positions and 
near-choking lines of credit and related 
facilities, leasing ar rangements articulated 
with proper care may help the preservation of 
credit facilities, particularly if the lessee 
resorts to, and is permit ted to adopt, "off 
balance sheet" treatment. This factor may 
become more relevant in the case of foreign-
based or multinational companies that are 
subject to borrowing restrictions under the 
State Bank of Pakistan regulations. 

Leasing ar rangements , as opposed to 
borrowing, usually are perceived as free from 



corporate strings, or to put it plainly, from any 
significant restrictions on the freedom of 
management. A lender, in a typical situation, 
having advanced loans extended over a 
reasonably long time, is likely to impose 
conditions which may fetter to some extent 
certain specific corporate actions or decisions. 
This may not generally be so if funding 
through the expedience of leasing is resorted 
to. 

A disregard of certain positive or negative 
covenants in a typical loan agreement may 
impact corporate image, with at tendant 
consequences. Moreover, under a leasing 
arrangement, it is generally believed that 
recourse to other funding facilities is usually 
not curbed by lessors, subject, of course, to 
certain safeguards being applied in this 
context. 

Typical loaning arrangements are subject 
to a wide range of regulatory provisions and 
restrictions. Under leasing contracts, however, 
the arrangement may be tailor-made, taking 
into consideration the mutual business 
considerations of a lessor and its prospective 
client. It is because of this feature that lease 
agreemeftts are quite often termed a 
'customised' arrangement, with a variety of 
versions and variations in terms of lease 
payment schedule, tenure of the lease etc., to 
suit valuing sets of circumstances. 

•fhe speed and convenience with which 
leasing contracts may be concluded is also 
often cited as an advantage of leasing, which, 
however, would vary from case to case and 
include, in the main, the corporate character 
of the lessor as well as of the lessee. Generally, 
leasing companies can compete, owing to 
efficiency of internal appraisal approvals and 
disbursements, over development financial 
institutions (DFIs), and that permits it to 
charge IRR rates higher than that of DFIs and 
still permit the borrower to take advantage of 
completing the project in a timely manner 
and avoid over-runs due to delays. 

Capital expenditure budgetai7 constraints 
may sometimes be mitigated by leasing, if a 
particular acquisition of equipment was not 
contemplated in any original forecast or 

projection. A fairly common justification for 
leasing equipment is, therefore, understood to 
exist where a company has its capital budget 
in place and desires to undertake flirther 
capitalisation through additional acquisition 
of equipment, primarily to take the tax 
advantage off increased profitability. 

Rather than wait for customary approvals 
at various corporate tiers, including the Board 
of Directors, the company may well decide to 
go for leasing of additional assets and may 
subsequently have it ratified. 

Last but not least, given favourable tax 
treatment, a lease arrangement properly 
structured may confer the advantage of a 
better cash flow stream, particularly on an 
after-tax basis. 

It would, perhaps, not be deemed over 
simplistic to state that most of the perceived 
merits of leasing would materialise in an 
economic environment where tax laws were 
conducive to, and compatible with, the 
dictates of leasing as a preferred expedient of 
funding. It may also be pertinent to add that 
if the experience of other countries of the 
world is any guide, leasing has encouraging 
prospects provided it has sufficiently effective 
fiscal support. 

The Lease or Loan Decision 
With the budget of 1994-95, the more 
ominous of leasing companies' technical 
problems have been solved. Specifically, the 
budget has allowed the company to take the 
transfer price of the asset at the end of the 
lease life as the residual value, instead of 
leaving it to the discretion of the income tax 
officer; this is also a provision that will limit 
the presence of financial institutions like 
commercial banks in the leasing industry. 
Budget 1995-96 further extended the initial 
depreciation to leasing companies for five 
years that hitherto had expired on 30 June, 
1995. 

Practically speaking, a lessee needs to 
determine whether leasing an asset gives a 
more favourable tax treatment and is 
consequently less costly than buying it. 
Correspondingly, from the lessors' standpoint, 



it must decide tiie lease on the lines enabling 
it to produce a targeted or desired rate of 
return. 

Considering the fact that a lease is closely 
comparable to a loan, at least in the sense that 
a corporate entity in both situations is 
required to make a specified series of 
payments, the default whereof may result in 
significant repercussions quite identical in 
both the situations, f rom a practical 
standpoint the most appropriate comparison 
should be from the perspective of cost of 
leasing versus financing cost of acquiring 
equipment. 

A simple way of evaluating a lease versus a 
buying option is to carry out an IRR analysis, 
i.e. internal rate of return. Under this analysis, 
if the equivalent after-tax loan rate implicit in 
the lease is lower than the after-tax cost of 
borrowing, all other things being equal, the 
inference would be that leasing as an option is 
advantageous. 

T h e privatisation, deregulation and 
industrialisation policv of the Government of 
Pakistan further lends support to the growth 
of the leasing sector as a shift to private 
ownership, and the enhanced role of the 
private sector is likely to lead to prudent asset 
management, better utilisation of resources 
and higher demand for long-term finance, 
adding to the strength of an already 
increasing investment growth rate. Leasing, 
therefore, is poised to out-perform almost all 
other sectors. 

Problem Areas 
To achieve the desired growth rate, leasing 
sector companies have to resolve a number of 
problems confronting them at present. Some 
of the major problems are enumerated as 
follows: 

1 The competitive environment is expected 
to get fiercer as more and more players 
enter into leasing, as a result of which the 
average IRR charged on leased assets is 
likely to decline. 

2 The average cost of funds on the other 
hand is likely to increase. The decrease in 

IRR coupled with an increase in the cost of 
funds will squeeze the spreads by a 
sizeable margin. The shrinkage is likely to 
hit new entrants with greater intensity as 
compared to the established companies 
who have already built a capacity to absorb 
the shock of reduced spread. 

3 Commercial banks' expansion in credit is 
closely regulated. This restricts 
commercial banks to providing lines of 
credit to leasing companies, as they would 
naturally prefer to deal with corporate 
customers that enable them to enhance 
their yields quite significantly. 

4 While long-term credit lines are generally 
available from multilateral agencies such 
as the Asian Development Bank (ADB) 
and the International Finance Corporate 
(IFC), the regulators ' reluctance to 
provide a hedge against such foreign 
currency credit lines is understandable in 
an open market operation. 

However, the regulators, on the other hand, 
are not permitting the borrower to hold on to 
the foreign currency loan proceeds so that 
appropr ia te hedging techniques® can be 
developed. This only leaves the option of 
taking forward cover from other commercial 
banks for short periods at fairly steep rates 
generally equal to, or greater than, the cost of 
funds in foreign currency loans. 

5 Real estate lease financing is generally not 
permitted by the regulators. If Pakistan is 
to transform into an Asian tiger and 
improve the quality of commercial 
buildings, leasing companies should not 
only be permitted, but encouraged, to 
enter this area of activity. 

6 Most of the leasing companies in Pakistan 
suffer from mismatch of assets against 
liabilities, meaning that they have funds 
tied up in long-term assets against short-
term borrowing. 

7 The leasing companies should be allowed 
an LMM facility as allowed to DFIs. This 
will ease the availability of funds and the 
mismatching of long-term commitments 



and particularly encourage local 
manufacturers. The aggressive approach 
under SBP guidelines will boost the local 
manufacture of machinery. 

Solutions 
1 The recently enforced prudent ia l 

regulations have brought about a greater 
degree of discipline in our system, as in 
the past, public money had been 
mismanaged in a big way. The stepping in 
of the Central Bank has definitely brought 
immediate public confidence and now our 
disciplined behaviour will certainly help in 
achieving better results. 

2 The introduction of new products such as 
securitisation of lease receivables needs to 
be developed, so that the market term 
funds are raised from the domestic 
market. 

3 The future lies in larger balance sheet 
sizes, as higher volumes become necessary 
to compensate for declining margins. The 
key factors that give a competitive 
advantage to companies in this business 
include greater access to low-cost funds, 
proper evaluation of lease proposals, 
adequate diversification of the leased 
assets portfolio and a dedicated team of 
suitably qualified and experienced 
persons. 



Islamic Project Financing 

S T E L L A C O X 

In the past, Kleinwort Benson has tended to 
concentra te on developing business for 
Muslim customers through the delivery of its 
core product expertise to its Middle Eastern 
Islamic client base. 

As one might expect, we maintain a 
segregated Islamic banking department , but 
enjoy the support of specialists throughout all 
of the product areas of our organisation that 
bring their individual skills to the varied 
activities of the department . 

We have focused on cross-border trade 
finance, asset finance and specialised fund 
management , including an Islamic Global 
Equity Fund and an Islamic Commodity Fund. 
Incorporat ing Islamic funds in structured 
project financing is an initiative that is high on 
our agenda and, we anticipate, will form a 
larger part of our activity in the years to come. 

Sourcing Project Finance from the Global 
Markets 
Conventional project finance has enjoyed a 
global surge in popularity in recent years. 
Finance is now raised for start-up and new-
build projects, against the security of that 
project's own cash flow, across the full range of 
industry sectors and geographical locations. 

A major attraction of conventional project 
finance in developed markets is access to a 
diversified range of financing techniques that 
can be raised and combined to provide the 
most effective solution to funding the project. 

T h e provision of loans by international and 
local banks and the multilateral agencies is at 
the forefront , and project l end ing by 
commercial banks has become very 
sophisticated. 

Established Export Credit Agencies will 
lend to a project to support the efforts of their 
domestic contractors and their willingness to 
assume the political risk of some of the more 
challenging countries is likely to increase their 
level of involvement still further. 

Local capital markets have an important 
role, whereas international capital markets 
may have a more limited appetite for the 
inherent risks. 

T h e international capital markets may 
have been extensively used for financing of 
existing infrastructure assets initially through 
debt and, more recently, equity issuance, but 
international markets have been relatively 
little used for smart-up or new-build projects. 

The massive construction and completion 
risks result in the issue having difficulty in 
achieving the investment grade rating that 
attracts foreign investment, without strong 
complet ion guarantees that may be 
unacceptable to the project sponsor. 

Finally, there is Islamic project fund ing , 
which, a l t h o u g h p r o v i n g qu i te a 
chal lenging step forward for the market , 
can, even if no t p r o v i d e d directly, be 
deployed as an individual t r anche in a 
large-scale project to combine with expor t 



credits and, in principle, stand parallel with 
conventional financing raised through one 
or more of the techniques h igh l igh ted 
above. 

Application of Islamic Financing 
Techniques to Project Development 
Let us consider the institutional involvement 
in project financing in both the Middle East 
and in Malaysia and address some of the 
structuring issues, as well as the benefits and 
disadvantages for both project and investor. 

In fact, criticism is often levied at the Gulf-
based Islamic banks' lack of involvement in 
long-term project development when 
involvement is synonymous with the tenets of 
the Sharia. We should therefore consider the 
level of their participation in relation to the 
present status of the regional Islamic banking 
system. 

Although development is ongoing, both 
Islamic interbank and capital markets are yet 
to be implemented and, in the absence of 
market liquidity, it is clear that a significant 
percentage of an Islamic bank portfolio must 
not be invested in illiquid assets (particularly 
with the associated risks of a non-recourse 
project finance) if p rudent balance sheet 
management is a consideration. 

As recourse to liquidity is largely limited to 
bi-lateral arrangements (and therefore results 
in the inability to mismatch long-term 
investment against short-term deposits), it is 
surely understandable that the first priority is 
to ensure sufficient liquidity to meet 
obligations. 

This tends to result in the banks opting for 
secure, short-dated investments with a small 
selection of the balance sheet designated for 
the longer-term financing and equity 
participation. 

The substantial risks and absence of cash 
flow in the long development phase of a 
project remains prohibitive to capital 
investment by most Islamic institutions (and 
certainly the banks) that are required to 
provide a regular return to depositors. 

Capital participation may, however, take 
place on either a profit-sharing or profit-and-

loss-sharing basis, although, again due to the 
long lead-up of major infrastructure projects, 
capital may be raised here through the 
floatation of Special Bonds or Participation 
Certificates. 

In Malaysia, the involvement of a growing 
number of institutions, has amassed sufficient 
active participants to implement an 
alternative Islamic interbank money market 
and Islamic capital market. Accordingly, 
project finance is starting to be raised not only 
through bi-lateral financings, but through 
domestically-rated capital market issues that 
substantially expand the prospective investor 
base. 

Following the first Islamic Private Debt 
Securities (IPDS) issue for Shell MDS in 1990, 
the IPDS market in Malaysia has become a 
sought-after source of finance, particularly of 
late, for large infrastructure projects. 

The recent success enjoyed by institutions 
submitting Islamically structured solutions 
when bidding for project financing mandates 
against conventional alternatives 
demonstrates the versatility and application of 
the concepts, although some of the techniques 
used for the securities issues and concepts, 
such as Bai A1 Dayn, have proven controversial 
in the International Islamic market. 

Long-term project fund ing that is 
undertaken by banks is usually made available 
through the extension of committed facilities 
and typically through repayment, deferred 
payment and instalment sale, utilising the 
concepts of Bai Bithaman y^il, Murabaha and 
Istisna, for example. 

Deferred payment sales can have short or 
long-term application depending on the 
underlying asset flow within the project. The 
latter offers a fixed rate financing package 
and the former is comparable to a 
conventional, floating rate structure that is 
effective when it is anticipated that the project 
will generate a revenue stream for investors at 
quite an early stage. 

Under the terms of this contract, the 
project sponsor or facility recipient can opt for 
the benefit of term, fixed-rate finance that will 
enable easier management of cash flow and 



protection against rate fluctuation. Individual 
Islamic institutions outside of Malaysia do, 
however, have differing views about the 
application of fixed and floating rates 
extended through this mode of financing. 

To facilitate investment, credit enhancing 
instruments such as corporate, institutional or 
even sovereign guarantees can and have been 
incorporated in the structures. Amongst the 
benefits to parties accessing Islamic funds is 
that contrary to popular belief, even long-
term facilities can be competitive and 
deferred sale contract values can be calculated 
to compete or equate with a conventional 
alternative. 

Furthermore, the opportunity for the 
purchaser to raise up to 100 per cent of a 
financing requirement is particularly 
appealing and one that is not always available 
from traditional sources. 

Despite the continuing issue of liquidity, 
we do see examples of Arab Islamic banks 
employing both established and more recently 
developed financing techniques, including 
Istisna, Ijara, Murabaha and Salam, to provide 
elements of complex multi-sourced 
financings. 

By example, the US$1.8 billion Hub River 
Project in Pakistan involved two separate 
Islamic financing components . These 
included a US$92 million Istisna facility 
arranged by ANZ Grindlays, and provided by 
A1 Rajhi Banking and Investment 
Corporat ion of Saudi Arabia. The terms 
provided for A1 Rajhi to make advance 
payment for the purchase of purpose-built 
equipment from Western suppliers for 
marked-up onward sale. 

Additionally, there was a US$ 110 million 
Murabaha facility arranged by the Islamic 
Investment Company of the Gulf. 
Conventional financing was provided by the 
World Bank, assorted export credit agencies 
and commercial banks. Although perhaps not 
of extended tenure, the participants 
demonstra ted the value of Islamically 
provided funds within a multi-system 
financing and initiated cross-border 
development. 

Both the Kuwait Finance House and the 
Internat ional Investor have also had 
involvement in advising, a r ranging and 
providing domestic and cross-border finance 
for start-up projects. 

Leasing is now, increasingly, a preferred 
structure for extending medium-and longer-
term finance, particularly for large-ticket, 
capital goods equipment required by the 
project. Regular re-pricing of a lease to ensure 
that returns are competitive within the 
prevailing market is a less contentious issue 
for the trade Islamic banking and lease 
securitisation is viewed as one of the more 
likely methods of developing the secondary 
market. 

The A1 Tawfeek Company for Investment 
Funds and the A1 Amin Securities Company 
have both provided medium-term asset 
finance, the latter underp inn ing its 
transactions with tradable certificates that 
some consider to be the basis of the future 
capital market. 

An additional benefit of the leasing 
structure in Islamic countries is its 
enforceability in law. Due to structural 
similarities with conventional leasing, the 
concept is also easily understood, both by 
those accessing the facility and conventional 
co-financiers who have limited practical 
knowledge of Islamic financing techniques. 

The Role of the Islamic Development Bank 
In reviewing Islamic project financing 
initiatives, we should briefly consider the role 
of the Islamic Development Bank in Jeddah. 
As the largest project financing institution in 
the Islamic world, it has the size of balance 
sheet and financing capability to take a 
supranational role in extending development 
finance to its member countries. Project 
financing for the fiscal year 1994/1995 
amounted to US $415 million, approximately 
31 per cent of the US $1,351 million extended 
in financing by the IDB during the year. At the 
IDB's 20th Annual Meeting in Jakarta, it was 
announced that medium-and long-term 
development finance would increase. This, 
coupled with a policy of low-level mark-up for 



infrastructure financing should, in time, have 
a beneficial impact for the poorer member 
countries that have little or no alternative 
source of development funding. 

The IDB plans to focus on the 
development of public utilities and power 
projects. US $153 million was extended to the 
energy sector last year, mainly as individual 
tranches of multi-sourced financings for the 
extension of existing plant. From a structural 
perspective, Ijara is the predominant contract, 
accounting for US $247 million, or nearly 60 
per cent of all project financing. 

Last year, the IDB established the Islamic 
Corporation for the Insurance of Investment 
and Export Credit (ICIIEC). The 
Corporation's objective is to provide export 
credit insurance initially, and to provide 
investment insurance against the relevant 
country, political and exchange control risks 
in the future. The effectiveness of this 
organisation as compared to the other ECAs 
remains to be seen, but its potential and ability 
to develop an appetite for project finance is 
obviously immense. 

Contractual Issues in Multi-sourced Project 
Finance 
We know, from experience, that there are 
inter-creditor issues encountered in multi-
sourced project financing. Recently, Kleinwort 
Benson participated in term financing 
arranged by the Islamic Investment Company 
of the Gulf for the infrastructural 
development of the holy sites at Arafat and 
Muzdalifah in the Kingdom of Saudi Ai'abia. 

Our involvement was an invaluable 
learning process as we, along with the United 
Bank of Kuwait, were in the minority as 
conventional participants and this project 
funding was provided predominantly by 
Islamic financial institutions. Once we had 
satisfied our credit committee as to the 
commercial viability of our investment, we 
were able to accept the decisions of the Islamic 
participants regarding the ethical nature of 
the project and its financing structure. 

Reversing positions, however, in multi-
billion dollar development projects, we may 

find an Islamic investor co-financing 
alongside a greater number of providers of 
conventional funds. The majority of financiers 
will prioritise the commercial risk and viability 
of the investment and the Islamic financier 
will, of course, give precedence to Sharia 
considerations. 

Governing Law 
International financings are normally 
determined by English law as there is an 
element of certainty in interpretat ion. 
Historical relationship has resulted in a 
number of similarities between English law 
and the local law of a large number of 
countries, including Malaysia, and, so far as it 
does not directly conflict with the Sharia, 
English law generally prevails in Islamically 
financed contracts. 

Title and Ownership 
Previous co-financings have usually allowed 
for the identification of specific assets within 
the project that might be suitable for Islamic 
financing. Any financing under terms of Ijara 
or a deferred sale concept will necessitate 
ownership of the underlying asset by the 
Islamic investor. This can present a number of 
problems: 

i) Firstly, unless the Islamic bank has an 
equity position in the project, the sponsor 
may be reluctant to relinquish control of 
major assets in a manner that will enable 
the financier to comply with its own Sharia 
stipulations; 

ii) When the investor holds the asset for a 
term (say in the case of a lease-based 
transaction), as opposed to contracting for 
immediate onward sale, he will be exposed 
to local legislation regarding owners' 
liability in the event of damage or 
destruction; 

iii) Additionally, under English law, third 
parties harmed by an asset may seek 
compensation from its owner. As owner of 
the asset, the Islamic financier may also be 
impacted by the costs of maintenance and 
insurance that are his responsibility. 



iv) Due care and attention will also need to be 
paid to the impact of local taxation on the 
cost of acquisition and, particularly, the 
profit upon sale. 

These issues are real concerns for Islamic 
financiers in term investments, but not 
considerations for providers of conventional 
funding. 

To address some of these concerns, 
Islamic project finance has sometimes been 
provided through a Special Purpose Company 
(SPC) incorporated with limited liability status 
in the relevant jurisdiction. In the case of 
Ijara, the SPC acquires tide to assets as lessor 
and ownership liability rests with the SPC 
ra ther than the financing institution. 
Although Sharia Advisors to some Islamic 
institutions in the Middle East have raised 
concerns about this technique, it has been 
used fairly extensively for Ijara transactions 
and has particular relevance for securitised 
issues. 

Warranties 
The supplier of goods under the terms of a 
Murabaha contract must also ensure that 
additional responsibility is not being assumed 
under local liability law. A proper contract of 
assignment of warranties between original 
supplier and ultimate purchaser must be 
drawn up to ensure that the Islamic financier 
( interposed as vendor) does not assume 
liability through severing the direct contract 
between manufacturer and end-user. 

Certainly the London law firm Freshfield 
believes that this issue is often not adequately 
addressed in Islamic financing contracts and 
that the commonly documented blanket 
liability exclusion clause may not actually be 
effective. Once again the Islamic financier is 
obliged to research local law liability that is 
not applicable to conventional loan provision. 

Manufacturing/Production Delay 
rhe conventional financier lends directly to 
the borrower, whereas the Islamic investor 
provides finance for acquisition of assets or 
their manufacture. If production delays occur. 

consideration must be given to the Islamic 
bank's capability to perform under the terms 
of his contract with the user of the asset and 
the impact that that will have on the project in 
its entirety. 

Events of Default and Inter-Creditor Issues 
i) In the event of default, conventional co-

financiers may call for repayment and levy 
appropr ia te interest charges for non-
performance. The Islamic bank must give 
a great deal more consideration as to how 
it might proceed in the event of non-
per formance and, indeed, how 
compensation may be sought. 

One solution in a long-term 
project is for the financier to offer 
beneficial terms for early and even 
prompt repayment. In any event, and 
whatever the mode of funding, it is 
obviously not possible for an Islamic 
financier to claim interest on late 
payment. Action cannot be taken until a 
sufficient amount of time has been 
afforded for arrears to be addressed. 

ii) Generally, in the event of directional 
decisions within a group financing, the 
relevant parties will have rights of decision 
determined by outstanding aggregate 
loans. Unless the Islamic institution's 
participation is determined by 
outs tanding credit risk, the Islamic 
financing tranche may need to be 
separated from the core financing to 
ensure that the financier enjoys the same 
benefits of decision, or conversely, is not 
affected by a majority ruling that directly 
conflicts with the Sharia. Although 
certainly worth addressing, practically 
speaking, we have generally found that 
voting rights can be satisfactorily solved. 

iii) Segregated financings are often preferred 
by conventional co-financiers, who raise 
concerns about disbursal of proceeds of 
asset sales in the event of default, given 
the Islamic bank's requirement for direct 
ownership of those assets and, 
accordingly, their preferential right to the 
proceeds in the event of sale. 



Islamic Finance and Infrastructure 
Development 
Not surprisingly, perhaps, many of the initial 
forays into term project finance by the Arab 
Islamic banks have been in domestic markets 
and those with interest-free economies, such 
as Sudan and Pakistan. 

Most (although not all) of the project 
involvement has related to individual, shorter-
term, start-up and working capital tranches 
but we perceive a desire amongst our clients 
for more substantial involvement, and see the 
provision of term facilities as the next step. 
Our appointment as advisor to the UK's 
National Grid Company for a major 
infrastructure development in Pakistan has 
enabled us to invite Islamic financial 
involvement in both a two-year start-up facility 
and the seven-year term finance. 

Traditionally, Middle Eastern 
governments have considered the domestic 
provision of infrastructure to be their own 
responsibility. Lately, it has become 
increasingly difficult to fund the heightening 
demand because of the growing deficit in 
government revenues. 

Although this is a common problem to 
other geographical areas, it is unlikely that the 
Middle Eastern governments will resort in the 
immediate future to large-scale privatisation 
of businesses and infrastructure that they 
already own. 

Secondly, it is unlikely that they can attract 
sufficient investment from abroad to satisfy 
outstanding demand, even in the event of 
significant relaxation of foreign ownership 
and investment restrictions. There is, indeed, 
some evidence that the desire to raise external 
finance for build-own-operate projects is 
prompting several Gulf governments to review 
existing foreign investment laws. 

The common preference is therefore to 
develop new projects on a joint venture basis 
between, typically, a local company, a 
government entity and a foreign technician, 
and that is one that finds favour with the 
governments and, liquidity aside, has 
structural appeal for an Islamic financing 
institution. 

Admittedly, Malaysia does not face the 
same disadvantages as the governments of the 
Middle East and has promoted, particularly 
successfully, the application of its domestic, 
conventional capital markets to finance the 
new-build, private infrastructure, including 
Kuala Lumpur's new light rail system and 
large sections of toll roads and power projects. 

Although we have already established that, 
on a global scale, the international debt 
capital markets are not well suited to start-up 
ventures, there are a couple of exceptions at 
national level. The domestic capital markets 
in Malaysia almost certainly lead the pack in 
their comprehension of start-up project risk 
and the Islamic system is actively 
demonstra t ing that the unders tanding 
extends to both financial sectors. 

Earlier we considered the increasing 
momentum of the Islamic capital market and 
the application of IPDS to local infrastructure 
finance. Recently, a consortium whose 
shareholders include Tabung Haji 
Technology, YTL Corporation Berhad and 
ABRAR Group Internadonal, with Siemens 
AG of Germany as the major technical 
partner, have been awarded the mandate to 
finance the Express Rail Link project. It will 
be the first time that a Malaysian 
infrastructure development is extensively 
financed through Islamic products. 

Still looking specifically at mandates 
within the Malaysian market, one of the most 
sizeable examples of multi-sourced project 
financing relates to the RM 8.8 billion 
financing for KL International Airport. 

In addit ion to an RMI billion 
Government Equity injection, an RM 1.6 
billion bond issue and the equivalent of RM 
600 million provided in Yen by a Japanese 
Government loan, RM 2.2 billion (or 25 per 
cent of the aggregate project financing costs) 
will be provided through a securitised Bai 
Bithaman Ajil syndication allowing for the 
issue of tradable notes, and arranged by a 
consortium of local banks led by Bank Islam 
Malaysia Bhd. 

I believe this to be the largest Islamic debt 
securitisation to date, and the accompanying 



Guarantee of the Government of Malaysia 
serves further to appeal to investors who 
might otherwise be discouraged by the 20-
year tenure and risk profile of the transaction. 

Typical capital market investors in 
whichever sector look for very high quality 
paper with credit standing that approaches 
the level of government risk. If we are 
thinking of specific future opportunities for 
the Islamic capital market, we should consider 
the requirements of infrastructure utilities that 
generally have safe cash flows and predictable 
performance over the long-term. For those 
reasons, blue-chip utilities are already viewed 
by conventional capital market investors as 
near equivalent to government securities and 
very-long-term finance is available for their 
infrastructure related projects. 

We have addressed some of the difficulties 
faced by Islamic institutions with regard to 
long-term equity participations, but it should 
be highlighted that infrastructure equity can 
generate enormous profits, as well as risks, 
between development and start-up. 

The global financing markets are more 
competitive than ever before and even 
developing markets are awash with offers of 
short- term funding. Most financiers are 
exploring the enhanced rewards available 
from diversification into provision of long-
term funding, and Islamic institutions, more 
confident now that they have the necessary in-
house resources to analyse the complex cash 
flows and opportunities, are no exception. 

There is no shortage of infrastructure 
development opportunities in markets that 
are considered to be the traditional domain of 
Islamic financing. Legislation permitt ing, 
there is great value attributed to raising long-
term investment f rom the international 
markets, where appetite may be negatively 
impacted by factors including political 
climate, local legislation and local currency 
exposure. 

From the investment perspective, the 
enhanced rewards available f rom term 
participation in development ventures is one 
incentive for the Islamic financier balancing 
the provision of long-term funding against 

liquidity. The fulfilment of Islamic values 
through the promotion of development of 
Muslim economies is a still greater incentive. 

The Islamic banks of the Middle East 
undoubtedly hold the majority of Islamic 
deposits, but, as we have seen, face 
considerable barriers to fixed-term 
participation without recourse to liquidity. 
This, in turn, impacts negatively on the 
volume of the assets financed through the 
Islamic sector and the generat ion of 
appropriate outlets for investors. 

As we have noted, the implementation of 
an alternative, interbank system is prioritised, 
but will need greater Sharia consensus and the 
support of central regulatory authorities to 
succeed. Capital market development is high-
profile too, but it is only recently that the Gulf 
markets have tested the viability of raising 
conventional finance through public debt 
instruments. T h e presence of recognised 
rat ing agencies should assist with the 
prospects of deepening the regional markets 
through the provision of detailed information 
and analysis to prospective investors. 

It is worth highlighting a precedent for 
substantial participation in term financing by 
high-net-worth individuals and corporates 
that are less restricted by liquidity and are 
hungry for diversified investment. We have 
noted that the sheer scale of domestic 
development opportunities here will serve to 
deepen the asset base of the Islamic financial 
system. 

Undoubtedly, investment potential exists 
in both domestic and international markets 
where investors are attracted to rated issues 
that generate competitive and liquid 
investment outlets. These elements of 
performance, security and credit quality are 
crucial to developing the issuance of long-
dated paper through the Islamic capital 
market that satisfies the long-term funding 
requirement of the underlying project. 

Innovation within the capital market is the 
key to attracting that investor base and a 
number of institutions here are ensuring that 
product innovation is a primary focus. 



Islamic Syndicated Finance 

I M T I A Z A H M A D P E R V E Z 

Syndicated finance techniques were first used 
by the Bank of England in 1694 and some of 
its features have been traced back to the latter 
part of the Middle Ages. However, in modern 
times it was not until 1968 that the first 
syndicated loan was arranged. This took place 
in New York for US$100m. In 1972 alone, 
over US $ l l b worth of such business was 
handled. By 1981, the volume of syndicated 
transactions had reached the staggering figure 
of US $l78b. 

And with the gradual removal of legal 
barriers between nations, the internationalisa-
tion of syndicated f inance has seen 
tremendous growth in the past three decades. 

Syndicated financing originally came into 
being to facilitate the mobilising of financial 
resources to meet growing t rade and 
development needs. Over time, these 
considerations have been supplemented by 
many new advantages for both financiers and 
clients. 

It has not been possible to correctly 
ascertain the history of Islamic syndicated 
f inance. In so far as such commercial 
agreements are concerned, Islamic syndicated 
finance was for the first time introduced by the 
Faysal Islamic Bank of Bahrain EC through a 
US $50m short-term trade finance facility for 
the Turkish Petroleum Refineries Corporation 
(TUPRAC) in August 1987. 

This was followed by a similar facility of 
the Cotton Export Corporation of Pakistan 

(Private) Limited, Karachi in September 1987. 
Since then the Faysal Islamic Bank of Bahrain 
EC, itself has concluded 22 Islamic syndicated 
transactions participated in by 56 Islamic and 
tradit ional financial institutions. All the 
subject transactions have been oversubscribed 
and there have been no defaults. 

In the meantime, the structure used by the 
Faysal Islamic Bank of Bahrain has been more 
or less adopted by a number of Islamic and 
conventional institutions, including the 
Islamic Development Bank, the Albaraka 
Group, the Arab Investment Company and 
Grindlays Bank, amongst others, to raise 
consort ium finance on the principles of 
Islamic finance. 

U n d e r Islamic principles, the same 
objectives are achieved as in conventional 
practice, except for the fact that funds are tied 
to commercial and ent repreneur ia l 
transactions and purposes , and financial 
transactions are completely excluded. 

Through this vehicle, the resources of 
various institutions are pooled together, 
including financial, technological skills, 
sophisticated credit evaluations and financing 
techniques, marketing/selling ability, network, 
monitoring and control. It also allows for large 
amounts of financing to be shared by a 
number of syndicate members thereby 
distributing risk while enhancing the quality 
of credit. It also allows small institutions to 
participate in quality transactions. 



Syndicate members take upon themselves 
the various responsibiUties of Mudarib (agent 
and manager) co-Mudaribs (co-managers, 
marketing/selling agents, redempt ion 
underwriters, market-makers, etc) and 
participants. 

Mudaraba 
Under the Mudaraba (Agent/Manager) 
contract, the Mudarib (in its capacity as agent 
and manager), co-Mudaribs (in their capacity 
as co-managers, marketing/selhng agents, 
redemption underwriters, market-makers etc) 
and participating institutions (Rab Al-Maal, 
providing financial resources) enter into a 
mutual contractual relationship. 

The major issues of the contract are: 

i The relationship and responsibilities of all 
the relevant parties are separately listed 
and agreed to between the parties. 

ii An account is opened in the books of the 
Mudarib to receive the amounts 
committed (or allocated in the case of 
over-subscription by the part icipating 
institutions. 

iii The participating institutions authorise 
the Mudarib to act on their behalf in 
accordance with the conditions stipulated 
in the Mudaraba contract and its 
attachments. The contract also stipulates 
the use of the funds and is supported by 
the legal documentation to be obtained by 
the Mudarib on behalf of, and for the 
benefit of, the participating institutions as 
approved by them under the contract. 

iv The disbursements are made by the 
Mudarib to all pardes concerned on the 
same value date, unless otherwise 
stipulated. 

V Their fees for the Mudarib, Co-Mudaribs 
etc, and the share of profit attributable to 
each participating institution are duly 
stipulated. 

vi All documents of recourse are made out in 
the name of, and are held by, the Mudarib 
for action in future on behalf of the 
participating institutions in terms for the 

Mudaraba contract. Unlike traditional 
practice, no separate notes are made out 
in the individual names of the 
pardcipating insdtutions. 

Murabaha Financing 
Under this form of contract, the Islamic 
financial institution purchases goods, raw 
materials, equipment, machinery or any other 
items of economic significance from a third 
party at the request of its clients and sells such 
goods to the client on spot or deferred 
payment basis at its own sale price. The 
difference between the purchase cost to the 
Islamic bank and its sale price forms the profit 
available to the Islamic bank from the 
relationship. 

Non-Conventional Aspects 
As will be observed from the following 
characteristics of the Murabaha contract. 
Islamic banks deal in goods, not documents, 
and bear several risks until the contracts' 
consummation. Because it is tantamount to 
trading, the contract is a legitimate Islamic 
banking operation. However, it must be noted 
that Murabaha has the following, non-
conventional aspects. 

i The customer has the right to reject the 
goods if these do not conform to the 
required quality for which the contract was 
made. 

ii The Islamic bank is not permitted to 
assign the benefits of the recourse under 
the manufacturer's warranty to the client 
if this should entail extra costs for the 
client. Islamic banks are responsible for 
providing services under such a warranty 
to the client and may, therefore, have to 
act as an intermediary between the client 
and the manufacturer and/or supplier. 

iii An Islamic bank is obliged to provide a 
breakdown of its costs and profits and all 
other expenses involved as are charged to 
the client under the sale price. 

iv The client only promises to purchase the 
goods and is not legally bound to take 
delivery upon their arrival. 



V Islamic banks always obtain the title to the 
goods before passing these on to the 
client. 

vi In countries where imports are subject to 
duties and taxes, the Islamic bank's profit 
is treated as part of the purchase price and 
is, therefore, subject to such levies and 
taxes as are charged on imported items, 
which increases the cost of the import to 
the client. This is because financing by an 
Islamic bank is treated as trading and is 
not generally recognised as 'debt'. Not 
surprisingly, trade financing by Islamic 
banks with countries where import taxes 
and duties on imported goods are 
charged, has not developed satisfactorily. 

vii The Murabaha contract provides for any 
short-term financing needs of the clients. 
Due to the inherent liquidity element that 
this form of financing carries, Murabaha 
financing is today quite popular with 
Islamic banks. 

viii For the purposes of accounting, in the case 
of Murabaha, where the ultimate income 
is both contractually determinable and 
quantifiable at the commencement of the 
transaction, the same is accrued on a 
straight-line basis over the period of the 
transaction. 

Ijara Financing Contracts 
Under this form of contract, the Islamic bank 
purchases an asset and leases it back to its 
client. The lease contract specifies the leasing 
period, the amount and timing of lease 
payments and the responsibilities of both 
parties during the life of the lease. Leases can 
be simple rental or more elaborate contractual 
a r rangements committ ing the parties to 
future action. 

Islamic principles of finance permit the 
purchase of assets for rental that may include 
a certain profit to the investor A commercial 
or individual client wishing to acquire the use 
of capital equipment may request the Islamic 
bank to purchase such assets and then oblige 
itself to rent such assets from the bank. 

Subject to the fulfi lment of certain 
conditions, the client has the option to 

purchase the assets during the term of the 
lease. The optional purchase price declines 
over the period of the agreement, but as the 
customer is not obliged to purchase, the 
Islamic bank will not normally take on 
substantial risk with respect to its residual 
value at the end of the lease period. If the 
client is obhged to purchase - this is known as 
an Ijara Wa Iqtina lease. 

The two most frequently used types of 
lease are the operating lease and the financial 
lease. In the former, the Islamic bank is 
essentially acting as warrantor of the asset 
leased, al though the client makes an 
under taking as to the utilisation and 
maintenance of the asset. In the financial 
lease, the client must deal directly with the 
supplier or manufacturer and assumes the risk 
of loss. 

The Ijara financing mode is ideal for the 
securitisation of Islamic financial paper 
provided that the paper is supported by a 
secondary market (even if created by a group 
of financial institutions facilitating 
redemption on demand). On the other hand, 
the underlying asset should be easily 
converted into cash and so it is imperative that 
the asset is of high quality and is marketable. 

When the asset is of high quality, the 
Islamic bank may rely more on the asset than 
the credit risk of the client, which allows a 
client of relatively weak credit rating to obtain 
Ijara financing. 

Mismatching 
Leasing also permits some mismatching of 
short-term liabilities with long-term assets. 
This is because first, the instrument, being 
supported by the secondary market is 
marketable and convertible into cash on 
demand, and second, periodic rent reviews 
that reflect market conditions are permitted. 
However, at the present time. Islamic banks 
have tended to opt for commercial passenger 
aircraft, although the period of finance is 
medium-to long-term. 

Mudaraba is a contract between the 
Islamic bank and the client, whereby the 
Islamic bank provides a specific amount of 



funds to the client for an enterprise in 
exchange for a highly predictable profit. 

The client receives a share of the profit as 
compensation or fee for his/her ]<.now-how and 
management services. 

Entrepreneurs with strong technical and 
managerial skills but without adequate 
financial strength often find it extremely 
difficult in the contemporary financial world 
to raise capital for the establishment of viable 
economic units. 

They also find it difficult to find the 
money to carry out contracts which provide 
for sufficient cash flows and earning capability 
that will allow attractive returns on investors' 
capital - in addition to permit t ing a 
reasonable compensation to the entrepreneur 
for his/her know-how and management. 

But under this contract, the entire capital 
is provided by the Islamic bank, which looks to 
the client for management and technical 
know-how and basically to the feasibility -
technical commercial, financial and legal -of 
the economic unit. The bank will provide 
adequate cash flows and earnings that will 
permit the repayment of the principal return 
on investment as well as incentive to the 
entrepreneur within a reasonable time frame. 

Depending on the viability of the 
enterprise, this form of financing is highly 
conducive to the creation of new 
entrepreneurs who are technically proficient 
and have the ability to run specific enterprises 
to the highest levels of efficiency, but have no 
cash resources of their own. 

The Islamic bank allows all costs of 
product ion - including the management 
expenses of the client and his/her labour as 
deductible expenditure. In addition, the client 
is permitted a fixed percentage of profit as the 
fee for his/her know-how and management, 
without which the enterprise would not be in 
existence and producing; this sum is normally 
10-20 per cent of the total profits obtained, 
depending on the amount and quality of the 
client's contribution. 

This form of remunera t ion provides 
considerable incentives to the client to 
generate a high income and buy out the 

Islamic bank from the management fees 
earned out of the net profit of such an 
enterprise. 

However, it remains a high-risk financing 
mode. Although the client has sufficient 
incentives to make the unit a success, he/she 
has no capital committed to the enterprise. 
The Islamic bank, therefore, makes great 
efforts to scrutinise the feasibility of 
projections provided by the client using the 
most sophisticated credit risk evaluation, 
analysis techniques and criteria for its 
decision-making process. 

Following credit approvals, the Islamic 
bank takes all necessary steps to guard, as far 
as is possible, against completion and 
operational risks and such common causes of 
project failures as completion delays, cost 
overrun, technical obsolescence and failures, 
changes in regulatory risk factors, raw 
material shortages and ineffective marketing, 
as a part of its moves to require the enterprise 
to be managed to the highest standards to 
ensure that the projections are achieved. 

And after the project's completion, the 
Islamic bank maintains a strict check on 
operational risks such as the quality, quantity, 
availability and price of raw materials, and 
changes in the regulatory and environmental 
conditions, productivity and effective output 
at desirable cost levels, adequacy of 
infrastructure and continued availability of 
qualified and skilled labour and managerial 
personnel. 

If required. Islamic banks may put a 
member on the clients' board of directors to 
keep abreast of the developments taking place 
within the enterprise. 

Cross-border Mudaraba financing 
involves several additional risks. Political and 
regulatory risks are among the most 
important - as are tax factors. Meanwhile, 
local laws in certain countries do not permit 
banks to take an equity stake in the manner 
prescribed. 

T h e Mudaraba relationship is 
characterised by the following points: 

a) The relationship is entered into between 



the parties for a certain duration in which 
the repayment of capital is provided for 
on the basis of mutual agreement. 

b) The determination of profit redistribution 
and principal repayment is agreed 
between the two parties for a fixed period 
of time as well as the date on which the 
determination is carried out, including 
when the balance sheet and income 
statements are submitted to the parties for 
necessary determination. 

c) From the net profit after payment of all 
costs, including management costs 
(including the salary of the client), the 
client is paid his/her management fee at 
the rate prescribed under the relationship 
contract. The balance of the profit goes to 
the Islamic bank for distribution to the 
investors. 

d) While, under this mode of financing, fixed 
ratios are permissible, fixed amounts of 
profit for either party are not permitted. 

e) Liability for loss rests solely with the 
Islamic bank unless it is proved that the 
client was grossly negligent in the 
performance of his/her trust functions, in 
which case the entire loss is borne by the 
client. 

f) If two or more Islamic banks are involved 
in providing capital for the Mudaraba, the 
distributable part of the profit (i.e. after 
payment of management fees), is 
distributed between them on a pro-rata 
basis according to the amount invested by 
each. 

g) Each party exercises business discretion 
strictly in terms of the relationship 
contract and discretionary authorities so 
approved. This avoids confusion and 
provides a clear-cut functional process. 

h) The Mudaraba capital is only consumed for 
the purposes approved under the 
relationship and the client has no 
authority to invest the capital in other 
ventures without the prior approval of the 
Islamic bank. 

i) For the duration of the relationship, the 
client is not permitted to introduce his/her 
personal or any other external capital into 

the unit unless provided for and 
previously approved by the Islamic bank 

j) It is expected that the client will achieve 
the projections provided to the Islamic 
bank at the time of the initiation of the 
relationship, on the basis whereof the 
Islamic bank decided to enter such a 
relationship. 

Should the actual results fall short of 
these projections, the Islamic bank will be 
within its rights to seek a full explanation 
and the client is obliged to provide the 
same. Should such an explanation be 
found unsatisfactory, the Islamic bank may 
seek recourse against the client for 
misrepresentation, 

k) Unless provided for in the relationship 
contract, or approved by the Islamic bank 
as being imperative for the success of the 
enterprise, the client is not allowed to 
appoint another manager of the 
enterprise. 

I) Mudaraba is not permitted to obtain 
financing from a third party without the 
prior permission of the Islamic bank. 
However, the client may engage in such 
trade credit operations as are normal 
within the type of business and are duly 
provided for in the relationship, 

m) The liabilities of the Islamic bank under 
the Mudaraba are limited to the extent of 
its capital provided to the client under the 
contract. Creditors have no recourse to 
other assets of the Islamic bank, should 
any of their claims remain unsettled from 
the resources of the enterprise, 

n) Either party in the Mudaraba contract has 
the right to terminate the contract. If 
there are more than two partners, the 
contract may continue in favour of the 
remaining partners. However, many 
Islamic jurists agree that at the time of the 
termination of the contract, all goods and 
capital should have been converted into 
cash. 

Even in the case of a fixed-period contract, it 
will be illegitimate to bind the partners to not 
terminating the contract until the date of 



maturity. The Mudaraba also terminates upon 
the death of any one of the partners. 

This last principle can make the contract 
problematic, especially if the contract is for a 
long-term project. Modern scholars of Islamic 
economics have recommended that certain 
principles for the contract, such as this one, 
be revised, in order to eliminate undue 
advantage or disadvantage to either party. 

Conventional equities are one of the most 
desirable Islamic financing vehicles. However, 
exceptions do have to be made in the 
following areas: 

a) The main line of business of many 
companies is in areas that are considered 
to be Islamically unacceptable. 

b) A number of the corporate entities 
themselves issue interest-based debt 
instruments. 

Investment in equities is generally risky, and 
in order to get around this there has to be a 
wide range of companies invested in. But 
owing to the reasons outlined above, it may be 
difficult for an Islamic bank to choose a 
suitably diversified range of investments. 
These factors have made equity investment 
relatively unattractive and complex for many 
Islamic banks. 



Cross Border Islamic Trade Financing 

A D I L A H M A D 

T h e total stock of Islamic f inancing 
currently available world-wide is estimated to 
range from US $40-80 billion. The variation is 
due to the unavailability of complete data. 
The stock refers to money that has been 
mobilised from primarily retail depositors by 
Islamic financial institutions throughout the 
world. The stock is estimated to be growing at 
10-15 per cent per annum. 

The majority of this stock is utilised by 
Islamic financial institutions in their domestic 
markets. Perhaps as little as 20-30 per cent of 
the total stock is available to finance 
transactions in the international market. 

Categories of Islamic Financing 
Islamic financing modes can be divided into 
three broad categories as follows: 

1 Concessional financing. 
2 Profit-and-Loss-sharing. 
3 Trade-related financing. 

The first of these categories, concessional 
financing, involves modes such as Qard-Al-
Hasana. This is an important financing mode 
in Islam, but owing to the in-built element of 
concessionality, it is of limited use in 
commercial financing. 

The second category that profit-and-loss-
sharing, is considered to be the finest form of 
Islamic financing. T h e reason why this is the 
most prefer red category is because the 

financier and the user of finance are sharing 
completely the risk of the underlying project. 
Musharaka financing is included in this 
category. 

Given the imperfect world we live in, 
however, this mode has, to date, not achieved 
a pre-eminent position in Islamic financing. 
What may be one of the reasons was explained 
to me by a leading conventional banker some 
time ago. He told me that companies making 
good profits did not wish to en ter into 
Musharaka financing agreements with his 
bank because they could mobilise financing at 
lower rates in the conventional financing 
market. On the other hand, his bank did not 
wish to enter into Musharaka agreements with 
companies making low profits because that 
would affect the bank's earnings. 

However, it is estimated that the profit-
and-loss-sharing mode constitutes a very small 
por t ion of the total volume of Islamic 
financing at present. T h e mode of financing 
which constitutes the vast majority of Islamic 
financing transactions is the trade-related 
category of finance. 

T h e trade-related modes of financing 
being conducted outside the domestic markets 
of the Islamic financial institutions can be 
fur ther sub-divided into two: 

1 Islamic cash management 
2 Cross-border Islamic trade financing 



Islamic cash management involves Islamic 
financial institutions entering into agency 
agreements with Western banks and placing 
large amounts of their short-term funds with 
these Western banks. Under the agency 
agreement, the Western banks undertake to 
utilise the funds placed with them in short-
term Murabaha transactions and guarantee to 
the Islamic financial institutions the principal 
plus an agreed return. 

Cross-border Islamic trade financing 
involves the Islamic financial institution 
financing the acquisition of real assets by 
entities in another country and taking the 
repayment risk of those entides. 

Of the total Islamic financing available for 
transacfions in the international market, the 
majority is utilised in Islamic cash 
management schemes. 

Cross-Border Islamic Trade Financing 
Working through the numbers, it is estimated 
that perhaps as little as 5-10 per cent of the 
total stock of Islamic financing is utilised for 
cross-border Islamic trade financing. 

The two most frequently utilised financing 
modes in this area are Murabaha and Ijara. 
The former is mainly used for shorter-term 
commodity financing, while the latter is used 
for longer-term capital asset financing. 

A few years ago. Islamic financial 
institutions were interested in financing only 
short-term border transactions. In the last 
couple of years they have started selectively 
financing longer-term transactions. The data 
at hand suggests that the largest number of 
transactions being financed by Islamic 
financial institutions continue to be for 
Pakistani entities. Other countries to which 
financing has been provided include: Algeria, 
Iran, Egypt, Turkey, India, Bangladesh, 
Indonesia and South Africa. 

The commodities financed through 
Murabaha transactions include oil, wheat, 
rice, chemicals, pharmaceuticals, iron, etc. 
Capital assets financed include all types of 
plant and machinery, ships, motor vehicles, 
aeroplanes, etc. 

Initially Islamic financial institutions had 

limited ability for sourcing cross-border 
transactions and relied on conventional banks 
to originate suitable transactions for them. For 
example, in the early 1990s, ANZ Bank 
arranged oil financing for the Pakistani and 
Indian state oil companies. Our role was to 
identify the borrower, structure the relatively 
simple buy-and-sell and ensure that the 
documentation was in order. 

Nowadays the Islamic financial 
institutions want us to do more. Increasingly, 
many of them are developing their own 
origination capability in countries such as 
Pakistan. The reason why they want banks 
such as ANZ is to originate business in 
geographic areas where they have not yet 
done business, or structure more complex 
transactions. We are accordingly 
endeavouring to move in these directions. 

As far as security for the financing is 
concerned, the Islamic financial institutions 
generally continue to insist on a bank 
guarantee/letter of credit issued by a large 
bank in the borrower's country. Alternatively, 
if the borrower is a government-owned entity, 
then the Islamic financial institutions require 
the government to guarantee the financial 
obligations. In select cases, however, the 
Islamic financial institution may be willing to 
take the repayment risk of a private sector 
borrower. 

Islamic Trade Financing Facility 
As in many developing countries, Pakistan has 
a large number of state-owned enterprises 
(SOE). These SOEs are engaged in a range of 
activities, including trading, manufacturing 
and finance. Many of them regularly import 
raw materials, etc., from international 
suppliers. Late last year (1995)), together with 
two Islamic financial institutions, ANZ 
structured an Islamic trade financing facility 
for several of these SOEs. 

The facility basically involves the Islamic 
financial institution providing financing of up 
to US $25 million for the imports of select 
SOEs. Through a Murabaha arrangement, the 
Islamic financial institution pays off the 
foreign suppliers on a sight basis and sells the 



commodity to the SOE on a deferred payment 
basis. The repayment by the SOE is through 
one of two sources. One source is the exports 
of the SOEs. When an SOE exports, the 
foreign purchaser pays the sale proceeds 
directly to the Islamic financial institution 
under a pre-agreed arrangement. 

In case the exports of the SOEs are 
insufficient, a second source is utilised. This 
involves the home remittance of the Pakistani 
workers employed in the Gulf 

Although the Islamic funds available for 
cross-border trade transactions are only a 
small portion of the entire stock of Islamic 
funds, these do play an important role in 
financing the trade of some, predominantly 
Islamic, countries. In the near future, 
financing of this nature will probably be 
utilised in more countries and will be made 
available for longer terms than at present. 



i s t i j r a r : a Product of Islamic 
Financial Engineering 

M O H A M M E D O B A I D U L L A H 

Islamic scholars and economists are involved 
in a continuous process of designing and 
developing new financial instruments and 
finding innovative solutions to financial 
problems in the Islamic fiamework. Islam 
imposes two impor tan t constraints that 
distinguish Islamic financial engineering fi-om 
the conventional one. Islamic financial 
products must be ft"ee fi-om Riba and Gharar. 

In conventional parlance, this implies that 
such financial contracts must avoid conditions 
of zero risk and also conditions of uncertainty. 
These are two extremes in a continuum of 
risk. Unfortunately, however, these are present 
in most of the tradit ional financial 
engineering products and involve either risk-
free returns or returns through speculation 
under conditions of uncertainty. Both are 
considered unethical and not permissible 
from the Islamic point of view. 

A problem that confronts every 
participant in various markets, such as the 
commodity, securities, and currency markets, 
relates to management of risk arising out of 
volatility in prices. T h e need to manage risk 
has led to the development of various hedging 
tools that involve the use of options, futures, 
swaps and other derivative contracts. 

However, most of these tools of risk 
management can also be used for speculation 
and arbitrage. And, although the need to 
reduce risk exists for an Islamic organisation 
or individual participating in the markets, the 

conventional solutions are not Islamically 
permissible. 

It may be noted here that risk reduction is 
very much in conformity with Islamic 
rationality; though an Islamic part icipant 
would not seek to reduce risk to zero, the 
challenge before Islamic scholars is to develop 
new instruments for risk reduction which 
avoid the two extremes of Riba and Gharar. 

Istijrar is a product of Islamic financial 
engineering. It has been recently introduced 
by the Muslim Commercial Bank in Pakistan 
and is being used for commodity financing. 
T h e purpose of this paper is to undertake an 
anatomy of this financial innovation. 

In part 1, we examine its various features. 
We also discuss some issues relating to the 
Islamic nature of Istijrar and undertake a 
comparison with some similar products of 
conventional financial engineering. 

In par t 2, we mathematical ly derive 
conditions to be considered while structuring 
the deal which make the contract more just 
and equitable. In part 3, we conclude and 
make a case for the use of Istijrar as it adds to 
the efficiency of an Islamic financial system. 

1. Features of Istijrar 
a) The Contract 
Istijrar involves trade. According to the Istijrar 
contract, the sale price of the commodity that 
is t raded is computed as the average of the 
market prices during the financing period. 



The contract also has embedded options for 
both the buyer and seller that are activated if 
the market price pierces an upper or lower 
boundry during the financing period. The 
option provides a right to a party to fix the 
sale price at a predetermined level. 

To elaborate, let's take the example of a 
firm requiring short-term financing of its raw 
material purchases for a specific time period -
say, six months. The firm approaches an 
Islamic bank for financing this purchase. The 
bank purchases the pre-specified materials 
and sells these to the firm. 

The sale price, unlike a simple trade, is 
not set at the time of entering into the 
contract. Rather, it is determined at the end of 
the financing period, that is, six months. The 
sale price is set as the average of the series of 
prices of the material during the period of six 
months. Both the firm and the bank agree on 
a public undisputed source of price 
information and also a sampling interval for 
observing prices. T h e average price is 
calculated from these observations. 

The contract has embedded options for 
both the firm and the bank to fix the sale price 
at a different, predetermined level. These 
options may be activated if prices fluctuate too 
much and cross either a pre-specified upper 
or lower bound. The buyer-firm has an option 
to fix the sale price provided the market price 
exceeds the upper boundiy at any time during 
the financing period. The bank also has a 
similar option if the price falls below the lower 
boundiy The option is to fix a sale price at a 
pre-determined level payable on the due date. 

b) Issues Relating to Al-Riba and Al-Gharar 
Istijrar involves trade and hence does not 
involve any possibility of a risk-free return by 
either party. A real transaction involving 
purchase, ownership and sale of a commodity 
underlies financing through Istijrar. The bank 
is exposed to risk and hence, Istijrar is clearly 
free from Riba. 

Possible arguments against Istijrar may, 
however, be on the grounds that the bank or 
seller is exposed to too much risk. The risk in 
this case is price risk. Islamic law provides for 

stipulation of the price at which the deal is 
executed in the contract. Absence of the price 
in the contract would involve Gharar or 
uncertainty. 

It may be argued that a simple alternative 
for the bank is to finance the same transaction 
under Murabaha, that is, charge a 
predetermined profit above the purchase 
price and sell it at the cost-plus price on a 
deferred payment basis. Since the payment to 
be made to the bank is known with certainty, 
there is obviously no element of Gharar. 

This arrangement reduces price risk to 
zero and minimises overall risk for the bank, 
which is reasonably certain about the return 
on its investment. However, this alternative is 
the least preferred form of financing from the 
Islamic point of view, and, according to some 
Islamic scholars, is very close to Riba-based 
transactions. Hence, its use should be 
minimised. The goal of risk minimisation 
should not imply seeking predetermined 
returns as in the case of debt financing. 

The amount of risk associated with Istijrar 
is not as high as it appears initially. Price risk 
would of course become prohibitive when the 
contract provides for setting the sale price at 
the level prevailing on the maturity date. 

In a market where prices are not 
administered and are freely determined by 
market forces (as would be the case in an 
Islamic market), such a contract would involve 
conditions of uncertainty or Gharar. Istijrar, 
on the other hand, provides for a process of 
averaging of the prices prevailing during the 
financing period, which reduces this 
uncertainty to a considerable extent. 

The element of uncertainty is further 
reduced by the options which are activated 
when market prices become too volatile and 
cross the price band from either side. When 
the options are exercised, the outcome is 
similar to that under Murabaha, that is, the 
sale price is fixed at a level which allows for a 
predetermined profit to the seller. 

c) Istijrar and the Statistical Properties of 
Price Behaviour 
In statistical parlance, conditions of risk are 



distinct from conditions of uncertainty. 
Conditions of risk refer to a situation where it 
is possible to enumerate the entire range of 
possible values that the variable in question 
(commodity price) may take, and the 
corresponding probabilities. 

In other words, it is possible to estimate 
the ex-ante probability distribution. Such 
estimation is usually undertaken on the basis 
of the historical relative frequency 
distribution. No such estimation is possible 
under conditions of uncertainty. We use this 
distinction in our analysis and label the latter 
type of situation as involving Gharar. 

The beauty of Istijrar lies in its ability to 
cope with various alternative sets of 
assumptions regarding behaviour of prices. 
An assumption quite common among 
economists is that prices fluctuate randomly, 
r h e assumption is that prices are not 
administered; they are freely determined by 
the forces of demand and supply and are free 
from any market manipulation. 

In such a case, distribution of prices could 
be approximated by a normal distribution. A 
desirable statistical property of the normal 
distribution is that the entire distribution can 
be described by just two parameters - mean 
and standard deviation. 

If the prices of the commodity in question 
are devoid of manipulative trends and 
fluctuate freely and randomly, then the 
analytical framework becomes quite simple. 
Prices would centre around the mean of the 
distribution, that is, the average of all prices 
during the financing period. 

The upper and lower bounds for the 
prices are given by another property of the 
normal distribution: 99.7 percent of all prices 
would fall within (mean + 3 standard 
deviations) to (mean - 3 standard deviations). 
These bounds would effectively take care of all 
possible prices. The mean of the distribution 
of prices however may shift to the right if 
prices exhibit a long-term upward trend. 

If this shift in mean can also be estimated, 
then structuring the contract becomes quite 
simple. The exercise price for the options 
could be set after taking into consideration 

the rightward shift in the mean. Under these 
conditions, the outcome would become 
independent of whether or not options were 
activated (this makes the bounds irrelevant) 
and whether or not options were exercised. 
The sale price is eventually set at a level that 
almost allows for a pre-determined profit for 
the seller. 

It may be noted that if the sale price is set 
at the level prevailing on the maturity date, 
this would imply any of the possible values 
that the price might assume. Even if the 
probability distribution of the price is stable, 
the price at which the deal would be closed, 
and the payment to be made, would be 
shrouded with uncertainty and hence, the 
arrangement would not be free from Gharar. 

However, if payment is set at the mean of 
the probability distribution, which can be 
estimated, the situation can no longer be 
termed as uncertain. The Istijrar contract in 
this scenario would involve a risk that is 
Islamically permissible and not uncertainty or 
Gharar. 

The Istijrar contract also has built-in 
features to cope with conditions of 
uncertainty, where the probability distribution 
of prices cannot be estimated and historical 
distributions provide little clue to ex-ante 
distributions. 

If prices exhibit unexpected trends then 
the mean of the expected distribution would 
be non-stationary. It would be continuously 
shifting in either direction and setting the sale 
price at the mean of all past prices would 
involve a high degree of uncertainty. This 
situation is thought to be taken care of by 
having options which would be activated and 
exercised in case of extreme adverse 
movement in prices, and the sale price would 
thus be setded at a predetermined level which 
would allow a known profit as in the case of a 
Murabaha contract. 

d) Comparison with Certain Traditional 
Financial Innovations 
Istijrar is a complex instrument that has some 
similarities with certain traditional financial 
engineering products, such as the average rate 



(Asian) option, the barrier option, and range 
forward contracts. All these financial 
innovations pertain to transactions in 
currencies, although they could also be used 
for commodity or stock transactions. 

The average rate (Asian) option is a 
contract that pays off, at option maturity, the 
difference between the option strike price, say 
P*, and the average price, say P-bar, over the 
life of the option. 

Barrier options are of several types. But 
the ones similar to Istijrar are down-and-in 
options and up-and-in options. In a down-
and-in option, the option feature is activated 
only if some lower barrier is crossed prior to 
option expiration. In an up-and-in option, the 
option feature is activated only if some upper 
barrier is crossed prior to option expiration. 
The Istijrar contract combines the features of 
an average rate (Asian) option, a down-and-in 
put, and an up-and-in call. 

There is some difference of opinion 
among experts in Islamic law about the 
permissibility of option contracts. The 
majority view seems to be that such option 
contracts in themselves are permissible and 
are normally binding on the party which is 
obligated under the contract. 

However, this contract cannot be a subject 
matter of sale and purchase implying that no 
premium can be charged by the option writer. 
The rights and obligations cannot be 
transferred to a third party. 

It is not difficult to see the economic 
significance of this requirement. If the option 
contract is made fully transferable it brings in 
the possibility of speculation on the direction 
of price movement. For example, consider the 
case of an up-and-in call on the price of a 
specific commodity with an upward barrier at 
P-cap and exercise price P* (P-cap naturally is 
greater than P*). 

If an individual expects prices to cross P-
cap before the maturity date and remain 
above P* on the maturity date, he would buy 
this contract. If his expectation materialises, 
his gain would equal the difference between 
the price prevailing on the maturity date and 
the exercise price minus the call premium. 

His losses are, however, limited to the call 
premium in case his expectation does not 
materialise, and the option expires worthless. 
Such a scenario is likely to encourage 
individuals to speculate and benefit from the 
price differences. Such speculative gains are 
against the norms of Islamic ethics. 

Istijrar, however, does not allow any room 
for controversy or difference of opinion, as the 
options are embedded in the contract and are 
not tradable in themselves. The contract does 
not allow for any kind of speculative gain, as it 
is backed by a real purchase, ownership and 
sale of a commodity. 

Istijrar can also be compared with another 
financial innovation: the range forward. This 
is a simple extension of a forward contract and 
can also be seen as a combination of a call and 
put option. In a range fonvard, there is no 
single forward price as in a simple forward 
contract. Rather, there is a "range" for the 
forward price. 

In the context of commodity transactions, 
a contract may, for instance, stipulate that the 
buyer will buy the given commodity from the 
seller at a price ranging from PI to Pu. This 
also implies that, independent of the spot 
price, the buyer has the right to buy from the 
seller at ceiling price Pu (seller has the 
corresponding obligation to sell at Pu) and the 
seller has the right to sell to the buyer at floor 
price PI (buyer has the corresponding 
obligation to buy at PI). 

Thus, similar to a simple forward contract, 
both the parties have rights and obligations to 
transact. The difference is that the rights and 
obligations to transact are not at a unique 
forward price, but at different forward prices. 

Range forward, like the simple forward 
contract, is not Islamically permissible, 
primarily because it allows both the parties to 
make speculative profits from price 
differences and is essentially a zero-sum game. 
For example, if on maturity, the spot price 
happens to be above Pu, say Ps, then the buyer 
would make a profit of Ps-Pu by exercising his 
right to buy at Pu. The loss to the seller would 
be the same. The converse would be the case 
if, on maturity, the spot price falls below PI. 



The possibility of speculation, however, is 
reduced as compared to a simple forward 
contract where there is a single forward price 
for both the buyer and seller. In case the spot 
price remains within the band, then both the 
options expire without being exercised. 

Istijrar, like a range forward contract, also 
has a combination of a call option and a put 
option. However, unlike a range forward 
contract, the buyer and seller are not in a 
position to speculate on the direction of prices 
and take the price differences. It is this 
constraint on speculation that distinguishes 
Istijrar from traditional financial engineering 
products and makes it conform to the norms 
of Islamic ethics. 

2. Analysis of Embedded Options 
Let us consider the case of an option for the 
buyer first. The buyer-firm would exercise the 
option to fix the sale price if it expects the 
price increase (after it has risen above the 
upper bound) to continue. Let FBI, PB2, 
PB3....PBn be the expected price series for the 
buyer. The option would be exercisable in 
time period t if PBt is greater than the upper 
bound, say P-cap. 

If the buyer exercises the option, the sale 
price would be fixed at a predetermined level 
P*. Whether the option would be exercised 
depends on the nature of change in the 
buyer's expectations. If the buyer expects that 
beyond time period t, prices will keep moving 
up, which would imply that the average of the 
prices during the entire time period would be 
driven up and would be higher than P*, then 
the buyer will be better off by exercising the 
option. 

However, if the buyer expects that prices 
will fluctuate randomly, and the increasing 
trend in prices will not persist, then he will be 
better off by not exercising the option. The 
condition for exercising the option is the 
Expected Value of the price distribution PB-
bar > P*. If P* is not too high, then the buyer-
firm would be more inclined to exercise its 
option since the probability of the average of 
prices being greater than P* would be high. 
However, if P* is set at a high level, the 

existence of the option is not likely to confer 
much benefit on the buyer. 

Now let us see what would happen if 
prices fell below the lower bound. The bank 
would exercise the option to fix payment at 
the predetermined level if it expected the 
price decline (after it has fallen below the 
lower bound) to continue. 

Again let PSI, PS2, PS3....PSn be the 
expected price series for the seller-bank. The 
option would be exercisable in time period t if 
PSt were lower than the lower bound, say P-
floor. If the bank exercises the option, the sale 
price would be fixed at the pre-determined 
level P*. 

Whether the option would be exercised 
depends again on the nature of change in the 
bank's expectations. If the bank expects that 
beyond time period t, prices will keep going 
down, which would imply that the average of 
the prices during the entire time period would 
be driven down and would be lower than P*, 
then the bank will be better off by exercising 
the option. 

However, if the bank expects that price 
decline is purely temporary, then it would in 
all likelihood, be better off by not exercising 
the option. The decision would depend on the 
value of P*. If the bank manages to fix P* at a 
sufficiently high level, so that the average of 
prices would eventually be less than P* then 
the bank would exercise the option the 
moment the price fell below the lower limit. 

What follows from the above analysis is 
that the level of the predetermined price P* is 
a crucial parameter of the contract. Given the 
expected distribution of prices, P* will 
de termine whether the options will be 
exercised by any party. 

Generally, P* would be dependent on the 
market price prevailing at time period zero, 
that is, the price at which the commodity in 
question is purchased by the bank for delivery 
to the buyer. P* is expected to be the bank's 
purchase price plus a minimum 
predetermined return, as in case of a 
Murabaha contract. Using notations, if Po is 
the purchase price and r is the pre-
determined return, then P* = Po (1+r). 



The other crucial decision variables in 
designing the contract are the upper bound P-
cap and the lower bound P-floor, as these have 
wide implications for the buyer and the seller. 
The level of P-cap determines whether and 
when the buyer will have the option. If P-floor 
is fixed at a fairly high level, and the price 
fluctuates in a narrow range, then the buyer 
will not be in a position to exercise the option 
and hedge against moderate price increases. 
It would be in the interest of the buyer and 
against that of the seller to fix the upper limit 
at a low level. 

The situation is symmetrical for the lower 
limit P-lloor. If the P-floor is fixed at a fairly 
low level, then the seller will not be in a 
position to hedge against moderate price 
declines. He will not have any option if the 
price fluctuates in a narrow band and does not 
pierce the low P-floor. It is, therefore, in the 
interest of the seller and against that of the 
buyer to fix the P-floor as high as possible. 

Setting the values of P-cap and P-lloor 
thus involve a conflict of interest. It is quite 
easy to conclude that the decision would be 
dependent upon the relative bargaining 
power of the buyer-firm and the seller-bank. 

In the interest of equity, however, the 
buyer and seller must share the risk in a just 
manner and no single party should be in a 
position to tilt the balance in its favour. In 
other words, the value of the option for the 
buyer must equal the value of the option for 
the seller at the time of entering into the 
contract. For every P-floor, it is possible to 
derive a P-cap where this equality holds good. 

a) Equality in Option Values 
As already pointed out, the option to the 
buyer is in the nature of an up-and-in call and 
the option to the seller is in the nature of a 
down-and-in put. Further the options are in 
the nature of average rate (Asian) options. 
The value of these options to both the parties 
must be equal. 

We arrive at the condition for equality 
using the standard valuation approach 
suggested by Cox, Ross and Rubinstein 
(1979), that assumes that the underlyins; price 

follows a multiplicative binomial process. 
Here it may be noted that the traditional 

models attempt to compute the value of an 
option with the objective that the option will 
be priced accordingly in the market. We have 
no such objective and hence, the exercise does 
not violate the Islamic norm that options 
should not be priced and be the subject of 
sale. 

Our only objective is that the worth of the 
options granted to both the parties should be 
the same and we use the valuation models for 
this purpose alone. 

The parameters that determine the value 
of a barrier option are as follows. For an up-
and-in call, its value is directly related to the 
current market price. The higher the current 
market price, the greater is the probability 
that the price will cross the upper bound and 
will remain above the exercise price on the 
due date. 

For the same reasons, the value of the up-
and-in call is also inversely related to the 
exercise price, and also to the upper bound. 
The case for a down-and-in put would be the 
opposite. Its value would be inversely related 
to the current market price and would be 
directly related to the lower bound. The other 
parameter which one finds in the 
conventional models is the interest rate. 
However, since we are assuming an Islamic 
financial system, interest rates would either 
cease to exist or would have no impact on 
option values for an Islamic investor. 

Lastly, volatility also has a direct impact on 
all option values. It may be noted that since we 
are considering the case of average rate 
options, the volatility measure needs further 
adjustment. The exact relationship between 
the volatility of an ordinary European option 
and that of the average rate option depends 
upon the frequency with which price 
observations are collected for averaging. 

If the average is calculated from daily 
observations, the volatility of the average rate 
option is 57.85 per cent of the corresponding 
European option volatility. This can be easily 
derived as follows. 

In the case of the European option, the 



price variable is always a stochastic variable, 
while in the case of the average rate option, a 
larger and larger part of the variable (average 
price) becomes non-stochastic as time passes. 
Let P be the random price variable and s2 be 
the annual variance. The variance for the first 
day is s2(l/365), same as for the European 
option, as the variable is the same for both the 
options. 

At the end of the first day, the price will be 
observed and this will serve as the first point 
to calculate the average. On the second day, 
the random variable for average the rate 
option is no longer P, but (364/365)P with a 
variance of (364/365)2s2( 1/365). The daily 
variance will continue to decline and on the 
last day will be (l/365)2s2( 1/365). Averaging 
all the daily variances and comparison with 
the daily variance for the corresponding 
European option yields the above result. 

Apart from the volatility effect, the 
averaging process introduces an interest rate 
effect, which is irrelevant in our framework. 
Hence, once the averaging effect is captured 
in the volatility measure, the modified 
measure is taken into account in the model to 
value the barrier options. 

We also assume that the upper bound is 
higher than the exercise price, which is again 
higher than the lower bound. J Orlin 
Grabbe(I996) follows the Cox, Ross and 
Rubinstein approach and provides the C code 
for numerical pricing of barrier options. 
Decoding the same and assuming a zero 
interest rate, we find the value for an up-and-
in call and a down-and-in put. The 
assumption of a zero interest rate greatly 
simplifies the model. We use the following 
notations, as shown in figure 1: 

As discussed earlier, Vc and Vp must be 
equal in the interest of equity and justice. To 
take an example, we initially assume that the 
current market price (S) is 100, the exercise 
price (K) is 120, the upper bound (H) is 150, 
the lower bound (L) is 90 and the volatility 
measure is 0.25. 

Given this, we compute Vc to be 6.567 and 
Vp to be 21.63. Thus, there is a wide disparity 
between the option values and the contract is 

tilted in favour of the seller-bank. When the 
upper bound is reduced to 125, Vc rises to 
11.962, and the disparity is reduced. Similarly, 
when the lower bound is reduced to 75, Vp 

Figure 1 
Let 
S = current market price 
K = exercise price 
H = upper bound 
L = lower bound 
s = adjusted volatility measure 
The value of an up-and-in call is 
Vc = S * N(dl ) - K * N(dl-s-^t) - H * N(-d2) 
+ S*K/H N ( - d 2 + s - t ) + H * N(dl-sH-t) 
-S*K/H * N(d l ) - S/H * N(dl ) 
where 
d l = [ l og (S /H) / s - t ] + [s-2t /2] 
d2 = [log {(H2) /{S *K)} / s - t ] + [ s - t /2] 
N(x)= value of the standard normal distribution 
for X. The value of a down-and-in put is 
Vp = - S * N(d3) -H K * N(-d3 + sH-t) + L * N(d4) 
- S*K/L * N(d4-sH-t) - L * N(-d3+sH-t) + S*K/L 
* N(-d3) - S/L * N(-d3) 
where 
d3 = [log ( S / L ) / s - t ] -H [s- t /2] 
d4 = [Iog{(L2) /(S*K)} / s - t ] -H [ s ^ t / 2 ] 
N(x)= value of the standard normal distribution 
for X 

decreases to 12.691 and is equal to Vc when 
the lower bound is further reduced to 74 
approximately. 

When the deal is structured by the seller 
bank, it may prefer to fix the lower bound for 
itself taking into account the price risk it is 
willing to bear. As noted earlier, the higher the 
lower bound, the lower is the price risk. And 
the higher the lower bound, the higher would 
be Vp. The equality condition would demand 
that Vc is also higher. 

Vc would be higher, given the values of 
other parameters, only when the upper bound 
is lower. Consequently, the price risk to the 
buyer-firm would also be lower. For every 
value of the lower bound, there would be a 
corresponding upper bound where equity is 
ensured. 
3. Concluding Remarks 
As already noted, traditional risk 
management tools using derivatives, such as 
options, forwards and futures, are not 
permissible in the Islamic framework. 



primarily because these are also vulnerable to 
misuse by speculators. 

Speculation and arbitrage, and not risk 
management, seems to be the more dominant 
motive behind enter ing into the above 
contracts in contemporary markets in 
commodities, stocks and currencies. 

Nevertheless, the excessive volatility 
witnessed in these markets underscores the 
need to design tools for risk management 
without violating the requirements of Islamic 
law. As already highlighted, Istijrar, which is 
now being used for commodity financing, is 
an Islamically permissible tool for managing 
the price risk of commodities. There is no 
reason why this contract cannot be used in 
other markets for risk management. 

Consider the following case. An Islamic 
equity fund is planning to launch a new 
scheme after three months. The funds will be 
available after this time period. The fund 
manager believes that the current equity 
prices are quite attractive and that prices are 
likely to be higher at the end of three months. 

A conventional fund manager has the 
alternative to enter into a future contract to 
buy the stocks he wants at the end of three 
months at specific prices; or to buy call 
options on the stocks with specific exercise 
prices. 

The Islamic fund manager may not like to 
use these alternatives. Bai-Muajjal may be an 
Islamic alternative under which the fund 
manager takes delivery of the stocks at present 
against a promise to pay the sale price after 
three months. The transactions are executed 
at known prices. 

This kind of transaction is feasible only 
when there is a willing seller with exactly 
opposite expectations regarding the direction 
of prices. However, since the seller can always 
liquidate his holdings now in the spot market 
and take the sale price, there is no reason why 
he would choose to wait for three months. 

In order to induce him to wait, the price at 
which the Bai-Muajjal contract is executed 
must be higher than the current spot price. 
Under this arrangement, the fund manager is 
able to hedge the price risk and transfer it 

completely to the seller, who would have a 
notional loss if prices subsequently go up. 

Istijrar offers another alternative under 
which the fund manager and the seller are 
able to share the price risk. As already 
explained, under this ar rangement , risk 
arising due to moderate price movements 
within the barriers remains with the parties to 
the contract (though it is further reduced 
owing to the process of averaging). Both the 
parties have a hedged position relating to 
price movements beyond the barriers. 

The contract thus provides a variety of risk 
management possibilities. The above is just 
one possible case where Istijrar can be used. 
The challenge before the Islamic financial 
researcher is to explore additional uses of this 
elegant financial contract so as to design new 
innovative contracts with varying features 
conforming to the Islamic norms. Thus it 
would be possible to enhance the efficiency of 
the financial system without compromising 
the norms of Islamic financial ethics. 



Qard al Hasana - Towards Rationalisation 

F A R I D S C O O N 

Who is he that will loan to God a 
beautiful loan (qard al hasana) which 
God will double unto his credit and 
multiply many times'? It is God that 
giveth (you) want or plenty, and to Him 
shall be your return. (Qur'an 2:245) 

Over the past quarter of a century, Islamic 
banking and financial institutions (IBFIs) have 
developed several Sharia-approved methods 
of deploying the funds which they mobilise 
from, and on behalf of, their customers. In 
particular, the Murabaha (cost-plus sale) and 
various forms of Ijara (lease) instruments have 
come to occupy prominent places in the 
financing portfolios of IBFIs. Tremendous 
steps have been taken to rationalise the 
procedures for deployment of these financing 
ins t ruments across a broad spect rum of 
economic activity. So, for example, the 
Murabaha ins t rument may be used for 
commodities financing or for capital goods 
acquisition in commercial enterprises, or for 
the purchase of the family home, car or other 
household items. Ijara has proven to be 
useful for the raising of investment funds 
especially for quickly expanding businesses or 
for small and med ium enterpr ises with 
insufficient assets and capital to meet the 
normal collateral requirements of loan 
financing. 

Of the several modes of Islamic financing, 
one, Qard Al Hasana, is unique in that no 

tangible profits accrue to the IBFI through its 
deployment . Qard Al Hasana, literally 
'beautiful loan,' is a terminology derived from 
the Qur 'an where it occurs in six different 
verses. In Islamic banking it refers to interest-
free loans. There is a general misconception 
among many writers, who associate Qard Al 
Hasana variously with the institution of Zakat 
(wealth purification) or Sadaqat (charity), or 
with Waqf (pi. Auqaf) (welfare and 
humanitarian projects). T h e removal of this 
misconception can pave the way for the 
rat ionalisat ion of Qard Al Hasana as a 
powerful financial instrument in the hands of 
IBFIs. Although Qard Al Hasana shares some 
characteristics with these other mentioned 
instruments, it is on fur ther examination a 
quite distinct apparatus, both in its role and 
function. It would be appropriate shortly to 
examine the nature of Zakat, charity and 
Waqf 

Zakat is a divinely imposed obligation, 
enjoining all Muslims who are sahib-e-nisab 
(owning a certain min imum threshold of 
unencumbered wealth for a period of one 
year) to pay, and the Islamic government to 
arrange for the proper assessment, collection 
and utilisation of, a fixed tax of 2.5% on that 
accumulated wealth. It is a fo rm of 
commodity taxation for the redistribution of 
wealth among the less fortunate in society, 
according to specific guidelines. T h e Islamic 
government may delegate its duty to assess 



and collect zakatable funds as it sees fit and 
may, in certain instances, require IBFIs to 
perform these functions. In the absence of an 
Islamic government or where an Islamic 
government abdicates its responsibility, non-
governmental organisations, including IBFIs, 
may volunteer to fulfil the government's 
duties in respect of Zakat. One of the 
purposes for which Zakat may be used is debt 
relief An IBFI may actually be an indirect 
beneficiary of the distribution of zakat, if, for 
example, the IBFI's customer, who is 
experiencing difficulty meet ing his 
obligations, is given a Zakat grant to repay a 
loan to the IBFI. 

Waqf means the relinquishment, for an 
indeterminate period, of one's private 
ownership of something capable of public use 
and benefit. Once a person endows a Waqf 
property, it ceases to be his property 
altogether and neither the donor nor anybody 
else can make a gift of it to any person or sell 
it, except in very particular circumstances. 
One of these circumstances is where the 
person making the endowment lays down the 
condition that the Waqf may be sold if it is 
advisable to do so. There are various other 
conditions associated with Waqf These are 
not appropriate to our discussion except that 
they clearly demonstrate that the Waqf has 
nothing to do with Qard Al Hasana as much as 
these both have nothing to do with Zakat. 
Sadaqah is the giving of something to a 
deserving other with the sole intention of 
seeking the pleasure of God. Sadaqah given 
with this proper intention may atone for sins 
and prolong one's life among other virtues. 
Sadaqah is a broad term that encompasses 
Zakat, Waqf and Qard Al Hasana, as well as 
smiling, removing of inconveniences from 
public pathways, and the sum total of 
charitable actions and giving. 

Qard Al Hasana, on the other hand, does 
not carry with it the connotations of alms or 
charity, nor the connotation of purification of 
wealth along the lines of Zakat. 
Chronologically speaking, in the development 
of the Islamic system, Qard Al Hasana 
preceded the institutionalisation of Zakat. 

The 2.5% Zakat tax was formalised in the 2nd 
year after the hijrah or flight of Muhammad 
(PBUH) to Medina from Mecca. The primary 
Qard Al Hasana verse of the Qur'an, (2:245) 
was revealed almost as soon as the Prophet 
entered Medina and established the 
relationship of brotherhood between the 
Ansaar (helpers) of Medina and the Emigrants 
(Muhajireen) of Mecca. 

Qard Al Hasana is a business transaction 
that establishes a relationship of lender and 
borrower. It was, together with Mudarabah 
and musharakah (types of equity financing), 
and Muzara'a and Musa'qat (types of share 
cropping agreements) an integral aspect of 
the non-Riba-based system of economic 
transactions approved and encouraged by the 
Prophet himself It is an essential part of the 
fiscal policy of early Medina-styled Islamic 
economies. These were the primary vehicles 
used by the Prophet for creating employment, 
alleviating poverty and increasing productivity 
in the newly created Islamic state. 

It should be noted that the Muslim 
population of Medina was by no means well 
off at the time of the Hijra, a fact substantiated 
by the Qur 'an which says of the inhabitants 
that 'poverty was their lot'. Qur'an, (59:9)D.S. 
Margoliouth, writing in Mohammed and the Rise 
of Islam comments: 

"Though we hear the names of one or two 
wealthy Yathribites, the bulk of them appear 
to have been poor. In Yathrib in the Prophet's 
time there was only one wedding garment; 
ornaments had to be borrowed from the Jews. 
This poverty was probably aggravated by 
Jewish money-lending." 

Qard Al Hasana was among the forms of 
financing encouraged by the Prophet for 
channell ing savings into investment and 
productive activities. It was the primary 
source of financing introduced by the prophet 
after entering Medina and is the only form of 
financing transaction praised in the Qur'an, 
which, as we have seen, has promised a 
doubling and arithmetically multiplied 
certain and secured return from these loans. 
It does not appear to have been looked upon 
by the Prophet and his companions as a form 



of charity, and the borrowers were not looked 
upon as people who were seeking alms from 
the rich. Rather the participants in Qard A1 
Hasana transactinons must have viewed 
themselves as key participants in the 
realisation of the early fiscal policies of the 
Islamic state, and whether as lenders or 
borrowers they were involved in the 
establishment of the primary economic 
structures necessary for the sui-vival of the 
Islamic state. It should be noted that these 
beautiful loans in early Muslim society were 
primarily used for productive economic 
purposes, such as setting up qualified but 
temporarily economically improvished people 
in trade and agriculture and temporarily 
relieving people of economic difficulties so 
that they could turn their attention to more 
productive work. 

Islamic banks have taken quite successful 
steps to update and rationalise the identified 
instruments of non-Riba financing other than 
Qard .M Hasana. It is suggested that the 
association of qard al hasana with charity, 
almsgiving and humanitarian and welfare 
purposes and its not being utilized as an 
effective, efficient and viable mode of Islamic 
financing has impeded the modern-day 
rationalisation of this instrument. Qard Al 
Hasana, when shorn of its welfare, alms-giving 
and humanitarian associations, can actually be 
shown to be an aspect of the IBFI's portfolio 
that, as promised by God, effectively and 
eventually provides a double and multiple 
return on relatively small outlays. The 
marketing and research and development 
depar tments of IBFIs would do well to 
examine the positive role of qard al hasana in 
increasing the market share of IBFIs along the 
lines later suggested in this article. An 
increase in market share does translate into 
doubling and multiplying the returns on 
investment. 

Riba-based banks are increasingly 
becoming aware of the potency of Qard Al 
Hasana and at least two of the major banks in 
the UK, NatWest and Midland, have 
instituted Qard Al Hasana schemes for certain 
categories of students. No doubt one 

motivation for these banks adopting qard al 
hasana schemes is their recognition of 
repeatedly published market research that 
shows that there is a strong tendency of 
customers to remain faithful to the bank 
originally chosen, 'even with the critical young 
set and upper class' who usually adopt 'a more 
rational attitude' towards their banking 
arrangements. IBFIs are policy-constrained to 
adopt Qard Al Hasana as a mode of financing. 
There is no doubt that there is no profit 
component directly linked to a Qard Al 
Hasana, since no interest and no commissions 
above the amount actually expended to 
administer the loan are chargeable. There is 
no question, however, that Qard Al Hasana 
may be linked to a variety of other modes of 
financing, adding value to the profit potential 
of these modes. 

In the first place, the legal structures for 
the mobilisation of deposits that may be 
utilised for Qard Al Hasana have to be set in 
place. As with many other areas of Islamic 
banking law, there is no set convention for the 
mobilisation of Qard Al Hasana funds. 
Rationalisation of the procedure for accepting 
funds is the first step in the overall Qard Al 
Hasana rationalisation process. IBFIs accept 
two types of deposits, namely, joint investment 
deposits and trust or transaction deposits. 
Generally, joint investment type deposits are 
thought to constitute part of the IBFIs' cash 
resources to be utilised in financing 
operations other than Qard Al Hasana. Trust 
or savings (ie. transaction) deposits are 
demand deposits. 

Some IBFIs such as the Jordan Islamic 
Bank, open specialised trust accounts for 
acceptance of deposits by benefactors who do 
not object to their savings being used for Qard 
Al Hasana purposes. Other IBFIs do not 
seem to have a clear policy for the 
mobilisation of funds for Qard Al Hasana, 
although it is clear that the charter of the IBFI 
or the enabling legislation may provide for a 
certain percentage of trust deposits to be used 
for Qard Al Hasana purposes. Such a clause 
in a charter or enabling legislation is not 
violative of the principles upon which savings 



deposits are accepted because it will have been 
communicated to the depositors, who will 
have deposited on agreement that part of the 
deposits will be used for Qard Al Hasana 
purposes. 

There is very little likelihood that the 
savings deposits will be threatened by 
allocating a certain percentage to Qard Al 
Hasana, because it is a well known principle of 
banking that all depositors are unlikely to 
demand back their deposited sums at the 
same time. The whole operation of Riba-
based banking is based on this axiom. 
Additional measures, such as government 
insurance of the deposits, the right of the IBFI 
to borrow from the Central Bank acting as a 
lender of last resort, and the banks own 
guarantee to replace any shortfall out of 
retained earnings, should provide enough 
assurance and satisfaction to potential 
transaction account depositors. 

The rationalisation of the procedure for 
mobilisation of deposits for use in Qard Al 
Hasana financing transactions sets the stage 
for IBFIs to rationalise the policy of utilising 
these funds in a manner consistent with the 
general deposit mobilisation position of the 
bank. Qard Al Hasana then becomes not a 
matter of allocating some funds for 
almsgiving or humani tar ian or welfare 
purposes, but an important aspect of the 
portfolio performance of the IBFI, tied as it is 
to its deposit mobilisation efforts. The IBFI 
can then structure a numerous amount of 
standard and customer-specific deals 
incorporating a Qard Al Hasana element and 
with short", medium-and-long-term objectives 
in mind. 

The following are examples of the type of 
standard Qard Al Hasana instruments that an 
IBFI may implement: 

1) Qard Al Hasana may be utilised as an 
additional funding facility for clients with 
whom the bank has entered into 
Musharakah and Mudarabah 
arrangements. In other words, of the total 
financing package offered the client a 
certain proportion of the bank's funds may 

be for capital formation or revolving 
credit on a profit-and-loss-sharing basis 
and a further amount may be in the form 
of Qard Al Hasana to meet the 
extraordinary needs of the client. 

2) As conventional banking institutions are 
increasingly doing, Qard Al Hasana may 
be extended to university undergraduates 
and graduates for financing their studies. 
The Qard Al Hasana could be structured 
in the form of an account with the IBFI 
where the student has the option to go 
into overdraft up to a certain amount. As 
these students graduate and go into full 
employment, the natural tendency would 
be for them to maintain their accounts 
with the institution that helped them to 
realise their educational goals in life. The 
IBFI would then be in a better position 
than it otherwise would have been to sell a 
number of its other products and services 
to the now solvent customer The return 
on Qard Al Hasana in this case can be a 
customer for life. 

3) Qard Al Hasana could also be granted to 
marrying or recently married couples who 
are often in need of money for their 
weddings, honeymoons and for 
purchasing household goods. Again, in 
this area, there can be all sorts of other 
propositions tied to the incentive of the 
Qard Al Hasana loan. Qard Al Hasana 
could be one component of a total newly-
married-couple financing package, where 
the Qard Al Hasana component is tied to 
expenses for the marr iage and 
honeymoon and a murabaha component 
tied to the purchase of household articles. 
Another possibility is where the Qard Al 
Hasana is tied to the purchase of 
household furniture and its repayment 
suspended for a few years, while the 
profit-making component of the financing 
package is tied to an Islamic mortgage. 

4) Qard Al Hasana could also be extended to 
the recently employed for the purpose of 



easing his transition into the workforce. 
As part of setting up the Qard A1 Hasana, 
the recipient could be mandated to set up 
an investment account with a very small 
monthly instalment or with a one time 
investment of 10 per cent of the amount 
of the loan that they intend to borrow. In 
this way, the Islamic bank will have already 
committed the Qard A1 Hasana recipient 
to be a customer of the bank, the only task 
left being to keep the customer acquainted 
with how their money is growing and how 
they may benefit by adding to their 
investment account or by taking 
advantage of other products and services 
of the IBFI. 

provide employment to qualified 
volunteer and non-volunteer experienced 
business personnel by establishing these 
schemes, which may be self-funding by 
having the small businesses pay the 
business advisors for the services rendered 
or by soliciting government assistance. Of 
course, this is the basis for true 
par tnership profit-and-loss banking 
between the Islamic bank and the public. 
Form these training schemes and business 
advisory sessions, those businesses with 
real potential can be identified and 
Mudarabah, Musharakah and Murabaha 
and Ijara agreements can be entered into 
with such customers. 

5) Another recipient of Qard A1 Hasana can 
be micro-enterprises. Sometimes people 
may want to establish small shops, craft 
workshops or other micro-enterprises. 
IBFIs may well find that the 
administrative costs of overseeing a 
Mudarabah investment in these types of 
enterprises may be expensive. The IBFI 
can lend the money for the stock-in-trade 
or for payment of rent and take a 
debenture over the stock in trade. The 
micro-enterprise will be required to open 
a current account with the IBFI which 
may, in the course of normal review of the 
its accounts, maintain some measure of 
control over the micro-enterprise. It is 
estimated that some 70 to 90 per cent of 
new small businesses will fail within three 
years. One main reason for small 
businesses failing is the inability of these 
businesses to access capital in the Riba-
based economic system. Islamic banks can 
revolutionise the small business sector 
through Qard A1 Hasana and introduce 
other schemes tied to the Qard A1 Hasana 
to provide further impediments to the 
failure of small businesses. IBFIs may 
require the management of micro-
enterprises involved in the Qard A1 
Hasana scheme to at tend mandatory 
financial and business training workshops 
and seminars. The Islamic banks can also 

Qard A1 Hasana is not just giving money away. 
It is a mutual co-operation agreement 
between the IBFI, the customer and Allah, 
where the IBFI helps the customer and 
becomes a catalyst for the long-term economic 
development of the customer The Islamic 
bank can, in many instances, establish itself as 
the first financial adviser of the Qard AI 
Hasana recipient business or individual. Allah 
promises that Qard Al Hasana is a loan to 
Him the reward of which will come from Him. 
It has been shown above that often reward 
comes from Him in this world through 
customer loyalty and through the increasing 
utilisation of the bank's other profit-making 
products and services over several years. 



Musharakah and Mudarabah 
- Towards Rationalisation 

FARID S C O O N 

During the earlier stages of the development 
of Islamic banking it used to be commonly 
accepted that the ideal financing instruments 
of Islamic banks would be Musharakah and 
Mudarabah, sometimes referred to as 
examples of investment modes of finance. It 
was thought that the use of Murabahah and 
later Ijara by Islamic banks was a temporary 
p h e n o m e n o n forced on them by the 
exigencies of the formative period of Islamic 
banking. This idealism was of tent imes 
enshrined in the charters and other policy 
documents of Islamic banks. T h e Articles of 
Agreement of the Islamic Development Bank, 
for example, provided for the maintenance by 
the bank of a ratio in favour of equity between 
its equity and loan-financing portfolios. As a 
matter of fact, its ordinary operations were 
apparently listed in order of importance as 
follows: 

1) Equity participation in 
projects/enterprises 

2) Investment in economic and social 
infrastructural projects 

3) Loans for public sector projects, 
enterprises and programmes; and 

4) Loans for private sector projects, 
enterprises and programmes. 

Very early in its operational phases the IDB 
developed a policy document intended to be 
an operat ional b luepr in t as well as an 

invitation to m e m b e r governments and 
prospective co-financiers to submit proposals 
for project financing along the lines outlined 
in the blueprint. One of the stipulations of the 
policy document was that the bank would seek 
participation in projects/enterprises having a 
high financial rate of return in the region of at 
least 20%. In addition to loans and equity 
participation, the policy document clearly 
envisaged the financing of projects on the 
basis of profit-sharing. It was stated in the 
policy document that to ensure adequate 
income to the bank, the net income earned by 
a project would be shared on a pro-rata basis, 
taking into account the quan tum of 
investment by the bank. 

T h e charter of the Jordan Islamic Bank 
(JIB) also biases this bank's financing and 
investment activities in favour of equity 
par t ic ipat ion and pi-ofit-and-loss-sharing, 
though it recognises Murabahah as a typically 
halal mode of financing. See Chapter 2, 
Section 7(c) of the Jordan Islamic Bank for 
Finance and Investment Law, No. 13. of 1978. 

Notwithstanding the charters and policy 
documents of the above-mentioned and other 
Islamic banks, equity and profit participation 
are among the least used financial instruments 
by these banks. In the case of the Islamic 
Development Bank, instalment-sale and lease 
financing, which were not even mentioned in 
the Articles of Agreement or the policy 
document of the IDB referred to above, have 



come to occupy the highest importance 
among the various financing operat ions 
undertaken by the bank. Further, leasing and 
instalment-sale hold the promise of becoming 
even more important in the future. In the 
case of the JIB, its 1993 Annual Report shows 
that it distributed about 29,000.000 JD to the 
combined agriculture and industrial and 
mining sectors versus 87,000,000 to the 
general trade sector In other words, close to 
two thirds of the bank's financing operations 
was of the short-term, Murabahah and Ijara 
varieties. 

It is clear that Murabahah, Ijara and other 
short- term financing vehicles are now 
established as an integral part of Islamic 
banking and are not merely some to-be-
phased-out precursor to the to ideal Islamic 
banking operations of equity participation 
and profit-and-loss-sharing. T h e truer 
perspective is that Islamic banking is a wide 
phenomenon that caters to every aspect of the 
market. Relatively short-term instruments 
such as Murabahah and Ijara more efficiently 
service certain sectors of the market; while 
Musharakah and Mudarabah more efficiently 
service other sectors. Neither mode is more 
Islamic than the other. Either a particular 
mode of financing is halal or it is not. It 
cannot be halal for a particular time or during 
a particular phase of development, to be 
eventually replaced by a more halal 
instrument. The halal and haram of 
Muhammad are respectively halal and haram 
until the day of judgement. Moreover, it is 
incorrect to state that Murabahah and Ijara 
ai-e only for use as short-term financing 
instruments. Both of these instruments may, 
and have been used with some regularity to, 
finance medium-to-long-term capital 
acquisitions, including big-ticket items such as 
ships, aircraft and housing. 

Nevertheless, it is also clear that the 
under-util isation of the Musharakah and 
Mudarabah instruments of financing is a 
major issue facing Islamic banks and financial 
institutions, for which a solution must be 
found. It is futile to discuss whether 
investment modes of financing contribute 

more to real development than do trade 
modes. They both have their part to play in 
overall economic development. What is 
pertinent is that Islamic banks have been able 
to rationalise procedures for trade modes of 
financing, but have had much less success 
entering into the areas of equity participation 
and profit-and-loss sharing. Likewise, non-
Muslim institutions with Islamic windows are 
almost exclusively occupied in trade modes of 
Islamic financing, which are generally safer 
modes. 

The non-rationalisation of Mudarabah 
and Musharakah modes of financing means 
that Islamic banks are conceding a major 
market share to Riba-based institutions and in 
particular are underservicing critical sectors of 
the market, including private and public 
sector infrastructure development projects 
and capital-intensive, high-technology 
enterprises. Most Islamic banks are therefore 
still hardly involved in the primary stages of 
capital formation in Islamic societies, or in 
non-Islamic societies where they operate for 
that matter One result is that there are few if 
any Islamic financial institutions that have 
high-yielding and imaginative investment 
portfolios despite their otherwise proven 
ability to increasingly attract substantial 
deposits relative to investments - the 
perennial excess liquidity problem. 

The solution to these problems is by no 
means to advocate the wholesale conversion of 
the portfolios of existing Islamic banks. 
Rather, on the one hand, some measure of 
balance sheet diversification is recommended, 
so that some minimum percentage of assets 
may be allocated to capital-formation and 
profit-and-loss investment vehicles. Perhaps 
the two-thirds to one-third ratio in favour of 
trade financing achieved by the JIB in 1993 is 
appropriate. It is really a question for the 
various governors and directors of Islamic 
banks to set and achieve a performance ratio. 

On the other hand, some Islamic banks 
are perhaps well-suited to specialise as 
investment banks dedicating the majority of 
their portfolios to investment activity. The 
problem is that in either case, investment 



banking in the Islamic system is in many ways 
radically different from conventional 
investment banking. The fundamental factors 
that underpin these differences are a different 
legal regime and a different set of historical 
precedents. Moreover, because the 
development of Islamic banking was severely 
truncated dur ing the last phases of the 
Ot toman caliphate and the per iod of 
European colonisation, it is as much a 
question of reconnecting with the 
foundational historical vehicles of Islamic 
investment financing as it is rationalising a set 
of already existing vehicles. It is to a further 
examination of these legal and historical 
issues that attention is now turned. 

The respective legal regimes within which 
they operate to a great extent determine the 
operations of conventional and Islamic banks. 
The most fundamental difference between 
Islamic and conventional banking, the 
question of interest excepted, may be the legal 
status of the deposit in the hands of the 
respective banking systems. Deposits are 
accepted either within a "trust deposit 
framework" or a "loan deposit framework". 
The deposit of a client in the hands of a 
conventional Riba-based bank is a debt. The 
true relationship between the parties, that is 
the Riba-based bank and its depositors, was 
described by Lord Cottenham in the English 
case of Foley v. Hill, 1848. It can safely be said 
that the statement of Lord Cottenham still 
represents the English common-law position 
on the subject and will therefore apply 
certainly in all countries that follow that 
tradition and probably in every country that 
allows the practice of Riba-based or 
conventional banking. 

"Money", said Lord Cottenham, "when 
paid into a bank, ceases altogether to be the 
money of the principal; it is then the money of 
the banker, who is bound to return an 
equivalent by paying a similar sum to that 
deposited with him when he is asked for it. 
The money paid in the bankers is money 
known by the principal to be placed there for 
the purpose of being under the control of the 
banker, it is then the banker's money; he is 

known to deal with it as his own; he makes 
what profit he can, which profit he retains to 
himself, paying back only the principal, 
according to the custom of bankers in some 
places, or the principal and a small rate or 
interest according to the custom of bankers in 
other places... That being established to be 
the relative situations of banker and customer, 
the banker is not an agent or factor, but he is 
a debtor" 

What then is the nature of a deposit in a 
debt-based bank? Firstly, it is not a deposit 
per se, but a loan by the customer or depositor 
to the bank. Secondly, the bank does not hold 
the money, in the great majority of cases 
anyway, as a trustee and the depositor is not in 
any way a trustor. Thirdly, it is clear that 
under the debt-based system the bank has 
complete autonomy to use its customer's 
deposits to invest, loan or allocate the money 
in whatever manner it thinks fit or use it as a 
reserve. Fourthly, and very importantly, the 
bank in many cases obligates itself to give the 
depositor/creditor, some specified increase 
over and above the amount deposited or 
loaned. 

When we enter into discussions about the 
legal status of a deposit in an Islamic bank, we 
surface in a sea of confusion and a woeful lack 
of standardised practice. That a deposit in the 
hands of an Islamic banker may be classified 
as a loan to the banker is not impugned from 
a Shari'ah point of view. While we are not able 
to express an authoritative view, this seems to 
be precisely the case of deposits under the 
Malaysian Islamic Banking Act, 1983, as an 
example. The situation under the Usury-Free 
Banking Law of Iran appears to be that the 
deposits in the Islamic bank, and perhaps also 
the other assets the bank, belong to the 
depositors with the bank acting with the funds 
in its capacity as attorney and trustee of the 
people. Between these two extremes lies the 
Jordanian model, which seems to divide 
deposits into trust deposits and investment 
deposits, according trust deposits the legal 
status similar as under the Law of Interest-
Free Banking of the Islamic Republic of Iran 
and investment deposits similar as under the 



law of the Islamic Banking Act of Malaysia. 
The legal regimes under which Islamic banks 
operate are as varied as the examples here 
given and vary as well according to the 
perceptions of the banking regulators in the 
different jurisdictions. We can't change the 
legal framework within which Islamic banks 
operate, but at least the Islamic banking 
practitioners must recognise the complexity 
and intricacies of the environments within 
which they operate and the possible 
ramifications of these on their policy decisions 
and plans. 

Whether a deposit is accepted under the 
trust or loan deposit framework may have 
implications for how bankers perceive their 
role and functions vis-a-vis their depositors 
and their client-users of funds. Perhaps 
Islamic bankers need to examine whether 
under the trust deposit framework there is a 
little too much inclination for bankers to 
emphasise their role of merchants and 
commercial par tners on behalf of their 
depositors, which has resulted in precisely the 
oft-criticised overemphasis on instalment sales 
and Ijara which we observe in most Islamic 
banks. One effect of the historical truncation 
alluded to earlier is that while Muslims can 
claim credit for the invention of various 
primitive instruments that have now 
developed and become commonplace in 
modern commercial practice, including the 
cheque, promissory note, bill and mortgage, 
the concept of the bank itself is a uniquely 
European institution. In law, at least in the 
English common law of banking, and in 
practice, a bank has the character of being an 
"intermediary for funds" and can only 
inefficiently indulge in commercial and trade 
activities, which ought properly to be left to 
the client-users of the bank's funds. Is the 
ratio of trade vs. investment financing in 
Islamic banks reflective of this historical 
truncation? It would be revealing to survey 
commercial institutions that have availed 
themselves of Islamic trade f inancing to 
determine what percentage of these 
institutions also avail themselves of Riba-
based institutions to f inance their other 

requirements, and if they do, whether this is 
because of some inherent inability of the 
Islamic banking system to cater for all 
financing needs, or whether this inability is 
not in fact related to overemphasis and over-
dependence on easy t rade financing by 
Islamic bankers. 

The historical truncation in the 
development of a uniquely Islamic banking 
system also sets the stage for an impeding 
acceptance of Mudarabah and Musharakah, 
whether within the trust or loan deposit 
framework. The choice of assets of a 
conventional commercial bank is largely 
determined by the bank's ability to liquefy its 
assets. The bank, in accepting deposits (loans) 
from its depositors, obligates itself, as we have 
seen, to repay the deposit with interest on 
demand. The success of a conventional 
commercial bank is almost entirely dependent 
on the confidence of the public in the bank's 
ability to pay on demand. The profitability of 
the bank is dependent on the bank's ability to 
convert its debts (deposits) into assets that 
yield a higher rate of interest than that it pays 
its depositors. The conventional bank, 
therefore, prefers to convert its debts into 
assets that are themselves easy to liquidate, so 
that it will always be in a position to satisfy the 
demands of its depositors whenever called 
upon to do so. The choice of assets of a 
conventional commercial bank, therefore, 
tends to be a multitude of small-to-medium 
collateralised, short- term advances or 
overdrafts. Conventional commercial banks 
are therefore not disposed to permanently 
financing the fixed capital of industry. 

Other economic institutions, including 
specialised investment banks and the stock 
and securities markets, have generally 
per formed the role of capitalisation of 
industry. In the United States, England and 
on the Continent , legislative action has 
compelled banks to separate their work as 
deposit banks from their work as providers of 
capital, even though the rationale for the 
legislative action may have preceded from 
different historical circumstances unique to 
each of these systems. It is into this climate 



that the historically truncated Islamic bank is 
interposed. It must now subject its legal 
framework to ijtihadic review in order to 
reassociate and reharmonise that framework 
with the economic structures, such as 
Mudarabah and Musharakah, that had long 
fallen into disuse. This is the challenge of 
rationalisation. 

Within this loan-deposit and trust-deposit 
polarity, the Islamic bank has perhaps to 
devise new and different trends towards 
balancing collateral requirements and towards 
asset preferences. The majority of Islamic 
banks appear firmly to prefer the classical 
English commercial banking model, albeit 
substituting trade financing vehicles for 
interest-based products. Provided that 
regulators are not averse to such 
developments. Islamic bankers would perhaps 
only need to overhaul some of their internal 
systems to ready themselves for Mudarabah 
and Musharakah. 

In the first place, legally (according to the 
Shari'ah) and practically there ought not to 
not be an extra-transactional collateralisation 
requirement in Musharakah and Mudarabah 
contracts. The true position is that a party 
under taking work on the basis of a 
Mudarabah contract does so as a trustee. He 
cannot be held responsible for any loss of, or 
damage to, the property entrusted to him, 
until and unless the same is found to have 
arisen due to any excess or neglect on his part. 
Any responsibility for guaranteeing against 
trading losses does not devolve on him. 
Trading losses are borne by the capital-owner 
as part of the risks undertaken by him. As 
such, the capital-owner cannot require 
collateral as a condition of the contract. The 
character of these investment vehicles is such 
that the bank, enjoying the ownership of the 
subject property of the transaction, has 
sufficient valuable assets to cover its own 
resources in the resource allocation. Perhaps 
there is a greater risk, but this is in the very 
nature of the transaction. It is not risk-free 
banking; it is profit-and-loss-sharing banking. 

In the second place. Islamic banks 
concerned about minimising risks will, in 

common with conventional banks when they 
make a risk assessment on the lending of 
money, look to several factors, including very 
importantly the viability of the project for or 
in which the money is being invested. Extra-
transactional collateralisation, as we have 
seen, is a comfort factor not open to the 
Islamic banker. The alternative open to the 
Islamic banker, it has been suggested, is a new 
and different involvement and relationship 
between banker and entrepreneur. T h e 
Islamic bank will have to develop mechanisms 
for more closely monitor ing investment 
projects and this monitoring cannot just be 
limited to balance-sheet monitoring. Perhaps 
the Islamic bankers will have to be cross-
trained with the expertise not just in financial 
services but, collectively speaking, in a host of 
other disciplines in addition. 

At the same time, it is not being suggested 
that Islamic banks become directly involved 
with the management or directorates of 
companies with which they are investing, 
though in some cases this may be appropriate. 
After all, the primary function of the bank is 
still a fund intermediary. But shorn of extra-
collateralisation requirements within the loan-
deposit framework and encumbered with the 
extra-fiduciary requirements within the trust-
deposit framework, and for his own peace of 
mind and profitability, the Islamic banker 
requires a system where he can be proactively 
involved in the processes for which the funds 
under his control have been invested. 

If Islamic banks make a start today, 
perhaps in the second quarter of a century of 
Islamic banking a new breed of qualified 
Islamic bankers will be able to take charge of 
Islamic banks. Only then can one say that 
Islamic banking has taken root. 



i s t i s n a : a Classical Concept in a 
Modern Framework 

M O H A M E D E L - F A T I H H A M I D 

The IDB (Islamic Development Bank) fosters 
the economic deve lopment and social 
progress of member countries and Muslim 
communities individually, as well as jointly, in 
accordance with the principles of the Sharia. 
As part of its functions, the IDB participates in 
the equity capital of projects and extends 
loans for productive projects and enterprises, 
besides providing financial assistance to 
member countr ies in o ther forms for 
economic and social development. 

T h e IDB is also charged with the 
responsibility of assisting in the promotion of 
foreign trade, especially in capital goods, 
among member countries, providing technical 
assistance to member countries, extending 
training facilities for personnel engaged in 
deve lopment activities, and under t ak ing 
research to enable the economic, financial and 
banking activities in Muslim countries to 
conform to the Sharia. T h e present 
membership consists of 50 states. 

It will be seen from the foregoing that the 
IDB combines a number of attributes which 
distinguish it from other major multilateral 
development financing institutions. The most 
important of these attributes are: 

a) It is required by its Charter to conduct its 
activities in conformity with the principles 
of the Sharia. 

b) Its primary mission of fostering economic 
and social development not only extends 

to its member countries but embraces 
Muslim communit ies in n o n - m e m b e r 
countries. 

c) It is an association of developing countries 
bound together by the Islamic principles 
of mutual co-operation. 

d) Its task is much more wide-ranging than 
that of other multilateral development 
financing institutions in that, apart from 
its financing role, it is entrusted with the 
functions of promoting foreign trade and 
economic co-operation among member 
countries, as well as extending training 
facilities to personnel engaged in training 
activities and under tak ing research to 
enable the economic, financial and 
banking activities in Muslim countries to 
conform to the principles of the Sharia. 

The Articles of Agreement establishing the 
IDB, while mentioning only two modes of 
project financing - loan and participation in 
the equity capital of productive projects - has 
given the IDB a general mandate to "invest in 
economic and social infrastructure projects by 
way of par t ic ipat ion or o ther financial 
a r rangements" . T h r o u g h this general 
mandate, the IDB was able to devise a number 
of modes of project financing, such as leasing, 
profi t-sharing, instalment sale and, more 
recently, Istisna (a contract for financing the 
manufacture of goods). 



The Need for Istisna 
The question may then arise as to why an 
institution that has in its hands such diverse 
instruments of fmancing would want to adopt 
yet another instrument of fmancing. There 
are several reasons for this, the most 
important of which are the following: 

a) One of the functions of the IDB, as 
stated in Article 2 (vii) of the Articles of 
Agreement, is "to assist in the promotion of 
foreign trade, specially in capital goods, 
among member countries". 

Though the IDB had made some headway 
in this regard through its export-orientated 
scheme (The LongerTerm Trade Financing 
Scheme), IDB felt the need for supporting its 
efforts under that scheme through the 
extension of fmancing needed for the 
production of the goods. The need for foreign 
exchange fmancing has always been one of the 
bottlenecks that inhibited the development of 
the production capacity of the member 
countries. 

Unlike leasing and instalment sale, which 
are suitable for fmancing the acquisition of 
finished goods, Istisna is an instrument that is 
well suited for pre-shipment financing. By 
contributing to the enhancement of the 
production capacity of its member countries 
through the extension of financing needed for 
the production of goods, IDB will not only be 
promoting trade through the production of 
goods in one member country to be sold to 
another but will also be fulfilling its 
development objective. 

b) Because instalment sale and leasing are 
mostly suitable for fmancing finished goods, 
the working capital necessary to produce 
those goods falls outside the ambit of IDB's 
financing. Istisna, on the other hand, is a 
mode of financing the production of the 
goods at the pre-shipment stage. It is, 
therefore, suitable for financing working 
capital which is badly needed in most of the 
IDB member countries. 

c) Since its inception, IDB has been 
financing economic infrastructure projects 
through loans. The borrowers of these loans 
have always been member country 

governments. This is because fmancing of 
infrastructure has been the exclusive domain 
of the public sector. However, in recent years, 
the financing of economic infrastructure 
projects has witnessed a shift from the public 
to the private sector. It has, for several 
reasons, been realised that some 
infrastructure projects may be more efficiently 
financed and managed by the private sector 

The projects that have featured 
prominently in this shift are those that have 
regular and reliable cash flows, such as 
telecommunications, power generation, 
transmission and distribution, toll roads, 
airports, sea-ports, pipelines and water supply 
and sanitation. 

Given that the development of 
infrastructure is a necessary prerequisite to 
general economic development, the IDB 
should not be less keen in its support of these 
projects because they have shifted from the 
public to the private sector On the other 
hand, it will not be feasible for the IDB to 
extend financing to private sector projects 
through interest-free loans. Istisna will give 
the IDB a mode of financing infrastructure 
projects that cannot easily lend themselves to 
financing by way of instalment sale or leasing. 

Legal Implications 
The definition and legal nature of Istisna was 
the subject of divergent opinions among the 
classical jurists. However, there was no 
disagreement that the essential element in 
Istisna was the manufacturing of goods at the 
behest of the buyer, and of the specifications 
determined by him, and the delivery thereof 
to the buyer within an agreed period and at an 
agreed price. 

I would like to highlight briefly three 
points because of their relevance to what will 
follow. 

The first point is whether the seller in 
Istisna is required not only to deliver goods 
conforming to the specifications, but also to 
supply his own services in manufacturing the 
goods. To put it in other words, is the seller 
obliged to manufacture the goods himself? 

The predominant view among the 



classical jurists, and all of the modern jurists, 
is that although the supply of services is an 
essential requirement of an Istisna contract, 
the services need not be supplied by the seller 
himself The obligation of the seller is to 
deliver goods conforming to specifications, no 
matter who had supplied the services 
necessary for the manufacturing of those 
goods. 

The second point is whether Istisna is a 
contract that is binding on both parties from 
its inception. In other words, does the contract 
oblige the seller to manufacture and deliver 
the goods and oblige the buyer to take 
delivery of the goods and pay the price if the 
goods are manufactured in conformity with 
the specifications? The predominant view 
among the classical jurists is that the contract 
is revocable by either party at any time. Even 
after the goods have been manufactured in 
conformity with the specifications and 
delivered to the buyer, the latter can still 
revoke the contract and is not obliged to take 
delivery of the goods. 

The minority view in this regard, which 
has been adopted by the Islamic Fiqh 
Academy of the Organisation of the Islamic 
Conference is that the contract is binding on 
both parties from the moment the contract is 
concluded by offer and acceptance. Either 
party will be in breach of his obligation if he 
fails to perform his part of the bargain. The 
only situation in which the buyer can revoke 
the contract is where the seller delivers goods 
that do not conform to the specifications. 

The final point concerns the 
characterisation of an Istisna contract. This 
contract has been variously characterised as a 
pure sale of goods, as a contract of Salam (a 
sale of future goods in which the price is paid 
in advance), as a contract of hire of persons, 
and finally as a contract partaking both of sale 
of goods and hire of persons. 

Each of these characterisations is based on 
one of the aspects of Istisna. \'Vhile those who 
characterised the contract as a hire of persons 
relied on the fact that the substance of Istisna 
is the delivery of conforming goods to the 
buyer by the manufacturer, those who 

characterised it as a contract of Salam looked 
at the fact that at the time of the contract the 
goods which are the subject matter of the 
contract are not in existence and are known 
only by their specifications, and are to be 
produced within an agreed future time. 
Finally, those who characterised it as partaking 
both of a sale and hire looked at the fact that 
Istisna involves both the delivery of goods and 
the supply of services. 

It appears that the contract of Istisna is a 
special type of sale which possesses some 
characteristics that distinguish it from a pure 
contract of the sale of goods. The attempts of 
the classical jurists to seek a characterisation 
for this contract by analogy with existing 
contracts, is more indicative of the manner in 
which the Islamic law of contract had evolved 
historically, than of a conscious desire to force 
this contract into the pigeon-hole of one of 
the existing nominate contracts. 

The proper characterisation of a contract 
is an essential prerequisite for determining 
the rights and obligations of the parties under 
the contract. 

The Fiqh Academy considered the 
contract of Istisna in its Seventh Session and 
adopted Resolution No. 67/3/7, in which it has 
decided that Istisna, which is a contract the 
subject matter of which is the goods identified 
by description and the provision of services, is 
binding on both parties if the constituent 
conditions and terms are safisfied. It further 
decided that: 

(1) It is necessaiy for the validity of Istisna 
that: 
(a) the nature, quality, quantity and 

description of the thing to be 
manufactured are known; and 

(b) a time is fixed for manufacturing the 
goods. 

(2) It is permissible in a contract of Istisna to 
defer the price or to pay it in instalments 
within a fixed time period. 

(3) It is permissible to include in a contract of 
Istisna a penalty clause, if the parties so 
agree, save for cases of force majeure. 



Structuring an Istisna Transaction 
As has already been alluded to, a seller in an 
Istisna transaction need not itself supply the 
services necessary for the manufacturing of 
the goods, neither is it required by the rules of 
Islamic law pertaining to Istisna to do so. This 
makes it possible for financing institutions, 
like Islamic banks, to be the seller in an Istisna 
contract. 

However, it is inevitable for a financial 
institution that assumes the role of a seller in 
an Istisna transaction to re-let the Istisna 
contract to an entity that will be able to 
provide the services necessary for 
manufacturing the goods (hereinafter "the 
manufacturer"). Within this context an Istisna 
transaction could be structured in one of two 
ways, both of which involve two contracts, one 
between the seller and the buyer and another 
between the seller and the manufacturer. 

In the first structure, the contract between 
the seller and the buyer will provide for the 
manufacturing of goods conforming to the 
specifications required by the buyer and the 
delivery thereof to the buyer within the 
stipulated time for an agreed price to be paid 
by the buyer, normally, on a deferred basis. 

The seller will then enter into another 
Istisna contract with the manufacturer to 
provide the same goods which are the subject 
of the first contract and to deliver them to the 
seller within a stipulated time that will 
coincide with the time for the delivery of the 
goods under the first contract, for a price 
which is less than the price under the first 
contract by a margin that represents the 
return to the seller under the first contract. 

The price under the second contract will 
normally be paid in a manner that is 
commensurate with the progress of work 
under the contract. The manufacturer under 
the second contract will deliver the goods, 
either to the seller, who will in turn deliver 
them to the buyer, or directly to the buyer on 
the orders of the seller. If the manufacturer 
fails to deliver the goods or delivers non-
conforming goods, the seller will equally be in 
default of his obligations under the first 
rrtntr^rt 

Under the second structure, the contract 
between the seller and the buyer, in addition 
to providing for the manufacturing of goods 
conforming to the specifications within a 
certain time for an agreed price, will also 
provide that the buyer agrees: 

a) to take delivei7 of the goods from the 
manufacturer; 

b) to supervise (through a consultant or 
other expert) the execution of the contract 
with the manufacturer in a manner that 
will ensure that no progress payment 
under the contract will be effected unless 
the buyer's consultant certifies that the 
work for which payment is sought has 
been carried out in conformity with the 
contract; and 

c) that the issuing, by the buyer's consultant 
of the final payment certificate under the 
contract with the manufacturer will, ipso 
facto, operate as acceptance of the goods 
under the first contract. 

On the other hand, the contract between the 
seller and the manufacturer will provide for 
the manufacturing of the goods in conformity 
with the specifications and the delivery 
thereof directly to the buyer. It will also 
provide that no progress payment under the 
contract will be made by the seller, unless the 
relevant invoices have been certified by the 
consultant (or other expert) of the buyer 

It will be noted, that while both structures 
are feasible and acceptable to Islamic law, the 
second structure has the advantage of 
ensuring that no progress payment will be 
made unless the buyer is satisfied that the 
execution of the work is progressing 
satisfactorily in conformity with the 
specifications required by him. Consequently, 
if all progress payments are released only on 
the certification of the buyer's consultant, it 
will be extremely unlikely that the buyer will 
reject the goods on the ground of their non-
conformity to the specifications. 

The virtual elimination of the risk of 
rejection of the goods by the buyer through 
t"hi»; sfriirfiirf^ tVip finanri^il in';t"ifn1"ir»n 



concerned the cost and embarrassment of 
finding in its hands goods which it had 
already paid for but which the buyer will not 
accept. This is not to say that the institution 
will not itself be able to reject the goods under 
its contract with the manufacturer, as long as it 
refrains from doing anything that could be 
construed as acceptance of the goods. 

Risk Management 
Istisna involves the manufacturing of goods or 
the construction of buildings or other assets 
(ships, aircraft, etc.). Consequently, all the 
risks associated with manufactur ing or 
construction contracts are present in a 
contract of Istisna. Because these risks are 
inherent in these types of contracts, ways and 
means have been developed to alleviate or 
mitigate them. 

In the following paragraphs, the major 
risks in this regard will be discussed and the 
ways and means of mitigating or alleviating 
them will be described. However, before doing 
so, it will be necessary to explain the risk 
factor relative to the nature of an Istisna 
transaction. 

The major risks that have to be addressed 
in an Istisna transaction, as regards the 
relationship with the manufacturer, are the 
latter's failure to deliver the goods in time or 
his failure to deliver conforming goods. We 
have already seen how this latter risk could 
virtually be eliminated by a proper structuring 
of the contract. The failure to deliver the 
goods in time could be due to: 

i) delay in the execution of the works; 
ii) the occurrence of a casualty risk, i.e. the 

goods are destroyed by fire or are 
otherwise lost; 

iii) the occurrence of a force majeure; or 
iv) the insolvency of the manufacturer. 

Though liquidation, chronologically 
speaking, will be the last misfortune that can 
befall a company, it is being addressed here as 
the first risk in the context of Istisna as a 
salient reminder of the need to take utmost 
care in the selection of the manufacturer; and, 

in particular, the need to make a rigorous 
examination of its financial standing and 
technical and administrative capability. 

If this exercise is carried out properly, the 
risk of liquidation will be remote. If 
liquidation nevertheless occurs, the financial 
institution concerned would need to recover 
the amounts it has paid to the manufacturer as 
progress payments. Therefore, if it has not 
taken any other security, its claim to recover 
the amounts it has paid will rank in pari passu 
with the claims of the other unsecured 
creditors of the manufacturer. 

This will not be a position that a financial 
institution will be advised to take. The 
alternatives open to the financial institution 
will be: 

i) to take a mortgage of or a charge on, the 
parts of the assets that have been 
executed; 

ii) to take a charge over all the assets of the 
manufacturer; or 

iii) to take a refundment bond guarantee. 

It is, however, fair to point out that each of 
these securities has its own drawbacks. To 
begin with, a mortgage on the parts of the 
assets that have been executed will not be of 
much use if the execution is taking place in 
the yard of the manufacturer. This is because 
the buyer will not be able to complete the 
assets, and the unfinished assets are not likely 
to fetch a good price in the event of the 
foreclosure of the mortgage. 

It will also be added that the enforcement 
of a mortgage or a charge, whether on the 
whole assets of the company or on the parts of 
the assets that have been executed, is a time-
consuming and costly process without any 
assurance that the mortgage (or charge) will 
be able to fully reimburse itself from the 
proceeds of a forced sale of the assets. 

On the other hand, while a mortgage (or 
charge), in the context of an Istisna 
transaction, is a security that could be 
enforced only in the event of the liquidation of 
the manufacturer, a r e fundment bond 
guarantee could be made encashable in all 



cases where the manufacturer fails to deliver 
the goods or delivers non-conforming goods. 

However, a refundment bond, being a 
bank guarantee, may be open to the objection 
that it is costly. As against this, it may be 
argued that a refundment bond, in the context 
of Istisna, is different because: 

a) it is a guarantee against amounts actually 
paid by the seller to the Manufacturer and 
for which the seller has not yet received 
anything in return (quid pro quo); 

b) the manufacturer expects to receive 
payment from the seller equal to the 
amount of each re fundment bond it 
provides to the seller; 

c) the amounts paid by the seller (being an 
Islamic financial institution) to the 
manufacturer do not carry any financial 
charges. If the manufacturer is to borrow 
the same amount from a commercial bank 
to finance the construction of the goods, it 
will have to pay interest on that amount in 
addition to any security which the lender 
may ask for. The cost of the refundment 
bond guarantee will, most probably, be far 
less than the interest charged on the loan; 

d) it is not unusual in international financing 
to require a refundment bond guarantee. 
IDB had, in fact, asked for and obtained a 
refundment bond guarantee to secure its 
financing (more than 25 million US 
dollars) of the construction of vessels for 
one of its member countries. 

Having said that, it will readily be admitted 
that asking for a refundment bond guarantee 
will not always be necessary. For instance, if 
the construction of the assets is being done on 
the land of the buyer, as in the case of a 
building, a power station or a toll road, it may 
be sufficient to rely on the usual performance 
bond and retention money particularly where 
suitable legal and contractual arrangements 
are reached regarding the ownership of the 
finished parts of the assets. 

Since, under a contract of Istisna, there is 
an agreed time period for the manufacturing 
or the construction of the assets, the failure to 

complete this task within the agreed time 
period may result in a loss to the buyer. The 
normal way of minimising this risk is by 
obliging the manufacturer to pay liquidated 
damages for this delay. 

As has already been alluded to, the 
imposition of a penalty clause for the payment 
of liquidated damages has been sanctioned by 
the Fiqh Academy. Where the delay is 
inordinate, the only remedy of the buyer is to 
terminate the contract and claim 
reimbursement of the amounts already 
advanced against the contract price. If there is 
a refundment or a performance bond, the 
prospective buyer will proceed to invoke it. 
Otherwise, it will have to be content with its 
claim against the manufacturer. 

It is usual to deal with the risk of the loss 
of the assets or their destruction (totally or 
partially), during construction, by means of 
insurance. The manufacturer should therefore 
be obliged to take up the appropr ia te 
insurance policies and to assign the proceeds 
of these policies to the Islamic bank 
concerned. 

In case of partial loss, the manufacturer 
may be allowed to use the proceeds of 
insurance to restore the asset to its condition 
before the occurrence of the loss. If as a result 
of events beyond the control of the parties, 
such as floods, earthquakes, volcanoes and 
other natural disasters, or adverse political 
actions, such as expropriation, change of law, 
war, etc., the manufacturer is unable to 
complete the work, a reasonable extension of 
time may be granted. 

If, after this extension, the manufacturer 
cannot complete the construction 
(manufacturing) of the assets, the contract 
may be terminated and the buyer can claim a 
refund of the payments it has paid and 
compensation for any loss caused by such 
delay. 

Liability of the Seller for Defective Goods 
There is an implied condition in a contract of 
sale that the goods are free from defects. 
Thus, if the goods sold turned out to be 
defective, the buyer, in Islamic law, has the 



option of either rescinding the contract and 
recovering the price he has paid or accepting 
the defective goods without the right to 
compensation. 

Only one school of jurisprudence gives the 
buyer the right to claim compensation (Arsh). 
The amount of the compensation will be the 
difference between the market price of the 
defective goods and the market price of the 
same goods when sold without defect. The 
other schools give the buyer this right only 
when restitute integrum is impossible, i.e. 
when it will not be possible for the buyer to 
return the goods to the seller in the state in 
which he has received them. 

Exemption Clauses 
The implied condition, in a contract of sale, 
that the goods are free from defects may be 
excluded by an express stipulation in the 
contract negating the responsibility of the 
seller for defects. To use modern legal 
terminology, it should be excluded by an 
exemption clause. While there is a consensus 
amongst the Islamic jurists in this matter, they 
differ on the circumstances under which such 
exemption will be effective and on the type of 
defects that may be excluded. 

Financial institutions will not welcome the 
possibility of a buyer appearing some time 
after the delivery of the goods to return them 
on the ground that he has discovered a latent 
defect therein and to claim the return of the 
price or the part thereof which he had already 
paid. The question, therefore, arises whether, 
like the case of a seller in a pure sale contract, 
a seller in Istisna may cover himself against 
this eventuality by an exemption clause. The 
classical jurists were silent on this point. 

It is, therefore, possible to argue that since 
Istisna is a contract of sale, albeit a special 
type of sale, what is permissible in sale should 
be permissible in Istisna, unless the very 
nature of Istisna makes it inapplicable. 
However, Professor Mustafa Al-Zarka - one of 
the most eminent and renowned 
contemporary jurists - marshalled cogent and 
persuasive arguments against this view. 

He took the view that a stipulation in an 

Istisna contract which is designed to exclude 
the liability of the seller for latent defects 
should be void. He argued that if such 
exclusions are allowed, the seller may not feel 
the need to take utmost care in manufacturing 
the goods. 

He further argues that although the seller 
in a pure sale may be excused if he excludes 
his liability for defects in the goods which he 
did not manufacture, the same logic will not 
obtain in Istisna, where the goods were not in 
existence at the time of the contract and it is 
the seller who brought them into existence. 
An exemption clause in this context will only 
serve to protect the seller against his own 
incompetence in manufacturing the goods 
and may promote bad faith in this important 
instrument of financing. 

Though the views of a jurist of the stature 
and scholarship of Professor Al-Zarka 
command the utmost respect, this issue is of 
great practical importance for financial 
institutions using Istisna as an instrument of 
financing. It, therefore, needs to be submitted 
to the Islamic Fiqh Academy for a final 
opinion. 



Islamic Financing Based on Istisna 

M U H A M M A D A N A S ZARQA 

Participatoiy financing, such as Mudaraba (or 
Partnership), in various possible forms is 
usually considered the ma jo r Islamic 
alternative to interest-based financing. 
Modern Muslims have recognised, however, 
that part icipatory financing can only be 
applied to ventures that generate explicit 
income or output that can be shared among 
the investor and the other parties to the 
venture. 

Investments that do not generate explicit 
income (let us call them mute investments) 
cannot be financed on a participatory basis. 

Social investment which generates pure 
public goods, such as the proverbial 
lighthouse on the beach, or a military airfield, 
or even a submarine, are examples of mute 
investments, as are investments which 
generate explicit income but are restrained 
from doing so for social reasons, such as 
public schools, which provide free primary 
education. 

Clearly though, many types of social 
infrastructure are mute investments. T h e 
question is how to finance such investments on 
an Islamic non-interest basis. 

This article looks at how this might be 
done and explores the feasibility rather than 
the optimality of a method for financing 
investments based on Istisna (contracted 
product ion) , and fu r the r looks at the 
possibility of indexing the repayments under 
this same method. 

T h e question of how to finance mute 
public investments on a non-interest basis has 
already been recognised by several Muslim 
economists, who have also offered possible 
solutions. Dr Siddiqui, for instance, suggests 
obtaining interest-free loans from the public, 
encouraged by moral persuasion and tax 
breaks, with a mandate by law if necessary. Dr 
M U Chapra proposes that a certain 
proportion (25%) of all private deposits in the 
banking system be made available to the 
government as a statutory interest-free loan. 

There are, however, clear limitations to 
both suggestions, as both are interest-free 
loans, and hence a pricing mechanism is not 
applicable to affect the supply of funds. 
Furthermore, both proposals rely on State 
authority, and can therefore only muster 
domestic resources and cannot enlist 
international finance. 

It would therefore be pert inent at this 
point to examine other possible formulae 
which might solve the problems. First and 
foremost , as ment ioned , there are the 
participatory modes of financing, such as 
Partnership and Mudaraba. Secondly, there 
are the sale-based modes, such as Salam and 
Bai Muajjal: and thirdly, the rent-based mode. 

Istisna Financing 
According to this Istisna formula, the public 
authority would define the specifications of 
the fixed investment it wants to finance, and 



the number of years for the payment of the 
price. Bids are invited on that basis from 
investors/contractors who would undertake to 
construct the required facilities and sell them 
to the public authority for a price to be paid in 
instalments. 

Once the facilities are built and the Istisna 
contract consummated, the full ownership of 
the facilities is immediately transferred to the 
public authority against the deferred sales-
price, that would normally cover not only the 
construction costs, but also a profit. The profit 
could legitimately include, inter alia, the cost 
of tying up funds for the repayment period, 
which is legitimate from the Sharia point of 
view. 

Investors/contractors have deliberately 
been referred to collectively, as Sharia rules 
require that the investors be the sellers of the 
constructed facilities to legitimise the return 
they obtain. The investors could then take 
upon themselves the legal responsibility of 
getting the facilities constructed, and sub-
contract the work to 
manufacturers/contractors with the consent of 
the public authority. This sub-contracting is 
not merely a formality, as it makes the 
investors assume the full Sharia 
responsibilities of a seller, such as 
guaranteeing the quality and quantity of the 
goods sold etc. 

The deferred price, which the public 
authority will pay, may be in the form of 
interest-free Deferred Price Certificates of 
Indebtedness (DPC's), whose total face-value 
equals the total defer red price. These 
certificates have different maturities to match 
the instalment plan that has been agreed 
upon by the two parties. 

DPCs represent the public authority's 
debt, while the Sharia prohibition of Riba 
(interest) precludes the sale of these debt 
certificates to a third party at any price other 
than at their face-value. Clearly, such 
certificates, which may be cashed only on 
maturity, cannot have a secondary market. 
Therefore, for the holders of such certificates 
(the investors in the public project), this 
illiquidity is a disadvantage which would be 

taken into account in the deferred sale-price 
originally agreed upon. 

From the social point of view, however, the 
illiquidity of these certificates may be an 
advantage whenever it is deemed desirable to 
reduce liquidity in the economy. It is also an 
advantage in the view of those, like the 
distinguished French economist and Noble 
Laureate, Maurice Allays, who consider the 
monetarisation of debts to be a contributing 
factor to the instability of the present 
monetary system. 

Limited Liquidity for DPCs 
Here, however, is a potential method for 
putting some legitimate liquidity into these 
certificates. For even though a debt in the 
Sharia may not circulate at a price different 
from its face-value, it may nevertheless be 
transferred (endorsed) to a third party for its 
face-value. This transaction is called Hawala 
in Fiqh, and may require the consent of the 
creditor (endorser), the debtor, and the third 
party (endorsee). But the consent requirement 
can easily be met by the public authority 
stating that the DPCs are endorsable when it 
actually issues them. 

Let us suppose now that B is a holder of a 
DPC worth 5,000 Dirhams due on 1/1/99. No-
one is likely to be interested in giving B the 
full price of D5,000 in cash for this certificate 
- that is, no-one is likely to extend an interest-
free loan of D5,000-worth of merchandise 
against this certificate. 

Thus, even though B cannot sell his 
certificate for cash, he can legitimately buy 
against it goods or services, whose deferred 
price is equal to the face-value of the 
certificate. Strictly speaking, too, B would buy 
goods or services whose deferred price is also 
due on 1/1/99, and would now endorse the 
seller a certificate due on 1/1/99. 

Likewise, an Islamic bank holding such a 
certificate may acquire against it property or 
merchandise for a deferred price. Once 
acquired, such property or merchandise may 
be disposed of in any banking operation. 
Needless to say, the deferred price of the 
goods acquired against such certificates would 



be higher than the spot price of the same 
goods. 

But this price differential is clearly 
tolerated by the Sharia as a legitimate facet of 
trading activities. To dispel any misgivings, 
though, Fiqh Academy re-affirmed the 
legitimacy of this price differential in 1990. 
Once contracted, however, this price becomes 
a debt, and may not be increased for further 
deferment, nor for delinquency. 

Now that the certificate-holder is 
acquiring the goods at a higher-than-spot 
price, he is, in effect, relinquishing to the 
seller of the goods some (or all) of the price 
differential which the certificate holder-
obtained from the public authority above the 
construction cost of the project he financed. 
But this is as it should be, and would mean 
that market forces can play a role in 
encouraging or curtailing the exchange of 
these certificates for goods. Fortunately for 
monetary policy, administrative non-market 
forces can also play a role, which will be 
delineated later. 

As mentioned, the process of transferring 
the certificates from one holder to another is 
based on a Hawala contract in Fiqh, which 
generally requires the consent of the debtor, 
who in our case is the public authority which 
issued the certificates. This is the position of 
several schools of Fiqh, although there are 
other opinions which do not require the 
consent of the debtor. 

In any event, the public authority may 
indeed issue fully transferable (bearer form) 
certificates, or go to the other extreme and 
issue non-transferable certificates. It can issue 
time-release certificates which are transferable 
only after a certain date (before maturity that 
is), or transferable only for the purchase of 
certain kinds of goods - domestic rather than 
imports, for example. The possibilities of fine 
tuning are many, though they are not suitable 
if a significant proportion of the certificates is 
held by foreigners. 

Role of Islamic Banks 
Islamic banks can play a leading role in 
facilitating Istisna financing, as already 

suggested. Firstly, Islamic banks can naturally 
employ some of their own investment funds in 
Istisna, but are unlikely to do so on a large 
scale because of the long-term nature of this 
mode of financing and the low liquidity of the 
interest-free certificates it generates. 

Secondly, perhaps more significant, is the 
possible role of Islamic banks in marketing 
such investments among their own clients and 
public authorities who are suitable for the 
projects. When a large project is identified, a 
consortium of Islamic banks may float a 
special Mudaraba among some of their 
client/depositors in order to bid for the 
project. 

Since such clients are usually quite 
particular about selective Halal (Sharia-
compatible) investments, a potential rate of 
return only slightly above what Islamic banks 
have been distributing to such clients on their 
investment deposits would attract many of 
these. 

The management efforts of Islamic banks 
are completed once the facilities are 
constructed, sold to the public authority, and 
the DPCs delivered to the client/investors. It is 
conceivable, however, that some clients 
(particularly those non-resident in the country 
where the project is constructed) may want 
their Islamic banks to collect the repayment of 
their certificates for them. 

Lastly, Takafol funds, which offer an 
Islamic alternative to commercial life 
insurance, may find an Istisna a suitable 
placement for some of their funds which are 
compatible with long-term investment. But 
the question arises as to how Islamic banks 
might generate income for themselves 
through this mode of financing. 

Islamic Banks, Income from Istisna 
Firstly, Islamic banks may act as agents and 
charge a fee. They may alternatively act as 
Mudarib with the investors (most probably 
Islamic banks, investment depositors) acting 
as Rab al-Maal (Sleeping Partner). This is a 
special purpose Mudaraba, set up for the 
particular Istisna contract under 
consideration. 



The bank as Mudarib would also be 
entitled to a specific share of profits, which are 
defined in this case as the excess of sale price 
to the public authority over the total cost of 
subcontracting the project. 

That sale price, assumed in our case to be 
on an instalment basis, is actually equal to the 
total face-value of interest-free DPCs to be 
issued by the public authority. The certificates 
are split into tranches of different maturities 
which span the years of repayment, and each 
investor, and the Islamic bank as Mudarib, 
holds his share of the certificates of each 
tranche (maturity). 

Let it be assumed for simplicity's sake that 
the annual repayments (instalments) are 
equal. Each single repayment is composed of 
two parts from the point of view of Mudaraba: 
one representing partial recoupment of the 
cost (the principal advanced by the investors), 
and the other representing a partial 
realisation of the profit. The bank is entitled 
to its share of that profit, year after year, until 
all certificates are amortised. 

Encouraging Long-Term Investors 
Under the assumed simple repayment plan 
just outlined, the time profiles of repayment 
to all investors are similar and extend until the 
maturity date of the last tranche of certificates. 
One significant disadvantage of such a 
repayment plan is that it requires all investors 
in the project to be locked-in to their 
investment until the last tranche of certificates 
matures. (That is unless they are able to 
dispose of the certificates in the manner of B 
and his 5,000 Dirhams which we have already 
discussed). 

So those who would have been willing to 
co-finance that project, but only for a shorter 
period, would be excluded because interest-
free certificates can circulate only at their 
face-value and cannot be discounted before 
their maturity. 

It would seem desirable, then, to search 
for a way to entice some of the investors to 
commit themselves to the long-date 
certificates, thus allowing others to co-fmance 
the project for shorter periods only. 

However, let it be supposed that a project 
is being contemplated for possible financing 
by Istisna for a long repayment period. The 
total financing here can be split into tranches 
of different maturities, say short-, medium-
and long. Potential investors can be grouped 
by the maturity they choose, while the 
investors in each tranche own a considerable 
share in the project, which share they will sell 
to the public authority on an instalment basis. 
The terms of such a sale, that is the maturity 
and the sales price inclusive of an implicit rate 
of return, can be different for the different 
tranches. 

The Islamic bank arranging the deal can 
further stagger the different tranches to cover 
the full length of the amortisation period of 
the project. If the bank feels that not enough 
funds are forthcoming to cover the longer 
maturity tranches, it can simply work out an 
alternative financing plan with a higher rate 
of return for longer maturities. There is thus a 
mechanism for affecting the supply of 
investment funds for the financing of different 
maturities even within a single project. 

Indexing the Deferred Price Certificates 
(DPCS) 
Since the payment of a deferred sale price of 
infra-structural projects is likely to extend over 
a longer period of time, the possibility of 
indexing needs to be considered from the 
Sharia point of view. 

It must be taken as given that the indexing 
of loans has been rejected by most Sharia 
scholars, a stand re-affirmed by a resolution of 
the Fiqh Academy in 1988. This rejection is 
easy to understand in the context of the 
prohibition of interest on loans, and the 
practical ease of circumventing that 
prohibition under the guise of indexation. 

However, if Sharia rules are examined 
closely, it will be discovered that it is 
permissible to exercise certain forms of 
indexing the deferred prices of goods and 
services sold. That being said, there are 
numerous other forms and applications of 
indexation which are entirely unacceptable in 
the Sharia. 



Continuing to look at deferred prices, 
however, there is a method of protecting the 
purchasing power of DPCs in Istisna 
financing, and one that achieves some of the 
legitimate objectives of indexing. 

The starting point is to recognise that 
according to the Sharia, the sale price of 
goods or sei-vices can be anything of value 
except a vei7 few prohibited things. It is thus 
possible to make the price, whether it is cash 
or deferred, a single currency or a basket of 
currencies such as SDRs. 

It is also possible to make the price any 
well-defined commodity or basket of 
commodities, such as barrels of a specific 
grade of oil or bales of a specific type of 
cotton, etc. A counti7 may further find it 
advantageous to pay in commodity 
certificates, using some of its export 
commodities for this purpose. 

Generalisations and Precautions 
The non-participatoi7 mode of financing is 
particularly suitable for financing what might 
be called 'Mute infra-structural investments 
that generate no explicit income', a mode 
which can naturally be applied to public 
investments which do generate income and to 
private investments as well. But for these two 
types of income-generat ing investments, 
Islamic participatoi7 modes of financing are 
applicable and are socially preferable in 
equity, efficiency and stability to the non-
participatory modes. 

Financing Istisna, much like all non-
participatory forms of financing, imposes on 
the public authority rigid debt obligations 
extending over the full repayment period. 
Indeed, some of the drawbacks of public debt 
apply to this debt, even though it is interest-
free. The fact that it is permissible in the 
Sharia carries no guarantee that it will not be 
used to finance the most foolish or 
extravagant infra-structure. 

Neither should the important differences 
between conventional interest-based debt and 
the interest-free debt represented by DPCs be 
underestimated. The differences include the 
illiquidity of the interest-free debt already 

alluded to, and the disallowance of the roll-
over of the interest-free debt by the debtor. 
Both these factors have far-reaching positive 
implications for monetary stability and 
economic justice, making this a topic ripe for 
Islamic economic research. 

In conclusion, a further limitation on 
these methods of financing under discussion 
must be considered. For when all is said and 
done, it is just financing, and financing is that 
fantastic human invention by which you get 
something without paying for it - for a while! 

But who will ultimately bite the bullet and 
pay for those DPCs when due? Only when that 
challenging question has been answered can it 
be claimed that the whole truth about Mute 
Social Infrastructure has been discovered. 



Cash Waqfs and Venture Capital 

M U R A T C I Z A C K A 

T h e leaders of the Muslim World grapple with 
the problem of how best to manage their 
economies. Despite the problems inherent in 
the capitalist and communist systems - never 
more painfully apparent than now as the worst 
recession since the war increases its strangle-
hold on the West and the ex-Communist 
countries struggle to beat spiralling infladon -
Muslim leaders still look to these systems for 
guidance. 

Yet the answers to the economic problems 
lie in their own history and tradition. One 
such period which Muslim leaders should 
learn from is the Ottoman Empire, where 
economic success brought the Muslim world 
much power and influence. 

History 
One of the most striking features of the 
Ottoman Empire's financial system was the 
Cash Waqf (Awqaf al-Nukud). This was 
considered an important means of increasing 
the money supply, from those with funds, to 
those who needed capital, primarily 
entrepreneurs, but often ordinary members of 
the public as well. 

The Cash Waqf was regarded as a trust 
fund, the returns on which would be used for 
serving mankind in the name of God. In a 
society where health, education and welfare 
were entirely financed by gifts and 
endowments, the Cash Waqfs carried serious 
implications for the very survival of the 
Ottoman social structure. 

These endowments were approved by the 
Ottoman courts as early as the beginning of 
the 15th century and by the end of the 16th, 
they had become extremely popular all over 
Anatolia and the European provinces of the 
Empire, although surprisingly they did not 
take off in the Arab provinces. 

Their importance in relation to the more 
tradit ional Awqaf, i.e. the Land Waqfs, 
increased dramatically over time. While the 
Cash Waqfs constituted about 16 per cent of 
the Awqaf established during the reign of 
Mehmed the Conqueror, in the year 1505 the 
ratio increased to 50 per cent and by about 
1560 they had become the dominant mode of 
endowment. 

Legal Background 
Whilst at first the legal issues surrounding the 
Cash Waqfs appear many and complex, they 
can be reduced to two points: the problem of 
perpetuity and the threat of Riba in the 
transferring of endowment funds. 

According to the Hanafi school -
dominan t school of t hough t du r ing 
Ot toman period - the perpetui ty of 
endowed asset is the essence of any Waqf, and 
in principle, at least, should consist of real 
estate. However, if the endowed real estate 
includes moveable assets such as oxen or 
sheep then the assets become Waqf 

T h e next question to be considered is 
whether money qualifies as a moveable asset. 
This was answered by Imam Zafer, who ruled 

the 
the 
the 



that money could be considered as a moveable 
asset and so qualified as Waqf. 

Zafer outlined how such an endowment 
could be organised in order to avoid Riba. 
The endowed cash would be given as the 
capital of a Mudaraba partnership, rather 
than being placed in an interest-making 
account, and the profit thus obtained would 
be spent in accordance with the general 
purpose of the Waqf 

Or, if the moveable assets endowed were 
not cash, then they could be sold and the 
return could be used as the capital of the 
Mudaraba. 

The acceptance of moveables as the basis 
of a Waqf, combined with Imam Zafer's 
interpretation of cash as a moveable asset and 
approval of the cash endowment, constituted 
the foundation upon which the later Ottoman 
jurists built the structure of the Cash Waqfs. 

Demise 
However the Cash Waqfs were to disappear as 
quickly as they had appeared. A probable 
explanation for this can be found in the way 
the profits generated by the Awqaf were 
utilised. According to studies, only 30 per cent 
of the Cash Waqfs generated profits above 
costs, which were then used entirely for 
religious or educational purposes. 
Reinvestment of profits and the enlargement 
of the original capital was conspicuously 
lacking. 

All well and good, one might say, but how 
relevant is a Cash Waqf which had its hey-day 
in the 16th century to modern-day Muslim 
economies? And assuming that these 
institutions can be up-dated, is it possible to 
avoid the mistakes of the past and maintain 
the virtues? 

Cash Waqfs and the Modern World 
As has been said, the function of the Cash 
Waqfs was to transfer - within the framework 
of Islamic financial principles - the excess 
savings of the wealthy Muslims to those who 
needed capital. At the moment, this function 
is performed by Islamic banks. However, in 
the future. Cash Waqfs may develop a role in 
modern Muslim economies as a 

complementary system to the Islamic banks. 
Such a dual system would help the 

development of Muslim economies. While 
Islamic banks have proven themselves, they 
are nevertheless subject to criticism for 
resorting excessively to Murabaha in 
transferring their funds to entrepreneurs. 
However, there are those who believe that 
Murabaha, in the modern context, is 
dangerously close to Riba and so Mudaraba 
and Musharaka par tnerships should be 
utilised. 

Islamic banks are faced with a dilemma: 
on the one hand they generate handsome 
profits, thanks to Murabaha; on the other 
hand they are criticised for using this 
instrument. In response to such criticism, the 
Islamic banks have made earnest efforts to 
utilise Mudaraba and Musharaka 
partnerships, but to no avail. The problem 
persists and Murabaha dominates investment 
portfolios at the rate of 95 per cent. 

There are many valid reasons why Islamic 
banks have failed to transform the structure of 
their investment portfolios. However, these 
are not the concern of this article. It has been 
suggested that if Islamic banks are not able to 
alter their portfolios, then Mudaraba and 
Musharaka partnerships ought to be utilised 
by venture capital companies (VCC). 

There are remarkable similarities between 
the VCCs and Mudaraba and Musharaka 
partnerships, in that they provide not only 
long-term capital to the entrepreneurs, but 
are also willing to support them in case of 
difficulties. 

The perennial problem for the VCCs is 
finance. The problem of where to obtain funds 
that can be transferred to the entrepreneurs 
through Mudaraba is one that is not easily 
solved. One obvious source is the Islamic 
banks. It has been recommended that the 
government force Islamic banks to allocate 
five per cent of their investment portfolio per 
annum, cumulatively, to the purchase of VCC 
equities. 

Capital Shortage 
However, equity purchase by Islamic banks 
cannot by itself solve this problem, as these 



banks may unexpectedly encounter liquidity 
shortage and be forced to sell the shares of the 
VCCs on the stock exchange. In such a 
situation, they would inevitably deprive the 
VCCs of much needed capital. Clearly, what 
the VCCs ultimately need is long-term capital. 

It is at this point that the cash Waqfs enter 
the picture. Waqf capital, by definition, once 
endowed cannot be withdrawn by the founder. 
Thus Cash Waqfs could solve the most serious 
problem faced by the VCCs - the shortage of 
long-term capital. 

Cash Waqfs and Venture Capital 
Let us now envisage how the Cash Waqfs can 
be combined with venture capital. Assume that 
a person wishes to establish a Cash Waqf with 
his savings, and help finance entrepreneurs. 
The founder of the Waqf approaches a VCC 
and deposits his savings with them. The VCC 
would then sign a Mudaraba contract with the 
Waqf, thus becoming its Mudarib. 

When it comes to the transfer of Waqf 
f u n d s to the e n t r e p r e n e u r s , the VCC 
stipulates that the capital of the Waqf will 
be invested solely in Mudaraba or 
Musharaka par tnerships , thus el iminating 
all doubts about the legitimacy of the 
investment f rom the Islamic point of view. 
Structurally speaking, this is now a triple 
Mudaraba, with three part ies involved, the 
Waqf, the VCC and the entrepreneur . 

In order to minimise and diversify the 
risk, the VCC should aim to invest the Waqf 
capital with several ent repreneurs . Once 
prof i t s are gene ra t ed , they can be 
distributed among the parties as follows: in 
a normal Mudaraba par tnership , the usual 
profi t -sharing ratio is l /4th to the Mudarib 
(entrepreneur) and 3/4th to the Rab al-Mal 
(VCC). So the VCC obtains 3/4th of the 
profit of the en t repreneur plus the original 
capital whenever the project matures. 

Since the VCC signed a Mudaraba 
contract with the Waqf, the same ratios are 
observed while distributing the profits 
between the VCC and the Waqf Thus, the 
Waqf obtains the original capital plus 3/4th of 
the profit earned by the VCC, and the latter 
keeps 1/4 of it for venture capital services 

rendered. Thus, in short, the Waqf obtains 3/4 
of the 3/4th or 9/16th of the profit generated 
by the entrepreneur. Put differently, if the 
entrepreneur earns a profit of 100 dollars, the 
Waqf gets 56.25 dollars as its share, plus, of 
course, the original capital invested by the 
Waqf. 

Avoiding Loss 
Because what is involved here is essentially 
Waqf capital, the issue of perpetuity assumes 
great importance. The danger of loss can be 
reduced to a minimum by setting up two 
separate investment portfolios. The first one 
is established by the founder, who can divide 
his total savings among a number of VCCs, 
thus, in effect, establishing several cash Waqf, 
and the second is established by each of the 
VCCs, which can invest the Waqf's capital with 
several entrepreneurs. 

Another means of reducing the risks is the 
reinvestment of the profits generated. As will 
be recalled, the greatest weakness of the 
Ottoman Cash Waqfs was their inability to 
reinvest the profits and add to the Waqf 
capital. In view of this, it is proposed that the 
modern Cash Waqfs add their profit shai-e to 
the original capital of the Waqf, thus ensuring 
the perpetuity of the endowment. It is quite 
possible that not only will the perpetuity be 
assured, but, if also managed properly, the 
original endowment will grow in real terms. 

It is apparent that the bottom line for the 
success of the Waqf is proper management. 
Consequently, the involvement of a third party 
in the affairs of the Waqf may be desirable. By 
allocating, say 1/IOth of the Waqf's profit 
share to a neutral third party, a body of 
'inspectors', who are capable of analysing the 
income and balance sheets of the VCC, can be 
recruited. 

Potential 
If the Cash Waqf were to be combined with the 
venture capital sector, their potential would be 
enormous. They would be able to operate in 
accordance with the Sharia and solve the 
problem of perpetuity in Waqf Capitals and 
also the problem of Riba. 



Cash Waqfs and Modern Islamic Economies 

M U R A T CIZACKA 

The Cash Waqf constituted a special category 
of Islamic endowments and played a major 
role in Ottoman financial history, facilitating 
the flow of funds from those who were able to 
save to those who needed capital, primarily 
entrepreneurs, but also to members of the 
public. For this reason, the Cash Waqf is 
considered to be one of the most significant 
Ottoman contributions to Islamic civilisation. 

T h e Cash Waqf was basically the 
establishment of a trust with money, the return 
from which would be utilised for serving 
mankind in the name of God. These 
endowments were approved by the Ottoman 
courts as early as the beginning of the 15th 
century and by the end of the 16th, they had 
become extremely popular all over Anatolia 
and the European provinces of the empire. Yet 
they found little, if any, application in the 
Ai-ab provinces. 

In a society where health, education and 
welfare were entirely financed by gifts and 
endowments, the Cash Waqfs carried serious 
implications for the very survival of the 
Ottoman social structure. Moreover, they were 
instrumental in the emergence of a legally 
sanctioned and widespread money market. 
Looking at the relative importance of these 
institutions with respect to the more 
traditional Waqf, i.e., the Land Waqfs, it 
becomes clear that while the Cash Waqfs, 
constituted about 16 per cent of the Awqaf 
established during the reign of Mehmed the 

Conqueror, in the year 1505 the ratio 
increased to 50 per cent and by about 1560 
they had become the dominant mode of 
endowment. 

Legal Background 
The legal issues surrounding the legitimacy of 
Cash Waqfs are complex and have contributed 
to a long debate among jurists. T h e debate 
concentrates on three issues: the endowment 
of moveable assets, the problem of perpetuity 
and the danger of Riba when transferring the 
endowment funds. 

Classical Islamic Jurists 
Being devoted Hanafis , the Ot tomans 
naturally conducted their affairs within the 
general guidelines established by this school 
of thought. 

T h e first controversial area was the 
question of moveable assets. Since the 
perpetuity of the endowed asset is the essence 
of any Waqf, in principle, the endowment 
should consist of real estate. However, Hanafi 
scholars recognised three exceptions to this 
general principle. First, the endowment of 
moveable assets belonging to an endowed real 
estate, such as the oxen or sheep of a farm, 
was permitted; second, if a relevant Hadith 
could be found; and third, if it was the 
established custom in the region. 

The third provision was sanctioned by 
Imam Mohammed al-Shaybani, who ruled that 



even in the absence of a relevant Hadith, the 
endowment of a moveable asset was 
permissible. However, according to some 
sources, even tradition was not a required 
condition, as Imam Muhammed had, in 
practice approved the endowment of 
moveables in regions where there was no such 
tradition. 

Furthermore, both Imam Muhammed Al-
Shaybani and Abu Yusuf confirmed the 
endowment of moveables attached to real 
estate. In view of this, it is not surprising that 
there are frequent references to combined 
cash/real estate Awqaf in the Ottoman records. 

The next problem concerns the definition 
of a moveable asset, or more specifically, can 
money be considered as a moveable asset and 
therefore be permitted as the basis for the 
establishment of a Waqf? It was Imam Zufer 
who answered this question in the affirmative 
and ruled that the endowment of cash was 
permissible. 

Zufer went into details as to how such an 
endowment could be organised: the endowed 
cash could be given as the capital of a 
Mudaraba partnership and the profit made 
would be spent in accordance with the general 
purpose of the Waqf, as stated in its charter. If 
the moveable assets endowed were not cash, 
then they could be sold in the market and the 
cash thus obtained could be utilised as the 
capital of a Mudaraba. 

Thus, the approval of Imam Muhammed 
Al-Shaybani and Abu Yusuf of moveables as 
the basis of a Waqf, and the fact that Imam 
Zufer considered cash to be a moveable asset 
and approved of the cash endowment, 
constituted the foundation upon which the 
later Ottoman jurists built the structure of the 
Cash Waqf. 

The establishment of Cash Waqfs by the 
Ottomans during the 15th centuiy appears to 
have taken place smoothly and without any 
legal complications. But during the next 
century, when these Waqfs became popular 
and began to dominate the Waqf system, the 
military j udge of Rumeli (the European 
provinces), challenged the rulings. He was 
almost immediately answered by Sayh al-

Islam, Ebussuud Efendi, and a fierce debate 
began, which lasted for more than a century. 
However the Cash Waqfs continued to enjoy 
the support of the state and were able to 
flourish. 

Relevance of Cash Waqfs 
If an attempt is to be made to gauge the 
relevance of the Cash Waqfs to modern 
Islamic economics, then many questions 
surrounding the Cash Waqfs, their function, 
relevance and demise must be answered. 

First is the matter of perpetuity, 
(supporters of the Cash Waqf initially arguing 
that these Awqaf had as good a chance for 
survival as any other real estate, and the 
opposite within a relatively short time). Is it 
possible to look into this problem in retrospect 
and judge which side was justified? 

We also need to find out why these 
endowments disappeared so rapidly. Was it 
because they were badly managed or was it 
due to other factors? Also, in what way did this 
institution contribute to the process of capital 
accumulation? This question has to be tackled 
from both perspectives, i.e., from the point of 
view of the savers as well as those who used the 
funds. More specifically, did the savers pool 
their capital to form joint Cash Waqfs, or add 
their capital to the already existing ones? Did 
the users of capital have recourse to several 
Cash Waqfs so as to enlarge the available pool 
of capital at their disposal? Also, how were 
funds transferred to the entrepreneurs or to 
the public, and how was the Islamic 
prohibition of Riba observed? In other words, 
were criticisms of Cash Waqfs that they 
violated Islamic law, justified? 

And looking to the future, we must ask to 
what extent can the Cash Waqfs be considered 
relevant to modern Islamic economics? Would 
it be possible to initiate a process of 
modernisation of this institution whereby the 
mistakes of the past could be avoided and the 
advantages maintained? If yes, what 
characteristics should be avoided and what 
should be kept? 



Cash Waqfs and the Problem of Perpetuity 
Since perpetuity is considered to be the 
cornerstone of any Waqf, an analysis of the 
survival rate of the Cash Waqfs is crucial. 
Although the Turkish archives are extremely 
rich, and some 400 million documents are 
preserved in the Istanbul Archive, 
unfortunately, only a small fraction of these 
sources have so far been studied by historians. 

However, according to the Barkan-Ayverdi 
study, there were 1139 Cash and Cash/rent 
Waqfs in Istanbul during the period 927-953 
(1520-1546). Out of these, only 324 survived 
to be included in the census of the next 
period, 953-986 (1546-1578). But in this 
period, 138 new Awqaf were established, thus 
bringing the total number to 462. Of these, 
452 survived into the next period, 986-1005 
(1578-1596). In this period, 75 new Awqaf 
were founded, thus bringing the total number 
up to 527. Unfortunately, the Barkan-Ayverdi 
study ends here, leaving us in the dark about 
the fate of these 527 Waqfs. 

Fluctuations in Waqf Fortunes 
However, even this incomplete data gives us 
some important insights into the institution. 
For some obscure reason, there appears to 
have been a massive decline in the number of 
Cash Waqfs between the periods 927-
953/1520-1546 and 953-986/1546-1578. Even 
so, the Awqaf had survived the earlier periods 
and the newly established ones during the 
period 953-986/1546-1578 survived more or 
less intact into the next period, 986-
1105/1578-1596, when the numbers of the 
newly established Waqf increased greatly and 
it is possible to observe an upswing in the 
overall trend. 

Just what forces were behind these 
fluctuations are difficult to ascertain. But one 
thing is certain: the Cash Waqfs do not exhibit 
a downward linear trend and disappear into 
oblivion as Barkan and Ayverdi suggest. 
Instead, it is possible to observe cyclical 
fluctuations. 

This theory is supported by the finding of 
four Waqf censuses belonging to the city of 
Bursa covering the period 1077/1666 to 

1220/1805, and the registers B 135/150, B 
199/423, B 211/434, B 352/736, and which 
indicate that the Cash Waqfs even at this late 
period were alive and well. 

Unfortunately, it is too early to answer the 
first question. To do so, would mean that a 
continuous series of Waqf censuses covering 
several centuries be identified and studied. 
Only then can we judge which side of the 
perpetuity debate was actually correct. 

However, concerning the second question, 
we need to go deeper into the management 
issue. Obviously the most fundamental reason 
for the collapse of the cash Waqf was the 
mismanagement of its funds. Such 
mismanagement could have occurred in a 
number of ways; the funds could have been 
usurped by unscrupulous managers or 
entrepreneurs, or, more likely, the returns 
achieved by these funds could simply have 
been less than the inflation rate. Let us now 
examine what kind of precautions were taken 
to avoid these problems. 

First of all, there is absolutely no doubt 
that a well developed system of collaterals and 
sureties was applied. To give one example: in 
the year 1002/1593, the foundat ion for 
support ing the mosque of the Gurbetler 
village in the vicinity of Bursa was managed by 
a certain El-Hat Mehmed. Mehmed 
transferred the funds of the Waqf to I I 
different individuals. Seven of these had to 
provide collateral and three had to present 
other individuals who stood as sureties. 

The only person who did not have to 
provide a collateral or a surety was Mehmed 
bin Abd-el-Rasul, who was probably well 
known to, and trusted by, the Waqf manager. 

Profits Versus Costs 
Let us now look into the question of the rate 
of return. The Waqf census from the year 
1181/1767, catalogued under the number B 
199/423 in the Bursa Ot toman Court 
Registers, reveals important information. All 
the Awqaf were registered in this defter 
according to a pattern. First comes the name 
of the Waqf, which reveals briefly its purpose. 
Then the name of the trustee is stated. The 



amount of the capital or Asl-mal is 
immediately followed by the statement: 
Murabaha ft se ne-i kamile, i.e., the rate of 
return in a full year. This is followed by the 
statement Minha al-desarif, i.e., the total 
expendi ture of the foundat ion in that 
particular year 

A sample of 69 cases out of the above-
mentioned defter containing some 300 Awqaf 
provide the following information. In most 
cases the annual rate of return was presei-ved 
for Sadaka, which was usually paid as salaries 
to the Muezzin or Imam of the local mosque 
and to those who could read a section of the 
Qur'an every day; 22 of the Awqaf enjoyed a 
rate of return greater than the expenses 
incurred; 14 of these had also made profits 
above the expenses in the previous year and 
these profits were added to the capital. 

Thus, it is reasonable to assume that in all 
of the 22 cases, the profits would be added to 
the Asl-mal, i.e., capital of the foundation in 
the next year In all cases, the rate of return 
was usually 10 to 12 per cent. In eight of the 
Awqaf there was a merger with other 
foundat ions and the capital was thus 
increased. 

The vast majority of the cases studied were 
Cash Waqfs (61 in total) versus only eight 
combined Cash/Real Estate Waqfs. Thus, it is 
clear that despite the legal debate mentioned 
above, the Cash Waqfs maintained their 
popularity and continued to dominate the 
Awqaf system as late as the second half of the 
18th centui-y. 

Also most of the Awqaf studied were 
utilising their capital in full. That is to say, 
they regularly transferred all of their funds to 
entrepreneurs or members of the general 
public. Only four of them kept money idle in 
their safes. 

Concerning the second question, i.e., the 
management of the Awqaf, the following 
conclusions can be drawn. The first is that 
these institutions were profitable. This is 
supported by the fact that whereas the Awqaf, 
in general, were generating a profit rate of 10-
12 per cent per annum, the rate of inflation 
was less than five per cent throughout the 

18th century. Thus, there is no doubt that the 
Awqaf were enjoying substantial profits, at 
least in the short term. 

The long-term profitability, on the other 
hand, is a different story altogether Normally, 
the long-term profitability could easily have 
been ensured by reinvesting the above-
mentioned profits and adding them to the 
capital. This, however, was not done. As we 
have seen above, the profits, or Murabaha fi se 
ne-i kamile were distributed to a number of 
individuals who were per forming certain 
religious, educational or health services, as 
salaries. Although, their work was no doubt of 
great social importance, nevertheless, from 
the perspective of the long-term sui-vival of 
the institution, such expendi ture was 
unproductive. Consequently, the long-term 
resilience of the Waqf was endangered. 

On the positive side, these recipients of 
the Waqf income had, in addition to the social 
services ment ioned above, another very 
important function. Since they were receiving 
their salaries from the profits of the Waqf, they 
were the first ones to notice if there was any 
irregularity in the Waqf management. Indeed 
there are many cases indicating that whenever 
these individuals suspected the trustees of the 
Waqf of embezzling funds, they immediately 
notified the courts. In short, the recipients not 
only fulfilled a social service, but also 
functioned as a control mechanism. 

At this point, one wonders, if there was 
any link between the problem of long-term 
profitability and survival and the rapid decline 
in the numbers of Cash Waqfs observed by 
Barkan during the second half of the 16th 
century. Although the unproductive 
investment of the Awqaf profits could explain 
a gradual decline and disappearance of the 
Cash Waqfs over the long term, it cannot 
explain such a rapid disappearance as 
observed by Barkan. 

Move to Real Estate 
Because of this, it can be said that what 
Barkan observed was not so much a 
disappearance of Cash Waqfs, but rather a 
massive conversion of them into Real Estate 



Waqfs or Istibdal. After all, the period in 
question was marked by one of the most severe 
inflationary cycles in Ottoman history. Faced 
with an inflation of such shocking 
proportions, the trustees probably chose the 
most rational avenue open to them, namely 
the conversion of the cash capital of the Waqf 
into real estate. 

Testing this hypothesis requires a 
thorough investigation of the Waqf censuses 
during the inflationary second half of the 16th 
century. Since the results of such a 
comprehensive and difficult research will 
probably take years to emerge, let us for the 
moment concentrate on the problem from the 
judicial perspective and determine if 
conversion of endowed assets was permitted 
by the authorities. 

The legal term Istibdal simply means the 
conversion of the endowed asset into another 
type of asset. As such, Istibdal is considered as 
one of the ten conditions, or Shurut-u ahsere, 
which the founder of the Waqf may dictate 
when he establishes the Waqf Since Istibdal 
has important implications for the perpetuity 
of the Waqf and because it is open to 
unscrupulous exploitation, it has been 
carefully scrutinised by the jurists both before 
and during the Ottoman era. 

According to the Hanafi jurists, the 
Istibdal procedure may be resorted to, if the 
founder includes Istibdal within the original 
charter of the foundation., if the foundation 
has ceased to become profitable or begun to 
suffer losses, thus endangering the perpetuity, 
or if there is a convincing argument that 
conversion of the endowed asset would 
enhance the financial situation of the 
foundation. 

It is well-known that Ebu Yusuf had 
confirmed this procedure, subject to the 
approval of the judge. This third condition, 
however, was challenged later on by the 
Egyptian jurist Ibn-i Nuceym. Finally, the 
matter was settled once and for all by the 
Imam-i Azam of the Ottomans, Ebussuud 
Efendi, in the year 951/1544, who ruled that 
Istibdal would be valid only if approved by 
both the Ottoman Sultan and the local judse. 

Thus, it can be concluded that whereas 
Istibdal could be resorted to with relative ease 
before 951/1544, after this date it became far 
more difficult to do so. 

In this context it is revealing that the rapid 
decline, obsei-ved by Barkan, in the number of 
Cash Waqfs had taken place in precisely this 
critical period: 1520/1546 and 1546/1578, 
thus giving us the impression that large 
numbers of Cash Waqfs might have been 
converted into Real Estate before 1544, when 
it was relatively easy to do so. In the next 
period, that is two years after Ebussuud's 
decision, the decline in the number of cash 
Waqfs suddenly halts, followed in the next 
period by a recovery. 

As for the third question pertaining to the 
process of capital accumulation, we can learn 
the following from the Waqf census of 1767 in 
the city of Bursa. First of all, as we have 
already noted above, out of the 69 cases 
examined, eight were mergers of Waqfs. Thus, 
Waqf mergers represented a certain type of 
capital accumulation. In this way, not only 
would the assets of a declining Waqf be 
protected from demise, but they would also be 
utilised to enhance the financial power of 
another. 

As far as the simple citizen is concerned, 
the Cash Waqfs provided a substantial 
opportunity for capital accumulation. In a 
society where the deposit banking system did 
not exist owing to the prohibition of Riba, 
Cash Waqfs must have constituted the only 
source of capital for the ordinary folk. In 
reality, it seems they have successfully 
performed the most important funcdon of the 
banks, i.e. the diffusion of capital from those 
who have been able to accumulate it to those 
who have not been able to do so. 

Despite the popularity of the Cash Waqfs, 
many still dismissed its provision of capital as 
being a form of Riba. This poses the question 
of whether their criticism is justified or 
whether, in actual fact, the situation is rather 
more complicated. 

First, as has already been mentioned, the 
register of transactions used the term 
Murabaha to refer to the annual return, and 



although Murabaha is considered to be a 
synonym of Riba in contemporary Turkey, it 
obviously carried a different meaning during 
the 16th century. In actual fact, the term 
comes from the root Riba which simply means 
profit. 

According to an Ottoman jurist: "....has 
decided to endow the said amount which will 
be profitably invested through Muamele-i-
shariye and Mumbaha-i-mer'iyye at the rate of 
1.25 dirhams for every ten dirhams. The 
trustees will see to it that their financial 
operations will be free of Riba." 

Muamele-i-shariye is a general term 
meaning a commercial operat ion in 
conformity with the Sharia, while Murabaha-i 
mer'iyye means a rate of return that should be 
observed in commercial operations. The 
expression "at the rate of 1.25 dirhams for 
every 10 dirhams" refers to Ilzam-i ribh, or the 
profit. It indicates whether the money 
advanced by the Waqf is in the form of a Qard 
or in the form of profit-sharing. It has been 
argued that the specific rates given above, do 
not refer to Riba but merely state that for 
every 10 dirhams earned by the borrower or 
entrepreneur, 1.25 dirhams should be 
returned to the Waqf. 

There are other documents that support 
the view that Murabaha was used as a general 
expression meaning profit. One gave the 
example of a Cash Waqf which was founded 
with a capital of 5,000 akces. The Murabaha of 
the Waqf was stated as 2,000 akces, thus 
indicating a rate of return of 40 per cent. 
Clearly, such a high rate of return could only 
have been earned through profit-sharing and 
so provides us with more evidence that 
Murabaha was used as a general expression 
meaning the profit and could also refer to 
other financial instruments such as Mudaraba 
or Musharaka. In view of all this, dismissing 
the Cash Waqfs, as many have clone, simply as 
Riba institutions, is a gross oversimplification, 
or at the very least is due to a 
misinterpretat ion of the complex legal 
terminology. 

It must also be remembered that much of 
the debate among the Ottoman jurists on the 

issue of the Cash Waqfs focused on the 
problem of establishing a Waqf with moveable 
assets, which can be taken as an indication that 
the contemporary jurists did not have any 
qualms about the way these Awqaf transferred 
their funds to the entrepreneurs . And 
concerning the problems of perpetuity, any 
conclusion has to wait until an analysis of Waqf 
censuses covering several centuries is 
completed. For the moment we can only assert 
that the 'disappearance' of the system may 
only indicate a massive Istibdal in response to 
the economic needs of the period. However, if 
the critics are indeed right and the Cash Waqfs 
did in fact vanish, a probable explanation can 
be found in the way the profits generated by 
these Awqaf were utilised. Only 32 per cent of 
the cases examined generated profits above 
costs, and these were given over entirely for 
religious and educational purposes. In fact, 
the majority of the Awqaf studied allocated 
their entire profits to such expenditure. Re-
investment of the profits and enlargement of 
the original capital was curiously lacking. 

Cash Waqfs and the Modern World 
The basic function of the Cash Waqfs was to 
transfer the excess savings of the well-to-do to 
those who needed capital. This institution 
performed this function within the framework 
of Islamic financial principles. The same 
function is currently performed by Islamic 
banks. As such. Cash Waqfs should be 
considered as a complementary measure, and 
not an alternative, to the Islamic banks 
already operating in most Islamic countries. 

It has been explained elsewhere that while 
Islamic banks have proven themselves, at least 
in the case of Turkey, by generating profits 
well above the conventional Riba banks, they 
are nevertheless subject to criticism for 
resorting overwhelmingly to Murabaha in 
transferring their funds to entrepreneurs. The 
Murabaha, in the modern context, however, is 
considered to be dangerously close to Riba. 
Consequently, the Islamic banks are faced with 
a dilemma: while, on the one hand, they 
generated handsome profits thanks to 
Murabaha, on the other, they are criticised for 



achieving their profits through this particular 
instrument. 

In response to such criticism, Islamic 
banks have made great efforts to utilise 
Mudaraba and Musharaka partnerships, but 
so far to no avail. The deadlock persists and 
Murabaha dominates the investment 
portfolio, at a rate which some claim is as high 
as 95 per cent. 

The inability of Islamic banks to transform 
their investment portfolios is due to several 
reasons. Many who occupy managerial 
positions in the Islamic banks, usually, have 
learned their t rade in the conventional 
banking system and not surprisingly prefer 
those Islamic instruments of finance closest to 
the methods of finance utilised by 
conventional banks. Since risk minimisation is 
one of the best established principles of 
conventional banks, the more risky 
Musharaka and, particularly, Mudaraba 
par tnerships are often avoided. Second, 
Islamic banks find themselves facing fierce 
competition from the conventional banks and 
feel obliged to pay their depositors a profit 
share commensurate with the rate of interest 
paid by the latter. Particularly in countries 
such as Turkey, where the current rate of 
interest paid to the depositors exceeds 50 per 
cent, the surest way to achieve such rates in 
the short term is considered to be the 
Murabaha. 

Third, in an economic situation 
characterised by high rates of inflation and 
interest rates, these managers are unwilling to 
venture into the long-term investments which 
Mudaraba or Musharaka usually entail, and 
prefer to orientate their investment portfolio 
towards short-term financing. 

Finally, since Mudaraba or Musharaka 
partnerships involve continuous and close 
contact between the investor (Rab-al maal) 
and the entrepreneurs financed, as well as a 
willingness to lend support to them whenever 
they encounter problems, it has appeared that 
Islamic banks simply do not have the patience 
or resources for such a demanding 
responsibility. 

In view of these problems, it is not 

surprising that Islamic banks have failed to 
transform the structure of their investment 
portfolios. It has been suggested that the 
Islamic banks should not be expected to alter 
their portfolios, but if Mudaraba and 
Musharaka partnerships can be re-packaged 
as more desirable financial instruments, then 
they will be utilised by the smaller and more 
specialised Venture Capital Companies 
(VCCs). 

Similarities in Approach 
In fact, there are remarkable similarities 
between the VCCs and Mudaraba and 
Musharaka partnerships, so much so that the 
VCC is considered to be, for all practical 
purposes, the same as these classical 
partnerships. Although space restrictions 
prevents a detailed analysis from being 
attempted here, it should suffice to say that 
VCCs have successfully demonstrated in the 
United States where they were born, that they 
are not only capable of providing long-term 
capital to entrepreneurs, but are also willing to 
support them in the case of difficulties. 
Comparing the experience of the Islamic 
banks with that of the West, it has been 
suggested that financial and managerial 
support to entrepreneurs in Islamic countries 
must be provided by small yet financially 
potent VCCs and these companies must resort 
to only Mudaraba and Musharaka or equity 
purchase when financing entrepreneurs. 

The implicit problem in this suggestion is 
the source of finance for the VCCs, and the 
question of from where the funds for transfer 
should be obtained. One obvious source, is 
again the Islamic banks. It has been 
recommended that Islamic banks be obliged 
by their governments to allocate five per cent 
of their investment portfolio, per annum, for 
the purchase of VCC equities. 

Combining Cash Waqfs and Venture Capital 
What the venture capital companies will 
ultimately need is long-term capital. The 
provision of finance to them can now be 
linked to the main subject of this article. 
Equity purchased by Islamic banks cannot by 



itself solve this problem, as these banks may 
unexpectedly encounter a liquidity shortage 
and be forced to sell the shares of the VCC, 
thereby depriving the VCCs of much-needed 
capital. It is at this point that the cash Waqfs 
enter the picture. After all, by defmition, Waqf 
capital once endowed cannot be withdrawn by 
the founder Thus Cash Waqfs could solve the 
most serious problem facing the VCCs; the 
shortage of long-term capital. 

Let us now envisage how the Cash Waqfs 
can be combined with venture capital. Assume 
that person A wishes to establish a Cash Waqf 
with his savings. The purpose of this Waqf 
would be to help finance entrepreneurs who 
wish to establish their own business. The 
founder of the Waqf, A', approaches a VCC 
and informs them of his attention. He then 
deposits his savings - which constitutes the 
capital of his cash Waqf- with the VCC. The 
VCC would then sign a Mudaraba contract 
with the Waqf, thus becoming its Mudarib. 

When it comes to the transfer of Waqf 
funds to the entrepreneurs, the VCC also 
agrees that the capital of the Waqf will be 
invested solely in Mudaraba/Musharaka 
partnerships, thus eliminating all doubts 
about the legitimacy of this investment from 
the Islamic point of view. Structurally 
speaking, this would be a triple Mudaraba 
with three parties involved, the Waqf, the VCC 
and the entrepreneur 

Minimising Risk 
In order to minimise and diversify the risks, 
the VCC can and should invest the Waqf 
capital with several entrepreneurs. Once 
profits are generated they can be distributed 
among the parties as follows: in a normal 
Mudaraba par tnership , the usual profit 
sharing ratio is 1/4 to the Mudarib (the 
entrepreneur) and 3/4 to the Rab-al-Maal - the 
VCC. So the VCC obtains 3/4 of the profit of 
the entrepreneur, plus the original capital 
whenever the project matures (there is no time 
constraint here). 

Since the VCC has signed a Mudaraba 
contract with the Waqf, the same ratios are 
observed distributing the profits between the 

VCC and the Waqf Thus while the Waqf 
obtains the original capital plus 3/4 of the 
profit earned by the VCC, the latter keeps 1/4 
of it for venture capital services rendered. 
Thus, in short, the Waqf obtains 3/4 of the 3/4 
or 9/16 of the profit generated by the 
entrepreneur To put it more simply, if the 
entrepreneur earns a profit of $ 100, the Waqf 
gets $56.25 as its share, plus, of course, the 
original capital invested by the Waqf 

Combining the Cash Waqfs with the 
Venture Capital sector solves not only the 
problem of perpetuity of the Cash Waqf, but 
also the problem of Riba, while providing the 
much-needed long-term capital to the Venture 
Capital Companies, which are essential in 
enhancing the entrepreneurial spirit in 
Islamic countries. 

Since what is involved here is essentially 
Waqf capital, the issue of perpetuity assumes 
great importance. Risks and the danger of loss 
can be minimised by forming two separate 
investment portfolios. The first one should be 
established by the founder. A, who can divide 
his total savings among a number of VCCs 
,thus in effect establishing several cash Waqfs, 
and the second one by each of the VCCs which 
can invest the Cash Waqf with several 
entrepreneurs. While setting up two sets of 
portfolios reduces the risks to a large 
minimum, thereby constituting one aspect of 
ensuring the perpetuity of the Waqf, the other 
aspect is the reinvestment of the profits 
generated. As will be recalled, the greatest 
weakness of the Ottoman Cash Waqfs was their 
inability to reinvest. 

In view of this, it is advisable that the 
modern Cash Waqf add their profit share to 
the original capital of the Cash Waqfs, thus 
ensuring the perpetuity of the endowment. It 
will be possible then not only to assure the 
perpetuity, but if the Waqf is managed 
properly, the original endowment will grow in 
real terms. 

Managerial Expertise 
Needless to say, the real test of success is 
proper management. It has been suggested 
that the involvement of a third party in the 



affairs of the Waqf may be desirable. The 
Ottomans, it will be recalled, had successfully 
involved the recipients of the Murabaha in the 
management of the Waqf We have seen that 
whenever these individuals suspected a mis-
management, they immediately informed the 
courts. By allocating, say, 1/10th of the Waqf's 
profit share to a neutral third party, a body of 
'inspectors' can be recruited. 

Ideally, these inspectors would be capable 
of analysing the income and balance sheets of 
the VCC. A business administrat ion 
department of a nearby university can be 
declared a recipient of this 1/10th and be 
employed by the charter of the Waqf, and in 
the original Mudaraba contract signed 
between the VCC and the Waqf, to inspect its 
records. 

Cash Waqfs fulfilled a variety of functions 
in the Ot toman economy. They were 
instrumental in transferring the savings of the 
well-to-do to those who needed cash, i.e. the 
entrepreneurs or even just members of the 
general public. They also financed a myriad of 
religious, educational and social services. 

While the extent of our knowledge does 
not yet permit us to draw conclusions on the 
important issue of perpetuity, we have 
nevertheless been able to identify certain 
weaknesses that may have jeopardised it. 

Combining the Cash Waqfs with the 
Venture Capital sector solves not only the 
problem of perpetuity of the Cash Waqf but 
also the problem of Riba, while providing the 
much-needed long-term capital to the Venture 
Capital Companies which are essential in 
enhancing the entrepreneurial spirit in 
Islamic countries. 



The Doctrine of Ba'y aVArahun 
(Earnest Money) 

M O H A M M A D M A S ' U M B I L L A H 

The doctrine of A1 Ba'y Al-'Ai'abun (Earnest 
Money) has been followed in the commercial 
world for some time, but is has its origin in the 
history of commercial activities performed 
under the Shari'ah. It is seen in the practice of 
Suftaja (Bills of Exchange), by which 
merchants used to advance the whole or part 
of the cost of goods to a bank or financial 
trustee in cases where the goods were not in 
existence at the time of the agreement. 

Recently, especially in the late twentieth 
century, it has been obsei^ved that quite a 
number of commercial transactions, including 
those of banking, insurance, the stock 
exchange, hiring, loans and securities, have 
been carried out under Shari'ah sanctions in 
both Muslim and non-Muslim countries. 

In today's commercial practice, especially 
in buying stock or particular properties of 
which the existence is not ascertainable at the 
time of the contract, the buyer is required to 
advance a part of the total agreed price as a 
guarantee against default in concluding the 
contract. This provides security for both 
parties. This practice is known in Islam as Al-
Ba'y Al-'Arabun, or Earnest Money. 

This article attempts to develop fur ther 
some specific aspects of the doctr ine of 
Earnest Money to make it suitable for use in 
con temporary commercial t ransactions in 
accordance with the Shari'ah. 

The Central Idea 
T h e idea of the doctrine of Earnest Money is 
that once the parties agree on the sale of some 
part icular goods which are not yet in 
existence,the buyer is required to pay the 
seller a nominal advance against the price of 
the goods, with the condition that if the 
transaction is concluded, the advance will be 
adjusted in the final payment, but if the 
contract is cancelled, the seller is under no 
obligation to refund the advance to the buyer. 
Because of the advance, the buyer is under no 
liability to buy the goods when they become 
available, but may opt to refrain from buying 
it if he does not find it advantageous to do so. 

Mohamad Hashim Kamali, discussing this 
doctrine, shows that Earnest Money is what 
the seller gains f rom the buyer on the 
unders tanding that the money is a partial 
payment of the total price of the goods in the 
event that the sale is ratified, but will be 
retained by the seller should the buyer fail to 
per form his part of the agreement. 

Wahbah Zuhaili, however, defines the 
doctrine of Earnest Money as an advance of 
the cost. He fur ther illustrates the nature of 
the doctrine by the example of a buyer 
agreeing to buy a particular thing for which he 
advances a nominal part of the actual cost of 
the goods to the seller, on the unders tanding 
that if the buyer concludes the contract, the 
advance will be adjusted, otherwise the 
advance will be forfeited as a gift (hiba) in 



favour of the seller. However, the decision 
whether to conclude the contract lies in the 
option of the buyer. 

This method may be used in the sale of a 
property such as a house, car or piece of land, 
where the buyer and seller agree on a price 
and the buyer is required to advance a 
particular amount of money out of the total 
price of the property in order to resen'e the 
property for future possession. But in this 
situation, if the buyer fails to conclude the 
contract, the seller will not be under any 
liability to return the advance. The seller 
appropriates the advance against the risk of 
non-conclusion of the contract by the buyer. 

This doctrine is also widely practised on 
the stock exchange, where the buyer of an 
option contract is required to pay a nominal 
amount of money for the agreed lots as a part 
payment of the total cost. If the buyer, at or 
before the maturity date, wishes to withdraw 
the contract, the advance will be forfeited, but 
if he does not withdraw the contract, the 
advance will be adjusted. 

To sum up, it may be said that the doctrine 
of Earnest Money ensures that the contracting 
parties abide by the divine sanction of mutual 
co-operation, while both parties in the 
transaction have security, as given in the 
Quranic sanction: "Help ye one another in 
righteousness and piety, but help ye not one 
another in sin and rancour. 

Misconceptions 
Despite the fact that the doctrine of Earnest 
Money provides advantages, especially in 
upholding mutual co-operation and giving 
security against risk, particularly to the seller, 
there are misconceptions in the minds of some 
Islamic scholars about the application of the 
doctrine. Some misconceptions are as follows: 

2 Except for the Hanbali and Maliki 
schools, all other schools of Islamic 
jurisprudence opposed the idea of the 
doctrine of Earnest Money. The i r 
justification is that the Earnest Money 
paid by the buyer is, on a de jure basis, the 
legitimate estate of the buyer and that 
therefore, the seller, in no situation, has 
the right to keep the Earnest Money, even 
for non-conclusion of the contract by the 
buyer. 

3 The Federal Supreme Court of Abu Dhabi, 
in early 1995, overruled the decision of 
the Court of Cassation on the issue of 
currency futures trading on the stock 
exchange. The Supreme Court ruled that 
currency futures trading should be held 
unenforceable in the light of Islamic law, 
because the parties involved in such a 
contract do not intend to conclude the 
exchange contract (in that what is being 
sold is never actually materially delivered, 
but, rather intended for speculation). 

4 There is a difference of opinion among 
Islamic scholars about the validity of 
Earnest Money. The Jamhur scholars 
held that the doctrine of earnest money is 
unlawful (batil), but, according to the 
Hanafi school of jur isprudence , it is 
invalid (fasid). They rely for their 
justification on the hadith: "Verily, the 
Holy Prophet (SAW) prohibited Earnest 
Money." 

The specific reasons for the J a m h u r 
disagreeing with the doctrine of Earnest 
Money are that it contains the element of 
uncertainty (Gharar), while the seller 
appropriates the Earnest Money with no 
consideration to the buyer if the latter fails to 
carry out his part of the contract. 

1 The doctrine of Earnest Money revolves 
around the element of gharar 
(uncertainty). Transactions containing 
uncertainty are strictly prohibited by the 
Holy Prophet (PBUH), viz.: "The Holy 
Prophet forbade any sale with uncertainty 
in it." A1 Muwatta, No. 31-34. 

Refuting the Misconception 

1 In buying or selling goods, which are not 
at the time of contract in existence, these 
goods are not, in fact, uncertain. In other 
words, there is no element of Gharar in 
such a transaction. This is because the 



parties to the contract agree about the 
specification of the goods, which are the 
subject of the contract, even though they 
are not in existence at the time. That is, 
the origin of the goods is certain. 
Examples are transactions of Ba'y Salara, 
Istisna' and Ijara. Similarly, in modern 
practices such as reserving a house, car or 
any other property, or buying options on 
the stock market, the buyer is required to 
pay a lump sum as an advance on the 
actual cost of the goods. In such situations, 
the buyer and the seller can feel certain of 
the goods, even though they may not exist 
at the time of the making of the contract. 
In keeping with the Quranic statement: 
"Allah intends eveiy facility for you. He 
does not want to put you to any trouble" 
(2:185). 

It may be said that contracts using Earnest 
Money provide a simple procedure without 
much difficulty giving security to both parties. 

3 It may be logical, on the face of it, to say 
that Earnest Money originates from the 
buyer's legitimate estate. But looking 
deeper into it, the Earnest Money is paid 
in a mutual transaction against particular 
goods in a contractual obligation in which 
both parties are obliged to perform the 
contract for the benefit of both. If the 
buyer later refuses to conclude the 
contract and asks for his deposit back, is 
this justified by the divine doctrine of 
natural justice? What happens to the 
goods if the seller has to keep them and 
simultaneously pay the Earnest Money 
back to the buyer? If the law allowed that, 
then the buyer has had no risk while the 
seller has taken all the risk. Would this be 
in accordance with the divine sanction of 
mutual co-operation? "Help ye one 
another in righteousness and piety, but 
help ye not one another in sin and 
rancour." 

Thus it may be concluded that the Hanbali 
and Maliki opinions as regards the validity of 

Earnest Money are quite practical and 
justified. Imam Maliki rules to the effect that: 
"For instance, a man ... rents an animal and 
then says to the person from whom he ... 
leased the animal, 'I will give you a dinar or a 
dirham on the condition that if I actually ... 
hire the animal I have rented from you, then 
what I have given you already goes towards 
payment for ... the hire of the animal. If I do 
not ... hire the animal, then what I have given 
you is yours without liability on your part." 

Similarly, Imam Ahmad bin Hanbal relied 
for his justification on the basis of the 
Prophet's sanction: "Reported by Said bin 
Aslam (RA) that the Holy Prophet (SAW) was 
asked about the validity of Al-'Aiabun. He 
(SAW) legalised it." (Nail al-Awtar, as cited in al-
Zuhaili) 

4 The Federal Supreme Court of Abu Dhabi 
declared that currency futures trading is 
null and void on the ground that in such a 
transaction the subject matter of the 
contract has not been intended to be 
exchanged, which may be logically 
rebuttable. It is not necessary that the 
subject matter of evei^ contract must exist 
at the time of the conclusion of the 
contract; so long as the subject matter is 
certain, that is sufficient to justify a valid 
contract. Therefore, the decision given by 
the Dubai Court of Cassation in favour of 
futures trading is more practical and is 
certainly justified by the practices of the 
doctrine of Ba'y Salam, Istisna'a, Ijara and 
so on. 

Ba'y al-'Arabun: Its Contribution to 
Contemporary Commercial Activities 
In contemporary commercial activities 
several products revolve around the doctrine 
of Al-'Arabun (Earnest Money). It is not always 
possible in commercial situations for the 
buyer to pay a lump sum in cash in advance 
for particular goods or for the seller to be able 
to deliver the goods to the buyer immediately 
after the conclusion of the contract. For 
instance, in the case of a house or other 
property, car, stock, or manufactured arUcles, 



the contracting parties often agree to 
conclude the contract before the subject 
matter is delivered into the possession of the 
buyer. In such cases, the buyer is required to 
pay a nominal sum in advance at the time of 
the contract in order to reserve the subject 
matter of the contract for his future possession 
within an agreed period of time. 

This advancement or "booking" cost will 
be adjusted against the actual price that is 
required to be paid at the actual time of the 
delivery of the goods to the buyer. If the buyer 
later refuses to accept the agreed goods, the 
sum paid earlier is deemed to be forfeited in 
favour of the seller in order to provide security 
for the seller against the risk of non-
acceptance of the goods by the buyer 

The chief objects in such transactions are 
to provide certainty for the buyer that the 
goods will not be disposed of to anyone else 
and at the same time cover the seller against 
the risk of the buyer not accepting the goods. 
Altogether, this dealing procedure contributes 
to mutual co-operation between the buyer and 
the seller against risk and in favour of security. 
This shows that the doctrine of Earnest Money 
greatly contributes to contemporary 
commercial activities, especially in those cases 
where the goods concerned are subject to 
future delivei7 or possession. 

Further Prospects and Possible 
Recommendations 
It is suggested that the doctrine of Earnest 
Money contributes inter-alia to a convenient 
way of ensuring security for both seller and 
buyer, or even for the consumer, in the 
commodity, capital and financial markets. 
The existing practice provides the buyer with 
the option of rejecting the goods, albeit with 
the loss of his advance payment, but the seller 
does not have the option to revoke the offer of 
the goods. To provide a wider scope for the 
doctrine of Earnest Money in the 
contemporary commercial world, the 
following recommendations are made: 

specific dealings or transactions, but 
should be extended to any form of 
commercial transaction which will enable 
the buyer or consumer to increase his 
purchasing power, while providing both 
the buyer and seller with security against 
risk. 

2 The right of the seller should not be 
limited to obtaining the forfeit of the 
buyer's deposit should the latter fail to 
conclude the contract. The seller should 
have equal rights with the buyer to revoke 
the contract before the goods are 
delivered to the buyer, but with the 
necessary compensation for the buyer that 
he may buy similar goods in the current 
market with no liability. 

The doctrine of Earnest Money, having been 
used in commercial practices in many eras 
under the Shari'ah discipline, has been shown 
to provide a significant opportunity for both 
seller and buyer or consumer, especially in the 
capital, commodity and financial markets, to 
create purchasing power with a reasonable 
security against risk. It is hoped, therefore, 
that this doctrine may be adapted to wider use 
in today's commercial activities under the 
Shari'ah, thus contributing to the economic 
stability and security of today's Islamic 
societies and those to come. 

1 The practice of the doctrine of Earnest 
Money should not be confined to existing 



Mobilisation of Funds on Islamic Principles 

F A H I M K H A N 

The experience of Islamic banks all over the 
world, the successful floatation of Mudaraba 
funds by Islamic and non-Islamic banks, and 
the experience of investment companies and 
of co-operatives operating on a profit-and-loss 
sharing basis in Muslim countries are enough 
to suggest that the application of Islamic 
principles of financing and banking in the 
private sector does not pose any problem with 
respect to mobilisation of domestic resources 
in a Muslim economy. 

The only issue that is required to be 
tackled in this context is the monitoring and 
regulation of the private sector financial 
institutions so that the money of the 
depositors (who are often small savers) is not 
unnecessarily put at risk or mis-appropriated. 

Public Sector Requirements 
T h e public sector, however, is our main 
concern when discussing the mobilisation of 
domestic resources u n d e r the Islamic 
principles. The problem is very simple. The 
public sector needs funds to carry out its 
various activities, and because the sector is 
usually large, its fund requirements are also 
large. Though some quarters may justify large 
public spending in an Islamic economy, that is 
a separate issue. 

Irrespective of this is the question of 
whether there is a Sharia limit on government 
expenditure, and how the public sector can 
mobilise resources to finance its activities on 

Islamic principles. This simple problem does 
not have a simple answer. 

So far, the following two sets of answers 
have been offered. 

Commercialisation of Activities 
T h e first set of answers includes several 
suggestions. One suggestion is that the public 
sector should try to commercialise its activities 
as far as possible and these activities can then 
easily be financed through the use of profit-
ancl-loss-sharing techniques or output sharing 
techniques, or techniques based on such 
principles as Murabaha, Salam or Ijara. 

It is suggested that government activities 
may funct ion as public enterpr ises and 
corporations, whose shares can be sold and 
quoted on stock exchanges. T h e use of 
Mudaraba or Musharaka (i.e. profit-and-loss-
sharing or income-sharing) certificates has 
also been suggested, for such sectors as 
transport communication, mass-media and 
tourism. 

T h e negotiability of such certificates will 
develop secondary markets for these 
certificates which will play a catalytic role in 
mobilising resources for the public sector from 
small savers in the economy. 

Leasing - Based Instruments 
In the same spirit, it has been proposed that 
leasing-based ins t ruments may also be 
developed to mobilise resources to finance 



infrastructural projects. The infrastructure, 
including buildings and equipment and other 
physical assets, can be leased to appropriate 
government agencies and this rental income 
can be shared by the holders of the 
certificates. 

The negotiability of these certificates in 
the secondary markets is expected to mobilise 
small savers to contribute to the resources 
needed to build up the infrastructure. 

This solution, however, is not sufficient, 
because with the current state of Muslim 
economies only a very small part of the public 
sector can possibly be commercialised to 
successfully apply these modes of financing 
for the purpose of mobilising resources. 

Sectors like defence, health, education 
and infrastructure development for the 
benefit of the poor consumers is almost the 
bulk of the public sector expenditure and so 
could hardly be run on a commercial basis. 

Deferred Payments 
An alternative suggestion, which would mean 
a more comprehensive solution, is to apply the 
concept of mark-up-based deferred payments 
for all government needs that othei-wise 
cannot be financed from the government's 
available resources. T h e purchase of all 
supplies, goods and equipment needed for 
government activities can be made on the 
mark-up basis, with payments deferred for a 
year or a number of years. 

It has been proposed that even part of the 
salaries and wages can be financed by offering 
employees the chance to receive part of their 
wages with a certain mark-up. All building 
and construction projects could be offered to 
private parties on a cost-plus basis which 
could be paid in instalments. Islamic 
principles of forward sale have also been 
proposed as a means of financing for several 
activities. 

All these suggestions, though in principle 
practical and feasible, have not received 
adequate attention from government circles, 
probably because they require a different 
institutional set-up, which presently does not 
exist and will require time to develop, with few 

suggestions as to what to do during the interim 
period. 

Compensation on Loans 
The second set of answers is based on the 
principle of allowing the government to pay 
some compensation, on its loans, to the 
lenders. One suggestion in this respect is to 
link the government loans to the cost-of-living 
index. 

If government borrowing from the public 
is linked with the rate of inflation, this will 
induce the savers to lend their money to the 
government, because it protects the real value 
of their loans. 

This solution, which is often considered by 
planning and policy-makers as a viable 
solution to mobilising domestic resources for 
the public sector, still fails to receive 
endorsement from the Sharia scholars. 
Indexation of loans is prohibited according to 
the Sharia rules. 

An alternative suggestion is to apply the 
concept of indexation, but in such a way as to 
make it more acceptable to the Sharia. This 
could be done by issuing loan certificates in 
denominations other than ^,the prevailing 
currency units. Several variants of this 
proposal have already been mentioned. 

One suggestion calls for issuing loan 
certificates whose value is defined in terms of 
a well-defined basket of goods. T h e 
government will then sell these certificates at 
the prevailing market price of the basket of 
goods. The holder of the certificate can cash 
this certificate at any dme he so wishes and he 
will be paid the value of the basket according 
to the actual market price of that basket at the 
time of redemption of the certificate. Another 
suggestion calls for issuing loan certificates in 
terms of a unit of a basket of currencies. 

Still another suggestion requires the 
issuing of loan certificates in terms of units of 
one single universally acceptable and stable 
commodity like gold. 

However, these suggestions have not yet 
gained the support of the Sharia, and their 
viability from the economic policy perspective 
is also doubtful. 



One condition for the Sharia to accept 
these suggestions is that the exchange of these 
loan certificates should not be merely a paper 
transaction. The possibility of real exchange 
of goods or currencies underlying these 
certificates should always actually exist. Thus, 
if the holder of the certificate denominated in 
a basket of goods demands the basket of goods 
itself, then the borrower should repay his loan 
immediately. This condition, though feasible 
in private transactions, is not, of course, 
practical from the government borrowing 
point of view. 

A Related Solution 
A related solution is that the government may 
give some extra return on its borrowing and 
that this return will not be announced in 
advance and will not be guaranteed and will 
only be a sort of gift from the government to 
the people who purchase its non-interest-
bearing securities. This solution has not so far 
received the Sharia's approval. 

Some of these suggestions - in particular a 
straightforward linkage with the rate of 
inflation or payment of any positive rate of 
return, though not guaranteed - receives more 
attention in government circles because they 
do not require any new institutions to be 
developed; the existing institutions will 
continue to exist and there will be no problem 
about what to do in the interim period. 

Institutional Set-Up 
The basic Sharia principle to be observed on 
this issue is that financing can only be built on 
a t rading transaction. What is needed, 
therefore, is for the financial institutions, 
responsible for raising funds for the 
government to assume a trading role. Once 
this is done, the government will not merely 
be looking for finances but will rather be 
looking for the financing of specific purchases 
which the institution will supply on a mark-up 
or cost-plus basis. The financing of these 
purchases can be made to extend for 
anywhere between a year and ten years, 
depending on the needs of the government 
and the markup may vary depending on the 

period of payment involved. 
For their part, the financial institutions 

will mobilise resources from the private sector 
on a Mudaraba basis and will share with them 
the mark-up income that it will receive from 
the government. 

The practice of Islamic banks presently 
operating in different parts of the world 
suggests that banks do not themselves have to 
purchase and procure goods from the market. 
The actual purchase and procurement of 
goods can be done by the offices that need the 
goods. However, the ownership of the goods 
will be in the name of the financial institution 
for a small period of time and the financial 
institution will bear the risks associated with 
ownership. 

So there are two fundamental points to be 
kept in mind: 

a) Financing will be sought for specific 
purchases only, and cannot be general-
purpose financing or borrowing, and b) the 
financial institution will have formal 
ownership of the specific goods or equipment 
before passing them on to the relevant 
government office on a mark-up, but deferred 
payment basis. 

T h e financial institutions can be 
decentralised to the extent required for 
acquiring the goods and sei-vices for the 
government, but the mobilisation of 
resources, determination of mark-up and 
expected and actual rate of return can remain 
centralised. 

Limitations on Government Expenditure 
The limits faced by the government when 
using this method of financing its expenditure 
will be twofold. First, it will not be possible to 
get a purchase refinanced if the government is 
unable to honour its commitments. Second, 
the flexibility of budgetaiy allocations will be 
reduced. The budget allocated for purchasing 
goods on mark-up, for example, cannot be 
utilised for hiring people. Both these factors 
will require a degree of discipline on the part 
of the government vis-a-vis its expenditure, 
which in any case will be a welcome 
development given the ever-increasing 



government expenditure encouraged by the 
easy availability of interest-based financing. 

Since the theory and practice of Islamic 
modes of financing are both clear and well-
established, it is only a matter of establishing 
a committee comprising of officials from the 
economic and finance ministries, public sector 
financial institutions and experts in system 
development to develop a system, using the 
established Islamic modes of financing, that 
would meet the needs of each government. 

Interim Solution 
A change to the system described above and 
the subsequent adjustments to government 
expenditure procedures and policies need not 
take much time and effort. There will, 
however, be a need for some interim 
measures. The suggestion of indexation of 
government loans with the rate of inflation or 
paying some extra amount (without 
guaranteeing anything in advance) is an 
acceptable solution as far as government 
needs are concerned. Whilst, so far, Sharia 
scholars have rejected this concept as a tool 
for general application, the case for a special 
application to achieve a specific purpose is yet 
to be made. 

Principles to be Considered 
There are two principles of Fiqh which would 
allow the Sharia to consider an application 
permissible. One is the principle of necessity 
(Dharura) and the other is the principle of 
public interest (Masala al Mursala). The case 
should only be for the indexation of 
government loans and only until the new 
system is properly developed. The case should 
also focus on the needs of the economy. By 
applying this principle during the interim 
period, the danger of an economic crisis will 
be averted. 

Furthermore, the objectives of the Sharia 
include the protection of Maal. Since inflation 
reduces the value of financial resources, 
safeguarding them against inflation is, 
therefore, an objective acceptable to the 
Sharia. When financing on the basis of mark-
up, leasing (liara), profit-sharing or equity 

participation, the issue of protection against 
expected inflation is taken care of by 
negotiating the rate of mark-up, rent or 
profit-sharing. It is worth remembering that 
the shorter the period of the transaction, the 
greater the chances for acceptance by the 
Sharia. The salient points may be summarised 
as follows: 

a) Although the issue of protection of Maal 
does not arise when the financing is on an 
Islamic basis, it is relevant when: 

i. It is government expenditure that is to 
be financed, 

ii. Islamic ways of financing government 
expenditure are not available as the 
system is still being developed, and 

iii. the financing required by the 
government is essential and without it 
the economy is in danger of collapsing. 

b. The issue of indexation (which is 
otherwise not permissible) deserves 
consideration because: 

i. Its use is confined to government 
financing only, 

ii. Its use is only for a limited period until 
the system of government financing 
on an Islamic basis becomes available, 

iii. Serious efforts are being made by the 
government to develop an Islamic 
system for government financing and 
there is a definite time schedule for 
the completion of this task, 

iv. As soon as the Islamic system of 
government financing is developed, 
the use of indexation as a tool for 
government financing will be 
immediately discontinued. It is likely 
that a joint committee comprising of 
Sharia scholars and government 
economists and policy makers 
appointed to consider these cases will 
come up with a workable solution 
acceptable to both the government 
jinrl fVip 



Competitive Pricing of Islamic 
Financial Products 

W A R R E N EDWARDS 

Convent ional wisdom states that Islamic 
banking in its present form dates back to the 
late 1970s; the theme, however, is not new. 
Usur)' was an issue 400 years ago in Europe. 
In Shakespeare's Hamlet, a Danish father 
advised his son: "Neither a borrower nor 
lender be; for loan oft loses both itself and 
f r iend and borrowing dulls the edge of 
husbandly" 

In a Venetian setting,he wrote about how a 
money- lender d e m a n d e d his "pound of 
flesh". Even before the advent of Islam, in 
Roman times, Horace wrote: "Happy the man 
who far from schemes of business, like the 
early generations of mankind, ploughs and 
ploughs again his ancestral land with oxen of 
his own breeding, with no yoke of usuiy on his 
neck." 

Competitive advantage is a function of 
ei ther providing comparable buyer value 
more efficiently than your competi tors , 
providing a p roduc t or service at lower 
margins, or p e r f o r m i n g activities at 
comparable market costs but in unique ways 
that create more buyer value than 
competitors, and hence command a premium 
price (product differentiation). Price can be 
defined as value plus a reasonable sum for the 
wear and tear of conscience in demanding it. 

A tradi t ional non-Islamic financing 
product involves the lending of principal for 
interest. T h e LDC debt crisis of a decade ago 
and continuing problems in many, if not most, 

African countries shows that interest servicing 
can soon overwhelm a nation's GNP. Banking 
principles are confused with interest - self-
interest. 

Nevertheless, many Islamic banking 
products are really not so veiy different from 
some banking products available in the 
conventional market. Islamic products, like 
non-Islamic ones, produce either a fixed pre-
de te rmined re turn for the investor in a 
Murabaha or Ijara form, or a re turn 
d e p e n d i n g on the pe r fo rmance of the 
under ly ing business, in a Musharaka or 
Mudaraba, which in the West one might call 
venture capital or equity investment. 

During a presentation at the Institute of 
Islamic Banking and Insurance, Iqbal Ahmed 
Khan, of the Islamic Investment Company of 
the Gulf (IICG), discussed how IICG was 
creating a fund of stock market-listed 
Islamically-ethical investments. Ethical 
"green" investment funds in the West have 
also been established and provide a 
comparison. 

Clearly, if the products have close 
substitutes in the conventional banking world, 
significant product differentiation does not 
exist. T h e Islamic bank's clients will see a large 
premium over a Western near-substitute and 
demand a lower price or better performance -
or more than likely there will be new entrants 
to the market - both Western and Islamic. 

There is now clear evidence that markets 



are increasingly global. Turbulence caused in 
the Mexican markets can have an effect on 
markets as far away as Thai land and 
Indonesia. Funds are increasingly foot-loose 
and move in search of value wherever 
opportunity shows itself Not so long ago, the 
South African bond market was in a world of 
its own. With the opening of markets, Rand 
interest rates now track interest rates in the 
rest of the world. 

News and information travels fast. This is 
the age of the information superhighway. 
Financial products will soon be available 
throughout the world via the Internet . 
Barclays Bank has a World Wide Web page 
and so has Fidelity. First Mortgage Securities 
has just closed its first mortgage through the 
Net. It would not be too surprising if early in 
the next millennium, the largest financial 
institution in the world turned out to be not 
Tokyo Mitsubishi or some other product of 
Japanese or US bank mergers - but Microsoft 
Bank. Islamic investors in the Gulf could be 
buying financial products from Malaysia, the 
UK or the US directly from their computers 
and satellite-linked modems. 

Nevertheless, cultural differences do exist. 
The retail market is traditionally parochial. 
The only major foreign retail banks in the UK 
are Australian or Irish. National Australia 
Bank has retained the regional names of 
Clydesdale and Yorkshire Banks. British banks 
have generally had disastrous results in the US 
and patchy results in the rest of Europe. 
Citibank, a firm that has recently announced it 
will be opening an Islamic bank in Bahrain, 
experimented with a retail network in the UK 
some 20 years ago, without much success. 

Margins will fall through competition. 
Fixed rate home mortgages were introduced 
to the UK market some six years ago. Initially 
they were a novelty and margins were 
attractive. Now, every bank and building 
society is offering them. The same happens in 
the capital markets. 

US commercial paper issued by prime 
corporates was issued at 200 basis points 
below LIBOR in the early 1980s. The margin 
below LIBOR now would be about 25 basis 

points. Islamic banking is like any other 
banking business and the same market forces 
apply. Profit margins fall as new financial 
institutions enter the Islamic banking market. 

Of course, a devout Muslim may wish to 
invest in an Islamic fund. Other politically-
sensitive Muslims may wish to be seen to be 
investing in Islamic instruments. They would 
be prepared to sacrifice some return for the 
privilege. However, the mai-ket is no longer in 
its infancy, bankers from Western institutions 
compare returns directly with returns on 
haram investments. Competition has already 
reduced returns on Islamic products and an 
Islamic bank cannot take its clients for 
granted. 

Delphi Risk Management introduced 
Islamic retail products for a South African 
client - a major Western bank. The local 
Islamic banks were providing low returns in an 
environment where direct comparisons with 
conventional banking products could be 
made. 

The superior returns and sei^vice offered 
by Delphi's client over the Islamic banks, 
combined with the prime rating of the bank, 
proved attractive to Muslim private clients 
and businesses. What helped, of course, was 
the fact that whilst interest was taxed in that 
jurisdiction, capital gains were not. 

Fairly or unfairly. Western banks are 
regarded as better credit risks than Islamic 
banks. It is incumbent on Islamic banks to 
reduce their costs and improve customer 
service. They do not have a captive clientele. 

Costs are a function of overheads and the 
pricing of risks. Overheads can be streamlined 
through business process re-engineering. 
Risks have to be identified and measured. 
Risks can take a number of forms. The 
following list is by no means exhaustive: 

• Accounting: In most countries of the 
world, there is a tradition of legitimate tax 
avoidance. In some countries, evasion is 
the norm. Several sets of accounts are 
kept. Profits are understated. How does an 
Islamic bank gain the true return on a 
profit-sharing investment? 



• Competitive risks: The risk that the bank's 
new product has is copied and business is 
transferred to a competitor. Financial 
products cannot be patented - or can they? 

• Counter-party risks: As with conventional 
banking, but with the added risks of lack 
of a mortgage or specific or general 
charge over assets and weak enforceability. 

• Countiy: Many of the Islamic clients are in 
emerging markets or in politically unstable 
zones. 

• Credit: A detailed analysis of the client's 
accounts prior to investment may not be 
possible. 

• Cultural: Can loans be recovered? Does 
the debt have to be forgiven? Are late 
repayments permissible? 

• Currency: The strongest "Islamic" 
currencies are linked to the US dollar, not 
exactly a strong currency these days. 
Currency forward markets in such 
currencies may not be liquid. In any case, 
some Sharia boards may not approve of 
f o w a r d currency hedging. 

• "Interest" rate: In a world of free 
information, the market interest rate is 
inevitably going to be used as a 
benchmark for fixed return transactions. 
Variations in global and local interest rates 
have an effect on the value of the 
transactions. Early repayment could lead 
to a loss of value. 

• Image: Customers may be dissatisfied if 
the returns on investments prove 
inadequate or they have been charged 
excessive rates. Witness the effects on 
Bankers Trust following the sale of 
leveraged swaps to Proctor & Gamble and 
Gibson Greetings. 

• Legal: Even if loan recovery is culturally 
possible, is debt recovery legally 
enforceable? Clearly in a profit-and-loss-
sharing transaction, this is not possible. 

• Liquidity: Can assets be realised to meet 
calls from investors? Investments are 
made in commodities for liquidity 
purposes by some Islamic banks, but 
liquidity also requires price stability of the 
liquid asset. 

• Operational: Are the internal controls 
adequate? 

• Regulatory: How does the lack of short-
term interest-bearing investments square 
with regulatory requirements? What is the 
appropriate risk/asset ratio for a portfolio 
dominated by equity-type investments? 

• Sharia: Could the transactions be deemed 
haram after initially being deemed halal? 

• Tax: Is VAT payable on Murabaha type 
transactions? Banks cannot generally 
recover the full VAT in many jurisdictions. 
Banking transactions are often regarded 
as exempt from VAT and not zero-rated. 

The probability of losses due to these risks 
must be evaluated and incorporated into the 
pricing of the product. 

A common theme at Islamic banking 
meetings and conferences is the need for 
greater innovation. Bankers, Islamic and 
Western, should apply more creativity in the 
creation of products that meet the genuine 
needs and demands of Islamic investors and 
borrowers. During the Prince of Wales 
Innovation awards for 1995, the winner said: 
"we were prepared to listen to the marketplace 
and then look at the things we were good at 
and then put the two together". 

The successful purveyors of Islamic 
financial products, which may be Western 
ones, will be those which are the first to 
identify the emerging and evolving needs of 
the Islamic consumer and to offer product 
improvements which satisfy those needs. 
Banks should seek out buyers with the most 
difficult needs - they will become part of the 
firm's research and development programme. 

Trends will have to be spotted early. The 
successful Islamic bank will be the one that leads 
the market, having identified the trend. Even if 
the bank is on the right track now in providing 
a range of Islamic products, it will simply get 
run over if it just sits there. Competition is 
inevitable and is healthy. It is only when you are 
pursued that you become swift. And do not 
woriy if a competitor imitates you. 



The new Manzil programme, being offered by 
the United Bank of Kuwait (UBK), finally 
gives British Muslims a way out of the home-
owning trap - the facility to purchase a home 
without enter ing into an interest-laden 
mortgage. The advent of an Islamic loan to 
buy homes could be a godsend for Britain's 2 
million-plus Muslims, of which 40,000 
families are estimated to seek finance for 
home purchases each year. New Horizon talks 
to Keith Leach, a manager of the Islamic 
Investment Banking Unit at the UBK in 
London. 

Q The new Manzil programme being 
offered by the Islamic Investment 
Banking Unit of the London-based 
United Bank of Kuwait is being hailed as 
the first mortgage for Muslims in 
Britain. How does this so-called 'Halal' 
mortgage operate? 

A The concept is simple. The purchaser 
locates the desired property and agrees a 
price with the vendor (seller). The 
purchaser then approaches us for financial 
assistance of a certain sum (up to 75% of 
the purchase cost of the property). 

If we are happy that the purchaser can 
afford the projected monthly instalments, 
we will buy the property for the originally 
agreed purchase price, and immediately 
sell it to our purchaser at a higher price 

with payment deferred over a number of 
years and months as agreed beforehand, 
and as specified in the Murabaha 
Contract, the prime Islamic document. 

Q How does it differ from conventional 
mortgages? 

A Conventional mortgages operate on the 
basis of a loan or mortgage account to 
which interest is charged. Manzil is 
different because it is a purchase and sale 
with payment deferred over an agreed 
term. 

Q How big is the fund made available for 
this facility? 

A There are currently no plans to limit the 
size of the funds available. 

Q What prompted UBK to venture into this 
area and make this facility available? 

A The needs of our clients drive IlBU's 
activities. With up to 2 million Muslims in 
the UK, there was an obvious need for 
such a facility. The same is also true for the 
USA where Manzil will also be shortly 
introduced. 

Q Has permission to set up this loan 
programme been obtained from the Bank 
of England? 



A The form of Manzil is such that it is a 
permitted activity for the Bank under our 
banking licence. The Bank of England 
has, however, been separately advised of 
our plans. 

Q Who will be able to apply for this 
Mortgage? 

A Manzil (subject to applicants meeting the 
applicable criteria) is available to everyone 
over the age of 18, whether resident or 
non-resident in the UK, and whether 
Muslim or non-Muslim. 

Q What will be the ceiling for loans? 

A There is no ceiling, although different 
criteria might apply for very large 
properties. 

Q How long will the repayment periods be, 
and what will happen in the case of 
defaulters? 

A At the launch date, the term of the 
deferred sale can be either 5, 7.5, 10, 12.5, 
or 15 years. However this might change in 
the light of experience. 

With regard to defaulters, the Bank is 
a member of the Council of Mortgage 
Lenders and we will follow its voluntary 
code, where this is compatible with 
Manzil. We will consider cases of financial 
difficulty and arrears sympathetically and 
positively, and will always act in a 
reasonable manner. 

It should be clear, however, that our 
documentation will give us the right to 
repossess and sell the property as a last 
resort. 

Q Since it was featured on BBC television's 
The Money Programme, have you had 
many inquiries? 

A We continue to receive enquiries following 
the piece on The Money Programme on 
the 2nd Feb 1997. We have now received 
over 1000 phone calls and letters. 

Q The UBK in London is geared primarily 
towards catering for the needs of Middle 
Eastern clients who require banking 
facilities in the UK, and understandably 
so. But the Manzil programme is aimed 
at a potentially huge UK market well 
outside of your normal client base. Is 
this a major new departure for UBK, and 
how well prepared are you to deal with 
the demand generated? 

A By 1998, we plan to offer the Muslim 
community in the UK a range of financial 
services (savings plans, pension schemes, 
investment products etc) and see Manzil 
as the first step in this process. The 
infrastructure is already in place to cater 
for the likely demand for Manzil. 

Q How widely throughout the UK will it be 
available, and how will potential 
customers have access to it? 

A We plan to offer Manzil throughout the 
UK (and a different version in the US). At 
present, it will only work in England and 
Wales, while legal opinions are awaited 
f rom Scottish and Nor thern Ireland 
Lawyers. 

We have plans to distribute Manzil 
through a network of solicitors and 
Independent Financial Advisors (IFAs). 
We are, at present, finalising plans and we 
hope that the solicitors and IFAs will be 
either Muslims and Urdu-or Arabic-
speakers. 

Q How will you be advertising this service 
and bringing it to the attention of 
Britain's estimated 2 million-strong 
Muslim community? 

A In many respects, Manzil will publicise 
itself and we already have a sufficient 
demand to make the whole development 
of the programme viable. In the long 
term, we will keep the awareness of Manzil 
by selective advertising, and through the 
raising of our profile. 



Q Will those British Muslims who already 
have conventional mortgages with non-
Islamic British banks or building 
societies be able to transfer their house 
loan to the Manzil programme? 

A The method of Islamic finance used, 
Murabaha, means that Manzil will only 
work for new purchases, people moving 
house or first-time buyers. We are 
currently working to provide a different 
version of Manzil, which will allow those 
forced by circumstances to switch from an 
interest mortgage to a Halal scheme. 

Q Do you expect other UK financial 
oiganisations to foUow your example and 
begin offering Islamic loans/mortgages in the 
near fiiture? 

A I am sure other UK financial institutions 
will try, in the not-too-distant future.I 
believe, however, that it will be difficult for 
Western banks and building societies to 
bring the same degree of integrity to their 
schemes that we can offer f rom our 
historical ties with Islamic institutions in 
the Middle East. 
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Accounting and Auditing Issues 
in Islamic Banking 

A N N E S I M P S O N AND PAUL W I L L I N G 

Islamic banking is still a relatively new sector 
of the financial services industry, having 
started in essentially its current fo rm 
approximately 20 years ago. The last five 
years have seen an upsurge in interest in 
Islamic finance generally, particularly from 
some of the larger names more usually 
associated with Western-style banking. 

It is the relative infancy of the industry 
generally that is linked to most of the current 
issues in the financial reporting and auditing 
of Islamic banks. T h e recent introduction of 
new part ic ipants has placed increased 
significance on these various issues. 

The relevance of the industry's infancy is 
highlighted by the cont inued lack of an 
internationally accepted f ramework of 
un i fo rm and comprehensive account ing 
standards or auditing guide-lines. 

Because of this, different Islamic banks 
have developed their own account ing 
treatment for essentially similar transactions, 
leading to dif ferent revenue recognit ion 
methods, and differing bases of classification 
and disclosure in the financial statements of 
Islamic banks. 

T h e variety of t rea tment is in turn 
encouraged by the local regulatory 
requirements of the countries in which the 
banks operate, which can differ dramatically, 
and is typified by the treatment of investment 
accounts, which is discussed later. T h e end 
result of this is to render the comparison of 

financial statements of individual Islamic 
banks difficult, and sometimes impractical. 

As a response to this situation, the 
Financial Accounting Organisation for Islamic 
Banks and Financial Inst i tut ions was 
established in Bahrain in 1991 and has 
recently been renamed the Accounting and 
Auditing Organisation for Islamic Financial 
Institutions (AAOIFI). 

This organisation has been responsible for 
developing various statements for financial 
accounting by Islamic banks, and has so far 
released three, which were approved in 
October 1993. The existing statements cover 
the objectives and concepts of financial 
accounting for Islamic banks, as well as the 
presentation and disclosure of their financial 
statements, relating to matters such as the 
account ing t rea tment of Murabahas and 
Musharakas. 

Some of the more common accounting 
issues to which Islamic banks and financial 
institutions are exposed are: 

1. Treatment of Investment Accounts 
Currently, some Islamic banks include 
investment accounts on their balance sheet, 
whilst others present them as fi rds under 
management , shown off balance meet. Such 
classification is of ten de te rmin .d by the 
regulatory environment in which he Islamic 
bank operates. 

Islamic banks may distinguish between on 



and off balance sheet investment accounts by 
applying the risk and recourse criteria in 
classifying such accounts. Funds managed at 
the client's risk are reflected off balance, but 
when investors place funds with the Islamic 
bank at the bank's risk, such funds are 
presented as part of the bank's own assets and 
liabilities. 

Other Islamic banks may similarly 
differentiate between discretionary and non-
discretionary investment accounts which are 
required to be reflected off balance sheet. 

Any such method of differentiation will 
always be subject to the interpretation of the 
contracts governing the management of the 
investment accounts. 

2. Income Recognition 
Islamic banks often adopt different policies 
for the recognition of income arising from 
investments in Islamic instruments. 

Certain banks are known to recognise such 
profit immediately at the inception of the 
transaction, whilst profit is recognised by 
other banks when actually received or 
amortised over the life of the instrument. 

Such differing methods of income 
recognition, apart f rom affecting the 
comparability of financial statements of 
Islamic banks, have wider implications owing 
to their effect on the allocation of profits 
between investors and shareholders. 

3. Allocation of Expenses and Overheads 
Similarly, there is currently no consistent basis 
for the allocation of expenses and overheads 
to investment accounts. 

Certain Islamic banks deduct only direct 
investment related expenses from profits paid 
to customers, while others also apportion 
indirect overheads, such as depreciation and 
directors' remunerat ion to the returns 
accruing on investment accounts. 

The adoption of such diverse bases for the 
allocation of expenses and overheads to 
investment accounts results in undesirable 
fluctuations between Islamic banks in respect 
of the profits payable on investment accounts. 

4. Disclosure of Social Activities 
Non-profit activities which make a positive 
contribution to society are actively advocated 
by the Sharia. 

Islamic banks are therefore required to 
undertake social activities, and disclosure of 
such is likely to be one of interest to users of 
such banks' financial statements. No 
consistent level of disclosure is currently 
practised, with such disclosure vaiying from 
nothing to extreme detail. 

There is therefore a need for uniquely 
Islamic accounting matters such as this to be 
addressed. 

Auditing Issues 
There are a number of audit issues arising 
from both the accounting issues dealt with 
above, and from the nature of the operations 
of Islamic banks. Some of these are: 

1. Investment Accounts 
There are a number of auditing issues related 
to investment accounts: 

a) The inclusion of such managed funds on a 
bank's balance sheet will obviously inflate 
the assets and liabilities of that bank. 

This can have a significant impact on 
the capital adequacy and lending ratio 
requirements of the bank under certain 
regulatoi-y regimes. The effects of any 
non-compliance must be considered by 
the bank's auditor. 

b) Due to the nature of many Islamic 
financing activities, such as Mudarabas, it 
is common for the bank's own funds and 
client funds to be invested in the same 
venture. Although not a problem unique 
to Islamic banks, this does raise the 
question of clear segregation of client 
funds. The auditor must therefore satisfy 
himself as to the adequacy of the internal 
controls to ensure proper segregation of 
such funds, and their related risks and 
rewards. 

c) There is no formal requirement in many 
jurisdictions regarding the financial 
statement disclosure of off-balance sheet 



funds. Given the nature, and often 
significant volume, of such funds, 
disclosure of such matters as maturity 
profile and geographical analysis, may be 
considered essential information for the 
users of the financial statements. The 
auditor must often consider the balance 
between ensuring a true and fair view, and 
disclosing potentially competitor-sensitive 
information. 

2. Liquidity Management 
The absence of liquidity and maturity 
parameters in many jurisdictions, combined 
with investment in long-term Islamic financial 
projects, may increase the liquidity exposure 
of Islamic banks. 

The ability to manage such an exposure 
may also be hindered by the difficulty in 
obtaining suitable off-the-shelf management 
information systems, which are normally 
designed for Western-style operations. The 
extent of the bank's ability to manage this risk 
must clearly be considered by the auditor. 

3. Rates of Return to Investors 
Islamic banks are competing with established 
Western-style banks for investors' funds, and 
must often therefore demonstrate that the 
products provided by them generate a 
comparable rate of return. 

The nature of many Islamic finance 
products is, however, often inconsistent with 
the generation of a steady income stream that 
is comparable with those generated by 
interest-based products. 

The Islamic bank may therefore 'smooth' 
the reported profits, through the operation of 
provisions and reserve accounts, in order to 
report a 'marker' rate of return. 

The auditor must always consider whether 
such activities are permissible under the 
relevant legislation, and are rarely presented 
to investors, who may thus be misled. 

4. Sharia Compliance 
Clearly the question of Sharia compliance is 
significant to the audit of any Islamic financial 
organisation, and the role of the external 

auditor must address this. This significance 
may be considered greater when the Islamic 
bank is operat ing within an Islamic 
jurisdiction, and is therefore subject to the 
Sharia courts. 

However, even when not directly governed 
by the Sharia, compliance must be essential, 
given the impact on the bank's operations 
should, for instance, its products be no longer 
considered acceptable by its target market. 

The Religious Supervisoi7 Board of most 
Islamic banks is responsible for ensuring the 
Sharia compliance of the bank's activities and 
products. The external auditor's role in this 
issue is complex, due largely to the lack of 
sufficient experience of most auditors of the 
Sharia law. As a result, reliance will often be 
placed on the competence of the bank's own 
Religious Supervisory Board, which should 
theoretically be independent f rom the 
commercial interests of that bank. 

While the auditor must take steps to satisfy 
himself on this matter, as he would if relying 
on any other expert, his task is complicated by 
the subjectivity of interpretation of the Sharia, 
which has seen many conflicting opinions 
given by the Religious Boards of different 
banks over recent years. 

The establishment of rules and 
regulations covering specific investment 
products would go a long way in effectively 
ensuring that Islamic banks comply with the 
covenants of the Sharia as well as in the 
performance of their fiduciary duties and 
obligations to their investors. 

The Future 
As mentioned earher, the Islamic banking 
market has expanded considerably in recent 
years. This growth has necessarily focused the 
attention of conventional banks on this sector, 
and it remains to be seen what impact this will 
have. 



Accounting Standards and Tax Laws 

M U S T A P H A H A M A T 

In Islamic banking, deposi tor /bank 
relationships differ, not only from those in 
conventional banking, but also between the 
various categories of deposi tors . Unlike 
conventional banking, where the 
deposi tor /bank relat ionship is that of 
debtor/creditor, this relationship in Islamic 
banking could either be that of safekeeping 
(Wadia) in the case of current and savings 
accounts, or trustee financing (Mudaraba) in 
the case of fixed deposits (investment 
accounts). As such, the most suitable 
accounting system for Islamic banks would be 
one that reflects the various bank-customer 
relationships. 

Fund Accounting 
T h e funds that are available for the Islamic 
banks to invest are managed according to the 
type and nature of contractual relationships. 

T h e shareholder's fund, which is received 
from the shareholders by the bank on the 
basis of Musharaka, is managed separately 
from the funds received from depositors -
a l though when it comes to the annual 
financial s tatement , all funds are 
amalgamated under one heading - and so 
requires special accounting. 

Modified Cash Basis 
A substantial percentage of the deposits 
received by Islamic banks are structured 
according to the principles of Mudaraba. This 

principle involves the distribution of a cash 
profit, either periodically or at the end of the 
Mudaraba period. 

This is because if the recognition of 
income earned were to be made on an accrual 
basis, the distribution of profit would require 
Islamic banks to advance cash from other 
sources before the liquidation of receivable 
accounts were made. Or if the account shows a 
loss, the bank has to use its own funds to 
recompense the depositor, and this violates 
one of the condit ions of the Mudaraba 
contract, which dictates that the loss should be 
borne by the owners of the capital. 

But, because, according to the Shafi school 
of law, the profit which is distributed has to be 
treated as a refund of capital, to avoid this 
problem, Islamic banks usually adopt a cash 
basis rather than accrual in the recognition of 
income. 

Sharia Requirements 
Obviously, any accounting system adopted by 
Islamic banks should reflect all Sharia 
requirements as closely as possible. For 
example, transactions conducted on the basis 
of the Sharia principle of Bai Bithaman Ajil 
consists of the following steps: the bank buys a 
house from the developer and pays cash; next, 
the bank sells the house at cost, plus a margin 
of profit. 

T h e account ing entries for these 
transactions are: the bank buys a house from 



the developer and pays cash - debit cost of the 
house and credit amount of banker's cheque. 

When the bank sells the house to the 
customer on a deferred payment basis, the 
record is - debit Bai Bithaman j^il Financing 
(cost plus profit), credit cost of house (cost) 
and credit unearned profit (profit margin). 

As shown in the above example, the debits 
and credits of the cost of the house cancel 
each other out. However, to explain the 
logistics of a transaction, a set of entries 
relating to the cost of the house must be made. 

A crucial aspect of this transaction is the 
Sharia principle on the categorising of assets 
and liabilities, based on Sharia principles such 
as Bai Bithaman Ajil, Murabaha and 
Mudaraba, amongst others. 

Requirements for a Dual Accounting 
System 
Conventional banks which mobilise deposits 
on the basis of the interest-free principle 
should manage the fund separately. All 
interest-free deposits should be used in 
interest-free or Sharia-permitted investments. 
As such, it is imperative that separate accounts 
are kept for these funds, and ideally, a 
separate accounting entity should be 
established. 

At the end of the accounting period, 
separate statements of assets and liabilities, 
and profit-and-loss accounts, for each fund 
are prepared. Aggregation of interest-free 
fund accounts with conventional banking 
operation accounts will only be made in the 
annual financial statement. 

If the interest-free fund is managed and 
accounted for in the same account as the 
funds from conventional banking operations, 
it will be very difficult for the banks to manage 
their investments, as they need to segregate 
income derived from employment of the 
interest-free deposits from that form the 
interest-based deposits. 

Questions may be raised as to how the 
banks will allocate overhead costs, as the two 
systems share the premises, equipment , 
personnel and facilities. Strictly speaking, all 
these facilities need to be segregated, but 

issues such as practicality and cost factor 
should receive careful consideration. If it is 
either impossible or impractical to segregate, 
allocation on the basis of size of the operations 
could be considered. However it would be best 
that the management of the banks refer to 
Sharia experts for guidance. 

Applicability of Existing Accounting 
Standards 
Some of the current practices and standards 
which are directly relevant to Islamic banking 
include: 

i disclosure of accounting policies, 
ii information to be disclosed in a financial 

statement, 
iii lease financing, 
iv provisions for potential bad debts. 

Disclosure of Accounting Policies 
The Disclosure of Significant Accounting 
Policies is an important standard, introduced 
by many professional bodies to help in giving 
a correct reading of financial statements. The 
adoption of different standards for certain 
accounting issues gives rise to different 
accounting effects. 

These standards become even more 
important when these policies affect the 
position of Sharia principles. Some of the 
areas where accounting policies usually vary 
are: 

i the conversion or translation of foreign 
currencies, including the disposition of 
exchange gains or losses, 

ii overall valuation policy (such as historical 
cost, replacement cost etc.), 

iii leasing, hire purchase, instalment 
transaction and related interest or profit, 

iv depreciable assets and depreciation, 
V investment: subsidiary companies, 

associated companies and other 
investments, 

vi methods of revenue recognition, 
vii) maintenance, repairs and improvements. 

A survey carried out into the accounting 



standards of ten Islamic institutions revealed 
that in some developing countries where there 
were Islamic institutions operating, there were 
no accounting standards laid down by the 
accounting bodies. This means that the focus 
of financial reporting has been left to the 
discretion of the management of financial 
institutions, with the result that the emphasis 
given to disclosure is often minimal. 

However, these findings do not apply to 
BIMB or other Islamic institutions operating 
in Malaysia, as, when reporting the results of 
the bank's operat ions and its financial 
position, the bank has to observe both Sharia 
requirements and the Ninth Schedule of the 
Companies Act of 1965, which requires the 
profit-and-loss operat ing revenue be 
disclosed, along with the basis on which the 
income is determined. Also, depi-eciation 
must be shown. 

The profit-and-loss account must show the 
amount charged for depreciation in value on 
fixed assets, goodwill - and the intangible 
assets - and investments, but it does not 
require the method or basis of provision to be 
stated. There is no direct Sharia ruling on 
depreciation, but for the purpose of providing 
p ruden t banking services, BIMB have 
adopted this s tandard in their financial 
reporting. 

However, it may become clear as to how 
the depreciation has been charged when a 
customer's deposit is accepted on the basis of 
the Mudaraba principle and the bank has 
informed the customer that operational costs 
can be deducted from the Mudaraba revenue, 
to be charged at the pre-distribution profit. 

There is no Sharia ruling on goodwill 
either, and as far as the Sharia is concerned, 
whatever the banks paid is the amount 
recorded. 

Disclosing Information 
All information necessary in making a 
financial statement clear and understandable 
must be disclosed. The general standards to 
be observed are given, but in the case of 
specialised industries such as banking and 
insurance, the layout and groupings are 

allowed to vary according to the requirements 
of each industi-y and Bank Negara. 

As a result, Islamic banks are allowed to 
vary the layout and grouping of their assets, 
liabilities and profit-and-loss items according 
to the requirements of the Sharia and the 
Companies and Islamic Banking Acts. 

Generally, the classification and grouping 
of information, for the purpose of disclosure 
requirements are: 

i general items, such as the method of 
allocating provisions 

ii long-term assets 
iii current assets 
iv long-term liabilities 
V current liabilities 
vi other liabilities and provisions 
vii shareholders' funds 
viii sales and other operating revenue 
ix depreciation 
X income from investment etc. 

Mudaraba and Musharaka financing are quite 
similar to joint ventures usually carried out by 
investment banks - conventional commercial 
banks in Malaysia are not allowed to finance 
customers through joint ventures, unless 
approved by Bank Negara. The profit from 
this form of financing is not fixed, but 
depends on the actual profit after the account 
has been closed and the project completed. 
Neither the Malaysian Companies Act of 1965 
nor the Islamic Banking Act, 1983 gives 
specific directions on these forms of financing. 
However, the accounting conventions of 
accrual, matching, periodicity and 
conservatism are expected to be observed. 

Short-and-Long-Term Mudaraba 
The profit portion charged by the Bank Islam 
Malaysia (BIMB) in its financing and 
investment activities is taken to be equivalent 
to the interest charged by other banks for 
income tax purposes. 

The recognition of the profit portion will 
depend on the method used. There are a 
number of acceptable methods that have been 
used by financial institutions and banks. The 



most common one is the sum of digit, 
constant rate of return and straight-line 
methods. Applying any one of these methods 
will enable the bank to prepare the recovery of 
cost and profit from monthly or quarterly and 
semi-annual repayments received from 
customers. 

This practice has been accepted by the 
revenue law in some countries and does not 
violate the Sharia. As far as presentation is 
concerned, the standards relating to the 
accounting conventions will apply. Therefore 
the amount to be shown in the financial 
statement is the total receivable balance less 
profit portion, which is not due. 

Lease Finance 
Leasing is defined in Malaysian law as an 
agreement whereby the lessor conveys to the 
lessee in return for a fair rent, the right to use 
a specified asset for an agreed period of time. 
This definition includes contracts for the hire 
of an asset containing a provision giving the 
hirer an option to purchase the asset upon the 
fulfilment of agreed conditions, known as hire 
purchase contracts. 

There are two types of lease 
arrangements: finance lease and operating 
lease. Paragraph 49 of the Malaysian law 
IAS 17 requires the recognition of income 
under a finance lease to be based on a pattern 
reflecting a consistent periodic rate of return 
on the lessor's net investment outstanding, 
and the method should be applied 
consistently. 

In the case of an operational lease, rental 
income should be recognised on a straight-
line basis over the lease term, unless another 
systematic basis is more representative. 

There is no Sharia complication as far as 
the straightforward leasing arrangement is 
concerned. However, if the profit margin is 
tied to the interest rate, this is not permitted 
as it creates uncertainties. The lessees' total 
rental payable or the banks' total rental 
income now varies according to changes in the 
interest rate. There is no Sharia restriction 
with regard to income recognition, or 
presentation. 

However, according to existing accounting 
standards, with financed leases, BIMB does 
not record the lease asset as a fixed asset on 
the balance sheet, but it will be recorded as 
lease receivable, less the profit margin which is 
not received. 

In the case of an operating lease, the lease 
assets should be recorded as fixed assets in the 
balance sheet of the lessor. As such, 
depreciation for these assets is provided 
periodically. 

Accounting for Foreign Currency 
Transactions 
Reporting transactions conducted, or assets 
and habilities stated in currencies, is subject to 
a number of variations. BIMB translates its 
foreign currency transactions into the 
Malaysian Ringgit at the current rate of 
exchange on the dates of the realisation of the 
transactions. 

However, the assets and liabilities on the 
balance sheet date are stated at the rate of 
exchange on the dates of transactions. Gains 
or losses resulting from these transactions are 
only recognised when realised, in accordance 
with the cash basis of accounting. Kuwait 
Finance House (KFH), Bahrain Islamic Bank 
(BIB) and the Albaraka Investment Bank 
(AIB) have adopted the same method for 
translating transactions into foreign 
currencies. 

In the case of assets and liabilities and the 
treatment of gains or losses arising from the 
transactions, the exchange rate current at the 
year-end date, or the date of the balance sheet 
is used. Gains or losses are transferred to the 
profit or loss account. However, some Islamic 
banks, such as the Faisal Islamic Bank, do not 
disclose the method at all. 

Essentially, the questions to be asked are 
whether the transactions or assets and 
liabilities belong to the shareholders' fund or 
customer deposits, and if the latter is the case 
assuming that the deposit is accepted on the 
Mudaraba principles, the method chosen for 
translating foreign currencies must reflect the 
terms and conditions of the contract. For 
example, using the exchange rate current on 



the date of realisation for Mudaraba 
transactions utilising Mudaraba funds, reflects 
more the terms and conditions of the contract 
with the depositors. 

The gains from the foreign currency 
translation can be distributed to the 
depositors as they arise f rom realised 
transactions. According to the Shafi school, 
profit distributed to the owner of capital while 
the capital is still tied up is not acceptable. 
Therefore only related foreign exchange gains 
can be distributed. As such, the method 
adopted by BIMB is closer to this view, but this 
does not mean that other methods cannot be 
used, in fact, KFH have acceptable Sharia 
arguments for adopting a different method. 

However, the main issue in this case is the 
fact that the existing standards are not 
adequate in informing a reader of the Sharia 
aspects and of their influence on the profit 
and loss of the balance sheet. 

For this reason, new accounting standards 
may need to be formulated. Any proposed 
standard must outline the disclosure 
requirement with regard to the foreign 
exchange translation, the underlying Sharia 
principle and the method adopted for the 
translation. 

abandoned. Instead, all payments received 
will be treated in full as recovery of 
outs tanding cost of f inancing plus all 
incidental expenses until this amount is fully 
recovered. Afterwards, all of this income will 
be credited in full to the profit account. 

There is no accounting standard that deals 
totally with this issue. As it is directly related to 
the terms and conditions of the Mudaraba 
contract, it is felt that any existing standard is 
inadequate to deal with the problem. Thus a 
new standard encompassing the Sharia as well 
as the accounting aspect should be 
formulated, in order to - as with the other 
recommendations outlined above - to make 
the Islamic banks' financial statements more 
informative and meaningful. 

Provision for Bad Accounts 
Prudent and conservative management of the 
bank's assets and liabilities is not contrary to 
the Sharia, so long as the Islamic banks try to 
be just in their dealing with all depositors. 

In the case of bad accounts, however, the 
bank may have to re-value the account to 
de termine the extent of the loss to be 
specifically provided for. In line with the real 
nature of the loss as dictated by the Sharia 
principle of Mudaraba, and in order to be fair 
to the bank's present and future depositors, 
the valuation is based on the gross realisable 
value for the account, that is the amount 
remaining from the outs tanding cost of 
financing, plus the profit expected to be 
generated from this amount. 

The procedure of realising income from 
monthly or quarterly instalments of the 
subsequent financing arrangements should be 



Taxation Issues in Islamic Banking 

SYED M O H A M A D H U S A I N 

Islamic banking has made great strides in 
recent years as it has become recognised all 
over the world as an alternative to the 
traditional interest-based banking. Yet it is still 
engaged in a constant struggle in the area of 
tax treatment of its profits. 

In all countries, regardless of whether 
Muslims are in a majority or in a minority, 
whether they are in power or not, the 
mainstay of the economy is the interest-based 
financial and banking system and this is 
reflected in the taxation laws. 

Those Muslim countries colonised by 
European countries are still burdened with 
their economic philosophy, including their 
interest-based banking and taxation systems. 
In some Islamic countries, some taxation 
changes have been made to accommodate 
Islamic banking schemes within a primarily 
interest-based legal and taxation system, but 
they have been mostly of a cosmetic nature. 

Thus the taxation issues faced by Islamic 
banking are common throughout the world. 
Only in a few countries, such as Malaysia and 
Pakistan, have the governments recognised 
Islamic banking and made some changes in 
the taxation laws. 

In Malaysia, the government has 
introduced parallel Islamic banking. That is to 
say that for income tax purposes. Islamic 
banking transactions are accorded the same 
tax treatment as that accorded to similar, 
interest-based banking transactions. T h e 

Malaysian Income Tax Act, 1967, was 
amended to accommodate the Sharia-based 
transactions as follows: "Any reference in this 
Act to interest shall apply mutatis mutandis to 
gains or profits received and expenses 
incurred in lieu of interest in transactions 
conducted in accordance with the principles 
of the Sharia". 

This clause of the Malaysian Income Tax 
Act 1967 provides comprehensive umbrella 
coverage and a level playing field to Sharia-
based financial transactions. The implications 
of this clause in the Malaysian Income tax Act 
are as follows: 

In the case of property financing or 
ref inancing through an Islamic t rad ing 
instrument , the gain on the sale of the 
property by the seller (for refinancing), or by 
the bank, will not fall within the ambit of the 
Real Property Gains Tax Act, 1967. The gains 
must be deemed equivalent to interest. 

Technically speaking, in a t rad ing 
transaction, the bank may lose as well as make 
a gain. According to the Sharia, when a bank 
buys a commodity or property, the bank must 
receive the delivery of the commodity or 
property before it can sell it to the customer 
under an agreement for sale. 

If, through some circumstance, the 
customer is unable to buy or take delivery 
from the bank or the bank's agent, the bank 
may make either a gain or loss on the outright 
sale of the commodity or property. In such a 



transaction, there is no similarity to interest, 
but we may presume that such gains or losses 
will be treated for tax purposes as a business 
gain or loss. This is where the risk factor in an 
Islamic trading transaction is greater than in 
an interest-based transaction. 

The above example brings out the fact 
that Islamic finance cannot be compared with 
interest-based finance as they are totally 
different. According to the Malaysian Tax law, 
the gains paid to deposits on a Musharaka, or 
profit-and-loss-sharing accounts, will be 
deemed to be interest, and a tax of 5 per cent 
will be withheld. 

Can the depositor offset such losses 
against his other income? Can he claim a 
negative withholding tax, in other words offset 
it against previous year's tax withheld or claim 
a refund of tax? 

It is clear from this that there is a mistaken 
idea that in Islamic banking, profit can be 
merely counted as interest. In other words, the 
law has failed to consider the true nature of 
Islamic banking and to provide for it. 
Similarly, for Mudaraba, or investment 
deposits, it is not clear whether the income, 
which belongs 100 per cent to the depositor, 
will be deemed to be interest and subject to a 
withholding tax of 5 per cent, or treated as 
business or investment income. 

The following special cases have been 
exempted in the Malaysian Income Tax Act 
from withholding tax on interest: gains or 
profits (equivalent to interest) in respect of 
deposits up to RMIOOO placed with the Bank 
Islam Bhd; gains or profits in respect of 
monies deposited in an investment account 
(corresponding to interest from a fixed 
deposit account) for a period exceeding 12 
months, with Bank Islam Malaysia Bhd; 
interest on savings deposits with Bank 
Simpanan Nasional (the national bank); 
finally, interest on fixed deposits placed for a 
period of 12 months or more with Bank 
Simpanan Nasional. 

It would be simpler if uniform legislation 
were enacted for income on all Islamic deposit 
accounts. There is also a need to define 
Islamic financial institutions as well as banks. 

If a bank or other financial institution, or 
an individual, extends a Sharia-based loan to 
a business in a Musharaka arrangement, is the 
share of the profits paid by the business to the 
lender to be treated as interest? Or as an 
allowable business expense, or even as a 
distribution of profits and therefore not 
claimable as a business expense? 

Similarly, where a business obtains finance 
from a bank or other source on a Mudaraba 
basis, is the payment of the profit share to be 
treated as an expense or as profit? If a 
company issues a Sharia-based bond or 
convertible hand, is it to be treated, for tax 
purposes, as a share or as a debt instrument? 
If a business buys goods on a Mudaraba or Bai 
Muajjal basis, does it take the total amount as 
the cost of the goods (or sales), or does it 
separate out the profit and call it interest? 

The developed countries of Europe, 
America and Australia have some very 
sophisticated systems of taxation. These 
systems are, however, interest-based and do 
not recognise Islamic finance or Islamic 
banking schemes. This naturally raises serious 
taxation issues for Islamic banks. How will 
Islamic institutions or Islamic transactions be 
taxed? And are they to be regarded as 
financing transactions or t rading 
transactions? 

There are no clear guide-lines to be 
followed in any of the above-mentioned 
countries and Islamic banks and financial 
institutions in those countries are in a 
precarious tax planning situation. There is an 
urgent need for them to analyse this problem 
together, formulate a jo in t strategy and 
commence dialogue with their respective 
governments and regulatory bodies with a 
view to getting Islamic banking and finance 
recognised in their countries. 

The question arises as to whether it would 
be possible for an Islamic institution to 
present a case to the US government 
regulators, that for tax purposes, their 
transactions were interest-bearing 
transactions, while, at the same time, 
accepting the fact that, under the Sharia, this 
was not so. 



It might be said that Islamic financial 
institutions cannot have it both ways. Yet the 
Islamic financial institutions operat ing in 
Western countries and, for that matter, in 
most of the countries of the world, have taken 
the following position. If the internal revenue 
or tax authorities in any country put fonvard 
the case that a certain kind of transaction is an 
interest-earning transaction and is therefore 
entitled to whatever tax benefits interest 
payments are entitled to in that country, that 
does not necessarily mean that a correctly 
Sharia-based transaction is really interest-
based. 

Equally, if a Sharia adviser or committee 
says that a particular contract is, under the 
Sharia, providing legitimate trading income, 
we need not won-y how the tax authorities 
regard it. Islamic banks must just make sure 
that they get the proper Sharia advice and 
approval for their contracts. 

Similar taxation issues exist in the case of 
a full Islamic lease contract, where the risk 
and reward remain with the lessor. Should one 
capitalise the lease or not, treat it as an 
operating lease or a finance lease? 

In the case of international banking and 
transactions based on trading, there may be 
fur ther taxation problems. It has to be 
considered where the contract was signed, and 
where the goods changed hands. For instance, 
it would be a vei-y complex situation if there 
were a transaction between a Malaysian 
investor and an American company, where the 
goods were in Hong Kong and the money 
changed hands in France! 

Such situations have not yet been fully 
thought through. There is no simple solution 
such as setting up a company in a particular 
country, as there is no one country in the 
world where all these tax problems have been 
solved. If the Channel Islands was the best 
place for a particular transaction, it could not 
be assumed that it would be the best place for 
another type of transaction, even if it were 90 
per cent the same. One small change in the 
tax law could change the whole situation. 

It is agreed that while any step to eradicate 
interest is welcome, it is necessary to formalise 

the whole concept of Islamisation and to 
introduce tax reform to achieve that object. A 
piecemeal approach poses a danger that the 
need for reform will remain mere lip service. 

In 1980, Pakistan embarked upon the 
Islamisation of its financial system. Major 
institutional changes were embarked upon as 
the Government pursued policies aimed at 
meeting its declared goal of Islamisation of 
the economy. These changes, basic in nature 
and far-reaching in scope, were designed to 
radically alter the working of the economy 
and to bring it in line with Islamic thinking 
and practice. 

One of the most fundamental measures 
introduced by the government so far has been 
the decision to replace, in phases, the interest-
based system of banking with the Islamic 
profit-and-loss-sharing (PLS) system. The last 
phase of the switch-over was completed in July 
1985, when it was officially declared that the 
entire banking system had been transformed 
to a non-interest-based system. 

Vei7 limited research work has so far been 
undertaken on the impact of interest-free 
banking on various elements of the tax 
system. This is due mainly to the lack of co-
ordinated effort and strategies for the 
implementat ion of Islamic banking in 
Pakistan. 

One theoretical-cum-economic model 
developed by three Pakistani economists has 
attempted to highlight the probable impact of 
this basic shift in the financial system. This 
model is based on some simplified 
assumptions. However, it has indicated areas 
that need more research in order to formulate 
a package of policy prescriptions. The main 
findings of the research are summarised 
below. 

The model shows that in the fixed interest 
(FI) system, the complete elimination or 
evasion of taxes is not possible. However, the 
inducement to evade taxes is higher in the 
profit-and-loss system. This is due to the 
obligation of entrepreneurs to pay a share of 
the profits to the financing institutions. 

The proportion of profits going to the 
financial institution and the tendency to evade 



are positively correlated. That is, the higher 
the share the greater the inducement to 
under-declare profits. This also implies that as 
the exposure of firms to credit increases, the 
tendency to evade taxes also increases. 

In the FI system, declaration of profits by 
firms is not influenced by changes in rates of 
taxes. However, according to the findings of 
the study, in the PLS system, tax rates and the 
declaration of profits are positively correlated. 
Hence, in the latter regime, an increase in tax 
rate may result in less evasion. As interest will 
become a part of the aggregate profits, these 
profits would be larger than in the FI system 
and therefore a higher tax rate will imply a 
disproportionately absolute increase in the 
penalty for concealment. 

As a result of the implications mentioned 
above, firms may try to economise on the use 
of outside finance. This tendency is also 
strengthened by the fact that in the FI system, 
interest is deductible from the income of the 
firm as an element of the cost of production, 
whereas in the PLS system, it becomes a part 
of the taxable income. 

To the extent that banks' share in profits 
are linked to firms' profitability, banks will 
have to decide whether to confine their 
lending to larger firms, which are more 
profitable but which have a higher tendency to 
under-declare profits, or to disperse their 
finance widely amongst smaller firms, which 
are less profitable but have a low tendency to 
under-declare profits. 

The total tax yield in the PLS system will 
include normal income tax paid by firms and 
banks and penalties which companies would 
ordinarily have paid under the FI system, and 
additional tax revenue, if any, from banks on 
their share of the profit. 

The four determinants of the aggregate 
tax yield in the PLS system were found to be: 
rates of taxes; extent of detection of evasion; 
penalties for evasion; and fourthly, the 
formula for sharing profits between firms and 
financing institutions. 

Because of the uncertainties in the PLS 
system, the model concludes that the total 
impact of a shift to the PLS system on the 

aggregate tax yield is not very certain. Only if 
the probability of detection of evasion and the 
rates of penalties were higher might the total 
tax yield be higher than in the FI system. 

As f inancing institutions have a high 
stake in the profits declared by firms, they 
have to make some a r rangemen t to moni tor 
the p e r f o r m a n c e of the en t e rp r i s e 
f inanced. They must also require them to 
keep proper accounts. Effective moni tor ing 
will exercise a check on the tendency of 
firms to under-declare profit . 

However, as monitoring is not a cost-free 
activity, banks will have to compare its costs 
against its benefits. In the case of large 
borrowers, banks may ask for representation 
on their Board of Directors. Although the 
borrowers have a greater inducement to 
conceal profit in this system, their need to 
borrow in subsequent periods will exercise a 
check on this tendency because credit will be 
disbursed on the basis of an expected rate of 
return, and not on the credit-worthiness of 
borrowers. On the whole, the monitoring 
activity of banks will supplement the detection 
efforts of the tax department. 

There are several policy implications of 
the change of the financial system on the 
taxation system. Firstly, a l though the 
economic model discussed earlier postulates 
that the impact of an increase in tax rates on 
total tax yield in the PLS system is not certain, 
the issue should be given careful 
consideration. 

After the implementat ion of the 
budgetary proposal of 1985-1986, Pakistan 
has become a relatively under-taxed country. 
Further, the model indicates a positive 
correlation between changes in tax rates and 
the tendency towards fuller declaration of 
profits in the PLS system. Hence, the 
advisability of an increase in tax rates in the 
PLS system is indicated. 

Secondly, the maximum rate of monetary 
penalty in Pakistan for tax evasion, relatively 
speaking, is also not very high. Unlike the 
situation in many other countries, the 
possibility of imprisonment for concealment 
of income and evasion of taxes in Pakistan 



exists only on paper. On the other hand, the 
model has shown that in the PLS system, 
higher rates of penalties have the potential of 
increasing total tax receipts. Hence the 
advisability of examining higher penalties for 
concealment. 

Thirdly, evaders' names should be 
published regularly and promptly while 
honest tax payers should be rewarded through 
rebates. 

Finally, professionals who help in the 
concealment of true income should be 
temporarily banned from continuing their 
practice while the auditing of profits of firms 
by chartered accountants of good repute 
should be encouraged. 

In 1981, the Islamic Ideology Council of 
Pakistan gave the following recommendation 
to the Government. "The council wishes to 
stress that with a view to ensuring the success 
of the new banking system, it is of paramount 
importance that the Government should carry 
out a thorough reappraisal of the tax system, 
focusing in particular on the need for greatly 
simplifying the system of income tax. 

"The need for this measure was earlier 
underscored by the council, when submitting 
its report on the introduction of Zakat, and it 
was pointed out in this context that proper 
collection of Zakat would be difficult to 
achieve so long as the income tax system was 
not simplified and made sufficiently easy for 
the assessees. 

"Regrettably, however, this 
recommendation of the Council has yet to be 
put into effect. In submitting its present 
report, the Council wishes to express its deep 
concern in this regard once again, particularly 
in view of the fact that a thorough-going 
reform of the income tax system is a sine qua 
non for the success of an interest-free banking 
system. 

"This is because under the new system, the 
income of the banks would depend upon the 
profits of the business firms that received 
financial assistance from them. If the existing 
system of income tax remains as it is, business 
firms will continue the malpractice of 
concealing their profits and maintaining 

multiple sets of accounts, which will deprive 
the banks of their concerns and thus adversely 
affect the earnings of the banks". 

Over thirteen years have elapsed and the 
Council's recommendation on tax reforms to 
implement the Islamic banking system has not 
been acted upon by the Government. 

Unlike Malaysia, Pakistan did not 
promulgate any over-riding legislation giving 
blanket coverage for a financial scheme that 
would put Sharia-based transactions at least 
on the same footing as similar interest-based 
transactions. Pakistan has instead 
incorporated interest-based schemes into the 
taxation law item by item. 

This creates a constant problem, as their 
are many areas, particularly in the case of 
foreign finance and finance from non-banking 
entities or individuals, where Sharia-based 
transactions are not accorded the same 
treatment as similar interest-based 
transactions. 

The twelve Islamic modes of finance 
introduced by the state are only partly 
accommodated in the Income Tax Ordinance, 
1979. Subsequent amendments were made 
affecting leasing, interest and payment to 
depositors. 

Leasing: any sum paid on or after the first 
day of July 1985 to a schedule bank, a 
financial institution or such Mudaraba or 
leasing company, as is approved by the 
Central Board of Revenue for the purposes of 
the Third Schedule, by way of lease money in 
respect of an asset taken on lease by the 
assessee and used for the purposes of any 
business or profession carried on by him. 

Any interest paid in respect of capital 
borrowed by business or the professionals is 
deductible as a business expense. This means 
that any Islamic modes of finance such as 
Murabaha, and other forms of Bai Muajjil, 
Mudaraba or Musharaka, between banks and 
other companies, will not be allowed as a 
deductible expense, whereas interest on such 
types of transactions is an allowable expense. 

Tax authorities have taken a liberal view of 
Islamic modes of financing declared by the 
State Bank and they have been allowing the 



payment to banks, deeming it interest. 
However, lately there has been a case where 
the amount payable to the Faysal Islamic Bank 
of Bahrain by a government agency for 
Murabaha was disallowed because it fell 
outside the purview of clauses 75-77A of the 
Second Schedule to the Income Tax 
Ordinance, 1979. 

Clause 75 refers to any interest payable to 
a non-resident in respect of such private loan 
to be utilised on such project in Pakistan as 
may be approved by the Federal government 
for the purposes of this clause, having regard 
to the rate of interest and the terms of 
repayment of the loan and the nature of the 
project on which it is to be utilised. 

Clause 76 refers to interest payable by an 
industrial undertaking in Pakistan, firstly on 
monies borrowed by it under a loan 
agreement , entered into with any such 
financial institution in a foreign country, as 
may be approved in this behalf by the Federal 
Government by a general or special order; 
and secondly on money borrowed or debts 
incurred by it in a foreign country, in respect 
of the purchase outside Pakistan of capital 
plant and machinery in any case where the 
loan or debt is approved by the Federal 
Government, having regard to its terms 
generally and in particular to the terms of its 
payment, from so much of the tax payable in 
respect thereof, as exceeds the tax or taxes on 
income paid in such interest in the foreign 
country, from which the loan emanated or in 
which the debt was incurred (hereinafter 
referred to as the 'said country'). 

Provided that, where the amount of such 
tax or taxes paid in the said country exceeds 
the amount of the tax payable in Pakistan, no 
refund of the amount paid in excess shall be 
allowed. If the said countiy exempts such 
interest oi allows credit against its own tax, for 
the tax which would have been payable in 
Pakistan, if the said interest were liable to tax 
in Pakistan, no tax shall be payable in Pakistan 
in respect of such interest. 

Clause 77 concerns income of an agency 
of a foreign Government, or other foreign 
national (company, firm or association of 

persons) approved by the Federal 
Government for the purposes of this clause, 
from interest paid on money borrowed by the 
Federal Government or by any other person in 
Pakistan under a loan agreement approved by 
the Federal Government. 

Clause 77A concerns any interest payable 
to a non-resident being a foreign individual, 
company, firm or association of persons in 
respect of a foreign loan, as is utilised for 
industrial investment in Pakistan provided 
that the agreement for such loan is concluded 
on or after the first day of February 1991, and 
is duly registered with the State Bank of 
Pakistan. 

With regard to payment to depositors, any 
sum paid or credited to any person 
maintaining a profit-and-loss-sharing account 
or deposit with a scheduled bank by way of 
distribution of profit by the bank in respect of 
the deposit is deductible as an expense by the 
Bank. 

Pakistani tax laws do not fully provide for 
Islamic banking and most of the profit from 
banking transactions continues to be treated 
as interest. T h e Faysal Islamic Bank of 
Bahrain's case is an example whereby, owing 
to a lack of specific definition, the tax 
authorities may hold that the profit from 
trading or investment transactions of Islamic 
banking products is not interest but trading 
income and therefore is not provided for in 
this tax law, a very precarious situation. 

The conclusion can only be that more 
comprehensive work needs to be done on this 
subject. In almost all countries of the world. 
Islamic and non-Islamic, the income from 
Islamic banking products continues to be 
treated as interest and no provision is made 
for any losses suffered. 

Until Islamic banking and finance is fully 
defined and a method of implement ing 
changes in the tax laws world-wide is 
formulated, we shall continue to suffer mere 
piecemeal reforms. There is an urgent need 
for Islamic banks and institutions to formulate 
a joint plan to get Islamic finance recognised 
and fairly catered for by tax authorities world-
wide. 



International Accounting Regulations 
for Islamic Banks 

S I M O N A R C H E R AND N O O R A B I D 

From the point of view of the economic theory 
of the business firm, the role of accounting 
standards for Islamic banks can be seen in the 
context of Agency Theory. 

This body of theory deals with the 'agency 
problem', that is, the type of problem that 
arises f rom: (a) the divergence of the 
economic interests of the manager of the 
Islamic bank (agent), f rom those of the 
investor in the bank (principal), in whose 
interests the manager is supposed to act; and 
(b) the existence of information asymmetry 
between the manager and the investor as to 
what activities the former has undertaken. 

Accounting and financial reporting are 
means whereby the investor may be able to 
mitigate the informat ion asymmetry by 
monitoring the activities of the manager, so as 
to detect activities which are not in the 
investor's interest. 

However, insofar as the accounting and 
financial reporting systems are themselves 
controlled by the manager, this reduces the 
investor's monitoring capabilities. Accounting 
standards, together with auditing, are ways in 
which the investor's control over these systems 
may be enhanced , and his moni tor ing 
capabilities reinforced. 

Agency theory is relevant to the situation 
of an Islamic bank in at least two ways. On the 
liabilities side, the bank is accountable to 
various categories of investors, including 
invf^»;1"mpnr arrniinr-Vinlrl^^r*; rptiirn? 

must be calculated on a profit-sharing basis. 
Islamic investment accounts operate on 

the basis of the Mudaraba contract, according 
to which the investors receive the profits or 
bear their share of the losses from the pool of 
assets in which the funds are invested, while 
the bank as entrepreneur (Mudarib) receives a 
commission which consists of a share of the 
profit, being zero in the case of a loss or zero 
profit. 

In the case of restricted investment 
accounts, the bank must invest the funds in a 
designated pool of assets, while funds in 
unrestricted investment accounts are normally 
commingled with the bank's own funds and 
invested in the bank's general pool of assets 
(bilateral Mudaraba, discussed below). In the 
latter case (and also in the former if the bank 
has invested part of its own funds in the 
designated pool of assets), profit calculations 
involve apport ioning the profit or loss on the 
pool of assets between shareholders and 
holders of investment accounts. 

T h e latter are enti t led to their 
proportionate share of profit, less the bank's 
share of the profit as Mudarib; the bank (i.e. 
the shareholders) receives the proportionate 
share of profit on any of its own funds which 
have been invested in the pool, plus its 
commission. In the case where the return on 
the pool of assets has been negative, the losses 
are shared as indicated above, while the 
ammint nf the Mndarih share will bp vern 



These profit-and-loss calculations are not 
observable by the investors, and this is a 
particular instance of information asymmetry. 

While for the ordinary company, it is the 
relationship between management and 
shareholders which gives rise to an agency 
problem (the so-called 'internal agency 
problem'), a further 'internal agency problem' 
thus arises in the case of an Islamic bank. 

This problem is due to the combinadon of 
the existence of profit-sharing investors other 
than shareholders, and of the incentives the 
management of the bank may have to favour 
one categoi7 of investors over another. For 
example, shareholders have the right to vote 
in General Meetings and thus have some 
control over the Board of Directors and the 
appointment of independent auditors, but 
investment account-holders do not. 

The non-observability of the accounting 
calculations made to determine the returns 
due to the various categories of investor thus 
becomes a crucial agency problem. This 
indicates that in an Islamic banking context 
there is a potential role for accounting 
standards (and for auditing) over and above 
what is the case for the conventional firm. 

In this paper, we wish to argue that such 
non-observability becomes much less of a 
problem if known rules (laid down by an 
accounting standards body) are being followed 
and their correct application is being 
monitored by independent auditors. 

Accounting standards are concerned with 
the amount of information disclosed and the 
formats used to do so (disclosure standards), 
and also with the accounting methods used to 
calculate the amounts disclosed (measurement 
standards). Measurement issues comprise 
those of recognition (e.g. of income) and 
valuation (e.g. of assets). 

The object of financial accounting 
standards is to ensure that the provision of 
financial information by reporting entities 
meets certain minimum standards of 
informational quantity and quality. Reporting 
entities in this context include any 
organisations that have accounts to render to 
external stakeholders ('accountees'); in the 

case of commercial entities, the law generally 
makes the investors the main accountees. 

Accounting standards are a form of 
regulation of the financial reporting process. 
As such, they may be provided, at least in part, 
by self-regulation. Islamic banks may have an 
incentive to collaborate in the development 
and promulgation of accounting standards, 
since they are an efficient method of reducing 
the 'agency problem' discussed earlier. 
However, there may also be limits to what can 
be achieved by self-regulation. 

Self-regulatory accounting standards 
bodies have litde, if any, power to enforce 
observance of their standards. The acceptance 
by the regulatees of the rules proposed by the 
self-regulatory body, and hence the 
effectiveness of self-reguladon, depend on 
consensus between the self-regulatoiy body 
and regulatees, which the latter will withhold 
if the former is perceived as 'too demanding'. 
The consensus levels of the quantity and 
quality of financial accounting information 
may tend to be unsatisfactorily low. 

Hence, it is a field in which regulation by 
governmental or public sector bodies with 
enforcement powers may play an important 
role. On the other hand, a wish to avoid 
governmental regulation is one incentive for 
self-regulation. Rifaat Karim, in an article in 
Accounting and Business Research (1990), notes 
that this was a reason for the setting up of the 
Financial Accounting Organisation for Islamic 
Banks and Financial Institutions (FAOIBFI), 
now renamed the Accounting and Auditing 
Organisation for Islamic Financial Institutions 
(AAOIFI), in 1991, with the primaiy objective 
of establishing and promulgating accoundng 
standards for Islamic banks. 

International Accounting Standards 
A fairly comprehensive set of international 
financial accounting standards is provided by 
the International Accounting Standards 
committee (lASC) through its International 
Accounting Standards (lASs). These are 
particularly relevant here, as in principle they 
are entirely voluntary (although some 
countries have chosen to give them legal 



backing for the purpose of national 
accounting standardisation). In other words, 
the lASC provides an interesting example of 
how an international accounting standard-
setting body for Islamic banks, without 
enforcement powers, might operate. 

After its creation in 1973, the lASC 
proceeded cautiously by issuing flexible 
standards. It identified for each area of 
potential standardisation the methods which 
were 'generally accepted' internationally, and, 
where more than one method was generally 
accepted, the IAS allowed a choice between 
two methods. For example, IAS 11 allowed a 
choice between the percentage of completion 
and the completed contract methods of 
accounting for construction contract work-in-
process (WIP). 

Likewise, IAS 12 allowed a choice between 
the full provision and partial provision 
methods of recognition for deferred tax 
liability. But in 1989, the lASC felt that its 
international influence was sufficiently well 
established for it to publish E32, an Exposure 
Draft setting out its intentions to narrow down 
the choice in many areas. For example, the 
completed contract method of accounting for 
construction WIP was to be eliminated. 
Following E32, lASC revised other standards 
by eliminating alternatives and introducing 
the concept of benchmark treatment. 

In general, and especially in its earlier 
years, the lASC has paid considerable 
attention to the accounting methods generally 
accepted in certain countries which are 
particularly influential in international 
accounting. However, more recently it has felt 
able to act more independently. 

For example, following E32, IAS22 on 
Business Combinations was amended so as to 
disallow the treatment of goodwill most used 
in the UK (elimination against shareholders' 
interest), and to require a 20-year maximum 
amortisation period for goodwill, whereas the 
US standard allows a 40-year maximum 
period. The lASC's position on goodwill has 
certainly inlluenced the discussion of the 
proposed new UK standard which will cover 
accounting for goodwill; in particular, it is 

likely that the new UK standard will disallow 
elimination against shareholders' interest and 
use 20 years as the maximum amortisation 
period. 

We have gone into these matters in some 
detail, because it is likely that the accounting 
standard-sett ing body for Islamic banks, 
AAOIFI, will find it expedient to take note of 
the lASC's experience as an international 
standards-setting body without enforcement 
powers. 

Regulations of Banks 
Because of the key macro-economic role of 
banks with regard to the supply of credit, and 
the importance of this for monetary and 
exchange rate policies, as well as the issue of 
public confidence, banking is a regulated 
industiy Even in the most liberal politico-
economic systems, matters such as banks' 
liquidity and capital adequacy ratios are 
subject to regulation by a national central 
bank or monetary agency. In addition, for 
signatories to the Basle agreements, national 
capital adequacy requirements are governed 
by international rules. 

Thus, there are special reasons for the 
existence of accounting standards for banks. 
Regulation of liquidity and capital adequacy 
requires monitoring of banks' financial 
statements, which in turn calls for the 
promulgation and application of appropriate 
accounting disclosure and measurement rules. 

For the reasons just given, financial 
accounting standards for banks are normally 
set by the national regulator, i.e. the central 
bank or monetary agency. In addition, there 
exist international standards that pre-date 
those set by the AAOIFI. 

In early 1991, the lASC promulgated a 
disclosure standard, IAS 30, Disclosures in the 
Financial Statements of Banks and Similar 
Financial Institutions. The European Union's 
directive 86/635 on the Annual Accounts of 
Banks and Credit Institutions, which was 
promulgated in December 1986, is also 
mainly a disclosure standard, though it 
includes some measurement rules in Articles 
35-39. 



Limited Applicability 
It is, however, not necessary to study Directive 
86/635 and IAS 30 for very long in order to 
notice that their application to Islamic banks 
would be problematic. With regard to 
disclosure, many balance sheet and income 
statement captions are applicable only to the 
results of interest-based transactions, while 
captions applicable to Islamic (non-interest-
based) transactions are lacking. 

For example, how are restricted 
investment accounts and the related assets to 
be reported: on or off the balance sheet? So 
far as measurement is concerned, rules 
applicable to the results of non-interest-based 
transactions are absent. For example, profit 
recognition and asset valuation rules for 
Islamic finance leasing (Ijara wa-Iqtina) and 
credit sale (Bai Bithaman Ajil and Murabaha) 
contracts are not provided. Moreover, there is 
no guidance as to the balance sheet status of 
unrestricted investment accounts, which are 
neither equity nor debt in the conventional 
sense. 

Karim gives some further reasons why 
accounting standards developed for secular 
business organisations are of limited 
applicability to Islamic banks. These include, 
in particular, the ethical aspect: conceptually. 
Western (secular) accounting standards are 
presented in a manner that minimises or even 
excludes the ethical perspective. 

According to Islam, rights and obligations 
in the provision of financial accounting 
information are matters to be governed by 
principles of religious duty, the Sharia, 
including the duty of trusteeship or Amana. 

This, therefore, is the background to the 
issuance, in October 1993, by the then 
FAOIBFI of its Financial Accounting Standard 
No.l 

As its title indicates, this is a disclosure 
standard, and it may in part be regarded as a 
major adaptation of the IAS 33 approach (as 
well as of other applicable lASC disclosure 
standards) in order to meet the needs of 
Islamic banks. 

One test of the success of this standard is 
the extent to which it is reflected in the 

requirements imposed on Islamic banks by 
national regulators. For example, a number of 
central banks are considering reflecting it in 
their disclosure requirements, and some (e.g. 
the Central Bank of Sudan) have already done 
so. 

There are other specific and unique 
accounting situations that are relevant only to 
Islamic banks. For instance, as we noted 
above, unrestricted investment account-
holders share in the income earned by the 
general pool of the bank's assets, together 
with the bank's shareholders. 

The sharing of income is subject to the 
specific terms of the Mudaraba contract 
between them and the bank. The unrestricted 
investment account-holders' position as 
regards profit-sharing differs from that of the 
bank's shareholders in various respects, 
depending on the particular version of the 
Mudaraba contract implemented by the bank. 

The Mudaraba may be either uni-lateral 
(restricted) or bi-lateral (unrestricted). Most 
Islamic banks use the bi-lateral Mudaraba, 
acting both as manager (Mudarib) and as 
provider of funds. In this case, certain 
expenses may be deemed to be chargeable 
only against the bank's (i.e. shareholders') 
share of income, while the bank charges a 
management fee in respect of its role as 
Mudarib (and may make certain other 
charges) only against the investment account-
holders' share. 

Thus, in the common case of the bi-lateral 
Mudaraba, the accounting rules used by the 
bank may affect profit allocation, not just 
between investment account-holders 
(depending on the t iming of profit 
recognition), but also between unrestricted 
investment account-holders and shareholders. 

Given that the Board of Directors is legally 
subject to the authority of the shareholders in 
General Meetings, while the investment 
account-holders possess no such power over 
the Board, the result is a specific 'agency 
problem' with regard to unrestricted 
investment accounts. 

In fact, the current accounting practices of 
Islamic banks which use the bi-lateral 



Mudaraba exhibit diversity in the attribution 
of revenue and expenses to the Mudaraba 
fund. While a majority tends to restrict the bi-
lateral Mudaraba's revenues and expenses to 
those which relate to the fund's assets (thus 
excluding general overheads as well as 
revenues from other sources), other banks 
attribute all their revenues and expenses 
(except directors' and external auditors' 
remuneration) to the bi-lateral Mudaraba. 

As Stella Cox commented in New Horizon 
(issue 42, August '95): "Lack of common 
accounting standards does not assist the 
banks' endeavours to establish reciprocal 
relationships with others. Islamic financial 
institutions' accounts must be comprehensible 
to outside users so that an Islamic bank's 
performance over a set period of time can 
be.... judged . .and consistent (so as) to 
generate confidence in the banks 
themselves...." 

To some extent, such problems may be 
mitigated by external regulators or self-
regulators. Thus, the AAOIFI's FASTI 
addresses the agency problem of asymmetric 
information by requiring separate disclosure 
of: 

(a) those fund items (assets, revenues, 
expenses, gains and losses) pertaining to 
bilateral Mudarabas, i.e. commingled 
funds; and 

(b) those fund items per ta ining to 
investments consisting only of the bank's 
own funds. 

T h e AAOIFI has developed accounting 
standards specifically for application to the 
three common types of Islamic financing 
contract: the Mudaraba, as described above, 
which is the normal source of non-shareholder 
funds for an Islamic bank; the Musharaka, a 
form of joint venture; and the Murabaha, or 
credit sale on a cost-plus basis. 

These standards address measurement as 
well as disclosure issues. However, the lack of 
standardisation of these contracts impedes the 
standardisation of accounting measurement. 

The growth of Islamic banks and the fact 

that they operate in a regulated industry 
makes it imperative that they continue to 
standardise these contracts and adopt a 
common set of accounting policies. Thus most 
Islamic banks, regulators, customers and 
other interested parties have welcomed the 
issuance of accounting standards for Islamic 
Banks by the AAOIFI. 

Finally, there is the matter of auditing and 
of attestation to compliance with Sharia 
principles. For this purpose. Islamic banks 
normally appoint a Sharia Supei-visory Board 
which is primarily responsible for advising the 
bank on Sharia rules and to ensure 
compliance with these rules. 

Although there is a strong call for greater 
standardisation, both of contracts and of 
accounting rules from the global market, the 
Sharia Supervisoiy Boards have inevitably 
taken differing positions on the permissibility 
of, and also on the accounting rules applicable 
to, certain forms of contracts. 

In such a context, the role of consensus-
building is likely to be crucial. Moreover, a 
worthwhile level of standardisation may be 
achieved by means of flexible harmonisation, 
rather than rigid uniformisation. In this 
regard, the example of the lASC, although it 
operates only at the secular level, may 
nevertheless be instructive for the 
international accounting standards body for 
Islamic banks, the AAOIFI. 

The characteristic approach of the lASC 
in setting its first set of standards was, as 
described earlier, to promote harmonisation 
by identifying, in each area of accounting 
method, a subset of (normally two) accounting 
methods which were 'generally accepted 
internationally'. 

A choice would then be allowed between 
these identified methods, others being 
excluded. In this way, the lASC was able to 
build up its authority, while avoiding the risk 
of tiying and failing to exclude methods that 
had considerable international support. 

To some extent, this was a political 
process: 'generally accepted internationally' 
was generally interpreted to mean acceptance 
by the national accounting standards of the 



most influential countries, and use by leading 
multinational corporations, especially those 
based in such countries. 

In a second phase, with the benefit of 
established authority, the lASC has sought to 
promote a further stage of harmonisation by 
eliminating some previously permit ted 
methods and identifying a preferred method 
and an alternative (less preferred) method 
among those still permitted. 

In the case of AAOIFI, bearing in mind 
the foregoing discussion, a similar two-stage 
process might be envisaged. Moreover, the 
following criteria might be relevant in drafting 
its standards: 

Existing accepted practices in key 
countries and institutions: 

The views of banking regulators in key 
countries, whose choice to implement a given 
AAOIFI standard for Islamic banks will be 
important for its general acceptance; 

Economic consequences for investors (e.g. 
effects on the calculation of their returns) and 
for banks (e.g. effects on capital adequacy 
measures). 

Implications for Audit and for Attestation 
of Sharia Compliance. 
Indeed, it is apparent that such considerations 
have influenced both the structure and 
composition of the AAOIFI's own organs of 
governance, and its 'due process'. 

This paper has endeavoured to indicate 
the role which a set of international 
accounting standards for Islamic banks may 
play in facilitating the corporate governance 
of Islamic banks as well as promoting the 
success of the Islamic banking movement, and 
also the challenges raised by such standard-
setting. Given the creation of, and the 
approach taken by, the AAOIFI, there are 
grounds for hope that this impor tant 
challenge is being taken up in a manner that 
will prove fruitful. 



Non-Financial Management Accounting 

M O S T A Q U E H U S S A I N AND E R K K I K L A I T I N E N 

Management Accounting Systems (MASs) 
help management to evaluate competitive 
opportuni t ies , cross funct ional 
connnunicat ion, co-operat ion, market 
analysis, quality assessment & management, 
customer satisfaction, etc. 

Therefore MASs can be useful for Islamic 
banks and financial institutions (IBFIs) to 
measure performance, improve the efficiency 
of organisation, management information 
system, and planning and controls in order to 
maximise the benefits to its clients and society 
at large. 

T h e IBFIs are expected to conduct 
transactions for the benefit of both the banks 
and the customers, and to upho ld the 
principles of the Sharia. It is not desirable to 
label IBFIs as either charities or profit-making 
organisations only. 

Making profit is acceptable for IBFIs, but 
the accumulation of profit without utilisation 
for the be t t e rment of the community is 
forbidden. Because of this revelation, IBFIs 
are expected to be more sensitive to the needs 
of society and to promote social welfare 
programmes . T h e m a n a g e m e n t of IBFIs 
should be responsible for developing and 
implementing policies that aim for this. 

T h e banking sector has unde rgone 
political, social, economic and financial 
change world-wide. If IBFIs want to compete 
successfully and meet the demands of the 
community, the few financial tools currently 

being used must be augmented with new ones. 
In addition. Islamic banks (IBs) are supposed 
to take responsibility for their activities. 

In the conventional system, customers 
deposit money and the bank is responsible for 
the bet terment of the deposits. In the case of 
IBs, customers/investors deposi t ing their 
money are obliged to also take on risk. 
Consider this exposure to direct risk, against 
the possibility that if IBs are not honest or 
sincere, or if the monitoring systems are not 
well developed or do not function, then there 
is room for mis-use of funds or inefficiency in 
handling them. 

Therefore, systems must be in force to 
prevent this and meet the demands of 
interested parties. T h a t is, by good 
management, IBs should diversify the risk in 
order to yield a h igher re turn to their 
investors as against the conventional banks' 
return on deposits. 

However, there is still scope for 
misapplication of resources even within the 
context of socio-economic development. It 
can be used as an excuse to explain the low 
rate of return due to the investment in society-
or ienta ted ra ther than prof i t -or ienta ted 
activities, thus leading to complacency and a 
shirking of the responsibilities of the 
organisation towards its clients. 

It is perhaps notable that a few banks 
make a great deal out of being so-called 
welfare banks and working for the well-being 



of society. But the question can be asked: 
exactly how much are they doing, and what's 
the real benefit to society? Most importantly, is 
there an alternative, and are the priority 
needs of societies really being addressed? It is 
necessary for banks to employ some critical 
methods to measure and clearly identify the 
most pressing and urgent investment needs of 
society. 

However, IBFIs are not charitable 
organisations, so, in order to survive in the 
free competitive market, they must keep 
enough ability to maintain balanced 
objectives, that is, survival and socio-economic 
improvements, and at the same time they have 
to satisfy their customers. In this case, a 
Balance Scorecard of performance measures 
would be worthwhile for IBFIs to measure 
overall performance, i.e. financial and non-
financial, qualitative and quantitative and 
external and internal. 

Any activity is, per se, neither good nor 
bad; it can only be comparatively judged. If 
IBFIs claim that they are doing fine and are 
not comparable to others, that can provide 
opportunities to hide the true picture of the 
organisations, i.e. their real performance and 
efficiency. A comparative judgement would 
reveal the true picture. 

However, owing to the globalisation of the 
money market, financial regulators are 
increasingly dependent on their counterparts 
abroad. These days, financial disturbances can 
originate in any significant market in any 
country. This can lead to quite unpredictable 
knock-on effects, transmitted through 
payments and sett lement arrangements , 
anywhere in the world. 

As a result, banking supei-visors working 
in different places are being drawn 
increasingly together, and these have tended 
to set a benchmark for best supervisory 
practice in other parts of the world. IBFIs are 
not outside of the modern financial market 
and hence they need to be benchmarked for 
this purpose. 

In the modern economic era, competition 
is sharp in any business and therefore 
continuous improvement of business is 

essential. IBFIs are not outside this reality. If 
they want to stay (and they will stay), then they 
must take action towards their continuous 
improvement. In this case. Total Quality 
Management (TQM) can be used in IBFIs as a 
tool to assure ongoing efforts in improvement. 

The traditional notion of overhead (OH) 
allocation no longer functions well and the 
complexity of transaction and the cost 
effectiveness of every activity needs to be put 
under considerable scrutiny. In this sense, 
every production process should be measured 
according to its activity that consumes 
resources, and every product should be priced 
according to the consumption of activities. 

That is the remuneradon of sei-vice and its 
cost calculation should depend on its activity, 
but not only on one or two volume-based cost 
driver/s. Since Activity-Based Cost 
Management (ABCM) puts the emphasis on 
activity, it is important to count the OH costs, 
and measure non-financial activity, according 
to the multiple activity drivers rather than the 
traditional one or two volume-based cost 
driver/s (which can distort the importance of 
non-volume and non-financial activities). 

However, the identification and selection 
of activity drivers depends on the institution's 
set-up goals, and the kind of 
functions/activities undertaken, and in this 
case IBFIs have an opportunity to set up and 
identify activity drivers according to their non-
financial as well as financial goals and 
objectives. 

Any organisation has its life cycle and 
IBFIs have, too. The cost structures vary in 
different times and cycles of the life of an 
organisation. If IBFIs want to count their 
service production cost accurately, then they 
can consider the character of the life-cycle in 
other organisations, and accordingly they can 
measure the performance of their 
organisations. 

Islamic banks are in the category of 
'service shops' (according to Fitzgerald et al's, 
1991, process type theoi7). In the process type 
theory, performance measures vaî y according 
to the process of service function in different 
organisations. In processing/providing 



services IBs are different f rom their 
conventional counterparts. Therefore Process 
Type Theory can also be useful in IBs to 
measure non-fmancial as well as financial 
performance. 

However, Integrated Performance 
Measures very much depend on the 
organisational strategy. IBFIs' strategy is 
certainly not the same as that of conventional 
banking or financial institutions. In this case, 
IBFIs also can consider the Integrated 
Performance Measures. 

Costs are the function of overheads and 
the pricing of risks. Overheads can be 
streamlined through Business Process Re-
engineering (BPRI). IBFIs have a number of 
forms of risk; these have to be identified and 
measured for greater success in a strategically 
driven management , and overall 
improvement of performances. Therefore 
BPRI can be considered in IBFIs for the 
purposes concerned. 

There are many undefined issues in IBFIs, 
such as auditing, marketing, product 
development and accounting issues, which are 
yet to be clarified. However, since the 
depositors/investors of IBFIs are dealing at 
their own risk, the IBFIs can misuse the 
resources or be guilty of complacent 
inefficiency. They can excuse themselves in 
the name of socio-economic development. 

Fur thermore , if the IBFIs want to 
compete and run in paral lel with the 
conventional banking system, then they have 
to be more efficient and therefore they need 
to measure their per formance accurately 
and properly. Therefore, the management of 
IBFIs needs more sophisticated Accounting 
and MASs to maximise the benefits for 
shareholders and depositors, and conform 
to the principles of the Sharia. 



Accounting Standards in Islamic Banks 

T R E V O R G A M B L I N G 

Unde r the aegis of the Accounting and 
Auditing Organisation for Islamic Financial 
Institutions, the Financial Accounting 
Standards Board for Islamic Banks and 
Financial Institutions (FASBIBFI) has produced 
an accounting standard entitled The General 
Presentation and Disclosure Standard in the 
Financial Statements of Islamic Banks and 
Financial Institutions. 

At the same time, it has brought out a 
Statement of Objectives of Financial Accounting for 
Islamic Banks and Financial Institutions and 
Statements of Concepts of Financial Accounting for 
Islamic Banks and Financial Institutions. It is the 
first document which contains the Statement of 
the Standard, which is a clearly-written listing of 
what such accounts should disclose, but 
provides no explanat ions for what is 
advocated therein. 

The reasons for drawing up the Standard 
and the legal and religious considerations 
which underlie its contents, are summarised in 
the three opening sections of the Standard 
document, but these are set out in full in the 
two other documents. In short, the Statement of 
the Standard is in many ways the least 
significant of the three. 

This is t rue of the o ther series of 
accounting s tandards that have been 
undertaken in various parts of the world. It is 
necessary to understand the objectives and 
concepts that underlie the bald statements of 
the Standard, to be able to apply them to the 

very varied situations that must arise in 
practice. 

It might seem odd that so much 
philosophical material should be needed in 
order to apply such outwardly m u n d a n e 
recommendations, but accounting is not what 
it seems. Accounting appears to be a 
straightforward if tedious process of recording 
monetary transactions, and summaris ing 
these records in a significant fashion, as final 
accounts. 

One would suppose that the accounts of 
an Islamic bank could be expected to provide 
a satisfactory standard of performance, in the 
same way that this is expected of its computer 
systems, or its buildings. 

But financial reports are not a product or 
a service which is "used" in a way which 
permits the evaluation of the outcomes of that 
use, and hence the development of purely 
utilitarian standards of construction. To date it 
has been impossible to find a statistically-
significant relat ionship between the 
emergence of accounting information and the 
stock price of the entity concerned. Nor does 
it seem possible to describe the physiology 
through which human beings process financial 
information. 

Many attempts to do these things have 
been made (and continue to be made) by both 
academics and investment analysts. Apart 
from any other benefits, if it were possible, the 
first person to work out the sums after the 



publication of a company's results could make 
a lot of money on the Stock Exchange! 

Accounting standards therefore must be 
normative; a matter of what is seen to be 
"sensible" and even "right" and 'just". Hence 
the philosophical background needed to put 
them into practice. The arguments against 
allowing a choice of alternative presentations 
of the entity's affairs flow from a conviction 
that a financial position is an artefact to be 
used in some specific ways, like a computer 
system or a building. It would follow that to 
permit a multiplicity of acceptable 
presentations must be contrary to "the public 
interest", if only because their use would not 
produce the expected out-turns. 

Questions as to what people ought to be 
getting from financial reports and what 
should be done about them in the pubhc 
interest eventually reduce to matters of moral 
choice - involving a view of the nature of the 
universe, the nature of man and the nature of 
justice. 

An interesting monograph produced for 
the American Accounting Association sets out 
the difficulties in arriving at such choices on 
the basis of some idea of natural justice, as 
opposed to the moral teachings of revealed 
religion. Such approaches tend to endorse 
situational ethics, and hence the acceptability 
of alternatives. 

Nevertheless, accounting is an activity that 
is so fundamental to the human condition that 
some of its standards seem matters of 
common sense, as opposed to deliberate 
cognitive choice. However, the fact that we 
rarely if ever consider any alternative to a 
standard does not prevent it being normative. 
I will attempt to distinguish at least four levels 
of normative standards in accounting, and 
show their relevance to the Statement of 
Standard which has been developed for 
Islamic banks by the FASBIBFI. 

The Primary (intuitive) Standards of 
Accounting 
1 The basic building blocks 
For a start, we have to assume that it is 
possible for an entity to exist which is at once 

smaller than the community-at-large, and 
distinguishable f rom the individual or 
individuals whose transactions are the subject 
of the account. 

The morality of this proposition might 
seem dubious to some Muslims, because Islam 
does not recognise any division between 
public life and private life. Is it right to 
account for the business transactions of an 
individual or a group of individuals, as a 
separate entity f rom their private 
transactions? (Is it even possible? British 
insolvency law doesn't do so.) 

However, the Sharia commends the 
employment of one's wealth in trade, and the 
FASBIBFI "concepts" cover this issue by citing 
numerous instances where a fiqh specifically 
justifies both corporate and unincorporated 
trading and accounting, and even (in some 
circumstances) the concept of limited liability. 

Again, we assume that the transactions 
themselves are truthfully described. An 
honourable accountant would not knowingly 
prepare misleading financial statements, or 
certify that they were true and fair. He or she 
does well to avoid these things, because they 
will almost certainly constitute the crime of 
"false accounting". 

This is defined in the British Theft Act of 
1988 as prepar ing or issuing misleading 
financial statements with intent to deceive for 
gain. Nevertheless it happens. When firms of 
auditors are sued by clients or third parties for 
professional negligence (or even arraigned on 
criminal charges), it is usually for failing to 
detect (or denounce) false accounting, rather 
than for giving an unqualified audit report to 
a set of accounts which did not conform to the 
appropriate Financial Reporting Standards. 

In a recent and typical American case, a 
firm of automobile repairers, who were about 
to sell their business, inflated its profits and 
assets by simply billing customers for work 
that had already been paid for by insurers. 
The auditors failed to make an adequate 
check of these receivables, despite the fact that 
the firm had paid a fine for being detected in 
several of those instances. 

National and international financial 



reporting standards take it as read that the 
accounts have been prepared honestly, 
without intent to deceive, and confine 
themselves to those areas where honest 
differences of opinion need to be resolved. 
Accordingly, some found it odd that the 
exposure draft of the FASBIBFI standard used 
the word "misleading" in several places in its 
preface. 

A member of the Executive Committee 
responsible for the draft expressed formal 
reservations about this usage, which he felt 
might lead to misunderstandings, and could 
be taken as an insult to the integrity of the 
Islamic banking community in general. 

On the other hand it may be appropriate 
to spellout this assumption in the case of 
Islamic bank reporting, since the raison d'etre 
for this form of banking is the desire for an 
absolute standard of purity on the part of 
those who invest in them. 

The standard of truthfulness adopted by 
many who consider themselves to be 
honourable accountants is often less than 
absolute: they think it sufficient to avoid 
making statements which are positively 
misleading, and otherwise to comply with the 
law of their country and its accounting 
standards. They do not consider it improper 
to omit information which may be relevant but 
which is nei ther required by law nor 
specifically asked for by the recipient. 

But even nonTslamic law recognises a 
higher standard of truthfulness than this: the 
information in a contract of insurance is given 
'in utmost good faith", and must include all 
relevant matters. It would follow that the 
appropriate objective for a Muslim accountant 
should be this s tandard of absolute 
transparency, rather than mere observance of 
the letter, or even the spirit, of such laws and 
standards as may be in force. 

2 The Basic Techniques of Constructing 
Accounts 
Published, cognitive accounting standards 
rarely if ever make specific recommendations 
with respect to basic concepts of accounting, 
such as comparability, reliability, objectivity. 

consistency, valuation on a going-concern 
basis and the like. These concepts are 
plausible, and are usually described as the 
axioms which underl ie "the conceptual 
framework of accounting" - but as always, it is 
not easy demonstrate what utilitarian benefits 
flow from their observance. 

However, they do have moral virtues. 
Generally, these concepts are concerned with 
ensuring the stability and universality of 
accounting statements over time and distance. 
Since Islam is opposed to "situational ethics" 
and insists that common God-given standards 
of behaviour must apply throughout human 
activity, these concepts must always be a part 
of the accounting standards for specifically 
Islamic business activity. 

These first and virtually subliminal levels 
of "accounting standards" have been applied, 
if not codified, from the earliest beginnings of 
accounting. By contrast, those codes of 
financial reporting standards which are set at 
cognitive levels are of much more recent 
origin, and deal with more advanced areas of 
financial reporting. 

The best known series of standards, the 
familiar pronouncements of the British ASB, 
the American FASB, and the lASC do not say 
anything about bookkeeping or the 
preparat ion of final accounts as such. 
However, there are other standard-like codes 
which do lay down rules for the recognition of 
income or expenditure, prescribing what 
nominal ledger accounts should be 
maintained and how these should be 
presented in the final accounts. 

3 Mandatory and Voluntary Standards of 
Practice 
These are usually called accounting 
regulations rather than accounting standards, 
and are to be found in most countries. The 
idea of "uniform accounting" was first 
propounded by the French "physiocrats" in the 
eighteenth century of the Christian Era. The 
British Companies Act 1985, is the latest in a 
line of such legislation in this country, and 
now reflect the contents of the accounting 
directives of the European Union. 



This element of uniformity in accounting 
is necessary in order to produce meaningful 
statistics for the purposes of national and 
regional economic planning. It is also 
essential where regulators, or even trade 
associations, are concerned with the pricing 
policies of organisations such as public 
utilities, public transport and so on. The 
regulations extend the axiomatic concept of 
comparability from being an internal matter 
for a single entity, to requiring comparability 
between entities. 

The regulations also set minimum 
standards of record-keeping, reporting and 
disclosure within their jurisdictions. Those 
who handle other people's money have a 
moral duly to account for their stewardship. 
The Qur 'an specifically commends the 
keeping of formal records of business 
transactions, and orderly business 
communities can hardly function in their 
absence. 

In addition, modern reporting standards 
usually contain regulation for the non-
monetary content of financial reports. Some 
of this material comprises "notes to the 
accounts" on the accounting principles being 
adopted and so on, and additional statistics on 
matters like employment, export sales or 
contingent liabilities. But there are also 
requirements for purely narrative reports to 
supplement and explain the accounting 
results. 

A "standard" for this last type of material is 
inherently problematic; the reason for 
requiring the narrative is basically that the 
monetary results are too hard-edged to convey 
the whole picture of the entity's affairs. 
Without standards, these reports tend to be 
imprecise and anodyne. Attempts to specify 
what such a narrative should contain elicits 
one- or two-line paragraphs of defensive 
"boiler-plate" text. 

Not all "standards" of this type are 
mandatory. Non-mandatory examples are 
called "Statements of Recommended Practice" 
(SORPs), or something like that. The 
FASBIBFI "Standard" is such a SORP, 
containing recommendations for the uniform 

presentation of the financial reports of an 
Islamic bank. It is not legally enforceable, but 
it is the hope of those who have prepared it 
that states will adopt all or part of the material 
as accounting regulations which are mandates 
for such banks within their jurisdictions. 

These regulations or recommendations 
are rarely the subject of controversy, since they 
merely require the disclosure of facts about the 
reporting entity. Objections arise when it is 
thought that the requirements place too great 
a burden on the preparers of accounts, that 
the information demanded is of a confidential 
nature, or that its disclosure would give an 
unfair advantage to competitors. 

Another reservation expressed by a 
member of the FASBIBFI Executive 
Committee was that other, secular, banks were 
not required to give some of the information 
set out in the Standard. Here, too, the reason 
for the greater disclosure may be the desire of 
Islamic institutions to adopt the very highest 
standards of transparency, even at the cost of 
some commercial disadvantage. 

4 A true and Fair View 
Finally, there is a level of financial reporting 
standards whose aim is to secure the 
presentation of "a true and fair view" of the 
reporting entity's affairs, if need be at the 
expense of some degree of uniformity. 

These are of much more recent origin: the 
movement commenced about 1900 AD, with 
the creation of schools of business 
administration at various American and 
British universities, which sought to develop 
"scientific" theories of business and 
administrative activity. However its principal 
impetus came from the crash of the NYSE in 
1929 AD, which was partly, if not altogether 
correctly, attributed to inadequate 
presentation of company accounts. 

The problematic nature of contemporai^ 
corporate reporting is well illustrated by a 
major British criminal case of 1932 AD. A 
company that was about to make a further 
issue of shares had made a trading loss. 
However, this was set-off against a much larger 
credit arising from an excessive provision for 



tax in earlier years, and the resulting net 
figure was described as "Balance on profit and 
loss account after adjustment for taxation." 
The chairman of the board of directors and 
the company's auditor were arraigned on 
charges of fraud. 

This would be an open-and-shut case 
today, if such a method of presentation were 
still permissible - which it is not. But in 1932, 
defence counsels were able to call on the 
senior partners of most of the major firms of 
accountants to testify that this procedure was 
quite normal. It was called reserve accounting, 
and it was felt to be the duty of directors to 
"smooth" the flow of the reported profits as far 
as was possible. 

It was believed that such presentations led 
to stable stock prices and that this was 
beneficial to both the company and its 
shareholders. The current view is that 
everybody's best interests will be served if 
companies disclose the lumpy nature of their 
streams of income in considerable detail. 
Again, it is not easy to demonstrate the 
superiority of either view, and this explains 
why this type of accounting standard has been 
the subject of unresolved dispute for more 
than sixty years. 

Moreover, an Islamic bank, or indeed any 
business, which claimed to be specifically 
"Islamic" would choose to ignore a secular 
standard which contravened the Sharia. It 
could conform to such standards by 
disclosing, by way of a note to the accounts, 
what would have been the result of applying 
them; the business would also have to accept a 
qualification to that effect in its auditor's 
report. 

Islamic Banking and Accounting Standards 
The FASBIBFI standard sets out a 
comprehensive recommendat ion for the 
presentation of the financial reports of an 
Islamic bank, and has virtually nothing to say 
at this philosophical level of "truth and 
fairness". 

In many respects, it does not need to do 
so, because such banks already exist in 
environments which provide local banking 

regulations, uniform accounting regulations -
and general accounting standards as well, if 
only the International Accounting Standards. 
In f^act, this standard touches upon at least one 
issue of "truth and fairness" which is the 
subject of a (secular) accounting standard: the 
t reatment of Restricted and Unrestricted 
Investment Accounts, in the light of the 
British FRS4 on Capital Instruments. 

The curiosity is that FASBIBFI presents 
such issues in the same legalistic form as its 
straightforward regulatory material. It offers 
no philosophical justification for its stance on 
Investment Accounts, but only a theocratic 
one. 

This may be because Islam has no 
theology as it is understood in other religious 
faiths: it is seen to be poindess to attempt an 
anthropocentric rationalisation of the Will of 
God. What Man has to do is to obey God's 
Laws as revealed to him in general terms in 
the Qur'an, as expounded by the Prophet. 

The normal processes of legal argument 
are then deployed to apply those general 
principles to particular issues - such as how to 
present the financial statements of a bank. 
Hence Islamic accounting standards can only 
enjoin obedience to whatever the Sharia 
directs with respect to the activity in hand, and 
total transparency in reporting to the public 
on what has been done. 

It will be useful to list those features of 
Islamic banking which distinguish it from 
secular banking, and then see how these 
applications of revealed Truth (or dogma) are 
reflected in the detailed prescriptions of the 
Standard. 

Accounting for the operations of a secular 
bank is a comparatively easy matter. The bank 
assembles a fund of cash f rom its own 
shareholders, accumulated profit and loans 
from depositors in the bank. These depositors 
are creditors of the bank, whose claims have 
priority over any repayment of capital to the 
bank's shareholders; they are rewarded partly 
by being allowed subsidised banking facilities, 
but also by payments of interest, which are, of 
course, part of the bank's expenses. 

This fund of cash is advanced to borrowers 



through much the same products as those of 
Islamic banks, with the important exception 
that a secular bank's charges to its borrowers 
almost always include the payment of some 
element of interest. 

It follows that the question of which 
depositor's money goes to which borrower is 
never a matter of concern, because both the 
reward of one and the charges of the other are 
largely in the form of fixed rates of interest 
and so independent of each other. 

For the same reason, there is no problem 
should either choose to reduce their financial 
involvement in the bank or terminate it 
altogether; their interest charges reflect what 
was outstanding over the relevant period of 
time. 

Finally, a major objective of the regulation 
of secular banks (and all banking regulations 
follow the secular model) is to ensure the total 
security of their depositors ' funds. This 
involves limits on the gearing or leverage of 
banks, which is to say the relative amounts of 
their shareholders ' equities and the 
depositors' accounts. There are also required 
profiles for the liquidity of the bank's assets. 

Things are ordered very differently under an 
Islamic system in a number of ways. 

a) An Islamic bank is financed by its share 
capital and accumulated profits, but its 
depositors are not creditors of the bank. 
Their claims are to be shown as equity 
capital - but distinct from the equity 
capital of the bank itself. Their equity is in 
the various advances made by the bank, in 
which the bank may or may not have 
ventured its own shareholders' capital and 
reserves. 

It would be hard to accommodate such 
ar rangements with other accounting 
standards such as the British FSR4, which 
seeks to analyse capital instruments 
between shareholders' funds, minority 
interests and liabilities. 

The recommended accounting 
treatment in the FASBIBFI Standard for 
T I n r p s t r i r t p H A r r n i i n t s is a k i n t o t h a t r>f 

group accounts, where the depositors are 
the "minority", and there is no "group of 
companies", but just a bank, its depositors 
and its borrowers - in a relationship which 
lies outside non-Muslim experience. Nor 
would what happens here square too well 
with the increasingly involved 
requirements for group accounting. 

(It would not be acceptable for 
depositors to make Islamic loans to the 
bank in return for a share of the bank's 
overall profit or loss, which would then 
lend them on as Islamic loans to its 
borrowers. This would contravene the 
doctrine of Khalifa, whereby people are 
held accountable as God's Regents on 
Earth for what is actually done with their 
wealth. 

This Islamic view of personal 
responsibility and the need to accept one's 
share of life's risks was formerly general to 
Muslim, Christians and Jews alike. "The 
rise of Capitalism" led to its abandonment 
in favour of arbitrary methods of 
engineering the allocation of risk between 
the providers and the users of capital. 

In recent years, this process has 
generated some very extreme forms of 
financial instrument, of which derivative 
securities are one example. One must 
wonder whether some re-assessment of 
the concept of equity investment might 
resolve the difficulties which arise from 
such instrument, in accounting and 
elsewhere.) 

b) T h e situation is complicated by the 
possibility for depositors in Islamic banks 
to restrict the range of customers to whom 
their funds are to be advanced, and 
restrict or completely inhibit the mixing of 
the bank's funds with their own. The effect 
is much the same as with accounting for 
charities, and requires the establishment 
of a general fund and number of 
additional restricted funds, all requiring 
separate treatment. 

c) Moreover, the extent to which the bank 
has no financial interest in the advances, 
or only a minority interest, weakens the 



analogy with group accounting; the 
depositors clearly form a syndicate, in 
which the bank has at most a minority 
interest. 

In these circumstances, the bank is 
merely acting as a broker or agent, who 
sets up and administers the syndicate for a 
fee, and it is thought inappropriate to 
carry either the deposits or the 
corresponding assets in the balance sheet 
of the bank itself Instead a Statement of 
Changes in Restricted Investments is to be 
given as a separate item in the financial 
report of the bank. 

d) The withdrawal of deposits and the 
closure of accounts is also a problem for 
Islamic banks. The depositor's profit (or 
loss) is determined by the outcome of 
ongoing lending transactions and cannot 
be known until some future date. Strictly, 
one would need to de termine the 
currently outstanding advances whenever 
such a reduction or closure occurred, and 
pay or demand adjustments over the 
remainder of their terms. The Standards 
requires a statement setting out the 
methods used. 

e) The giving of alms is one of the Pillars of 
Islam, and while this duty is incumbent 
upon the individual shareholders and 
depositors of the bank, the rather difficult 
and technical natures of their holdings 
may make it preferable for the bank itself 
to work out what is appropriate, deduct it 
from their accounts, and disburse it. 

The laws of the country in which it 
operates, or its own internal regulations 
may require a bank to maintain a Zakat 
account to handle the mandatory wealth 
tax due on certain parts of Muslims' 
assets. This is to be applied to the relief of 
poverty. 

f) In addition, Muslims have a duty to 
improve their social and physical 
environment, and the bank may establish 
a Qard fund for that purpose. This is used 
to give loans, etc., on beneficial terms to 
worthy objects. 

g) An essential feature of an Islamic bank is 

the appointment of a religious Sharia 
Supervisory Board or a Sharia Supervisor, 
to ensure that the bank's products 
conform to Islamic law. The nature of 
these arrangements is among the basic 
administrative information which must be 
included in the bank's financial reports. 

h) A further problem for Islamic banks is 
what to do with any commissions or profits 
which it may receive or expenditures it 
may make as a result of inadvertently 
investing in activities which are forbidden 
by the Sharia, such as trading in pork 
products. These receipts, etc., are 
themselves unclean, and Muslim 
depositors want to be reassured as to how 
they have been disposed of. A note of such 
items has to be appended to the accounts. 

i) Finally, the depositors ' capital in an 
Islamic bank is not secured as against the 
shareholders of the bank. The appropriate 
proportions of any losses are charges 
against the relevant deposits. The need to 
conform to regulations designed to 
safeguard depositors in secular banks 
commonly requires Islamic banks to 
maintain larger shareholders' equities and 
higher levels of liquidity than they may 
need, without enhancing the security of 
their depositors' accounts. 

The Standard requires considerable amounts 
of detail about the terms and maturity of the 
Investment Accounts and assets of the bank to 
be shown by way of notes to the accounts. 
They are also required to set restrictions which 
regulators may impose on the types of 
business that the bank may undertake. 

(This lack of security for depositors rather 
subverts a major objective of conventional 
banking regulation, and induces some 
regulators [such as the Bundesbank] to claim 
that such Islamic banks cannot be "real" banks 
at all, but rather a form of investment trust 
company.) 

Conclusion 
It can be seen that axiomatic accounting and 
normative accounting regulations fit rather 



well with the general Islamic ethos of a 
universal law that is applicable under all 
circumstances. Truth and fairness in 
accounting are equally acceptable, although 
Muslims will find it impossible to conceive 
how this could be achieved outside the Law. 

Although the Sharia rules on morality 
were largely identical with those of Christian 
Canon Law and the Laws of Moses, until well 
into the Middle Ages, they have now grown 
apart. This is especially so in matters of 
business morality, where only Muslims still try 
to observe the old requirements for personal 
responsibility, personal involvement and an 
equitable sharing of risk. 

Both accounting legislation and quasi-
legislation, and accounting theory have 
developed to accord with secular ideas of 
business practice. An Islamic financial 
institution is unlikely to be able to conform to 
their requirements in at least one respect: the 
possibility that a "customer" could actually 
have an equity interest with full exposure to 
commercial risks, but in respect of a part only 
of the institution's undertaking. 

Secular thinking would wonder how it 
could be possible for someone exposed to 
equity risks not to have voting rights of some 
kind in the organisation. In fact, they must 
rely on the basic Islamic ideas about Shura 
(consultation); the management of an Islamic 
bank will take very full account of its 
depositor's comments and suggestions. 

Current European ideas about supei-visory 
boards could perhaps be extended and 
strengthened to accommodate Shura, and also 
the authority of the Sharia Supervisoi7 Boards 
as well. A lesser problem might be that British 
company law at least does not permit the 
redemption of ordinary shares, except on 
winding-up or by order of the Court. A 
solution might be to permit such 
redemptions, so long as there is one class of 
ordinary share, controlling the whole of the 
company's undertaking, which cannot be 
redeemed in the ordinary way. 

As current possibilities for risk-sharing 
become more and more exotic, it may be that 
the solution to their control lies in a better 

appreciation of the nuances of the earlier 
ideas about equity interests in business activity, 
and how they might be incorporated into 
current thinking and legislation. 



Auditing of Islamic Banks -
A Practitioner's Perspective 

K H A L I D A B D U L L A H J A N A H I 

On- and Off-Balance Sheet Issues 
In the context of Islamic banking, there are 
currently no established criteria for the 
accounting treatment of customer deposits in 
respect of which the associated risks and 
rewards are borne by the investor 

Accordingly, the dilemma surrounding the 
t reatment of such deposits or investment 
accounts, i.e., whe ther these should be 
included within the Islamic bank's balance 
sheet or reflected off-balance sheet has, for 
some time, been the focus of attention of 
eminen t Islamic scholars, jurists and 
professionals. However, the debate continues 
and no consensus has as yet been reached on 
the uniform treatment of investment accounts. 

Additionally, formal accounting standards 
have not as yet been developed specifically for 
Islamic banks and financial institutions and 
therefore there are no formal rules and 
regulat ions governing the account ing 
t rea tment of investment accounts. T h e 
resolution of this matter is not an easy one, 
since, as discussed below, there are a number 
of tenuous issues arising from both methods 
of treatment. 

Certain Islamic banks include investment 
accounts within their balance sheet, whilst 
others reflect such accounts as funds under 
m a n a g e m e n t off-balance sheet. T h e 
classification of investment accounts, either 
on- or off-balance sheet is, at times, also 
determined by the regulatory environment in 

which the Islamic bank operates . T h e 
differing treatment adopted by Islamic banks 
in respect of their investment thus renders 
compatibility and comparability of financial 
s ta tements of individual Islamic banks 
difficult, if not meaningless. T h e issue 
becomes fur ther compounded in the case of 
multinational Islamic financial institutions, 
where, for example, the holding company, 
which does not have regulatory constraints, 
classifies investment accounts off-balance 
sheet, whereas its subsidiaries or branches 
operate in countries which require investment 
accounts to be included within the balance 
sheet. 

Islamic banks which distinguish between 
on- and off-balance sheet investment accounts 
apply the r isk-and-recourse criteria in 
classifying such accounts as either on- or off-
balance sheet. Funds managed by Islamic 
banks without risk and recourse to the bank 
are reflected off-balance sheet and not co-
mingled with the bank's own assets and 
liabilities. 

On the other hand, if investors place 
funds with the Islamic bank without recourse 
to the customer, these funds and their 
ultimate investment are co-mingled with the 
bank's own assets and liabilities. 

Islamic banks that include all investment 
accounts, irrespective of the risk and recourse 
criteria, within their balance sheet, co-mingle 
such investment accounts with their own assets 



and liabilities. However, certain banks, which 
have assets with maturities in excess of five 
years, tend to designate such assets as their 
own assets, financed by shareholders' fiinds 
and not by investment accounts. 

Such banks, however, exclude from their 
balance sheets investor funds, which are 
managed on a non-discretionary or 
"restricted" basis. These funds are accordingly 
reflected off-balance sheet. 

those of the bank, elaborate internal 
accounting records, systems and 
procedures may need to be developed and 
maintained in order adequately to 
segregate the bank's own assets and 
liabilities from those of its managed funds. 
Care may also need to be exercised in 
circumstances where the bank is investing 
in certain transactions jointly with its 
customers. 

Issues Associated with Classification of 
Investment Accounts On-balance Sheet 
Following are some of the issues that may arise 
if discretionary investment accounts are 
reflected within an Islamic bank's balance 
sheet irrespective of the risk-and-recourse 
criteria: 

a) The inclusion of all investment accounts 
within the balance sheet of an Islamic 
bank may have the effect of considerably 
inflating its balance sheet and may 
consequently give rise to capital adequacy 
issues. As a result. Islamic banks may be 
required to increase their capital base in 
order to comply with internationally 
stipulated capital adequacy ratios. 

b) Certain countries have regulatory 
requirements that restrict banks from 
extending credit facilities to non-licensed 
deposit-takers in excess of a stipulated 
percentage of the bank's capital and 
reserves. 

Issues Associated with Classification of 
Investment Accounts Off-balance Sheet 

a) Issues associated with borrowing from, 
and lending, to managed funds 

Islamic banks that classify investment accounts 
managed on a "without risk and recourse 
basis", off-balance sheet, designate such 
accounts as "managed funds" or "funds under 
management". These banks may at times 
borrow from, and lend to, their managed 
funds, such transactions occasionally reaching 
significant proportions. 

Before expanding upon the issues 
associated with borrowing from, and lending 
to, managed funds, it would be useful to 
understand the circumstances under which 
Islamic banks may borrow from, and lend 
fiands to, their managed funds. 

Borrowing from the bank's managed 
funds may be undertaken under the following 
circumstances: 

Inclusion of investment accounts on the 
balance sheet may result in Islamic banks 
encountering difficulties in complying with 
these regulatory requirements, since it is not 
unusual for customer funds to be invested in 
individually significant financing transactions. 
Islamic banks may therefore have to reduce 
the size of individual credit exposures and/or 
increase their capital base to an appropriate 
level in order to comply with regulatory 
requirements. 

c) Since the assets and liabilities of the bank's 
managed funds are to be co-mingled with 

(i) Islamic banks are constrained from raising 
funds in the conventional money market 
and therefore, at times, may resort to 
borrowing available funds from their 
managed funds. 

(ii) In certain situations, an Islamic bank 
invests in assets which are denominated in 
currencies in which the bank may not have 
available financing resources. In order 
not to expose itself to foreign currency, the 
bank may borrow the required currency 
from its managed funds. 

(iii) Under certain other circumstances, the 
Islamic bank may be faced with a situation 



in which it has undertaken a relatively 
high-risk, off-balance sheet investment for 
which it may not have available investor 
funds for that particular type of 
transaction. 

The Islamic bank may therefore borrow funds 
at its own risk from off-balance sheet investors 
who wish to invest in comparatively low risk, 
liquid instruments and invest these funds in 
the off-balance sheet, high-risk transaction. 

The Islamic bank may lend to its managed 
funds under the following circumstances: 

(i) When the bank enters into significant 
financing transactions on behalf of its 
managed funds, it may not be able initially 
to obtain sufficient off-balance sheet funds 
to invest in the transaction. Consequently, 
the bank may initially provide the funds to 
cover the f inancing shortfall and 
subsequently repay itself as and when off-
balance sheet funds for the particular 
transaction become available. 

(ii) From time to time, the Islamic bank may 
lend to its managed funds in order to 
cover temporary shortfalls arising from 
investor withdrawals. 

(iii)The bank may also lend to its managed 
funds under the scenario envisaged in (iii) 
above, whereby it may borrow funds from 
off-balance sheet investors wishing to 
invest in low-risk, liquid instruments and 
invest the funds in relatively high-risk, off-
balance sheet transactions. 

The following issues may arise as a result of 
borrowing from, and lending to, managed 
funds: 

(i) Borrowing from, and lending to, the 
bank's managed funds may have the effect 
of inflating an Islamic bank's balance 
sheet, particularly if such borrowing and 
lending reaches significant proportions. 
The resultant inflation of an Islamic 

bank's balance sheet may have adverse 
effects on its financial position, 
particularly in relation to capital adequacy 
issues. 

(ii) Borrowing by an Islamic bank from its 
managed funds may raise certain arm's 
length issues, particularly in respect of the 
rate at which it borrows these funds from 
its off-balance sheet investors. Since 
Islamic banks are prohibited from 
receiving or paying interest, in respect of 
which comparative market rates are 
readily available, it may be difficult to 
compare the rates of return paid by the 
bank on borrowing from its managed 
funds with the rates of return which the 
investors would have obtained in respect 
of alternative Islamically acceptable 
instruments and it is almost certain that at 
some stage the practice may be challenged 
accordingly. 

(iii) Islamic institutions which rely to an extent 
on obtaining funds from their off-balance 
sheet investors to finance their own assets 
may be exposed to potential liquidity 
problems, particularly in the event of a 
significant level of withdrawal of investors' 
funds. In the event of non-payment of 
such debts, the institution will almost 
certainly encounter legal problems with 
respect to fulfilment of its fiduciary duties 
towards the investors. 

(iv) On the other hand. Islamic banks may 
also face liquidity issues in respect of 
potentially long-term commitments 
arising from financing off-balance sheet 
transactions for which the Islamic bank 
may be unable to attract sufficient investor 
funds to replace its own initial financing. 
Such a situation may also be construed to 
prejudice the interests of the shareholders 
of the bank, who, in substance, 
predominantly bear the responsibility of 
supporting the bank's managed funds in 
view of the Sharia restrictions placed on 
Islamic banks in respect of raising external 
sources of funds to finance their managed 
funds. 



(v) As a corollary to (iv) above, Islamic banks 
may expose themselves to credit risks, 
which are disproport ionate to their 
corporate size, and consequently may 
incur potentially large financing losses. 

b) Fiduciary Issues 
Other issues arising from the treatment of 
managed funds off-balance sheet may have 
certain fiduciary connotations. It would, 
therefore, be appropriate at this juncture to 
perhaps elaborate on the concept of 
"fiduciary" before dealing with the issues 
associated therewith. 

One of the most important responsibilities 
of an Islamic bank is the diligent performance 
of its fiduciary duties and obligations to its 
investors. Investors place a great deal of trust 
in Islamic institutions, since they provide 
funds at their own risk and without recourse to 
the Islamic bank. Quite often the investor 
permits the Islamic bank to invest his funds at 
the sole discretion of the bank. 

Islamic banks, therefore, have an onerous 
duty to their investors and are thus required to 
perform their fiduciary role to the best of their 
ability and in the best interests of their 
investors. The fiduciary responsibility of an 
Islamic bank extends to include the exercising 
of due care and diligence to ensure that 
customer funds are invested in accordance 
and in compliance with the Islamic Sharia. 

Following are some of the potential 
fiduciary issues that may arise: 

(i) Islamic banks, in order to remain 
competitive with other conventional 
banks, may at tempt to provide their 
investors with returns on investments 
which appear to be consistently 
comparable to prevailing market rates. In 
order to achieve this, some Islamic banks 
may establish off-balance sheet provisions 
or reserve accounts. When managed 
investments yield returns in excess of 
market rates, this provision account may 
be credited with such excesses, thereby 
aligning actual yields with market-
comparable rates of return. 

During leaner times, when the yields on 
investment fall below market rates of return, 
the provision account may be utilised to 
release funds sufficient to cover the shortfall, 
thereby artificially inflating returns to 
investors. The use of such techniques may 
result in the Islamic bank potentially 
compromising itself in the performance of its 
fiduciai7 duties, since investors may be under 
the misconception that their funds are actually 
yielding market rates of return. The situation 
might deteriorate if the provision account had 
been fully utilised, thus resulting in a decline 
in actual rates of return. Such a situation may 
reflect adversely on the reputation of an 
Islamic bank and consequently may cause 
investors to doubt its competence as a 
muclarib. 

Another related issue arises when 
provisions are required to be established in 
respect of non-performing, off-balance sheet 
investments. The creation of such provisions 
off-balance sheet may have an adverse impact 
on investor return, which, as a consequence, 
may tend to decline. 

In order to avoid such a situation. Islamic 
banks may adopt the route of establishing 
equivalent provisions on-balance sheet and 
assign such provisions to cover the off-balance 
sheet shortfall in provisions. On the other 
hand. Islamic banks may be reluctant to 
establish even on-balance sheet provisions to 
cover such shortfalls. 

The adoption of such a treatment has the 
effect of masking the true quality and 
performance of the assets in which customers 
have invested their funds and may therefore 
potentially result in the bank breaching its 
fiduciary duties. 

The allocation of on-balance sheet surplus 
provisions to cover the off-balance sheet 
shortfall in provisions may have wider 
implications, since this treatment may 
effectively reduce returns to the shareholders 
of the bank and may therefore be detrimental 
to their rights and interests. 

Another example whereby the interests of 
shareholders may be adversely effected is 
when managed funds are not performing 



satisfactorily and the bank, in its capacity as 
mudarib, waives its management fees in order 
to maintain adequate returns to its investors. 
This practice may have a negative impact on 
the profitabihty of the bank itself and 
consequently may prejudice the interests of its 
shareholders. 

(ii) Islamic banks are under constant pressure 
to maintain adequate returns to both their 
shareholders and their investors. This may 
result in the bank resorting to the transfer 
of assets either from, or to, its managed 
funds, sometimes at values other than the 
fair value of the asset. This practice is 
undesirable and could result in a breach in 
the performance of the bank's fiduciary 
duties as well as jeopardise the interests of 
both its shareholders and investors. 

(iii) Islamic banks, as a rule, enter into 
standard agreements with their off-
balance sheet customers. These 
agreements, which require to be approved 
by the bank's Religious Supervisory Board, 
formalise the relationships between the 
bank and its investors and set out the 
terms and conditions, as well as the rights 
and obligations, of both the bank and the 
investor. These agreements generally 
protect the interests of the bank and tend 
to provide the bank with a free hand in the 
investment of funds, obviously without 
recourse to itself. 

However, certain investors stipulate the 
parameters within which they wish to invest 
their funds and accordingly specify the type 
and tenure of the investment in which they 
wish to place their funds. 

The Islamic bank is, therefore, under a 
fiduciary obligation to comply with the terms 
and conditions of the agreement, as well as 
any restrictive covenants which the investor 
may stipulate. Accordingly, if the Islamic bank 
failed to comply with the terms and conditions 
of the agreement, as well as with the specific 
instructions of the investor, it would breach its 
fiduciary obligations to its off-balance sheet 
investors. 

(iv) Islamic banks offer a wide range of 
mudarabas in which off-balance sheet 
customers may wish to invest their funds. 
Each mudaraba is structured differently 
and its salient features include the tenure 
of the mudaraba and the underlying assets 
in which customer funds will be invested. 
The Islamic bank is therefore under a 
fiduciary obligadon to its customers to 
ensure that funds are invested in 
accordance with the objectives and the 
tenure of the mudaraba. Fiduciary issues 
arise when customer funds are invested in 
a manner that may be inconsistent with 
the stated objectives and the tenure of the 
mudaraba. 

c) Sharia Compliance Issues 
Having discussed fiduciary issues which arise 
mainly from the relationship between the 
Islamic bank and its off-balance sheet 
investors, it would be logical to proceed to 
Sharia compliance issues which external 
auditors of Islamic banks may be required to 
deal with. However, it should be noted that 
Islamic banks are required to comply with the 
covenants of the Sharia, irrespective of 
whether investment accounts are classified on-
or off-balance sheet. 

External auditors may come across Sharia 
compliance issues, which may arise from the 
following situations: 

(i) Post facto review by the Religious 
Supervisory Board 

In the recent past. Islamic financial 
institutions have structured and developed 
innovative Islamic financial instruments and 
transactions bearing in mind the compliance 
requirements of the Sharia. These institutions 
strive to obtain the approval of their in-house 
Religious Supervisory Boards before entering 
into new transactions or marketing new 
instruments. 

However, at times, due to commercial 
considerations, approval for these 
transactions and instruments may be sought 
on a post facto basis and, as a result, it may be 



too late to address Sharia compliance issues 
which may arise from the review of these 
transactions and instruments by the ReHgious 
Supervisory Board. 

(ii) Inadequate or incomplete submissions to 
the Religious Supervisory Board 

Financing instruments and transactions may 
be submitted to the Religious Supervisory 
Board in their legal and commercial forms 
without sufficient details and explanations in 
respect of the underlying substance of these 
transactions. Consequently, the instruments 
and transactions may be approved by the 
Religious Supei-visory Board without a full 
appreciation of the Sharia issues and 
implications associated therewith. These 
issues and implications, therefore, come to 
light at a later stage, most often during the 
course of the external audit. Management, 
then, have to address these issues to the 
Religious Supervisory Board in order to have 
them regularised. 

(iii) The concept of the Sharia audit 

An Islamic bank found to be in breach of its 
fiduciary duties, or in contravention of the 
covenants of the Sharia could potentially 
expose itself to litigation from its investors as 
well as from third parties. The external 
auditor of an Islamic bank, therefore, has an 
unwritten duty to verify that the Islamic bank 
is properly discharging its fiduciary functions 
as well as complying with the covenants of the 
Sharia and is consequently required to report 
upon any breaches which may occur. 

In order to ensure that Islamic banks 
comply with the requirements of the Sharia as 
well as perform their fiduciary duties and 
obligations, close co-operation is required 
between Religious Supervisory Boards and 
external auditors. Currently, there are no 
formal rules and regulations to ensure 
compliance in these respects. 

The introduction of the concept of the 
"Sharia audit" would ensure Sharia and 
fiduciary compliance and would also assign 

formal responsibility to ensure such 
compliance. 

The Sharia audit could be performed 
either by the Islamic bank's external auditors 
or by its Religious Supervisory Board. 

The performance of the Sharia audit by 
the bank's external auditors would ensure that 
adequate independence was maintained. 
However, the external auditors would be 
required to have the necessary competence 
and expertise to deal with Sharia and fiduciary 
compliance issues. 

On the other hand, if the in-house 
Religious Supervisory Board of an Islamic 
bank were to carry out a Sharia audit, it would 
have to be sufficiently independent in order to 
ensure an effective audit. Additionally, the 
Religious Supervisory Board would also 
require the requisite skills and expertise to 
address and resolve the resultant accounting 
issues and implications. However, it should be 
noted that some Islamic banks have "Sharia 
internal auditors" who are also members of 
the bank's Religious Supervisory Board. 
These "auditors" monitor Sharia and fiduciary 
compliance on an on-going basis and report 
their findings to the Religious Supervisory 
Board. 

Under either of the above scenarios, an 
Islamic bank's Religious Supervisory Board 
and its external auditors will require to liaise 
closely with each other on an on-going basis in 
order to ensure that potential Sharia and 
fiduciary compliance issues, which the Islamic 
bank may be exposed to, are addressed and 
resolved on a timely basis. 

T h e establishment of rules and 
regulations, as well as a code of practice, for 
the performance of a Sharia audit would go a 
long way in effectively ensuring that Islamic 
banks comply with the covenants of the Sharia 
as well as perform their fiduciary duties and 
obligations to their investors. 



Accounting Systems for Islamic Banking 
An Insider's Perspective 

M U S A A S H I H A D E H 

Introduction 
Banks play an active and essential role in the 
deve lopment of m o d e r n economies. 
Accordingly, some Islamic countries have 
taken steps towards the comprehensive 
application of the principles of the Sharia in 
banking. Muslims started to look for an 
Islamic form of banking which would operate 
on a non-usurious basis. 

Muslims firmly believe that the principles 
of Islamic economy were revealed by God and 
that the ultimate purpose of Islamic economy 
is to maintain the welfare and happiness of 
human societies. 

Islam, like all o ther divine religions, 
prohibits usury because of the negative effect 
that usury has on the social and economic 
behaviour of individuals and groups. 

Therefore, the mission of Islamic banks is 
multi-fold. They must per form their activities 
on a non-usurious basis and at the same time 
prove that a proper combination between 
capital and labour can achieve remarkable 
success in the progress of their respective 
national economies. 

Activities of Islamic Banks 
I shall try to give an idea of the activities of the 
J o r d a n Islamic Bank, which in essence 
correspond to most of the activities of other 
Islamic banks. 

Objectives 
T h e bank aims at meeting economic and 

social needs in the field of banking services, 
financing and investment operations on a 
non-usurious basis. These objectives include: 

1 Expanding the extent of the banking 
sector by offering non-usurious banking 
services, with special emphasis on 
introducing sei^vices designed to revive 
various forms of collective responsibility 
on a basis of mutual benefit. 

2 Developing means to attract funds and 
savings, and channelling them into non-
usurious investment. 

3 Providing the necessary financing to meet 
the requirements of the various sectors of 
the economy, particularly those that 
are not likely to benefit from usurious 
banking facilities. 

Functions 
In order to realise its objectives, the Bank 
carries out, on a non-usurious basis, such 
operations in the following fields of banking 
services as will enable it to attain such 
objectives. 

1. Accepting Deposits 
Such deposits include the following: 

a) Trust deposits. Deposits received by the 
Bank from persons where the bank is 



authorised to use the deposits at its own 
risk and responsibihty in respect of profit 
or loss, and which are not subject to any 
conditions for drawing or depositing. 

b) Joint investment accounts. These include 
deposits received by the Bank from 
persons desiring too participate in 
multilateral and continuous investment 
financing operations, whereby such 
deposits will receive a certain percentage 
of the annual net profit realised in 
accordance with the conditions of the 
account under which they are entered. 

c) Specified investment accounts. Deposits 
received by the Bank from persons 
desiring to appoint the Bank as agent for 
investment of these deposits in a specific 
project or in a specific manner, on the 
basis that the bank will receive a part of 
the net profits realised, but without 
liability for any loss which is not 
attributable to any violation or fault by the 
bank. 

d) Muqarada bonds. These are documents 
having a uniform value, issued by the 
Bank in the names of the persons who 
subscribe therein by paying their face 
value, on the basis of participation by the 
holders of these bonds in the annual 
profits realised in accordance with the 
terms of each separate issue of such 
bonds. 

2. Finance and Investment Activities 
The Bank performs all sorts of finance and 
investment activities organised on a non-
usurious basis. These include: 

a) Mudaraba. Advances by the Bank of the 
necessary funds, fully or partially, for 
financing a specific operat ion 
administered by another person on the 
basis of participation in the profit or loss 
from such operation. 

b) Participation, which can be divided into: 
(i) Decreasing participation 

Participation by the Bank as a financing 
partner, fully or partially, in a profitable 
project on the basis of agreement by the 

other partner that the Bank will receive a 
certain part of the net profit actually 
realised, while the partner is entitled to 
retain the remaining part, or any part 
thereof, as may be agreed upon, to be off-
set against the funds advanced by the 
Bank for financing the project, 

(ii) Continued Participation. Where the Bank 
holds a share in the equity of a project that 
is expected to gain a return, it continues to 
be a partner, 

c) Purchasing for others on a pre-agreed 
profit basis. Implementation by the Bank 
of an agreement where by the Bank 
purchases on behalf of the other 
contracting party goods requested by the 
said party, and pays the purchase price in 
full or in part , on the basis of an 
undertaking by the contracting party to 
re-purchase the same goods at a profit 
agreed upon in advance. 

3. Other Non-Usurious Banking 
Operations 

The Bank carries out, whether for its own 
account or for the account of others, such 
traditional or modern banking activities as it 
is able to undertake within the limits of its 
commitment, including: 

a) Accepting deposits and opening current 
and other accounts of various types, as 
mentioned earlier. Payment and clearance 
of cheques. Collection of bills of exchange, 
transfer of funds, opening of documentary 
credits, issue of bank guarantees, and 
other banking services. 

b) Dealing in the purchase and sale of 
foreign currencies on the basis of spot 
rates only. It is permissible, in this regard, 
to undertake mutual lending in various 
currencies without interest as may be 
required. 

c) Giving fixed term loans as a mere service 
without interest. 

d) Management of properties and other 
assets, which can be managed by the bank 
on the basis of an agency fee. 



e) Acting as a trustee 
f) Carrying out feasibility studies and giving 

information and consultanq' services on 
various economic matters. 

4. Social Services 

Tiie Bank acts as a trustee in organising social 
services designed to strengthen the ties of 
solidarity and co-operation among various 
groups and individuals, through the following 
activities: 

a) Giving beneficial loans for productive 
purposes in various fields to enable the 
beneficiaries to start independent lives or 
to raise their incomes and standard of 
living. 

b) Establishment and administrat ion of 
special funds for various social purposes. 

c) Any other activities within the scope of 
these general objectives. 

In short, Islamic banking is interest-free 
banking, elaborating the possible ways of 
reorganising banking without the institution 
of interest. Islamic banks offer to those who 
want to avoid interest the mechanism needed 
through which savings are channelled from 
savers to investors on the basis of a profit-
sharing system. They function as financial 
intermediaries between savers and the 
ultimate users of funds, where the savers share 
the risk of low return or even loss. 

Accounting Systems of Islamic Banks 
In regard to the accounting system of the 
Jordan Islamic Bank, it is worth pointing out 
that the Articles which govern this system, as 
stated in the Bank's Law, are explained and/or 
detailed by the Bank's Board and 
management, and that these explanations are 
subject to the approval of the Bank's Sharia 
consultant, who must, in turn, elaborate the 
Sharia standpoint on these explanations. 

Below are some extracts from the Bank's law. 

ARTICLE FOUR: Profits Realised from 
Investments 

S E C T I O N 18 
Profits and losses relating to financing and 
joint investment activities shall be separated 
in the accounts from the other income and 
expenditure relating to other activities and 
services offered by the Bank. T h e same 
applies to the income and expenditure of 
investments for specific purposes, in respect of 
which a separate account must be kept for 
each particular project. 

S E C T I O N 19 
In accounting for the profit income connected 
with its financing and investment activities, 
the Bank may not adopt a method of 
accounting which takes into account estimated 
or expected profits, but it must confine itself 
to the profits realised in accordance with the 
nature of the operations which the bank 
finances, and in accordance with the following 
rules: 

a) In the case of individual Mudaraba, the 
profits shall be realised on the basis of a 
final settlement of accounts carried out 
between the Bank and the party utilising 
the funds. Such settlement should be 
based on actual receipt of the cash and 
realisation of the income and should be 
duly approved and accepted. The profits 
of each year shall be entered in the 
accounts of the year in which such 
settlement is carried, whether in respect of 
the complete project or a part of it. 

b) In the case of decreasing participation, the 
profit or income shall be realised on the 
basis of the net income derived from the 
project concerned until the end of the 
financial year, even if such income is not in 
fact received in cash, as in such event, the 
income realised shall be treated as money 
due but not received. 

c) In the case of purchasing for others on a 
pre-agreed profit basis, the profit shall be 
realised upon the conclusion of the 
subsequent contract and on the basis of 



the difference between the actual cost and 
the price agreed upon with the party who 
ordered the purchase. 

d) The various financing operations shall be 
charged with all the direct expenses and 
costs arising therefrom, and should not be 
charged with any part of the general 
overhead expenses of the Bank. 

The Apportionment of Joint Investment 

SECTION 20 
a) In order to replenish the special account 

for meeting investment risks, the Bank 
shall deduct annually an amount equal to 
ten per cent of the net profits realised 
from various investment operations 
during that year. 

b) The amounts so deducted annually shall 
be kept in a special account to meet any 
losses exceeding the total profits derived 
from investment in that year. 

c) The deduction of such percentage should 
be stopped as soon as the accumulative 
balance of this account reaches twice the 
paid-up capital of the Bank. 

SECTION 21 
Distribution of Profits Between the Bank and 
the Investors: 

a) The Board shall announce by public 
notice the general percentage of the profit 
to be allocated to the general funds 
participating in joint investments, such 
announcement to me made at the 
beginning of the same financial year and 
no later than the end of the first month of 
every year. 

b) T h e Bank as jo int venturer shall be 
endded to the remaining percentage after 
the deduction of the amount allocated to 
the investors. The Bank shall also be 
entitled to participate in the profits of 
joint investments in proportion to the 
amount of its own funds or the funds 
which it is authorised to risk in joint 
investments. 

(c) In determining the funds participating in 
joint investment, priority shall be given to 
jo int investment deposits and to the 
holders of joint Muqarada bonds. The 
Bank may not consider itself as a 
participant in financing from its own 
funds save to the extent of the excess of 
the amounts udlised in financing over the 
total balances of the investors. 

SECTION 22 
a) The Bank, as a joint venturer, shall bear 

any losses resuldng from any cause for 
which it is legally liable, including any 
cases where authority is exceeded or 
insufficient care or caution is exercised by 
the members of the Board of Directors, or 
the managers or employees or workers of 
the Bank. Insufficient exercise of care for 
which the Bank is answerable shall include 
any cases of fraud, abuse of trust, 
collusion, and similar forms of misconduct 
which fall short of the standards of 
honesty expected in the management of 
joint venture operations by the Bank. 

b) Losses incurred which are not attributable 
to misconduct involving the exceeding of 
authority or failure to exercise care or 
caution shall be deducted from the total 
profits realised for the year in which such 
losses are incurred. Any excess of losses 
over the profits that were actually realised 
during that year shall be deducted from 
the reserve account opened for covering 
the risks of investment. 

c) If the total profits realised in the year, 
together with the reserves accumulated 
from the previous year, are not sufficient 
to cover the losses incurred, the Bank 
must carry out a comprehensive 
assessment of expected profits and losses, 
based on market rates, from operations 
which are financed by venture funds and 
which have not reached the stage of final 
settlement by the end of the financial year. 

d) If the result of such assessment indicates 
that the estimated profits are sufficient to 
cover the excess loss, the Bank must carry 
forward the excess loss so that it may be 



covered from the proceeds of the expected 
profits as and when they are reahsed from 
the opera t ions included in the 
comprehensive assessment, 

e) If, on the other hand, the estimated 
profits are less than the excess loss, the 
Bank may treat it as a loss carried forward, 
provided that the amounts withdrawn 
from the joint investment deposits and the 
joint muqarada bonds shall be charged 
with a pro-rata part of the excess loss in 
p ropor t ion to the percentage of 
participation of the amount withdrawn in 
the investment operat ions, and 
depending on the type of the account in 
each case. 

SECTION 23 
The Islamic legal consultant who is appointed 
in accordance with the provisions of this law 
shall ascertain the existence of a legal 
doctrinal (fiqhi) basis to support the charging 
of any loss resulting from joint investment 
operations to the Bank. 

SECTION 24 
In case of l iquidation of the Bank, the 
depositors' rights shall be dealt with as follows: 

a) The rights of depositors in trust deposit 
accounts, and other deposi ted funds 
which are not intended for investment and 
participation in investment profits, shall 
be settled first. 

b) Next, the rights of depositors in joint 
investment accounts shall be settled in 
accordance with the special conditions 
applicable to such accounts, as well as shall 
the r ights of the holders of jo in t 
Muqarada bonds, who shall receive the 
same percentage as the depositors in joint 
investment accounts. 

c) T h e r ights of deposi tors in specific 
investment accounts, and of the holders of 
specific Muqarada bonds, shall be linked 
to the projects specified for each 
investment, and they shall bear the risk of 
such specific investment. 

d) The rights of shareholders shall be settled 

on the basis of a distribution among them 
of the remaining fund, in proportion to 
the shares held by each of them, 

e) T h e balance of the resei^ve account for 
covering investment risks shall be 
transferred, upon the liquidation of the 
Bank, to the account of the charity (Zakat) 
fund to be spent for the purposes 
prescribed under the special law of the 
aforesaid fund. 

Final Accounts, Balance Sheet, and Profit 
and Loss Accounts 

SECTION 29 
T h e accounts of the Bank are maintained in 
accordance with banking accountancy 
methods. T h e final accounts shall be closed 
annually on the thirty- first day of December 
of every year. 

SECTION 30 
The annual balance sheet and profit-and-loss 
accounts are audited annually, prior to their 
presentation to the General Meeting, by the 
auditors who are elected in accordance with 
the provisions of the Articles of Association. 

SECTION 31 
T h e investment profits are distributed to 
investment deposi tors and holders of 
Muquarada bonds from the special accounts 
relating thereto during the month of January 
of the following financial year. 

SECTION 32 
The net profits accruing to the Bank which are 
realised until the end of the financing year 
shall be apport ioned as follows: 

a) Ten per cent to the compulsoi^ resei"ve 
account, until the balance accumulated 
becomes equal to the capital of the Bank. 

b) Five per cent to the remunerat ion of the 
members of the Board of Directors 
accounts, to be distributed among them in 
proportion to the number of meetings 
within the limit prescribed by the 
Companies' Law. 



d) Any percentage the Board may deem 
necessaiy to provide suitable reserve to 
meet the various liabihties within a 
maximum limit of twenty per cent of the 
net profits of that year. 

e) The balance of the profits is distributed to 
the shareholders in proportion to the 
number of shares which each of them 
holds. 

General Notes 
As previously indicated in Section 29, the 
Jo rdan Islamic Bank's accounts are kept 
according to banking accounting standards. 
Yet, when we compare these standards with 
the applications used in the Jordan Islamic 
Bank, we notice that some of the Jordan 
Islamic Bank's practices coincide with 
international standards while others do not. 
Some of these differences are explained 
hereunder. 

Revenues Versus Interest 
In traditional banks, interest rates and 
commissions are calculated according to value 
date, taking into consideration suspended 
interest deducted from doubtful or overdrawn 
accounts. 

In comparison, Islamic banks do not deal 
in interest. If we look at investment revenues 
in Islamic banks and the way these revenues 
are treated, we will notice that they are 
recorded, as previously mentioned, according 
to accounting rules which are different from 
those maintained by traditional banks. 

Our Bank's special law, however, sets the 
rules for how to record those revenues, how to 
verify them and how to distribute them among 
depositors, shareholders and investment risk 
provision. 

Securities 
According to International Accounting 
Standard No. 30, securities for t rading 
purposes and securities for long-term 
investment accounts are kept in separate 
accounts. And the difference between cost 
and market prices is taken as a provision 
against the decline of the prices of securities. 

Investments in securities in the books of 
the Jordan Islamic Bank appear in Financing 
and Investment Accounts unde r Other 
Investments. No special provision is made for 
these investments, as they are treated like all 
the other investments of the bank. As I 
previously mentioned, a fixed percentage of 
10% is taken on all investments as investment 
risk provision. 

According to the Bank's law, revenues or 
losses realised from securities are recorded 
after the sale thereof has been actually 
completed, and dividends are effected when 
such profits have been actually collected (on a 
cash basis). 

Real Estate 
Entries of real estate are determined 
according to the sources of the funds used for 
purchasing them. The purchase decision 
must indicate whether the funds used are from 
investment funds or from shareholders in 
order to decide where rents, revenues or losses 
must be entered. 

Real estate constructed from shareholders' 
funds is depreciated annually according to 
traditional standards, while investments in 
real estate of investment deposits are not 
depreciated. 

Revenue from Banking Services 
Revenues from banking services are separated 
from investment revenues, as the former 
belongs to the shareholders. 

Investment Risk Provision 
Investment risk provision as previously 
explained, belongs neither to shareholders 
nor to depositors, as this provision is used to 
extinguish loss incurring from investments, in 
any financial year, if these losses exceed the 
profits realised in that same year. 

Below, I give an example of Investment 
Revenues Distribution, Profit-and-Loss 
Accounts and Profits Distribution, which 
illustrates how these operations are carried 
out at the Jo rdan Islamic Bank, and I 
conclude by giving profit-and-loss accounts of 
shareholders and its distribution and by 



giving a sample of the auditors' comments on 
our accounting policies from their statement 
on our accounts. 

Main Accounting Policies 
a) In all of its transactions, the Bank adheres 

to the accounting principles of its special 

law, which conforms to the provisions of 
the Islamic Sharia. 

b) Shares and real estate investments are 
recorded at cost. Profits and losses thereof 
are recorded in accordance with the 
provisions of the law of the Bank 
whenever they actually occur. 

1993 1992 
JD JD 

Provision for Investment Risks 2,785,555 2,253,237 
Joint Investment Accounts' portion 14,237,810 13,154,710 
The Bank's portion 10,832,188 7,124,427 
Total 27,855,553 22,532,374 

Investment Profits 
Investment profits reahsed in 1993 amounted to JD 27,855,553 against JD 22,532,374 in 
1992. These profits were distributed according to the Bank's law and the decisions of the 
Board of Directors as follows: 

Profit-and-Loss Account 

In 1993, the Bank reahsed a net profit o f J D 4,310,274. The Board of Directors 
recommends the distribution of these profits as follows: 

(1) Profits Total JD 
- Net profit before tax 4,310,274 
- Income Tax provision (1,966,085) 
- Retained profit brought forward 267,290 

Total of distributable profits 2,611,479 

(2) Distribution of profits 
- Statutory reserve (10% of net profits before tax). 431,027 
- Staff Merit Rewards 2.5% of net profits as per the Bank's Law. 107,757 
- Voluntary Resei-ve 400,000 
- Other Resei-ves 41,568 
- Universities' Levies 43,103 
- Provisions for scientific research and vocational training. 43,103 
- Board members remuneration 31,667 
- Profits proposed for distribution to shareholders 12% 864,000 
- Retained profits 649,254 

Total 2,611,479 



c) Assets and liabilities in foreign currencies 
are evaluated, for balance sheet proposes, 
at the middle rate of buying and selling 
thereof, as issued by the Central Bank at 
balance sheet date. The difference is 
entered to the profit-and-loss account. 

d) Fixed assets are recorded at cost, but are 
annually depreciated according to the 
fixed ratios specified by the Income Tax 
Department. 

e) Forms provided by the Central Bank are 
used for classif)'ing and illustrating the 
financial statements. 

Conclusion 
As we have seen, the accounting system of the 
Jordan Islamic Bank and, to my knowledge, 
the accounting systems of other Islamic banks 
correspond with the conventional accoundng 
system in some general aspects, but differ in 
certain applications which are particular to 
Islamic banks. 

This speciality of the Islamic accounting 
system has forced Islamic bankers to seek a 
model accounting system which 
accommodates the requirements of banking 
and at the same time complies with the 
provisions of the Sharia. To pursue this 
purpose, a committee was formed in 1987. 
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Islamic Insurance 





The Concept of Takaful 

M O H A M M E D FADZLI Y U S O F 

As the essence of insurance may be seen as a 
system of mutual help in relation to the 
custom of blood money under the Arab tribal 
system, Muslim jurists generally accept that 
the concept of insurance does not contradict 
the Sharia. 

In fact, the principle of compensation and 
group responsibility was accepted by Islam 
and the Holy Prophet . Muslim jurists 
acknowledged that the basis of shared 
responsibility in the system of Aqila', as 
practised between the Muslims of Makkah 
(muhajirin) and Medinah (Ansar), laid the 
foundation of mutual insurance. 

In view of this, as well as the real need for 
insurance cover, Muslim jurists looked fur ther 
into the Islamic system of insurance. Their 
conclusion was that insurance in Islam should 
be based on the principles of mutuality and 
co-operation. On the basis of these principles, 
the Islamic system of insurance embodies the 
elements of shared responsibility, jo in t 
indemnity, common interest, solidarity, etc. 
According to the jurists, this concept of 
insurance is acceptable in Islam because: 

• T h e policyholders • co-operate a m o n g 
themselves for their common good; 

• Every policyholder pays his subscription 
in order to assist those of them who need 
assistance; 

• It falls under the donation contract which 
is intended to divide losses and spread 

liability according to the community 
pooling system; 

• The element of uncertainty is eliminated 
as far as subscription and compensation 
are concerned. It does not aim at deriving 
advantage at the cost of other individuals. 

Thus in consonance with the above basic 
characteristics, the jurists resolved that the 
system of insurance which falls within the 
confines of the Islamic framework should be 
founded on the concept of al-Takaful. 

Takaful, in Arabic, means joint guarantee. 
Thus it can be visualised as a pact among a 
group of members or participants who agree 
to jointly guarantee each among themselves, 
against loss or damage that may be inflicted 
upon any of them as defined in the pact. 

Should any member or participant suffer a 
catastrophe or disaster, he would receive a 
certain sum of money or financial benefit from 
a fund to help him meet the loss or damage. 
In other words, the basic objective of Takaful 
is to pay for a defined loss from a defined 
fund. Each member of the group pools effort 
to support the needy. It means mutual help 
among the group. 

As an insurance system, we are to confine 
the operation of Takaful within the Tijari 
(commercial) sector. Thus the transactional 
aspect of the commercial activity of Takaful 
must be subject to the Islamic contractual laws 
in order to ensure its compliance with the 



Sharia. Within this fundamental framework, 
the contract of Tijari Takaful is therefore 
based on the Islamic commercial profit-
sharing principle of Mudaraba. 

By this principle, the entrepreneur or 
Mudarib (Takaful operator) will accept 
payment of the Takaful instalments or Takaful 
contributions (premiums) termed as Ra's-ul-
Mal from investors or providers of capital or 
funds (Takaful participants) acting as Sahib-
ul-Mal. The contract specifies how the profit 
(surplus) f rom the operations of Takaful 
managed by the Takaful operator is to be 
shared, in accordance with the principle of 
Mudaraba, between the participants as the 
providers of capital and the Takaful operator 
as the entrepreneur. The sharing of such 
profit (surplus) may be in a ratio 5:5, 6:4, 7:3, 
etc. as mutually agreed between the 
contracting parties. 

In order to eliminate the element of 
uncertainty in the Takaful contract, the 
concept of Tabarru (to donate, to contribute, 
to give away) is incorporated in it. In relation 
to this, a participant agrees to relinquish, as 
Tabarru, a certain proportion of his Takaful 
instalments or Takaful contributions that he 
agrees or undertakes to pay, thus enabling 
him to fulfil his obligation of mutual help and 
joint guarantee should any of his fellow 
participants suffer a defined loss. 

In essence, Tabarru enables the 
participants to perform their obligations in 
sincerely assisting fellow participants who 
might suffer a loss due to a catastrophe or 
disaster. The sharing of profit or surplus that 
may emerge from the operations of Takaful is 
made only after the obligation of assisting the 
fellow participants has been fulfilled. It is 
imperative, therefore, for a Takaful operator 
to maintain adequate assets of the defined 
funds under its care, whilst simultaneously 
striving prudently to ensure the funds are 
sufficiently protected against undue over-
exposure. 

In essence, therefore, the provision of 
insurance cover as a form of business in 
conformity with the Sharia is based on the 
Islamic principles of Takaful and Mudaraba. 

Takaful is the pact among a group of 
participants, reciprocally guaranteeing each 
other; whilst Mudaraba is the commercial 
profit-sharing contract between the 
provider(s) of funds for a business venture and 
the entrepreneur who actually conducts the 
business. 

The operation of Takaful may thus be 
envisaged as the profit-sharing venture 
between the Takaful operator and the 
individual members of a group of 
participants, who desire to reciprocally 
guarantee each other against a certain loss or 
damage that may be inflicted upon any one of 
them. 

Thus it is necessary to emphasise at the 
outset that the Takaful business as practised in 
Malaysia is of the kind of co-operative Takaful 
(al-Takaful al-taawuni) participated in by a 
group of members of the public for their own 
cause within the domain of the private sector 

The commercial activity of Takaful is 
reflected in two basic types of business that it 
undertakes. Depending on the legal structure 
and statutory provision, both types of business 
may either be transacted under a common 
entity (composite basis) or one entity for each 
type of business. 

As a composite company, Sharia Takaful 
Malaysia, for example, as prescribed in the 
Takaful Act 1984, transacts both types of 
Takaful business. 

The types of business are as follows: 

1 Family Takaful business (Islamic life 
insurance) 

2 General Takaful business (Islamic general 
insurance) 

The fundamental objectives and basic working 
operations differ between these two types of 
business. 

Under the Family Takaful business, Sharia 
Malaysia provides various types of Family 
Takaful Plan which, generally, are long-term 
Murabaha contracts. Basically, a Family Plan 
provides cover of mutual aid among its 
members or participants expressed in the 



form of financial benefits paid from a defined 
fund should any of its members be inflicted by 
a tragedy. 

For the General Takaful business, Sharia 
Takaful Malaysia manages various types of 
General Takaful schemes, usually on a short-
term basis. The schemes provide protection in 
the form of mutual financial help to 
compensate its members or participants for 
any material loss, damage or destruction that 
any of them might suffer, arising from a 
catastrophe, disaster or misfortune that might 
be inflicted upon his properties or belongings. 

Family Takaful Plans are designed to sei-ve 
the requirements of both individual and 
corporate sectors. A Family Takaful Plan for 
the individual sector is a long-term saving and 
investment programme. Apart from the 
chance of enjoying investment profit, the Plan 
also provides mutual financial assistance 
among its participants. Thus the Family 
Takaful Plans would enable any individual to 
participate in a Takaful business with the 
following objectives: 

• To save regularly for a fixed period with a 
view to creating a kind of retirement or 
long-term contingency fund; 

• To invest with a view of earning profits in 
a manner acceptable to the Sharia; 

• To avail of cover in the form of mutual 
financial aid from payment of Takaful 
benefits to heir(s) should a participant die 
before the maturity of his Takaful Plan. 

Any individual between the ages of 18 and 55 
years who wishes to participate in the Family 
Takaful business may choose any one of the 
types of Family Plan designed by Sharia 
Takaful Malaysia. These Plans have a defined 
period of maturity. 

A supplementary contract based on the 
Islamic principle of Hiba (gift) can be 
endorsed to these fixed-period Family Takaful 
Plans as a way to create a kind of endowment 
or scholarship fund which can be used to 
support the f inancing of a participant 's 
children's future higher education. 

Additional subcontracts can be attached to 

a Family Takaful Plan to provide mutual 
benefits among participants covering a wide 
range of events of tragedy and misfortune. 
Thus by incorporat ing a supplementary 
agreement these additional mutual benefits 
can be provided by the Plan in cases of 
hospitalisation, accident or disablement. 

The arrangement demonstrates that the 
Family Takaful Plan is a financial programme 
that pools efforts to help the needy in times of 
need, not only in the event of untimely death 
but also other mishaps resulting in personal 
injui7 or disablement. 

In consideration for participation in the 
various Takaful Plans, participants are 
required to pay Sharia Takaful Malaysia 
regularly the Takaful instalments which are 
then credited into a defined fund known as 
the Family Takaful under the Family Business. 

The amount of Takaful instalments to be 
paid dur ing the term of the Plan is 
determined by the participants themselves. 
Such an amount, however, should be within 
the financial means of the participant. It 
should also be subject to the minimum sum as 
may be fixed by Sharia Takaful Malaysia. 

Each Takaful instalment paid by the 
participant, and credited into the Family 
Takaful Fund is in turn divided and credited 
into two separate accounts namely, the 
Participant's Account (PA) and the 
Participant's Special Account (PSA). A 
substantial proportion of the instalments are 
credited into the PA solely for the purpose of 
savings and investment. 

The balance of the instalments are 
credited into the PSA as Tabarru for Sharia 
Takaful Malaysia to pay the Takaful benefits to 
the heir(s) of any participant who may die 
before the maturity of his Family Takaful Plan. 
Within this context it is not too difficult to see 
that PA serves to accumulate savings, whilst 
the PSA creates a form of mutual fund payable 
on death. What proportions of the Takaful 
instalment are to be relinquished as Tabarru 
and in turn allocated into the PSA is 
computed with the guidance of the actual 
principle. 

In the event that a participant should die 



before the maturity of his Takaful Plan, Sharia 
Taicaful Malaysia will arrange the payment of 
Takaful benefits to the participant's heir(s) as 
follows: 

From his/her PA; the total amount of the 
Takaful instalments paid by the deceased 
participant from the date of inception of his 
Takaful Plan to the due date of payment of the 
instalment prior to his death, and his share of 
profits from the investment of instalments 
which have been credited into his PA. 

From his/her PSA; the outstanding Takaful 
instalments which would have been paid by 
the deceased participant should have survived 
the period of the Plan, calculated from the 
date of death to the date of maturity of his 
Takaful Plan. 

If a participant should live until the date 
of maturity of his Takaful Plan, the Takaful 
benefits shall be paid to him in the following 
manner: 

From his/her PA; the total amount of 
Takaful instalments paid by the participant 
during the tenure of his participation and his 
share of the profits from the investment of 
Takaful instalments credited into his PA. 

From his/her PSA; the net surplus 
allocated to the participant as shown from the 
last valuation of the PSA. 

In case a participant is compelled to 
surrender or cancel his participation before 
the maturity date of his Family Takaful Plan, 
he is entitled to receive the surrender benefits. 
The surrender benefits are the amount of 
balance shown in his PA. The proportion of 
his instalments which had been credited into 
the PSA as Tabarru will not be refunded to 
him. 

Other forms of cover for the individual 
sector are introduced from time to time. 
However, this must be done without resulting 
in undue strain to the Family Takaful Fund. 
For example, by the experience of Sharia 
Takaful Malaysia, Family Takaful Mortgage 
Plan was launched to complement the 'house-
financing facility' provided by Bank Islam 
Malaysia Berhad based on the principle of al-
Bai Bithamin Ajil. 

The Takaful Mortgage, with features like 

the reducing term cover in conventional 
insurance, may be participated in by any 
individual to cover the outstanding amount of 
his house-financing facihty, in case he does 
not survive the term of the facility. 

The participant of this Plan will pay the 
Takaful contribution as Tabarru which will 
then be credited into the PSA of the Family 
Takaful Fund. In the event of his untimely 
death, the Takaful benefits payable will be 
used as proceeds to settle the outstanding 
amount of his financing facility. Should he 
survive the term of the facility and the Plan 
matures, he is entitled to the share of surplus, 
if any, out of the valuation on the PSA. 

As for the corporate sector, Sharia Takaful 
Malaysia offers a Group Family Plan and 
Group Family Takaful Hospitalisation and 
Surgical Plan. These plans are agreements of 
co-operation and mutuality based on the 
Mudaraba principle among a group of 
participants to jointly provide cover among 
themselves, usually on an annual basis, under 
a single master Takaful contract. 

As in other plans, mutual financial 
benefits under the Group Plans would be 
payable in the event of death, bodily injury or 
hospitalisation of any of the persons covered. 

The various types of Family Takaful Plan 
for both individual and corporate sectors are 
as follows: 

• Takaful Plans with a maturity period of ten 
years, 15 years, 20 years, 25 years, 30 
years, 35 years and 40 years. 

• Supplementary contracts in the form of 
hospitalisation, accident and permanent 
total disability, which may be incorporated 
into the aforementioned Family Takaful 
Plans. 

• Supplementai7 contract in the form of a 
"family rider" which may also be attached 
to the Family Takaful Plan. 

• Takaful Mortgage Plans. 
• Takaful Plans for Education. 
• Group Takaful Plan. 

General Takaful Business 
General Takaful Schemes are basically 



contracts of joint guarantee, on a short-term 
basis, based on the principle of Mudaraba, 
between a group of participants to provide 
mutual compensation in the event of a 
defined loss. The schemes are designed to 
meet the needs of both individuals and 
corporate bodies in relation to material loss or 
damage consequent upon a catastrophe or 
disaster inflicted upon the properties, assets 
or other belongings of its participants. 

In consideration for participating in the 
various schemes, participants agree or 
undertake to pay Takaful contributions as 
Tabarru for the purpose of creating a defined 
asset as illustrated in the General Takaful 
Fund. It is from this Fund that mutual 
compensation would be paid to any 
participant who suffered a defined loss or 
damage arising from a catastrophe or disaster 
affecting his property or belongings. 

As the Mudarib, Sharia Takaful Malaysia 
will invest the Fund. All returns on the 
investment will be pooled back into the Fund. 
In line with the virtues of mutual help, shared 
responsibility and joint guarantee as 
embodied in the concept of Takaful, 
compensation or indemnity will be paid to any 
participant who suffers a defined loss or 
damage consequent upon the occurrence of a 
catastrophe or disaster. 

Other operational costs for managing the 
General Takaful Business, such as the cost of 
arranging a ReTakaful programme and the 
setting-up of a reserve, shall also be deducted 
from the Fund. 

A participant who wishes to participate in 
a General Takaful Scheme, such as Motor 
Takaful to cover his motor vehicle, Fire 
Takaful to cover his house from loss or 
damage against fire or Public Liability Takaful 
to cover his third party liability will pay a 
certain sum of money called Takaful 
contributions. The amount of Takaful 
contributions will vary according to the value 
of the property or asset to be covered under 
the Scheme. 

If no claims are made or incurred and 
after deducting all the operational costs as 
outlined above, the Fund registers a surplus to 

be shared between the participants and Sharia 
Takaful Malaysia, the sharing of such surplus 
will be at an agreed ratio as expressed in the 
principle of Mudaraba, such as 6:4, 5:5, etc. 

Profits attributable to the participants are 
paid on expiry of their respective General 
Takaful Schemes, provided they have not 
received or incurred claims during the period 
of participation. 

The various types of General Takaful 
Scheme for both individual and corporate 
sectors provided by Sharia Takaful Malaysia 
are shown as follows: 

i) Fire Takaful Scheme 
- Basic Fire 
- House owners 
- Householders 
- Industrial all risks 

ii) Motor Takaful Scheme 
- Motor car 
- Motorcycle 

iii) Accident/Miscellaneous Takaful Scheme 
- Personal accident/group personal 

accident 
- Personal accident for pilgrims 
- All risks 
- Workmen's compensation 
- Public liability 
- Money 
- Equipment all risks 
- Employers' liability 
- Plate glass 
- Fidelity Takaful 
- Sprinkler leakage 

iv) Marine Takaful Scheme 
- Cargo 

v) Engineering Takaful Scheme 
- Machinery breakdown 
- Erection all risks 
- Boiler 
- Pressure vessel 
- Contractors all risks 
- Bonds 

Underwriting 
When one is operating an insurance business, 
it is crucial to be able to underwrite any risks 
proposed, so that the risks may be evenly 



spread. In this respect, underwriting is a 
management process to ensure that the 
principle of equity is being apphed and 
upheld . As the concept of Takaful also 
embodies the principle of partnership, it is 
therefore essential for the participants to be 
seen as "equal" at the point of entry. 

Towards this end, underwri t ing as a 
management tool is applicable under the 
Takaful Business. Among others, its 
application is for the purpose of ascertaining 
and safeguarding the equity of Tabarru. On 
the contrary, it might be viewed as 'un-Islamic' 
practice, if in a partnership undertaking, one 
of the parties to the contract has to be 
burdened unfavourably with the risks of the 
other party without a fair and just 
contribution by the latter. 

In view of the above, underwriting helps 
to determine a fair system of Tabarru or 
contribution by the participants. If it is 
revealed from the underwri t ing that a 
participant poses an undue strain on the 
Takaful fund owing to his poor health, or his 
property is relatively more hazardous than his 
fellow participant's, then he may have to agree 
to increasing his Tabarru to the level assumed 
to be fair and adequate compared with the 
risk exposure covered by the Takaful Fund. 

Certainly, the process of underwriting is 
not to discriminate, or outrightly reject, the 
proposal of any participant. Above all, it is 
crucial for all participants to protect the 
Takaful Fund for their mutual and common 
benefit. In the same manner, as manager and 
trustee Sharia Malaysia must, at all times, 
safeguard the Fund from any undue strain. 

Marketing 
The system of agency, as a form of marketing 
outlet, universally practised by conventional 
insurers, cannot in its present structure be 
applied to Takaful. This is based on the fact 
that such practice would not be in line with the 
contract of Takaful. As outlined earlier, 
Takaful is based on the Islamic commercial 
transaction of profit-and-loss-sharing under 
the principle of Mudaraba. 

Under the conventional agency system, a 

certain proportion will be deducted from the 
Takaful contributions (premiums) as 
remuneration to the agent. On the contrary, 
under the contract of Takaful, the gross 
Takaful contribution paid by the Participant is 
the amount stated in the agreement (Takaful 
Certificate), which is the basis of the profit-
sharing contract. 

Therefore, should this system be adopted 
for Takaful, the actual amount of Takaful 
contributions received by the Takaful 
company or operator would in fact be less 
than the figure stated in the agreement, as a 
certain sum from the gross amount would 
have been deducted to remunerate the agent. 

According to the Encyclopaedia On The 
Theory and Practice Of Islamic Banking (al-
Mausu'ah al-Ilmiyah Wal-Amaliyah Lil-Bunuk 
al-Islamiyah) published by the International 
Association of Islamic Banks, it is prohibited 
to deduct management expenses f rom 
Mudaraba capital or its realised profit. 

The Shafaites hold that covering such 
expenses from the Mudaraba capital or its 
realised profit leads to the element of Gharar 
(uncertainty) and the presence of Gharar 
makes the contract void. 

Under the Takaful contract, the Takaful 
contribution is the Mudaraba capital provided 
by the Participant. This capital or its 
investment profit cannot therefore be used to 
pay for financing the agency system in view of 
the fact that agency cost is a component of the 
management expenses which should be borne 
by the operator. 

Sources of Income to the Company 
If profit of the Takaful business has to be 
shared with participants, how would the 
company or Takaful operator make money? 
After all, in business, a company is expected to 
make a profit. What are the sources of income 
to the company under Takaful? The principal 
activities of Sharia Takaful Malaysia are the 
provision and management of Family Takaful 
Business and General Takaful Business. 

As Takaful is a commercial activity, the 
company must be able to generate income 
from these businesses. If not, it cannot pay its 



operating expenses. More importantly, these 
businesses must be viable and profitable. 
Without profit the company cannot grow and 
thus efforts to expand Takaful services to all 
people, in particular the Muslims, in all parts 
of the country, would be hampered. 

As already explained, there are two 
Takaful funds administered by Sharia Takaful 
Malaysia. The funds are: the Family Takaful 
Fund under the Family Business and the 
General Takaful Fund under the General 
Business. 

In addition, the company has its own 
fund, as reflected in the Shareholders' Fund, 
which was originally funded wholly by the 
paid-up capital. 

The income of Sharia Takaful Malaysia is 
derived from the following sources: 

1 Profits from the investment of its 
Shareholders' Fund 

2 Its share of profits from the management 
of both the Family Takaful Business in 
accordance with the profi t-sharing 
agreement of Mudaraba. 

At present, the profit-sharing is based on the 
ratio 70:30 and 50:50 between the 
pardcipants and the company for the Family 
Business and the General Business 
respectively. These respective shares of profit 
attributable to the company are credited into 
the Shareholders' Fund and, together with the 
Fund's own investment profits are the 
company's total income. The operat ing 
expenditures of the company are paid from its 
income. Profit or loss is determined from this 
transacdon. 

Sharia Takaful Malaysia Sendirian Berhad 
In Malaysia the operat ion of Takaful is 
licensed and regulated by the Takaful Act 
1984. The Act was specially promulgated and 
passed by the Malaysian Parliament with a 
view to ensuring that Takaful as a sector within 
the Islamic financial system would grow in an 
orderly manner. 

Although the insurance industry in 
Malaysia is regulated by the Insurance Act 

1963, it, however, cannot be applied or 
enacted on Takaful as it contains provisions 
that are not in line with the requirements of 
the Sharia. At present, the supervisory 
authority vested under the Act is the Central 
Bank of Malaysia (Bank Negara Malaysia), 
whereby the Governor of the Bank is also the 
Director General of Takaful. 

Sharia Takaful Malaysia Sendirian 
Berhad, the first Takaful operator to be 
established in Malaysia, and in the region, was 
incorporated on 29 November 1984, with an 
authorised capital of RMIOO million and a 
paid-up capital of RMIO million. 

It officially commenced business 
operations on 1st August 1985. Sharia Takaful 
Malaysia is a subsidiary of Bank Islam 
Malaysia Berhad, with, 87.15% of its equity 
held by the Bank. Other shareholders are the 
states' Islamic Councils and the Bait-ul-Mals 
of various states in Malaysia. 

Underlining the importance of complying 
with the religion of Islam, the Memorandum 
and Articles of Association of Sharia Takaful 
Malaysia prefaces that "all businesses of the 
Company will be transacted in accordance 
with Islamic principles, rules and practices". 
In this respect, Section 8, Takaful Act 1984 
states that: 

"...The Director General shall also refuse 
to register an applicant unless he is satisfied 
that there is in the Articles of Association of 
the Takaful operator concerned provision for 
the establishment of a Sharia Supervisory 
Council to advise an operator on the 
operations of its Takaful business in order to 
ensure that it does not involve any element 
which is not approved by the Sharia..." 

Accordingly, in the Articles of Association 
of the Memorandum, there is a proviso which 
specifies that: 

A Religious Supervisory Council, whose 
members would be made up of Muslim 
religious scholars in the country, shall be 
established to advise the Company on the 
operations of its Takaful business in order to 
ensure that they do not involve any element 
which is not approved by the Religion of 
Islam..." 



Since its inception, Sharia Takaful 
Malaysia has at tained a satisfactory 
performance, with a growth rate continuously 
increasing all round. 

The gross Takaful contribution collected 
increased fairly significantly, averaging 26 per 
cent during the period. The pre-Zakat and tax 
profit also posted a satisfactory gain, with an 
average rate of 43 per cent. Similarly, the total 
Mudaraba profits payable to Participants 
showed an upward trend, recording an 
average growth of 29 per cent during the last 
five years. 

With the Malaysian economy expected to 
sustain its growth momentum, in line with 
Vision 2020, demand for Takaful products is 
projected to improve favourably. The demand 
will be further boosted arising from greater 
awareness of the importance of insurance 
cover and affluence in the society. Should this 
be attained, Takaful would have its own 
strength, and one day would rise to be a key 
player within the financial sector. 

In view of the positive outlook and the 
emergence of more Takaful players, 
particularly within the region, containment of 
Takaful business within these companies 
through greater Re Takaful transactions will 
now be possible. In line with its development, 
perhaps soon, a specialist ReTakaful company 
will be established in the region, and towards 
this end, Sharia Takaful Malaysia looks 
forward to playing a meaningful role towards 
realising this venture in co-operation with 
other Takaful operators. 



Life Insurance: The Islamic Model 

M U S A A S H I H A D E H 

A life insurance policy is not taken out to 
insure one 's own life but is a financial 
transaction undertaking a responsibility for 
protect ing widows, o rphans and o ther 
dependants of the deceased (assured) from 
future unexpected financial risk. 

The conventional system, however, offers 
a life insurance policy, which may not be free 
from Riba (interest) or some other elements 
that are not accepted by Islam. Based on the 
observation of life insurance u n d e r the 
conventional system, many Muslims, and even 
some Islamic scholars, diametrically oppose 
the idea of life insurance without offering an 
Islamic alternative model, which might meet 
contemporai-y Muslim societies' expectations 
towards protecting those in need from future 
financial risk. 

Similarly, Shaikh al-Azhar claimed in a 
Fatwa that life insurance was not lawful. His 
claim was based on the grounds that it 
involves, inter alia, the elements of Riba, 
Gharar, insuring one's life etc. Thus, he 
advised Muslims not to make money through 
such an unlawful transaction. 

In fact, the central idea of an Islamic 
model of a life insurance policy is that it is not 
a policy to insure one's own life, but a financial 
transaction relying on the principles of mutual 
co-operation by undertaking a responsibility 
towards safeguarding widows, orphans and 
other dependants . 

It does not involve the elements of Riba 

nor Gharar but is operated on the principles 
of Mudaraba, a technique that does not clash 
with the principles of Mirath, nor with the 
principles of Wasiya. This is because, in an 
Islamic system, the nominee or nominees are 
not absolute beneficiaries but mere trustees, 
who are under a duty to obtain the benefits 
from the policy and distribute them among 
the heirs of the deceased (assured) according 
to the principles of Mirath (inheritance) and 
Wasiya (bequest). 

The Islamic Model 
A model of a life insurance policy under the 
Islamic discipline is quite different from a 
conventional one. It is a financial transaction 
based on the principles of Mudaraba 
financing, on the principles of mutual co-
operation, undertaking a responsibility for 
safeguarding widows, o rphans and o ther 
dependants of the deceased (assured policy-
holder) from a future material risk. 

T h e nominee(s) in the life insurance 
policy, who is appointed by the assured, is not 
an absolute beneficiary(s) of the policy but a 
t rustee who receives the benefi ts and 
distributes them among the heirs of the 
deceased (assured) according to the principles 
of Mirath and Wasiya. 

If the assured is still alive upon the 
maturity of the policy period, he has a right to 
claim from the insurer the paid premiums, 
plus a share of the profits made over the paid 



premiums, plus bonus and dividends 
according to the company's policy. 

But if the assured dies at any time before 
the maturity of the policy, the claims of the 
nominee(s) includes the paid premiums, the 
share of the profits made over the paid 
premiums, bonus and dividends according to 
the company's policy, plus a donation from 
the company's charitable fund according to 
the financial condition of the beneficiary(s) of 
the assured. 

As for the claim of benefits against a life 
insurance policy, the death of the assured does 
not necessarily need to be either natural or 
accidental but can have any cause (even be an 
unlawful death like suicide or being killed 
during the commission of a crime, etc.), so 
long as the death of the assured is proved. 
This is because the death of all creatures is 
determined by Allah (swr) as in the Holy 
Qur'an: 

"No soul can die except by the permission of 
Allah (SWT), the term being fixed (by Allah 
SWT)..." (3:145) 

Moreover, for the commission of suicide or 
any other crimes, the doer him/herself is 
solely accountable to Allah (swr). As Allah 
(SWT) ruled in the Holy Qur'an: 

"... they shall reap the fruit of what they 
did, and you of what you do..." (2:134) 

Thus it does not mean that a criminal 
simultaneously will be accountable for his/her 
own wrongful act, and will also be deprived of 
other rights. It is a fundamental right of 
everyone who lives in the society to enjoy 
lawful transactions in business. 

Such personal rights should be exercised 
by everyone equally, regardless of whether one 
is innocent or criminal, so long as one enjoys 
the rights within the law. Hence, this life 
insurance policy is a transaction whereby the 
assured's beneficiary(s) should not be 
deprived owing to the assured's criminal act. 

The agent in a life insurance policy is 
supposed not to be paid (salary) out of the 

assured's premiums, because he/she works for 
the company and thus should be paid by the 
company. 

For example, since a life insurance policy 
is based on the principle of Mudaraba, the 
involved parties i.e., insurer, assured and 
agents, share the profits of the business, which 
is partly run by the assured's paid premiums. 
Therefore the interest for the agents is the 
share of the profits of the business, which is 
partly run by the assured's paid premiums, 
plus a dividend and bonus according to the 
company's policy. 

As regards the insurable interest in a life 
policy under the Islamic model, the 
policyholder himself has an insurable interest 
if he is still alive upon the expiry of the policy 
period. If the assured dies at any time within 
the policy period, the insurable interest is 
vested only in the heirs of the assured 
according to the principles of Mirath and 
Wasiya. 

Life Insurance: A Comparison of the 
Conventional System and the Islamic Model 
The purpose of scrutinising this point is to 
discover the basic contrast between the 
conventional system of life insurance and the 
Islamic model of it. This is because some 
scholars and many Muslims have the 
impression that a life insurance policy is 
totally prohibited in Islam. 

This misapprehension has arisen from the 
model of the conventional life insurance 
policy. Even though both the conventional 
system and the Islamic one are based on the 
notion of life insurance, there are 
undoubtedly several aspects whereby the two 
systems are in conflict in both principle and 
practice. 

I would, therefore, like to sum up the basic 
contrasts between them, which may enable us 
to grasp the nature of the Islamic model of a 
life insurance policy as an alternative to the 
one in practice unde r the conventional 
system. The basic contrasts are as follows: 

(i) A life insurance policy unde r the 
conventional system revolves around the 



e lement of Riba, whereas an Islamic 
model of a life insurance policy is totally 
free of Riba, be ing ope ra t ed on the 
principles of Mudaraba financing. 

(ii) In the conventional system of life 
insurance, the nominee(s) is an absolute 
beneficiary(s). Suffian J in Re Man bin 
Millat, gave the verdict that the 
nominee(s), inter alia, in a life insurance 
policy takes absolutely and exclusively the 
benefits of the policy. 

In contrast, the nominee(s) of a life policy 
unde r the Islamic model is not an absolute 
beneficiary(s), but a mere trustee who is in a 
position to receive the benefits of the policy on 
behalf of the assured's heirs and distribute it 
among them according to the principles of 
Mirath and Wasiya. 

In Karim Vs Hanifa, the High Court of 
Karachi ruled that the nominees(s) in a life 
insurance policy is more than an agent. T h e 
National Council of MusUm Religious Affairs 
in Malaysia also issued a Fatwa to the same 
effect in 1979, that the nominee(s) of the life 
insurance policy is a mere trustee, who is 
supposed to receive the benefit of the policy 
and distribute it among the heirs of the 
assured according to the principles of Mirath 
and Wasiya. 

(iii) T h e idea of a conventional life insurance 
policy is that if the assured dies at any time 
before the maturity of the policy, the 
nominee(s) is entitled to recover f rom the 
insurer the whole amount agreed in the 
policy, while if the assured is still alive 
upon the expiry of the policy period, he is 
also entitled to the whole amount agreed 
in the policy, plus the interest, dividends 
and bonus, subject to the company 's 
policy. 

On the contrary, in the paradigm of an Islamic 
model of a life insurance policy, if the assured 
dies at any time before the policy matures, the 
beneficiary(s) is entitled to claim from the 
insurance company the whole amount of paid 
premiums, the bonus and dividends according 

to the company's policy and a share of profits 
m a d e over the paid p remiums, plus a 
donation from the company's charitable fund 
according to the financial status of the 
beneficiary(s) (i.e., if the beneficiary(s) is 
financially in good condition the amount will 
be lesser, but if the beneficiary(s) is financially 
weak and unstable the amoun t could be 
bigger). 

Such a transaction is considered mutual 
co-operation for the welfare of the helpless 
people in society, and it is thus in line with the 
Quranic principle. Allah (SWT) says: 

"...co-operate among yourselves in 
righteousness and piety... "(5:2) 

However, in the case of the assured being alive 
upon the expiry of the maturity period, the 
assured is entitled to claim f rom the company 
the whole amount of paid premiums, a share 
of the profits made over the paid premiums 
according to the principle of Mudaraba and 
dividends according to the company's policy. 

(iv) In the operation of a life insurance policy 
u n d e r the convent ional system, the 
payments for the agents are to be paid out 
of the assured's paid premiums. Whereas 
u n d e r the Islamic mode l of a life 
insurance policy, the agents work for the 
company and thus should be paid by the 
company itself. This means that the 
payment for the agent could include a 
share of the profits made over the paid 
premiums, plus dividends and bonuses 
according to the company's policy. 

(v) As regards the insurable interest, under 
the conventional system, it is to be paid to 
the policy-holder himself should he be 
alive upon the expiiy of the policy period. 
But in the case of the death of the assured 
within the period, the insurable interest is 
to be paid to husband or wife, parents or 
children, benefactor or beneficiary or 
servant, company or director, trustee or 
employee, par tners , mor tgagor or 
mortgagee. 



In contrast, under the Islamic model, the 
insurance is to be paid to the assured or to his 
heirs, according to the principles of Mirath 
and Wasiya. 

The Fatwa By Shaikh Al-Azhar: 
Sheikh al-Azhar, Al-Shaikh Jad al-Haq Ali Jad 
al-Haq, issued a Fatwa session on the position 
of life insurance in the Islamic Sharia, which 
appeared in Al-Iqtisadul Islami, July 1995. In 
his Fatwa, he established that a life insurance 
policy is prohibited in the Islamic Sharia. His 
claim was based on the following grounds: 

(i) In the light of the principles of the Islamic 
Sharia, no one may insure others' wealth 
or property unless there is a fear of unjust 
enrichment, loss or destruction. In a life 
insurance policy, these three 
circumstances are not available. Moreover, 
a life insurance policy involves the 
element of Riba and therefore is not 
allowed in Islam. 

(ii) A life insurance policy is a policy, which 
ensures one's life, and thus it is not 
permissible in Islam. 

(iii)A life insurance policy involves the 
element of Gharar (uncertainty). A 
transaction which involves Gharar is not 
valid in the Islamic Sharia and therefore 
life insurance is unlawful. 

(iv) Moreover, he went on to say, a life 
insurance contract involves not mutual co-
operation, but unlawful elements, and if a 
contract involves such elements it is null 
and void, according to the Hadith: 

"Muslims are bound by contractual 
conditions, except where they prohibit the 
permitted or permit the prohibited" 

Finally, he advised Muslims not to take out 
a life insurance policy, because obtaining 
money from such a policy is Haram. 

Comment on the Fatwa 
In this section I would like to offer a humble 
response to the reasons that the honourable 
Shaikh has put forward as a basis in opposing 
the validity of life insurance policies. 

(i) In the Sharia discipline no one has a right 
to insure another's property unless there is 
a fear of unjust enrichment , loss or 
destruction. In a life insurance policy, the 
insurer insures a benefit over the paid 
premiums (paid by the assured) for the 
welfare of the beneficiary(s) of the assured 
for an unexpected event of assured's death 
(loss of life) and also for the fear of the loss 
of the beneficiary's material stability upon 
the death of the assured. 

In all situations, the life insurance policy 
contains an element of loss. Abu Jai has 
pointed out that an insurance policy is a 
compensation for any loss incurred by the 
assured, not a profit nor a gain in betting. 
Hence a life insurance policy is not contrary to 
the Sharia discipline. 

(ii) A life insurance policy does not involve 
elements of Riba but is a financial 
transaction based on the principles of 
Mudaraba financing, relying on the 
principle of mutual co-operation, which is 
justified by Quranic sanction. Allah (SWT) 
says: 

"...co-operate ye with one another in 
righteousness and piety." (5:2) 

(iii)A life insurance policy does not insure 
one's life but is a mutual financial 
transaction for the welfare of orphans, 
widows and other dependants. Such an 
initiative is, in fact, entirely justified by the 
following sayings of the Holy Prophet 
(SAW): 

Narrated by Sahal bin Sa'ad, the Holy Prophet 
(SAW) said, "I and the person who looks after 
an orphan and provides for him will be in 
paradise", Sahib al-Bukhari., op. cit.. No 34. 

Narrated by Huraira, the Holy Prophet 
(SAW) said, "whosoever takes an initiative 
(towards the welfare of) one's financial 
difficulties, Allah (swr) will l ighten his 
difficulties in this world and in the hereafter." 
Sahih Muslim at supra 60. 



Narrated by Safwan bin Salim, the Holy 
Prophet (SAW) said: "The one who looks after 
and works for a widow or for a poor person is 
like a warrior fighting for the cause of Allah 
(SWT) or like a person who fasts during the day 
and prays throughout the night." Sahih al-
Bukhari No 35. 

Narrated by Saad bin Salim Abi Waqqas, 
the Holy Prophet (SAW) said "It is better for 
you to leave your off-spring wealthy than to 
leave them poor, asking others for help." Ibid 
No 725. 

(iv) A life insurance policy does not contain 
any element of Gharar (uncertainty). The 
assured believes that the subject matter of 
life insurance is his death, which is certain, 
and not Gharar (Qur'an 3:145). Moreover, 
the benefits over the policy in 
consideration of the paid premiums are 
also available, which is certain according 
to the principles of Mudaraba, and thus 
there is no element of uncertainty in it. 
Hence the misconception that a life 
insurance policy involves an element of 
Gharar is easily refutable. 

(v) A life insurance contract involves elements 
such as Gharar (i.e. gambling), Riba, etc., 
which make it unlawful, according to 
Shaikh al -Azhar. But it is, in fact, a mutual 
financial contract that is free from the 
above unlawful elements (as proved in the 
earlier discussion). Therefore, it is 
binding, as justified by the saying of the 
Holy Prophet (SAW): 

"Muslims are bound by contract, except one 
which prohibits the permitted or permits the 
prohibited." Sunnah AlT"irmidi. 

Based on the above comments, I would 
like to submit that the Shaikh al-Azhar's 
advice to Muslims not to take out a life 
insurance policy because it is unlawful, is 
debatable, and therefore, I sincerely hope that 
the Muslim people may not be confused but 
will understand the clear concept of the 
validity of life insurance, which may enable 
them to apply it accordingly and gain rightful 
benefit from it. 

Further Remarks 
From the text of the Fatwa, it has been 
observed that, in opposing the validity of the 
life insurance policy, the Shaikh al-Azhar gave 
a few reasons which are surely not applicable 
to an Islamic model (Mudaraba-based) life 
policy. But there are some objections to the 
conventional one. Hence: 

(i) Riba is not present in an Islamic model 
but is in a conventional one; 

(ii) Gharar does not exist in a life policy 
because the subject matter and object of 
the policy are certain. The subject matter 
of a life policy is the death of the assured 
which is certain, while the object of a 
policy is to co-operate with each other, 
which is not vague at all; 

(iii A life policy does not mean to insure one's 
life; 

(iv) It is not an unlawful transaction. 

Thus, it is not valid for the Shaikh al-Azhar 
simply to consider a life policy unlawful 
judging by the conventional practice, while 
failing to consider an alternative model of a 
life policy based on the Sharia. 

Suggestions 
A life policy contributes to the individual as 
well as the family, which is saved from being 
victimised by an unexpected material risk 
resulting from the assured's death. Hence to 
enable the Muslim society to be benefited by 
an Islamic model of a life policy, the following 
suggestions are proposed: 

(i) It is humbly suggested that Muslim 
scholars who oppose the validity of 
insurance, may make it clear that they are 
opposing the one practised under the 
conventional principle only. But 
simultaneously, they should also present 
an alternative model of Islamic life 
insurance, which would meet the 
contemporary Muslim society's need to 
have a life policy; 

(ii) To present an Islamic model of a life 
insurance policy, it is necessary to deepen 



our research skills and search for the 
relevant provisions on mutual co-
operation, Mudaraba and social security 
from the Qur'an, the Sunnah and other 
sources of Islamic law, specially the 
doctrine of Masalih al-Mursala, which may 
justify life insurance specially for the 
economic benefit of the contemporary 
Muslim society. Mufti Mohammed Shafi, 
suggests that "it is also the responsibility 
of the religious scholars to study these 
problems and come up with practical 
solutions". 

Aspirations 
Indeed, the life insurance policy under the 
conventional system could not be lawful in the 
sight of the Sharia, owing to its involvement of 
certain unlawful elements like Riba, 
compulsory nomination clauses, etc. But it is 
unfair of some Islamic scholars to oppose it 
generally, without mentioning an alternative 
model under the Sharia discipline. 

A life insurance policy is necessary for 
safeguarding one against financial risk. Thus 
an Islamic model of life insurance is suggested 
which is based on the principles of Mudaraba 
financing, which is different f rom the 
conventional one, for the benefit of the 
Muslim society. 

It is sincerely hoped that Muslim scholars 
will not neglect the life policy, but open their 
minds and use their research skills to come up 
with a more constructive and comprehensive 
model of a life policy based on Sharia 
principles, so that the contemporary Muslims 
may benefit from it. 



Tomorrow's Takaful Products 

IKRAM S H A K I R 

Contemporary Western insurance products 
are considered "un-Islamic" as they contravene 
many of the Islamic principles. For instance, it 
is considered gambling to lose an insurance 
premium to an insurance company if the 
insured event does not take place, additionally 
the investment of the policyholders' funds 
cannot be based on Riba. As demand for 
Islamic personal insurance products increases 
amongst Muslims, Takaful is their only 
alternative to contemporary insurance. 

Islamic insurance products have existed, 
in one shape or another, for several years but 
the real impetus came during the early 1980s 
when such products appeared in Western 
Europe mainly due to the efforts of Dar AI-
Maal Al-Islami, one of the biggest Islamic 
financial institutions in the world, through its 
Takaful subsidiaries. 

Business conditions for Islamic financial 
institutions were very favourable at the time 
and Takaful products were well received by the 
ethnic Muslim community living in Western 
European countries. The first generation of 
emigrant Muslims to Western Europe had 
established themselves successfully, but found 
the prejudices and discriminations of the host 
communities coming to the surface. Muslims 
were facing a crisis of identity and this created 
a chain reaction. 

These social problems were expressed 
through the establishment of a number of 
mosques and Halal meat and Islamic food 
shops th roughout Western Europe. 

Simultaneously, non- interes t -bear ing bank 
deposits and Islamic savings funds became 
more popular within Muslim communities. 

T h e prevailing social and economic 
environment in Western Europe gave an 
encouraging start to Takaful operations in 
Western Europe. T h e early types of Takaful 
products were unit-linked savings plans where 
the benefits of the policy were notionally 
linked to the value of the underlying assets in 
the internal funds of the Takaful company. 
Those products were, in general, complying 
with Islamic Sharia principles regarding the 
type of investment and risk. In particular, the 
following principles were observed in the 
product design: 

• Riba-free investments 
• No deception (i.e. transparent and clear 

definition of benefits and charges) 
• No profit to the Takaful company from 

favourable mortality experience 
• Based on solidarity principles rather than 

probabilities (principles of gambling) 

In order to comply with the above rules, the 
Takaful policyholders' funds were invested in 
short-term assets without any fixed interest or 
guarantee of capital and the mortality risk was 
shared on a solidarity basis so that any loss or 
profit due to mortality was shared between the 
policyholders. However, the Takaful savings 
products only offered a small death cover. 

It was expected that o ther Islamic 



insurance products would be made available 
to cater for a variety of insurance needs 
amongst the Muslim community, such as term 
assurance, mortgage protection or old age 
annuities, but the process of introducing new 
Takaful products has been very slow and, to 
some extent, non-existent. 

In order to be successful and profitable, it 
is imperative for a Takaful company to offer a 
wide range of products, and Takaful should 
not continue to be seen as a very narrowly 
based product operat ion. The Muslim 
communities in Western Europe have very 
high expectations from Islamic institutions in 
offering a complete Islamic system for their 
daily financial and insurance needs. 

However, until recently, only a part of this 
Islamic financial system was offered. Just 
imagine how difficult it would be to explain to 
a prospective policyholder that he should take 
out a Takaful savings plan for savings 
purposes, but should rely upon the Western 
insurance industry for other insurance needs. 
It is therefore imperative to design and 
market Islamic products that can meet the 
wider insurance needs of the Muslim 
community. 

Products for Tomorrow 
The Western insurance products have evolved 
over the last two centuries to meet the social 
and economic needs of the population. As 
Muslims in Europe are living in the Western 
social and financial environment, they have 
similar social and financial problems and their 
insurance needs are therefore very similar. In 
order to identify which products may have a 
wider appeal for Western European Muslims 
in future, it may be helpful to first identify the 
factors which affect the insurance market. 
Some of the primary factors are as follows: 

Changes in legislation 
Budgetary constraints 
Political uncertainty 
Ageing population 
Longevity 
Changes in social habits 
Competition 

• Available Investment 
• Distribution 
• Risks Involved 

The most important factors affecting the 
insurance industry are perhaps the ageing 
population, due to the baby-boom/baby-bust 
cycle in the 1950s and 1960s, and longevity 
due to the improvement in health care and 
economic living conditions. Other key factors 
are political and fiscal; the EU Member States 
are facing a State budgetary deficit and 
constraint due to the introduction of the 
single European currency and the increasing 
cost of pensions and health care. 

This suggests that insurance products for 
which there will be a higher demand in future 
are likely to be old age pensions, annuities, 
medical care and long-term care products. 

Pension and Annuity Products 
We are all very familiar with the three pillars 
of the Western pension system: 

• State pension schemes, 
• Occupational pension schemes, and 
• Personal savings. 

In the EU Member States, the State is by far 
the biggest provider of retirement benefits. 
However, the system is now being questioned. 
Studies indicate that a male joining the State 
scheme at normal age and retiring at normal 
retirement age will receive on average 62% of 
his contributions, which may not be 
considered as a good investment. In addition, 
the current system is based on "pay-as-you-go", 
which means that the State collects 
contributions from the working population 
and pays it out to pensioners. 

This system works as long as there are 
more contributors than actual pensioners, but 
it will come under tremendous pressure as the 
number of pensioners grows. It is a well-
known fact that the population in Western-
Europe and North America is ageing, i.e. that 
the ratio of older people to younger people is 
constantly increasing. 

Clearly, as a result of the excellent health 



service provided by the State, people are 
living longer than ever before (on average life 
expectancy has increased by 4 years over the 
last twenty years). However, this is not the only 
cause of ageing. The other cause is to be 
found in the sudden increase of fertility rates 
between 1950 and 1960 (a phenomenon 
known as the baby-boom) and the subsequent 
drop in those rates (the baby-bust). 

There was a sharp rise in fertility rates 
after World War II, followed by a sudden drop 
in the late 1960s. Some people call this 
phenomenon a time bomb, but it can be better 
described as a tidal wave, because a time bomb 
explodes only once, whereas this 
phenomenon has recurrent long-lasting 
consequences. As the baby-boomers aged it 
created a temporary demand for age-specific 
products but, as the baby-busters replaced the 
baby-boomers, these areas of temporary high 
demand immediately contracted. 

In the 1950s, there was a high demand for 
kindergartens and schools, which had to close 
down later due to a lack of attendance. In the 
late 1960s, the demand was in the higher 
education sector, which was followed by a 
recession, with the consequence that many 
teachers were made redundant and many 
schools were closed. In the 1980s it was 
housing, apphances and commercial office 
space. In the year 2020, the demand will 
probably be in the medical, pharmaceutical 
and care houses sector. 

What will happen when baby-boomers 
reach retirement age? Baby-boomers, who 
were trying to save the world in the 60s, will 
find it very hard to save their State retirement 
income. It is expected that by the year 2020, 
in Europe, there will be only two workers 
contributing to the State scheme for every 
pensioner. 

With the State schemes being "pay-as-you-
go", it becomes obvious that the State pension 
system will face serious financial challenges by 
the year 2020. There will be a systematic 
reduction in benefits with an increase in 
contributions, and one can expect that the 
demand for personal pension products and 
occupational pension schemes will therefore 

grow dramatically. This will be equally 
applicable to the Muslims living in Western 
countries. This will be a real opportunity for 
Takaful companies and they should be ready 
to offer private pension plans to their niche 
market. 

In particular, life annuities will be in 
higher demand, where Takaful companies will 
be required to cover the longevity and 
investment risks. However, Takaful companies 
should bear in mind that, owing to the 
increase in life expectancy, the mortality of 
pensioners has shown remarkable 
improvements in recent years and the actual 
mortality improvements are much higher than 
the projected improvements used in the 
pricing of annuity products. 

An analysis carried out recently shows, in 
particular, that the improvement in male rates 
and in the annuity amounts is significant, and 
clearly warrants a health warning. 
Consideration should therefore be given to 
those factors when designing pension and 
annuity contracts. 

Long Term Care Products 
Owing to old age, or as a result of an accident 
or disease, some people lose some of their 
mobility and need special assistance to carry 
out daily activities. In the worst cases, 24-hour 
assistance may be required. The average 
length of such assistance normally varies 
between 6 to 12 years but it can be longer in 
certain circumstances. 

In the past, the family used to provide 
such assistance. However, because of the 
changing family structure (single parent 
families, divorces, working women, etc.), it 
appears that the family is no longer in a 
position to do so and, therefore, some 
external assistance is required. This can be 
quite expensive and, as State pension benefits 
and disability benefits are usually insufficient, 
extra cover could be provided through Takaful 
policies. 

The current estimate is that about 25 per 
cent of retired people will require some long-
term care at one time or another, which offers 
big potentials to Takaful companies. Benefits 



normally cover the cost of any external 
assistance required to carry out such activities 
as feeding, bathing, dressing, transferring to 
and from bed or chair, going to the toilet, etc. 
The target market for long-term care products 
could be the middle income group and the 
distribution could be through Islamic banks, 
occupational pension schemes and normal 
Takaful distribution channels. 

Medical Care Products 
Modern medicine and health care in the 
European Union has helped to improve life 
expectancies but it has not improved the 
health and quality of life at older ages. In a 
recent research carried out in the USA, it was 
found that on average 77 per cent of all health 
care expenses occur during the last six months 
of our life. 

As a result of the ageing population, one 
can expect that the demand in the medical 
care sector will become higher. However, as a 
result of budgetary constraints, EU States may 
not be able to finance medical care expenses 
and there is a risk that the benefits paid out by 
the sickness fund may be reduced in future. 
This is already happening in some countries 
where hospitals are being closed, the 
availability of hospital beds is being restricted 
for people above a certain age, and medical 
subscription charges are being increased. 

This indicates that private individuals 
have to find extra cover from the private 
industry. As a result, the demand for medical 
care products is likely to increase and Takaful 
companies should be ready to provide such 
products to the Muslim communities. Takaful 
companies could, for example, offer the 
following covers: 

• Ordinary medical care (where normal 
medical expenses are paid on an 
indemnity basis) 

• Major medical expenses (where fixed 
lump sum benefits are provided in respect 
of defined medical procedures) 

• Critical illness products (where the risk of 
diseases such as heart attack, stroke and 
cancer is covered) 

• Total health care products (where critical 
illness, medical care, life cover and long-
term care covers are provided under a 
single cover). 

Other Issues 
The word 'Takaful" may portray the real 
meaning of risk-sharing on a solidarity basis 
in the Arabic language, but it is not commonly 
used and unders tood by the Muslim 
community living in Western Europe. It is 
already difficult for a Takaful salesman to 
convince somebody that he should take a 
Takaful policy and having to explain what 
Takaful is adds even more difficulties to the 
selling process. It would perhaps be better to 
use "Islamic insurance". This method was 
successfully used by the Islamic banking 
industry and a similar process could be 
employed by the Islamic insurance industry. 

One of the main difficulties probably 
experienced by Islamic financial institutions is 
to design products which can meet the 
insurance needs of the Muslim community 
living in Western Europe without 
contravening the basic Islamic (Sharia) 
principles. 

When designing a new product, 
considerations should be given not only to its 
adequacy, but also to its competitiveness. For 
that purpose, both the investment strategies 
and the product-charging structure need to be 
carefully defined. 

For example, it should be noted that funds 
invested in short-term assets usually provide 
lower returns than those invested in longer-
term assets; since the liabilities of a Takaful 
company towards its policyholders are longer-
term by nature, it is considered prudent to 
invest the policyholders' funds in long-term 
assets. As regards the charges, the use of single 
mortality rates puts some people at a 
disadvantage, which may reduce the product 
attractiveness to some prospective 
policyholders. Takaful should devise systems 
under which it should be possible to invest in 
longer- term assets and to use different 
mortality rates without contravening Sharia 
principles. 



Takaful managers are well aware of the 
insurance needs of their customers but may 
not be well experienced in the interpretation 
and application of Sharia principles, whereas 
Sharia experts (religious leaders) may not fully 
comprehend the commercial requirements of 
a Takaful company. Therefore, there is a need 
to educate both sides in each other 's 
disciplines and to maintain a continuous 
dialogue between them so as to find 
pragmatic business solutions under which the 
Takaful products are acceptable on Sharia 
principles, and offer competitive terms to the 
Muslim community for their insurance needs. 

Institutions like DMI and the Islamic 
Institute of Islamic Banking and Insurance 
(IIBI) are already doing an excellent job in the 
development and promotion of Islamic 
financial systems. They should try to 
accelerate this process further by providing a 
forum where Takaful managers and Sharia 
experts can communicate with each other. 

According to some estimates, there are 
over 6 million Muslims living in Western 
European countries. Tha t offers a very 
substantial market size to Islamic financial 
institutions. The Western insurance industry is 
facing problems in identifying its market and 
is going through a phase of consolidation and 
repositioning. With a defined market in 
Europe, Takaful companies do not face this 
problem. They potentially have a very 
prosperous future ahead of them, provided 
they can offer efficient Takaful solutions to the 
Muslim communities. 

Ikram Shakir is a Fellow of the Institute of 
Actuaries and an Associate of the Actuarial 
Society (USA). He worked for the DMI group 
from 1983 to 1985, when Takaful operations 
in Luxembourg were established. He is now 
the Managing Director of Barnett 
Waddingham SA, an actuarial consultancy 
based in Luxembourg, and advises European 
life assurance companies on issues such as 
product design, statutoiy reporting, business 
plans and reassurance. 
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Zakat - The Way to Alleviate Poverty 

S H A I K H S A L E H A B D U L L A H K A M E L 

For many years, Muslims have misinterpreted 
the rules of Zakat and have consistently 
confined it to a very narrow sphere with 
regard to both collection and distribution. 
Such a faulty applicat ion and 
misunderstanding of this important Islamic 
socio-economic principle has led to the rise of 
an underprivileged class of Muslims across the 
Islamic world who are entirely dependent on 
Zakat as their sole source of income. 

Muslims should therefore look carefully at 
the issue of Zakat with a view to establishing 
an appropriate position on this question. If 
they fail to do this, then the trend of an 
increase in the poor will only continue to hit 
the Muslim nations. 

It has been clearly stated in the Holy 
Qur 'an that the distribution of Zakat is to be 
made in eight areas. T h e Qur 'an makes it 
clear that Zakat is not ordered only for the 
poor and disabled Muslims, but has been 
prescribed in other areas also. Thus it is 
important to remember that Zakat was never 
meant to be merely a charity given by the rich 
to the poor. 

Zakat and Socio-Economic Development 
To ensure that Zakat went to all the groups 
classified in the Qur 'an, in the early days of 
the Islamic state, the distribution as well as the 
collection of Zakat was a function assumed 
and carried out by the government. 

Looking at Zakat from the source and 

distribution points of view, there are many 
positive economic and social effects 
exemplif ied in the following points that 
should be unders tood by all modern-day 
Islamic governments: 

1 T h e relatively high rate of Zakat on liquid 
assets encourages people paying Zakat to 
employ their wealth in a profi table 
manner, such as business ventures. 

2 T h e principle of taking Zakat f rom 
capital, or from capital gains, or from 
yields, will lead to: 
a) the selection of better, more 

profitable projects; 
b) and greater efforts to ensure that 

the management remains cost-
effective, thereby resulting in a 
higher rate of profit. 

3 Those entrusted with the task of helping 
Muslims in the proper calculation of Zakat 
and taking the exact share learn such 
values as honesty and veracity, which will 
help in the collection of Zakat. 

4 Variation in the amount of Zakat from one 
field of economic activity to ano the r 
inspires people to invest their money 
where the Zakat is taken from the returns 
only. Accordingly, the wealth is invested in 
medium-and long-term projects, where it 
gives more yield and contributes to overall 
development. 



5 Also, variation in the purpose of the 
investment may enable the same asset to 
be utilised in different fields, as in the case 
of shares. If they are held for transfer and 
are making profits out of these 
transactions, then Zakat will be taken from 
the capital and the profit. But it will be 
taken from the profit only if the shares are 
employed in long-term projects. 

6 The banks may give their depositors 
opportunity to benefit from this difference 
in rates of Zakat through the 
establishment of different types of 
investment instruments to provide short-
medium-and long-term options. Thus a 
greater portion of depositors may be 
directed to long-term investments such as 
agricultural and industrial projects. 

7 The principle of distribution in the place 
of collection gives those living in rural 
areas a better chance to benefit from Zakat 
and to be helped to a level of self-
sufficiency. 

8 If the distribution and payment of Zakat 
to the disabled and lower socio-economic 
sectors is carried out effectively and 
diligently, it will lead to the creation of 
effective demand and consequently to 
more supply, a higher rate of 
employment, further demand and so on. 
It will finally lead to economic prosperity 
and social development, and thus the 
collection of Zakat presents society with a 
solution to the dreadful social ills of 
recession, unemployment and inflation. 

The same argument applies to the 
distribution to other categories entided to 
Zakat. However, at the same time, it is 
important to remember that the share of any 
Zakat depar tment employees should not 
exceed 1/8 or 12.5 per cent of the total 
amount. 

International Organisation 
for Zakat Administration 
Bearing these points in mind, I would suggest 
the establishment of an international 
organisation to supervise the collection and 
distribution of Zakat, and so cater for the 
proper application of this highly important 
socio-economic instrument. 

The Internat ional Islamic Relief 
Organisation (IIRO) is in a position to play 
such a role. They could operate in conjunction 
with local relief organisations, that could be 
set up in all the Islamic states after getting the 
initial approval of their respective 
governments. 

T h e local organisations should be a 
pyramid shape in structure, with the village 
and district organisations at the base and the 
country-wide organisation at the top. All of 
them would be required to be empowered for 
the collection of Zakat and would be provided 
with the necessary information about the 
various sources of income. Relying on such 
information, the local Islamic relief 
organisations could advise people on the exact 
share of Zakat due from every kind of wealth 
that they possess. 

The Internat ional Islamic Relief 
Organisation, as well as assuming 
responsibility for collecting Zakat, should 
carry out a study to decide which groups in the 
Islamic community are eligible for Zakat in 
the light of the areas prescribed by the Holy 
Qur'an. 

It would also be necessary to prepare 
training programmes for those who are in 
need of such a service to find jobs or establish 
their own business projects. The organisation 
would also conduct studies on projects that 
may be financed by Zakat and then follow up 
their execution to see if they have been 
properly carried out. 

If these organisations are established, and 
they and the International Islamic Relief 
Organisation takes heed of these proposals, 
then together they would be making a 
significant contribution to realising the true 
aims of the Holy Qur'an. 



Commercial Investment of Zakat Funds 

M U H A M M A D ANWAR 

The proposal to channel Zakat funds into 
long-term investments in order to accelerate 
the pace of development in the Muslim 
countries breaks fresh ground in Zakat 
utilisation strategy. 

Most Muslim countries are characterised 
by a low per capita income; an unduly large 
subsistence sector; high population pressure; 
low agricultural productivity; a resources 
exploitation; a high rate of unemployment; an 
acute scarcity of skil l-development 
programmes; and a rather weak institutional 
and physical infrastructure. Hence the need to 
explore new and innovative approaches to 
finance development is all the more urgent 
and crucial. 

Proposed Mechanism 
First, Zakat donors would continue to make 
their payments to their present Zakat agencies 
for collection and distribution. Second, a new 
financial institution known as the Awqaf-Zakat 
Investment fund (AZIF) should be established. 
AZIF would be registered as an Awqaf 
institution to give it permanency but it would 
nevertheless opera te as a profi t-seeking 
corporate venture. It would have branches 
and affiliate offices throughout any particular 
country, and would be the key institution for 
channelling Zakat into long-term investments. 

Third , the Zakat collection agencies 
should use their accumulated funds for 
purchasing shares in the AZIF, thus making all 

Zakat funds comprise the paid-up capital of 
the AZIF. These shares would be negotiable 
and transferable, and the shares might be 
issued in various denominations. For the 
convenience of individual countries each AZIF 
share would be worth one standard currency 
unit of the country concerned, e.g. one ringgit 
in Malaysia, one rupee in Pakistan etc. Fourth, 
the Agencies would distribute these AZIF 
shares to the beneficiaries of the Zakat in lieu 
of money, that is, the usual manner. 

Fifth, in order to cater for the essential 
needs of the Zakat recipients, arrangements 
should be made for prominent retail outlets 
such as general stores, banks, post-offices etc. 
to cash these shares for the Zakat-holders at a 
price not less than the face value of the shares. 
Shares held both by the Zakat recipients and 
the author ised outlets would also be 
redeemable at AZIF centres at their face value 
or market value, whichever might be the 
greater. 

For this mechanism to function properly 
and efficiently, both primary and secondary 
Markets would be necessary. For while the 
existence of a primary market is needed for 
providing financial resources to the AZIF for 
employing them productively for 
development purposes, a secondary market is 
essential for he lp ing Zakat beneficiaries 
liquidise their investments whenever they feel 
the need to do so. 



Basic Questions 
I should now like to examine some 
fundamental questions arising from whether 
my proposed long-term investment 
mechanism is acceptable to the Sharia. 

Is it permissible to invest Zakat? At 
present, accumulated Zakat funds can lie idle, 
in either deposit or current accounts at a 
bank. Keeping funds idle is in violation of the 
Sharia, which is against hoarding, and in 
favour of a wide circulation of funds. Zakat 
funds would not lie idle if there were a 
complete synchronisation between the Zakat 
inflow from donors and Zakat outflow to the 
beneficiaries of the Zakat. 

In a Hadith, the Prophet urged those who 
were responsible for managing the wealth of 
orphans to invest that wealth in profitable 
ventures so that it would not suffer gradual 
erosion due to the Zakat on it. A Zakat Fund 
has a similar status to those orphans' wealth, 
because in both cases the managers of the 
properties are mere trustees of the stipulated 
beneficiaries. 

This principle is especially relevant when 
you consider that beneficiaries receive sufficient 
Zakat to cover their expenses for the whole year 
Although this Zakat is received once a year, 
expenditures carry on throughout the year, thus 
meaning that money can be left unnecessarily 
idle. The crucial principle of self-help is also 
present here, and we should therefore 
remember that the Prophet once encouraged a 
needy person to buy an axe to cut wood instead 
of just helping him to meet his immediate 
requirements. 

Investment of Zakat proceeds in 
commercial ventures needs consideration. Up 
to now, lawmakers have hesitated to permit 
investment of Zakat funds, not because there 
is anything in the Qur'an which explicitly or 
implicitly militates against such investment, 
but because they fear that the immediate 
consumption needs of beneficiaries may not 
be such as might be deferred, and such money 
would be exposed to business risk. 

I would answer this criticism on two 
counts. First, investment through AZIF would 
not delay distribution of Zakat to the 

beneficiaries, although the Zakat would be in 
the form of cashable shares rather than cash 
money. The beneficiaries would thus not have 
to defer their consumption needs. 

Second, the AZIF would be required to 
invest the Zakat Funds into diversified 
portfolios so that the likelihood of financial 
loss would be minimised. In addition, 
insurance should be provided by the 
government by simply committing callable 
capital to covering a loss if it ever happens. 
Alternatively the AZIF could build up a 'Loss 
Reserve Account' (LRA) from its earnings. 

The use of Zakat funds for investment, 
whereby some beneficiaries as a group become 
financial par tners in certain productive 
projects, was, in fact, found compatible with 
the Sharia at an Ulema convention held in 
Pakistan in 1989. 

Waqf As A Corporation 
Can the AZIF be established as a corporation? 
Waqf is defined as taking the corpus of any 
property from the ownership of someone and 
transferr ing it permanently to God, and 
dedicating its fractions to others. Therefore by 
virtue of being a Waqf, the AZIF will retain 
permanency. 

The AZIF, being a Waqf, would therefore 
observe the four canons of Waqf It endows; 
targets beneficiaries-persons as well as 
purposes; endowed assets; and deals with 
legal forms and terms of Waqf contracts. The 
Mutwalli (Management) of a Waqf must also 
be mature. Its members must have a sound 
mind, be honest and trustworthy with no 
taints of immorality, and should be capable of 
managing and controlling the property 
personally and/or through capable managers. 
T h e Management fu r ther has rights to 
recover Waqf property; appoint a successor; 
borrow; sell and exchange Waqf property; and 
incur Waqf-related expenditure. 

I would also suggest that Waqf resembles a 
corporation because it is a Juridical Person, 
which, like a corporation, has existence in law; 
it has the same principle of separation of 
ownership f rom management as does a 
corporat ion; and both a Waqf and a 



corporation are permanent entities. However, 
a corporation may be subject to voluntary 
winding up or compulsory liquidation, and 
therefore I propose that a Waqf may not be 
liquidated. 

Distribution in Shares 
Zakat distribution can take the form of direct 
support to buy productive tools or establish a 
shop, and make periodic payments to the 
beneficiaries. And since stocks and shares 
represent ownership of production and 
commercial assets, such as machines and 
shops, it is compatible with the Sharia to 
distribute Zakat in the form of shares, which 
represent real productive assets. 

Many scholars maintain that Tamlik is an 
important condition of disbursing Zakat 
funds. This means that beneficiaries of Zakat 
funds must become their owners. But the 
allocation of Zakat shares by an AZIF in the 
place of money would still fulfil the 
requirements of Tamlik. 

Localised Distribution of Zakat 
According to Abu Ubaid, the Prophetic 
sayings stress the fact that when Zakat is 
collected, it should be distributed in the same 
locality from which it was taken if it can be 
demonstrated that there are recipients there 
who need it. An AZIF could set up branches in 
all regions so that it could maintain a local 
presence wherever possible, preferably along 
with Islamic banks and Zakat agencies. 

It could then be made mandatory that a 
certain proportion of shares should be shared 
out only to residents of the particular locality. 
In addition, funds might be earmarked for the 
development of the local infrastructure, 
education, industry, agriculture, and 
handicrafts, in which local people might be 
gainfully employed. 

In order to improve social cohesion, there 
would need to be public accountability as to 
how this 'General Zakat' in the form of shares 
to help local amenities and employment was 
shared out. In that way it would be easier for 
the donors of the Zakat to see where their 
money was going. 

In the USA, food stamps of varying 
denominations, worth one, five, ten dollars 
etc., are distributed to the poor. These stamps 
may be freely used by the beneficiaries to 
make purchases from authorised retail outlets. 
Similarly, the Zakat House in Kuwait gives 
coupons to Zakat recipients. The AZIF shares 
would also be certificates of various 
denominations, and could be used in the same 
way. 

As a financial institution, AZIF would 
know vei7 well how to channel the funds into 
profitable investments and to protect the 
wealth from unnecessary loss. In this regard, 
conducting project appraisals, analysing 
financial statements of the entrepreneurs, and 
asking for some kind of collateral, are just 
some ways of cutting down the element of risk 
and possibility of loss to a minimum. 

AZIF Modus Operandi 
The AZIF should be an independent 
autonomous body commercially, economically, 
socially and religiously; and all shareholders, 
staff, project partners, and others associated 
with AZIF must be Muslims, as Zakat money 
cannot be entrusted to non-Muslims. The 
need for developing proper systems and 
procedures for accounting and financial 
controls for the AZIF cannot be over-
emphasised. If the systems and procedures are 
allowed to sprout without proper planning, it 
will cause a great deal of trouble later, if not 
defeat the purpose altogether. 

The staff of an AZIF should be 
knowledgeable, and committed in their 
concern regarding problems of Muslims in 
their communities. They must be competent 
and qualified to do the job, and there must be 
conditions of service that will guarantee the 
necessary means of living. 

The AZIF should enact that a certain 
percentage of jobs be reserved for Zakat 
recipients. Training schemes would have to be 
organised to develop the capabilities and skills 
of the poor and of unemployed youth, and to 
meet the shortage of experienced and 
efficient personnel. 

AZIF would need to be run by people of 



integrity, competence, piety and knowledge, 
factors which would certainly enhance the size 
of the Zakat collections, thereby contributing 
proportionately to the AZIF's capital. It 
should seek to make use of all the mass media 
to acquaint people with the duty of paying 
Zakat, and explain its various activities and 
the works of the AZIF. For successful growth 
and continuity depends in large measure on 
the confidence of the donors and primary 
subscribers in the organisation. 

The donors and primary buyers should be 
regularly informed of the results and 
operations through periodic reports, a factor 
which should provide motivation to those who 
currently shy away from giving their Zakat 
contributions. 

Projects designed to meet essential needs 
of the community must be financed to the 
exclusion of luxury and non-essential items, 
and AZIF should concentrate on productive 
tools and consumption goods of common use 
by people of small means, and invest in the 
production of goods such as sewing machines, 
clothes, shoes, dwelling houses, small poultry 
farms etc. Even viewed from the standpoint of 
income distribution, let alone for the 
provision of food, it would be the source of 
income and welfare for the major part of the 
country's population. 

The AZIF should seek projects in the 
fields of livestock, agricultural estates, 
production, forestry, production of fruit and 
vegetables, fisheries, and dairy products like 
eggs, milk, butter, and poultry. It would also 
be worthwhile to seek projects in agricultural 
industries and the commercial development 
of farms and fishing areas like storing, 
packaging, processing, and marketing. 
Construction of houses and production of 
consumer durables deserve special 
consideration. 

All projects undertaken should be profit-
orientated, for the simple reason that it would 
be impossible for the AZIF to augment its 
funds and mobilise new resources simply 
through religious appeal. AZIF should finance 
such projects/enterprises as are technically 
sound, and economically and financially 

viable, and which demonstrate that a clear 
effort has been made to promote welfare and 
self-assistance for the Zakat recipients. 
Improved housing facilities, health services, 
training programmes, educational 
institutions, and a number of similar services 
may be initiated for this purpose. 

Investment in infrastructure, as well as the 
maintenance and operation of the existing 
infrastructure in poor localities, is necessary to 
create an environment conducive to the health 
and economic development of the poor. A 
developed rural infrastructure will also 
facilitate the transition from a rural to a 
commercial and industrial base. Emphasis 
should be given to labour-intensive projects in 
labour-abundant countries, including Islamic 
hotels, and the development of tourist resorts. 

Realising that the usual forms of funding 
are ruled out by virtue of the requirement 
regarding conformity with the Sharia, it is 
essential to explore other modes of placement 
such as investment in real estate markets, 
stock markets, investment trusts, mutual 
funds, and commodity markets, and the risks 
and difficulties involved with them. 

The AZIF may finance most long-term 
private and public ventures on the basis of 
Mudaraba, Musharaka, Istisna, Sharikah 
Mutanaqisa, Murabaha and other Islamic 
modes of financing. Nevertheless, a major 
consideration in the selection of projects must 
still be their realisable profitability, as funds 
for the Zakat beneficiaries are not to be 
washed away on the pretence of their being 
orientated towards social goals. Social 
programmes may, if at all, be financed only 
from the realised profits and not from the 
capital of AZIF. 

AZIF, its branches and affiliate offices 
should encourage reputable investors, 
establishments, financial, commercial, 
industrial, and service institutions to 
participate in establishing diversified projects 
in specified fields. AZIF may also develop the 
capabilities of small-scale industry investors 
who possess the technical and managerial 
know-how, but lack the necessary funds to start 
or widen the scope of their existing activities. 



Potential Sources 
Cumulative Zakat funds lying with the Zakat 
collection agencies make up readily available 
money for capitalisation of the AZIF, which 
are as follows: 

As Zakat becomes due each year on the 
well-to-do Muslim, the capital subscriptions of 
the AZIF would increase every year and 
continue to expand over time. Zakat on wealth 
held or managed by companies, financial 
institutions, employers, provident funds of 
employees, investment trusts, share 
certificates, and savings or fixed deposits 
deducted at source may be used directly to 
purchase AZIF shares. Capital may be raised 
by up-grading the Zakat collection efforts. 

The gap remains wide between the 
assessment of Zakat on available wealth in the 
Islamic countries and what is collected. Zakat 
has the potential of mobilising substantial 
resources because the Nisab is low and the 
base of the levy is fairly wide. In fact, the base 
is so wide that almost everyone except the 
poor has to pay something by way of Zakat. In 
certain country studies, Zakat has been found 
to have the potential to transfer 3 per cent to 
4 per cent of the gross domestic product every 
year to poorer section of the population. 

At present, Zakat is not collected against 
all stipulated items in any of the Muslim 
countries, so that much of its potential 
remains untapped. For example, in 1988, only 
about 8.3 per cent of the total Zakat was 
collected and paid to the religious councils of 
Malaysia. A balance of 91.7 per cent, or 
US$134.3m, remained uncollected or unpaid. 
In the Sudan, Zakat proceeds are insignificant 
relative to GDP, and Zakat collected as a 
percentage of agricultural output falls into the 
range of 0.40 per cent to 0.88 per cent only. If 
proper collections were made, then only Ushr 
from agricultural output should fall between 
5-10 per cent of agricultural output in the 
country. 

Cash Waqf may be channelled into long-
term investment. Indeed, investment of Waqf 
cash is already in practice. For instance, in 
Turkey, the Turkish Awqaf Bank was 
established in 1954. The income from the 

bank is spent on management, restoration 
and other needs of the Waqf properties. In 
Uganda, Waqf properties are managed by the 
Muslim Supreme Council either directly, or 
through Industrial and Commercial Holdings 
(ICH), a body which was established by the 
Uganda Muslim Supreme Council. ICH is 
currently managing eight agricultural estates, 
one factory producing envelopes, one factory 
producing brushes, four cattle ranches with 
500 head of cattle, and residential and 
commercial buildings situated in Kampala 
and Jinya. 

Anas Zarqa has proposed placing some 
existing Waqf properties on Hikr and the cash 
invested through the AZIF. The income so 
obtained from these shares could be the 
income realised by the Waqf authority, while 
the shares themselves could be retained 
permanently and not be sold except to buy 
other shares of another kind. In this way, the 
value of investment is not decreased but 
increased, while the expenditures are met out 
of the profits generated by the investment. 

Challenges 
While it would be difficult to over-emphasise 
the benefits such a scheme could bring, it 
would also be fatal to gloss over the problems 
and difficulties that might arise. 

In making investment contracts on the 
basis of Mudaraba and Musharaka, the AZIF 
must not lose sight of the serious 
consequences which could arise should the 
financier fail to intervene in entrepreneurial 
activities such as Mudaraba contracts, or the 
entrepreneur resort to 'tricks-of-the-trade', 
inadequate record-keeping or appropriate 
funds. 

For instance, the Islamic Development 
Bank's (IDB) equity operations have dropped 
sharply in view of the bank's unhappy 
experiences with several of its equity 
investments. It appears that many of the 
projects financed by the IDB are facing 
difficulties of one type or another, related to 
project implementat ion, production, 
marketing, and other operational or financial 
aspects. 



It is also important to realise that vast 
properties in most Muslim countries used to 
be in the nature of Waqf. For instance, in the 
first quarter of this century, up to 12.5 per 
cent of arable land in Egypt, 33 per cent in 
Tunisia, 50 per cent in Algeria, and 75 per 
cent in Turkey was Waqf land. But, despite 
land being a prominent factor in production, 
most of the Awqaf were poorly managed. Such 
holdings in the hands of incompetent 
managers (Mutawallis) proved to be a 
handicap to the growth and development of a 
healthy national economy. 

Socio-Economic Development 
The specific benefits of the proposed 
mechanism in terms of self-support for the 
individual Zakat beneficiaries and its potential 
to contribute towards the development of the 
agricultural sector, rural development, and 
the development of education, health, 
utilities, and service infrastructure cannot be 
denied. Such development would definitely 
reduce the incidence of poverty that is 
rampant in Muslim countries and among 
Muslims in multi-racial countries. 

For instance, in Malaysia, the incidence of 
poverty in 1984 for Malays was 25.8 per cent. 
For Chinese households it was 7.8 per cent, 
while for Indian households it was 10.1 per 
cent. These figures had fallen to 23.8 per cent, 
7.1 per cent, and 9.7 per cent respectively by 
1987. Thus the incidence of poverty among 
Malay Muslims is the highest of the ethnic 
groups in Malaysia. 

The mechanism I am putting forward has 
the potential to reduce poverty and help 
towards making Muslims more self-supporting. 
Some other advantages, which could be reaped 
through the mechanism outlined above, are as 
follows: 

All Zakat money would be transformed 
into long-term investment shares, and the 
shares would be for sale on the market and 
cashable for the purchases of the necessities of 
life at retail outlets. The recipients are thus 
able to obtain full control of their rightful 
ownership in the form of AZIF shares. The 
beneficiaries may also be able to use these 

shares for making transactions in amounts 
and in a manner which they deem fit. In 
addition, being shareholders, they would be 
entitled to dividends declared by the AZIF 
from time to time. The beneficiaries would 
enjoy the added advantage of flexibility in 
cashing their shares and enti t lement to 
periodic income. 

Some members of society are permanently 
placed in need of Zakat for meeting their 
basic human needs in terms of food, clothing, 
shelter, medicare etc., because of some 
permanent disability like being an invalid, 
blind, chronically ill, senior citizens, or 
orphan children. Others may fall into this 
category because of involuntary 
unemployment. 

In fact, these people are entitled to 
perpetual help, which is possible from a 
perpetual income stream in the form of 
dividends from the investments made by the 
AZIF. The poor and needy will benefit directly 
in the form of dividend earnings, and also 
indirectly from the increased supply, and the 
resulting fall in the prices, of goods commonly 
used by them. 

There might be an additional advantage 
for the handicapped and physically disabled 
in receiving shares instead of cash, because 
they may then be able to manage their 
investments even if they cannot perform 
physical tasks. Those who are unable to work, 
say through physical disability, old age, or 
illness, should be provided with sufficient 
resources to relieve their hardship. 

The incomes of those who are not able to 
earn enough to ensure a basic minimum 
standard of living for themselves and their 
dependent family members should be 
supplemented by transfers in both cash and 
kind. However, the maximum effort should be 
exerted to use the proceeds of Zakat in such a 
manner that recipients become self-supporting 
in course of time. 

It has been emphasised that Zakat proceeds 
should be used in such a way that the self-respect 
of the recipients is not hurt. An added advantage 
would be that the distribution of Zakat in the form 
of Zakat shares would preserve privacy and 



enhance the dignity of the regular recipients of 
Zakat. 

The establishment of AZIF would also 
almost certainly lead to wider public 
participation in stock markets, particularly by 
those who are interested in Zakat-related 
projects. In this way, it would become a 
catalytic force for the development of both 
primary and secondary markets in Muslim 
countries. 

Conclusion 
Thus, it may be seen that the channelling of 
Zakat funds into long-term investments is a 
viable proposition for helping the 
development of Muslim countries. Hence the 
proposal to set up a suitable financial 
institution such as AZIF calls for early and 
serious attention from all those interested in 
the social and economic well-being of Muslim 
countries. 
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The Sharia Perspective on Futures 

M O H A M M A D H A S H I M K A M A L I 

T h e juristic debate over the vahdity or 
otherwise of Futures, revolves around five key 
points. One of these points is that the counter-
values in these sales are both non-existent at 
the time of contract - no goods are delivered 
at that time and no price is paid. T h e contract 
is said to consist merely of an exchange of 
promises made for the sole pu rpose of 
speculative profit-making. 

To validate a sale f rom the Sharia 
perspective, at least one, if not both, of the 
counter-values should be present at the time 
of contract. 

Secondly, Futures involve short-selling in 
which the seller neither owns nor possesses 
the commodity he sells. The essence of sale is 
to transfer ownership. If the seller does not 
own the underlying commodity in the first 
place, he cannot transfer its ownership. 

Thirdly, Futures sales fall short of meeting 
the requirement of Qabd, which is the taking 
into possession of the subject matter prior to 
resale. Fourthly, the deferment of both of the 
counter-values to a future date effectively 
turns a Futures sale into sale of one debt for 
another (bay al-dayn bi'l-dayn) which is said to 
be forbidden. And lastly. Futures t rading 
partakes of speculation that verges on 
gambling and Gharar (uncertainty and risk-
taking). 

The gambling element in Futures is also 
said to be the cause of volatility in the price of 
r n m m n d i t i e s in t h e r a sh m a r k e t Mnsf of t h e s e 

issues proceed entirely f rom a Sharia 
perspective over the validity of a conventional 
sale, except for the issue over gambling which 
features in Islamic as well as other literature 
on the subject. 

Some early studies on Futures have 
recorded the view that Futures encourage 
price volatility and tend to destabilise the 
market. More recent research has actually 
supported the opposite view, that Futures tend 
to reduce price volatility and have a stabilising 
influence on the market. 

Definition 
In SFC Finance Company v. Masri, (All ER 
1986), Legget J defined the Futures contract 
as, "a legally binding commitment to deliver 
at a future date, or take deliveiy of a given 
quantity of a commodity, or a financial 
instrument at an agreed price." 

It is a firm legal agreement between a 
buyer and seller, in an established commodity 
exchange or its clearing house, in which the 
trader agrees to deliver or accept delivery, 
during a designated period, of a specified 
amount of a certain commodity. The parties 
do not negotiate the terms of their agreement 
as these are all standardised and advertised in 
advance, except for the actual price, known as 
the 'exercise price', which is settled on the 
floor of the exchange. 

Upon conclusion of the contract, a record 
of the transaction is made and following 



various checks, the contract is then registered 
with the clearing house - and it is at this point 
that the clearing house interposes itself 
between the buyer and seller and becomes 
effectively the other party to all contracts. The 
seller has a contract with the clearing house to 
sell his commodity and be paid for it, just as 
the buyer has a contract with the clearing 
house to receive delivery of the specified 
commodity at maturity. 

The clearing house guarantees payment, 
whenever a net position warrants payment, on 
contracts that are to be closed out by offsetting 
transactions. In the history of Futures trading, 
the clearing house has always performed as 
promised. It is able to eliminate risk over 
contract performance partly through its daily 
settlement procedure, and also by ensuring 
that sufficient collateral is provided to cover 
their potential liabilities. 

Legal research on Futures is still in its 
early stages. With the exception of a handful 
of Sharia scholars, who have considered 
Futures t rading permissible, the general 
response of Sharia scholars on this issue is 
prohibitive and many have gone on record to 
declare Futures forbidden on various grounds. 

In an article entitled "The Sharia 
Perspective on Bourse-related Issues," (1982, 
Encyclopedia of Islamic Banks. - in Arabic) 
Ahmad Yusuf Sulayman reviewed the rules of 
Sharia on issues such as sale of objects that the 
seller does not own, sale prior to taking 
possession, deferred sales, and sale of the 
non-existent. Sulayman applied the rules of 
conventional sales in the Sharia on these 
issues directly to Futures and passed 
prohibitive judgements on almost evei7 issue. 

In support of his views, Sulayman has 
mainly relied on the Hadith that one must not 
sell what is not with one. This is also the 
position taken by another commentator, Badr 
al-Mutawalli 'Abd al-Basit, Sharia Advisor to 
the Finance House of Kuwait, whose 
prohibitive views on Futures are entirely based 
on the conventional sale of Salam. Since 
Futures fail to fulfil all the requirements of a 
Salam sale, they are prohibited. But the views 
both of Sulayman and al-Basit were 

challenged and refuted respectively by two 
prominent commentators. Professor Ali 'Abd 
al-Qadir and Majd al-Din 'Azzam. 

Both of these commentators have 
criticised the basic approach that Sulayman 
and al-Basit had taken to these issues, and 
emphasised, in turn, that Futures trading was 
a new mode of trading that called for a fresh 
response that must be formulated in the light 
of the operative procedures of Futures 
markets. Abd al-Karim al-Khatib admitted 
that Futures contracts did not fulfil all the 
requirements of a conventional contract, yet 
they were carefully regulated, and they 
satisfied the basic purpose and rationale of 
those rules. My own research on these issues 
refers directly to the Qur'an, and a fresh 
interpretation of the Hadith that is frequently 
quoted by those who invalidate Futures. The 
full version of the Hadith is as follows: 

"Ja'far bin Abu Wahshiyah reported from 
Yusuf bin Mahak, from Hakim bin Hizam 
(who said): I asked the Prophet: 'A man comes 
to me and asks me to sell him what is not with 
me, so I sell him (what he wants) and then buy 
the goods for him in the market (and deliver)'. 
And the Prophet said: 'sell not what is not with 
you.' 

In an attempt to ascertain the precise 
meaning of this Hadith, the jurists have 
advanced three different interpretations, 
which are as follows: 

1. "Sell not what is not with you," means not 
to sell what you do not own at the time of 
sale. Many prominent scholars of the 
various schools have recorded the view 
that the seller must own the object of sale 
when he sells it, failing which the sale is 
not concluded, even if the seller acquires 
ownership afterwards. The only exception 
to note in this context is the fomard sale 
of Salam where ownership is not a 
prerequisite. 

2. The jurists and scholars of Hadith have 
generally held that the Hadith under 
discussion only applies to the sale of 
specified objects, but not to fungible 
goods, as these can easily be substituted 



and replaced. It is thus stated that the 
prohibition in question is confined to the 
sale of objects unspecified (buyu al-a'yan) 
and does not apply to the sale of goods by 
description (buyu al-sifat). Imam Shafi has 
also held that one may sell what is not with 
one provided that it is not a specific 
object. For delivery cannot be guaranteed 
of a specific object if the seller does not 
own it. 

The commentators Ibn Qayyim al-
Jawziyyah and al-Mubarakfuri, in their 
respective commentaries on this Hadith, 
have both subscribed to the view that the 
Hadith under discussion contemplated 
the sale of specified objects and not the 
sale by description of goods that are 
commonly available in the market. This 
would effectively take Futures out of the 
pui-view of this Hadith simply because 
Futures t rading only takes place in 
fungible commodities and cannot be 
expected to apply to specific objects of 
unique qualities. 

3. The third position that some jurists have 
taken on the interpretation of this Hadith 
is that the sale of "what is not with you" 
means sale of what is not present and the 
seller is unable to deliver. This is the view 
oi Ibn Taymiyyah and the Maliki jurist al-
Baji, who have stated that the emphasis in 
the Hadith is on the seller's inability to 
deliver, which entails risk-taking and 
uncertainty. If the Hadith were to be taken 
on its face value, it would proscribe Salam 
and a variety of other sales, but this is 
obviously not intended. 

It is quite possible that the seller owns 
the object and yet is unable to deliver, or 
that he possesses the object but does not 
own it - in either case he would fall within 
the purview of this Hadith. The emphasis 
in the Hadith is therefore not on 
ownership, nor on possession, but on the 
seller's effective control and ability to 
deliver. Thus the effective reason for the 
prohibition is uncertainty on account of 
inability to deliver. 

Among modern writers, Yusuf Musa, 

Ali Abd al-Qadir, and Yusuf al-Qaradawi 
have drawn attention to the fact that the 
marketplace of Madina dur ing the 
Prophet's time was small, so much so that 
it did not offer the assurance of regular 
supplies at any given time. The Hadith, 
therefore, prohibited the sale of objects 
that were not available at the time of sale. 

In contrast, the modern markets are regular 
and extensive, which means that the seller can 
find the goods at almost any time and make 
delivery as may be required. Given the means 
and facilities that are available today, the fear 
of failure to find the goods and make deliveiy, 
which was the basic rationale of the original 
prohibition, is no longer present. 

There is normally no fear, in Futures 
trading, of the seller's inability to find an 
equivalent contract with which to offset his 
position, or to find and deliver the underlying 
commodity in the event he wishes to make 
delivery. The seller is, in other words, not 
faced with the prospect of searching for the 
underlying commodity in the open market or 
of making detailed preparation for delivery. 

The clearing house guarantee function, in 
this context, precisely means that delivery of 
the exact quantity and grade (or of the nearest 
grade) is guaranteed. This is a peculiarity of 
Futures trading, which provides systematic 
guarantees over delivery and payment, 
something which the open market does not 
provide. 

Qabd (Possession) 
I now address the issue of sale prior to taking 
possession (Qabd). One of the requirements of 
a valid sale in Islamic law is that the purchaser 
may not sell the goods he has bought until 
they are in his possession. In support of this 
ruling, the jurists have referred to the 
following Hadith: 

1. "He who buys foodstuff should not sell it till 
he has received it." 

2. "He who buys foodstuff should not sell it 
unless he is satisfied with the measure with 
which he has bought it." 



3. "He who buys foodstuff should not sell it 
until he has taken possession of it." Ibn 
'Abbas said: "I think it applies to all other 
things as well." 

As we note, all the three reports are 
substantially concurrent. The third Hadith has 
an added element which is clearly not a part 
of the original Hadith and represents an 
addition by Ibn 'Abbas himself. The word 
Ta'am (foodstuff) occurs in precisely the same 
way in all the three reports and constitutes the 
only theme that is addressed. 

As for the basic rationale of these Ahadith, 
it is stated that the Prophet prohibited the sale 
of commodities, especially perishable ones, 
which the seller did not possess, because of 
uncertainty and doubt in their delivery to the 
buyer. All the leading jurists have 
consequently held that it is not right for the 
seller to sell foodstuff before taking possession 
of it. 

According to Imam Shafi, it is not right to 
sell anything - foodstuff, land or a garden -
before taking possession. Imam Abu Hanifah 
and Ahmad Ibn Hanbal are of the view, 
however, that possession is not a requirement 
in the sale of real property as there is usually 
no fear of destruction and loss. 

Imam Malik has confined the application 
of the Hadi th under consideration to 
foodgrains, which means that commodities 
other than foodgrains, (such as cotton, palm 
oil etc) may be sold prior to taking possession. 

In general, Qabd or possession is seen as 
a relatively open concept that is amenable to 
the changing influences of commercial reality 
and custom. 

If we apply the foregoing Ahadith to 
Futures, we can perhaps readily say that Qabd 
is not a requirement in Futures trading in 
commodities such as cotton, rubber and tin, 
which are not foodstuffs. We may further add 
here that measurement and weighing, which is 
the recommended mode of Qabd in the sale 
of foodstuffs, was designed to ensure propriety 
in weighing and prevent fraud, which is not an 
issue in Futures trading. 

Futures contracts in foodgrains are bought 

and sold in standardised quantities and 
packages that are weighed and measured 
once, and the packages are sealed and 
labelled accordingly, there remaining no need 
for weighing each time they are sold. 

Our analysis of Qabd would naturally 
apply to that part of Futures in which the 
contracts are held to maturity and delivery 
takes place. Moreover, trading in stock index 
and financial Futures and currencies does not 
involve any physical exchange of assets, which 
means that delivery and Qabd therein is a 
matter of the debit ing and crediting of 
accounts. 

As for the bulk of Futures contracts in 
which the contracting parties close out their 
position by entering a reverse transaction, this 
is another issue that needs to be separately 
addressed. 

Since the Sharia in principle validates the 
sale of a physical object (bay al-ayn) as well as 
the sale (involving exchange) of debts (bay al-
dayn), delivery and possession in bay al-dayn 
is no longer a matter of physical delivery or 
retention of an actual asset, but of 
appointment and computation of a debt that 
is established on the person of the bearer of 
that debt. 

Sale of Debts 
An offsetting transaction in Futures consists 
essentially of sales in which two parties 
transact over a debt that one owes to the other 
and settle their debts through the modality of 
sales and purchases. The subject here is 
somewhat technical and juristic writings are 
not consistent over the nature of this 
transaction nor its validity in the Sharia. 

A large variety of sales have been included 
under bay al-dunyun (sale of debts, also 
known as bay al-kali' bi'l-kali) and many of 
them have been disputed as to whether they 
do in fact qualify as 'sale of debts.' 

General consensus is said to have 
materialised on the prohibition of the sale of 
debts, but since each school of thought has 
recorded divergent rulings on this issue, the 
claim of consensus having materialised is 
unfounded. Then there remains the evidence 



in the Sunnah that the Prophet reportedly 
prohibited the sale of debts. 

This Had i th appea r s only in some 
collections, and many prominen t scholars 
have considered it to be less than reliable. AI-
Shawkani has stated that its authenticity is 
weak and Ibn Qudamah and Ibn Taymiyyah 
have concurred with the conclusion that no 
Hadi th has been verified on the prohibition of 
the transaction at issue. 

Some jurists have validated the sale of one 
debt for another if it is to the debtor himself 
but not if it is to a third party, on the analysis 
that uncertainty over delivery is greater when 
a third party is involved. 

While reviewing the evidence on this issue, 
Siddiq al-Darir has stated in categorical terms 
that: "In my opinion. Sale of Debt is lawful 
absolutely, whether the sale is to the debtor or 
to a third party, for cash or for credit, 
provided that the sale is clear of interest and 
no textual in junct ion has declared it 
forbidden." 

I now turn to a discussion of the Qur 'anic 
ruling on sales involving debts and here we 
note that the Q u r ' a n val idated de fe r r ed 
transactions involving future obligations as 
follows: 

"O you who believe! When you deal with 
each other in transactions involving future 
obligations for a fixed period of time (idha 
tadayantum bi-daynin ila ajalin musamman) 
reduce them into writing. Let a scribe write 
down faithfully as between the parties.. ." 
(2:282) 

T h e subsequent portion of the text fur ther 
accentuates the impor tance of accurate 
documenta t ion in fu tu re transactions. 
Transactions of this kind, whether large or 
small, must be for a fixed period and all the 
mater ia l facts as well as the r ights and 
obligations of the parties therein must be 
certain, reduced into writing and witnessed. 

T h e text thus leaves no doubt as to the 
validity of future transactions in which the 
parties' rights and liabilities, and the time in 
which they fall due, are clearly defined and 
documen ted . T h e quest ion is whe the r 
"transactions involving future obligations for a 

fixed period of time" should also include 
futures trading. 

'Dayn', being the key term in this text, 
calls for some elaborat ion. Dayn in this 
context means deferred liability, which arises 
f rom a contract involving exchange of values. 
Typical among these is the contract of sale in 
which one of the countervalues, either the 
payment of price, or delivery of the subject 
matter, is deferred to a future date. 

Our information of the commercial life of 
the Ai'abs indicates that deferred transactions, 
which contemplated the seasonal pat terns of 
agriculture, were commonly practised. Some 
of the well-known varieties of contract of 
exchange that were in vogue at the time of the 
advent of Islam included de fe r r ed sale 
Murabaha (cost-plus-profit sale), I jara 
(leasing), Salam (forward sale), and Istisna 
(manufacturing contract). All of these were 
contracts of exchange in which delivery of one 
of the countervalues was deferred to a future 
date. T h e deferred liability that arose from 
these transactions was generally known as 
'dayn'. 

T h e jurists have held different views on 
the interpretation of the word 'dayn'. While 
some have confined dayn to certain types of 
debts, others have applied it generally to all 
deferred liability transactions that can fall 
within its broad meaning. T h e Qur 'an has 
evidently not specified the general meaning of 
'dayn' and there is no compelling evidence to 
warrant a departure f rom this position. 

T h e language of the text should therefore 
convey its general and unqualified meaning 
and it may be concluded that the language of 
the text is general and applies to all debts, 
which would imply the basic legality of 
deferred transactions in all of its varieties in 
the Sharia. 

Uncertainty and Risk 
Since the Qur 'an validates sale and commerce 
generally, as well as de fe r r ed liability 
transactions, and there is no specific 
prohibition in the Qur 'an or Sunnah on future 
sales, then these may be said to be lawful, 
provided that they are clear of Gha ra r 



(uncertainty) usury and gambling. 
As already noted, Futures sales are 

generally clear of Gharar in almost all of its 
varieties, including, that is, uncertainty over 
the knowledge of material details that would 
prevent unwarranted risk, and Gharar, which 
involves the parties, ability to obtain and 
deliver the subject matter of their agreement. 

Broadly speaking Futures t rading in 
commodities is also clear of Riba. This is 
because in a Futures sale nothing changes 
hands at the time of contract: the buyer does 
not pay the price nor does the seller deliver 
the goods at the time of the bargain. Hence no 
interest is earned by either party between the 
moment of contract and the final conclusion 
of the round-turn transaction. 

I should add here though that even if the 
Futures contract itself precludes Riba, in the 
event where the underlying instrument 
derives its substance from Riba, such as the 
interest-rate Futures, these should, for obvious 
reasons, be precluded from the purview of our 
analysis. 

There remains the question of speculation 
and gambling. Defining speculation or 
identifying the speculator is always difficult 
and many have stated that no clear definition 
can be given. This is because the 
distinguishing lines between investment, 
speculation and gambling are not always clear 
and the grey areas between them tend to 
persist regardless of particular definitions. 

Speculation deals in risks that are 
necessarily present - in the process of 
marketing goods and services in a free market 
economy. As a wheat crop grows and is 
hai-vested, concentrated and dispersed, the 
obvious risks of price changes must be taken 
by those who own the wheat or have 
commitment to buy it. These risks would be 
present whether Futures markets existed or 
not. If the speculators were unwilling to take 
them someone else would have to do so. 

The motivation of many individual 
speculators could well be identical with that of 
gamblers, the main difference being that 
Futures speculation reallocates risk from those 
who do not want it to those who do. Futures 

speculation, in other words, directs the 
appetite for risk-taking into an economically 
productive channel. 

Speculators in commodities are not simply 
gamblers. In commodities-trading the risks 
are real commercial risks, quite a different 
matter to the activity of a gambler, who does 
not assume any risk other than that created by 
the rules of the game. 

Major price movements are usually caused 
by basic changes in the supply or demand, or 
both, for a given product and only rarely by a 
group of speculators successfully creating self-
fulfilling prophecies. The weight of the 
evidence obtained from the considerable 
research carried out suggests that: 
"speculation probably does more to smooth 
price fluctuation then to increase it". 

In an attempt to ascertain the relationship 
between gambling and Gharar and their 
bearing on commercial transactions, Ibn 
Taymiyyah pointed out that if a sale that 
partook in Gharar also involved devouring 
the property of others , then it became 
indistinguishable from gambling, which is 
clearly forbidden. 

Unlawful devouring of the property of 
others occurs in two forms, namely usury and 
gambling. The Qur 'an has forbidden both 
and the Sunnah of the Prophet on these 
subjects has only explained and elaborated on 
the Qur'an. It is then added that the Gharar 
sales, which the Prophet had forbidden 
generally, involve some form of gambling. 
There were certain varieties of sales that were 
common among the Arabs, and the Prophet 
declared them forbidden on these grounds. 

Ibn Taymiyyah has thus at tempted to 
establish a common denominator between 
Gharar and gambling, which is devouring and 
unlawful appropriation of the property of 
others. A commercial transaction may 
therefore not be equated with gambling unless 
it is accompanied lay this factor. 

It thus appears that risk-taking which 
involves unlawful appropriation and gain of 
one party at the expense of the other is central 
to Ibn Taymiyyah's unders tanding of the 
Quranic concept of gambling. When this is 



applied to Futures trading, the question 
before us would be whether financial 
speculation in Futures exposes the other party 
to the sale to risk, and if so whether it also 
involves unlawful gain and appropriation of 
the property of others. 

There is evidently no misappropriation of 
the property of others in Futures in the sense 
that the buyer in a Futures contract is engaged 
in a transaction aimed at making profit 
through trading but not through dishonest 
appropriadon of the property of others. 

Speculative risk-taking in commerce 
which involves investment of assets, labour 
and skill is not forbidden; nor is there any 
restricdon on the size of trade or the amount 
of profit one might make. What is forbidden is 
excessive risk-taking and gambling. Financial 
risk-taking is likely to involve gambling if it is 
staged and created for its own sake, but not if 
it is incidental to a beneficial economic activity 
and trade. 

The speculative risk that is undertaken in 
Futures bears an affinity with commercial risk-
taking for profit rather than with gambling. 
Thus it may be concluded that Futures trading 
falls under the basic principle of 
permissibility, with the proviso that we engage 
ourselves in a continuous process to enhance 
vigilance, and develop more refined 
safeguards against abuse, excessive 
speculation, and risk and uncertainty. 



Futures, Options, Swaps and Equity Investments 

J U S T I C E M U F T I M U H A M M A D T A Q I U S M A N I 

A number of financial contracts are in use by 
conventional banks, for example, for risk 
reduction, hedging and speculation involving 
options. Futures, Swaps and direct and 
indirect Equity Investments. How far are such 
contracts permissible under the Sharia? 

To clarify the issue, four hypothetical 
situations were formulated and referred to 
eminent jurist Justice Mufti Muhammad Taqi 
Usmani , Deputy Chai rman, Islamic Fiqh 
Academy, Organisation of Islamic Conference 
(OIC) Jeddah , and Vice President of Darul 
Uloom, Karachi. His comments follow each 
situation described below: 

Situation 1 - Futures Contracts in Shares 

i) Two individuals, A and B, enter into a 
contract on 1st January, 1996 under which 
A would sell a share of Company X at a 
price of $100 to B after an expiry of six 
months. B has an obligation to purchase at 
this price irrespective of the market price 
on 30th June, 1996. 

ii) Can this contract or the r ights and 
obligations of A and B be transferred by 
either of them to a third party C? 

iii) If the object of transaction is any 
commodity, or gold, silver or currency and 
not shares, as in the case above, in what 
way is the validity or otherwise of the 
contract affected? It may be noted that the 
non-transferabil i ty of rights and 

i) 

obligations severely limits the possibility 
of speculation on Futures Exchanges. 

A commonly held belief is that Futures 
contracts are prohibited when they are used 
for speculation. Does this imply that Futures 
contracts are permissible when these are used 
for hedging? 

Comment by Mufti Taqi Usmani 
This is an example of a Futures 
transaction. The Futures transactions as in 
vogue in the stock and commodit ies 
markets today are not permissible for two 
reasons. Firstly, it is a well-recognised 
principle of the Sharia that sale or 
purchase cannot be effected for a future 
date. Therefore, all forward and Futures 
transactions are invalid in the Sharia. 

Secondly, because in most of the 
Futures transactions, delivery of the 
commodities or their possession is not 
intended. In most cases, the transactions 
end up with the settlement of difference of 
prices only, which is not allowed in the 
Sharia. 
As Futures are not permissible, no rights 
or obligations can emanate therefrom. 
Therefore, the question of transferring 
these rights and obligations does not 
arise. 

iii) Futures transactions, as explained above, 
are totally impermissible regardless of 

ii) 



their subject matter. Similarly, it makes no 
difference whether these contracts are 
entered into for the purpose of 
speculation or for the purpose of hedging. 

Situation 2 - Option Contracts in Shares 

i) Two individuals, A and B, enter into a 
contract on 1st January, 1996 under which 
A grants a right to B without any 
obligation on B's part. Under the contract 
B gets a right to purchase a share of 
company X from A any time on or before 
30th June , 1996 at a price of $100, 
irrespective of the market price on the day 
of purchase. B, however, does not have 
any obligation to purchase. A accepts a 
consideration of $5 from B for granting 
him this right without obligations. This is 
known as a "Call" Option in shares. 

ii) A and B enter into a contract on 1st 
January, 1996 under which A grants a 
right to B without any obligation on B's 
part. Under the Contract, B gets a right to 
sell a share of Company X to A any time 
on or before 30th June, 1996 at a price of 
$100 irrespective of the market price on 
the day of sale. However, B does not have 
any obligation to sell. A accepts a 
consideration of $5 from B for granting 
him this right without obligations. This is 
known as a "Put" Option in shares. 

iii) A and B enter into a contract on 1st 
January, 1996 by which A sells 100 shares 
of Company X to B at a price of $100 per 
share. The transaction is settled with 
exchange of cash for the shares. A also 
grants a right to B under which B can sell 
back the shares to A on the expiry of six 
months, that is 30th June, 1996 at a price 
of $120 per share. This right, however, is 
cancelled if the price of the shares 
increases beyond $120 and remains at that 
level for 21 consecutive days before 30th 
June, 1996. 

Unlike the previous two instances 
of transactions in pure Options, the above 
is a case of an Option as an additional 
feature of an equity sale and purchase. 

iv) If the object of transaction is any 
commodity, or gold, silver or currency and 
not shares as in the above three cases, in 
what way is the validity or otherwise of the 
contract affected? 

v) Is the validity of the above contract 
affected with an added provision that B 
can now transfer this contract to a third 
party C? 

Comments by Muhammad Taqi Usmani 
i), ii), iv) & v) According to the principles of 
the Sharia, an Option is a promise to sell or 
purchase a thing on a specific price within a 
specified period. Such a promise in itself is 
permissible and is normally binding on the 
promisor. However, this promise cannot be the 
subject matter of a sale or purchase. 
Therefore, the promisor cannot charge the 
promisee a fee for making such a promise. 

Since the Options transactions, as in 
vogue in the Options market, are based on 
charging fees on these promises, they are not 
valid according to the Sharia. This ruling 
applies to all kinds of Options, no matter 
whether they are Call Options or Put Options. 
Similarly, it makes no difference if the subject 
matter of the Option sale is a commodity, 
gold, silver or a currency; and as the contract 
is invalid ab-initio, the same cannot be 
transferred. 

iii) This contract has two aspects. Firstly, if 
the Option of selling back the shares to A has 
been made a pre-condition for the original 
sale transaction, the whole transaction will be 
invalid because, according to the Sharia, a sale 
transaction cannot accept such a condition. 
Secondly, if the Option is an independent 
promise without being a precondition for the 
original sale, no fee can be charged for such a 
promise, as mentioned earlier. Although a 
complimentary promise of this kind is 
permissible in the Sharia, it cannot serve the 
purpose of the Options market. 

Situation 3-Swaps 
Two banks enter into an agreement to 
exchange deposits for a period of six months 



in different currencies on 1st January, 1996 at 
the prevailing exchange rates. Bank A 
exchanges Rupees 30 million with bank B for 
US dollars one million, and the Rupee-Dollar 
exchange rate prevailing on the date is 30:1. 
During these six months, each bank utilises 
the deposits it received at its own risk. 

At the and of six months, bank A pays 
back one million dollars to bank B and 
receives Rupees 30 million from it irrespective 
of the Rupees-Dollar rate prevailing on June 
30, 1996. For example, the Rupee-Dollar 
exchange rate might have become 35:1 or 
25:1 on J u n e 30, 1996. Is this contract 
Islamically permissible? 

Comments by Muhammad Taqi Usmani 
It is one of the principles of the Sharia that 
two financial transactions cannot be tied 
together in the sense that entering into one 
transaction is made a precondition of entering 
into the second. Keeping this principle in 
view, the Swap transaction referred to above is 
not permissible because the deposit of one 
million dollars has been made a precondition 
for accepting the deposit of 30 million rupees. 

Since both the parties will use the deposits 
for their own benefit, they are termed in the 
Sharia as loans (Qard) and not as trusts 
(Wadee'a). Therefore, advancing one loan has 
been made a precondit ion for receiving 
another, which means that two financial 
transactions are tied together. This is my 
opinion about this transaction. However, it 
needs further study and research. 

Situation 4 - Direct and Indirect Investments 
in Equity 

i) Company A raises funds by selling shares 
and interest-leasing bonds and invests the 
funds in predominantly Halal and 
profitable activities. Is it permissible to 
purchase shares of company A for an 
individual? 

ii) Company B raises all its funds by selling 
shares and invests all its funds in shares of 
company A above, and other similar 
companies. Is it permissible for an 

individual to purchase shares of company 
B? 

iii) Company X sells financial securities on 
which it promises dividends at a rate of 10 
per cent on its total sales during the year. 
Is it permissible to purchase these 
securities where dividends are paid as a 
prede termined propor t ion of sales 
revenue and not profits? 

Comments by Muhammad Taqi Usmani 
i) If company A raises funds by issuing 

shares and interest bearing-bonds and 
invests all funds in predominantly Halal 
and profitable activities, the permissibility 
of purchasing shares of such a company 
depends on four conditions: 

a) All the business activides of the 
company should be Halal. 

b) The shares of such a company have 
to be purchased after it has 
acquired illiquid assets like 
machinery, buildings, raw materials 
or stock-in-trade. 

c) If it becomes evident from the 
income statements of the company 
that a part of its income consists of 
interest given by the bank on its 
deposits, that proportion of the 
dividend must be given to charity. 

For example, if the total profit of the company 
is £100 and 5% of it has accrued through 
interest received on bank deposits, then 5% of 
the dividend must be given to charity. 

d) The shareholder should express his 
disagreement over depositing 
surplus funds in an interest-bearing 
account and raising funds through 
interest-bearing loans. A preferable 
method would be to raise his voice 
against such interest-bearing 
transactions in the Annual General 
Meeting of the company. 

If the four conditions are strictly fulfilled, it is 
hoped that purchasing the shares of such a 



company will be permissible in the Sharia. 
A possible objection which may be raised 

against this ruling would be that because the 
company had raised a considerable amount of 
its funds by issuing interest-bearing bonds, a 
substantial par t of its funds is impure 
according to the Sharia; therefore, it should 
not be permissible to participate in such a 
business. 

This objection may be refuted on the 
ground that although taking an interest-
bearing loan is strictly prohibited in the 
Sharia, yet the effect of this prohibition is that 
the persons responsible for taking such loans 
will be committ ing a sin. However, the 
amounts so borrowed are treated by the Sharia 
as their own. Although they will be liable to 
punishment in the hereafter, the money 
borrowed comes into their ownership and 
anything purchased by that money will not be 
treated in the Sharia as Haram. 

Therefore, if the capital raised by the 
company consists of some amounts borrowed 
on interest, it will not render the whole capital 
impure. 

ii) If the four conditions mentioned above 
are fulfilled, it will also be permissible to 
purchase the shares of company B, which 
has invested all its funds in the shares of 
company A. 

iii) It is necessary for the permissibility of 
Musharaka that the profits of the joint 
venture are distributed among the 
partners in an agreed proportion of the 
actual profit and not in proportion to the 
sales revenue. Therefore , it is not 
permissible to purchase the securities 
issued by Company X. 



The Unique Legal Implications 
of the Islamic Financial System 

M I C H A E L C L O D E 

Islamic finance has grown dramatically over 
the last few years and, although estimates vary, 
it would appear that the turnover is now at 
least $50 billion, and probably nearer $100b. 
These are enormous sums and those involved 
should be justly proud of their achievements. 
However, large though these figures are, they 
still represent only a small fraction of the total 
financial market even in those countries where 
Islamic finance is most developed and where, 
as in for instance Malaysia, there is strong 
political backing. 

O n e should not under-es t imate the 
difficulties for someone who is not brought up 
in the Islamic tradition to fully understand 
and to instinctively react to the culture which 
surrounds Islamic finance. I particularly wish 
to stress that it is not my intention in any way 
to criticise the Islamic system but merely to 
explain some of the differences of approach 
which sometimes make it difficult for those of 
us f rom outside to have that instinctive 
unders tanding which arises from having the 
system instilled in one from birth. 

First, there is the unity of law and religion 
which is inherent in Islam. In Britain, as in most 
matters constitutional, the position is 
anomalous in that the Monarch is head, both of 
the church and of the state. In practice, the 
influence of religion on the law is limited and 
there is a long history of ensuring that religion 
is subordinate to the state and to law. 
Remember Thomas A Beckett. 

In France, the legal system is seminal for 
the civil law system and thus in most of Europe 
and its fo rmer colonies, there is a 
constitutional separation of church and state. 
In the United States, the largest common law 
jurisdiction in the world, there is again a 
constitutional separation. These divisions go 
back a long way and predate the development 
of multi-cultural societies, which themselves 
make the separation even more necessary. 

T h e second distinction is that the West is 
fundamenta l ly a capitalist society and 
capitalism has developed on the basis of 
interest, which is not considered (provided it is 
not usurious) to be in any way improper. 
Although the early Christian church did have 
prohibitions on interest, these have not been 
aired for most of this millennium. 

Many economists will argue that the 
reason for the great success of Bri tain 
compared with its continental rivals dur ing 
the 18th and early 19th century was the 
es tab l i shment of an eff ic ient system of 
national debt based on the issue by the 
g o v e r n m e n t of in te res t -bear ing paper . 
Capitalism was the engine as much as the 
s team tha t powered the indus t r ia l 
revolution. Those of us brought up in this 
system have an initial intellectual hurdle to 
leap when deal ing with a system which 
considers interest to be not only illegal but 
immoral . 

Finally, Islamic finance relies heavily on 



The Unique Legal Implications of the Islamic Financial System 

the precedence of Form over Substance. 
Although EngHsh law, at least until the recent 
House of Lords case of Ramsey, was 
considered to lean in this direction compared 
with other jurisdictions, it certainly does not 
go as far as many of the Islamic transactions 
one sees. Many Islamic financiers are worried 
by the use of LIBOR as a bench mark for 
yields, but it seems to be agreed that this is 
technically acceptable. This approach does 
require some mental adjustment for a Western 
lawyer. 

I repeat, none of this is intended in any 
way to be a criticism of the Islamic system, but 
merely to emphasise that there are 
distinctions and to ask for understanding if, 
from time to time, those of us from other 
cultures seem slow in understanding points 
which have been made by our Islamic friends. 

I mentioned that Islamic finance remains 
a relatively small proportion of the world total 
and would now like to consider how it might 
progress over the next few years into other 
areas and to expand generally. First, it is my 
view that the future lies in developing new 
concepts and instruments peculiar to Islamic 
finance rather than trying to replicate Western 
structures in what will inevitably be a more 
complex form. 

Some years ago, in a speech which I gave 
to the Bankers Association in Bahrain, I said 
very much the same. At that time, although 
many of the Bankers expressed enthusiasm, a 
number indicated that they thought that they 
should keep to their core business and not to 
try to run before they could walk. 
Developments since then have indicated that 
those who took the more positive approach 
are continuing to do so and to convert their 
hopes into specific projects. The number of 
Islamic funds is slowly growing and we have 
seen unitisation of rental streams in Pakistan 
and elsewhere. 

There are a number of other exciting new 
developments, all of which are moving 
towards the development of new areas. 

It is commonly recognised that two of the 
main problems faced by Islamic banks are 
liquidity and the availability of long-term 

funding. Some of the liquidity problems could 
be addressed if some form of market is 
established for units in future funds. A 
number of institutions are thinking along 
these lines and the IIBI has published articles 
on the subject in the past. 

So far as long-term finance is concerned, 
it has always struck me that much more 
thought should be given by the Islamic 
financial community to insurance and pension 
schemes. Whilst I appreciate that there are 
certain Sharia problems with some of these, 
my understanding is that, provided they are 
effectively mutual funds, they can be 
acceptable. They also have two advantages: 

First, they meet useful social objectives 
and second, and more importantly from the 
point of view of long-term finance, they are by 
their very nature large and long-term 
investments. Although the concept of mutual 
insurance is currently unfashionable in the 
West, largely because of problems of under-
capitalisation, there are still large numbers of 
them around and of course the bulk of world 
shipping is insured in the P&I Clubs, which 
are mutual insurances, and a great deal of 
professional indemnity insurance is now done 
on a mutual basis. 

This is an area which deserves 
investigation and development and the 
Institute of Islamic Banking and Insurance 
has projects in this area in train. 

Some years ago, the Federal Supreme 
Court in Abu Dhabi ruled that currency future 
trading was contrary to the Sharia even where 
the trader concerned was only hedging his 
exposure ra ther than speculating. This 
dampened interest in this market, but since 
then an article by the Vice President of the 
Iranian Banking Institute argues in favour of 
such hedging including hedging against 
inflation. Perhaps this is an area of activity that 
should be revisited. 

Another area which would assist in the 
development of Islamic finance would be the 
securing of consistent Sharia interpretations. I 
appreciate that, as with all the world's great 
religions, Islam is not monolithic and that 
there are a number of different sects. 



Moreover, this is overlaid by the existence of 
the four juridical schools. In these 
circumstances, I appreciate that there is no 
little likelihood of gett ing world-wide 
consistency. 

There is, however, I believe, merit in 
trying to obtain consistency at least within 
each country, and the Malaysian Government 
is to be commended on the efforts that it has 
made towards achieving that within Malaysia. 
I do not underestimate the difficulties of this 
but I believe that it would be of major benefit 
to the Islamic finance community as a whole. 
The IIBI has set up a Sharia Advisory Unit, 
which is a valuable step in the right direction. 

Where is the impetus for these new 
developments to come from? There have, of 
course, always been many astute and far-
seeing members of the Islamic finance 
community, but I sense that there is a new 
breed of young bankers brought up in the 
Islamic tradition, knowledgeable about the 
markets concerned, but who have trained in 
one or more of the major world financial 
centres. These are the people who will have 
the vision to develop the new products that 
are necessary, and the energy and drive to 
ensure that they are marketed and become 
successful. 

We should not ignore the contribution 
being made by the Institute of Islamic 
Banking and Insurance in training this new 
generation. Not only are there regular courses 
and lectures, but the Institute has produced a 
number of most valuable text books, for 
example the Overview of Islamic Banking. The 
Executive Development Programme, which 
was an intensive course run over a period of, I 
believe, two weeks and targeted at rising 
executives within the Islamic finance world, 
was exactly the sort of targeted training which 
will assist in the developments which I have 
outlined. 

One of the aspects of Islamic finance 
which strikes someone coming into it for the 
first time and which is an attractive feature, is 
the element of social benefit which underlies 
it. Looking at many of the projects which I 
have seen financed in the last few years, it is 

clear that they bring both economic and 
physical benefit to the communities where 
those projects are situated. 

At a seminar held by the IIBI, the speaker, 
an Australian academic, questioned whether 
there could ever be a truly Islamic Stock 
Exchange because he thought that stock 
exchanges were inherently anti-social. I beg to 
differ. I believe that they are one of the power 
houses which fuel economic development and 
thereby improve the living standards of all 
members of the community dragging up those 
at the bottom of the pile as well as rewarding 
those at the top who are sufficiently wealthy 
themselves to be investors. The guidelines laid 
down a decade ago are still relevant. Similar 
guidelines have, I unders tand, been 
established in Malaysia. We should be 
welcoming the development of Islamic Stock 
Exchanges, not trying to find fault with them. 

I suggest that a triumvirate of Islamic 
banking (both retail and investment). Islamic 
Stock Exchanges and Islamic insurance and 
pensions can work hand-in-hand to develop 
their already successful businesses to 
considerably greater heights and in doing so 
to benefit the community at large. To sum up. 
Islamic banking has already made great 
strides over the last few years. It has the 
potential to move onward, not just by linear 
growth but by moving into new areas and by 
maturing in existing areas. That growth can 
be exponential. 



Central Banks and Islamic Banking 

FARAH F A D I L 

T h e emergence of Islamic banking in the 
Middle East and other parts of the Muslim 
world has brought to the fore the issue of their 
relationship with regulatory authorities. The 
importance of this issue is underl ined by the 
world-wide interest in the supervision of banks 
following the crises faced by the banking 
industry for the past two decades, and the 
establishment of stringent rules for regulating 
traditional banks and their capital. 

At the same time, the brief history of 
Islamic financial institutions has not been 
crisis-free either BCCI not withstanding, it 
was in Egypt, for instance, where most of them 
collapsed with large losses to depositors and 
larger loss of credibility to the regulatory 
authorities. 

Yet in most of these countries. Islamic 
financial institutions are effectively outside the 
control of central banks for the following 
reasons: 

1 From the outset. Islamic banks sought 
independence f rom the tradit ional 
f ramework of central bank control, 
p leading the special na ture of their 
operations, which are in contradiction 
with existing laws and measures governing 
the operations of interest-based banks. 

2 Though they demand exemption from the 
constraints of banking supervision and 
control, they demand the same financial 

assistance as is given to traditional banks 
in case of temporary shortages, yet 
without the payment of interest to the 
central bank. 

3 Ambiguity and lack of understanding, on 
the part of the central banks, of the 
principles regulating these banks. Central 
banks are not well versed in Islamic law 
and are not trained for it. As a result, these 
financial institutions have been left to 
their own devices and regarded by bank 
regulators as an anathema to the system. 
In Kuwait, regulation of Islamic banks was 
left to the Ministry of Finance, a highly 
unlikely place from which to regulate 
banks. 

4 Relegadng the responsibility of reguladon 
to the Ministry of Finance was the 
outcome of a lack of understanding of how 
to deal with these banks, as well as the 
outcome of the debate on whether these 
institutions should be defined as banks or 
as non-banks (investment companies). 

If they are classified as non-banks, then 
central banks can be absolved f rom 
responsibility for them, and other bodies, such 
as the Ministry of Finance or the Stock 
Exchange Authority, can look after them, even 
if they lack the relevant experience. 

It seems, that applying Islamic thinking 



on the banking industry has raised, once more 
the issue of justification of state control over 
banks and provoked hypotheses of whether 
there is anything special about Islamic banks 
to warrant their exemption by central banks 
from their supervision and assistance. 

The exemption of Islamic banks from 
central bank control and its protective 
umbrella revolves around one central 
position, namely the denial of a 
predetermined interest rate on deposits and 
the lack of sufficient guarantees on their 
principal. 

The foundat ion and theoretical 
justification of the existing institutional 
framework of monetai-y control does not 
indicate that prohibition of interest payment 
has been a cause or a condition for regulating 
deposit-taking institutions. 

In countries, where Islamic banking has 
been licensed alongside traditional banking, 
the central bank relationship with interest-free 
banking has been confused and non-uniform. 

The introduction of Islamic banking owes 
much to the encouragement of some 
governments in the Arab world and in other 
Muslim countries. Under the sponsorship of 
these governments. Islamic banks were 
established by special legislation (Egypt, 
Dubai, Sudan, Kuwait & Bahrain) which set 
them apart from other financial institutions, 
and from certain provisions of the banking law 
to facilitate their mission. 

Some of these governments went to the 
extent of participating in the capital of these 
banks. For instance, the Kuwait government 
took up 49% of the share capital of the Kuwait 
Finance House in 1977. 

A closer look at the legislation and the 
manner in which Islamic banks were licensed 
to work indicates the following: 

• The legislation was not designed to 
grant privileges to Islamic banks as opposed 
to interest-based banks. 

• In the case of the Faisal Islamic Bank, 
the forerunner of the movement, the 
legislation reflects the concession granted by 
the host countries (Egypt, Sudan and Dubai) 
to a foreign investor Its provisions emphasise 

the protection of the banks against 
nationalisation, confiscation and foreign 
exchange controls with respect to profit 
repatriation. 

Only in 1981 did Islamic banks realise the 
necessity of involving the central banks in 
their affairs, when the first expert committee 
was set up to examine and prepare guidelines 
on the promotion, regulation and supei^vision 
of Islamic banks. Ever since, the relationship 
between Islamic banks and central banks has 
not been uniform. 

Some began to bring them under 
supei-vision, but it was generally with benign 
neglect, since they were asked to provide data 
only to the central bank, while others, as in 
Kuwait, washed their hands of them and 
referred the Islamic banks to the Ministry of 
Finance. This divergence reflects the 
confusion and the background of debate is 
comprised of two differing arguments. 

The proponent of the first view, Ziauddin 
Ahmed, points to the state of 
underdevelopment of money and capital 
markets in Muslim countries, which acts as a 
severe constraint on the effectiveness of 
central bank policies in regulating monetary 
conditions. 

Islamic f inancing offers a golden 
opportunity, the argument goes, for central 
banks to introduce new institutions which will 
deepen the market. At the same time, this is in 
conformity with the mandate of newly 
established central banks to play a 
promotional role in the financial system, 
including special responsibilities for 
developing financial institutions and domestic 
money and capital markets. 

A variant of this viewpoint tends to 
minimise the risks involved in the operations 
of Islamic banking and the need for central 
bank control. Depositors in Islamic banks are 
not guaranteed a fixed rate of return but must 
also be prepared to share in the losses. The 
implication is that central banks are under no 
obligation to protect depositors and that there 
is no reason why Islamic banks should be 
subject to strict control by the monetary 
authority. 



In fact, they argue that the risks in Islamic 
banking are exaggerated and, that there 
should be less stringent control over Islamic 
banks as compared to other banks. The 
profit/loss relationship implies that Islamic 
banks do not stand as original party to the 
relationship between depositors and users of 
funds, but ra ther per form a proxy (or 
fiduciary) role for the depositor vis-a-vis the 
fund user. This proxyship may take two forms: 

1 A delegation of a general nature from 
depositors to invest in any project, where 
the profits from this deposit pool are 
reinvested and finally redistributed 
among depositors on the basis of a point 
product system after deduction of 
management fees. 

2 A specific delegation to invest in a 
particular project after explanation and 
acceptance of the risk involved. This is 
called a "specified deposit", which can also 
be applied to foreign exchange contracts, 
where the depositor wishes to take a 
position in a particular currency or 
currencies for a certain maturity. 

In both the above cases, the bank performs a 
"fiducial^ function", where the depositor is 
aware of the risk. The legal basis for the 
depositor sharing in the profits of the bank is 
derived from the agreement of the bank's 
shareholders (the only party entitled to the 
bank's profits) to surrender part of their 
profits to depositors. Hence, there is no 
rationale for imposing supervisory control 
over Islamic banks. 

A corollaiy of this argument is that Islamic 
banks, if they need any control at all, need 
only to be self-regulated by the Sharia. This 
view is refiected in the deliberation of the 
secretariat of the Federation of Islamic banks 
(A1 Najar, 1994). 

The second and stronger view articulating 
the relationship between Islamic banks and 
central banks argues that Islamic banking 
entails greater risks compared to conventional 
banks. This has two different implications for 
central banks' control. Some arsrue that 

because of such higher risks, Islamic banks 
should be subject to more strict control by 
central banks. 

Others, however, maintain that these 
higher risks underline the fact that interest-
free banking has special and unique 
properties that are sufficient to disqualify 
Islamic financial institutions from the status of 
being a bank, allowing regulatory 
requirements imposed on other banks to be 
waived. Exponents of this last view are the 
influential Bank of England (Pemberton R L, 
1984) and the comptroller of the currency of 
the United States (Sekuta, C, 1988). 

Both the Bank of England and the US 
currency comptroller remove Islamic banks 
from the realm of central bank control on the 
following grounds: 

There is no certainty of the rate of return 
on deposits-owing to the profit-and-loss-
sharing (PLS) principle as well as no 
certainty of the value of the capital of the 
depositors. As the ex-governor of the 
Bank of England stated: "This is of course 
a perfectly acceptable mode of 
investment, but it does not fall within the 
long-established and well-understood 
definition of what constitutes banking in 
this country." In other words, these 
institutions "cannot hold themselves out 
to be a bank or to use a banking name". 

• There would be numerous supervisory 
problems, particularly the difficulty of 
evaluating the assets of an Islamic bank 
and assessing the capital adequacy of an 
institution engaging in essentially capital-
uncertain transactions. 

• There is also the risk of misleading and 
confusing the general public by allowing 
two essentially different banking systems 
to operate in parallel. In fact, some Arab 
bankers requested authorities in the UK 
and USA a special Banking Act or a 
special section within the Banking Act for 
Islamic banks, which would mean two sets 
of rules in the British Banking act. The 
difficulty is that the Banking Act says that 
aH b a n k < ; m i i s f h p t r p a t p H tVip s a m p 



In addit ion to the above, the American 
supervisory authorities add the need to 
insulate depositors from risk, while the US 
banking regulations require insurance from 
the FDIC before branches of foreign banks 
may function as banks, i.e. deposit- takers. 

Would deposit insurance be acceptable 
under Islamic principles? 

Notwithstanding other factors, it is 
obvious that the basic objection revolves 
around the denial of a guaranteed return on 
deposits and the security of the principal of 
the deposit. The importance of this view from 
the prominent supervisory bodies is the great 
influence it exerts on the official (and non-
official) attitudes and responses of supervisors 
elsewhere, particularly in the Islamic world. 

How relevant are these justifications in the 
context of central banking theory and 
practice? 

Such relevance has to be judged in the 
context of why central banks are permitted to 
control the banking industry. More 
specifically, the issue is whether interest 
payment on deposits represents a sine qua 
non for bringing the banking firm under the 
regulatory authority of the central bank. 

But before examining the rationale for 
central bank control, it is important to identify' 
a basic contradiction in the two justifications 
cited above; deposit safety and guaranteed 
return on deposits. 

Security of deposits is a prerequisite for 
regulating banks and not to exempt them 
from regulation. No central banker under any 
system of supervision can dispute that the 
primary objective is to protect the individual 
depositor, and the final aim of supervision is 
to minimise the risk of any bank sliding into 
imprudent decisions and practices by its 
management which may jeopardise the 
deposit base of the bank. It is clear that one 
cannot minimise such risks by leaving banks 
outside the regulatory network set-up by 
central banks. 

Hence it is a contradiction to use the lack 
of security of deposits as a pretext for 
excluding Islamic banks from central bank 
control and supervision. 

On the other hand, interest payment (or 
guaranteed return) on deposits has never 
been (or would be) a condition or a 
requirement to impose regulation on banks, 
nor to leave them unregulated. On the 
contrary, state control over banks (through 
central bank regulation) rests on whether non-
interest-bearing liabilities at banks or the 
claims they issue against themselves can be 
considered as money. 

Careful examination of the reasons why 
the central bank was created as an institution 
and its history, in practice, indicates that 
interest payment on deposits is not a 
requirement for regulating banks. 

Can Islamic banks exert influence on 
economic activities and constitute a potential 
threat to the price level and financial stability? 
Do Islamic banks issue claims (deposits) 
against themselves that meet the criterion of 
defining banks' output as money? 

In answering the above, the various 
deposits issued by Islamic banks and their 
relative importance to the monetary 
aggregates of the economies in which they 
operate have to be identified. Islamic banks 
issue various types of deposits, which are not 
different from the deposits of traditional 
banks in terms of their monetary functions. 

Demand deposits are issued by Islamic 
banks in the same way that they are issued by 
traditional, interest-based banks. They are 
held to render the normal services of 
transactional payments, and Islamic banks 
guarantee to pay these balances on demand. 
These deposits receive no return, though 
theoretically, a service charge maybe imposed. 

More importantly, they are cheque 
accounts which can be converted into currency 
(government dominant money) on demand 
and at will. In this way, demand deposits with 
Islamic banks are an integral part of the 
money supply. But their potential influence 
on the supply of money and price level will 
depend on how large they are relative to the 
aggregate demand deposits in their respective 
economies. 

For this purpose, data has been collected 
from a sample of I I Islamic banks working in 



seven Arab economies (GCC countries plus 
Egypt and Jordan), for which there is available 
information for the five financial years (1988-
1993). 

The demand deposits of the selected 
Islamic banks represent an average figure of 
17 per cent of the aggregate demand deposits 
of these economies. These figures may 
underest imate the relative importance of 
these banks to the money supply because of 
the difficulties in obtaining data from some 
Islamic banks in these countries. 

Qatar Islamic Bank, for example, does not 
publish a balance sheet. The weight of these 
deposits in the economy-wide aggregate has 
been reduced because of the low contribution 
of Islamic banks in Egypt as a result of the 
difficulties facing them recently. 

Nonetheless, an average of 17 per cent is 
not small and can affect the supply of money 
in these economies, particularly since demand 
deposits at these banks achieved a high 8 per 
cent annual average rate of growth in the past 
five years. 

Savings deposits with Islamic banks earn a 
return as do their counterparts in traditional 
banks, except that some Islamic banks pay 
nothing for these accounts. Because savings 
deposits receive an annual return at the 
majority of banks, they are perceived as part 
investment deposits under the P/L-sharing 
system. But at the same time, they are also 
treated as a current account render ing 
transaction and precautionary service to the 
holders. 

Withdrawals from a savings account are 
not subject to any restrictions. For instance, 
the Kuwait Finance House requires a 
minimum of KD 100 ($300) to be maintained 
in the savings account to qualify for a profit 
distribution, but does not put any upper limits 
on withdrawals. 

Effectively, the savings book at Islamic 
banks can be used in the same way as the 
cheque book of a current account and for all 
practical purposes, the savings account is held 
to provide transaction and precautionary 
services. 

Investment deposits are perceived as 

being similar to time deposits with a fixed 
term and constitute the main source of funds 
for Islamic banks. In fact, this is not the 
universal case, since some major Islamic banks 
do not have investment deposits with these 
characteristics. 

Neither Al-Rajhi nor Kuwait Finance 
House, the largest in the Arab world, have 
investment deposits as such. The bulk of 
deposits at Al-Rajhi are classified as current 
accounts representing 87.4 per cent of the 
total, while investment deposits of limited and 
unlimited term at Kuwait Finance House 
represent only 26 per cent of total customer 
deposits. The remainder are savings accounts 
receiving profits, as mentioned above. 

It is widely accepted that these investment 
deposits are utilised on the basis of PLS, where 
the investment profits (or losses) are shared 
between the banks and the depositors. Profits 
are distributed annually, though some banks 
(Faisal of Egypt) distribute on a quarterly 
basis. 

However, sharing is based on the 
contribution of investment deposits relative to 
equity, where shareholders alone bear the 
administrative cost. A management fee is 
charged on the profit share of the investment 
deposits. 

Despite the lack of uniformity in treating 
these deposits, they raise two fundamental 
issues: 

1 Can these investment funds affect 
aggregate expenditure, and are they 
sizeable enough to influence the ratio 
between income and expendi ture by 
households and business, so that they 
qualify for central bank control? 

2 Are depositors in this category equity risk-
takers? 

Examinations of the data of Islamic banks and 
their economics will help in attempting to 
answer the above questions. 

Investment deposits with Islamic banks in 
these countries account for an average of 15 
per cent of the total quasi-money of the 
economies of GCC countries, Egypt and 



Jordan. Their share in this broader monetary 
measure might have been higher than 15 per 
cent if data from all Islamic banks in these 
countries had been available. 

The relevance of these deposits to the 
debate about central bank control is not only 
because of their high contribution to quasi-
money but also because of the strong and 
direct link between these investment accounts 
and aggregate expenditures on consumption 
and investment goods. 

This is implied in the very nature of the 
utilisation of investment funds on Islamic 
principles, where trade and real assets must be 
involved in the disbursement of these funds 
through Islamic investment instruments, such 
as Murabaha, Mudaraba and Istisna. 

These investment accounts enable Islamic 
banks to be heavily involved in financing 
almost all economic activities which are 
Islamically compatible, e.g. foodstuffs, 
building materials, cars, real estate and 
leasing ships and aircraft. Assets created and 
financed by these deposits with Islamic banks 
represent around 27 per cent of aggregate 
credit in their respective economies. 

It is obvious that the investment accounts 
of Islamic banks can exert a relatively strong 
influence on aggregate economic activities, 
since altering the nominal stock of these 
accounts could change the ratio of 
expenditure to income and allow spending 
units to cari7 out consumption plans in excess 
of available income. 

This is particularly true in view of Islamic 
banks' heavy involvement in instalment 
finance for consumer durables, for residential 
housing and other types of expenditure, 
which practically permit households to 
consume in excess of current income. 

The removal of the interest-rate from the 
financial system implies that the rate of return 
on real activities would play the role of 
allocation in the Islamic financial system. In 
terms of deposit remuneration, this translates 
into non-fixed, non-guaranteed rates of 
return, where the funds raised through 
investment deposits are invested by the bank 
on the basis of profit-and-loss-sharing. 

Deposit remuneration is related to the 
profit/loss position of the bank and 
accordingly they may incur losses as well as 
earning profits. In this system, savers 
(depositors in investment accounts) act as 
entrepreneurs by participating directly in the 
fortunes of the end user of the funds and 
therefore share in his risks. These P/L-sharing 
characteristics are satisfied by Musharaka or 
Mudaraba. 

Examination of the portfolio behaviour of 
Islamic banks since inception indicates that 
there is no preference for long-term high-risk 
(venture capital) Musharaka deals. On the 
contrary their portfolios are dominated by 
short-term trade-related Murabaha assets. 

Table 4 shows clearly the short-term 
(Murabaha) asset concentration of Islamic 
banks for the period 1989-1990, where these 
assets account for 75 per cent of their 
portfolios and equity participation 
(Musharaka) represented 1.4 per cent. 

For 1992/93, accurate data was not 
available, except for banks in the GCC area, 
which supplied only aggregate figures on the 
share of Murabaha in net advances and 
facilities. Net Islamic investments were in the 
region of $9.6bn, of which Murabaha 
transactions represented about $7.8bn, i.e. 
81.6 per cent. This increase in short-term 
Murabaha since 1990 was mainly due to the 
impact of the Iraqi invasion of Kuwait. 

The reasons why Islamic banks selected 
this instrument, which is not strictly 
compatible with profit-and-loss-sharing, is 
beyond the scope of this paper. Nonetheless, 
the same phenomenon existed in Pakistan 
and Iran, the two countries which removed all 
impediments against the application of Sharia 
law to all aspects of financial transactions. 

In this case, the central banks of these 
countries restricted the high return/high risk 
asset acquisition by Islamic banks via 
Musharaka and Mudaraba financing 
techniques. This led to dominance of low-risk, 
short-term assets acquired through Murabaha 
trade financing transactions in the portfolio of 
Islamic banks in these two countries. 

Although non-P/L-sharing instruments 



dominate the investment policies of Islamic 
banks, questions remain over whether 
depositors face higher risks than shareholders 
in terms of remuneration. 

It is argued that Islamic banks tend to 
leverage their equity position by attracting 
more investment deposits without creating 
more risk. If banks are unable to make 
sufficient profit they can avoid paying any 
returns to depositors and if they declare 
losses, depositors will share in that loss. 
Therefore under these conditions the risk to 
depositors will be higher than those to 
shareholders of the bank. 

It is further argued that the PLS system 
encourages banks to respond to the economic 
cycle by reducing investment deposits and 
increasing equity during the downturn and 
vice-versa during the upturn, because of their 
ability to pay less to depositors. This strategy 
helps in reducing their average cost of funds. 
Unfortunately, data on profit distributions was 
only available for Kuwait Finance House for 
the period 1979-1993, and for Faisal Islamic 
Bank for 1991-1993. 

Table 5: Following the collapse of the 
Stock Market in 1982, the Kuwait Finance 
House did not pay dividends for two years 
(1984-1985), while depositors did not receive 
returns for one year (1984). In 1992, 
depositors received between 4 per cent and 6 
per cent, while shareholders received nothing 
in dividends. 

Dividend distribution for 1983 was an 
excepdon where the bank paid 20 per cent to 
shareholders out of its reserves. However, the 
5-7.5 per cent profit distribution for 
investment deposits was competitive with the 
market, given the interest rate structure of the 
central bank and the non-performing loan 
portfolio of the commercial banks in Kuwait at 
that dme. 

It is noticeable that when profits fell after 
1982, dividends were reduced proportionately 
more than returns to depositors. For 1993, the 
return to depositors kept pace with dividends 
(cash distribution) as well as with the interest 
rates paid on the deposits of commercial 
banks. See table 6. 

While interest rates on dinar deposits were 
falling during 1993 as a result of the central 
bank reduction in the discount rate, Kuwait 
Finance House's actual remunerat ion to 
depositors was in line with the official rate on 
savings accounts and higher than commercial 
banks indicative rates to depositors. 

As for the Faisal Islamic Bank (Egypt), its 
published balance sheet (1991-1993) indicates 
that all net profits available for distribution 
were given to investment deposit accounts. In 
fact, dividend distribution was zero and 
shareholders were given nothing for the 3-
year period. Returns on deposits were in line 
with interest rates paid on the Egyptian pound 
by commercial banks and the payment of 
these profits was undertaken on a quarterly 
basis. 

The potential impact of the PLS system on 
the risk-return profile of depositors has been 
so far a theoretical possibility. In practice, the 
portfolios of Islamic banks tend to favour non-
PLS Islamic investment instruments. There is 
no strong evidence to support the potential 
risk to depositors vis-a-vis shareholders. 

The rate of return paid on alternative 
investments in the non-Islamic sector reflects 
the financial environment within which they 
operate. Failure to recognise the impact of this 
environment would be at the expense of 
depleting their deposit base. 

However, the short-term asset 
concentration in their portfolio was a response 
to the absence of the protective cover to the 
lender of last resort services provided by 
Central Banks. Islamic banks not only 
resorted to low-risk Murabaha, but also had to 
provide for their own emergency liquidity 
needs by developing their own liquidity 
management techniques. 

Central Bank intervention in the currency 
business on behalf of the state is based on the 
need to exclude currency and note issue from 
free trade in order to protect its value and to 
prevent financial instability. 

Accordingly, individual banks were 
relieved from the responsibility of each 
keeping their own reserves. But they did this 
in the unshaken belief that the central bank 



was not going to shut its doors in time of 
emergency. This meant that the monopoly of 
currency issue was not enough to achieve the 
goal of fmancial stability unless the central 
bank stood ready, at all times, to supply 
reserves to the banks. 

It is the "lender of last resort" function 
rather than monopoly of currency production, 
which is the source of its responsibility to the 
currency. Without this protective service, the 
stability of banks and the whole fmancial 
system is undermined. 

However the "lender of last resort" is not 
just about rescuing a bank at a time of 
collapse. It is primarily the ability of a central 
bank to introduce a high measure of elasticity 
into the supply of reserves on a daily basis, 
which is absolutely vital if the central bank is 
to exercise effective control over amounts of 
currency and credit in the system. 

The lack of such elasticity would reduce 
the central bank to the equivalent status of 
other banks, with a limited credit horizon, and 
undermine the confidence of individual banks 
in their ability to carry out their operations 
without worrying about daily liquidity. This is 
principally why central banks are present in 
the money market of their currencies on a 
daily basis, to provide liquidity through a 
variety of methods, such as the discount 
window. 

Because Islamic banks are deprived of this 
protective service, it is essential they maintain 
a highly liquid portfolio, however detrimental 
to their profitability and their ability to 
compete. In many countries, they have no 
access to central bank reserves, though they 
are required to maintain (compulsorily or 
voluntarily) part of their reserves with the 
central bank. Some central banks argue that 
the facility is available if Islamic banks are 
willing to pay the cost, i.e., the rate of interest. 
This is of course unacceptable to Islamic 
banks. 

Since the late seventies. Islamic banks 
have developed their own techniques for the 
daily management of liquidity in co-operation 
with commercial banks. These techniques are 
based on the concept of interest-free deposit 

placement/borrowing by Islamic banks, which 
takes two forms: the point system; and the 
exchange of deposits. 

When using the point system, an Islamic 
bank places an amount of local currency with 
a commercial bank for a few days. When the 
Islamic bank needs liquidity, it may ask the 
bank to return the favour by lending the 
Islamic bank an amount of their choice but in 
the currency and maturity of the choice of the 
Islamic bank. The amount the bank lends to 
the Islamic bank is related to the value the 
bank attaches to the favour of the Islamic 
bank, which translates into the number of 
points accumulated for the Islamic bank as a 
result of the interest-free placements. 

These points are calculated on the basis of 
the total amounts and durations of the 
interest-free placements made with the bank. 
It is important, however, to emphasise that 
neither the total number of points nor the 
number of points utilised are made available 
to the Islamic bank. This implies that the 
conventional bank determines the amount, 
while the Islamic bank determines the 
currency and the maturity. 

The exchange of deposits is a similar 
mechanism to the point system, except that it 
is a back-to-back interest-free deposits-swap 
and it differs in terms of its longer maturity (1-
3 months). Assuming that an Islamic bank 
would like to place an interest-free deposit in 
Kuwait Dinars for one month, in return for 
dollars (interest-free deposit) for the same 
maturity, the Islamic bank will seek quotes 
from a number of banks on the amount of 
dollars they are willing to lend on an interest-
free basis in return for the Kuwaiti Dinar 
deposit. 

The placement of Kuwaiti Dinars will go 
to the highest b idder in terms of the 
maximum amount of dollars offered. 
Commercial banks will calculate how much 
the interest-free placement is worth to them 
(in terms of prevailing market interest rates), 
but Islamic banks will only compare the 
quoted amounts and choose the highest. At 
maturity, the transaction is reversed: the 
Islamic bank receives its Kuwaiti Dinars and 



the other bank receives its dollars in the 
original amount. 

There is of course, some credit risk, but it 
is the exchange risk at maturity, which should 
be considered, particularly since Islamic banks 
cannot hedge as other banks do. Though the 
amounts exchanged may be in favour of the 
Islamic bank, this is not usually the case. 
These liquidity techniques are symptomatic of 
the risks faced by Islamic banks in the absence 
of the central bank protective liquidity services 
that are available to other banks. 

In fact, this absence can lead to a sub-
optimal return for Islamic banks, adversely 
affecting a large number of depositors, and 
has been intensified by the need for 
maintaining a higher proportion of their 
assets in liquid form. The central bank places 
a short-term investment deposit with the 
Islamic bank whenever liquidity is required. 

These deposits are suitable for central 
bank purposes, since they carry a known 
return and are liquid and highly safe because 
they are short-term, trade-related and 
supported by first-class guarantees. The 
Kuwaiti experience in this respect is helpful, 
as the Central Bank of Kuwait has supported 
the banking system with deposit placement 
since the seventies, while a central bank law 
allows the Ministry of Finance to place 
deposits in foreign currencies with local 
banks. 

Central banks can deal with the liquidity 
requirements of Islamic banks through the 
exchange of deposits. This deposit exchange 
is quite similar to a "swap" as a money market 
product which does not require extensive 
preparation and training by central banks. 
The Central Bank of Kuwait has been helping 
local banks to improve their liquidity 
management through a swap facility as an 
alternative to the discount window, which 
underlines its ability to introduce a larger 
measure of elasticity in the supply of reserves 
to the banking units. 

It is high time that "deposit exchanges" be 
considered by central banks, since it is 
Islamically acceptable as well as being 
problem-free, for it has been practised for 

over 10 years by Islamic banks in co-operation 
with conventional commercial banks. 

This paper has endeavoured to examine 
two issues concerning the exclusion of Islamic 
banks from central bank control and 
assistance: 

1 Absence of guaranteed and 
predetermined interest payment on 
Islamic deposits. 

2 The Profit-and-loss-sharing system turns 
the depositor into an equity risk-taker. 

An analysis of the foundation of central 
banking and the rationale for controlling the 
banking system indicates that interest 
payment on deposits was neither a necessary 
nor a sufficient condition for regulating 
banks. Tha t control is founded on one 
important assumption, namely the inherent 
instability of money unless put under public 
control. 

It has been shown that there is nothing of 
significance about Islamic banks which would 
qualify them to be excluded from central bank 
control, since their deposits possess the same 
money properties as deposits of other banks. 
They are capable of influencing general 
equilibrium through prices and 
savings/expenditure decisions, particularly in 
view of their weight in the national aggregates 
in their economies. 

As for whether depositors are becoming 
equity risk-takers, it seems that high risk/high 
return Musharaka transactions do not feature 
prominently in the portfolios of Islamic banks. 
From the limited evidence provided. Islamic 
banks are not heedless risk-takers, since they 
responded to the restrictions imposed on 
them by selecting a portfolio dominated by 
liquid and less risky Islamic investment 
instruments. 

Islamic banks also responded to their 
exclusion from the central bank protective 
cover by developing their own liquidity 
products, which has helped them overcome 
unexpected reserve pressures, but has exposed 
them and their depositors to adverse 
competition in the money market. Leaving 



Islamic deposit-takers unregulated and 
outside the protective net of the central bank, 
is not consistent with its responsibility towards 
the currency and the maintenance of financial 
stability. 

Islamic liquidity products should be 
adopted and/or modified by central banks as 
official instruments for dealing with the 
reserve shortages of Islamic banks. However, 
central banks are in need of advice on Islamic 
finance, ei ther f rom the Ministries of 

Religious Affairs or from a special Sharia 
committee, whose first duty is to ascertain that 
these banks are conducting their business 
without the violation of their Articles of 
Association. 

Table (1) 
Demand Deposits with Islamic Banks in selected countries* ($ million) 

GCC Economies Egypt Jordan Total 
l-Aggregate demand deposits 31,022.70 4,205 860.7 36,088 
2.D deposits with Islamic banks 5,813 59.2 120.9 5,993 
3.Share of Islamic banks 18.7% 1.4% 14.0% 16.6% 

* Faisal (Egypt and Bahrain), KFH, Dubai Islamic, A! Baraka, Al Rajhi, Qatar Islamic and international, 
Jordan Islamic, Bahrain Islamic. GCC economies except Oman. 

Table (2) 
Savings and Investment Deposits of Islamic Banks selected countries 

Aggregate Time saving deposits 
Saving and Investment deposits 
with Islamic banks % 

GCC Economies 
46,800 

7,539 
16.1% 

Egypt 
14,856 

1,40 
9.5% 

Jordan 
3,126 

594.1 
19.0% 

Total 
64,706 

9,538.8 
14.7% 

Table (3) 
Assets of Islamic Banks and Aggregate Credit ($ bn.) 

Assets created by Islamic Banks 
Aggregate Credit Percentage 

GCC Economies 14.1 48.1 29,3% 
Egypt 1.9 10.6 17.9% 
Jordan 0.7 3.4 21.9% 
TOTAL 6.7 62.1 26.9% 

* Source: I F S & Banks Aimual Reports. 



Table (4) 
Portfolio Distribution of Islamic Banks 

1989 1990 
Short term Murabaha 75.4% 75.6% 
Mutagra & Real Estate 15.4% 15.5% 
Medium term Islamic investment 5.4% 5.4% 
Equity participation 1.4% 1.4% 
Long term Islamic investment 2.1% 1.3% 
Social lending 3.3% 0.3% 

Source: International Association of Islamic Banks, July 1992 

Table (5) 
Profit Distribution for KFH 1979-1993 

1979 1980 1981 1982 1983 1984 1985 1986 1987 1992 1993 
Dividends % 10 11.3 15 10 20 nil nil 5.8 6 nil 5 
Rate of return: 
on savings % 6.1 6.75 9 8 5 nil 2.7 3.5 3.6 4 4.25 
on limited term 8.13 9 12 10.7 •6.7 nil 3.6 4.7 4.8 5.34 5.67 
on limited term 9.13 10.13 13.5 12 7.5 nil 4 5.3 5.4 6 6.3 8 

Source: KFH, Annual Reports: 1979-1993 

Table (6) 
Comparison between depositors' returns at Kuwait Finance House and interest-based commercial banks in 

Kuwait. % (1993) 

KFH Commercial Banks 
Saving Accounts 4.25 4.5 
More than one month 5.67 5.75 
Unlimited term 6.375 5.75 

Source: KFH Annual report. Official Gazette and commercial banks weekly and monthly reports. 



A Central Bank's View of Islamic Banking 

M I C H A E L A I N L E Y 

As a banking supervisor I come at Islamic 
banking with a perspective which is 
conditioned by the requirement in the 1987 
Banking Act to look after the interests of 
depositors. This means that we have to be 
satisfied that our banks - of whatever origin -
are prudently run and that their management 
is fit and proper. 

'Prudently run ' is not def ined in the 
Banking Act but has particular requirements 
as to capital, liquidity and risk management . 
Fitness and properness means that 
management must be adequate in breadth, 
dep th and experience. And it must be 
competent to run the business. 

We apply these principles to all the 350 or 
so banks that we supervise. The more complex 
or unusual a bank's business, the greater we 
need to under s t and the bank's business 
rationale, its operating policies (including its 
approach to risk management ) and its 
strategic direction. 

A relevant factor here is the Bank of 
England 's interest in main ta in ing the 
efficiency and integrity of our domestic 
banking system; there is also the international 
d imension, where we are co-opera t ing 
increasingly closely with other central banks 
and supervisors. 

The UK has always welcomed financial 
innovation. London 's posit ion as an 
international financial centre has been built 

t radi t ion of openness and on on a 

encouragement of strong, well-run financial 
institutions, from all parts of the world. We 
welcome competitive innovation in financial 
market and banking practice which can 
enhance the services London provides - both 
for domestic and international users. 

This then is the context within which we at 
the Bank of England approach Islamic 
banking. We have responsibilities as banking 
supervisors to ensure that the banking 
facilities offered in this country - whether 
Islamic or not - are in accordance with our 
national legislation. To do that, we need to 
improve our unde r s t and ing of what is 
involved; and we have to work with the Islamic 
banking community to identify and solve any 
problems that may exist. 

What is Islamic Banking? 
In considering the implications of Islamic 
banking, we face a particular difficulty at the 
outset. There seems to be no single definition 
of what constitutes Islamic banking. T h e basic 
pr inciple is, however, clear, namely that 
making money out of money is contrary to 
Islamic law. Rather, wealth should be 
accumulated from participation in trade and 
the ownership of real assets. 

T h e Bank of England respects that 
percept ion; and we unde r s t and the 
connection with the teachings of the Qur 'an 
on social responsibility and cohesion. Even 
within a purely secular contest, it is evident 



how such an approach can help the financing 
of industry and trade. In the context of the 
1980s debt crisis, for example, the Bank of 
England emphasised, on more than one 
occasion, the dangers that heavy reliance on 
debt, rather than risk-sharing, could pose. 

Another complication for us is 
unders tanding how transactions are 
approved. Many institutions offering Islamic 
banking products do so under the guidance of 
a board of Sharia advisers. According to my 
contacts in London and the Middle East, 
different Sharia Boards interpret the 
acceptability of the Islamic products in their 
own way. Each Sharia Board, as I understand 
it, has equal authority. Also, the concept of 
'precedent ' does not generally chart the 
development of Sharia law. In some 
jurisdictions, therefore, there is no "definitive" 
answer as to the status of a particular Islamic 
banking product. 

In some ways, this may be not too different 
from the introduction of new products in a 
convendonal banking system. These can start 
as closely-guarded innovations, giving the 
institution a competitive edge until they 
acquire a more generalised 'commodity' 
status. 

In these cases, too, it sometimes takes time 
for accounting and other aspects of the 
transactions to become standardised. But for 
Islamic banking products, the lack of clear 
definition can lead to considerable 
uncertainty about what is, and what is not, the 
"acceptable" way to do particular business. 
We, at the Bank, have noticed an important 
difference in practice between the Middle 
East, on the one hand, and the Far East on the 
other. 

A third point here: Islamic banking has 
developed as an alternative to conventional 
banking for those who wish to adhere to 
Sharia law. But the possibility of becoming a 
complete alternative to conventional banking 
depends on Islamic banks being able to offer 
their customers all the facilities they need. 

In this regard, the ability to offer global 
banking facilities on an Islamic basis would 
seem to require a presence or operating ability 

of some sort in the major western markets, 
particularly of London and New York. Indeed, 
London already seems to be developing as a 
major centre of Islamic banking; the presence 
of the Institute of Islamic Banking and 
Insurance here is a testament to that, and one 
means of fostering the development of 
interest-free banking. I would also note that it 
was a London bank that introduced the first 
Mudaraba in Pakistan. I always find it a little 
odd, therefore, when I read suggestions that 
the Bank of England is somehow opposed to 
Islamic banking. 

How Developed is Islamic banking? 
There is no doubt that Islamic banking, 
broadly defined, has grown and is growing. 
There is now a confirmed Islamic banking 
presence in at least 25 countries, notably in 
Africa, the Middle East and the Far East. The 
number of institutions offering Islamic 
products is also increasing. One (private) 
estiinate of the present size of the market is 
$60-80bn. According to Ernst & Young, 15% 
of private assets in the Gulf states are invested 
in the Islamic banks. Islamic banking, it might 
be fair to say, is no longer an experiment. 

Even so, a single Islamic bank, or even a 
few Islamic banks in any one country, do not 
constitute an Islamic banking system. Bank 
Negara Malaysia have said in one of their 
Annual Reports that a banking system, 
whether Islamic or conventional, requires at 
least three ingredients to qualify as a system. 

These three ingredients are: 
First, a large number of players. There 

must be an adequate number of different 
institutions participating in the system, to 
provide depth. This may be the case in a few 
countries, such as Bahrain and Malaysia, but 
not, I think, in several others. 

The second ingredient is a broad range of 
instruments. A variety and range of different 
types of instruments must be available to meet 
the needs of customers and those of the 
institutions. 

And the third ingredient is an interbank 
market. There must be an efficient and 
effective interbank money market to provide a 



means for institutions to manage their 
liquidity. This is difficult if there are only one 
or two Islamic banks in the system. But it is 
important, if not essential, for supplementing 
retail deposits or disposing of excess liquidity. 
The Islamic Development Bank has, I know, 
done useful work in developing thinking in 
this area. 

I am not sure to what extent Islamic 
banking meets these three criteria. All that 
can be said with confidence is that the state of 
development differs in different countries, 
depending in part on whether the domestic 
financial system is, or is not, Islamised. 

London is often cited as a leading centre 
for Islamic finance. Certainly, there are a 
growing number of institutions in London 
that are active in Islamic products. Periodically 
also, banks from Islamic countries discuss with 
us their plans to introduce Islamic banking in 
one form or another. So far, at least, these 
discussions have tended to be preliminary and 
to focus on fact-finding by both sides. 

Based on these discussions, I can see that 
Islamic banking is well placed to contribute to 
the financing of industry and trade and to the 
provision, say, of leasing facilities. In these 
areas. Islamic banks can provide 
straightforward competition to conventional 
banks. But there is, I believe, some way to go 
before Islamic banks generally are able to 
offer customers a full range of facilities. As the 
Vice-President of the Faisal Islamic Bank of 
Bahrain noted in a Washington Post article, 
there is scope to develop services in areas like 
fund management , securitisation and 
corporate finance. 

On the funding side, deposit-taking on 
interest-free current accounts or, as in Iran, on 
terms where the capital is certain but the 
return is not known at the time the deposit is 
placed, is not a problem. Here also. Islamic 
banks can compete directly with conventional 
banks. But moneys taken on a risk-sharing 
investment arrangement, where the amount 
to be repaid is uncertain, do not fit 
comfortably within the definition of deposit-
taking, at least as it is defined in UK banking 
legislation. But there are, of course, many 

institutions in the UK offering such facilities 
under our Finance Services rather than our 
Banking Act. 

All banks must be able to meet the short-
term demands of customers, and so liquidity 
management is a significant issue. It is 
perhaps particularly so for Islamic banks, for 
whom there are relatively few remunerated 
outlets for short-term liquid funds. Because of 
this, their earning portfolio tends towards the 
long-term and illiquid. This means that such 
institutions may be required to hold higher 
levels of overall liquidity, with implications for 
profitability. 

As I have indicated, the existence of an 
interbank market is essential to assist them in 
efficient liquidity management. So, too, are 
deeper markets and a wider range of 
monetary instruments. The easy availability of 
such short- term instruments would also 
increase the ability of Islamic banks to offer a 
home for short-term savings. 

Interaction of Islamic Banking with 
Conventional Banking 
The development of Islamic banking will 
involve finding ways to co-exist with other 
banking systems in order to provide a full 
service to global customers. It is one thing, for 
example, for a domestic banking system to be 
founded on Sharia principles, where the local 
central bank and supervisor can exercise 
oversight in markets where they have 
authority and act as lender of last resort; but it 
is quite another for Islamic banking to operate 
successfully and on an equal basis in the 
international economy. 

Unless progress is made to establish a 
complete alternative banking system, co-
existing and co-operation are vital. 
Re-inventing the wheel is surely in no one's 
interest. Rather, ways should be sought of 
using the technical and commercial expertise 
in conventional banks to develop Islamically 
acceptable products. There is little 
justification, it seems to me, for believing that 
in all cases one has to start from scratch. 

This said, there are a number of problems 
to be solved in dealing with requests that 



institutions be permit ted to offer more 
general Islamic banking facilities in a 
conventional economy. 

One is how to classify Islamic funds in 
terms of our own legal framework. One 
fundamental question is - to what extent, and 
in what precise forms, are funds placed with 
an Islamic institution capital-certain, thus 
falling within the definition of a banking 
deposit, and to what extent are they 
part icipating in a collective investment 
scheme, thus falling under the Financial 
Services Act? 

My understanding is that Islamic funds 
may fall into either of these categories (or 
indeed others). But supervisors and investors 
in the West certainly need to understand 
better the developing principles and practices 
in this area. 

Whatever form they take, I think it is likely 
that the concepts will be familiar to 
supervisors and regulators in the UK; and that 
we can find satisfactory answers to these 
questions, perhaps through the organisational 
structure. To give an example: Barclays bank 
takes deposits; collective investments are 
provided through a separate body; and 
Barclays Unicorn provides unit trusts. 

A second issue is risk. I would simply note 
that the absence of the interest rate 
mechanism can place a greater burden on risk 
managers within Islamic banks; and this links 
back to the need for Islamic institutions to 
hold higher levels of overall liquidity, with 
implications for profitability. 

I do not believe that these two problems 
are insuperable, either for the banks 
concerned or for their supervisors. For any 
institution, we as supervisors will require 
assurance that risks to which depositors' funds 
are exposed are properly assessed and 
controlled; and that a bank has adequate 
resources in terms of management, liquidity, 
systems and capital. 

In this sense, and from a supei'visory 
perspective, Islamic products do not raise 
fundamentally different issues from any other 
banking product, be it swaps, options, 
syndications or whatever. But they do cause 

the supervisors to probe thoroughly for 
explanations that they fully understand. 

We are bound to do this as a matter of 
statutoi-y duty, and it is right that we should -
just as we are properly obliged to probe all the 
less familiar banking products. That a growing 
number of institutions are active in Islamic 
products in London shows that solutions can 
be found in this area. 

Some central bankers in predominantly 
Islamic countries have argued that the central 
bank should itself be equipped to judge which 
kinds of contract are acceptable in Islamic law 
and which are not. There is certainly a 
supervisory case for this. For example, a 
perception that a bank was engaging in 
Islamically unacceptable businesses could put 
that banks' liquidity under strain. Malaysia is 
an example of a counti7 where there is a 
common Sharia Board advising the central 
bank and commercial banks alike. 

In this country, however, as in many 
Western countries, we would expect all banks, 
as a matter of course, to take legal advice to 
ensure all contracts conform fully with local 
law. But we leave it to the banks themselves, 
and their Sharia advisers, to judge what is 
acceptable in terms of Islamic law, because the 
systemic and liquidity risks are 
proportionately much less here. 

More Particular Issues of Supervision 
I think there would be little argument with the 
proposition that Islamic banks should be 
supervised just as any bank is supervised. 
Indeed this proposition was agreed by the 
Central Bank Governors of Islamic States as 
long ago as their 1981 meeting in Khartoum. 

Islamic banks, like any other bank, take 
funds from the public and so there needs to be 
some authority watching over the interests of 
those members of the public - particularly 
those who are more vulnerable. There is also 
the issue of confidence in the banking system, 
which is equally important to the fortunes of 
Islamic banks as it is for banks in conventional 
systems. 

Whether there are persuasive arguments 
for Islamic banks being supen'ised under 



special rules, perhaps to different standards in 
view of their different approach to banking, is 
perhaps more debatable. In the UK the reality 
is that the Bank of England must implement 
the law as it currently stands; and the success 
of institutions in developing Islamic products 
in London suggests that it is no fundamental 
impediment. 

It is certainly the case that any supei-vision 
should be directed at the whole of a bank, and 
that this supei-vision should encompass all 
activities under taken by the organisation 
which might affect either its financial position 
or the banking system in which it operates. 
Supervision of the whole bank seems to me to 
extend also to a banking group, however it is 
structured and however many countries it 
operates in. This certainty is a key element in 
the Bank's current supervisory approach. 

The globalisation of financial services 
means that financial regulators are dependent 
more and more on their counterparts abroad. 
These days, financial disturbances can 
originate in almost any significant market in 
almost any countiy This can lead to quite 
unpredictable knock-on effects, transmitted 
through payments and sett lement 
arrangements, anywhere in the world. 

Partly as a result, banking supervisors in 
different countries increasingly work together; 
and the members of the Group of Ten, who 
meet together in Basle under the auspices of 
the Basle Committee, have issued a number of 
jo in t papers on their approach to the 
supervision of banks. These have tended to set 
a benchmark for supei~visoi7 best practice in 
other parts of the world. 

To work out how the supervision of Islamic 
banks fits into this established approach, one 
of the fundamenta l concerns of banking 
supervisors is to understand how Islamic 
banks are presently supervised and the 
methods and procedures used by local 
supervisors in assessing these operations. We 
would also wish to understand the basis on 
which the supervision of these banks is 
founded. 

In the UK, as in many countries, the 
fundamental objective in supervising banks is 

to protect the interests of depositors. This is a 
single, clear objective. There is perhaps an 
equally clear objective in the case of the wholly 
Islamic banks, where the supervisor's task 
would be to protect both "depositors" and 
"investors" f rom poor controls and 
management. 

Clearly defined accounting rules in the 
allocation of profit between shareholders and 
investors, and between different categories of 
investors, have a crucial role to play here. 
However, it seems to me that the task of 
supervision can get particularly complicated 
when there are different sets of risk-sharing 
funds involved. So we need to understand -
clearly - the local system of supervision and 
then try to see how it measures up to the 
practices laid down by the Basle Committee. 

A fur ther issue in supervising banks 
operating in different jurisdictions is the 
question of consolidated supei-vision. As part 
of the Basle minimum standards for the 
supervision of international banks, all banking 
operations must be capably supen'ised on a 
consolidated basis. For Islamic as well as other 
banks, this involves questions of structure, 
which can often lead to difficulty in 
identifying the precise group to be 
consolidated - especially where ownership is 
established through common individuals 
rather than companies. 

Islamic banks may also operate differently 
under different regimes, which can complicate 
the consolidated picture. For example, a 
number of 'Islamic' banks in London operate 
on a conventional basis here - such as Iranian 
and Pakistani banks - although their Head 
Offices are part of an Islamic banking system. 

A related issue which is often raised is the 
level of capital which Islamic banks should be 
required to maintain. The Basle Committee 
envisages all banks being subject to the same 
minimum capital requirements. 

Given the nature of Islamic banks' 
funding, however, especially when on a risk-
sharing basis, the need to carry a level of 
capital equivalent to that required by banks 
which are obliged to repay their funding in 
full (whatever their financial position), 



sometimes leads to suggestions that this is 
unnecessarily restrictive. 

On the other hand, regulators of Islamic 
banks in some Islamic countries take the view 
that because Islamic banks are dealing in 
many new and unfamiliar forms of finance, 
and because many of their assets are rather 
long-term and illiquid, they are different from 
most conventional banks. As a result they 
perhaps need a greater safety margin. 

This view was expressed by Abdul Malik 
al-Hamar, a former governor of the UAE 
Central Bank, when he said: "Because of the 
differences in their nature and operations, 
Islamic banks, especially at the start, require 
more strict supervision than is usually 
conducted vis-a-vis traditional banking." This 
issue is, I know, the subject of continuing 
debate. 

Another issue with Islamic banks concerns 
the nature of their management. Supervisors 
are generally required to be sausfied that the 
management of banking institutions is "fit and 
proper", or some other term essentially 
meaning the same thing. In particular, we 
would expect decisions in respect of banking 
products, particularly credit decisions, to be 
taken by experienced bankers. 

In Islamic banks, the precise role played 
by Sharia boards in approving particular 
credits is sometimes unclear to us. Knowing 
whether the Sharia Board's role is only to 
approve products as opposed to individual 
credits may provide some clarification -
experience suggests that some Boards have 
ruled on individual credits. 

But it does complicate our task if there are 
more non-bankers involved in making 
banking-type decisions in an Islamic bank 
than there are in a conventional bank. 
Understanding precisely who makes decisions 
is therefore important to the supervisor, in 
order that we can be satisfied that the risk 
associated with the assets put on the books 
have been properly assessed. 

A related question is the need to 
unders tand better the accounting and 
auditing principles and practices of Islamic 
banks. There is a lack of clarity and 

consistency at present, which makes it almost 
impossible to compare financial statements of 
different Islamic banks. It is encouraging that 
the major accountancy firms and some of the 
major players in Islamic banking are now 
collaborating to produce new common 
standards. 

Some of the concerns here include how to 
treat investment accounts, whether on-or-off 
balance sheet; and this, of course, could have 
a significant impact on capital adequacy 
calculations in some cases. As important, are 
the principles governing disclosure on the 
audit side where local practices continue to 
differ. For supervisors these two areas are 
critical. 

Conclusions 
As a central bank and as banking supervisors 
we have no difficulty, in principle, with Islamic 
banking. As banking supervisors we also have 
responsibilities to act in the interest of 
depositors and we apply our supervisory 
principles to all banks in an even-handed way. 
There is still some way to go to ensure that we 
unders tand all the intricacies of Islamic 
banking and the way it operates, in particular 
the implications of Sharia Boards taking 
different views about similar transactions. 

Islamic banking is developing steadily but 
is still not yet at a point where customers can 
choose from a fully comprehensive range of 
Islamic products. There are, undoubtedly, 
ways in which Islamic banks can co-exist with 
conventional banks; and there are areas where 
co-operation would avoid re-inventing wheels. 

There are, however, still issues to be dealt 
with concerning the extent to which Islamic 
products conform with local law; and there are 
also a number of supervisory issues which, in a 
jurisdiction such as the UK, need to be 
addressed. But I do not believe that these 
issues are insuperable. 

In short, we need to improve our 
understanding of what Islamic banking is to 
identify and solve the problems that arise. 



Alternative Tools of Regulation 

A H M E D H RADWAN 

When we speak of al ternative tools of 
supervision, it is crucial to depart from the 
current stream of thinking which treats both 
conventional and Islamic banks with almost 
the same remedies instead of giving due 
regard to the special characteristics of Islamic 
banks. The truth of the matter is, we really do 
not have to stretch old formulas to cover new 
problems. 

First of all, when we talk about Islamic 
banks we should know if we are talking about 
any one particular unit in any one specific 
country. An Islamic bank should not 
necessarily be a composite bank, which does 
almost everything, and is engaged in all fields 
of activity. In other words, each Islamic bank is 
a unit and not a system of its own. 

It could be a commercial , industrial 
development or investment unit. But in each 
case it will be liable to the relative sets of 
supervision and controls that are applied to it 
by a central bank or by a monetary authority. 
Nevertheless, this article is about a 
commercial bank unit accepting demand and 
term accounts, and which is using its funds in 
Islamic modes of finance for the short-or 
medium-term. 

The second important regulation from the 
central bank's view is how to determine the 
Islamic modes of finance. Each central bank 
should have its own understanding of Islamic 
modes of finance and see to it that this 
understanding is properly communicated to 

Islamic banks and to o ther units of the 
financial market. 

There is no better example than Circular 
No. 13 of the State Bank of Pakistan. Possible 
modes of finance are detailed under three 
captions, which are: Financing by Lending, 
Trade Related Modes of Finance, and 
Investment-Type Modes of Finance. Each 
transaction experienced in their banking 
system, whether located in t rade and 
commerce, industry, agriculture and fisheries, 
housing, or personal advances, is related to a 
range of possible modes of financing. 

Profit-Sharing Techniques for Regulation 
As the rate of interest is used by central banks 
and monetary authorities to regulate the 
volume and quality of credit, profit-and-loss 
techniques realise for the controlling agencies 
almost the same objectives. 

As an alternative to the "bank rate" for 
regulating credit expansion, the central bank 
can use the profit-sharing ratio. This rate 
could be the one resulting from a specific 
investment fund or could be the average rate 
of all operating funds. T h e actual payment of 
profits to the central bank can take place on 
the usual payment dates of customers, 
quarterly, semi-annually or annually. However, 
the bank could pay its central bank interim 
profits on specified dates to be settled later 
according to the realised profits. 

As to the use of the interest rate to help in 



directing credit to priority sectors or vice 
versa, the central bank could enforce a change 
in profit rates on trade-related modes of 
Finance and profit-sharing in investment-
related modes. In addition, the Bank could 
regulate the other conditions of sales in 
Mudaraba (business contract), deferred sales 
and hire-purchase by changing the 
commitment payment or the period of 
finance. 

In cases where the central bank needs to 
change rates of interest on deposits for 
monetary objectives, especially when fulfilling 
a stabilisation programme, it can also change 
the customer's portions of profit in the case of 
Islamic banks. This is perhaps a delicate point 
in Islamic central banking as profit rates are 
contractual and fateful. But if we appreciate a 
change on the investment side, a 
proportionate change should occur on the 
liabilities side. 

The much more controversial point in 
regulatoi7 tools is to enforce a profit rate 
schedule on investment accounts arranged 
according to maturity, i.e. the longer the 
period, the higher the rate. 

This has been attempted by at least one 
central bank. The technique in theory is to 
compute the volume of a certain group of 
deposits for the profit distribution process at 
their par (face) value, then make other groups 
of deposits subject to different "weights", 
where some are below par and others are 
above par. 

For example, if saving accounts (the zero 
point) earn 8.9 per cent in Pakistan (on an 
annual basis), notice deposits for 7-29 days 
will earn 5.5 per cent, while three-months 
term deposits will earn 9.8 per cent, five-years 
term deposit 15.6 per cent and equity 21.2 
per cent. The idea is to encourage customers 
to deposit their funds in longer maturities in 
the same way as conventional banks do. 

While the problem is appreciated on the 
basis of funding stability, it raises many 
reservations when related to Sharia principles. 
If an Islamic bank were given ample time to 
work for a profit rate schedule according to 
maturity, it could endeavour to establish 

separate funds, each financed by a different 
maturity source. 

These sources would be directed towards 
different groups of investments that varied in 
risk and duration. In so doing, the bank may 
end up in the long run with a profit rates 
schedule relative to the duration of different 
investment accounts. 

The duration of the investment account 
could also affect the profit rates if the longer 
maturities were given some concession by the 
central banks' regulations. Deposits in 
Egyptian pounds held for more than two years 
in Egypt are exempted from a cash ratio of 20 
per cent. It would only be fair that holders of 
such accounts should be privileged by a 
proportionately higher rate of profit. Their 
complete funds are competing with 80 per 
cent of other funds. 

Ceiling on Outside Resources 
If the history of conventional banks is traced 
back to the indigenous money-lenders who 
accepted money for safekeeping and made 
loans at high rates of interest, the theoi-y of 
Islamic banks rests on the experience of the 
highly knowledgeable, and much respected 
businessmen who were approached by their 
relatives, neighbours and friends offering 
them their idle funds for investment on a 
Mudaraba basis. 

This formula requires a successful record, 
high credibility and sound reputation on the 
part of the concerned businessman. This 
background is brought in here to emphasise 
the necessity of back-records and the 
availability of amply-owned resources on the 
part of Islamic banks. Capital should be 
adequate to recruit experienced staff and to 
initiate enough business. In the course of 
development, care should be given to 
maintain a gradual growth and restrain any 
outburst of activity. 

Central banks can regulate the initial steps 
by stipulating an adequate capital account and 
can help in attaining a gradual growth by 
limiting the inllow of outside investment 
funds. As an example, the Islamic banks 
should not seek outside fresh funds for more 



than its capital account in any one financial 
year. The increases are cumulative and subject 
to the changes in capital accounts but should 
not exceed ten times the capital at any one 
time. 

If investments are made at the risk of 
Arbaab-al-Maal (managers of funds), they 
should have enough information, back-
records and time to judge and decide whether 
to participate. 

Investment Programmes 
To make the investment opportunit ies 
attractive to most financiers in the market, the 
Islamic bank should make different 
combinations to encourage growth, stability, 
profitability and liquidity The interested party 
might be able to grasp the salient features and 
the expected outcome of the programme, but 
he is in no way fit to undertake a thorough 
evaluation. 

As the investor is not materially covered by 
any guarantee on revenue or principal (except 
in cases of fraud or negligence), the central 
bank is expected to interfere to safeguard 
public interest. This could be achieved by 
directing banks not to implement any 
investment programme or to make it known to 
the general public unless it has been evaluated 
and sanctioned by the central bank. 

The programmes in question should be 
those that are offered to a prescribed 
minimum of investors or exceed a certain 
amount . If the central bank has any 
reservation about doing this job directly, it 
could be assigned to independent auditors for 
appraisal and follow-up. 

Other Regulations to 
Safeguard Investors' Interests 
Whilst equity-holders' interest in Islamic 
banks is safeguarded by management , 
auditors and law, the rights of investors are 
governed only by the Mudaraba contract, 
which is drafted and implemented by the 
bank. They provide funds and shoulder risks 
but are not consulted by any means when 
decisions are taken or when returns are 
computed and distributed. 

To bring more balance and more justice 
into this bank/investors relationship, some 
corrective regulations should be taken by the 
concerned central bank. The following 
proposals are illustrated for guidance: 

1. Deposit-holders (investors) should be 
represented in the meetings of Directors 
and the General Assemblies by well-
chosen experts who may participate in 
deliberations as observers. The reason for 
not suggesting a voting right for them is to 
keep them away from management 
commitments, a precondit ion that is 
clearly and rightly formulated by Sharia 
principles. 

The selection of observers, their 
remunerations and how to cover their 
administrative expenses, together with 
their means of communications with 
fellow- investors, could be organised by a 
decree. The activities of the observers 
could be very effective if they were given 
the right to address the controlling agency 
occasionally. 

2. Alternatively, deposit-holders could 
appoint independent auditors from a list 
agreed upon by the controlling agency. 
These auditors would be directed to 
examine some points of interest to 
investors and report to them and to the 
controlling agency. Their audit might 
cover the evaluation and the follow-up of 
the investment programmes, the checking 
of revenue and expense accounts and the 
distribution of net profits between equity-
holders and deposit-holders. 

In order to avoid conflict and 
duplication of work, the company's 
auditors could be entrusted with the 
additional responsibilities if they were 
reporting to the controlling agency in 
fulfilment of a legal requirement. 

3. The central bank examiners may also 
cover the above points of interest and 
await an explanation or an application of 
prompt corrective measures. 



Profit Equalisation Fund 
Central banks are responsible for promoting 
an efficient and competitive banking 
environment through branch restrictions and 
ceilings on deposit yields and other bank 
prices. Islamic banks are part of the banking 
system and obsei-ve tariffs on banking sei-vices. 
However, profit rates in most cases are left to 
each bank's policy. The liberal attitude of 
central banks in this regard may be attributed 
to three reasons. 

1. Islamic banks are still experiencing their 
first stage of development and should not 
be impeded by untimely regulations. 

2. Islamic banks in general do not present 
severe competition to other banks. 

3. Rates of distributed profits have not been 
so exceptionally high as to disturb the 
balance in the financial market. 

With hope for the expansion of a network 
between Islamic banks and an improvement in 
profit rates, competition pressures may deem 
the issue of regulatory tools necessary. 
Competition may arise not only between 
Islamic banks and conventional banks, but 
also among Islamic banks themselves. To 
restore order and to help alleviate the swift 
movements of funds from one institution to 
the other, the central bank may urge Islamic 
banks to establish a "Profit Equalisation 
Fund". 

The objective of such a Fund would be to 
mitigate the ups and downs of distributable 
profits. This regulation may not necessarily 
disturb the profit-sharing principle as most 
depositors stay with their bank over a long 
period of time. 

The technicalities of this organ would be 
left to the local conditions in each countiy In 
general terms, one should first determine 
what a normal rate of return is. If the rate is 
put at 10 per cent of investment accounts, the 
bank should credit the Fund with one 
percentage point if the realised rate is more, 
and, if less, to debit the Fund with whatever is 
needed and available, to enable the bank to 
distribute 10 per cent of investments. The 

Fund should always be replenished if its 
balance is below a certain figure, say 20 per 
cent of outstanding deposits. 

Conclusion 
In this twilight period, central bankers, as 

other bankers, depend upon realities and seek 
the truth. Islamic banks are now a reality with 
different phases. One has to describe and to 
define properly what is in hand and then try 
to work out the logistics and put the system in 
motion. 

This article has tried to give some answers 
regarding alternative tools of regulation. It has 
suggested that profit-sharing techniques make a 
good substitute for bank-rate and interest 
policies. Can profit rates follow in theory the 
existing maturity schedule of term deposits? 
The answer is negative unless we establish 
investment fimds that match every maturity we 
have. 

Capital adequacy is more important to 
Islamic banks and the leverage rate should be 
more conservative and well spaced out. In 
safeguarding public interest, the central bank 
might find it proper to evaluate and to follow 
up the new investment programmes of banks 
either directly or through independent 
auditors. 

Should investors wait at leisure for their 
periodic cheques or should they busy 
themselves with the usual investor/manager 
relationship? The answer is clearly the latter 
If the bank realises a good profit record, 
should it distribute it to the last coin or keep 
some aside for bad years? In this case, the 
Profit Equalisation Fund seems to be the best 
answer. 



Legal Issues in Islamic Finance 

R O B E R T F U G A R D 

Islamic finance is not just a way of conducting 
banking business without interest. 

This is a misconception frequently 
entertained by secular financiers and stems 
f rom a misunders tand ing of the ethical 
rationale for Islamic finance and makes it easy 
to overlook legal differences f rom 
conventional financing methods in the way in 
which Islamic finance is provided. 

A failure to appreciate these differences 
could lead to parties encountering difficulties 
which could be avoided or minimised if dealt 
with at the structuring stage in a transaction. 

The Islamic principle which has arguably 
the greatest impact on the way in which 
Islamic finance is conducted is the Islamic 
prohibi t ion of Riba, which is generally 
understood to mean the charging of interest. 

T h e prohibition of Riba is, however, more 
complex than simply a ban on the charging of 
interest and may be unders tood as an 
objection to charging for the mere use of 
money. 

A person may earn a return on his money 
if he invests it in a productive enterprise and 
assumes the risk of losses as well as sharing in 
the profits of that enterprise. So, whereas the 
loan on interest is the principal secular way of 
funding the acquisition of assets, the principal 
Islamic asset-financing techniques involve the 
financier assuming many of the incidentals of 
ownership of the asset being financed. 

Bearing this in mind, this paper will 

discuss certain key legal and contractual issues 
concerning the Islamic financing of assets. It 
will not discuss individual f inancing 
techniques in detail, but will refer by way of 
illustration to Murabaha (or cost-plus 
financing) and Ijara (or leasing) contracts, on 
the grounds that these constitute perhaps the 
most easily recognisable Islamic asset-
financing techniques which are commonly 
used both in their own right and, increasingly, 
as building blocks in larger and more complex 
transactions with an Islamic finance element. 

T h e perspective adopted in this paper is 
that of an institution wishing to structure a 
financing transaction conforming to Islamic 
principles, but governed by English law. Many 
of the points discussed would, however, also be 
relevant under many of the other principal 
secular systems of law. 

Structure 
The way in which the asset is to be financed 
will depend on a range of commercial factors, 
such as the nature of the asset, the length of 
the financing required, whe ther the 
manufacture of the asset must be financed in 
addition to its acquisition and, critically, the 
extent to which the financier wishes to take the 
credit risk of the customer. 

For example, the financing of an asset by 
means of Ijara will require the financier to 
take and retain title to the asset for the 
duration of the financing; the financier will 



have the security of the asset in the event of 
payment default by the customer, together 
with the ability to adjust rentals periodically to 
reflect its funding costs or to match the 
customer's ability to make payments to the 
customer's cash flows. The financier under 
Ijara, however, has to assume the risks 
accompanying ownership of the asset for the 
duration of the financing, including the risk of 
loss of the asset and the risk of claims by the 
customer and by third parties. 

By contrast, under a Murabaha, the 
period of ownership of the asset by the 
financier is typically relatively short (or even 
nominal) and the ownership risks to which it is 
exposed are correspondingly more limited. If, 
however, the customer is to pay for the asset 
on a deferred basis, the financier will be 
unable to rely on its ownership of the asset as 
a means of protecting its investment, although 
it may take a security interest in the asset, such 
as a mortgage (to the extent that local law 
permits), or a guarantee to secure the 
payment of the purchase price by the 
customer. 

Legal Factors 
The principal legal factors affecting the way in 
which the asset will be financed will relate to 
taxation and the approach of applicable laws 
to ownership and the availability of security 
interests. 

a) Taxation 
A conventional debt financing of the 
acquisition of an asset will raise taxation 
questions which, while potentially complex, 
will be relatively familiar to financiers. Where 
the same aim is achieved using Islamic 
techniques, the financier will be earning its 
profit by assuming, even if only temporarily, 
an ownership interest in the asset. The 
financier will therefore have to consider 
carefully whether the proposed structure 
would render it subject to tax in its own 
jurisdiction as well as in any of the other 
jurisdictions connected with the financing. 

Taxes may arise as a result of the capital 
gain made by the financier on selling the 

asset, the liability of the financier or its 
customer to pay value added tax upon its 
acquisition of the asset, or on the payment of 
rentals and the incidence of documentai7 
taxes such as stamp duty upon the transfer of 
title to the asset or the assignment of 
warranties. Use is made by financiers both of 
affiliated companies incorporated in tax-
neutral jurisdictions and of applicable double 
taxation treaties to manage the tax efficiency 
of the transaction. 

b) Acquisition and Loss of Title 
The law of the jurisdiction in which the asset 
is located will have to be examined carefully to 
ensure that the financier will be capable of 
taking and passing title in the asset to the 
customer and, where the financier's retention 
of title is the key to the financing (such as 
unde r an Ijara), retaining title for the 
duration of the financing. 

It will be necessary to consider the 
formalities required for perfecting the transfer 
of title - ownership of certain assets such as 
aircraft or ships may require registration, and 
registration may be subject to restrictions (for 
example, on the grounds of nationality). 

Consideration must also be given to the 
circumstances in which title to the asset may 
be lost; for example, in many jurisdictions an 
asset which is fixed to a building or to land will 
be deemed to form part of the building or 
land, and ownership of the asset will pass to 
the owner of the building or land. 

Similar provisions also exist in some 
jurisdictions where certain types of movable 
asset are fixed to other movable assets so that, 
for example, title to an aircraft engine may be 
deemed to pass to the owner of the aircraft to 
which it is attached at the time. 

Whereas it is relatively common for 
secular leasing transactions to be structured 
on the basis that the lessor will never in fact 
own the leased asset (multi-tiered aircraft-
financing transactions are an example of this), 
or on the basis that legal title to the leased 
asset has in fact already passed to the lessee 
(for example, United Kingdom tax leases of 
fixtures), the inability of a financier to obtain 



and retain title to an asset throughout the 
financing term under an Ijara is likely to 
prevent the Ijara from taking place or to cause 
it to terminate prematurely. 

c) Security 
T h e financier may expect to receive a 
mortgage over an asset to secure, for example, 
the obligation of a customer to pay it the 
deferred purchase price of an asset under a 
Murabaha. Again, the approach of 
jurisdictions to the availability of mortgages 
(particularly over movable assets) varies 
considerably. In the United Kingdom, for 
example, mortgages of movable assets are 
possible. By contrast, in certain Middle 
Eastern countries, mortgages of movable 
assets are not generally possible and security 
can only be taken by a financier if it takes a 
pledge (usually involving its taking physical 
possession) of the asset, which is likely to 
defeat the point of the financing. 

Even where a non-possessory security 
interest is possible, factors such as the 
requirements for registration, notarisation, 
consularisation, translation and the payment 
of fees and documentary taxes (often at a 
relatively high percentage rate of the sum 
secured) may themselves have an impact on 
the attractiveness of security as a part of the 
transaction structure. 

Consequences of Ownership 
Where a financier acquires ownership of an 
asset as the means of financing, it will 
inevitably expose itself to an element of risk 
which would not be present had it merely lent 
money for the acquisition of the asset. These 
risks will be present whether the financier's 
ownership is prolonged (as under an Ijara) or 
for a relatively short time (as unde r a 
Murabaha). 

(a) Delivery Risk 
A basic structural risk arises from the Islamic 
requirement that the financier may not 
contract to sell or lease an asset prior to 
acquiring it, with the result that the customer 
may, in principle, refuse to take the asset on 

lease or to purchase it once the financier has 
acquired it for that purpose. This risk is often 
mitigated in practice by the customer 
acquiring the asset as agent for the financier 
and promising to take it on lease or to acquire 
it thereafter under an agreement entered into 
in a form agreed at the time the agency is 
concluded. 

As the financier's agent, the customer 
should not agree to take delivery of the asset if 
it is not satisfied that the asset complies with 
the specification that it has agreed in relation 
to its own purchase or lease of the asset; if, 
however, the customer simply changes its 
mind after acquiring the asset on behalf of the 
financier, the financier may, to the extent that 
it has suffered loss as a result of the customer's 
breach of promise, seek damages from the 
customer. 

To guard further against this risk, the 
terms of the agency may require the customer 
to use its own funds to acquire the asset and 
provide for the financier to reimburse it for 
the purchase price. Here the financier would 
seek to set off any losses incurred by it as a 
result of the customer's non-complet ion 
against its obligation to reimburse the 
customer. 

(b) Asset Risk 
If the asset is destroyed or rendered unfit for 
sale or lease while owned by the financier, for 
reasons not attributable to the customer, this 
will be a risk borne by the financier. Under an 
Ijara, where the financier will be at risk for the 
duration of the financing, the financier will 
typically seek to protect the value of its asset 
by obtaining the customer's agreement to 
maintain and operate the asset within certain 
agreed parameters and will retain the right to 
inspect its asset periodically to check 
compliance with this. 

If the asset is rendered unsuitable for the 
purpose for which it is leased, then it is 
generally thought that the customer must be 
released from its obligation to pay rentals; in 
this respect an Ijara differs considerably from 
standard practice under a secular lease where 
a customer is generally required to continue to 



pay rentals irrespective of any inability to use 
the leased asset (the so-called "hell or high 
water clause"). 

As with a secular lease, the financier will 
normally seek to manage the risk of loss or 
damage to its asset by means of insurance; this 
raises further issues which will be touched 
upon briefly later. 

(c) Implied Terms 
As the supplier of the asset to its customer 
(whether by sale under a Murabaha or by lease 
under an Ijara), the financier will assume 
responsibilities with respect to the asset which 
it would not have if it merely lent money to its 
customer to acquire the goods. Jurisdictions 
will frequently imply terms into a contract to 
supply assets (such as implied warranties of 
title, quality or fitness for purpose) which 
would in principle make the financier 
responsible to the customer for shortcomings 
in the asset, and may legislate to restrict the 
extent to which a supplier can contract out of 
those responsibilities. 

The financier's starting position will 
always be to try to obtain its customer's 
agreement that the asset supplied is in all 
respects satisfactory to it and to forego any 
right it may have to claim against the financier 
for the asset's shortcomings. The financier's 
ability to restrict its warranty of title in a 
Murabaha is likely to be extremely limited, 
while, as mentioned above, the customer will 
not generally be obliged to pay rentals under 
an Ijara if the financier's lack of right to lease 
the asset prevents the customer from using it. 
The extent to which the financier may limit its 
other responsibilities as supplier of the asset 
will be governed by the laws applicable to the 
contract. 

Liability 
The financier must also consider carefully the 
risk of its incurring liability arising through its 
owning or supplying the asset. 

(a) Fault-based Liability 
If the asset causes harm to third parties while 
owned by the financier, third parties may look 

to the financier to make good their losses, 
particularly if the entity having operational 
control of the asset has insufficient funds to 
compensate their losses. A financier would in 
most circumstances be able to avoid liability if 
it could show that it was not at fault, since 
ownership alone will not normally give rise to 
liability. Where the financier leases the asset it 
will probably stipulate that the asset should be 
maintained in a particular manner and it may, 
especially in relation to substantial assets such 
as aircraft, retain rights to inspect and, if 
necessary, correct shortcomings in the asset's 
maintenance. The greater the financier's 
involvement in the asset, however, the greater 
the scope for it to be found at fault. 

(b) Occupiers' Liability 
In some instances, a financier may be held 
liable to third parties simply by owning or 
supplying an asset and careful consideration 
must be given to its ability contractually to 
limit this liability or to pass the risk to the 
customer. For example, under English law, a 
financier could in principle incur liability as 
an "occupier of premises" under the Occupiers 
Liability Act 1957 if, as a lessor, it retains a 
high degree of control over the leased asset 
(for the purposes of the Act, premises would 
include vehicles such as aircraft or ships). 
Liability under this Act may only be excluded 
to the extent compatible with the Unfair 
Contract Terms Act 1977 and in any event, it 
is not possible to exclude by contract liability 
to third parties. 

(c) Environmental Liability 
Perhaps a more topical example of a 
financier's potential liability to third parties is 
liability for environmental damage. Many 
jurisdictions now impose liability on the owner 
of property from which pollution emanates, 
with sanctions ranging from the obligation to 
pay clean-up costs to criminal sanctions in 
certain extreme circumstances. Legislative 
protection for the environment is clearly 
approached differently by differ ing 
jurisdictions, with the European Community, 
for example, legislating on water, hazardous 



substances, air pollution and environmental 
management with proposals suggested to 
make environmental liability strict or no-fault-
based. 

(d) Product Liability 
A final example of potential financier liability 
is that of product liability. Many countries 
have enacted legislation which imposes 
liability wherever a person suffers death, 
personal injury or damage to property as a 
result of a defective product. While liability 
will principally attach to manufacturers of 
defective goods, it may (as under the United 
Kingdom's Consumer Protection Act 1987) 
attach to a person importing goods into the 
European Community f rom outside the 
Community, in order to supply them to a 
customer. 

Risk Management 
If the risks faced by Islamic financiers of assets 
are not altogether different from those faced 
by secular financiers, there are differences in 
the way in which the financier may allocate 
risks between itself and its customer, or hedge 
its risks by sharing them with third party risk-
takers, such as insurers. 

The most obvious risk management 
strategy is the financier's knowledge of its 
customer and, where the financing entails an 
enhanced exposure to the asset, the financier 
must also understand clearly the nature of the 
asset it proposes to finance. 

The structure chosen for the financing will 
reflect the financier's assessment of its 
customer's creditworthiness as against its 
willingness to assume prolonged asset risk. 
Whichever structure is chosen, however, the 
first step for the financier should be the 
identification of all relevant legal risks. This 
may entail a thorough investigation of the laws 
relating to ownership, security, taxation and 
contractual warranties in a number of 
jurisdictions, but an early investigation of the 
legal environment of a transaction is the best 
way of avoiding costly and frustrating delays 
when the transaction is under way. 

Financiers generally seek to place as many 

risks as possible with their customers. This will 
involve a financier not only limiting a 
customer's recourse to the financier by the 
exclusion of warranties by the financier (in its 
capacity as seller or lessor), but also shifting 
the responsibility for third party liability and 
for loss or damage to the asset to the 
customer, by means of wide-ranging 
indemnity provisions and by obliging the 
customer to pay the financier "come what 
may". 

Given that the financier is generally 
expected to bear asset risk itself in Islamic 
finance, the extent to which the financier will 
be able to achieve this shift of risk will depend, 
among other things, on what its Sharia 
committee will permit. 

A financier's liability to third parties is 
clearly not purely a concern in Islamic 
financing and in secular financings the 
financier will routinely seek wide-ranging 
indemnity protection from its customer. This 
approach will not always be acceptable in 
Islamic financing, where the lessor is likely to 
have to retain responsibility for claims which 
have not actually arisen through the fault of 
the customer. 

Whatever the balance of risk achieved 
between financier and customer, the financier 
will wish the risk of damage or loss to the asset 
and liability to third parties to be covered by 
insurance. Under secular financing, insurance 
is generally the responsibility and the expense 
of the customer Under an Islamic financing, 
consistent with the principle that risk (other 
than in relation to the actual liability of the 
customer) should remain with the financier, 
insurance of the asset is generally the 
responsibility and the expense of the 
financier. 

The extent to which insurance may be 
used to hedge risk and the type of insurance 
that may be used is itself the subject of debate; 
different views exist as to whether secular 
insurance is acceptable or whether Islamic 
insurance (or Takaful) should instead be used. 
In each instance a decision will have to be 
taken by the financier's Sharia committee. 



Remedies 
One of the considerations to be taken into 
account when structuring the financing will be 
the ease with which the financier can recover 
sums due to it. This will depend on a number 
of factors, including the legal characterisation 
of the sums due, the location and means by 
which disputes are to be resolved, and the 
location of the customer's assets. The subject 
of dispute resolution is rather too large a 
subject to cover here, but a few points of 
particular importance should be mentioned. 

(a) The Nature of the Claim 
Under English law, the legal character of an 
amount due will have a considerable impact 
on the case with which it may be recovered. 
For example, the sale price due from a 
customer under a Murabaha would be 
characterised as a debt, and being of a fixed 
amount, proceedings to recover it ought not 
to be unduly complicated. 

On the other hand, a claim arising from a 
failure by a customer to pay amounts due 
under an Ijara may be characterised as a claim 
for damages; to be claimable, damages must 
first be quantified and may be reduced by the 
financier's duty to try to reduce its losses. 

While attempts may be made by parties to 
simplify the process of determining losses by 
agreeing in advance the amount to be paid by 
the customer upon a breach (i.e. "liquidated 
damages"), courts will not always give effect to 
such an agreement, particularly if the amount 
agreed to be payable appears to be penal in 
nature. 

(b) Dispute Resolution 
Parties to an international financing may find 
it hard to agree upon the appropr ia te 
jurisdiction for the resolution of disputes, with 
either party resisting the resolution of 
disputes by the domestic courts of the other 
party. Whatever the merits of the parties' 
feelings on the matter, the issue is often 
resolved by an agreement to submit disputes 
to a forum which is independent of either 
party, such as the domestic courts of a third 
party jurisdiction or to arbitration. 

From the financier's point of view, any 
forum chosen must be acceptable under the 
domestic law applicable to its customer (or, at 
least, to the place in which its customer's assets 
are located), since there is little point in 
obtaining a judgement against a customer in 
one forum if, in order to execute the 
judgement against the assets of the customer, 
the matter must be re-heard in the jurisdiction 
where the assets are located. 

This issue will be of particular concern if 
the domestic law of the jurisdiction where the 
assets are located has as its base the Sharia, if 
the courts of that jurisdiction take a different 
view of the conformity of the transaction to 
the Sharia from, for example, the Sharia 
committee of the financier. 

A related, if hopefully theoretical, concern 
involves the possibility of a customer 
incorporated in a jurisdiction whose domestic 
law is based on the Sharia seeking to avoid its 
obligations under a financing contract by 
arguing in the courts of the chosen forum that 
it did not have the power to enter into the 
transaction on the basis that it was contrary to 
the Sharia as interpreted by the courts of its 
place of incorporation - even if the financing 
contract was enforceable under the governing 
law of the contract. 

There appears to be no instance in which 
an Islamic institution has sought to avoid its 
obligations by raising this argument before an 
English Court. The prudent way of trying to 
prevent such a surprise is, of course, for the 
financier to require a legal opinion in the 
jurisdiction of incorporation of its customer to 
the effect that the customer has, among other 
things, the capacity to enter into the 
transaction and that a judgement given by the 
courts of the chosen forum would be 
enforceable in the jurisdiction in which the 
customer is incorporated. 

Conclusion 
In its greater reliance on passage of title and 
on ownership as a means of financing assets. 
Islamic finance raises a series of issues with 
which secular asset financiers will be broadly 
familiar When structuring an Islamic asset-



f inancing transaction, the mechanical 
differences from secular financing that should 
be considered stem predominantly from the 
different balance of risk allocation between 
financier and customer that is required by 
Islamic financing contracts and from the 
greater restrictions placed upon the way in 
which a financier may manage its risk. 

To conclude then with a statement of the 
obvious, perhaps the best advice to parties 
proposing to structure the financing of assets 
conforming with Islamic principles is for them 
to consider the legal environment in the 
relevant jurisdictions in detail at the outset 
and, where necessary, to take local legal advice 
at the earliest possible opportunity. 



Islamic Banking: 
A Western Lawyer's Perspective 

M I C H A E L C L O D E 

The aim of the discussion on general legal 
issues is to describe the aspects of Islamic 
transaction documents which, f rom the 
English perspective, we often have difficulty 
with. The transaction review will demonstrate 
how these difficulties arise in practice and 
illustrate how these transactions are actually 
structured. Many people find discussion on 
the issues of Islamic banking helpful, but what 
they really need to understand is how those 
issues arise in practice. 

T h e relevance of English law to Islamic 
transactions derives f rom the choice of 
governing law for the financing documents 
and other agreements relat ing to those 
transactions. As for many in ternat ional 
financial transactions, the banking community 
requires the certainties which interpretation of 
documents in accordance with English law is 
considered to provide. 

In the context of a large number of Islamic 
countries, because of historical relationships 
with the English law system, the similarities 
between local and English law mean that the 
choice of English law is often not particularly 
controversial. There is certainly nothing to 
indicate that the practice of choosing English 
law will change. 

Liability 
In nearly all of the traditional forms of Islamic 
finance the lender is at some stage the owner 
of the goods which are the subject of the 

financing involved, and, clearly, the longer the 
financier retains the asset, the greater the 
exposure to ownership-derived liability. In 
Ijara this will be as the owner of the goods 
being leased and in a Murabaha as the seller 
of the goods concerned. In contrast, such an 
e lement of risk does not exist in a 
conventional transaction, where a financier 
merely lends money to a borrower for the 
acquisition of an asset. 

To date, there has been little concern 
expressed as to the risks to which these roles 
expose the lender However, legislation, either 
new legislation in the traditional areas of 
operation or existing laws in new areas of 
operation, imposes liabilities on owners or 
vendors. Even where the lender's liability may 
seem remote, the lender's "deep pocket" will 
inevitably result in it being considered as a 
potential target for litigation. 

A financier's ownership of goods gives rise 
to a range of potential liabilities in English-
law-governed transactions and it is true to say 
that similar problems arise in o ther 
jurisdictions. Under English law, a lender 
cannot normally be held liable for damages or 
losses caused by an asset merely because the 
lender owns the asset; the lender must be at 
fault in some way, except where the lender 
assumes liabilities pursuant to a contract, 
although in a few cases strict liability applies. 

Nevertheless, lenders must be aware that 
third parties harmed by an asset owned by a 



lender may well seek compensation from 
them. In a leasing transaction, lessors will seek 
to avoid fault-based liabilities and potential 
contractual liability by ensuring that the 
following are covered by the lease: 

a) lessor only gives such title as it receives; 
b) only warrants quiet enjoyment as against 

itself; 
c) reasonably excludes warranties on quality; 

and 
d) lessee obligation to inspect the asset 

before delivery and to maintain the asset. 

A lessor may also have liabilities imposed on it 
under the Occupier's Liability Act 1957. This 
may be the case if the lessor decides to impose 
restrictive maintenance conditions on the 
operator. The Act focuses upon the degree of 
control exercised over the asset in question. If 
a lessor is considered to be an occupier by the 
Act, it owes a duty of care to persons, for 
example, passengers who are legitimately on 
the premises. For the purposes of the Act, 
assets such as aircraft are deemed to fall within 
the definition of "premises". 

Under the Unfair Contract Terms Act 
1977, an owner would be prevented from 
excluding liability for death or personal injury 
caused by its negligence in such 
circumstances. Attempts to exclude other 
liability must accord with the terms of the 
Unfair Contract Terms Act. 

Lenders owning or leasing land face civil 
and criminal sanctions under the wave of new 
legislation designed to protect the 
environment. The penalties are not restricted 
to those who cause pollution; land-owners 
may have to meet the cost of cleaning up 
polluted land, irrespective of whether they 
were responsible for the damage. 
Environmental surveys should therefore be 
considered wherever there is the potential for 
environmental liability. 

European legislation is having profound 
impact in this area, extending its influence to 
air and water pollution. Proposals have also 
been made to make fault irrelevant in 
allocating liability for environmental damage. 

Product liability arises wherever sub-
standard goods cause damage or injury to a 
user. The statutory basis for this liability is the 
Consumer Protection Act 1987. Overseas 
lenders can still be affected by the Consumer 
Protection Act: defective goods "provided" 
from outside England to customers in 
England are a potential source of liability. 

With the increasing complexity of the 
transactions involving Islamic finance, with 
the world becoming increasingly litigious and 
with the ability of a party to protect himself by 
contractual terms increasingly restricted, I 
believe that this is an area which will need 
considered attention in the next few years. 
These problems are manageable, but at 
present they are not being addressed, or at 
least not in an adequate manner. 

Warranties 
As more and more sophisticated goods 
become the subject of Islamic finance, the 
need to ensure that the eventual user has the 
benefit of warranty claims against the 
manufacturer becomes increasingly 
important. At the same time, the lender or 
owner will wish to avoid potential liability. 

Islamic lenders, as vendors or lessors, are, 
under English law, subject to several statutes, 
most notably the Sale of Goods Act 1979 and 
the Sale and Supply of Goods Act 1994, which 
imply certain conditions into contracts 
involving their assets. These implied 
conditions cover, for example, the quality of, 
and the lender's right to sell or lease, the 
goods. Contrast this to the position in a 
traditional Western financing transaction, 
where a lender of money does not assume 
such responsibilities. 

Since Islamic lenders deal primarily with 
commercial customers, the implied term as to 
quality can be excluded, but only where an 
exclusion is reasonable in the context of all 
relevant circumstances. On a practical note, 
the lender should aim to exclude as far as 
possible any implied conditions as to quality. 

It is not possible to exclude the implied 
conditions as to title. A lender should 
therefore ensure that it has good title to an 



asset before selling it on to a customer in a 
Murabaha transaction. 

Again, these matters can successfully be 
addressed, but at present they are largely 
ignored. I also believe that, particularly given 
that many of the countries in which Islamic 
finance is operated have legal systems based 
on the English common law tradition with its 
emphasis on the importance of privity of 
contract, insufficient attention has been given 
to maintaining the responsibility of the 
original producer of goods for damages 
suffered by the eventual user. 

Interposing the ownership of the financier 
breaks the privity of contract, which would 
apply if there were a direct sale contract 
between the manufacturer and eventual user. 

Conflicts of Laws 
The particular relevance of English law for 
Islamic transactions derives from its choice as 
the governing law of many transactions. 
Although the principal agreements, for 
example, in an Islamic transaction may be 
English-law governed, it is likely that some of 
the documents will be under local law e.g. in a 
Murabaha financing, the purchase agreement 
and the agreement which governs the 
relationship between the local agent and the 
purchaser. 

Such agreements are not expressed to be 
governed by English law because they involve 
only local parties and will therefore be most 
effectively enforced in the local courts. 
Indeed, if appropr ia te recognition of 
judgement treaties does not exist between the 
relevant countries, an English court 
j udgemen t may have no value at all in 
enforcing against the local counterparty in its 
home country. 

Two particular considerations need to be 
borne in mind in relation to the conflict of law 
position. 

1 On the basis that some transaction 
documents are subject to different 
interpretations from others, are there any 
inconsistencies in the transaction structure 
as a whole? 

2 Are there any concepts which do not 
properly "fit" the governing law system to 
which they are subject? Problems often 
occur where concepts have been 
incorporated into local law documents 
from the English law financing 
agreements. Local lawyers obviously need 
to confirm that the relevant provisions are 
effective. 

For example, Murabaha transactions typically 
rely on a "chain of agencies" with the agency 
agreements governed by a different legal 
system. Agency is always an uncertain area of 
law and there are real risks of disparities 
between the agency arrangements, resulting 
in an exposure for one or more of the parties. 

Regulation 
A fur ther development which we see as 
becoming increasingly relevant from the 
English lawyer's perspective is an increase in 
the regulation of Islamic banks. Although it is 
not appropriate, within the confines of this 
article,, to speak in any detail about the 
regulatory regime currently applying to 
Islamic banks in this countiy this is likely to be 
an area to which increasing time and attention 
will be paid in Islamic ti ansactioiis. 

The increase in regulation is in part due to 
the world-wide trend towards greater 
regulation triggered, at least in Europe, by 
some spectacular failures of regulation. The 
most high profile was, of course, BCCI. There, 
the fact that there was no one country with 
overall regulatory responsibility appears to 
have been a major factor in delaying the 
discovei7 of the massive frauds and losses 
involved. 

A shortfall of $7 to $8 billion is a 
staggering amount - equivalent to over 10% of 
all Islamic deposits. It is fortunate that the 
Islamic banking arm of BCCI was relatively 
small. 

There have, of course, been other failures. 
Barings springs to mind, as does Johnson 
Matthey. That case was interesting in that 
there was no real fraud involved only massive 
incompetence. The only minor f raud 



concerned a small bribe to a junior official, 
who was so naive that he allowed the briber to 
draw the money from his Johnson Matthey 
account, hand it over at Johnson Matthey to 
the miscreant, who promptly paid it back into 
his own account at the Bank. Not, in the same 
league as the BCCI fraudsters. 

However, s t rengthening of regulation 
arises also because the regulators themselves 
have until now been somewhat frightened of 
Islamic banking because they have not 
altogether understood it. 

This is no longer the case in many 
jurisdictions and as the regulators become 
more confident and more experienced, the 
regulatory regime will tighten. For instance, 
Pakistan has recently introduced new 
prudential regulations. 

Of course, hand-in-hand with regulation 
must go the question of accounts and 
auditing. Some progress has been made 
towards agreeing common bases for assessing 
risk in Islamic financings. For the majority of 
banks increased supervision will not be a 
problem and indeed many banks may 
welcome a tighter watch being kept on other 
less scrupulous banks, whose default might 
damage the reputat ion of the industry 
generally. 

Murabaha 
There are a number of key features that we 
have seen in nearly all the Murabaha 
transactions we have dealt with. Before 
identifying these features, it is probably worth 
reviewing the typical structure of a Murabaha 
financing, including the parties involved and 
the stages in the transaction. 

The parties involved include, of course, 
the banks who want to lend into the structure 
and their agent, the Mudarib, appointed 
under a Mudaraba Agreement. At the other 
end of the structure there will be the 
purchaser who is seeking the benefit of the 
facility in order to purchase goods and the 
supplier or manufacturer of those goods. The 
local agent who acts as an intermediary and 
agent to the banks is a frequent feature of 
these transactions. 

The stages of a typical Murabaha 
transaction are therefore as follows: 

(i) purchaser submits order to local agent 
for goods it requires; 

(ii) Local agent informs Mudarib, its 
principal, of the proposal; 

(iii) Mudarib agrees to finance the purchase 
of the proposed goods; 

(iv) Local agent passes this information to 
Purchaser through an "Offer"; 

(v) Purchaser accepts the Offer which binds 
it contractually to purchase the goods; 

(vi) Local agent, acting through purchaser, 
enters into a contract to buy goods from 
Suppher; 

(vii) Purchaser, acting for itself, enters into a 
contract to buy goods from local agent; 

(viii) Banks make their "contributions" to the 
Mudarib. 

(ix) Agent passes the fund to its agent, the 
local agent; 

(x) Local agent pays the supplier. 

The transaction is then completed until 
the Purchaser's repayment obligation 
arises after a period normally between 6 
and 12 months. Then... 

(xi) The purchaser pays the deferred sale 
price, that being the purchase price plus 
costs, to the local agent as agent for the 
Mudarib; 

(xii) The local agent pays this amount, less 
its fees, on to the Mudarib; 

(xiii) The Mudarib distributes it to the banks 
pursuant to the terms of the Mudaraba 
Agreement. 

(a) Advances 
The Murabaha financing documents usually 
envisage a series of "drawdowns" (stages viii 
and ix). The availability will be limited to a 
specified period after signing and a provision 
is usually included providing for a minimum 
amount to be drawn-down per month. The 
multiple draw-down mechanism is included 
because some Purchasers have on-going 
rather than day-one requirements. However, it 



is equally possible to provide for the full 
facility to be drawn down on day one. 

(b) Deferred Payment Term 
The purchase price will be paid by the banks 
to the supplier on day one (stages viii, ix and 
x). The purchase price to be paid by the 
purchaser to the banks will be paid on a 
deferred date after receipt of the goods (stages 
xi, xii and xiii). This is often twelve months 
after receipt of goods although the price may 
be payable in instalments e.g. six, nine and 
twelve months after delivery. 

A "renewal" mechanism can also be 
incorporated into the Murabaha documents. 
This will allow the bank, through its agent, to 
"renew" the Murabaha financing at the end of 
the initial deferred payment period. The 
outstanding deferred payment is therefore 
made but immediately followed by a new 
financing on exactly the same terms as the 
previous financing. 

This technique may give the purchaser the 
comfort of some assurance as to the 
continuing availability of funds in a market 
where development is impeded by the 
deficiency of long-term funding. However, it 
should be noted that the banks are obliged to 
renew the arrangement, although they have a 
number of "material adverse change-type" let-
outs if they do not wish to proceed. These 
let-outs will cover circumstances in which the 
banks are experiencing fianding difficulties. 

(c) Purchase Price 
The basis for determination of the banks' fees 
is a matter for agreement with the purchaser, 
who will find these costs included in the 
purchase price. The fees charged by lenders in 
the interest-based banking community may be 
an influence. The risk borne by the Mudarib 
which, applying Islamic principles, justifies its 
fee, is the banks' ownership risk in the asset 
being transferred to the purchaser. 

(d) Local Agent 
The Mudarib may appoint a local agent to 
purchase the commodities on its behalf and to 
act as its agent in the relationship with the 

purchaser. The reasons for this appointment 
may be two-fold: 

1 The local agent's experience in setting up 
commodity purchases of the type 
envisaged by the transaction. It may in 
fact be a form of state-owned financial 
institution conducting such agency activity 
for the purpose of attracting foreign 
investment; and 

2 the residence of the local agent in the 
locality of the purchaser and the supplier. 

The local agent can also have a currency 
exchange function, converting the foreign 
currency to local currency before paying the 
supplier (stages ix and x) and vice versa 
(stages xi and xii) when passing funds up to 
the Mudarib. The local agent may also have 
responsibility for making any necessary 
arrangements with the central bank to ensure 
sufficient foreign currency is available. 

The local agent will often be required to 
guarantee that a specific percentage of the 
purchase price will be paid by the purchaser 
The local agent's liability for the purchase 
price collected from the purchaser (stage xi) is 
limited to this percentage amount. The risk 
justifies the local agent's fee and also gives the 
Mudarib the additional comfort of a local 
agent having conducted some due diligence 
on the purchaser The local agent's fees are 
deducted from the sale price (between stages 
xi and xii). 

(e) Purchaser as Agent 
To simplify the relationship with the Supplier, 
the purchaser will usually act as the local 
agent's agent for the purchase of the goods 
(stage vi). This means that the supplier need 
only deal with purchaser It also gives the 
purchaser a direct role (albeit as agent) in the 
relationship with the supplier. 

This is sensible in a situation where the 
banks and the local agent are not giving the 
purchaser any warranties in relation to the 
commodities and therefore will expect the 
purchaser to rely on its relationship with the 
supplier. 



The purchaser will need to notify the 
supplier that he is the agent of the local agent 
(and in turn the Mudarib) in respect of the 
purchase. This is usually a benefit, as the 
supplier knows that he is being paid by a bank 
and sometimes discounts can often be 
negotiated in exchange for the relative 
certainty of payment. 

(i) Syndication 
The Mudarib will syndicate the loan to a series 
of banks. The syndication document will be a 
form of a Mudaraba Agreement. It deals with, 
inter alia, the manner in which the 
participating banks fund their contributions 
and the allocation of the fees earned by the 
agent (or principal Mudarib) on the 
transaction. 

Ijara 
Ijara contracts tend to be veiy similar to a 
non-Islamic lease. At a more general level it is 
worth noting that in nonTslamic leasing 
transactions the banks' return is based on the 
cost of assets leased. This would be 
unacceptable under Islamic laws and therefore 
the return to the bank under Ijara is related to 
the profitability of the asset used by the lessee. 

Ijara contracts may be entered into for 
long-, medium-or short-term and may be 
adapted to fulfil the functions of either 
conventional finance or operating leases. 

The following points distinguish Ijara 
from conventional non-Islamic lease: 

(a) Rental Payments Based on Cost of Funds 
Difficulties arise where a lessor has financed 
the acquisition of an asset with floating-rate 
funds and this asset is to be leased to an 
Islamic lessee. In these circumstances, in non-
Islamic transactions the owner will usually, 
through a finance lease, pass the fluctuating 
rate down to the lessee through the rentals 
payable by the lessee unde r the lease. 
Obviously, this poses difficulties in the Islamic 
context where lease rentals cannot be 
expressed by reference to interest rates. 

A possible approach is for lessor and 
f n p n f f ^ r i n f n Ip^isips: w i t h 

rental amounts to be decided later in all but 
the first. For example if a three-year lease 
could be entered into, the first one-year lease 
would have the rent included but the second 
two leave the rent to be completed later The 
rent would be agreed between the parties in 
years two and three. 

However there is the obvious danger that 
agreement in later years is not reached and 
therefore the leasing arrangements collapse. 
Alternatively, some form of agreement could 
be entered into describing the basis for 
agreeing the rental figures in years two and 
three. 

Generally, a r rangements for agreeing 
lease rentals outside the terms of the lease 
need to be considered carefully and any 
appropriate Sharia approvals obtained. 

(b) Default Interest 
Non-Islamic leases provide for default interest 
on late payment of amounts due under the 
lease. In an Islamic lease, a different approach 
must be adopted: this can be achieved by 
providing for some form of discounting 
formula. This could be by way of an agreed 
rate of discount for each day that payment is 
made prior to a backstop date. 

If payment is made on the due date no 
extra charge is payable. If payment is made 
after the due date but before the backstop 
date, an agreed amount of discount is 
deducted from the rental payments. However, 
if payment is made after the backstop date, 
the lessor cannot recover compensation for 
the delayed payment. 

The backstop date is chosen to reflect a 
commercial period in which funds might be 
expected at the latest to be paid, perhaps 30 
days. Alternatively, the "payment-on-time" 
discount can be applied to reduce the amount 
payable to exercise an option over the asset. 

(c) Insurance 
In Islamic transactions, the owner or lessor of 
an asset should assume, or be responsible for, 
the management risk in respect of the asset. 
The owner/lessor thus agrees to pay for 
insurina; the asset for certain risks. 



In an aircraft lease, these would usually be 
all hull risks, war risks and spares. Liability 
insurance can be left with the operator. The 
lessee contracts for the insurance and the 
owner/lessor pays the lessee. 

A conventional opera t ing lease will 
provide for the obligation to arrange and pay 
for insurance to be the responsibility of the 
lessee. The increased responsibilities of the 
owner/lessor will be reflected in the amount of 
the lease rentals payable. 

(d) Maintenance 
Islamic law, in contrast to the approach taken 
in a conventional Western lease, envisages that 
the lessor would be responsible for 
maintaining the asset. The lessor may 
however appoint the lessee to carry out the 
maintenance on its behalf. In a similar way to 
insurance costs, allocation of maintenance 
responsibilities is likely to be reflected in the 
amount of the lease payments due from the 
lessee. 



Islamic Finance in the United States 
The Regulatory Framework 

E R N E S T T P A T R I K I S 

To pursue Islamic banking in the United 
States a joint effort between bankers and 
supervisors is needed. Various issues will have 
to be looked at. One thing that is clear is that 
the fact that Islamic banking and finance is 
based on religious principles is irrelevant to 
US banking supervisors. Issues of religion are 
not supei-visory matters of concern. If an 
Islamic banker needs to structure a transaction 
in a given way, the supervisors will work to try 
to assist in that process. The fact that this 
need is grounded on religion does not affect 
our view of the matter. We will keep our focus 
on bank supervisory concerns. 

In the United States, there exists a 
complex, if not confusing, financial structure. 
Over the years, it has grown in a haphazard 
way. We are just beginning to rationalise our 
financial system in terms of who can engage in 
certain activities and who regulates and 
supervises those firms and/or activities. 
Broadly speaking, we separate commercial 
bank ing f rom insurance and investment 
banking. We also separate banking from 
commerce. Commercial banking and 
investment banking are supervised or 
regulated at both the state and federal level. 
Insurance is regulated primarily at the state 
level. There are a number of exceptions to 
these broad separation principles; at some 
point these exceptions might overcome the 
general rule. 

T h e reasons for these separations are 

many. Some go back to the roots of the 
country in the 18th century, when some banks 
were associated with business enterprises. 
Over time, banking became separate from 
commerce, which became the standard and 
was eventually codified in the Bank Holding 
Company Act and the Glass-Steagall Act. In 
the 1930s, commercial banks were blamed, in 
part, for bringing on the depression, through 
links with investment banks and alleged 
funding of speculative securities transactions. 
Whether that was an accurate assessment of 
the facts is far from clear today. Currently, 
while investment banks and insurance 
companies can be linked, there are severe 
restrictions on the affiliation between 
commercial banks and insurance companies. 

One of the key issues of public concern 
over the years has been the concentration of 
wealth in banking. That is, if banks were able 
to invest deposits as equity investments in 
commercial enterprises, banks would be 
controlling commercial firms and would not 
be impartial arbiters of credit. This policy of 
separa t ing banking and commerce is 
g rounded upon a mixture of safety and 
soundness concerns and a broader public 
pohcy concern about fair and equal access to 
credit and control over society's resources by 
banks. Americans have long had a distrust of 
the power of banks to allocate credit. Even 
though the percentage of bank financing 
transactions has waned as our capital markets 
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have grown, the vestiges of that age-old 
concern about banks has not gone away, 
although it is much lessened today. 

When conducting Islamic banking or 
finance in the United States, what must be 
considered first is the form that enterprise 
would take - a commercial bank, a branch of a 
foreign bank, an investment bank, or an 
ordinary business corporation, such as a 
finance company. 

Generally speaking, a bank supervisor 
looking at an application will give 
consideration to several factors; key among 
these are financial and managerial factors. A 
supervisor will look to ensure that the bank is 
well capitalised and has a business plan that 
shows how that well-capitalised position will 
be maintained over time. The bank 
supervisor will also look to ensure that 
directors and management have the requisite 
expertise for their respective positions. In 
addition, if a foreign bank is applying to 
establish a bank or a branch in the United 
States, the Board of Governors of the Federal 
Reserve System would need to determine that 
the foreign bank was subject to comprehensive 
consolidated supervision in its home country. 

An Islamic financial institution will raise 
novel questions, in addition to the traditional 
issues that need to be considered. The general 
principles of Islamic banking involve 
adherence to the Islamic prohibition on the 
charging or receiving of interest, absentee 
landlordism and speculative activities. Islamic 
banking stems from Islam's teaching that 
money should not be created out of money, 
but generated by taking risks on productive 
investments. 

Islamic banking arrangements are based 
on profit-sharing. Account-holders obtain a 
share of the bank's profits. This is similar to a 
shareholder's dividend. The bank may have 
something akin to a partnership agreement 
with the depositor, with a guarantee not of a 
rate of return but, instead, of a portion of 
profits. Thus, the bank acts more like a fund 
manager. If the bank loses money on the 
transaction, so does the account holder. This 
would come as a surprise to the typical 

depositor in the United States. There would 
be a need to ensure that the "depositor" was 
well aware of the risks involved with such a 
transaction. 

On the asset side of the balance sheet, the 
transaction must be structured so as not to 
involve the payment of interest on a loan. 
Much creativity is involved in carrying on 
financial transactions consistent with the 
teachings of the Qur'an. For example, when 
some Islamic banks make a home loan, the 
bank will be repaid the principal amount 
along with a percentage the bank estimates 
the house could be rented for. In a business 
loan, the bank might estimate the potential 
profit over the course of years and require the 
borrower to pay back a percentage of that 
estimate. Islamic banking, as all banking, 
entails risks. If a bank underestimates the 
profitability of the borrower, and the borrower 
fails, the loan will not be repaid. That is 
nothing new to banking. This will require the 
bank supei-visor to assess how to characterise 
the risks involved in such a transaction. 
Should it be regarded as a loan or is it more 
like an equity investment? If a bank does not 
have a legal obligation to return its customers' 
principal, does it take on a moral obligation to 
do so? 

An Islamic bank may provide investment 
funds to a project and receive a share of profits 
in return. An Islamic bank can act as an 
intermediary or middleman in t rade 
transactions by importing a product and then 
selling it at a mark-up. An Islamic bank can 
enter into a lease or a lease-purchase 
transaction. An Islamic bank can also enter 
into an advance payment transaction, such as 
purchasing goods before they are produced 
and then selling the goods at a profit. 
Another form of transaction is the deferred 
payment sale, where an asset is purchased 
from and resold to the same person, the 
difference in the two prices involving a 
predetermined profit. There are also money-
market instruments or inter-bank instruments 
where the rate will be based on the 
profitability of the borrowing bank. 

How will all of this fit with the banking 



system in the United States? The first issue 
encountered is whether these transactions are 
"banking" within the definitions of our 
statutes. In the United States, banks are one 
of the few types of corporate entities that have 
separate charters and limited powers. There 
is the often-told story of how Alexander 
Hamilton founded the Bank of New York, 
receiving a charter f rom the New York 
legislature. Aaron Burr wanted also to 
establish a bank but could not get a charter. 
Burr ultimately sought a charter for a water 
company and sneaked in a reference to 
banking. Tha t bank is now the Chase 
Manhattan Bank. Aaron Burr later killed 
Alexander Hamilton in a duel in New Jersey. 
At the Chase Bank you can find two reminders 
of this, the duelling pistols and a piece of the 
wooden water pipe of the original Manhattan 
Company. History aside, the relevance here is 
that banks are limited to banking as defined in 
the relevant federal or state law. For example, 
the powers permitted a New York State-
chartered bank are defined in the New York 
Banking Law and for a national bank in the 
National Bank Act. 

In addition, in order to establish a branch, 
a foreign bank must be engaged in banking 
activities usually in connection with the 
business of banking in the country in which it 
is located. (12 U.S.C. Section 3101(7).) The 
Board of Governors of the Federal Reserve 
System has defined this to mean that foreign 
banks must: (1) be foreign chartered, (2) 
engage in the business of banking, (3) be 
recognised by the bank supervisory or 
monetary authority of its home country, (4) 
receive deposits to a substantial extent in the 
regular course of its business, and (5) have the 
power to accept demand deposits. Therefore, 
in order to establish a branch in the United 
States, the foreign bank must meet that 
definition. If it does not do so, it would not be 
able to establish a banking branch. But that 
would not be the end of the inquiry. It may 
well be that the Islamic bank is akin to an 
investment company and come under the 
jurisdiction of the Securities and Exchange 
Commission as an investment company. 

If the desire is to charter a domestic bank, 
then what will need to be done is to explore 
the proposed activities of the proposed 
Islamic bank to ensure that they are consistent 
with the relevant banking law. Activities such 
as repurchase agreements and financial lease 
transactions may well be appropr ia te 
activities. Taking equity investments might be 
impermissible depend ing on the bank's 
ownership structure and whether there is a 
need for Federal deposit insurance. 

On the liability side, it is not clear to me 
that an account where the return is measured 
in a way that could result in a loss of the paid-
in principal amount is not a deposit. I have 
come across references to some accounts 
offered in New York State where the return of 
the full amount of principal was not deemed 
to be a necessary feature of a deposit. 

Another issue to be considered is how our 
usual supervisory tools would be applied to an 
Islamic bank. Bank supervisors' first concern 
is with safety and soundness and systemic risk. 
Systemic risk concerns the impact of the 
financial failure of an organisation on other 
financial organisations and on financial 
markets and ultimately on the real economy. 
Safety and soundness concern whether the 
institution is being operated with appropriate 
controls and limits and is otherwise in 
compliance with relevant laws and regulations. 
A good deal of the process is supervisory, that 
is, qualitative, not regulatory; that is 
prescriptive. What is meant by that is that it 
involves an assessment by bank examiners of 
the financial strength and managerial controls 
of the bank. This is done in a "hands-on" way 
by examiners looking at the bank's systems, 
books, and records on site and assessing the 
quality of its management. In addition, we 
rely on reports of the bank, which are issued 
quarterly and made public to allow the public 
- investors, depositors and counterparties - to 
assess the creditworthiness and risk profile of 
the bank. Another issue to be considered is 
the bank's liquidity management . The 
examiners will need to assure themselves that 
the bank has sufficient liquid assets to repay 
claims on the bank. 



Islamic Finance in the United States - The Regulatory Frameworic 

Of course, another issue will be whether 
the examiners' traditional tools of assessing 
capital adequacy can be applied to a bank 
engaged in Islamic banking. 

There may also be questions of 
accounting. Another area that needs to be 
explored is the extent to which a particular 
arrangement resembles a mutual fund where 
the investors' money is pooled into 
investments that meet Islamic requirements. 
It seems that this fits within our traditional 
notion of a mutual fund. Many mutual funds 
target certain types of investments. This does 
not appear to be a complex issue. 

W^ere does all of this lead us? I would like 
to come full circle. Much needs to be learned 
by us about Islamic banking. The primary 
message is that as bank supervisors we have an 
open mind on how to approach any issues 
Islamic bankers may raise. Islamic bankers 
have been quite ingenious in developing 
financial transactions that suit their needs: 
bank supervisors, too, can be ingenious and 
are willing to work with those who wish to 
engage in Islamic banking in the United 
States. It is hoped that any issues raised can 
be resolved to the mutual satisfaction of the 
bankers and supervisors. 
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W D O N A L D K N I G H T 

In recent years a number of factors have 
increasingly caused Islamic banks and other 
financial services to seek to devise structures 
for investments in the United States and other 
Western countries, both for their own accounts 
and for the clients of such institutions. 

Those factors include most basically the 
continuing, strong growth in the demand for 
Islamic investment products . Another 
significant factor is the post-Gulf War desire 
on the part of Islamic investors in that area to 
locate at least part of their investment assets 
outside the Gulf, and to structure such 
international investments so that they will be 
safe and available to the investors and their 
families - protected f rom governmenta l 
confiscation and governmental asset "freezes," 
or the like - in the event of any future political 
emergency in the Gulf area. 

In order for Islamic banks and other 
Islamic financial institutions to be competitive 
with respect to the US and other Western 
investment and financial products they offer 
to their investor-clients, such institutions must 
ensure that their products will yield to their 
clients an acceptable after- tax re turn . 
Accordingly, Islamic investments made in the 
United States and other high-tax countries in 
the West must be carefully structured so that 
taxes imposed by the host country will be 
minimised or avoided, both (a) dur ing the 
time period the investment is held and (b) at 
the time the investment is sold or otherwise 

disposed of and the cash or other proceeds 
f rom disposing of the investment are 
repatriated to the investor's home count iy 

In this article, the author will: (a) give a 
summary introduction to certain basic US 
federal tax rules which must be considered in 
order to structure various types of Islamic 
investments in the United States in a tax-
efficient manner, and then (b) illustrate the 
application of such rules to certain specific 
types of US investments. To give an idea of 
just how summary in nature this treatment of 
US tax rules is, the author's personal copy of 
the US Internal Revenue Code contains over 
nine thousand four hundred pages of small 
type. The official US Tax Regulations contain 
almost thirty thousand pages. In addition, 
primary sources of US federal tax law include 
numerous volumes of official tax rulings of the 
US Internal Revenue Service and opinions of 
US courts in tax cases. 

This article only deals with the tax rules of 
the US federal (i.e., national) government. 
Certain US States and local governments also 
impose income or other taxes that must be 
taken into account in structuring specific 
investments in the United States. Such State 
and local taxes (which generally are 
deduct ible expenses for purposes of 
computing the net income amount to which 
the US federal income tax applies, a fact 
which reduces their negative economic effect) 
are beyond the scope of this article. 



The reader is asked to understand that 
this article does not purport to set forth 
definitive or even necessarily reliable opinions 
as to Islamic law. The author's limited 
understanding of Islamic law results from the 
author's having had the good fortune to work 
with a number of Islamic financial institutions. 

Executives of those Islamic institutions 
have patiently sought to convey to the author 
the fundamental considerations involved in 
Islamic finance and investment, so that these 
fundamentals may be made to mesh with US 
tax and other legal principles in devising 
specific tax-efficient investment structures for 
the clients in question. Accordingly, all 
references here to principles of Islamic law are 
made with the greatest humility and with the 
full fore-knowledge that certain readers may 
find the author's unders tanding of the 
applicable Islamic rules either to be 
fundamentally in error or, at least, to be in 
need of amendment or modification. 

The US federal tax law contains a special, 
limited exemption from US tax for income 
realised by agencies of non-US sovereign 
countries, from investments such as 
government agencies have made in the 
United States. These special rules would 
govern, for example, US taxation of income 
received by a GCC country's Ministry of 
Finance or Investment Authority from 
investments in the United States. However, 
this article focuses on devising tax-efficient 
structures for Islamic private sector investors 
and does not address the special issues that 
relate to structuring non-US government 
investments. 

This article also does not address the US 
taxation of Islamic charitable, religious or 
educational foundations, trusts, estates or 
other entities. Properly structured, the US 
source income of such entities may be exempt 
from US taxation. 

Effect of Absence of US Tax Treaty with any 
GCC Country 
The United States has negotiated and put into 
effect tax treaties (often called "double 
taxation agreements") with a number of 

countries. Such tax treaties generally have the 
effect of modifying in a favourable way for 
persons resident in the non-US treaty country, 
the basic US tax rules which would otherwise 
apply to US investments of such persons, if no 
applicable tax treaty existed . 

There is no tax treaty between the United 
States and any country in the GCC. For this 
reason, in creating a tax-efficient structure for 
the US investments of Gulf area Islamic 
investors (or Gulf area non-Islamic investors, 
for that matter), one generally must look to 
the US Internal Revenue Code, the official 
Regulations issued under the Code, tax 
rulings issued by the US Internal Revenue 
Service and applicable court decisions. 

The only alternative structuring approach 
is (a) to establish a corporation in a country 
with which the United States has a tax treaty, 
(b) to make US investments in the name of 
that corporation and (c) to attempt to claim 
the benefits of the tax treaty between the 
United States and the country where the 
investor's corporat ion is organised. This 
approach - widely referred to as "treaty 
shopping" - is unde r significant and 
continuing attack by the US tax authorities 
and is not advisable except in special 
circumstances. 

The Starting Point in Structuring US 
Investments by Islamic Natural Persons 
The United States would impose an estate tax 
on the estate of any non-US natural person 
Islamic investor who, at the time of his death, 
owned assets which the US tax rules treat as 
being located in the United States. Such "US 
situs" assets include shares of US corporations, 
interests in US real property and certain 
tangible personal property. 

To give an idea of the serious nature of 
this tax, the US estate tax rate for values in 
excess of US$3 million is fifty-five percent 
(55%), and the effective rate of tax on the first 
U S | 3 million of US situs assets held by a non-
US natural person investor at the time of his 
death is forty-one percent (41%). 

These are tax rates, which some would 
view as almost confiscatory in nature and, in 



the author's judgement, unless there are very 
specific, special reasons to the contrary, no 
non-US natural person Islamic investor 
should ever make an investment in the United 
States through an ownership structure which 
could give rise to the US estate tax if the 
investor should die while owning the 
investment. 

Obviously, where the investor in question 
is itself an institution, such as a corporation or 
government agency, the US estate tax is not a 
concern because such legal entities do not 
II 1 - II 

die . 
Fortunately, the US estate tax does not 

apply to shares of a non-US corporation that 
are owned by a non-US person at the time of 
his death - even if all the assets of the non-US 
corporation in question are made up of US 
real property, shares of US corporations, or 
the like - provided the non-US corporation is 
properly maintained and appropr ia te 
corporate formalities are consistently 
observed. 

For this reason, a generally applicable 
principle to be used as the starting point in 
the analysis of which legal structure should be 
employed by a non-US natural person Islamic 
investor to hold his US Investments is as 
follows: 

Absent highly unusual circumstances, a 
non-US natural person Islamic investor 
should always hold his US investments 
through a non-US corporation. 

Any properly interposed and maintained 
non-US corporation will serve to insulate a 
non-US natural person Islamic investor from 
the US estate tax. For example, a Kuwaiti 
investor could use a Kuwaiti corporation as 
the holding company for his US investments 
and thus avoid the US estate tax. 

However, for administrative convenience 
and with a view to protecting the underlying 
US assets from the adverse effects of political 
emergencies which might occur in the 
investor's home country, most Gulf area 
investors choose to employ a non-US holding 
corporat ion organised and based in a 
politically stable "offshore tax haven" country, 
such as the Cayman Islands, the British Virgin 

Islands, Bermuda, or the like, which imposes 
no local taxation of any kind. 

Such an offshore corporation which would 
shield the non-US natural person Islamic 
investor from the US estate tax may be either 
(a) a personal or family holding corporation, 
organised by an individual investor or his 
family to hold private US investments, or (b) 
an offshore corporation which is the "parent" 
of a collective investment fund in which an 
investor chooses to invest, together with 
unrelated investors. 

US income: Taxation of US Investments of 
Private Sector Islamic Investors 
As discussed to this point, except in very 
unusual circumstances, non-US natural 
person Islamic investors should structure their 
individual or fund investments in the United 
States so that what the natural person 
investors hold directly in their own names is 
shares of a non-US corporation. Accordingly, 
assuming that a non-US corporate structure 
will be used either as the only legal entity 
involved in a non-US Islamic investor's 
structure for investments in the United States 
or as the parent corporat ion of such a 
structure, we turn now to the US income tax 
considerations involved. 

Speaking generally, the US income tax 
rules which apply to non-US corporations 
divide the US source income of such 
corporations into two categories: (a) Income 
derived from a US "trade or business," and (b) 
"Passive" income (i.e., income which is not 
viewed under US tax rules as "effectively 
connected with a US trade or business"). 

The United States imposes on each 
corporation (US or non-US) a corporate 
income tax (maximum current rate: 35%) on 
the net taxable income (determined by 
subtracting all allowable expenses and other 
deductions) that the corporation derives from 
the conduct of a US trade or business. (It 
should be noted that a US corporation is 
subject to US income tax on its world-wide 
income, not merely its income from US 
sources.) 

Where a non-US corporation, itself, is 



directly engaged in a US trade or business, the 
United States imposes an additional thirty 
percent (30%) "branch profits tax" on the 
earnings and profits which the non-US 
corporation takes out of the United States - or 
is "deemed" to have taken out of the United 
States, under the terms of a set of complicated 
tax regulations. 

This means that, if a non-US corporation 
itself directly derives income from a "US trade 
or business" (for example, income from 
investments in most types of US real 
property), the net income from that 
investment will be subject to a total effective 
US corporate and branch profits tax rate, of 
fifty-four and one-half percent (54.5%) by the 
time the income is paid out to the investor 
who owns the non-US corporation. 

(Example calculation: US$100 of net 
income is subject to 35% (maximum) regular 
US federal corporate tax, leaving US$65. The 
US$65 of after-regular income tax earnings 
and profits is subject to a 30% branch profits 
tax of US$19.50 when repatriated. Total tax 
on US$100 of net income thus equals 
US$54.50, an effective, combined rate of 
54.5%.) Obviously, such an effective tax rate 
would produce after-tax returns which would 
be completely unacceptable in virtually every 
case. 

In the discussion above, it was concluded 
that, absent unusual circumstances, non-US 
natural person Islamic investors should always 
hold their US investments through non-US 
corporations, in order to avoid the US estate 
tax. The fact that the effective rate of US tax 
on the repatriated net income derived by a 
non-US corporadon from a "US trade or 
business"-type investment would exceed fifty 
percent (50%) suggests another generally 
applicable structuring principle. 

While non-US natural person Islamic 
investors should utilise non-US corporations 
for their US investments in order to avoid the 
US estate tax, such non-US corporations, 
themselves, generally should not invest 
directly in US investments which will produce 
"trade or business"-type income. 

Instead of having a non-US corporation in 

an investment structure directly make US 
investments which will produce "trade or 
business"-type income, it is generally 
preferable for a non-US corporation: 

(a) to hold its "trade or business"-type US 
investment (such as most US real estate) 
through a separate US subsidiary 
corporation; 

(b) to reduce the regular US federal corporate 
tax liability of the US subsidiary through 
techniques aimed at reducing the 
subsidiary's net income, such as leveraging 
(sometimes called "gearing") during the 
period while the US subsidiary 
corporation owns the investment; 

(c) to avoid having the US subsidiary 
corporation pay dividends to its non-US 
parent corporat ion (because such 
dividends would be subject to a 30% US 
withholding tax, analogous to the branch 
profits tax); and 

(d) to effect a complete liquidation of the US 
subsidiary after the US subsidiary 
corporauon uldmately sells or othenvise 
disposes of the US "trade or business" 
investment. 

Speaking generally, this procedure should 
drastically reduce the overall US taxation of 
the income and capital gains derived from 
holding and ultimately selling a US "trade or 
business"-type investment. This reduction 
would include elimination of the additional 30 
per cent branch profits tax that otherwise 
would apply, if the non-US corporation in the 
structure directly held the investment and 
removed its earnings and profits from the 
United States. 

(Note that, using this structure and 
procedure, care must be taken to avoid the US 
"accumulated earnings tax" which could apply 
if the US subsidiary corporation does not pay 
dividends in order to avoid the 30 per cent 
withholding tax on dividends, and in the 
process accumulates earnings in an amount 
which the US tax laws would treat as being 
"beyond the reasonable needs" of its business.) 

As described above, the overall rate of US 



federal tax which can apply if a non-US 
corporation directly owns a US investment 
which produces "trade or business"-type 
income exceeds 50 per cent of the net income 
produced, generally a wholly unacceptable 
situation. By contrast, the United States 
imposes a tax of 30 per cent, enforced by a 
withholding requirement, on the gross 
amount of "passive" (i.e., non-"trade or 
business") income derived in the United States 
by a non-US corporat ion. Such "passive 
income" includes dividends, interest, royalties 
from patents and licences and the like and 
other "fixed or determinable annual or 
periodical" income. 

There is an important exemption from the 
30 per cent withholding tax on "passive 
income." That is, no US income tax applies to 
US source interest which a non-US 
corporation receives if such interest qualifies 
as "portfolio interest" under the special US tax 
law definition of that phrase. 

Generally stated, "portfolio interest" is 
interest received by a non-US lender who, or 
which, owns (directly and under complicated 
ownership attribution rules) less than ten per 
cent of the voting shares of a US corporate 
borrower, provided the debt instrument is 
structured to meet certain US tax 
requirements. 

Interest earned by a non-US bank in the 
ordinary course of its lending business cannot 
qualify as US tax-exempt "portfolio interest." 
As discussed below, while a normal first 
reaction is that no payment characterised as 
"interest" can ever be acceptable under Islamic 
law, it appears that: (a) there are certain 
corporate finance structures where 
distributions of profits in the form of interest 
may be allowable or permissible under Islamic 
law and (b) there are other situations 
(including Murabaha cost-plus sales and Ijara 
leasing transactions) where, properly 
structured, the profit element involved can be 
characterised solely for US tax-planning 
purposes, as tax-exempt "portfolio interest". 

In addition to the fact that certain types of 
"passive" income (such as dividends, interest 
and royalties) are subject to a 30 per cent 

withholding tax when received by a non-US 
corporation, another important principle is 
that capital gains realised by a non-US 
corporation from the sale of US assets (such as 
shares in a US corporation) are generally free 
of US taxation, unless such capital gains are 
"effectively connected" with a "US trade or 
business" actually being conducted by the non-
US corporation. 

The major exception to this rule is that, 
under a special US tax law (i.e. the US Foreign 
Investment in Real Property Tax Act, often 
abbreviated as "FIRPTA"), any capital gain 
realised by a non-US corporation from the 
sale of an interest in US real property will be 
treated as 'trade or business" income. 

For purposes of FIRPTA, with certain 
limited exceptions for shares of Real Estate 
Investment Trusts (often called "REITs"), the 
shares of a US corporation which derives the 
majority of its value from its US real estate 
holdings will be treated as constituting an 
interest in US real estate. This means that 
capital gains realised by a non-US corporation 
from the sale of shares of such a "United States 
real property holding corporation" also will be 
taxed as "trade or business" income. 

Structures and Investments 
Utilising the Payment of Interest 
As indicated in the introduction to this article, 
in order to be competitive with other forms of 
investments. Islamic investment products 
focusing on the United States or other high-
tax investment host countries must be 
carefully structured so as to minimise their 
taxation both (a) during the time period the 
investment is held and (b) when the 
investment is sold or othei-wise disposed of 
and the cash or other proceeds from 
disposition of the investment are repatriated 
to the investor's home country. 

Under the US income tax system, one of 
the most effective tools for minimising 
taxation in both of these situations can be the 
use of interest-bearing loans. This follows 
from two aspects of the treatment of interest in 
the US federal tax system: 
(a) Interest is generally a deductible expense 



in arriving at tiie net income of a US 
"trade or business" which is subject to the 
regular US corporation tax; and 

(b) Under some circumstances (including, for 
example, when structures qualify for the 
"portfolio interest" exemption from US 
taxation, mentioned above), it is possible 
for interest to be paid out of the United 
States to a non-US lender free of any US 
withholding tax. 

Given the usefulness of interest-bearing loans 
in minimising or avoiding US taxation of US 
investments by non-US investors, the question 
which must be addressed is whether it is ever 
permissible for an Islamic investor to take part 
in an investment which, even in a merely 
formal sense, includes one or more interest-
bearing loans. 

(For the record, it is recognised that some 
Islamic scholars are of the view that interest is 
only prohibited if the amount of interest 
charged is excessive or usurious. This article 
assumes that, once a determination is made 
that interest of the type prohibited by Islamic 
law is involved in a structure, such interest is 
prohibited, even if it is reasonable in amount 
and non-usurious.) 

Based on the author's experience with a 
number of Islamic financial institutions, it 
appears that the use of profit distribution 
methods in the form of interest-bearing loans 
can, indeed, be Islamically permissible or 
allowable in certain investment structures. 

Let us take a simple example. Assume (a) 
that an Islamic investor owns all of the shares 
of a US corporation, (b) that his wholly-owned 
US corporation is engaged in a US trade or 
business of a nature which is clearly 
Islamically-permissible and (c) that the US 
corporation is in need of additional capital in 
order to expand its business. In this situation, 
it is the author's understanding that the 
Islamic investor, owning 100 per cent of the 
shares of the US corporation in question, 
would be permitted to provide the needed 
capital by means of making an interest-
bearing loan to his corporation. 

The author understands that such a loan 
would be permissible, because the Islamic 
investor would not be imposing the burden of 
interest on any other person. Rather, instead 
of investing more money in his corporation as 
share capital and causing the corporation to 
distribute its later profits to him as dividends, 
the Islamic investor merely would be using the 
"shareholder loan" form as an alternative (and 
more tax-efficient) means of distributing 
profits to himself from his own business -
which he happens to have chosen to operate 
in the form of a corporation. 

Assuming that this unders tanding is 
correct, the Islamic investor would, indeed, 
effect a tax savings by making a shareholder 
loan to his wholly-owned US corporation that 
is engaged in a US trade or business. This 
follows because the corporation would obtain 
a US tax deduction for the profits distribution 
paid to its shareholder in the form of interest. 
At the 35 per cent maximum regular US 
federal corporate income tax rate, for evei-y 
US$100 of interest paid, there would be a 
corporate-level tax savings of US$35. 

Unfortunately, the US corporation would 
be required to withhold 30 per cent of the 
US$100 of profits-in-the-form-of-interest paid 
out to the investor/ shareholder and pay the 
resulting amount ($30) over to the US taxing 
authorities. The result, nonetheless, would be 
that, using the shareholder loan approach to 
profits distribution, the shareholder would 
receive a net US$70 repatriated after-tax 
return as a result of the payment of the 
US$ 100 of profits-in-the-form-of-interest . 

By contrast, if the corporat ion had 
US$100 of pre-tax profits and did not 
distribute profits-in-the-form-of-interest to its 
shareholder, the US$100 of corporate level 
profits would be subject to a US federal 
income tax of 35 per cent (i.e., US$35 of tax). 
This would leave US$65 of after-tax profits at 
the corporate level to be paid out to the 
shareholder as a dividend. 

The dividend of US$65 would be subject 
to a 30 per cent US withholding tax (i.e., 
US$19.50 of tax), leaving the 
investor/shareholder with a net repatriated 



after-tax return of only US$45.50 from the 
US$100 of pre-tax profits earned at the 
corporate level. 

In the above example, there is a US$24.50 
tax saving, comprising; (a) the US$70 net 
after-tax, repatr iated return to the 
shareholder using the shareholder loan 
approach with (b) the US$45.50 net after-tax, 
repatriated return resulting without the 
shareholder loan. Obviously, the structure 
would be even more tax-efficient if it were 
possible to claim the US$100 tax deduction at 
the level of the US pay or corporation and pay 
out the US$100 of interest free of any US 
withholding tax. 

Such a structure would achieve the dual 
goals of (a) reducing taxation of the "trade or 
business" investment on its operating income 
and (b) avoiding taxation on profits that are 
being "brought home" by the 
shareholder/lender in the form of the interest 
payment on the shareholder loan. 

In certain situations, it appears both such 
goals can be accomplished. In the example 
above, it is suggested that, under Islamic 
principles, it is permissible for an investor who 
owns 100 per cent of the shares of a 
corporation to provide additional funds to his 
corporation through the form of making an 
interest-bearing loan to that corporation. 

As noted, the author understands that 
such a corporate finance form is Islamically 
acceptable, because the investor would not be 
imposing the burden of interest on any person 
other than himself. It appears this principle 
can be extended, and significant tax benefits 
can be obtained, through use of a corporate 
structure with multiple shareholders where 
the shareholders make loans to the 
corporation in amounts exactly in proportion 
to their respective percentage interests in the 
corporation as shareholders. 

For simplicity's sake, put aside for the 
moment the US estate tax problem which 
arises when non-US natural persons own 
shares of a US corporation and assume, for 
example, that 11 non-related Islamic natural 
persons form a US corporation, and that each 
owns the exact same percentage of the shares 

of the corporation as all the others (meaning 
that each would own less than 10% of the 
corporation's shares). 

Assume further that a decision is made to 
provide an additional US$ I million of capital 
to the corporation and that, as an alternative 
to providing the funds as additional share 
capital, each Islamic investor then lends to the 
corporation the same percentage of US$1 
million as he owns of the shares of the 
corporation (being 9.09%). 

From an Islamic standpoint, it appears 
that this is directly analogous to the situation 
where a single Islamic investor owns 100 per 
cent of the shares of a corporation and, in the 
author's understanding, it is permissible for 
him to make interest-bearing loans to his 
wholly-owned corporation. 

This follows because, looking at each 
investor's share and loan investment in the 
corporation in question as a single "vertical 
shce," each of the 11 shareholders in this 
example has made a loan which burdens only 
himself and his percentage ownership interest 
of the corporation and does not burden, 
economically, any of the other shareholders or 
their respective ownership interests. 

What makes this structure particularly 
interesting is that, unde r the "portfolio 
interest" rules, if each of the shareholder loans 
is structured properly, the desired dual tax 
benefit will follow: First, the corporation will 
be entitled to a tax deduction for interest paid 
on the loans, thus reducing its net income that 
is subject to the regular US federal corporate 
level tax. Second, the interest can be paid out 
of the United States to the Islamic investor-
shareholders entirely free of US withholding 
tax. 

In the preceding paragraphs, shareholder 
loan corporate finance structures have been 
analysed which the author understands are 
Islamically acceptable and, under proper 
circumstances, can provide significant US tax 
savings. Going beyond this kind of corporate 
finance structural arrangement, certain types 
of instalment sale (Murabaha) and lease 
(Ijara) transactions can be structured so that 
the US tax authorities will view the Islamically-



acceptable "profit element" inherent in these 
transactions as being "interest," for US tax 
purposes. 

The author unders tands that many 
Islamic authorities are of the view that, if an 
investment or business transaction is 
inherently Islamically acceptable, the fact that 
the US tax authorities choose to treat the 
profit element involved as "interest" for US 
tax purposes is irrelevant, for purposes of the 
Islamic analysis. 

Two simple examples illustrate the US tax 
advantages which can follow from this 
concept. First, assume that a non-US 
corporation owned by an Islamic investor (or 
investors) purchases certain medical 
equipment and then sells the medical 
equipment to a US hospital corporation on a 
cost-plus basis with the hospital agreeing to 
pay for the equipment over a period of several 
years. If the agreements establishing the 
hospital's obligation to make the instalment 
payments to the non-US corporation owned 
by the Islamic investor are structured 
correctly, the profit element inherent in the 
cost-plus sale would be viewed for US tax 
purposes as "portfolio interest" and could be 
paid by the US hospital to the non-US 
corporation free of any US tax. 

Second, assume similarly that a non-US 
corporation owned by an Islamic investor (or 
investors) purchases certain medical 
equipment and leases that equipment to a US 
hospital corporation, with the lease either 
giving the hospital an option to purchase the 
equipment at the end of the lease term for an 
option price that is substantially less than the 
equipment's market value at the time the 
option will be exercisable or obligating the 
hospital to purchase the equipment at the end 
of the lease. Again, if the lease is properly 
structured for US tax purposes, the profit 
element in the lease will be viewed by the US 
tax authorities as "portfolio interest" and will 
be free of US tax when paid by the US hospital 
to the Islamic investor's non-US corporation . 

most basic and general US federal tax 
principles applicable to US investments of 
non-US Islamic investors, outlining certain 
structures and investment situations where 
profit distributions or payments the US tax 
authorities will treat as "interest", may be 
permissible or allowable under Islamic law. 
Obviously, a case-by-case analysis is necessary 
in order to apply to specific types of 
investments and investment structures the 
relevant Islamic rules and the described US 
tax principles and other US tax principles that 
may be pertinent. 

In the author's experience, if a particular 
US investment object is, itself, not repugnant 
to the principles of Islam (as would be the case 
with a brewery, for example), it is generally 
possible to devise a structure that is both 
Islamically-permissible and US tax-efficient. 

Moreover, Islamically-acceptable, US tax-
efficient structures can often be devised where, 
on the surface and without a degree of 
creativity, it first appears that the principles of 
Islam simply cannot be accommodated - an 
example being the provision of third-party 
"mortgage" financings with respect to US real 
estate acquired by Islamic investors. Achieving 
an acceptable after-tax return f rom US 
investments made by Islamic investors is a 
goal worth the additional effort involved. 

Conclusion 
The discussion above sets out certain of the 
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Research and Development for Islamic Banks 

S T E L L A C O X 

Since the emergence of Islamic banicing in the 
Middle East in the mid-1970s, we have 
witnessed the development of a financial 
system that now reaches, at least to some 
extent, into most areas of the world. It remains 
difficult to assess the extent of the market 
accurately, a l though there is a general 
consensus of opinion that it will amount to 
more than US$100 billion by the turn of the 
century. 

Emphasising profit share related to risk 
assumption, and the total prohibition of trade 
in interest-based instruments, the system 
encompasses over 150 Islamic banks and 
investment companies, including: an ever-
increasing number of conventional banks 
providing Islamic investment services to 
clients, corporates of the region that have 
realigned financing and investment criteria 
and a rapidly growing group of families and 
individuals. 

During the 1970s and, indeed, for much 
of the 1980s, the liquidity of Islamic 
institutions and investors was mobilised for 
short-term (by this I mean less than one year) 
investment in a wide range of permitted trade 
and commodity-based transactions. In reality, 
the average life span of such investments was 
probably closer to one month in duration than 
one year. 

Much of the initial trade investment flow 
was engineered by conventional. Western 
banks who identified the Islamic investors' 

need to access a regular, reliable flow of 
investment opportunity that would generate a 
profit , and be flexible enough to 
accommodate the ever-growing volume of 
funds and the very short-term investment 
profile of the business. 

It is true to say that several of the larger 
Islamic houses chose to forge their own 
relationships with international corporates. 
For the remainder, constraints on manpower 
and the lack of analytical support facilities led 
to approaches to conventional banks and 
requests to research and develop deal flows 
that would enable funds to be deployed into 
structures with approved Sharia compatibility. 

Conventional banks, including KJeinwort, 
reviewed the concepts that were explained to 
them and, with advice and Sharia guidance 
f rom their Muslim clients, shaped the 
investment structures. At this stage, the 
Murabaha contract was dominant and it could 
be readily tailored to provide a satisfactory 
alternative to the short-term funding options 
of a conventional corporate client base. 

Many of the initial facility recipients were 
international trading groups, particularly in 
Europe and the Far East. T h e undoubted 
creditworthiness of these counterparties, plus 
enormous on-going requirements for trade 
purchase suppor t , genera ted repetitive 
investment opportunities. These were able to 
accommodate the growing short-date liquidity 
in the system and could be adapted to comply 



with the Sharia stipulations of individual 
banks and investors. Furthermore, during the 
1980s, the rates of return for these short-term, 
primarily US-DoIlar-based investments 
generated a profitability that could only 
encourage substantial annual increases in the 
total volume of funds circulating the sector. 

The interest-based financial system has 
faced many well-publicised difficulties during 
its maturing process and these have been 
addressed with varying degrees of success to 
achieve its current position. 

To break into new relationships, direct, 
bilateral facilities were sometimes extended to 
international corporates on terms that gave 
Islamic financiers vastly inferior returns to 
those enjoyed by conventional bank 
relationships. In some respects, the legacy of 
this has prevailed to the present day, and we 
regularly meet corporates professing to enjoy 
very established facilities from Islamic 
institutions that are far more competitively 
priced than the credit rating justifies. 

It then becomes almost impossible to 
make fresh introductions and develop new 
relationships, as the perception of the 
corporate's Treasurer is that Islamic funds are 
"cheap". Any competitively priced 
a r rangement offered by a new Islamic 
relationship is considered unattractive and 
perhaps directly jeopardising the pricing of 
his existing lines. 

In some instances, the promotion of 
general and specific products development 
for banks in the sector was not enhanced by 
the involvement of a number of conventional 
agents and brokers (banks or otherwise) 
appointed to research and identify suitable 
investment opportunities. As competition for 
depositors' funds grew between the Islamic 
institutions in the second half of the 1980s, 
the requirement for enhanced profitability 
and return rose sharply. Furthermore, ill-
advised credit decisions were taken by 
investors who had, historically, chosen to focus 
on Sharia application. 

The beginning of the 1990s heralded an 
acknowledged drive for progress and 
development amongst the banks of the 

Islamic financial sector that can be attributed 
to several motivating factors. Firstly and 
primarily, the downward yield curve of the US 
Dollar impacted substantially on the returns 
achieved by the Islamic banks. After 
incorporating the cost of any security or credit 
enhancement and the obligations of the 
institutions, we moved to the boundaries of 
negative returns for secure, short-term 
investment. 

Then, poorly performing assets, some 
loss-making investment assets, and the cost of 
the passive involvement of a number of 
conventional institutions, re-focused attention 
on the development of Islamic financial 
products and the technical capability and 
foresight of individuals working in the 
financial market. The banks now had an 
urgent requirement to achieve an acceptable 
re turn for an increasingly discerning 
depositor base and that could not be 
satisfactorily accomplished by matched 
investments with a very short-term profile. 

A feature of the 1990s has been the large-
ticket, asset-based leases and several 
innovative funds devised by Islamic and 
conventional banks in joint venture. In just a 
couple of instances, conventional banks 
reacting to the demands of their own Islamic 
clients have been willing to commit to the 
expense of researching and developing fund-
type products themselves. 

The services of conventional banks are still 
employed by their Islamic counterparts, and it 
is apparent to all of us with long-term 
involvement that we must contribute more 
than just fee-based broking or introductoiy 
services and that add-on value is a pre-
requisite. The Western banks that maintain 
continual presence and commitment are all 
able to add that value, whether by reciprocal 
participation on a risk-and profit-sharing 
basis; by fund management techniques 
supported with underwriting and seed capital; 
or by product engineering enhanced by the 
provision of professional and educational 
research. 

The geographical coverage and 
distribution capability of large, international 



banks means that there is a continuing role to 
play in introducing the Islamic institutions to 
new credits and country risks - no longer, it 
should be said, at the expense of the Islamic 
investor, but to identify investment 
opportunities that will enable the Islamic bank 
to diversify and develop its asset and 
investment base and achieve an acceptable 
balance of sectoral and geographical risk and 
return. 

During the past few years. Islamic banks 
have been able to develop bilateral 
relationships with a range of prominent global 
corporates, and a good percentage have been 
engineered by conventional banks who can 
actively demonstrate their own risk appetite 
for the credit. 

For the banks' development to reach a new 
plateau and the financial market to progress 
from its newly post-nascent stage, a movement 
from the aforementioned one-off financings 
that have accounted for a reasonable 
percentage of the Islamic banks' efforts of the 
1990s must be an objective. 

Much of the impetus needed to spearhead 
Islamic banking's evolution from niche market 
to parallel financial system could be generated 
through increased uniformity. The 
mismatching difficulties that previously tied 
Islamic investors to the short-term have not 
been universally addressed. The result is a bias 
towards short-term, secured, low-return but 
liquid investments and a lesser percentage of 
predominantly illiquid, medium-term assets 
with quite limited options that provide any 
degree of flexibility in between. 

Without a general consensus of 
investment criteria, trading practices and a 
system of settlement, how will a functional 
Islamic capital market be implemented? How 
will we find a commonly acceptable solution to 
the currently fragmented answers we have for 
raising short-term liquidity and applying 
acceptable protection against currency 
exposure? 

If the Sharia stipulations for equity 
investment can be satisfactorily addressed, this 
is one area that will assist in filling the gap. 
Many await the launch of the new style, 

screened equity fund products that are now in 
final development and promised before the 
end of the year 

Others have addressed the situation 
directly and are involved in managing their 
own portfolios, t raded with Western 
investment banks and utilising the economic 
indicators and equity research that their 
analysts provide. A few Islamic banks have 
already moved into the developed and 
emerging market IPO opportunit ies, 
demonstra t ing the in-house capability to 
handle the analytical aspects that facilitate a 
technically complex investment. 

Project Finance is surely another area that 
will benefit from new research and developing 
initiatives. There is some evidence of an 
increasing desire for Islamic involvement in 
Project Finance, particularly in the Middle 
and Far East, where there are a growing 
number of high-profile, new projects 
emerging. There has certainly been a degree 
of Islamic institutional and private sector 
involvement in this area, but there is scope for 
so much, and the financing of individual 
segments and assets can be superseded by the 
involvement of Islamic institutions as equity 
investors and in prominent management 
roles. 

As a major project financing house, 
Kleinwort is only too aware of the enormous 
amount of commitment and capital outlay 
needed to research and provide a package 
that will support the development of a 
greenfield project. The necessity to provide a 
package commitment of funding a significant 
period in advance, the (initially) insubstantial 
income stream and the negotiation of the 
intercreditor issues that would be generated 
by a multi-sourced financing all prove 
challenging. It is to be hoped that the Islamic 
compatibility of this type of investment will 
encourage allocation of resources and a desire 
to investigate and tackle the issues with vigour. 

The emergence of the Islamic investment 
banks has brought an added dimension to the 
market. Their product focus has and will 
continue to enhance, expand and further 
develop the range of business in which Islamic 



institutions have involvement and continue to 
promote the transition from niche to fully-
fledged market. 

This is already in evidence from the 
extensive research that is being undertaken by 
several institutions to find acceptable 
solutions to the question of commonly 
acceptable equity participation. It is to be 
hoped that it will lead to the emergence of a 
new range of products to pave the way to 
establishing the elusive secondary market. 

During the past five years, we have 
witnessed a considerable crossover of 
executives, in some recent cases in very senior 
positions, from conventional banks to the 
Islamic sector There is obviously a direct 
relationship between the development, 
capability and reputation of a bank and the 
calibre of its employees. 

This flow of human resources has, and 
will, continue to escalate the engineering 
abilities of individuals and institutions as 
technical and structural know-how is imparted 
to others. An added benefit is derived from 
the international business experience and the 
corporate and institutional contacts that these 
executives bring to their employers from a 
mature market environment; not to mention 
their ability to modify and apply, sophisticated 
Western financing techniques to Islamic 
jurisprudence. 

We have witnessed growing evidence of 
this during the past few years and just one 
example is the Islamic banks' positioning to 
compete directly against commercial banking 
counterpar ts for mandates to provide 
financing of commercial aircraft for flag-
carriers throughout the world, not only in the 
Muslim countries. This endorses the need for 
all Islamic bankers with direct client 
responsibility to attain professional 
presentation and marketing skills that will 
serve them equally well when dealing with 
participants of both financial systems. 

Education of graduates and other 
personnel enter ing the Islamic financial 
market is also more readily available. A 
number of Islamic banks and organisations 
have sponsored Islamic finance departments 

at universities in the Middle East. 
Undergraduate opportunities to study the 
Islamic financial system, either as a speciality 
or a major component of a business degree, 
are available at a number of European 
universities. 

The distance-learning Diploma Course 
made available by the Institute of Islamic 
Banking and Insurance fills another gap, as it 
is targeted not only at Islamic financiers, but, 
importantly, is available to other individuals 
working in Western markets and workplaces 
seeking knowledge of, and involvement in, 
the Islamic banking system. It is quite evident 
that these avenues of education will, in time, 
benefit the banks and the system as a whole 
and will enable those involved to educate 
potential customers, Muslims or otherwise. 

Opportunities for private and institutional 
research have improved significantly of late. 
Whilst some might question the validity of the 
number and frequency of Islamic Banking 
conferences in the Middle East, Far East and 
UK (and admittedly with lesser frequency 
elsewhere), the benefit is usually derived from 
the opportuni ty to meet and talk with 
colleagues at first hand. Gatherings such as 
these also promote discussion and debate, 
generate new business contacts and, ideally, 
lead to business development. 

Further opportunities now exist for cross-
training, with conventional banks welcoming 
the participation of Islamic bankers in their 
formal, technical and marketing training 
programmes and, but as yet probably to a 
lesser extent, Western bankers having the 
opportunity to accept exchanges to Islamic 
banks in the Gulf 

Education and formalised training is a 
necessity, but it is often bypassed and 
perceived as non-essential, not just by Islamic 
banks, because of the cost and the 
inconvenience of the absence, albeit 
temporary, of personnel. 

The dynamic approach of some CEOs who 
have risen to assume control of a number of 
Islamic institutions and investment companies 
shows that the system is able to attract 
ambitious new entrants and, in such 



circumstances, is more than capable of 
nurturing its own stars. 

Tiiere are, of course, other research and 
development issues that need to be directly 
addressed by the Islamic banks and their 
scholars. A barrier to greater global 
participation in the Islamic banking sector is 
the lack of standardisation of products, as 
ment ioned earlier, and documentat ion. 
Although many would call on an organisation 
such as the International Association of 
Islamic Banks to inaugurate a committee to 
approve the implementat ion of market 
standards, there needs to be a common 
willingness amongst all institutions in the 
sector to support and, importantly, finance 
the initiatives. 

For almost twenty years, the structures and 
the facilities that we have worked with have 
evolved around the individual Sharia 
interpretations of individual institutions. At 
this stage it appears unlikely that uniform 
opinion will be achieved in the foreseeable 
future, but the result of this is a series of 
isolated transactions, with individual banks 
specialising in specific contract opportunities 
rather than the development of market-
accessible products. 

This is obviously a serious disincentive to 
corporates and organisations, who become 
reluctant to seek new relationships in the 
Islamic system if they are unable to obtain 
definitive product information and have no 
access to standardised trading mechanisms or 
facility documentat ion. The lack of 
standardisation would also h inder the 
implementat ion of an alternative pricing 
benchmark. 

Although I appreciate the desire to 
progress from an interest-linked LIBOR base, 
this is often the only benchmark that a new 
recipient may have to compare against other 
facilities and the familiar pricing terminology 
can motivate a desire to grasp new concepts. 
Unfortunately, many Western corporates do 
look to their existing Western bank 
relationships to explain Islamic financing 
structures and techniques. 

The final implementation of a uniform set 

of accounting practices for Islamic banks will 
also be a welcome development and the 
research efforts of organisations such as the 
FAOIBFI are to be applauded. Lack of 
common accounting standards does not assist 
the banks' endeavours to establish reciprocal 
relationships with others. Islamic financial 
institutions' accounts must be comprehensive 
to outside users so that an Islamic bank's 
performance over a set period of time can be 
subjectively judged against that of another 
and, moreover, consistent, to generate 
confidence in the banks' themselves, both 
within the Islamic market and externally. 

In the past, most of KB's activities and 
products have been arranged and developed 
for a predominantly commercial banking 
environment servicing its own retail customer 
base, and, apart f rom demonstra t ing 
reciprocity in transactions, these relationships 
have not always been as developed as we 
might have wished. Although there has been a 
very real desire on our clients' part to develop 
new ideas and structures, in some instances 
there has been considerably less enthusiasm to 
provide the financial resources and manpower 
that such endeavours undoubtedly require. 

During the past couple of years, however, 
we have discovered Islamic contacts with 
whom we can undertake joint research and 
development initiatives and who have actively 
been assisting us with the development of our 
own business in geographical locations that 
are new to us. For example, we are actively 
involved with an Islamic institution in an 
advisory capacity for corporate finance in 
Asia. 

Conversely, we have brought our 
relationships to our own global IPO activities. 
This indeed demonstrates that banks can 
integrate activities to provide the most 
appropriate and complimentary blend of 
conventional and Islamic financier capabilities 
and jointly bear the (sometimes unattractive) 
costs of development and start-up. 

A London-based journalist once 
commented that in researching his article he 
had been amazed to discover two extreme 
viewpoints amongst market participants. Half 



of those he approached said that the Islamic 
market was stagnant and that nothing was 
happening. The other half were extremely 
buoyant and looking forward to the future. 

To those who claim that nothing is 
happen ing we should refer to the t rade 
syndications totalling over US$2 billion 
a r ranged and provided, primarily for 
Pakistani enterprises, by Faisal Islamic Bank of 
Bahrain; to the wholesale Istisna and 
international lease financings provided by A1 
Rajhi; the structured, multi-asset range of 
investment funds launched by the A1 Baraka 
Group companies and the structured finance 
facilities for emerging markets arranged and 
provided by the Islamic Investment Company 
of the Gulf. These are most definitely 
"happenings" and I apologise for omitting 
many other noteworthy transactions. 

Although Kleinwort has, and will 
continue, to maintain a segregated team to 
safeguard the interest of Islamic client 
relationships, we identified a requirement 
amongst our customers for direct access to a 
growing number of the specialised product 
skills of executives working in the mainstream 
system. As a result of this, senior executives 
have been appointed within our Financial and 
Advisory, Equity, Investment Management 
and Treasury Divisions to research and 
develop new business with the team and, 
importantly, directly with its clients. 

To conclude, the very rapid expansion of 
Islamic banking has surprised many. It is now 
on the verge of fiirther advancement that 
should make it well-placed to compete and 
prosper as an efficient market, as we move 
towards the 2Ist century. The effort needed to 
ensure that the research and development 
aspects that we have considered generate 
results, must derive from the system's growing 
internat ional profile and the increased 
demand for detailed information of structure, 
application and practise, delivered by 
professional spokespeople who are central to 
the market. 



Research in Islamic Financial Products 

S A L E H M A L A I K A H 

It has been well over two decades now since 
the concept of Islamic banking was first put 
into practice, but this has not been enough 
time for its evolution as a fully integrated 
financial system. T h e conventional (interest-
based) system has evolved over two centuries 
and has reached an impressive level of 
organisation and depth globally, yet it is still 
not foolproof and involves many hazards for 
its users. 

T h e many failures of conventional 
banking in recent years have often threatened 
a collapse of the whole financial system in 
several countries. The current international 
debt crisis, which is hovering menacingly over 
Western banks, may result in the crumbling of 
the present monetary system. 

In contrast to this, the record of Islamic 
banks in the past two decades has been devoid 
of such failings. There are now over 100 
Islamic banks functioning in both Islamic and 
non-Islamic countries, all at par with regard to 
labour and land and each being entitled to a 
return based on the profit-and-loss system. 

It is interesting to note how much more 
complex bo th conventional bank ing and 
Islamic banking has become over the last two 
decades. It has been a time of change and, 
from all indications, this rapid change in both 
types of banking is not likely to abate in the 
foreseeable fu ture but ra ther to increase 
geometrically. 

Increasing communication techniques and 

increasingly diverse and demanding market 
forces have led to more complex 
arrangements for lending, funding, money 
transfers and other banking services. At the 
same time, increased competition has made it 
necessary for financial institutions to market 
their products and services more vigorously 
and effectively. 

New markets, new products, new 
regulatory constraints, new participants and 
new competitors in the financial market places 
all represent challenges to clear 
unders tand ing and communicat ion in an 
increasingly complex and evolving business. 

Islamic banking is un ique in many 
respects, opera t ing on the pr inciple of 
pooling risks and equity banking. It has 
another advantage over conventional banking 
in as much as the bankers do not have fixed 
liability for interest payments to their 
depositors, and this makes them less 
vulnerable in a loss situation, should it arise. 

Records of Islamic banks indicate that 
there is no likelihood of a liquidity problem 
arising in the profit-and-loss (PLS) system. In 
this system, there is a built-in cushion for the 
maintenance of a compatible balance between 
short- medium- and long-term financing, 
which ensures enough cash flow to meet the 
normal demand for withdrawals of deposits. 

After well over two decades of Islamic 
banking practice, it is now time to reassess our 
goals and objectives and the methods by 



which we propose to achieve them. 
What is it that Islamic banking has set out 

to achieve? How successful has been the 
implementation of the concept so far? Where 
do we envisage Islamic banking going in the 
next stage, in the 2Ist century? 

In giving a comprehensive moral code for 
all areas of life, the Qur'an simultaneously 
gave the broad outlines for an Islamic 
economic and financial system, but this has 
since been misconceived by some members of 
the intellectual religious community, though 
speakers for the Islamic economic and 
financial system have clearly defined it. 

The concept and its merits have been 
clearly defined by Islamic scholars. However, 
when it comes to the implementation of the 
concept, there has been enormous criticism 
from those who have pioneered it. The main 
criticism is that Islamic banks have resorted 
too much to short-term financing methods, 
specifically Murabaha and trade financing. 

A majority of the assets in Islamic banks' 
balance sheets are made up of Murabaha and 
trade financing. While this is not the first time 
it has been mentioned, we find Islamic banks 
still continuing this practice. 

Furthermore, critics of the procedures for 
implementing Murabaha in many banks have 
gone to the length of saying that Murabaha 
transactions are merely interest-based loans 
under another name. One reason for this 
criticism is the bank's practice of appointing 
the Murabaha customer as its agent to 
purchase the required goods on its behalf and 
then settling the purchase price from its own 
funds. 

This practice was rejected by a group of 
renowned Sharia scholars in the Third Annual 
Symposium on Sharia Issues in Islamic 
Banking organised by the Dallah Albaraka 
Group. Sharia scholars insist that the bank 
must either act as its own agent or appoint a 
third party. They also stress that the 
customer's order for Murabaha transactions is 
non-binding until the bank holds possession 
of the goods and thereafter until it actually 
executes a sale agreement with the customer. 

Despite such abstractions on procedures 

for Murabaha, the fact remains that the 
Islamic banks are evading risk in their present 
dealings. There is no doubt that Islamic banks 
are trying to assimilate conventional banking 
methods as much as possible and this is where 
the problem lies. Are we trying to establish a 
system of our own or are we trying to follow 
another system that has its roots in grounds 
that are not acceptable to us? 

The fundamenta l difference between 
Islamic banks and conventional banks is that 
conventional banking is all about 
intermediat ion while Islamic banking 
concerns direct investment. Conventional 
banks invest depositors' monies at their own 
(the bank's) risk, while Islamic banks invest 
depositors' monies on the depositors' behalf, 
thus exposing the latter to direct risk. By good 
management, Islamic banks should diversify 
the risk in order to yield a higher return to 
their investors as against the conventional 
banks' return on deposits. 

Here we see that the macro-economic 
benefits of the Islamic method - the liquidity, 
the reserve, the capital sufficiency 
requirement and other things - does not 
become the issue in monitoring an Islamic 
bank's investment. Rather, it should be the 
integrity of the investments and the quality of 
the return which are the ultimate 
determinants. If an Islamic bank suffers from 
inferior asset management, it will be reflected 
in the quality of returns, which ultimately 
leads to the loss of investors' funds. 

Why are Islamic banks acting as 
intermediaries and not as investors? This is 
mainly due to a lack of development of 
Islamic financial instruments and products, 
among other things. Before discussing Islamic 
financial products, it is important to cover the 
Islamic methods of financing and investment. 

Methods of financing and investment are 
concerned with the asset side of the balance 
sheet of Islamic banks. The main methods of 
financing in Islamic banking are: Bai 
Bithaman al-ajil, instalment sales; Murabaha 
and trade finance, a variation of instalment 
selling; Ijara wa Iktina, lease purchase or 
financial leasing; and Salam, advance 



purchase at a discount. There are other 
methods, such as Muzara and Musaqat, but 
these are less commonly used. 

These methods are all based on financing 
activities. They can be structured to yield a 
highly predictable, and in most cases fixed, 
return, largely because the profits result fi-om 
sale or lease agreements. It is worth noting 
that after a bank enters into a sale or lease 
agreement, debt is created, and here lies a 
similarity with conventional banking. 
However, the organisation of credit in 
conventional banking is a loan, while in 
Islamic financing, it is in a sale or lease 
agreement. 

It is of the utmost importance that these 
financing methods become standardised, 
otherwise the development of Islamic banking 
will be impeded. Islamic banks must increase 
their level of co-operation and interaction in 
order to achieve common standards for these 
methods, just as interest-bearing methods 
have been standardised. Standardisation 
would lead the way for syndication of many of 
the above transactions among Islamic banks. 
It would also pave the way for developing 
Islamic instruments and financial products. 

The securitisation of Islamic financing 
methods is a very important trend in the 
development of the Islamic financial system. 
The ability to trade securities can provide 
much-needed liquidity in the financial system. 
For this to be possible, standardisation of 
finance investment methods is necessary and 
this is why standardisation is important. 

With regard to tradability and liquidity, it 
is important to note that the Sharia prohibits 
the trading of debt, though it is allowed to 
trade a pool of assets, debts (receivables) and 
cash in which assets represent more than 50 
per cent of the total pool value. It is thus 
allowed to buy shares in a company that has 
assets, cash and receivables, where the assets 
make up the larger part of the value. 

The Al-Amin Securities Company was 
launched in 1987 with the purpose of 
developing Islamic financial instruments 
based on securitisation of Islamic financing 
methods and investment funds. Some of the 

instruments are fixed-term with no trading 
allowed, while others, composed of more than 
50 per cent assets, are tradable. 

Investment has a higher inherent risk 
than trade financing as investments tend to be 
held for longer terms. They also decrease 
liquidity and for these reasons Islamic banks 
tend to be cautious in their use of them. It 
follows that if investment products were 
structured, designed, well-managed and 
promoted, investors could be persuaded to 
have a direct participation in them, thus 
carrying the burden of higher the risk and 
illiquidity of longer terms. 

For this reason, the role of Islamic 
financial institutions other than banks 
becomes very important , not only in 
originating investments, but also in 
managing, monitoring, packaging, 
promoting, marketing, valuing and pricing 
them. They can also structure investments in 
such a way as to minimise risk, using portfolio 
theory, and to provide means of creating 
liquidity through redemption. 

The chains of Faisal Islamic banks and Al-
Baraka Islamic banks have played a 
prominent role globally in the spreading of 
Islamic banking concepts. The latter has well 
over 23 banks and investment companies, 
including sister companies, a large number of 
industrial and trading companies in various 
fields, seven insurance and reinsurance 
companies, and leasing companies. The Al-
Baraka Group stands as a model in combining 
banking and extensive direct investment 
capabilities. 

After the successful introduction of the 
banks, the Dallah Albaraka Group, in 
consultation with prominent Muslim scholars, 
embarked upon introducing investment funds 
for the purpose of creating a secondary 
Islamic capital market in the light of Islamic 
principles. This resulted in the establishment 
of the AI-Tawfeek Company for Investment 
Funds (ATCIF) and the AI-Amin Securities 
Company. These two companies became the 
main channels for the management of large-
scale investments all over the world and, duly 
assisted and approved by the Sharia Board, 



have become the nucleus of an Islamic 
secondary capital market. 

It is of interest to note that ATCIF and the 
Al-Amin Securities Company recently 
embarked on offering a new type of 
investment instrument called a "specialised 
fund". High periodical yields and capital 
gains accrue as a result of the increase in value 
of the assets during the term of the funds. 

The two companies, established in 1987, 
already have, to their credit, been very 
successful in raising investment funds 
exceeding US $2 billion. These include 
specialised funds on a geographical basis, 
such as the Lebanon Reconstruction Fund, the 
Albaraka General Fund, the US Real Estate 
Fund and the Madina Real Estate Fund. The 
Lebanon Reconstruction Fund, in December 
1992, with issued capital of US $ 200 million, 
resulted in a profit of 32% for its first year. 

The Al-Tawfeek Company has recently 
successfully introduced its first leasing fund 
and is planning to introduce an Islamic money 
market fund in the very near future. 

The Dallah Albaraka Group is constantly 
researching products for the formation of an 
Islamic capital market, without which Islamic 
banking cannot progress beyond its current 
short- term activities. An Islamic capital 
market and interbank market system will open 
vast new opportunities in long-term trading, 
project-related f inancing and investment 
banking. It will encourage products such as 
Musharaka (equity financing), joint ventures 
and unit trusts. 

Already, the Malaysian Central Bank, the 
Bank Negara, has pioneered an interbank 
system which will have major implications for 
Islamic trade financing and other banking 
activities, obviating hurdles and taboos, 
especially for overnight deposits and other 
conventional transactions. It has also 
approved a total of 21 Islamic financial 
products. 

Much effort and work still has to be done 
if the Islamic system is to be able to run in 
parallel with, and compete with, the 
conventional banking system. Needless to say. 
Islamic banking is receiving increased 

attention, not just in the Islamic world, but in 
the established and recognised markets of 
Europe and America. 

It has been recognised as the key to 
attracting petro-dollars, not only through the 
new Islamic institutions being established, but 
because some of the larger and more 
influential global banks of Swiss, German, 
British and American origin have either 
established an Islamic banking division within 
their realm or have introduced Islamic 
banking products which they now actively 
market in the world. 

This makes it imperative for new Islamic 
innovation vehicles and products to be 
introduced to conform to the present demand 
on Islamic banks. The world has changed 
politically, socially, economically and 
financially. The banking sector has also 
changed considerably world-wide, and if 
Islamic banking is successfully to compete 
with conventional banking and meet the 
demands of the Muslim community, the few 
tools currently being used must be augmented 
with new ones. 

This can only be achieved through 
consultation (Ijtihad) between Sharia scholars, 
economists, bankers and investment experts. 
A committee should be chosen from countries 
where Islamic banking has been officially 
introduced. Its decisions should be 
communicated to all Islamic banks 
throughout the world, who should, wherever 
possible, adopt them. This committee could 
be formed under the auspices of the 
International Association of Islamic Banks 
(lAIB) or through the Organisation of Islamic 
Conference (OIC). 

Reform of the institutional monetary 
framework to give it an Islamic perspective, 
ensuring that it can achieve the goals of the 
Islamic society, is also badly needed, since the 
Islamic financial system pivots on equity 
financing. This would give an impetus to the 
formation of stock exchanges, investment 
trusts and the co-operative financing of 
institutions. 

The development of Islamic banking 
techniques exists in a rudimentary form, but 



further research and work is needed. Matters 
which need urgent attention include: finding 
a uniform method of profit-sharing in the 
financing of small businesses; the indexation 
of deposits and loans; financing the needs of 
the government sector; and definition of a 
discount rate for public sector projects. 

The introduction of new products has 
always been a cumbersome and time-
consuming process. What is needed is a 
central research body to cover this subject for 
all Islamic banks and institutions, so that its 
recommendations may be implemented by all. 

The marketing of new products, funds and 
issues is another field which needs not only 
expertise but a level of manpower which many 
smaller institutions cannot afford. Appointing 
agents on a commission basis has been found 
to be costly. 

Finding scrupulous agencies is difficult 
and hazardous. The existence of a central 
body in this field might obviate the difficulties 
faced by small institutions dealing with areas 
far afield. Such a body, having reputable 
institutions on its panel, could act as an agent 
for small institutions and this would save time, 
money and undue hazards. 

In order to compete with interest-based 
banks and stock markets. Islamic banks need 
to evolve non-usurious tools to attract 
depositors for savings accounts and 
investment accounts. 

Finally, owing to the lack of resources and 
planning, Islamic banking does not get much 
coverage in the media and whatever it does 
get is most often adverse. There is a body 
called the International Islamic News Agency 
(UNA), but its activities are not well known. 
The OIC should make a concerted effort to 
enable this body to work more efficiently. 



Human Resource Development 

O M A R M A R A S H D E H 

Human resources play an important role in 
the development, progress, and success of any 
organisation. Islamic financial institutions, 
like other organisations, should emphasise the 
vital role of h u m a n resources in the 
development and spread of Islamic banking. 

Islamic banks have proven their viability 
after more than two decades of operations in 
various parts of the world. However, their 
market share in their areas of operations is 
still very small. This could be due to the 
under-development of their human resources. 
Such a situation can be improved, and the 
success of Islamic banking can be enhanced by 
improving the quality of their h u m a n 
resources th rough H u m a n Resource 
Development (HRD). 

HRD comprises of three important areas: 
training that is related to the current job, 
development that is related to the future job 
or promotion, and education that is related to 
the general growth of the individual and 
organisation. 

Nadler def ines H u m a n Resource 
Development as, " the activity of an 
organisation that provides organised learning 
experiences for a specified period of time, for 
the possibility of improving job performance 
or growth of the employee". This definidon 
emphasises the continuous learning process, 
which enables the employee to transfer new 
knowledge to the work place to improve his 
performance and growth, thus, leadinsr to an 

improvement in productivity of the 
organisation which leads to the growth and 
success of the organisation. 

When an organisation develops and trains 
its employees, a sense of be longing is 
implanted in the employees. A sense of 
belonging is, indeed, very important for the 
success of an organisation. When employees 
feel that they belong to an organisation, they 
may go out of their way to improve an 
organisation. A sense of be longing is 
developed a m o n g employees when the 
organisat ion cares about the well-being, 
professional growth and development of the 
employees. Organisations where a sense of 
be longing is absent and employees are 
demoralised, are bound to decline and lose 
their position to competitors. 

If Islamic financial institutions do not 
upgrade the skills of their staff, they may face 
several problems. Firstly the inability to 
introduce new financial ins t ruments and 
compete with conventional banks who are 
introducing Islamic windows. Secondly, over-
utilisation of Mudaraba and Musharaka 
financing, the core modes of financing that 
distinguish Islamic banks from conventional 
financial institutions. Thirdly the inability to 
invest mobilised resources efficiently. 

To avoid such problems, Islamic financial 
institutions can help to develop their 
employees' skills by embarking upon a series 
of traininar prosrrammes. 



Such training programmes may include: 
credit management training to enable staff to 
evaluate the creditworthiness of customers; 
project evaluation and feasibility studies to 
enable staff to evaluate projects and their 
feasibility; customer relations training 
especially for front-line staff to enable them to 
attract more customers by being more friendly 
and helpful; and information technology 
training to enable the staff to understand the 
various instruments and to be in a position to 
explain them to customers. 

Finally Sharia and economics training 
would enable staff to unders tand the 
application of the Sharia to modern banking 
practices. 

Training programmes could be conducted 
internally by experienced staff or externally by 
outside consultants well-versed in this field. 

Islamic financial institutions can 
collaborate with institutions of higher 
learning such as universities to provide 
consultants to train their employees. 
Moreover, training of staff could be more 
formalised by their taking structured courses 
of short duration at universities to improve 
the competency of staff in certain areas. These 
courses should be designed to suit the needs 
of industry and to train their existing staff. 
Indeed, universities and institutions of higher 
learning could play a pivotal role in the 
training and development of the staff of 
Islamic financial institutions. 

Universities should be instrumental in 
producing a cadre who are well-groomed in 
the Sharia, economics and the modern 
practice of banking through the offering of 
degrees at various levels which blend the three 
elements together. 

Finally, each Islamic financial institution 
should set-up Human Resource divisions 
responsible not only for the hiring of staff, but 
also for the continuous professional 
development of the staff. 

However, for these programmes to be 
implemented, the higher-level management 
of Islamic financial institutions should realise 
the importance of Human Resources 
Development to the survival of the 

organisation. Without such a realisation, 
human resources in the organisation, like any 
other resources, will depreciate and its 
knowledge may become obsolete after a 
period of time, leading to the decay of the 
organisation. 

Islamic financial institutions, for their 
survival in the next decade and beyond, can ill 
afford to ignore the development of their 
human resources. 



Islamic Banking: A Systems Perspective 

M U S T A F A M T U R K I 

All the indications are that Islamic banking as 
a system has come of age. Since 1970, when 
the first fully f ledged Islamic bank was 
established, namely the Dubai Islamic Bank, a 
great deal of investment has been committed 
to creatively develop Islamic banking products 
and services. Islamic banking must maintain 
the momentum and, in a highly competitive 
market place, must take the initiative. 

In all the leading articles on the subject of 
Islamic banking, one can see a common and 
predominant message: in order for Islamic 
banking to gain a competitive advantage, 
creative and profitable products and services 
have to be developed. 

However, developing products that are 
truly competitive in many instances is coupled 
with a constraint on pricing. Therefore, the 
business case for the product development 
becomes dependen t on reducing the cost 
baseline, i.e. to maximise the profit margin, 
the cost of operations must be minimised, 
whilst main ta in ing the highest level of 
customer service. 

A target area for cost reduction in any 
organisat ion is opera t ional efficiency. 
Opt imum use of IT to support overall baseline 
cost reduction is a key to achieving such an 
objective. In any case, the use of IT in banking 
in general is no longer a 'nice-to-have luxury', 
but a necessary means of gaining competitive 
advantage in customer perception. In this. 
Islamic banking is no exception. 

Effective investment in IT-based business 
solutions will certainly enhance the efficiency 
of Islamic banking and improve customer 
sei-vice in general. However, it is important to 
maintain a balance between the use of IT and 
the true business requirements to avoid being 
on the 'bleeding edge' of technology. 

To this end, one ought to develop 
customer-friendly business processes whilst 
ensur ing the integrity and security of 
customers' deposits. 

Islamic banking institutions should take 
advantage of state-of-the-art use of IT in their 
banking operations. Customers are now more 
demanding , their expectations have been 
raised, and there is no excuse, in their eyes, 
for Islamic banks not being as versatile as 
conventional banking systems. 

Islamic Banking Systems Market Survey 
During autumn 1996, the author, together 
with a fellow professional, conducted an 
extensive market survey on Islamic banking 
systems. T h e objective of the survey was to 
assess the Islamic banking systems' market 
place and to shortlist software houses 
(packages) as part of a wider project scope. 

More than 35 organisations involved in 
Islamic banking were sm-veyed, including: 

• Islamic retail banks, 
• Islamic international wholesale banks, 
• Islamic investment companies. 



• Islamic finance companies and 
• Software houses. 

The organisations surveyed, including the 
software houses, were based in the following 
countries: Bahrain, Egypt, Ireland, Jordan, 
Kuwait, Lebanon, Saudi Arabia, UAE and UK. 

Results of the market survey revealed the 
following: 

• Fifteen software houses claim to support 
Islamic banking. 

• Eight software houses have actually 
developed Islamic banking systems. 

• Six packages are modifications of 
conventional banking systems. 

• Two packages claim to be purpose-
designed for Islamic banking. 

However, no package was found to provide the 
'complete' set of functionalities to support 
Islamic banking. 

Furthermore, it was established that in 
terms of Islamic banking application systems 
software, there is very little in the market place 
today that is well enough designed, fit for the 
unique purposes intended, or cost effective. 

The market survey also revealed that: 

• The Islamic banking systems market place 
is still not mature. 

• Islamic banks and financial institutions 
contacted did not know what they wanted. 

• Software houses contacted did not really 
know what to design. 

• A number of software houses are still 
waiting to be commissioned to develop 
Islamic banking software. 

• There are many interpretations as to how 
Islamic banking financial instruments are, 
or should be, implemented from a 
business viewpoint. 

Business Requirements 
Requirement specification is the foundation 
for any system development. This is very true 
of an Islamic banking system. 

Islamic banking institutions provide 
various types of products and services even 

though they are in general based on the same 
Islamic concepts. From a systems viewpoint, 
the business requirements are different and 
should be treated as such. 

Given that the business rules differ from 
one Islamic banking institution to another, 
and from one product to another, the systems 
requirements are bound to be different. For 
this reason alone, it is important that the 
individual Islamic institution's business and 
system requirements be uniquely specified. 

Most Islamic banks offer deposit-taking 
accounts not too dissimilar to those offered by 
conventional banks. Where Islamic banking 
institutions differ, however, is in the provision 
of Islamic financial instruments, such as: 

Murabaha (Cost-plus-based financing) 
Mudaraba (Trust management) 
Musharaka (Partnership) 
Ijara (Leasing) 
Bai Salam (Sale of goods with deferred 
delivery) 
Bai Istisna (Sale of goods/articles to be 
produced) 

Generally speaking. Islamic financial 
instruments fall into trading, management, 
partnership and leasing contract types. It is 
possible to combine two instruments in one 
contract, e.g., trust funding for residential 
property, which is a combination of 
Musharaka (partnership) and Ijara (leasing). 

The variety of business processes involved 
in dealing with so many types and 
combinations of contracts reinforces the need 
to take the subject of requirements 
specification seriously. Short cuts can be both 
risky and costly. 

There are numerous business issues 
relating to Islamic banking which have yet to 
be fully addressed by Sharia scholars before 
they are fully incorporated in the analysis, 
e.g., use of collateral. 

Therefore, in the absence of a clear 
directive, one should include appropriate 
reference to such issues as require resolution 
just in case there may be system design 
implications later. In other words, it is better 



at the requirements-specification phase to 
include potential areas for closer scrutiny, and 
label them as such than to exclude them. 

Use of IT can only enhance a business 
operation. It is no substitute for what lies 
behind good business ideas, routine 
administrative procedures and the creative 
methods for conducting business. It follows 
that irrespective of IT, the business processes 
developed to support Islamic banking have to 
be conducive to conducting the business. 
Therefore it is important to ensure that the 
business processes are smartly designed. 

Apart from the Haram aspect of interest, 
or Riba, the differences between interest and 
Profit/Loss-Sharing (PLS)-based fmancing are, 
inter alia, as follows: 

• Unpredictability of profit/loss 
• Profit/loss distribution 
• Computation of interest 
• Interest is pre-determined 
• Interest can be taxed at source 

Systems Design Strategies 
Having made the case for the need to specily 
the business requirements for an Islamic 
banking system at the outset, it is now 
necessary to address the system design 
strategy options. 

Although this is usually technically driven, 
it is important to examine the possible options 
from an investment viewpoint. Besides the 
technical considerations, selection of the 
appropr ia te system design strategy is 
dependent on the business requirements and 
budget . There are three system design 
strategies: modification of existing systems, 
customisation of packaged systems, and 
bespoke development. 

The simplest route for developing IT 
solutions to support Islamic banking is to 
modify existing systems. Invariably this entails 
a compromise of reduced functionality. Like 
any other investment decision-making 
situation, the more refined the desired 
objective is, the more costly it is likely to be. 

In systems terms, the more functionalities, 
the more complex the design and system 

interfaces, the more cost elements there are to 
be considered, e.g., lines of code, technology 
platform, capacity and, most importantly, on-
going system support. The solution usually 
ends up being a 'best fit' compromise. 

Given the evolving state of the Islamic 
banking systems' market place, and in the 
absence of suitable cost-effective software 
packages, the majority of the Islamic banking 
institutions use modified versions of existing 
conventional banking systems. From a systems 
perspective, there is nothing wrong with 
modifying existing systems to support new 
products and services. This is certainly a viable 
option, and must be considered as such. 

The other factor which needs to be taken 
into account when considering system design 
options, in addition to the technical and 
business constraints, is the Islamic banking 
system users' and customers' perceptions. 
Sometimes modification of existing or 
packaged systems is not satisfactory to the 
user because of the compromise in 
functionality, not least for customer-facing 
staff Moreover, customers' expectations of 
banking services nowadays far exceed what 
computerised banking systems can presently 
offer. 

In general, modification of any 
application system is dependent on the design 
parameters and assumptions, e.g., database 
design, data structure and key records. Hence 
this option is usually less costly with shorter 
time scales for delivery. However, modifying 
any system to provide extra Islamic banking 
functionalities has a threshold beyond which 
the system efficiency will deteriorate and costs 
escalate, e.g., support, performance. 

It is common for conventional banking 
systems that the interest-based computational 
processes are hard coded with the ability to 
manipulate the variables, e.g., value, period 
and rate. The rationale for this is that interest 
is a common denominator for practically all 
conventional banking operations. Conversely, 
in Islamic banking, the basis for computation 
is PLS and not interest, thus requiring a more 
flexible and versatile design approach. 

Because of the extensive variations of 



deals within an Islamic banking environment, 
the formulae for PLS computation should 
therefore not be hard-coded. The system 
design ought to be unique to PLS. This is 
desirable from a technical design viewpoint as 
the algorithm, logical decision tables and data 
flow inherent in any application system will be 
specifically set-up 

Banking systems that have been modified 
to provide limited functionalities to support 
Islamic banking cannot be as efficient as 
bespoke systems. On the face of it, it appears 
that there is a strong case for developing a 
bespoke system to meet the business 
requirements. However, because of 
development costs and risks, this option 
becomes less attractive. 

The ideal option is to customise a 
purpose-designed Islamic banking packaged 
system with the design specifications discussed 
earlier and provide maximum flexibility. 
Unfortunately there are no packaged systems 
today with such features. In any case, the basis 
for selecting an appropriate system design 
strategy usually ends up being a trade-off 
between functionality and cost. 

The Model Islamic Banking System 
It follows that there is a strong argument for 
developing an Islamic banking model system 
that meets the business requirements and is 
strictly conformant to the Sharia. Developing 
a model Islamic banking system supports the 
business-and Sharia-driven call for the setting 
up of a model Islamic bank. 

The most challenging task is to define 
common practices and standards, which so far 
has dissuaded major software houses from 
investing in the development of generic 
Islamic banking systems. A model Islamic 
banking system will go a long way towards the 
enhancement of Islamic banking standards 
and can certainly provide a platform for 
adopting common business processes and 
procedures. 

The model system should have the 
maximum variations to reflect the varying 
business processes and should be scaleable to 
suit any one Islamic banking institution's 

specific requirements for today and tomorrow. 
Modularity enables Islamic banking 
institutions to select modules to suit their 
requirements to meet business needs and 
growth. 

The model Islamic banking system can be 
made up of a number of integrated modules, 
including an optional General Ledger, and 
should be capable of interfacing with other 
banking systems to capitalise on existing 
investment in IT. 

Such a model Islamic banking system 
must be developed in an open-systems 
environment to enable portability and 
interconnectivity and should be mostly 
configurable to minimise the set-up and on-
going support costs. 

Developing a model Islamic banking 
system entails two significant phases, that is, 
requirements specification and system 
development, including design, building and 
testing of the system. The requirements 
specification phase involves the following 
steps: 

• Develop business processes for the model 
Islamic banking functions, products and 
services. 

• Identify system requirements to support 
the model business processes. 

• Validate the business processes and system 
requirements using a prototype. 

• Prepare detailed functional specifications. 

Conclusions 
To conclude, the following points need to be 
stressed: 

• Islamic banking institutions who are 
seriously wishing to gain a competitive 
advantage must develop efficient 
operations by investing in the effective 
exploitation of IT. 

• Investment in IT is precious, but too risky 
to leave to chance. Throwing money at IT 
will not do. 

• Developing suitably engineered (or re-
engineered) business processes, as well as 
identifying and validating the business 



and system functional requirements, 
together form the sound foundations for 
such an investment. 

• If the business processes are smartly 
designed, then introducing IT can add 
value - otherwise it will not. 

• Procuring a software package, or carrying 
out any in-house systems development 
prior to validating the business and system 
requirements can be disastrous. 

• The basis for selecting an appropriate 
system design strategy, i.e., bespoke versus 
modification, usually ends up being a 
trade-off between functionality and cost. 

• There is a need for a model Islamic 
banking system that meets the business 
requirements and is strictly conformant to 
Sharia and which can be modified to suit 
each Islamic banking institution's specific 
requirements. 



Standard Legal Documentation for Islamic Banks 

O S A M A M O H A M E D A L I 

The emergence of Islamic banks in the early 
70s, as well as their development ever since, as 
an innovative system offering to clients a 
number of profit-and-loss-sharing products, 
such as Mudaraba, Murabaha, Musharaka, 
etc., has increasingly led many bankers and 
financial observers to consider Islamic 
banking as a serious and viable option. 

In effect, those who wish to base their 
banking relations on profitable partnership, 
rather than on passive financing or mere 
lending, and, at the same time, wish to give 
predominance to ethical values, often resort to 
it as a logical alternative to conventional 
banking. Nevertheless, the progress and 
flourishing nature of Islamic banking remains 
dependent on a number of factors. This 
article does not pretend to cover all the 
prerequisites for successful Islamic banking, 
but only endeavours to look into the specific 
issue of s tandardisat ion of legal 
documenta t ion for Islamic banks and to 
analyse its various aspects in the light of future 
prospects. 

Standardisation of legal documentation is 
generally desirable for practical, operational 
and jurisprudential reasons. This does not 
mean, however, that all legal documentation 
can, or indeed, should, be standardised. For 
the purpose of this article, it will be useful to 
divide s tandardisat ion into two main 

categories: internal s tandardisat ion, i.e. 
standardisation within a particular Islamic 
bank or group, and global standardisation, 
i.e., standardisation between the Islamic banks 
or Islamic groups. 

While internal standardisation is necessary 
and relevant for almost all sorts of legal 
documenta t ion , global s tandardisat ion is 
particularly needed and feasible in the area of 
Islamic rulings (fatwas), by virtue of which 
Islamic banks set the ambit and parameters 
regulat ing their respective operat ional 
activities. 

At present, global standardisation appears 
as an urgent requirement for Islamic banks, as 
the divergencies with respect to certain 
definitions and the acceptability parameters 
of certain financial products are likely to 
impair the progress of Islamic banking by 
creating confusion and weakening inter-
Islamic bank co-operat ion, as well as 
co-operat ion with o ther insti tutions or 
individuals. 

In effect, while Islamic banks agree more 
or less on the philosophic foundat ion of 
Islamic banking, the lack of agreement on 
certain basic definitions, on the ambit of 
operational activity and on the structure of 
certain financial products may, in the medium 
and long terms, produce a negative impact. 

For example, some Islamic banks 



recognise investment in stocks, financial 
futures (albeit with certain reservations and 
conditions) and/or Murabaha, whereas others 
reject the same as un-Islamic. 

Consequently, we believe that global 
standardisation and uniformity needs to be 
considered as a priority by Islamic banks in 
order to enhance their respective credibility 
and lay solid grounds for effective co-
operation, not only between themselves, but 
also with other institutions and partners. It is 
believed that the Islamic banks (they still do 
not have a central regulatory body) will gain 
tremendously by agreeing on, and abiding by, 
the basic jur isprudent ia l and legal 
requirements, including, but not limited to, 
the following: 

1 The definition of the philosophy and basic 
elements of Islamic banking 
a) The central theme: mobilisation of 

resources with a view to directing 
them towards income-generating 
investments, commercial and 
development activities. 

b) The ethical parameters: equality of 
opportunity between clients, respect 
for contractual covenants, and 
equitable determination of profit 
margins and profit-sharing formulae. 

c) Acceptability of compensation in case 
of default by one of the parties. 

d) The type of security Islamic banks 
can obtain for their financings and 
under what conditions. 

2 Riba and its implications for financial and 
banking products and institutions 
a) Definition of Riba. Is Riba equivalent 

to interest or usury? 
b) Can Islamic banks determine profit 

margins by referring to LIBOR, LIBID 
etc? 

c) Are all interest-bearing instruments 
un-Islamic and what is the position vis-
a-vis zero coupons? 

d) What is the definition of Gharar 
(uncertainty in contracts) and what are 
its implications for financial products? 

3 T h e definit ion of traditional Islamic 
financial products such as Mudaraba, 
Murabaha, Musharaka, Ijara, Istisna, Bai 
al-Salam, etc. 

4 Acceptability parameters applicable to 
investments in stocks, commodities and 
financial futures markets, as well as 
acceptability of investment in shares and 
under what conditions. 

5 The mechanism for internal and global 
Sharia controls through a Sharia council 
or through individual Sharia advisers, or 
otherwise. 

6 The extent of permission of tax avoidance 
mechanisms. This is particularly relevant 
in the case of real estate and leasing 
transactions in the US, where resorting to 
interest-bearing loans between two sister 
companies can greatly reduce the amount 
of taxes, and where lease payments, i.e., 
rentals, are considered by the internal 
revenue to be interest payments, reducing 
thereby the applicable taxes. 

Co-ordinated and concerted action on the 
above and the adoption of standard criteria 
will provide a common jur isprudent ia l 
framework or "grundnorm" on the basis of 
which banks may pursue their respective 
product research activities in an efficient, 
harmonious and coherent manner. 

Furthermore, uniformity will probably 
encourage some still reluctant or hesitant 
governments and institutions to recognise 
Islamic banking as a fully-fledged system and 
deal with it accordingly. 

Also, agreement on the basics is likely to 
be a first step towards the creation of an 
Islamic capital market, considered by many 
Islamic and international banks (such as City 
Bank and Kleinwort Benson) as a potential 
profit centre and a possible instrument for 
international financial co-operation. 

Standardisation of legal documentation 
within individual Islamic banks is essential 
because it tends to streamline and simplify the 
day-to-day, operational activities of a bank in a 
cost-effective manner, while providing clarity 
and predictability in bank/client relationships. 



Standardisation also favours smooth 
interbanic co-operation, particularly in the 
area of co-financings and syndications. Again, 
the introduction of standard legal 
documentation has the benefit of facilitating 
control and audit functions and rendering 
them more effective. 

Finally, in view of the prevailing 
globalisation of financial markets, 
standardisation of legal documentation could 
play a positive role ensuring transparency in 
the introduction of Islamic banking to the 
major financial markets, presenting it thereby 
as a consistent and useful banking option 
rather than as the "danger of manifestation of 
conflict between civilisations", as portrayed by 
Jonathan E Lewis in an article. 

What legal documentat ion should be 
standardised? 

Standardisation can neither be absolute 
nor can it, as mentioned earlier, cover all 
categories of legal documentat ion. 
Nevertheless, we submit that the following 
legal documentat ion should, as much as 
possible, be structured in a standard form. 

All contracts pertaining to financing may 
be draf ted in a s tandard form and 
subsequently cleared by the internal Sharia 
Supervisory Body, it being unders tood, 
however, that whenever such contracts are 
used, the lawyer will need to amend them, or 
fill the gaps therein, in accordance with the 
specific requirements and merits of the 
transactions concerned, but without 
modifying the fundamental structure of the 
document. 

A similar procedure may be adopted vis-a-
vis Takaful (Islamic insurance), as well as 
investment contracts relative to foreign 
exchange commodities and other 
transactions. The DMI Group has spent 
considerable time and effort in drafting and 
clearing such financing and investment 
contracts, and this exercise has proved to be 
beneficial and rewarding, both from the 
operational and cost-effective points of view. 

These standard contracts cover, interalia, 
the following transactions: 

• Mudaraba (participation or trust 
financing), 

• Musharaka (mutual participation 
financing), 

• Murabaha (financing resale of goods or 
mark-up financing), 

• Ijara (leasing), 
• Ijara wa Iqtina (lease purchase) and 
• Qard-AI-Hasana (interest-free loans). 

For the DMI definitions of these transactions, 
please refer to the end of this article. The 
standard contracts, which were drafted by 
lawyers and cleared by the Religious 
Supervisory Board, contain, generally, the 
following elements: 

A preamble 
Definitions 
Central obligations 
Mode of payment 
Representation and covenants 
of the parties 
Warranties 
Securities 
Takaful or insurance coverage 
Damages structure 
Arbitration 
General provisions 

It is to be noted, however, that standard 
contracts, though effective, require periodic 
review, as experience sometimes reveals 
certain lacunae or weaknesses that need to be 
remedied. Finally, it is worth mentioning that 
standardisation of employment and 
procurement contracts is a far simpler process, 
as such contracts are generally standard by 
nature and often highly regulated by law. 

The salient features of the main Islamic 
financing contracts are summarised below. 

Musharaka 
1 Both the client and the institution 

participate in the financing of the project, 
and distribution of profit or participation 
in losses is calculated on a pro-rata basis. 

2 Most of the time, the client, being the 
expert in the project activity, also manages 



the project against an agreed-upon 
management fee. Also, in most cases, the 
client continues to be the owner of the 
project and thereof remains responsible 
vis-a-vis third parties, as the Musharaka 
contract does not, per se, constitute a 
partnership or a corporate entity. 

3 As in all standard contracts, each party is 
separately responsible for Zakat in 
connection with their capital in the project 
and the revenue thereof. Taxes relating to 
the project itself are borne by the project, 
while income tax is borne separately by 
each of the parties. 

4 Securities may take the form of: (a) a 
security deposit to be held in an 
investment account with the institutions; 
(b) other securities, such as mortgage of 
real estate assets or project equipment. 

5 There is no liquidated damages clause, 
but there is a clause basing the assessment 
of damages on the return generated by 
the institution dur ing the period of 
default. 

6 There are cases where a Musharaka takes 
the form of a 'diminishing Musharaka', by 
virtue of which the share of the institution 
is gradually bought out by the client. 

Mudaraba 
1 The financing is provided exclusively by 

the institution, while the project 
management and expertise are extended 
due diligence and care, and utilise the 
assets of the project exclusively for the 
purpose of the project, without 
intermingling them with the client's own 
assets. The standard clause stipulates: 

"The client shall maintain all project 
assets in the name of the client, but 
physically segregated from other assets of 
the client and free and clear of all liens 
and encumbrances, except where such 
liens and encumbrances are in favour of 
the institution." 

2 The contract specifies the ratio to be 
applied for the distribution of revenue. 

On the other hand, all losses are borne by 
the institution, except where it is proved 
that the client committed a breach of the 
Mudaraba conditions or acted negligently. 
In such a case, he is responsible for the 
loss and it is possible for the institution to 
require a per formance bond in this 
particular context. 

Murabaha 
1 The purchase price paid by the client 

includes the actual price paid by the 
institution under the supply contract, plus 
actual expenses, including the taxes or 
customs duties borne by the institution, in 
addition to the profit margin of the 
institution, as agreed upon between the 
parties. 

2 The client undertakes to purchase the 
goods on notice of arrival at the point of 
destination specified in the supply 
contract (which is an integral part of the 
Murabaha contract), and the institution 
undertakes to deliver the goods or 
documents of title representing the same 
to the client. 

3 Payment of the price may be immediate or 
deferred. 

4 The institution pays the supplier against 
the presentation of the shipping 
documents of the goods, in accordance 
with the required specifications and free 
from any defect, according to a certificate 
issued by an international superintendent 
company. 

5 When the client has approved all terms 
and conditions of the supply contracts, the 
institution assigns to the client all its rights 
relating to warranties against the supplier. 
On the other hand, disbursement of 
Murabaha funds is effected only after the 
furnishing by the client of satisfactory 
guarantees or collateral in accordance 
with the Murabaha contract. 

6 Risk of loss with respect to the goods 
passed to the client upon notification of 
arrival of the goods at the destination 
named in the supply contract. It is to be 
noted that in this particular context, as 



indeed in many other aspects, the general 
principles of the Islamic Law of Contract 
are very similar to those of English law. 

The property in the goods passes to the buyer 
at the time when the parties intend it to pass. 
In most Murabaha cases, there is a sale of 
specific goods not in a deliverable state, i.e., 
the seller has to do something to the goods to 
put them into a deliverable state. 
Consequently, the property does not pass until 
that thing is done and the buyer has notice of 
it. 

This is deemed to have been done when 
the goods arrive at their destination. The 
goods are then presumed to have been put 
into a deliverable state; hence the formulation 
of the clause. 

On the other hand, the client must obtain, 
and demonstrate to the satisfaction of the 
institution that he has obtained, coverage 
against any risk of loss of, destruction of, or 
damage to, the goods. This coverage is by way 
of a Takaful policy, or a conventional 
insurance policy if a Takaful policy is not 
available. Such a Takaful or insurance policy is 
in favour of the institution. 

Ijara and Ijara wa Iqtina 
The client undertakes to accept the goods 
under lease and the institution undertakes to 
deliver the same under lease to the client at 
the point of destination specified in the 
supply contract on notice of arrival given to 
the client, together with the documents 
entitling him to take delivery of the goods. 

In the case of lease purchase, the client 
further obligates himself to purchase the 
goods on the day determined in the annex 
containing the rentals and purchase price 
payment dates. Similarly, the institution is 
obligated to sell the goods on the same date. 

It should be noted that even in the case of 
lease, the client may elect (this is an option 
and not an obligation) to purchase the goods 
on any due date at the optional purchase price 
attributable to that due date by giving notice 
to the institution at least three days prior to 
such date. In this event, the client naturally 

pays all taxes or similar government charges 
incident to the transfer of the title to him. 

The provisions relative to assignment of 
warranties, risk of loss, insurance coverage 
and securities are very similar to those 
applicable to the other transactions, except 
that, in the case of lease, the ownership title 
remains with the institution until such time as 
the client exercises his option or obligation to 
purchase. 

Most Islamic banks did prepare standard 
account-opening forms, but still more is 
required with respect to the definitions of 
Islamic financing and investment instruments. 
Although this latter aspect, as mentioned 
earlier, is closely linked to the research and 
innovation capabilities of each Islamic bank, a 
general agreement on the definition of 
parameters governing the introduction of new 
products could be an effective basis and 
motivation for research and individual 
initiative. 

It goes without saying that an Islamic bank 
or group will see to it that Sharia rulings are 
produced and circulated to the operational 
staff concerned in a simplified standard form, 
in order to ensure their systematic application 
in the main office and throughout the 
branches and subsidiaries. 

While standard financial and financing 
procedures can easily be applied throughout 
branches and subsidiaries of Islamic banks, 
liquidity requirements may vary from one 
jurisdiction to another and therefore 
standardisation at subsidiary and affiliate level 
has to be less stringent. 

From this analysis of the relevance and 
importance of standardisation of legal 
documentation and brief enumeration of the 
areas in which standard guide-lines and 
contracts or other legal documents are 
required, it can be concluded that Islamic 
banks need to pursue and intensify their own 
individual internal standardisation efforts. 

More importantly, however, it is 
recommended that parallel collective effort be 
exerted, on a priority basis, in order to ensure, 
as soon as possible, convergence between 
Islamic banks on the major jurisprudence and 



operational guidelines referred to above. 
The Institute of Islamic Banking and 

Insurance (IIBI), as well as the International 
Association of Islamic Banks (lAIB), may 
promote and organise the convening of an 
inter-Islamic bank meeting for this purpose, 
in consultation with the major Islamic 
institutions. 

When such a forum is convened and when 
formal agreement on standard jurisprudence 
and operational guide-lines is attained, 
Islamic banking will have at its disposal a solid 
common basis on which operational activities 
can be pursued and developed in a more 
rational and effective manner, ensuring 
thereby fur ther progress, recognition and 
expansion. 

The following Islamic financial 
instruments and modes of financing are 
utilised by the DMI Group to offer a wide 
range of Riba-free financial services and 
facilities. They are used to mobilise and 
channel funds efficiently and effectively into 
viable and profitable investments and business 
operations along Islamic lines. 

1 The Mudaraba (participation financing) is 
an Islamic financial instrument in which 
there are two parties: the beneficial 
owner(s) (Rab al-Maal) and the managing 
trustee (Mudarib). By virtue of the 
Mudaraba contract, the financial 
institution may act as Mudarib and 
therefore has the responsibility for 
investing funds provided iDy the client for 
the purpose. 

Alternatively, it may act as Rab al-
Maal, supplying funds to the client, who 
then acts as Mudarib. The parties to the 
Mudaraba must agree, before any business 
is undertaken, on the ratio of distribution 
of the profit. 

2 The Musharaka (mutual participation 
financing) is a joint venture agreement 
according to which the financial 
institution advances funds, which are 
added to the client's funds, in order to 
participate in the equity. The parties bear 
any losses incurred in direct proportion to 

their contributions. Likewise, profits are 
shared in direct propor t ion to the 
contribution after payment of any agreed 
management fee. 

3 Murabaha (financing resale goods) is a 
contract in which a client wishing to 
purchase equipment or goods requests the 
financial institution to purchase them on 
his behalf and then sell them to him at 
cost plus a reasonable profit. Capital and 
profit due are payable on terms agreed 
between the parties. 

4 Ijara (leasing) permits the financing of 
equipment, buildings and other facilities 
by the financial institution, as requested by 
a client, on the basis of an agreed rental. 

5 Under Ijara wa Iqtina (lease purchase), 
the financial institution finances 
(purchases) equipment, buildings or an 
entire project for the purpose of renting 
the same to the client against an agreed 
rental, together with the client's 
agreement to make payments into an 
Islamic investment account which will 
eventually lead, as promised in the 
agreement, to the client's purchase of the 
equipment or project from the institution. 
Profits accumulating in the investment 
account accrue to the client. 

6 Funds advanced under Qard-Al-Hasana 
(Interest-free Loan) are for humanitarian 
and welfare purposes. Repayments are 
made over a period agreed by both 
parties, with no profit accruing to the 
financial institution. 

7 Under Composite Financing, a client may 
be provided with financing in more than 
one form simultaneously, depending upon 
the nature of the business involved. 



Ijtihad in the Development of Islamic Banking 

M O H A M M E D A L I E L G A R I 

The concept of Ijtihad in the rehgion of Islam 
is vitally important. The appearance of Ijtihad 
in the development of Islamic banking and 
finance has shown that Ijtihad is a major 
component of Islamic legal doctrine. 

In nearly all Muslim countries and 
communities, the Sharia is experiencing a 
resurgence. Muslims everywhere aspire to a 
life that is more Islamically cultivated. This 
trend is particularly noticeable in the realm of 
finance, banking and insurance, where calls 
for Islamisation are now familiar ones. Such a 
way of life cannot be pulled out of any vintage 
law book, no matter how "time-honoured" 
that book might be. 

This is because life never remains 
constant. T h e celebrated works of Islamic 
Jur isprudence are glorious, but they were 
writ ten for a different era, addressing 
dissimilar situations and distinct people. 

The Sharia does have the flexibility to 
respond to change and diversity. It has its own 
built-in means of evolution, but no institution 
can thrive without responding to the 
contemporary needs of people. Religion is no 
exception. Ijtihad (expert opinion) is the soul 
of the Sharia and its reason for continuing 
revival. 

Since the 4th century AH (10th AD) 
Muslims have lived under a "convention" that 
the "gate of Ijtihad is closed". This came after 
the completion of the four major Schools of 
Fiqh (law), when Muslims thought that the 

annals of jur isprudence were then complete. 
It led to virtual s tagnation in legal 

research, as the function of a Sharia scholar 
became just the repetition of what was already 
in the books. It is only recently that the 
Muslims have felt the need to make an effort 
to adap t the old laws to the new 
circumstances. 

The Meaning of Ijtihad 
"Ij t ihad", in the Sharia, means a total 
expenditure of total effort by a qualified jurist 
to infer, with a degree of probability, the rule 
of the Sharia in a particular situation from 
detai led evidence, the source being the 
Qur 'an, the Sunnah, Ijma (consensus) and 
qias (analogy). Ijtihad can be directed to 
in fe r r ing rules of the Sharia that are 
applicable to a prevailing situation, or to the 
extension of the Sharia. T h e Sharia, therefore, 
encompasses its own means of renovation and 
revitalisation. 

The Limits of Ijtihad 
Though it is the means of giving the Sharia 
resilience, I j t ihad is ne i ther a source of 
anarchy and chaos, nor a means of 
transforming the Sharia from a divine to a 
man-made law. For Ijtihad is not a human 
source of law. While utility, custom and the 
general good are well taken into consideration 
in the process of Ijtihad, they are relevant only 
in as much as they lend weight to, for 



example, the choice of one possible analogy 
over another in the case of qias. Without such 
a limitation, the Sharia would, in time, lose its 
virtue and its divine character. 

This proposition not only sets the limits of 
Ijtihad, but it also sets the limits of Sharia 
tolerance of interpretation of texts. On the 
other hand, Ijtihad does not exclude the 
extraction of Sharia rulings from clear, 
unambiguous texts. 

For example, the Qur'an says that "Alms 
are for the poor and the needy and those 
employed to administer the funds; for those 
whose hearts are to be reconciled..." etc. 
(9:60). Knowing that the Zakat is to be paid to 
the poor, needy...etc., is not Ijtihad. But 
deciding that "those whose hearts are to be 
reconciled" were to be paid part of the Zakat 
in the beginning (because the Islamic state was 
weak in the early days of Islam), and inferring 
that now (at the time of the Khilafat of Omar 
Ibn al Khattab), their share of Zakat could be 
eliminated, was Ijtihad. That is what the 
second Khalifa, who was a great Mujtahid, did. 

Ijtihad in the Words of Ibn Al-Qayyim 
The following is an excerpt from Al-aam Al-
Muajjah, the famous book of the great Ibn 
Al-qayyim concerning Ijtihad: 

"Being ceaselessly set on the narrative is, 
always, going astray in the Sharia, and an 
ignorance of the intention of leading learned 
men. He who gives a fatwa based solely on 
what is narra ted in the books, ignoring 
differences in people's norms, habits, their 
era, circumstances and condition, is 
misguided and misguiding. 

"The harm he does to religion is worse 
than the harm inflicted by one physician 
prescribing to all and everyone out of only one 
book of medicine. Rather, this ignorant mufti 
is more harmful to the body and religion of 
Muslims." (Ibn Al-Qayyim p.77-78) 

Present-Day Ijtihad in Islamic Banking. 
In the second half of this century, and after 
the demise of colonialism, Muslims realised 
that the conventional institution of financial 

intermediat ion, which is based on a 
borrower/lender relationship and interest, is 
not in line with the Sharia. They started 
looking into their history and jurisprudence 
to find a substitute. 

A model Islamic bank should be based on 
Mudaraba, replacing the borrower/lender 
relationship with a profit-and-loss-sharing 
arrangement to meet the needs of society and 
to compete with conventional banks, while still 
working within the boundaries of the Sharia 
research and a great deal of Ijtihad. In fact the 
emergence of Islamic banks was a blessing to 
Islamisation, because it created a strong case 
for "opening the gate of Ijtihad". 

It is no surprise that the most significant 
use of Ijtihad in the present day is in the field 
of finance and banking. This is because 
Islamic banking is the most notable 
component of the Islamic economic system 
that has been brought to life in this era. 

To be able to meet the challenge of 
modern life, while remaining within the 
boundaries of the Sharia, a great deal of 
Ijt ihad was needed for Islamic banking, 
because the issues facing these new banking 
institutions had no ready-made ruling in the 
Sharia. 

Ijtihad was needed to infer from the 
original sources the appropriate rules. Sharia 
Boards in Islamic banks and the Fiqh 
Academies all over the Muslim world 
responded to this challenge. Some examples 
of their conclusions are given below 

1 The Promise as a Commitment in 
Murabaha 

Although Islamic banks have to do "real" and 
not purely monetary transactions, their 
primary function is financial intermediation. 
Yet they are required to offer a viable and 
practicable substitute for conventional 
banking. As with any other financial 
intermedial^, a major concern must be to 
match assets with liabilities. For this reason, 
Islamic banks cannot actually engage in 
merchant-like activities, such as maintaining 
warehouses with a large inventory of goods 
and equipment, etc. 



Yet they are required, from the Sharia 
point of view, to render financial help through 
the actual purchase and resale of goods and 
equipment. It is a rule of the Sharia that to sell 
anything, one must have actual possession of 
it first. When an Islamic bank is approached 
by a client who wants to buy an aeroplane, for 
example, the bank cannot enter into a bank 
sale contract unless it already owns and 
possesses such an aeroplane. Certainly the 
client can promise that if such equipment is 
purchased by the bank, he will buy it (on 
instalment) and give a profit to the bank. 

However, a promise in the Sharia is not a 
commitment, for if a commitment is averted 
then it is no longer a promise but an actual 
sale contract, which is not allowed at this 
stage. 

Some contemporary scholars found that 
in the Maliki school, a promise becomes 
obligatory once the promised one finds 
himself in a predicament due to that promise. 
This Maliki position is, in fact, in the realm of 
benevolent contracts (gifts) and not exchange 
contracts (sales). The Ijtihad of these jurists 
was to adopt the same criteria for the contract 
of Murabaha, although it is a sale contract. 

Once the bank buys that aeroplane, it will 
be in a great predicament if the client decides 
not to buy. Therefore, the contemporary 
Ijtihad is to rule that such a promise is actually 
a vow. Hence, if the client decides not to buy, 
the bank can dispose of the aeroplane by sale 
to the next possible buyer. If loss is incurred 
(other than the time value of the money), the 
bank will have recourse to the client. This is 
the essence of the ruling of the Islamic Fiqh 
Academy of the Organisation of Islamic 
Conference in Jeddah. 

2 Constructive Liquidation of Mudaraba 
Mudaraba is a partnership in profit, where 
one agent (Rab al-Maal) provides the capital 
and the other (Mudarib) provides labour or 
management skills. The two agents contract to 
divide the profit in whatever ratio they agree 
at the time of contracting. 

However, it is a Sharia requirement that 
the apportioning of the profit can only be 

done after the Mudaraba is liquidated. This is 
because without dissolution, there is no 
certainty that value was actually created in 
excess of the original capital owned by the 
financier. 

But because the idea of Islamic banking is 
based on Mudaraba, particularly on the 
liability side, this becomes a problem. This is 
because investment accounts are mostly short-
term (3, 6 or 12 months), while the assets 
created by the use of these funds require a 
longer term. Weekly, monthly, or even 
quarterly liquidation is not practicable and at 
times even impossible. 

A major achievement in Ijtihad made by 
the Sharia Boards of many Islamic banks was 
that it was sufficient to do a "constructive 
liquidation", via accounting procedures, and 
then apport ion the profit based on that 
constructive liquidation. This made the 
Mudaraba a viable and practicable substitute 
for time deposits. 

3 Reciprocal Lending 
The loan contract in the Sharia is, always, for 
benevolent purposes. Qard-Al-Hasana 
(interest-free loan) is the only form of lending 
allowed. No interest or any compensation is 
allowed to be paid by the borrower to the 
lender. 

The Sharia is very strict in this matter, to 
the point that to impose any conditions on the 
borrower is considered suspicious and 
generally not allowed, even if they are non-
monetary. In particular, giving a loan to 
someone with a condition that he gives a 
reciprocal one later is not allowed and is 
considered usurious. 

4 Correspondence Banking 
When Islamic banks started, they needed, 
among other things, to have correspondent 
banks all over the world. Through 
correspondence banking, remittances, 
transfers, LC's etc., can be made. 

This requires the Islamic banks opening 
an account and setting a credit line at each 
and every correspondent bank. 
Conventionally, such banks will earn interest 



on the credit and pay interest on the debit 
accounts. Certainly Islamic banks can, as 
much as possible, maintain credit in these 
accounts and waive their right to earning 
interest. But a correspondent bank will never 
give "free" credit when such is needed. 

Rather than earn and pay interest, the 
solution was to work out an arrangement 
whereby an Islamic bank gives up its right to 
earn interest on its accounts. Instead, the 
correspondent bank will extend credit, at no 
interest, for the same amount for the number 
of days in which the account was in credit. 

This is done on the basis of daily balances. 
It was ruled, by more than one Fatwa body, 
that since the purpose of this arrangement is 
to avoid interest and not to earn it, then it is 
acceptable in certain conditions. This was one 
more significant example of the Ijtihad of 
contemporary scholars. 



Conventional Banks and the Development of 
Islamic Financial Products and Services 

S T E L L A C O X 

The Market of the 1970s and 1980s 
Conventionally managed institutions have 
under taken various roles in the Islamic 
banking sector for the best part of twenty 
years. Much of the focus to date has been 
centred on creating diversified, international 
investment oppor tuni t ies for the Islamic 
institutions and, whereas there is certainly no 
lack of product offerers, arguably, until quite 
recently, there has been a lack of diversified 
product. 

Trade and Commodity Investment 
T h e original role for the conventional, 
international institution was to identify and 
arrange wholesale investment opportunities 
for the outlet of Islamic institutional funds. 
During the late 1970s and for much of the 
1980s, the liquidity of Islamic institutions was 
mobilised for short-term investment in a wide 
range of permitted trade- and commodity-
based transactions. The London-based banks, 
in particular, proved to be really quite good at 
this because of their proprietary t rading 
activities and direct access to physical 
commodity exchanges. Additionally, their 
international credit standing rendered them a 
low-risk counterpar ty for the developing 
Islamic banks, and both the conventional 
houses and their trading subsidiaries were 
able to benefit from a diversified source of 
funding. 

In addition to utilising Islamic finance 
directly, the mainstream banks acted as 
intermediar ies , brokering introduct ions 
between their global, corporate relationships 
and the Islamic banks. Many of the early 
facility recipients were international trading 
groups based in the UK, Europe and the Far 
East. Trade and commodity financings were 
a r r anged to match the t rade purchase 
requirements of those organisations, thereby 
providing an alternative solution to 
conventional f inancing structures. T h e 
creditworthiness of these corpora te 
counterparties, plus their enormous ongoing 
fund ing requirement, generated repetitive 
investment opportunities. These were able to 
accommodate most of the short-date liquidity 
circulating in the Islamic banking system and 
could be adapted to comply with the Sharia 
stipulations of individual banks and investors. 

Profitability, particularly when impacted 
by the cost of conventional bank support, was 
not particularly attractive but, at the time, the 
focus was to establish a low-risk, international 
asset base. Annually increasing liquidity, lack 
of market competition and a high rate of 
return for US dollar-based investments dur ing 
the early 1980s did little to encourage asset 
diversification and insti tutions such as 
Kleinwort Benson and Citibank, with 
established global trade flows, had a major 
role to play in s t ructur ing appropr ia te 
investment opportunities. 



Re-positioning the Focus 
During the second half of the 1980s, a 
n u m b e r of new Islamic insti tutions were 
established, competition for depositors' funds 
grew and accordingly the requirement for 
enhanced per formance rose quite sharply. 
T h e result ing effect for conventionally 
managed organisations meant that: 

(i) There was cause for a considerable degree 
of restructuring and upward review of 
short-term investment rates; and 

(ii) They were required to actively endorse 
commercial risk through jo in t investment 
with Islamic clients. This ensured that the 
Islamic institution continued to receive 
analytical suppor t . Simultaneously, it 
genera ted added comfor t that its 
conventional par tners appl ied p ruden t 
guidelines for their own risk assumption 
and sought returns that equalled those 
achievable th rough the extension of 
conventional structured finance. 

Although possibly one of the most demanding 
early development periods for the Islamic 
banking sector and one marked by some ill-
advised investment decisions that were, at 
times, attributable to conventional, third party 
arrangers, it did focus Islamic banks' senior 
executives' minds on product development 
and in-house capability. Most importantly, it 
exposed those conventional third parties that 
had litde to contribute to either the market or 
its participants. 

The Market of the 1990s 
After the first stage of repetitive commodity 
and trade investment structures, the Islamic 
market started to seek additional products 
that would both enhance profitability, extend 
investment t enure and satisfy the 
requi rements of increasingly d iscerning 
depositors. T h e situation was exacerbated by 
the downward yield curve of the US dollar at 
the beginning of the 1990s, which impacted 
significantly on the trade financing returns 
jivailahlp fo thp T<;lamir hanks 

Asset Finance - Leasing 
As a result, dur ing the past five or six years, 
the Islamic institutions' focus has moved 
towards financing a far greater percentage of 
non- t r ade assets. Ijara, or leasing, has 
increasingly become the preferred structure 
for ex tend ing longer - te rm f u n d i n g and 
Islamic insti tutions have provided lease 
finance for assets ranging from aircraft, ships 
and motor vehicles, to office and medical 
equipment , to commercial and residential 
property. Again, the expertise of conventional 
banks has been channelled into identifying 
and structuring these investments on behalf of 
Islamic clients and some large-ticket 
transactions have been concluded. From a 
commercial and marketing perspective, the 
similarities between Islamically and 
conventionally s t ructured leases provide 
considerable incentive to a Western user of 
Islamic funds. 

Recently, not only have conventional and 
Islamic banks worked in unison, but in some 
asset categories, including aircraft financing 
for flag carriers, there has been a healthy 
degree of compet i t ion . Consider, for 
example, the earl ier success of T h e 
International Investor of Kuwait in ar ranging 
a US$ 4 5 0 m leasing package for the fleet 
modernisation of Kuwait Ainvays. 

Structured Trade Finance 
T h e geographical coverage and distribution 
capability of large international banks means 
that there is still a role for conventional houses 
to play in introducing Islamic institutions to 
new credits and country risks, particularly 
when the a r r a n g e r is able to actively 
demonstrate its own risk appetite for the 
credit. 

Although high-volume commodity trades 
are still transacted, Islamic banks are now 
delivering structured, trade-finance solutions 
to new international markets and this often 
p rompts a role for local insti tutions. 
Individual focuses of different banks bring a 
dep th to the t rade finance market and 
increasingly. Islamic t rade investment has 
Sflobal pene t ra t ion . In addi t ion to the 



traditional Islamic bank strongholds of the 
Gulf, North Africa and Asia, there are now 
strong relationships with corporat ions in 
South Africa, Europe and the USA. Dresdner 
Kleinwort Benson has been very active during 
the past 3 years in bringing its South African 
corporate relationships to the market, 
structuring and participating in Islamic trade 
financings aggregating more than US$ 150 
million. Simultaneously, we have been able to 
take full advantage of being a key part of the 
Dresdner Bank Group by accelerating the 
level of our own risk participation in 
financings arranged by banks such as Faysal 
Islamic and Islamic Investment Company of 
the Gulf (Bahrain). The reciprocity in such 
relationships allows us to venture into new 
territories and markets in which we might not 
have been principally active but which are 
core strategy for the large Islamic banks. 

Murabaha is still a much-used contract for 
the provision of Islamic trade finance. 
Although it has been criticised for hindering 
development of new products and for being 
little more than a manipulated conventional, 
financing seized upon by the international 
banks, arguably, it has done more to promote 
the capability of the Islamic market globally 
than any other Islamic funding technique. 
Dresdner Kleinwort Benson, Citibank, ANZ 
Grindlays, ABN Amro and United Bank of 
Kuwait are all conventional houses who 
structure and participate in billions of dollars 
of trade investments annually for Islamic 
institutional customers, and there are still 
others seeking an involvement. Facility 
structures have, nevertheless, developed and 
pre-production trade-financing made 
available through techniques of Istisna and 
Salam complement the weh-established 
Murabaha and syndicated Mudaraba 
deferred-settlement concepts. 

Islamic Investment Funds 
Although the Islamic institutions have 
delivered some very sizeable bilateral and 
syndicated financings, one of the constraints 
to the development of the Islamic financial 
sector has been the insufficient depth of the 

asset base and another has been the lack of 
market recourse to liquidity. Although I shall 
consider market liquidity later on in this 
article, the lack of diversified investment 
products prompted several conventionally 
operating banks to address the demand for 
enhanced-performance, liquid investment 
and, in the second half of the 1980s, a number 
of funds were launched, including UBS and 
Kleinwort Benson's Islamic global equity 
products. 

Investment Fund Development 
Although the early investment funds, 
particularly those focusing on quoted equity, 
met with mixed reception, they motivated a 
shift in the focus of the market. In the past 
few years there have been several new 
initiatives by London-based banks to develop 
investment funds encompassing different 
asset categories, such as the Oasis Global 
Equity Fund launched by Robert Fleming and 
the US Leasing Fund launched by the United 
Bank of Kuwait. The combinations of NCB 
and Wellington in offering their Islamic 
Global Equity product, and ANZ and the IFC 
in the more recent launch of leasing focused 
FAIM, also demonstrates the market 
commitment and confidence of Islamic 
divisions and segregated units of conventional 
banks. These have developed their own 
strategic alliances to deliver new products to 
their Islamic clients. Not only do these serve 
to increase the choice and diversification 
available to investors, they also address 
previous criticism that conventional 
institutions were reluctant to commit funds 
and resomxes to developing innovative and 
previously untested products for the Islamic 
market. 

There is a growing precedent for 
conventional organisations to launch funds in 
conjunction with Islamic institutional 
partners. One example is the Ibn Majid 
Emerging Market Equity Fund offered by The 
International Investor with Swiss Bank Corp 
as investment advisor. Focusing on an entirely 
different asset category, Dresdner Kleinwort 
Benson launched a physically-traded base 



metals fund with the co-sponsorship of IICG 
(Bahrain). Not only do joint ventures of this 
type serve to expand the focus of specific 
product sectors, these par tnerships can 
obviously be quite complementary too, 
blending joint structuring skills with Sharia 
credibility, fund management capability and 
global distribution. 

Equity Investment 
Despite recent volatility in the markets, 
investment in equity remains in focus, with 
City Islamic Investment Bank announcing the 
launch of its own Islamic global equity fund 
earlier this month, blending the skills of its 
Islamic banking subsidiary with those of its 
regular fund managers. In addit ion to 
adopting a joint venture approach, a number 
of Islamic institutions have appointed 
mainstream organisations as fund managers 
with a mandate solely to provide the portfolio 
management expertise for products 
developed, branded and distributed by the 
Islamic institution itself 

Whatever the preference, it seems that a 
top-tier asset manager has a continuing role to 
play and we should take a couple of minutes to 
explore this rationale. Although approaches 
vary, a fund manager needs to be especially 
pro-active with an Islamic portfolio. A 
conventional bank launching its own Islamic 
investment fund will obviously need to be 
willing and able to operate in strict accordance 
with the stipulations of its Sharia advisors. 
Without the endorsement of a recognised and 
esteemed panel of Sharia scholars, it will not 
succeed. It must also contribute to the entire 
initiative and if they are sufficiently 
committed, large institutions can really add 
value through the application of extensive 
resources. The research capabilities of global 
groups can greatly contribute to the stock-
screening procedure and whilst there is still 
not universal Sharia endorsement of Islamic 
investment in international equity markets, 
the volume of new products has sewed to 
promote greater standardisation of stock-
selection procedures. 

Research and Development for the Future 
Market 
Having looked at some of the services offered 
previously and currently by international 
institutions actively part icipating in the 
Islamic market, it is important to consider 
some of the sector's outstanding requirements 
and the role that those same institutions 
might play in assisting with the development 
and subsequent implementat ion of new 
products. 

Islamic Interbank Liquidity Market 
The fact that conventional banks are actively 
assuming risk alongside Islamic institutions 
has already been mentioned. Not only do 
they provide joint venture investment, but also 
valuable reciprocal liquidity for many of the 
Islamic banks. The impact of the limited 
recourse to liquidity by the Islamic banks is 
certainly not a new topic. For the Islamic 
institutions of the Gulf, North Africa, Turkey 
and the Near East, there is no alternative to 
the regular money-market and recourse to 
liquidity is often provided through the 
extension of bilateral, Sharia endorsed 
financing facilities by other banks, particularly 
those from the conventional sector. These 
facilities go some way towards injecting 
essential liquidity, thereby enabling the 
Islamic banks to mismatch a small percentage 
of the balance sheet whilst still upholding 
obligations to depositors and meet ing 
liquidity ratios established by central 
regulatory authorities. Although valuable, 
such a f ragmented fund ing solution is 
obviously inadequate and lack of recourse to 
market liquidity is generally perceived as one 
of, if not the major h indrance to the 
development of a fully integrated Islamic 
financial system outside of Malaysia. 

ABC Investment & Services Co. has 
developed overnight and short-term asset-
backed, liquidity facilities to plug the gap and 
I believe this was the first initiative of its kind 
to have been implemented. Issues such as lack 
of a Sharia consensus and common rules for 
the establishment of market practice and 
systems are still to be resolved. Other barriers, 



such as standardisation of financial reporting 
and accounting standards by the Islamic 
financial institutions are being rigorously 
addressed by the Accounting and Auditing 
Organisation for Islamic Financial Institutions 
(AAOIFI) in Bahrain. T h e presence of 
recognised, international rating agencies in 
the region is another relatively new, but 
essential, ingredient. To formalise a 
recognised market, the next stage of 
development calls for the critical mass of 
players to ensure its effectiveness. There is 
arguably a very large role for conventional 
Western institutions to play in delivering this, 
not least because of the extensive balance 
sheet capability and recognised credit ratings 
that will enable both placement and utilisation 
of funds. 

Long-term Investment and the Islamic 
Capital Market 
Earlier we looked at non-trade asset finance 
and concluded that the greater percentage of 
longer-term assets tends to have been 
assumed through lease-based structures. 
Although this has been an important 
development in expanding the penetration of 
the Islamic financial sector, the investment of 
substantial capital for longer periods still rests 
uncomfortably with some of the smaller 
Islamic banks. 

In Malaysia, the Islamic financial system 
functions through the liquidity available 
within the Islamic Interbank market and its 
infant Islamic capital markets have begun to 
generate finance for numerous, sizeable 
infrastructure projects. 

Presently, Islamic institutions elsewhere 
are not consistently able to trade long-term 
assets and it is clear that the barriers to 
establishing the Islamic, institutional liquidity 
market similarly apply to the implementation 
of a fully functional capital market for 
financing and trading those long-term assets. 
Again, the potential benefits of developing the 
Islamic capital market are numerous. 
Consider, for example, the rapidly escalating 
requirement for infrastructure investment and 
development in the Middle East. It has been 

estimated that over US$ 33bn of project-
related funding has recently been invested in 
Islamic countries with just a fraction of this 
total underwri t ten by the Islamic banks. 
Admittedly, conventional arrangers of project 
finance have also sought access to Islamic 
investment companies and high-net-worth 
individuals in the knowledge that illiquidity is 
less of a constraint. 

Currently, outside of Malaysia, Islamic 
institutional participation in non-recourse 
project-financing has been largely restricted to 
providing sizeable financing facilities for start-
up development and the acquisition of 
individual assets within a project. One of the 
earliest and most cited examples of a 
segregated Islamic financing within a large-
scale project was A1 Rajhi Banking and 
Investment Corporation's provision of a US$ 
92m Istisna pre-production facility for the 
Hub River Project in Pakistan, arranged by 
ANZ Grindlays. Although such investments 
are valuable to infrastructure development, 
the Islamic banks are keen to take a longer 
view, but again the inherent risks and absence 
of cash flow in the long development phase of 
a project remains prohibitive to significant 
participation. 

There are a few notable exceptions to the 
strategy of incorporating Islamic short-term 
working capital facilities within large-scale 
financings, one being the financing segment 
of the Equate project arranged by Kuwait 
Finance House and The International 
Investor. The US$ 200m Islamic tranche of 
the US$ I billion-plus Equate project was 
encouraging in that its two Ijara components 
had 8 and 10-year maturities. It seems likely 
that another Islamic institution will play a 
major role in arranging a segment of the US|i 
2.3bn 10"^-year project financing for the Saudi 
Yanbu Petrochemical Company. 

The appeti te of the banks would be 
substantially increased by the ability to take a 
long-term view through investment in capital 
market issues with undoubted liquidity. 
Development and co-ordination of a capital 
market would certainly add depth to the 
Islamic financial system by expanding its asset 



base and broadening the range of available 
investment opportunities. Again, a market 
environment can only be created by amassing 
efficient participants to underwrite and trade 
in the individual issues. Over to the large 
global banks again, as a conventional 
institution's ability to underwrite a long-term, 
securitised issue would generate a certain level 
of comfort for an Islamic bank and would 
ensure that there was sufficient market 
liquidity for subsequent trading. 

Sharia consensus for market practice is 
again essential, but other important 
commercial issues must be resolved as the 
typical capital market investor looks for a 
secure investment supported by centralised 
regulation, listing on an approved exchange 
and a credit rating from a recognised ratings 
agency. I believe that definite progress has 
been made in most of these areas during the 
past 18 months. 

That said, we should be aware that the 
regional capital markets are, themselves, in 
relative infancy, having been constrained by 
local legislation, controls on capital flow and 
economic development. It is not unreasonable 
that the Islamic capital markets of the Arab 
world are following behind their conventional 
counterparts. Development cannot be forced, 
but should be cautious and properly 
researched, so as to meet both regional 
requirements and those of market participants 
comfortable with balancing market risks and 
rewards. 

Conclusion 
There is no doubt that Islamic and 
conventional banks have different motives for 
offering Islamic banking services. However 
the mainstream banks, with continual 
presence and active involvement, have long 
since understood that added value is a pre-
requisite, whether by reciprocal participation 
on a risk-and profit-sharing basis; through 
offering investment funds, supported with 
their own seed capital; or by equally balanced 
investment par tnerships incorporat ing 
sophisticated product engineering. To 
support the development of technical 

capability, many also invite and welcome the 
participation of the Islamic bankers to their 
training programmes. 

Lately, conventional banks have also been 
reviewing their past and present involvement 
(and, indeed, their likely contribution to the 
future development of the market and its 
participants), in order to position themselves 
accordingly. The results of these endeavours 
are apparent: Citibank has an established 
Islamic subsidiary; Arab Banking 
Corporation, through ABC Investment & 
Services Co., has announced a similar strategy 
and others are maintaining a watching brief 
through expanded segregated divisions, or 
dedicated Islamic banking teams. 
Furthermore, a large number of conventional 
institutions are now visibly offering niche 
investment products and services which 
complement their individual focuses and are 
considered appropr ia te by their Islamic 
clients. 

In Britain, it is the Islamic divisions of 
conventional banks that are presently seeking 
to deliver, or are directly associated with 
Islamic financial services for the Muslim 
community. There may not be a licensed 
Islamic bank in the UK at the moment, but 
the requirement amongst British nationals for 
savings and credit products at retail level, 
structured in accordance with the Islamic 
Sharia, is accelerating. 

In most instances, the Islamic banks claim 
that their conventional bank relationships do 
add value, and readily acknowledge that some 
of the world's most reputable banks are 
utilising their own resources and research and 
development allocations to present diversified 
proposals which can be considered 
subjectively. Islamic houses now expect that 
reciprocity and the aforementioned capital 
resources of mainstream bank counterparts 
should afford Islamic institutions important 
bilateral relationships. Increasingly, the 
extent of the reciprocity is used by the Islamic 
banks as a measure of commitment to the 
relationship and this will have a considerable 
role to play in successfully addressing the 
challenges of the future market. 



Developing New Modes of Investment 
in Islamic Banking 

ANWAR A H M E D M E E N A I 

Islamic banks have now existed for slightly 
more than two decades. During this period, 
the pace of their progress in various countries 
has been different. Sentiments about Islamic 
banking also differ from country to country. 

While apathy in varying degrees is quite 
noticeable in some Muslim countries, 
probably owing to a lack of conviction about 
whether banking can be organised differently, 
a fair degree of excitement and inquisitiveness 
is also noticeable in some parts of the Western 
world, where the economists and policy-
makers are now awakening to the problems 
caused by banking which is exclusively credit-
based. 

T h e end of the first half of this century saw 
many Muslim countries gain independence 
from the colonial rule of Western powers. 
During such colonial rule, the Islamic code of 
law became confined to Muslim personal law -
as practised by two major sects - in almost all 
these countries. 

Upon gaining independence, the Muslim 
masses in these countries realised that 
changes brought about by their colonial 
masters in various spheres of life were not in 
line with their beliefs and the rules of conduct 
given to them by the Islamic Sharia. This 
realisation compel led Muslim bankers, 
economists and thinkers to critically review 
the present set-up and think of ways and 
means to replace it with a system which would 
be in line with the tenets of the Sharia. 

What is Islamic Banking? 
Islamic banking could perhaps be best 
understood by comparison with conventional 
banking. 

Conventional banking has been defined as 
"accepting, for the purposes of lending or 
investment, deposits of money from the 
public, repayable on demand or otherwise, 
and withdrawable by cheque, draft, order or 
otherwise". 

Conventional banking is credit-based. It 
relies on the ability of the borrower to repay 
the principal together with interest. To ensure 
the borrower's willingness, the bank relies on 
security obtained. 

Islamic banking, on the other hand, is 
participatory in nature. T h e Islamic bank will 
usually assume all the normal risks of business 
that the entrepreneur assumes. Profit or loss, 
irrespective of its quantum, is shared by the 
bank and the ent repreneur Return on the 
bank's investment is not a function of time. 
Even when it is pre-determined (as in the case 
of Murabaha), it is predetermined in absolute 
terms and not affected by any delay or 
prepayment. 

How is it Different? 
A major point of difference, of course, is the 
way Islamic banks earn their incomes and 
offer returns to their depositors. 

Islamic banks cannot par t ic ipate in 
businesses prohibited by the Sharia (such as 



the manufacture or trading of liquor etc). 
Socio-economic dimensions also play a 
significant role in evaluation of financing 
proposals in the Islamic system. Businesses 
that add more to social welfare are likely to get 
a higher priority. 

The structure of production in an Islamic 
society should be different from that in other 
societies. This structure must cater to the 
requirements of lower income groups. It 
should be noted that the philosophy of Islamic 
banking places a heavy burden on Islamic 
banks in selecting business proposals to 
finance. The philosophy compels the Islamic 
banks to remain content with whatever profits 
they earn through legitimate means and not 
aspire to compete with conventional banks in 
some areas. 

This latter part needs some elaboration. 
In conventional banking, the concept of 
"liquidity" plays a significant role in its 
philosophy. This aspect is a direct result of the 
mis-match between tenures for which deposits 
are mobilised and those for which funds are 
invested. Depositors require that their 
deposits should earn profits (by way of 
interest, of course) and at the same time 
remain at their disposal. 

Deposits in current accounts are usually 
not entitled to any returns, but conventional 
banks usually employ funds in these accounts 
for lending purposes. Since businesses are not 
usually in a position to repay on demand or at 
short notice, and some of the investments are 
relatively illiquid, conventional banks resort to 
inter-bank borrowings among themselves. 
Rates of such borrowing are determined by 
the demand and supply situation. 

Businesses are normally allowed overdraft 
facilities whereby they can borrow or repay at 
will, or at short notice. In the case of 
borrowings for fixed tenures, some banks put 
a restriction on the borrower's ability to repay 
without notice or at short notice. 

Short- term borrowing/lending or 
development of secondary markets presumes 
a predetermined rate of return. They cannot 
function without such a rate being in place. 

Strategy Adopted in Pakistan 
Islamisation of banking in Pakistan started in 
the early 80s and changes were introduced 
gradually. From the viewpoint of commercial 
banking, the significant changes were: 

1 Acceptance of all local currency deposits 
on a PLS basis; 

2 Providing of financing on the basis of 
mark-up, on sale purchase of goods; and 

3 Prohibition on charging any mark-up on 
mark-up, in case of default. 

However, the process of Islamisation started 
without any regard to the Islamic philosophy 
of life in general, and business in particular, 
without any efforts to improve the moral 
standards in the society, and without making 
the necessary changes in the laws affecting the 
banks. 

These deficiencies are now telling on the 
implementation of the new scheme, thus 
creating particular problems for Islamic 
banks. 

Problems Facing Islamic Banks in Pakistan 
Starting with the liability side, a major 
problem is the way deposits are being 
mobilised. By the nature of their business on 
the asset side. Islamic banks need a stable 
deposit base where the depositors are willing 
to commit their funds for specific periods. 
Also, it is important that Islamic banks should 
not commit any fixed return to their 
depositors, because they are themselves not 
sure of their earnings on the assets side. 

Owing to competition with conventional 
banks (who have now adopted the mark-up 
and PLS system, at least on paper). Islamic 
banks are also offering cheque accounts with 
returns thereon, accepting deposits (especially 
where amounts are substantial) at pre-agreed 
rates of profit, and offering returns to all their 
depositors in line with the market, to be able 
to compete, regardless of their actual 
earnings. 

To provide liquidity to depositors as well 
as those who come to avail themselves of 
financing facilities, at short notice. Islamic 
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banks must also borrow from other banks in 
the money market. Such borrowing/lending is 
on the basis of interest. Similarly, a portion of 
all time and demand liabilities of Islamic 
banks must be surrendered to the Central 
Bank. This portion is also lying in interest-
bearing deposits (even though they are called 
PLS) or invested in interest-bearing securities. 
If Islamic banks need to borrow from the 
Central Bank as lender of the last resort, such 
borrowing must also be on the basis of 
interest. 

Problems on the Asset Side 
1 No efforts having been made by the 

government or the Islamic banks 
themselves to improve the moral 
standards of the society and persuade 
people to deal honestly, it is almost 
impossible to consider Musharaka 
financing. Even though some banks are 
now contemplating it on a limited scale, 
and with water-tight securities, the true 
spirit of Musharaka will be lacking in such 
deals. 

2 The same problem is affecting the 
introduction of Mudarabas. The banks are 
not sure if accounts of the enterprise will 
be honestly maintained and reflect the 
true state of affairs of the business. 

3 In the case of Murabahas, the problem is 
compounded owing to a lack of financial 
discipline. Buyers (the customers of the 
bank), seldom make any efforts to pay the 
purchase price on the due dates. In the 
case of such defaults, the Islamic bank 
cannot increase the purchase price and is 
thus deprived of income it could otherwise 
have earned. Religious scholars allow the 
imposition of heavy penalties in such 
cases, but the penalty amount is not a part 
of the bank's income. 

4 Even if the lack of honesty were not a 
consideration, the existing tax laws, 
especially in Pakistan, are such that even 
the most honest and pious entrepreneurs 
are not willing to reveal the true 
profitability of their businesses. 

This factor affects both Mudarabas and 

Musharakas. In the case of Murabahas, 
the party from whom commodities are 
being purchased is seldom willing to issue 
an invoice/cash memo/receipt for the full 
amount. Even if he is (a very remote 
chance), the buyer (i.e. the bank's 
customer) is not willing to accept the 
proposition for fear that he will have to 
account for that much stock in his 
production records and for the purposes 
of excise duty. 

5 Neither the concerned staff of Islamic 
banks (who have been trained in 
conventional banking techniques) nor the 
customers (who are mostly dealing with 
conventional banks) realise the fact that a 
commodity must actually exist and be 
bought from a third party for such 
transactions to be valid. 

As with conventional banking, the 
customers consider it their right to do 
anything whatsoever with the funds 
obtained. Similarly, the bankers' primary 
consideration is the customer's ability to 
repay the sum disbursed. Indeed, in some 
cases, commodities already purchased by 
the customer have been sold to the bank 
and re-purchased (and that too on paper 
only). Some commodities have thus been 
the subject of several sales and re-
purchases with different banks. 

6 Statutory liquidity requirements of central 
banks, in Muslim countries, fail to take 
cognisance of the fact that Islamic banks 
are not debtors vis-a-vis the depositors, as 
with the conventional banks, but that they 
are Mudaribs, or Fund Managers. As such, 
Islamic banks' funds lying with the Central 
Banks to satisfy SLRS not only deprive 
Islamic banks of earning on such funds 
through Mudarabas, Murabahas and 
Musharakas, but also introduce an 
element of interest-income into the 
Islamic banks' total earnings. 

7 Finally, a very significant hurdle is the 
perception of Islamic banks that they 
should deal in money only. Therefore they 
do not wish to develop any expertise in 



dealing in commodities or machinery and 
equipment or real-estate. Also, they are 
reluctant to participate in the 
management affairs of businesses in which 
they invest as par tners (Musharaka 
transactions). 

Conclusion 
It is clear from the foregoing that the present 
half-hearted at tempts to "convert" 
conventional banking into Islamic banking by 
mere changes in semantics and procedures do 
not take us anywhere. 

In fact such attempts are causing more 
harm than good to the cause of Islamic 
banking. It is time for us to make a serious 
attempt at the reconstruction of banking 
thought in Islam. This is not an easy task but 
it is not impossible either. 

Today we find a general apathy on the 
par t of all parties interested in Islamic 
banking. This applies to customers (who do 
not want to introduce any financial discipline 
into their operations and demand complete, 
unbridled freedom to use the funds made 
available to them in any manner whatsoever, 
for the consideration of a fixed return that 
they offer to the financiers); or depositors 
(who are more interested in the security and 
liquidity of their funds than the use to which 
these are put); or shareholders (whose 
objective is maximisation of profits through 
whatever means). 

It must be realised that as with 
conventional banks, the objective of Islamic 
banks should also be the pooling of monetary 
resources and talents available in the society to 
put them to a better use. In order to achieve 
this objective, an Islamic banking 
environment would have to be radically 
different. 

Conventional banking is credit-based. 
Islamic banking will have to be equity-based. 
For this purpose, business laws in Muslim 
countries will have to change. Stringent 
financial discipline will have to be inculcated. 
Concepts such as liquidity (of investments), 
premiums for (credit) risk and the time value 
of money must be reconsidered. 

It should be realised that in some areas. 
Islamic banks should not even aspire to 
compete with conventional banks (bill 
discounting is one such area) and in other 
areas, Islamic banks should operate in a 
different manner (e.g., issuance of guarantees 
and establishment or opening of letters of 
credit, where, in conventional banks, 
commission is related to both amount and 
time, to account for the "risk" factor). 

Taxation laws would need to be revamped. 
These and banking laws should be such that 
they facilitate honest operations, and compel 
the users of financial resources to abide by 
their commitments. Auditing standards must 
improve to ensure that all parties get their 
legitimate due returns. 

In a true Islamic banking environment, 
the banks would not be taking any "credit 
risk". They would, however, have to assume all 
the normal business risks. It must be 
recognised that Islam does not recognise 
capital as a separate factor of production but 
considers it part of the enterprise. Use of 
better capital resources results in higher 
profitability through higher production or 
better quality (resulting in better prices) or 
both. 

As mentioned earlier, to make such an all-
round change in the environment would be a 
t ime-consuming process. In the existing 
environment, true Islamic banking may result 
only in very modest profits. The shareholders 
must willingly accept this and realise that an 
Islamic bank may have to curtail the scale and 
variety of its operations for the sake of Sharia 
compliance. Profit maximisation should be a 
secondary consideration. T h e primary 
consideration should be adher ing to the 
guiding moral principals of Islam. 



Ethical Options in Islamic Finance 

M O H A M A D O B A I D U L L A H 

An option implies a right without obHgation. 
A conventional financial opt ion is of ten 
traded as a separate contract in itself The 
contract involves a right to purchase or sell an 
underlying asset at a stipulated price within or 
at the end of a specified t ime per iod . 
Transactions in options take place through 
organised markets. The underlying assets may 
be in the nature of various commodities, or 
financial assets, such as stocks, bonds, 
currencies, or various market indices. 

At times financial opt ions are not 
contracts in themselves, but embedded in 
complex products of financial engineering. In 
view of the massive growth of organised 
markets in options, as well as the ever-
increasing range of new and complex financial 
contracts, this study undertakes an Islamic 
evaluation of such products and also examines 
their role in the Islamic system of financial 
contracting. 

Part I of this study identifies the norms of 
Islamic ethics generally applicable to financial 
contracts and undertakes an assessment of 
various option-based financial contracts that 
are created and transacted in the conventional 
markets in the light of these norms. 

Part 2 examines the notion of options (al-
Khiyar) fo rming par t of the theory of 
contracting in Islamic jur isprudence (Fiqh) 
and discusses the possibility of designing 
financial ins t ruments incorpora t ing such 
options. Part 3 discusses some real-life 

examples of options in use by Islamic financial 
institutions. Part 4 provides a summary of the 
entire discussion. 

Islamic Evaluation of Conventional Options 
Islam provides a basic freedom to enter into 
transactions. The Holy Qur 'an says: "let there 
be among you traffic and trade by mutual 
goodwill" (4:29). This is at times misconstrued 
as a fundamental f reedom to trade in options 
as separate contracts. An overwhelming 
majority of scholars, however, do not agree 
with this contention. T h e basic norm does not 
imply unbr id led f r eedom to contract. A 
contract involving the exchange of unlawful 
assets is itself unlawful and a contract must be 
free from Riba, Gharar, and Jahl and conform 
to o ther norms of Islamic ethics, to be 
permissible. 

1. Riba - Prohibition & the Underlying Asset 
Options as separate contracts may be in the 
nature of a call (or a put), providing the 
holder with a right, without obligation, to 
purchase (or to sell) an underlying asset at a 
known exercise price. O n e pr imary 
requi rement for such contracts to be 
permissible in Islam is that the underlying 
asset is lawful. In the case of commodity 
options, the underlying commodity must not 
be in the fo rb idden category. As far as 
financial assets are concerned, one may 
examine the case of interest-rate options or 



bond options, currency options, equity 
options, options on other Islamic contracts, 
and the more complex ones, such as options 
on options, or options on futures, by 
subjecting the underlying assets to scrutiny. 

Any security that involves Riba is not 
permissible. The need to eliminate Riba in all 
forms of exchange contracts is of utmost 
importance. Riba in its Sharia context is 
generally defined as an unlawful gain derived 
from the quantitative inequality of the 
counter-values in any transaction purport ing 
to effect the exchange of two or more species 
(anwa), which belong to the same genus (jins) 
and are governed by the same efficient cause 
(ilia). Riba is generally classified into Riba al-
Fadl (excess) and Riba al-Nasia (deferment) 
which denote an unlawful advantage by way of 
excess or deferment respectively. 

Prohibition of the former is achieved by a 
stipulation that the rate of exchange between 
the objects is unity and no gain is permissible 
to either party. The latter kind of Riba is 
prohibited by disallowing deferred settlement 
and ensuring that the transaction is setded on 
the spot by both the pardes. Another form of 
Riba is called Riba al-Jahiliyya, or pre-lslamic 
Riba, where the lender provides an option to 
the borrower to swap the earlier debt for a 
new and increased debt (the interest on the 
initial debt is included in the principal of the 
new debt). The borrower may exercise the 
option on the maturity date or settle the 
earlier debt. 

There is a general consensus on the view 
that the entire range of debt securities 
involves Riba and is considered un-Islamic. 
Hence, options to purchase or sell such 
securities are also not permissible. 

Currency options pose some challenges 
for scholars and researchers and there are 
divergent views on the issue of the prohibition 
of Riba in currency exchange. The divergence 
is due to the process of analogy (qiyas) in 
which efficient cause (ilia) plays an extremely 
important role. The process of analogy (qiyas) 
is needed, since gold and silver, which 
performed the functions of money in the early 
days of Islam, have been replaced by paper 

currencies. It is a common efficient cause 
(ilia), which connects the object of the analogy 
with its subject in the exercise of analogical 
reasoning. 

The appropriate efficient cause (ilia), in 
the case of currency exchange contracts, has 
been variously defined by the major schools of 
Fiqh. Accordingly, some jurists equate 
currency exchange with Bai-sarf, in which spot 
settlement, or qabd, by both the parties is 
insisted upon. Hence, options are 
automatically ruled out. Some others, 
primarily belonging to the Hanafi school, 
permit deferment of obligation by one party, 
or Bai-salam, in currencies and thus admit the 
possibility of opdons. 

Considering the case of equity options, 
the underlying equity stocks must meet some 
additional criteria to conform to Islamic 
norms. All business activities of the company 
issuing the stocks should be Halal and 
permissible. Accordingly, options on stocks of 
companies belonging to the breweries, 
en ter ta inment industries, interest-based 
banking and finance, hospitality and other 
similar industries where the major line of 
business is Haram, fall into the forbidden 
category. An issue on which some difference of 
opinion exists among Islamic scholars relates 
to the permissibility of stocks of a company 
that is engaged in Halal business, but which 
also finances part of its assets through interest-
bearing debt. 

Various Islamic certificates are obviously 
permissible, as these have been created with 
the explicit purpose of meet ing Sharia 
requirements. These are not supposed to 
violate the norms of Islamic ethics. However, 
in reality, the existence of specific features may 
render the security un-lslamic and hence, not 
permissible. For example, a popular form of 
Islamic certificate permits the shareholder to 
participate in the earnings; but the downward 
risk is not shared, as the nominal value of 
these securities is guaranteed. 

Such securities naturally invite objections 
from Sharia experts and hence, options on 
such securities are also considered un-lslamic. 
In the case of some complex options, the 



underlying asset may itself be an option or a 
future. The validity of these contracts would 
depend on the validity of the simple option or 
future contract. T h e latter is prohibited 
according to a majority of Sharia scholars. 

2. The Issue of Gharar and Speculation 
Permissibility to conventional options is 
generally denied by a majority of Islamic 
scholars on the grounds that these involve 
Gharar and are primarily transacted for 
speculative gains. 

Gharar, unlike Riba, does not have a 
consensus definition. In broad terms, it 
connotes risk and uncertainty. It is useful to 
view Gharar in a continuum of risk and 
uncertainty, wherein the extreme point of zero 
risk is the only point that is well-defined. 
Beyond this point, risk or Gharar becomes a 
variable, and the Gharar involved in a real life 
contract would lie somewhere on this 
continuum. Beyond a point on this 
continuum, risk and uncertainty or Gharar 
becomes unacceptable. Jurists have attempted 
to identify such situations involving forbidden 
Gharar. A major factor that contributes to 
Gharar is inadequate information (Jahl), 
which increases uncertainty. This is when the 
terms of exchange, such as price, objects of 
exchange, time of settlement etc., are not well-
defined. Gharar is also defined in terms of 
settlement risk or the uncertainty surrounding 
delivei-y of the exchanged articles. 

Islamic scholars have identified the 
conditions that make a contract uncertain to 
the extent that it is forbidden. Each party to 
the contract must be clear as to the quantity, 
specification, price, time, and place of 
delivery of the contract. A contract, say, to sell 
fish in the river involves uncertainty about the 
subject of exchange, and about its delivery, 
and hence is not Islamically permissible. The 
need to eliminate any element of uncertainty 
inherent in a contract is underscored by a 
number of traditions. 

Traditionally, an overwhelming majority 
of Sharia scholars have defined Gharar in 
terms of a possible failure by the parties to 
deliver the goods exchanged. In the organised 

and free markets of today for commodities, 
stocks, and currencies, the probability of 
failure to deliver the same on the maturity 
date should be no cause for concern. Further, 
the standardised nature of options contracts 
and transparent operating procedures on the 
organised markets is believed to minimise this 
probability. 

Some recent scholars have opined in the 
light of the above that the probability of 
failure to deliver, leading to Gharar, was quite 
relevant in a simple, primitive and 
unorganised market. It is no longer relevant in 
the organised options markets of today. Such a 
contention, however, continues to be rejected 
by the majority of scholars. They underscore 
the fact that options contracts almost never 
involve delivery by both parties. On the 
contrary, the contract is settled in price 
difference only. 

An outcome of excessive Gharar, or 
uncertainty, is that it leads to the possibility of 
speculation of a variety that is forbidden. 
Speculation in its worst form is gambling. The 
Holy Qur'an and the traditions of the holy 
prophet forbid games of chance and all forms 
of gambling. The term used for gambling is 
maisir, which literally means gett ing 
something too easily, getting a profit without 
working for it. Apart from pure games of 
chance, the Holy Prophet also forbade actions 
that generated unearned incomes without 
much productive effort. 

Here it may be noted that the term 
'speculation' has different connotations. It 
always involves an attempt to predict the 
outcome of an event. But the process may or 
may not be backed by collection, analysis and 
interpretation of relevant information. The 
former case is very much in conformity with 
Islamic rationality. An Islamic economic unit 
is required to assume risk after making a 
proper assessment of risk with the help of 
information. All business decisions involve 
speculation in this sense. It is only in the 
absence of information or under conditions of 
excessive Gharar or uncertainty, that 
speculation is akin to a game of chance and is 
reprehensible. 



Do conventional options involve excessive 
risk or uncertainty (Gharar) and are they used 
for speculation of a variety akin to a game of 
chance? Let us consider the case of a simple 
option, such as a call option. 

For example, a call option on stock X 
provides a right to individual A to purchase 
the stock at a price of $50 three months from 
now. The call itself is purchased at a price of 
say $5. 

If, as per his expectations, the price of X 
increases to $60 on the maturity date, then the 
buyer of the call has a net gain of $5 (on an 
investment of $5). This is what the seller or 
the writer of the call would lose. 

If the buyer would have purchased the 
stock itself (say at a price of $50) instead of the 
call on the stock in order to benefit from the 
expected price rise, then he would have made 
a profit of $10 on an investment of $50. Thus 
a call option enables the buyer to magnify his 
returns if his expectations materialise. Now 
contrary to his expectations, if the price of the 
stock falls below $50 on the maturity date, say 
to $40, the buyer would allow the option to 
expire without exercising it, since he can buy 
from the market at a lower price. 

His losses would amount to $5 or 100 per 
cent with the call. This $5 would be what the 
seller of the call would gain on zero 
investment. It may be noted that losses for 
individual A are also magnified with options 
(losses would have been $10 on the 
investment of $50 with purchase of the 
underlying stock). In the game, the buyer and 
seller must have diametrically opposite 
expectations. The possibility of risk and 
return is magnified, the gains of the buyer 
being equal to the losses of the seller, and vice-
versa. Thus, the purchase and sale of options 
is a risky zero-sum game. 

This possibility of such gains encourages 
economic units to speculate on the future 
direction of the price of the underlying asset. 
Since prices of such assets fluctuate randomly, 
gains and losses are random too, and the 
game is reduced to a game of chance. 

There is a vast body of literature on the 
forecastability of stock prices, currency 

exchange rates etc., and a large majority of 
empirical studies have provided supporting 
evidence on the futility of any attempt to make 
short-run predictions. Prices and rates are 
volatile and remain unpredictable at least for 
the large majority of market participants. 
Needless to say, any attempt to speculate in 
the hope of the theoredcally infinite gains is, 
in all likelihood, a game of chance for such 
participants. While the gains, if they 
materialise, are in the nature of maisir, or 
unearned gains, the possibility of equally 
massive losses does indicate a possibility of 
default by the loser and hence, Gharar. 

The economic radonale of convendonal 
options is believed to be their potential use as 
a hedging device. Hedging, or risk transfer, 
adds to planning and managerial efficiency. In 
the context of asset markets that are 
characterised by voladle prices and rates, such 
contracts are believed to enable the parties to 
transfer and eliminate risk arising out of such 
fluctuations. 

For instance, individual A plans to buy (or 
sell) stock X after a time period of three 
months. He may be adversely affected if the 
price moves up (or down) during this time 
period. The risk due to price movement could 
be hedged by purchasing a call (or put) with a 
given exercise price. The price paid for the 
options would be in the nature of the cost of 
insuring against adverse price fluctuations. 
While this is true, the fact remains that an 
overwhelming majority of transactions are 
speculative and not for hedging. And hedging 
alternatives that are not speculative do exist in 
the Islamic framework. 

Some jurists grant permissibility to 
options subject to the condition that the 
obligations implicit in the contract for both 
parties cannot be transferred to a third party. 
This would effectively curb the possibility of 
speculation. However, at the same time, this 
stipulation would also kill the organised 
market in options. 

The general view of Sharia scholars is that 
an option is a promise to sell or purchase a 
thing at a specific price within a stipulated 
time and that such a promise in itself is 



permissible. The promise is also binding on 
the promisor. However, this promise cannot be 
the subject matter of a sale or purchase. 
Therefore, an option cannot have a premium 
or price, contrary to the prevailing practice. 
The objection to options by some Islamic 
scholars is also based on the tradition 
forbidding Bai-al-Arboon. 

These scholars find purchase of a call 
option similar to Bai-al-Arboon. The 
difference is that in the case of the former, if 
the option is exercised the option premium is 
not adjusted in the sale price. The seller 
benefits by the amount of premium 
irrespective of whether the option is exercised 
or not. However, it may be noted that though 
a majority of the schools of Fiqh find Bai-al-
Aiboon unacceptable, the followers of Ibn 
Hanbal find this kind of transaction 
Islamically permissible. M A El Gari (1993) 
argues in favour of transactions in call options 
using the framework of Bai-al-Arboon. As far 
as a put option is concerned, there seems to be 
little support in its favour. 

3. Embedded Options in Contracts 
There has been a proliferation of financial 
instruments in developed markets with 
complex features, including embedded 
options. An assessment of this wide range of 
products of financial engineering is beyond 
the scope of this paper. However, most of 
these instruments are un-Islamic because they 
are Riba-based and also involve Gharar and 
Jahala. 

Islamic scholars are of the opinion that a 
transaction must be free from jahala, or 
misrepresentation, to be considered Islamic. 
The institution of a transparent market is, 
thus, quite important and transactions should 
be executed within the market after taking 
into account all relevant information. It also 
follows that a contract should be simple and 
not unduly complex, so that both parties to 
the contract fully understand the implications 
of contracting. The importance of 
information has also been highlighted in the 
context of freedom from speculation. It is 
information alone that draws a line of 

distinction between ethical and unethical 
speculation. 

It may be noted here that a large majority 
of conventional securities, including and 
incorporating options, are excluded from the 
permissible category. However, it is also true 
that an explosive growth in the range of 
financial instruments in world markets has not 
necessarily added to the efficiency of the 
system. In most cases, the complexity of the 
innovations has made it impossible on the 
part of the investors to make an assessment of 
risk and return and, consequently, of their 
worth. 

Ethical Options (AI-Khiyar) in Islamic 
Jurisprudence (Fiqh) 
The theory of contracting in Islamic 
jurisprudence discusses the notion of options 
within the framework of al-Khiyar in exchange 
contracts. Within this framework, the parties 
may hold a right either to confirm or to cancel 
the contract within a stipulated time period. 
Options for ei ther or both the parties 
apparently violate a Sharia norm that a valid 
contract comes into existence with the 
acceptance of the terms of contract by both 
the parties. 

Permissibility of options is, however, 
justified on the grounds of larger benefits to 
the society. Through options, the parties to 
the contract are granted a 'reassessment' or 
'cooling o f f period during which they can 
rationalise their decisions or reverse them. 
Thus, the possibility of conflicts between the 
parties because of abrupt, irrational and 
wrong decisions are minimised. 

Another important reason may be that 
unde r conditions of excessive Gharar or 
uncertainty regarding the article of exchange, 
price etc, options for the parties are provided 
to reduce Gharar and bring it within 
Islamically acceptable limits. The rationale for 
options may also be to undo a wrong 
committed on a party. For example, Islam 
attaches great importance to the role of 
information in the market. Release of 
inaccurate information is forbidden. The 
concealment of vital information (ghish) also 



violates the norms of Islamic ethics. 
According to the traditions of the Holy 

Prophet, the informationally disadvantaged 
party at the time of entering into the contract 
has the option to annul the contract. The 
traditions refer to price information in the 
market as well as other information relevant to 
valuation of the commodity. 

We discuss below the various types of 
options that find a mention in the Fiqh 
literature, as also the views of the four major 
schools of thought on them. Of the various 
options, the one that is potentially more 
promising in designing new financial 
instruments seems to be the option as a 
condition (Khiyar-al-Shirt). Hence, this 
particular option has been examined in 
greater detail. 

1. Option of Acceptance (Khiyar-Al-Majlis) 
This may be defined as the right of each of the 
parties to the contract of withholding their 
acceptance, after the offer has been made by 
the counterparty, until the meeting (majlis) 
breaks. This directly follows from several 
traditions of the Holy Prophet. There is, 
however, a divergence of views among scholars 
on whether the option remains in force until 
the contract is consummated, or until the 
meeting breaks (which may last longer than 
the time of offer and acceptance by both 
parties). 

According to the Hanafi school of 
thought, the option of acceptance (Khiyar-al-
Majlis) would remain in force till the meeting 
breaks only if such a condition is stipulated in 
the contract. The absence of any such 
stipulation would imply that the option 
remains in force till the contract is 
consummated. The option would expire the 
moment both the parties accept the terms of 
the contract. The option of acceptance would, 
in effect, mean the option of one party to 
change the terms of offer before the 
counterparty accepts them. 

According to the Shafii school, the option 
of acceptance (Khiyar-al-Majlis) would 
continue to remain in force even after the 
terms have been accepted by both the parties 

and the contract is complete, till the meeting 
breaks, as the same is directly inferred from 
the traditions. (In fact, if the contract 
contained a stipulation that there would be no 
options for either party, then the contract 
itself would be null and void). 

All contracts would contain the option of 
acceptance, provided the following conditions 
are met. First, there must be a consideration 
for both parties to the contract. Second, there 
would be no option in contracts that do not 
become null and void because of illegality of 
consideration (say, when it does not belong to 
the party exchanging it). 

Third, the contract must involve exchange 
of countervalues or benefits from both ends. 
Hence, this would exclude Musharaka, Qard, 
Ijara and Rihn from having the option of 
acceptance (Khiyar-al-Majlis), since these 
contracts involve delivery of value from one 
end only. 

Fourth, contracts without any identifiable 
consideration, such as Hawala, are also 
excluded from this framework. It is thus 
possible to enumerate the financial contracts 
that may contain an option of acceptance. 
These are contracts of pure Bai or exchange, 
Salam, and Bai Ribawi or Bai susceptible of 
Riba. The option ceases to exist when the 
parties voluntarily depart (not by force). 

The Hanbali view is similar to the Shafii 
view and asserts that the parties to the 
contract have the option of acceptance 
(Khiyar-al-Majlis) till they physically and 
voluntarily depart, irrespective of when the 
contract is consummated. Contracts which 
contain such options include Bai Sarf, Bai 
Ribawi, and Salam, where Qabd or taking 
delivery by both parties is a prerequisite, and 
all similar forms of Bai. 

Hanbalis also rule out options in the 
following financial contracts: Mudaraba, 
Musharaka, Hawala, Aariyya, Wadiyya, Rihn, 
etc. Unlike the Shafii view, Hanbalis hold that 
any such condition which negates the 
existence of option of acceptance, is itself 
invalid and does not nullify the contract per 
se. 

According to the Maliki view, there is no 



such thing as option of acceptance (Khiyar-al-
Majlis). There are broadly two kinds of 
options (Khiyar): option as a condition 
(Khiyar-al-Shirt) or option to reassess and 
revalue (Khiyar-al-Tarwih), and option from 
defects (Khiyar-al-Naqisa). In this way, their 
position is similar to the Hanafi view that 
there is no option of acceptance (Khiyar-al-
Majlis) once the contract is concluded. 
However, unlike the Hanafis, the Malikis 
assert that the contract would become invalid 
if the parties stipulated a condition of option 
of acceptance (Khiyar-al-Majlis). 

2. Option as Condition (Khiyar-Al-Shirt) 
These options are in the nature of conditions 
in the contract that provide a right to the 
parties to confirm or to cancel the contract 
within a stipulated time period. In essence, 
this implies that the concerned party gets 
some time period for reassessment of the 
benefits and costs involved, before giving final 
assent or ratification to the contract. There is 
a consensus among jurists that such conditions 
providing options to either or both the parties 
are Islamically valid. 

The permissibility of such options is 
inferred directly from the tradition of the holy 
Prophet asking a person (who was cheated on 
some earlier occasions) to retain an opdon for 
three days. There is also a general agreement 
on the question of grandng this right to a 
third party when, for instance, individual A 
purchases a commodity from individual B 
subject to the condition of ratificadon of the 
purchase by individual C. There is, however, 
some difference regarding the modalities of 
stipulating the condition providing the option 
to a third party. 

It is generally permissible to have 
conditions in a contract which provide options 
to either of the parties, or both, or even to a 
third party. The requirement, however, is that 
the identity of the party to possess the option 
should be clear at the time of offer and 
acceptance of the terms of contract. Such 
conditions can also be stipulated by an agent 
acting on behalf of a principal with his 
permission. 

According to the Hanafis, all such 
contracts involving exchange of countervalues 
either from one end or both, and which are 
inherently cancellable at any later date, may 
contain these options. Deposits and loans 
(Wadiya and Aariya) do not fall under these 
categories as these are not in the nature of 
exchange contracts. 

It may be noted that such contracts always 
provide the option to the depositor or lender 
to call back their deposits or loans at any dme. 
Hence, providing any further option makes 
no sense. Various financial contracts which 
may contain such options include, leasing 
(Ijara), debt transfer (Hawala), and sale (Bai) 
etc. The contracts which cannot contain such 
options include Bai-Sarf, and Bai-Salam, etc. 
The Hanbali view is also generally in 
conformity with the above. 

2.1. Maturity of Options 
There is a general agreement among all jurists 
that the options would continue for a known 
and finite time period. A contract providing a 
perpetual option or an option valid for an 
uncertain time period (for example, an option 
till company A starts generating profits) is not 
permissible. There is considerable difference 
of opinion about the maximum permissible 
time period over which the options would 
condnue. 

According to Imam Abu Hanifa and also 
Imam Shaffi, the time period during which 
the condition of option remains in force 
cannot exceed three days. However, according 
to Imam Muhammid and Imam Abu Yusuf, 
prominent jurists of the Hanafi school, such 
stipulation may continue for any length of 
time, since three days may be too short a 
period under certain circumstances for the 
parties involved to take a decision. 

According to the Malikis, the nature of the 
object of transaction would determine the 
maximum permissible time period. For 
example, the same can be as high as 36 days 
for properties. The jurists of this school have 
considered a wide range of commodities and 
accordingly, stipulated the maximum 
permissible time period. According to the 



Hanbali school the time period must be finite, 
free from any uncertainty and known to both 
parties at the time of contracting and there is 
no limit on the maximum permissible time 
period. 

2.2. Ownership and Possession During 
Option Period 
The issue of ownership and possession of the 
article of exchange during the option period 
is quite important . Another per t inent 
question relates to the liability of buyer and 
seller in case the article, which may be in the 
possession of either party, is destroyed or 
suffers a diminution in value. Again there are 
divergent views on these questions. 

The Hanbalis assert that ownership of the 
exchanged article is transferred to the buyer 
during the option period in the case of both 
kinds of options (Khiyar-al-Majlis and Khiyar-
al-Shirt), whether the option is with either the 
buyer or the seller or both. While the buyer 
becomes the owner of the article of exchange 
during the option period, the seller becomes 
owner of the countervalue (Thaman, 
equivalent to price of the article). 

The buyer holding the option is permitted 
to take possession of the article of exchange, 
but with the consent of the seller Further, if 
the buyer has possession of the article of 
exchange, it is permissible for him to put the 
same to use, though such use would result in 
cancellation of the option for the buyer The 
seller holding the option has a right to take 
possession of the Thaman during the option 
period. And when the seller has not taken 
possession of Thaman from the buyer, the 
latter is forbidden to put it to use. 

In case the article of exchange is 
destroyed, or suffers a diminution in value 
during the option period, then the liability of 
the buyer and seller would depend on 
whether or not the article is weighed or 
measured at the time of exchange. In the case 
of an article of weight or measurement, the 
party in possession of the article would 
compensate for the loss. In the case the 
exchange does not involve any weight or 
measurement, the buyer would be liable for 

the loss if he had taken possession of the 
article. He would be liable even when the 
seller was in possession, but at the same time, 
the seller had not explicitly refused to switch 
possession of the article. In the event of 
refusal, however, the seller is liable. This 
implies that change of ownership should be 
accompanied by transfer of possession in 
favour of the buyer 

As long as there are no constraints on 
transfer of possession, and the same is not 
effected, the article would remain with the 
seller in trust (Amanah). And there is no 
compensation in trust (Amanah) unless the 
loss is due to deliberate negligence and 
destruction. And when the buyer causes the 
destruction or diminution in value, any option 
with him would automatically be cancelled 
and he would be liable for the value of the 
article (not the contracted price). 

The Shafiis have different views on the 
issue of ownership of the article during the 
option period. If the seller holds the option, 
its ownership continues. If the buyer retains 
the option, then the ownership is transferred 
in favour of the buyer. And if both have the 
option then the ownership remains suspended 
during the option period. 

Subsequently when the contract is ratified 
the article would be assumed to remain in the 
ownership of the buyer since the time of 
contracting. And if the same is annulled then 
it would be as if the ownership had always 
been with the seller. The benefits flowing from 
ownership (for instance, dividends, warrants 
or other possible benefits for a stockholder) 
would accordingly accrue to the buyer or 
seller as the case might be. 

The Shafiis are of the view that when one 
party is allowed possession of either the article 
of exchange or the thaman, the other party is 
allowed possession of the countervalue. When 
the seller holds the option, the article of 
exchange remains in his ownership. Hence, 
the buyer cannot demand possession of the 
same. At the same time, the buyer owns the 
thaman and hence, the seller cannot demand 
the thaman from him during the option 
period. When the buyer holds the option, the 



article of exchange is in his ownership. Hence, 
he can demand possession of the same from 
the seller. In such a case, the seller too is the 
owner of the thaman and hence, can demand 
the same from the buyer. 

It is possible that the article of exchange 
may be destroyed during the option period 
owing to some unforeseen or uncontrollable 
factors. If this happens before the transfer of 
possession by the seller then the contract will 
be annulled irrespective of whether the option 
is with the buyer or seller or both. If the 
destruction occurs after the buyer takes 
possession, then the contract will be annulled 
in case the seller holds the option without any 
liability for the buyer. The thaman is returned 
to the buyer. However, when the option is with 
the buyer or both, then the option remains in 
force. Subsequently, if the contract is ratified, 
then the buyer is liable for the thaman. And if 
the contract is annulled then the buyer is 
liable for the value of the article only. 

The Hanafi view on this issue can be 
discussed under three possible scenarios: 
when the seller holds the option; when the 
buyer holds the option; and when both the 
buyer and seller hold the option. 

When the seller holds the option, the 
consensus view is that the ownership of the 
article of exchange continues with him. There 
is also a consensus on the view that in this 
case, the buyer ceases to be the owner of the 
countervalue or thaman. However, there is a 
difference of opinion on whether the 
ownership of the thaman shifts to the seller or 
not. 

Under the circumstances, the liability of 
buyer or seller in case of loss or diminution in 
value of the article during the option period 
would depend on whether the buyer had 
taken possession of the article or not. In the 
case of the former, then the buyer would be 
liable for the value of the article as on the date 
of possession (not the date of destruction or 
loss). The liability of the buyer would be the 
same irrespective of whether the contract were 
subsequently ratified or annulled by the seller 
holding the option. 

In fact, with the seller having the option. 

and the article in the possession of the buyer, 
if the seller exercises the option and cancels 
the contract within the option period, then 
the buyer has to pay the value of the article 
irrespective of whether the same is in proper 
condition or ceases to exist. 

If any defect is observed in the article 
while in possession of the seller, then its value 
would be accordingly adjusted downwards and 
the option of the seller would not be affected, 
provided the same were not due to his 
negligence. And under these conditions, the 
buyer would get an option, either to take 
delivery of the article in exchange of the 
contracted price or cancel the contract. 

However, if the defect occurs due to the 
action of the seller, then he is held responsible 
for the diminution in value and the contracted 
price would be adjusted downwards by the 
amount of the loss. And if the article is 
completely destroyed in the hands of the 
seller holding the option, then the contract is 
cancelled without any liability for either the 
seller or the buyer. 

When the buyer or any third person holds 
the option, the consensus view is that the 
ownership of the countervalue or thaman 
continues to remain with the buyer. There is 
also a consensus on the view that in this case, 
the seller ceases to be the owner of the article 
of exchange. However, there is a difference of 
opinion on whether the ownership of the 
article shifts to the buyer or not. 

Imam Abu Hanifa asserts that if the buyer 
becomes the owner of the article, this implies 
ownership of both the countervalues in the 
exchange, which is inequitable and unjust. 
(The other proponents of this school, Imam 
Abu Yusuf and Imam Muhammad are, 
however, not very comfortable with the 
possibility that the article will remain without 
any owner during the option period.) 

Imam Abu Hanifa opines that even if the 
buyer does not become the owner of the 
article, he will be held responsible for the 
same in the event of taking possession of it. 
And if the article is destroyed in his 
possession, he will be liable for payment of the 
contracted price (thaman). (This is in contrast 



to the case of the seller holding the option, 
where the buyer is liable to pay value only.) 

There are, however, qualifiers to the 
above. If the cause of destruction of value is 
such that this would have forced the seller 
(holding the option) to cancel the contract 
(such as natural destruction of the article 
during the option period) then, under these 
conditions, the buyer is liable for the value 
and not the contracted price. 

There is a further divergence of views 
under the following conditions. If the defect is 
caused by the seller's actions with the buyer 
having the option, then according to Imam 
Muhammad, such option continues with the 
buyer who has now two alternatives - either to 
ratify the contract subject to compensation of 
loss by the seller; or to cancel the contract. 
According to Imam Abu Hanifa and Abu 
Yusuf, the contract would be deemed 
confirmed (option with buyer would expire) 
and the buyer would be required to pay the 
diminished value for the defective article to 
the seller. 

The third possibility is that both the buyer 
and seller hold options. In such a case, there 
would be no change in the ownership of the 
countervalues. If either of them cancels the 
contract within the option period, then the 
contract ceases to be in existence. And if 
either of them ratifies, then his option ceases 
while the other party continues to have the 
option. If neither party ratifies or cancels 
within the option period, then the contract 
automatically comes into force. And if either 
party ratifies while the other party cancels 
then the contract remains in force only during 
the time interval between ratification and 
cancellation, irrespective of which occurs 
earlier. And if the article is destroyed before 
the buyer taking possession, then the contract 
stands annulled. Similarly, if the countervalue 
(thaman) is destroyed before the seller taking 
possession of the same then the contract 
stands annulled. 

As far as benefits flowing from possession 
are concerned, these remain in a state of 
suspension during the option period. If the 
contract is subsequently ratified, they accrue 

to the buyer and if cancelled, accrue to the 
seller. 

The Hanafis assert that in an exchange 
with options, the seller is permit ted to 
demand payment of the thaman only after 
expiry of the option period. Similarly the 
buyer is not permitted to demand possession 
of the article of exchange during the option 
period. However, if the buyer delivers the 
thaman, then the seller is forced to shift 
possession of the article of exchange, and 
when the seller holds the option he has a right 
to refuse transfer, but then he must return the 
thaman. When the seller takes possession of 
the thaman or the buyer takes possession of 
the article of exchange, neither is permitted to 
put these to use. However, when the seller 
puts the article to use or the buyer puts the 
thaman to use before possession of these by 
the counterparty, then they are permitted to 
do so, though the contract stands cancelled. 

Further, the holder of the option may 
annul the sale with the knowledge of the 
counterparty or confirm it without his 
knowledge. Annulment without informing the 
counterparty is not permissible according to 
Imam Abu Hanifa and Imam Muhammed. 
Imam Shafii and Imam Abu Yusuf, however, 
do not see informing the counterparty as a 
requirement for annulment. Confirmation, 
however, may not require informing the 
counterparty. The criterion here is whether 
keeping the counterparty uninformed would 
result in any loss for him. 

The Malikis assert that the ownership of 
the article of exchange does not shift during 
the option period, irrespective of who holds 
the option. The confirmation of the contract 
transfers the ownership to the buyer. When 
the seller holds the option, and the buyer 
takes possession of the article and 
subsequently claims loss of the same, the 
compensation to be borne by the parties is 
largely decided by a legal process that would 
examine the veracity of the claims. 

If the buyer is able to substantiate its 
claim, then the loss borne by the seller. 
Otherwise it would have to compensate for the 
loss. And there are further details on how to 



determine the quantum of compensation. 
When the buyer holds the option and 

claims loss of the article in his possession, then 
he is entitled to the thaman, and when both 
the seller and the buyer hold the option, it is 
treated in a manner similar to the seller 
holding the option. When the article is in the 
possession of the seller and he claims loss of 
the same, then he is responsible for giving 
back the thaman to the buyer As far as the 
benefits flowing from the article of exchange 
during the option period are concerned, they 
accrue to the seller if they can be separated 
from the article of exchange. Or else, they 
accrue to the buyer 

According to the Malikis, the seller has no 
right to demand the thaman from the seller 
during the option period. And if the seller 
specifies a condition of spot payment of the 
thaman by the buyer, then the contract 
becomes invalid. This is because, if the 
contract is subsequently annulled, then the 
thaman delivered by the buyer would amount 
to a kind of lending, which is forbidden. 

However, if the buyer voluntarily pays the 
thaman, and this is not in the nature of a 
condition to the exchange, then it is 
permissible. As far as taking possession of the 
article of exchange is concerned, this is 
permissible for the buyer And the seller 
cannot be forced to transfer possession except 
when the buyer specifies an explicit condition 
in the contract to that effect. 

3. Option of Determination (Khiyar-al-
Tayeen) 
This implies a right that a buyer of multiple 
homogeneous articles may hold to stipulate a 
time period before making a choice of one of 
these. This is a case of option under 
uncertainty about the subject of exchange. 

According to the Hanafis, such an option 
is permissible if it involves a choice out of not 
more than three articles. The maximum 
option period according to Imam Abu Hanifa 
is three days. Imam Abu Yusuf and Imam 
Muhammad do not accept an upper limit on 
the option period, as discussed earlier. The 
Shafiis do not find such an option permissible 

because of uncertainty about the subject of 
sale. The limited flexibility provided by the 
Hanafi scholars is on grounds of necessity 
(darura). It may be noted that only one of the 
articles taken into possession by the buyer is 
the subject of sale, the other two would be 
deemed as deposits (amanah) and would be 
governed by the law of deposits. 

4. Option of Inspection (Khiyar-al-Ruyat) 
This refers to the right of a buyer of an unseen 
commodity to reject the same on inspection. 
This option is justified by the Hanafi scholars 
on the basis of a saying of the Holy Prophet, 
"Whosoever purchases a thing without seeing 
it, has the liberty of rejection after sight of it". 

The Shafiis, however, do not find it 
permissible on the grounds of uncertainty 
about the subject of sale. The liberal position 
of the Hanafi scholars is also due to a belief 
that the uncertainty is not a source of 
potential conflict between the parties. Such 
options are relevant in contracts, such as 
Istisna, or Bai-Ghaib. 

5. Option from Defect (Khiyar-al-Ayb) 
It refers to the right of a buyer on discoveiy 
after taking possession of the article, of a 
defect in the purchased article which existed 
at the time of the sale. The buyer has the 
option of either retaining the article on 
payment of the full contracted price (thaman), 
or of cancelling the contract. The buyer does 
not, however, have the right to retain the 
article and exact compensation from the seller 
owing to the defect. 

Compensation can be demanded only 
when the defect is discovered subsequent to 
any alteration in the article so that the same is 
not returnable in its original condition to the 
seller Further, anything that causes a decrease 
in the value and consequently in the market 
price, is deemed to be a defect and the mode 
of ascertaining the existence of a defect is by 
consulting with the valuation experts. 

Cases in Financial Contracting with Islamic 
Options 
From the above discussion it is clear that the 



primary considerations underlying the 
prescriptions of various jurists are: benefit of 
both the parties to the contract and avoidance 
of any potential conflict or litigation between 
them. One may also discern a distinct 
possibility of designing innovative financial 
instruments by adding option-related features 
to a contract within the framework of options 
as conditions (Khiyar al-Shirt). It follows from 
the analysis of this framework that a majority 
of jurists find an option period of more than 
three days to be permissible. Further, under 
certain conditions, sett lement of the 
transaction at a value different from the 
contracted price is also permissible. This 
opens up the possibility of designing contracts 
aimed at managing price risk. 

Though the potential for use of Islamic 
options is vastly untapped, a few Islamic 
financial contracts have options as features. 
These vary in the degree of complexity. For 
instance, a current account deposit, similar to 
Wadiya, with an Islamic bank has an inherent 
option for depositors to withdraw their 
deposits at any time. Option may be in the 
nature of a condition in the contract whereby 
a depositor in the investment account of an 
Islamic financial institution which operates as 
a Mudaraba may be provided a right to 
withdraw or break-off the contract at any time 
or after a certain time period. 

Options may be more complex, as in the 
case of a recent sale of stocks by the Dar A1 
Maal A1 Islamic Group. The purchaser of 
stocks of A1 Faysal Investment Bank Limited 
(AFIBL) holds an option under which it can 
sell the stocks back to a DMI subsidiary at a 
specified price at the end of a stipulated time 
period (end of the year 1998). The option 
would be cancelled if the stocks purchased 
appreciates by more than twenty per cent for 
twenty-one consecutive days during the last 
two years prior to the expiry of the option. 

Another interesting case is that of Istijrar, 
a new financial contract introduced by the 
Muslim Commercial Bank, Pakistan, which is 
currently being used for commodity 
financing. The contract has embedded 
options for both the buyer and seller which 

are activated if the market price pierces an 
upper or lower bound respectively, during the 
financing period. The option provides a right 
to a party to fix the sale price at a 
predetermined level. If the options are not 
activated or are not exercised, then the price is 
settled at the average of the market prices 
prevailing during the financing period. Both 
the firm and the bank agree on a public 
undisputed source of price information and 
also a sampling interval for observing prices. 
The average price is calculated from these 
observations. 

Bai Istijrar in its basic form implies a 
contract in which the price is paid by the 
buyer at the time of contracting, while the 
delivery of the commodity by the seller takes 
place in stages over a period of time. Since the 
purchase of raw materials and other 
intermediate goods needed for 
manufacturing, or of the commodities needed 
for trading, is a continuous process, the 
Istijrar contract may be suitable for financing 
such working capital requirements of a client-
firm by an Islamic bank. 

The bank may enter into a contract with 
the client for delivering the commodities. 
However, the requirement of spot payment of 
price by the buyer (in need of financing) may 
be problematic and make the contract devoid 
of any practical utility. Another problem 
relates to price volatility. Price increases 
subsequent to the time of contracting would 
adversely affect the seller. Similarly, price 
decreases subsequent to the time of contract 
would not be in the interest of the buyer. 

Another alternative for the bank is to 
finance the same transaction unde r 
Murabaha, that is, charge a predetermined 
profit above the purchase price and sell it at 
the cost-plus price on a deferred payments 
basis. Since the payment to be made to the 
bank is known with certainty, there is 
obviously no element of Gharar. This 
arrangement reduces price risk to zero and 
minimises overall risk for the bank, that can 
be reasonably certain about the return on its 
investment. However, this alternative may not 
be very practical for working capital financing. 



which may be of a repetitive and continuous 
nature and comes very close to Riba-based 
financing. 

In the modified Istijrar contract, both the 
problems are taken care of in the following 
way. When options are put as conditions in the 
contract, the financing period is equated with 
the option period, since the contract would 
now be settled at the end of an option period 
with payment of the price (thaman) or value, 
as the case may be, by the buyer. 

Further, price is taken to be the average of 
market prices prevailing during the financing 
period, the source of information on prices 
being undisputed and commonly agreed 
upon. When delivery of the goods occurs in 
stages, such pricing is quite realistic. A 
possible argument against such an 
arrangement may, however, be on the ground 
that the bank or seller is exposed to too much 
risk. 

The risk in this case is price risk. Islamic 
law provides for stipulation of the price at 
which the deal is executed in the contract. 
Absence of a known price in the contract 
would apparently involve Gharar, or 
uncertainty. The amount of risk associated 
with Istijrar is not as high as it appears 
initially. Istijrar provides for a process of 
averaging of prices prevailing during the 
financing period which would reduce this 
uncertainty to a considerable extent. The 
element of uncertainty is further reduced by 
the options that are activated when market 
prices become too volatile and cross the price 
band from either side. When the options are 
exercised (to close or rescind the contract), the 
outcome is similar to that under Murabaha, 
that is, the sale price is fixed at a known and 
predetermined level which allows for a 
predetermined normal profit to the seller 
(reflecting value in an otherwise volatile 
market). 

Conclusion 
Islamic scholars and economists are involved 
in a continuous process of designing and 
developing new financial instruments and 
finding innovative solutions to financial 

problems within the Islamic framework. 
Islamic financial products must be free from 
Riba, Gharar, and Jahl . Unfortunately, 
however, these are present in most of the 
traditional financial engineering products, 
such as the conventional options or products 
with embedded options. 

These products are often justified in terms 
of the need to hedge or manage risk. A 
problem that confronts every participant in 
various markets, such as the commodity, 
securities and currency markets, relates to 
management of risk arising out of volatility in 
prices. While this need might have led to the 
development of various hedging tools that 
involve the use of options, and other 
derivative contracts, most of them can be, and 
are, actually being used for speculation. 

The need to reduce risk also exists for an 
Islamic organisation or individual 
participating in the markets ( though an 
Islamic participant may not seek to reduce 
risk to zero). And while risk reduction is very 
much in conformity with Islamic rationality, 
the conventional solutions are not Islamically 
permissible. 

An analysis of the framework of options 
(Al-Khiyar) in Islamic jurisprudence reveals 
exciting possibilities. While the primary 
considerations underlying the prescriptions of 
various jurists are to benefit both the parties to 
the contract and avoid any potential conflict 
or litigation between them, one may discern a 
distinct possibility of designing innovative 
financial instruments by adding option-
related features to a contract within the 
framework of options as conditions (Khiyar-al-
Shirt). 

It follows from the analysis of this 
framework that a majority of jurists find an 
option period of more than three days to be 
permissible. Further, unde r certain 
conditions, settlement of the transaction at a 
value different from the contracted price is 
also permissible. This opens up the possibility 
of designing contracts aimed at managing 
price risk. Options can actually reduce Gharar 
or uncertainty to acceptable limits and thereby 
make the contract Islamically acceptable. 



Though the potential for use of Islamic 
options is vastly untapped, some innovative 
Islamic contracts have appeared on the scene. 
Istijrar, which is now being used for 
commodity financing, is one such Islamic tool 
for managing the price risk of commodities. 
Under this arrangement, risk arising from 
moderate price movements within the 
barriers remains with the parties to the 
contract (though it is further reduced by the 
process of averaging). Both the parties have a 
hedged position relating to price movements 
beyond the barriers. T h e contract thus 
provides a variety of risk management 
possibilities. The challenge before the Islamic 
financial researcher is to explore additional 
uses of this contract, as also to design new 
innovative contracts incorporating options 
that conform to Islamic norms. 



Security in Islamic Banking 

J E R E M Y M A R T I N 

T h e development of an Islamic system of 
banking based on Islamic theology, which 
prohibits dealings in interest according to the 
Qur 'an, has created problems in terms of how 
the Islamic banks are to protect their 
investments. In order to avoid the prohibition 
on interest, specific forms of financial 
arrangements exist and the nature of the 
security depends u p o n the type of 
transactions involved. 

Islamic banks are in many ways at a 
disadvantage compared to conventional banks 
because, in addition to the currency risks, 
country risks, political risks and counter-party 
risks, there are additional documentation and 
structural risks. Approval of the Sharia 
Committee, and/or the Religious Advisory 
Board, can cause delay and restriction, and 
commercial businesses dislike delays. 

When talking security, the Islamic 
financier or appointed agent is often in a 
much stronger position than a conventional 
banker in that he is either an owner or a lessor 
of goods. If a bank owns the asset, then the 
claims of other creditors are likely to become 
less significant. 

T h e three main types of transactions are 
the Mudaraba, the Musharaka and the 
Murabaha. 

Mudaraba 
This transaction is a partnership in which the 
capital is provided by one party (the investor). 

and the energy and labour is provided by 
another party (the entrepreneur), with the 
bank or financial institution bringing the 
other two parties together. 

This contract states that the investor will 
bear the whole of any loss up to the amount of 
capital paid in by him provided that the loss is 
not incurred due to the negligence, 
fraudulent behaviour or bad management of 
the entrepreneur. 

The entrepreneur has a free hand to 
manage the business and does not have to 
give a pledge to the bank or to the investor 
and this, contract involves no form of security. 
One or two banks do take securities against 
negligence. 

Musharaka 
This contract is a partnership between two or 
more persons pooling their financial resources 
in order to under take a commercial 
transaction. It is worth noting that f rom the 
Islamic point of view, no security can be 
requested from the entrepreneur for such 
partnerships because, according to Islamic 
law, capital and enterprise form a single factor 
of production in an arrangement of profit-
and-loss-sharing. 

However, in practice, most Islamic banks 
request security against the risk of negligence or 
wil&l misconduct of the customer or his non-
compliance with the terms of the partnership 
r n n f r ^ i r t 



This security is likely to take the form of 
either a security deposit to be held in an 
investment account with the institution, or 
other securities, such as the mortgage of land, 
assets, or project equipment. This provision 
for security is the major difference between 
the two contracts of Musharaka and 
Mudaraba. 

The lending institution is expected to 
impose controls on withdrawals and deposits 
to the secured account. The capital is likely to 
be paid in at once and not by instalments as 
happens with Mudaraba contracts. In 
Musharaka, no one can take a profit without 
sharing the risk, so that even if there is a 
clause which says that all the loss should be 
borne by one party, that is contrary to Islamic 
jurisprudence. 

Nevertheless the entrepreneur may bear 
all the loss if he is guilty of wilful misconduct 
or fraud. The bank as a partner in the 
Musharaka is part owner of the goods. The 
bank may sell its share in accordance with the 
contract but must give first right of purchase 
to the customer. 

The inadequacy of collateral provided to 
the bank means that Mudaraba and 
Musharaka are not of great attraction to 
lending institutions. Dr Omar Marashdeh, in 
an article entitled "Intellectual Capital: The 
Way Ahead" (in New Horizon, 1995), suggests 
that intellectual capital is the ult imate 
collateral, which can be a problem, but he 
suggests that this is an area which is ideally 
suited to the Mudaraba modes of financing. 

He believes that the financing value of 
intangible knowledge is less susceptible to 
changes in the economic cycle as compared to 
tangible assets, such as real estate. 

Bankers, like most organisations, are in 
business to make a profit and this argument 
from Dr Marashdeh is too nebulous to be 
obviously attractive. Again, Musharaka may 
well not amount to more than 10% of the 
business of an Islamic bank, so it is wise to 
concentrate on the most important and widely 
used form of Islamic banking contract, namely 
the Murabaha. 

Murabaha 
This transaction is essentially a contract to 
resell at cost, plus an agreed profit margin. 
From the point of view of a bank, Murabaha is 
the most successful way to finance domestic 
transactions under the Islamic banking system 
and equates to a loan or an overdraft for 
conventional banks. It is ideal where the 
customer does not have the money to buy the 
goods in the first instance. 

Theologically, there are those who dislike 
Murabaha on the basis that it is very close to 
interest. It is however regarded as widely 
acceptable because the "profit" is open and 
known to both parties from the outset. The 
concept of the profit being open and known is 
important and it is not just the profit. It is 
right to stress the question of disclosure, which 
is essential in Islamic transactions. 

In the Western world, we are all conscious 
of Credit Ratings, Moody's Index and Triple A 
ratings. Such indices are not so widely 
available in many areas where Islamic banking 
is prevalent, and this fact makes the question 
of disclosure all the more important. 

Full disclosure is required from the 
en t repreneur about his background, his 
financial strength, his business acumen and 
his track record. Disclosure is required from 
the bank about its profit margin management, 
security requirements and enforcing its 
security. Based on such disclosure, both 
parties evaluate the risk and the amount of 
profit required. 

The security can of course be first class 
from the bank's point of view in that the bank 
will own the goods and when the goods are 
paid for, the money will come direct, to the 
bank. An owner or lessor of the goods has 
much better security than a conventional bank 
because his security is less likely to be 
compromised by claims from other lenders. 

With a specific deal, the Islamic lender can 
pin-point the cash attributable to that 
particular deal. The amount of profit the bank 
will require depends not only on the amount 
of risk but also the time spread between the 
advance and the repayment of the funds. 

When the bank and the customer enter into 



the Mudaraba contract, the bank must be 
capable of delivering the goods to the customer. 
This means that the bank should acquire the title 
fi-om the supplier before contracting with its 
customer. The customer may pay in cash or in 
instalments. If the latter, then the "profit" will be 
higher Normally, the customer provides the 
bank with the specifications and quantity of the 
goods to be purchased. The customer promises 
to provide a guarantee at the time of the signing 
of the written agreement. 

An Islamic bank will take security, and 
especially so from customers without a track 
record or when the customer wants to delay 
payment. Fatwa number 263 of Kuwait 
Finance House specifies that a guarantee 
should not be obtained until the Murabaha 
sale contract is signed between the bank as a 
seller and the customer as a buyer. 

In practice this is likely to be done 
simultaneously. This procedure does not 
offend Sharia law and provides security for the 
bank. Money paid by the bank in fact belongs 
to its own investors, who have deposited funds 
with the bank for investment. The bank 
therefore has an obligation to protect 
investors' funds from losses. It is to provide 
protection for its own customers that the bank 
can be said to take the guarantee. Banks are 
permitted Islamically to take one or more of 
the following forms of security. 

Most of these can be used for leasing as 
well as standard Murabaha contracts. 

1 Personal guarantee. 
2 Real Estate owned by the customer or 

others on mortgage. 
3 Assignment of funds relating to supply 

contracts. 
4 Physical goods other than the subject of 

the sale. The minefield started by the 
Romalpa case and Romalpa clauses which 
have kept UK lawyers so busy since the 
decision in 1976 has not yet, as far as I 
know, excited the jurists in Islamic law. 

5 A reserve of an amount of money from the 
current or investment account of the 
customer. 

6 A bank guarantee from another bank. 

7 Cheques for the instalments equal in value 
to the remainder of the sale price after 
deducting any advance. 

8 Insurance of the subject matter of the 
Murabaha against all risks for the benefit 
of the bank until full payment has been 
made. Strictly the bank covers the risk by 
insuring the goods itself; in practice the 
customer pays for the insurance and 
meets all ancillary costs. 

9 Some banks request the customer to 
pledge goods to the bank, especially if 
they are machines, cars or other durable 
equipment. Because of the other types of 
security open to an Islamic bank, pledges 
can be "a security of last resort". They are, 
however, traditional and still useful. We all 
have experience of the various types of 
security outlined above but pledges is a 
substantial subject in itself, so much so 
that some of the specific rules involving a 
pledge are outlined below. 

Pledges 
The Qur'an supports the idea of furnishing a 
pledge against a debt. Pledge, or Rihn, is to 
give property as security in respect of a right 
claim, the payment for which may be taken 
from the value of the property. The main laws 
relating to pledges are: 

1 The pledge becomes a concluded contract 
by offer and acceptance. The contract 
becomes irrevocable after the pledge is 
received by the pledgee. The pledgee can 
annul the contract at any time. 

2 One pledge may be exchanged for 
another. 

3 When something is pledged to secure a 
debt, an increase of the debt to be secured 
by that pledge is lawful. 

4 Something that can be sold can also be 
pledged. It should be existent at the time 
of the contract, must be definable by price 
and be capable of delivery. When Oscar 
Wilde arrived at New York airport, and 
said he had nothing to declare but his 
genius, this genius would not have been 
pledgable. 



5 Two different creditors may take a 
common pledge from a single debtor. This 
pledge will secure the whole of the two 
debts. 

6 A consequence of making a pledge is that 
the pledgee has a right to possession until 
the payment of the debt. And if the 
pledgor dies, he can take full payment of 
the debt from the pledge. On the death of 
a pledgor, his inheritors, if they are of age, 
stand in his place, and it becomes 
necessary for them to free the thing 
pledged by paying the debt from the 
estate of the deceased person. 

7 Acceptance of the pledge is no 
impediment to the demand for repayment 
of the debt by the creditor. 

8 If the pledgor has destroyed or damaged 
the thing pledged, he must pay 
compensation. If the pledgee has 
destroyed or damaged it, the amount of its 
value is struck off the debt. 

9 If the pledgor purports to sell the pledge 
without the leave of the pledgee, the sale 
does not become effective and the right of 
the pledgee to possession is not destroyed. 
Once the debt is paid, the sale becomes 
effective. 

10 If the time for paying the debt has arrived 
and the pledgor refuses to make payment, 
the pledgee may approach the court to 
compel the pledgor to sell the thing 
pledged in order to pay the debt. The 
court may sell the pledge to pay the debt. 

Note the difference between death and failure 
to repay. My understanding is that a clause 
may be inserted authorising the pledgee to 
sell in the event of default of repayment. 

There are other detailed rules applicable 
to this subject of which the practitioner should 
be aware. 

An example of the provision of security in 
a contract of Murabaha sale can be found in 
Articles 7 and 12 of the Dubai Islamic Bank 
Standard Contract. Article 7 provides that the 
bank may require guarantees of payment 
either in the form of certified cheques or bank 
guarantees and secure the repayment of debt. 

There is a problem inevitably with delay in 
payment. Unlike a conventional bank an 
Islamic bank will not charge interest. Delays 
can therefore be a very serious problem and 
can present difficulties which should not be 
underest imated. Interest mounts up thus 
giving an incentive on the debtor to pay. The 
security offered to an Islamic lender often 
depreciates. The lender can, however, claim 
compensation for "harm or injury". (A1 Ashker 
V Islamic Business Enterprise). Article 42(1) of 
the Civil Code of the UAE supports this. 

Old texts supporting this idea of charity 
imply that banks should not force payment 
out of a man in financial difficulties. If the 
bank has taken security along the lines 
mentioned above, the problem should not 
arise. Modern trends seem to be taking the 
compensation route - see UAE Civil Code. 

The Qatar Islamic Bank is known to be 
inclined to favour an arbitration procedure 
before a panel of three arbitrators. This panel 
has been known to award compensation on 
the average rate of return achieved by the 
bank. Evidence suggests that Islamic banks 
pursue borrowers less often than is the norm 
with conventional banks. 

One of the reasons why small traders will 
use an Islamic bank ra ther than a 
conventional bank is that an Islamic bank 
takes the responsibility for the goods until 
they are delivered to the customer. A 
conventional bank does not. The Islamic bank 
loses one valuable tool of security but it gains 
in that it owns the goods. At least one Islamic 
Property Fund with which I have been 
connected has given and received security that 
has satisfied it and conventional UK bankers. 

This fund has been approved throughout 
by its Sharia Committee and has three points 
in its favour. First it is leveraged, thus enabling 
investors to purchase a wider spread of UK 
properties. Secondly, it is an example of co-
operation between an Islamic institution and 
conventional Western banks and, thirdly, the 
UK borrowing sets up a UK interest charge 
which is extremely efficient for UK tax 
purposes. 

Traditional Islamic writings concentrate 



on the elimination of injustice and 
exploitation in financial dealings to bring 
about the equitable distribution of wealth and 
to encourage entrepreneurs and mutual co-
operation - to support the individual against 
the institution, the borrower against the 
lender. 

Modern trends (as shown by the UAE laws 
quoted above) indicate that the pendulum 
may be moving in favour of the banks by 
giving greater significance to compensation 
for "harm or injury". That argument works 
just as powerfully for the bank as for the 
borrower. 

Islamic banking is encouraged by the 
Islamic revival. What is sometimes branded by 
the media as Islamic fundamentalism is better 
regarded simply as an Islamic revival. In 
certain cases it may not help the tourism 
industry of some countries. This revival in 
countries such as Pakistan, Iran and more 
recently Egypt, Libya and Algeria have all 
increased the importance of Islamic banking. 
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Reflections on Islamic Banking - Part I 

MUAZZAM A L I 

This is a brief assessment of the strengths, 
weaknesses and oppor tuni t ies of Islamic 
banking and some of the possible pitfalls that 
Islamic banks should avoid. 

But before that I will touch on the salient 
features of the concept of Islamic banking and 
its present operations. 

Concept 
Islamic banking is not an end in itself It is a 
means to an end. Islamic banking is an 
instrument for the implementation of the 
Islamic economic order. 

The main features of the Islamic economic 
order are: 

1. To strive to build a society based on social 
justice, equity, moderat ion and balanced 
relationships. It is a system embodying 
eternal values, safeguarding the rights of 
men and women and constantly 
reminding them of their obligadons to 
themselves and society. 

It forbids all forms of exploitadon and 
honours labour. It encourages men and 
women to earn their living by honest 
means, and to spend their earnings in a 
rational way. 

All activities must conform to the 
Sharia (Islamic Law). Dealings in interest, 
gambling, pornography, alcohol and 
drugs etc., are forbidden. Forbidden also 
are deals that Islam considers abhorrent. 

All resources available to h u m a n 
beings must always be put to opt imum 
use, and no one has the right to hoard 
them or to keep them idle, or to squander 
them, or use them for wanton display, be 
it the individual, the community, or the 
state. 

Development is an essential 
requi rement and part icipat ion in 
economic activity is obligatory for 
everyone. Members of the society must 
work hard and always seek to produce 
more, so as to be able to participate in the 
process of Zakat and to contribute to the 
welfare of others. 

The general impression - that the 
removal of the element of interest from 
banking is enough to render a bank 
Islamic - is only partially true, as Islamic 
banking is much more than interest-free 
banking. 

Just as a Muslim has to affirm in 
totality his faith in La illaha, illallah, 
M o h a m m a d u r Rasul-Allah, an Islamic 
banker has to implement all the salient 
features of the Islamic economic order. 

Present Operation of Islamic Banking 
Islamic banking re-emerged on the world 
scene over two decades ago after remaining 
dormant for centuries. 

When the concept of Islamic banking with 
its ethical values was reintroduced after this 



interregnum, financial circles the world over 
treated it as a Utopian dream. Having lived for 
centuries under the value-neutral capitalist 
economy, they asked what ethics had to do 
with finance. However, attitudes are changing 
and in the last few years Islamic banking has 
succeeded in achieving general acceptance. 

Today, more than one hundred and fifty 
Islamic financial institutions are operating 
world-wide, with thousands of employees. 

They are managing funds to the tune of 
billions of dollars. Their clientele is not 
confined to Muslim countries but is spread all 
over Europe, in the United States and in many 
far-off lands. Islamic banking continues to 
grow at a rapid pace. Because of its value-
orientated system, it draws finances both from 
Muslims and non-Muslims alike. 

The surge of interest in Islamically 
acceptable financial instruments has also 
encouraged conventional banks - including 
those in the West - to have an active 
participation in the Islamic banking system. 

So much for the history of Islamic 
banking. Now let us consider something much 
more important - the building blocks that 
must be developed to maintain the 
momentum of sustainable growth for the 
Islamic financial market. 

If we were to perform a standard business 
review, known as a SWOT analysis (Strengths, 
Weaknesses, Opportunities, Threats) on the 
Islamic financial market, what would we find? 

Strengths 
(a) The devotion of its clients to the moral 

correctness of our banking system. 
People who are banking with Islamic 

financial organisations have a 
commitment to the ideals and philosophy 
of Islamic banking and have made a 
covenant to abide by the Islamic concept. 
They have thus a committed clientele, 
which may not always be the case as far as 
clients in Western banks are concerned, 
for whom commitment may be only 
towards gaining higher profits. 

(b) T h e sheer breadth of geographical 
locations. 

Islamic banks are spread over the 
world and are not confined to any one 
region or countiy, thus giving them an 
international network to draw upon for 
their operations. 

The development of proper banks run 
on Islamic principles, offering steady 
long-term solutions to their customers, 
would find acceptance in the pr ime 
market of Muslims but would also create a 
second market within the general 
population. 

Weaknesses 
1. Lack of Auditing and Accounting 
Standards 
We still have to evolve adequate accounting 
and auditing standards to rival the Western 
GAAP (General Accepted Accounting 
Standards), and to facilitate the analysis of our 
own financial difficulties. 

A sound accounting system plays an 
important role in the management of a 
business enterprise. The prevailing 
accounting system has developed over 
centuries within the socio-economic 
framework of the capitalist system. As such, its 
concepts, values, rules and procedures are 
defined by the characteristics of the capitalist 
system. 

The Islamic socio-economic system is 
fundamentally different and necessitates the 
creation of an accounting system geared to the 
requirements of the Sharia. In this 
connection, some elements of the prevailing 
accounting systems for the conventional banks 
may be adopted by Islamic banks as long as 
they do not go against the requirements of the 
Sharia. Such elements must be scrutinised 
carefully before they are adopted. 

The creation of an accounting system and 
auditing standards for Islamic banks is a 
major under tak ing and would be best 
achieved by a central organisation. In this 
connection, the Bahrain-based Accounting 
and Auditing Organisation for Islamic 
Financial Institutions (AAOIFI) has been 
doing commendable work for more than a 
decade with very meagre resources. 



It is hoped that the big Islamic banking 
groups will come forward and provide them 
with the needed resources so that they can 
implement their programmes expeditiously. 

2. Education and Training 
An area which merits considerably greater 
attention than it has received so far is that of 
manpower training and education. 

There is no denying that in any 
organisation, the human factor is by far the 
most important. You can have a well-designed 
system, well defined procedures and rules, 
good documentat ion and the latest 
technology; but without adequately educated 
and trained manpower you cannot expect to 
achieve much. To give an example, a novice 
cannot be expected to produce good music 
even with the best instrument. 

The independence of Muslim countries 
following the Second World War was marked 
by a resurgence of Islam. A logical outcome of 
this was, among other things, a strong desire 
among the Muslim masses for the 
introduction of Islamic financial 
organisations. 

The implementation of this was not easy, 
as there was little knowledge or past 
experience of Islamic banking to draw upon. 
Nonetheless, the challenge was taken up by 
some Islamic scholars and professionals 
running conventional banks. They did a 
commendable job and set the ball rolling. 

However, the establishment of an 
increasing number of Islamic financial 
institutions and the need to develop Islamic 
banking to meet the needs of modern markets 
created an acute shortage of adequately 
educated and trained manpower. This 
shortage is growing and proving to be an 
obstacle in the expansion and development of 
Islamic banking. 

Although a few organisations have set up 
training institutions, much more needs to be 
done. Recognising the future needs, the 
London-based Institute of Islamic Banking 
and Insurance, three years ago, organised a 
post-graduate, distance-learning diploma 
course in Islamic banking and insurance. It 

currently has on its rolls well over two 
hundred students from 30 countries. 

I hope that many more organisations will 
set up educational and training institutions. 
The people inducted in these institutions 
must be selected carefully. They must not only 
have the required educational background 
and intellectual abilities, but must also believe 
in Islamic banking and be strongly motivated. 

One of the most important aspects of 
building long-term institutions is the fostering 
of team work and the development of sound 
motivation-building systems. I hope Islamic 
bankers will commit themselves to a longer 
term plan of investing in training and thereby 
building organisations which will be both 
professional and profitable. 

3. Research and Development. 
The Islamic banking community 
unfortunately does not seem to appreciate 
fully the fact that research and development is 
necessary, not only for the realisation of the 
full potential of Islamic banking, which is 
enormous, but also for its very survival. 

It must be emphasised that in this age of 
fierce competition, sophisticated markets and 
informed public, Islamic banking cannot but 
stagnate and wither without effective research 
and development (R&D) programmes. 

Conventional banking, which has been 
developing for more than two centuries, 
appreciates the crucial importance of this 
activity. With an in-built R&D culture, it has 
not only created a huge pool of highly trained 
and experienced R&D personnel, but also 
continues to allocate considerable funds to 
this activity. 

There are a large number of issues 
relating to Islamic banking which need to be 
researched. These include: 
• Project finance 
• Identification of investment opportunities 
• Development and standardisation of 

products 
• Standardisation of documents 
• Trading practice and systems of 

settlement 
• Islamic capital markets 



In contrast to conventional banking, Islamic 
banking allocates negligible funds to R&D 
and does not have enough R&D qualified 
personnel . I hope the Islamic banking 
community will address this issue on a priority 
basis. 

To set up really effective R&D is 
expensive, but it can pay high dividends and 
more than off-set the expenditure. 

Having looked at the strengths and 
weaknesses, we now go on to the opportunities 
and the threats facing us. 

Opportunities 
Much of the organisational framework is 
already available to Islamic banks. We must 
therefore make use of it and develop along 
with it - rather than being a parallel system in 
conflict with conventional banking. 

We have the opportuni ty to exploit 
developments in technology to deliver high 
quality products in a cost-effective way, so that 
good and efficient service become, a hallmark 
of the Islamic banking system. Such service is 
heavily dependent upon electronic technology 
and in today's computer-age we indeed have 
access to it. The large and still-growing market 
is waiting for us to satisfy its requirements, and 
we must not let this opportunity slip by. 

Threats 
The emergence of major Western banks at the 
retail level offering Sharia-acceptable 
products should be taken seriously Major 
Western organisations, with their 
international networks and access to the latest 
technologies, their expertise and marketing 
techniques, do pose a serious threat to smaller 
Islamic banks in different parts of the world. 

In recent times, some Western 
conventional banks have not only opened 
Islamic windows but have also set up fully 
fledged Islamic banks. On the face of it, this 
trend seems a welcome step, yet in the long-
term, they will pose a serious challenge to 
Islamic banks. The motive behind these 
entrants into Islamic banking is not a 
commitment to the Islamic economic order, 
but simply a desire to take advantage of a 

niche market for purely commercial reasons. 
There is yet another threat that Islamic 

banks and financial organisations face. Many 
Islamic organisations place their funds with 
conventional banks and request them to invest 
these on their behalf in Islamic instruments. 
Such Islamic banks are not doing the cause of 
Islamic banking any service. They only 
mobilise funds from Islamic clients and hand 
them over to Western banks for investment. 

This is not Islamic banking. If this 
tendency is not checked, a day may come 
when the Islamic investor may decide to just 
do away with the middlemen and go directly 
to the Western banks using Islamic 
instruments. The Islamic banks must 
therefore develop their own instruments and 
acquire the expertise for investment. 

Presently, such banks, to put it mildly, are 
acting as agents of conventional banks. Let 
there be a reversal of roles. If the Western 
banks want to invest in Islamic instruments, 
they should come to the Islamic banks and ask 
them to operate these funds in accordance 
with the concept and philosophy of Islam. 

This is not in tended in any way to 
undermine the contribution of Western banks 
to the promotion of Islamic banking. They 
have played an important role in this 
connection. They have given much needed 
credibility to Islamic banking. They have also 
given practical training to a large number of 
people in operational banking. Because of 
their expertise in financial affairs, they have 
developed financial documentation, and we 
greatly appreciate their efforts. 

It is unfor tunate that the greatest 
hindrance to the development of Islamic 
banking comes from the inertia of a section of 
rich Muslims who could have played a major 
role in promoting this concept. While they 
profess their faith in Islamic banking, they do 
not match their words with their deeds. 
Unfortunately, their vast financial resources 
are not placed in Islamic banks but in 
conventional banks. The Islamic banks are not 
patronised by them. It is Muslims of middle-
level income who keep Islamic banks alive. 

Threats to Islamic banking again come 



from bankers in Islamic institutions. Instead of 
developing financial instruments and 
products based on the Islamic philosophy, 
they try to use conventional products by 
putting on them a veneer of Islam. 

They do not use their intellect to find out 
new methodologies to satisly the financial 
requirements of Muslims. Instead they resort 
to the easiest way to "Islamise" conventional 
instruments. 

The continuation of these practices will 
damage Islamic banking more than anything 
else. Our bankers in Islamic banks must be 
imaginative and liberate themselves from the 
yoke of the value-neutral capital system. 

Transparency in Operations 
Transparency in the operation of Islamic 
banks is of prime importance . The customers 
must be kept aware and taken into confidence 
at each step. Transparency in all operations is 
sacrosanct to the success of Islamic banks. 

order to safeguard against such pitfalls the 
management should have strict and effective 
internal auditing and independent evaluation 
of projects. 

It is my sincere hope that the Islamic 
banking community will be able to take heed 
of these and other pitfalls, and build towards 
a successful future upon the solid foundations 
of our past achievements. 

Pitfalls 
I now refer to possible pitfalls. We should 
learn from the mistakes of conventional banks 
and study and examine the causes of the 
recent set-backs suffered by banks such as 
Barings, Morgan Grenfell, Kleinwort Benson, 
Sumitomo Bank and many others. 

The crises in these banks were caused by: 

i) The desire of the management to make a 
'quick buck'; 

ii) The fund managers in each of these cases 
were endowed with the gift of the gab and 
a glib tongue, and lulled their bosses into 
believing that they could perform better 
than anyone else. Unfortunately, their 
bosses perceived them as 'star 
performers'; 

iii) A laxity of internal, and management, 
controls. 

When a fund manager offers to secure more 
profit than is normal, the management should 
sit up and take notice. The lure of extraordinary 
profit may well be an alarm signal and must be 
seriously examined by the management. In 



Reflections on Islamic Banking - Part II 

MUAZZAM A L I 

Islamic civilisation dominated the world scene 
for over one thousand years. During this long 
period of histoiy, the impact of Islam was 
visible in every field of human endeavour: be 
it arts and culture, economy and finance, 
trade and commerce, science and technology, 
phi losophy and metaphysics, or 
administration and defence. 

During the ascendancy of Islam, Muslims 
spread over a large part of the world - from 
Indonesia to Morocco, and from Eastern 
Europe to Spain, playing a dominant role in 
world affairs. However, with the passage of 
time, their power and influence began to 
decline, until it came to nought. The main 
reason for this calamity was their deviation 
from the principles of Islam. 

As a result, Muslims, who for centuries 
had been the torchbearers of learning for 
humanity, and had wielded great power and 
influence, fell into a life of disgrace, 
humiliation and weakness. 

Taking advantage of the situation, the 
European powers occupied Muslim lands and 
ruled the Muslim people. During the two 
centuries of their occupation, the European 
colonial powers tried to steer them away from 
their Islamic faith. Muslims were told 
incessantly that their backwardness was due to 
their "ancient" Islamic faith. They were told 
that to advance and prosper they must 
embrace Western values. T h e ceaseless 
propaganda of the European powers achieved 

only a partial success. They could not shake 
the faith of the vast majority of Muslims. 

T h e achievement of independence by the 
Muslim world some 50 years ago saw a strong 
resurgence of Islam, and Muslims all over the 
world began to clamour for a return to their 
Islamic identity. 

T h e nascent Islamic movement received a 
strong impetus from the advent of the 15th 
Century of the Hijra in 1976. The event was 
celebrated extensively the world over under 
the auspices of the Jeddah-based 
Organisation of Islamic Conference. A major 
p r o g r a m m e was launched in London, 
followed in 1977 by a major international 
conference on the Islamic Economic Order, 
which was addressed by eminent economists. 

This conference strengthened the desire 
for the revival of the Islamic banking 
movement. T h e timing of the conference was 
most oppo r tune as there was a growing 
longing among the Muslims to conduct their 
affairs in ways approved by Islam. There was 
also growing d i sappoin tment a m o n g the 
Muslim masses in that even decades after 
gaining independence, Muslim countries were 
continuing to use the interest-based banking 
system of the Western powers. 

T h e oil boom of the seventies and 
accelerated economic growth in many Muslim 
countries in the pos t - independence era 
generated huge funds. The owners of such 
f i inHs; f p i t f r i i s f r a f p r l h p o i n s p t h e r e w e r e n n 



banks working on Islamic principles with 
wliich they could place their funds. For the 
same reason, many devout Muslims preferred 
to keep their savings in cash in their homes 
rather than deposit them in interest-based 
banks. This deprived the countries concerned 
of much-needed capital for accounts 
development projects. 

The abhorrence felt by Muslims towards 
interest (Riba) can be judged by the fact that 
some two decades ago, many affluent Muslims 
who had deposited their funds with banks in 
the UK declined to collect millions of pounds 
that had accrued as interest on their deposits. 

Concerned about the absence of Islamic 
values, particularly in financial matters, some 
thinkers, statesmen and economists took upon 
themselves the task of promoting Islamic 
financial institutions. The financial 
institutions that we see today are the result of 
their efforts. Yet in the absence of official co-
operation, the banks did not make the desired 
headway. It is a sad reflection on Muslim 
governments that despite the strong demand 
by the Muslim masses for Islamisation of the 
banking industry, these banks are still 
struggling to fulfil their aspirations. 

It is pity and much to be regretted that 
countries which ought to have been in the 
vanguard of Islamic banking proved to be 
either indifferent or hostile to it. Had Saudi 
Arabia - the birth place of Islam and home to 
the two holiest mosques of Islam - extended 
its support and co-operation to Islamic 
banking, the situation would not have been so 
disappointing, but instead of being in the 
forefront of the Islamic financial movement, 
Saudi Arabia has not even given official 
recognition to it. 

Had Egypt, the centre of Islamic learning 
and scholarship for centuries, extended its 
support to Islamic banking, this system would 
be flourishing today in the land of al-Azhar -
the most famous Islamic University in the 
world. Unfortunately, the authorities in Egypt 
are trying to destroy the very fabric of Islamic 
banking. 

Had Turkey - the capital of the Caliphate 
for centuries - been true to the spirit of Islam 

and realised the truth that the fount of its 
immense power and glory in the past was its 
Islamic ideology, it would have taken steps to 
promote Islamic banking in the country. Had 
it done so, today Islamic banks in Turkey 
would have occupied pride of place in the 
Muslim world. But alas, it was not to be so. 

In recent years Turkey has allowed, albeit 
reluctantly, some branches of Islamic banks. 
Even so, they are not allowed to be called 
banks. Instead, they are described as finance 
houses. Moreover, the real aim of allowing 
Islamic financial operations was merely to 
mop up the large reservoir of peoples! savings 
to boost the country's economy. 

Had Pakistan, the only country created in 
the name of Islam, abided by the concepts 
which were its raison diltre. Islamic banking 
would have prospered in the country and 
would have been a model for others to follow. 
In 1982, Pakistan introduced an Ordinance 
for Islamisation of the country's banking. But 
unfortunately, little attention was paid to 
issues that were necessary for its successful 
implementation . One of the crucial issues was 
the incorporation of the Islamic legal 
doctrine. The result of this neglect was that 
except for an Islamic veneer, interest-based 
banking remains more or less unchanged. 

It is reassuring that the Prime Minister of 
Pakistan, Nawaz Sharif, on assuming power, 
pledged himself to promot ing Islamic 
banking. In his first address to the nation, 
Sharif said, iPakistan is an Islamic state. To 
establish an Islamic banking system is our 
constitutional and Islamic duty. 

Many countries, including Pakistan, have 
exper imented with Islamic banking 
successfully. Replacement of the existing 
banking system in Pakistan by an Islamic 
banking system is my heartfelt desire. 

"For the achievement of this desire, I am 
appoint ing a committee consisting of 
experienced and able constitutional, legal. 
Islamic and economic experts. The committee 
will formulate a practical framework for an 
Islamic banking system for Pakistan and put 
its recommendations to the government for 
implementation . This committee will also be 



authorised to consult international experts.! 
Nawaz Sharif has been a supporter of 

Islamic banking and it was he who, during his 
first regime, gave permission for the opening 
of two Islamic banks in Pakistan. His 
assumption of office for the second time 
augurs well for Islamic banking. 

Had the Islamic Republic of Iran been 
true to its claim of being the harbinger of 
Islamic revolution, its economic and financial 
system would have been truly Islamic and 
flourishing today. But is it so? 

And lastly, had Indonesia, the world's most 
populous Muslim country, paid heed to the 
aspirations of its people - people who have 
remained loyal to their faith - Islamic banking 
would have taken strong root and prospered 
in the country. 

It must be underlined that the Islamic 
banks that exist today in a number of 
countries were established not as a result of 
support from the ruling elite, but by ordinary, 
albeit highly committed, Muslims. 

Two other factors which have been 
responsible for the slow progress of Islamic 
banking merit mention. They are: 

a) a shortage of scholars well-versed in 
Sharia injunctions relating to economics 
and finance. 

b) an insufficient supply of personnel who 
are not only educated and trained in the 
theory and practice of Islamic banking but 
also believe in it and are committed to it. 

Islamic banks have to operate within the 
parameters defined by the Sharia. To fulfil 
this requirement, they have to be supervised 
by scholars who are well-versed in the Sharia 
as well as the Sharia's approach to economic 
and financial issues. However, such scholars 
are in short supply. As a result, their services 
are over-stretched. Moreover, the shortage is 
also affecting the desired growth of Islamic 
banks and financial institutions. 

Two factors are responsible for the 
prevailing shortage. First, during colonial 
rule, the study of the Sharia was badly 
neglected. Second, with the exception of a 

small number of scholars who have equipped 
themselves with knowledge in both areas, the 
majority of scholars who have studied the 
basic principles of the Shariah are not 
conversant with the complexities of present-
day banking and financial issues. 

The situation can be remedied by setting 
up courses tailored to produce scholars who 
have a thorough grounding in the Sharia and 
its approach to financial issues and by making 
existing Fatwas available to financial 
institutions. 

With a view to giving access to the Fatwas 
issued by various Sharia scholars, the Institute 
of Islamic Banking and Insurance, London, 
has collected all available Fatwas relating to 
financial issues . These have been translated 
into English and classified by subject. The 
project has taken two years of hard work. It is 
hoped that this publication will prove to be a 
major step in clarifying the Sharia approach 
to financial issues. 

Another factor that has retarded the 
growth of Islamic banking is a shortage of 
qualified personnel. 

To organise and run Islamic banks 
requires personnel who are fully conversant 
with the concept and objectives of the Islamic 
economic order. Unfortunately, some Islamic 
banks are staffed by persons who have drifted 
into them not from any belief in the Islamic 
financial system but as a career opportunity. It 
is also a fact that some Islamic bankers in key 
positions do not have the commitment 
necessary to run the Islamic banks. 

The setting up and running of Islamic 
banks requires personnel who are not only 
well-versed in the theory and practice of 
Islamic banking, but also believe in it and are 
committed to it. However, there is an acute 
shortage of such personnel and this is 
adversely affecting the considerable growth 
potential of Islamic banking. 

As its contribution to overcoming this 
shortage, the Institute of Islamic banking and 
Insurance launched a distance-learning post-
graduate Diploma Course in Islamic Banking 
and Insurance. The course has been received 
extremely well and so far 240 students have 



enrolled in it from 33 countries. Of these, 45 
have already graduated. There is, however, a 
need for the establishment of many more 
training and educational institutions to meet 
the existing shortage fully as well as to satisfy 
future demand. 

In spite of the aforement ioned 
shortcomings and obstacles, Islamic banks 
have attracted adherents. This is particularly 
true in the UK. Recognising the potential 
niche market for Islamic banking, several 
prestigious British banks have organised in-
house Islamic banking units. Such banks have 
won the confidence of Muslims, who have 
placed substantial funds with them. Muslim 
funds to the tune of billions of dollars are 
believed to be under their management. 

Why are Muslims giving priority to such 
banks in handling their funds? They are doing 
so because: 

a) They are convinced that their funds are 
used strictly in accordance with the Islamic 
Sharia, as interpreted by Sharia scholars. 

b) They are impressed by the transparency of 
the Islamic system of banking operations. 

c) Political instability in Islamic countries 
compels them to keep their funds in what 
they regard as isecurei banks in the West. 

d) They feel that the confidentiality of their 
accounts through the Islamic windows of 
Western banks is assured. 

e) The rate of profit on their funds is also 
attractive. 

One can only surmise that Allah acts in His 
own mysterious ways: Islamic banking is 
taking root in an un-Islamic environment. 



Islamic Banking: Let Us Cross the Hurdles 

MUAZZAM A L I 

Islamic banks began operations nearly two 
decades ago in very favourable circumstances 
and with high hopes. It was generally believed 
that with the Muslim worldis vast resources 
and peopleis enthusiasm for the revival of 
Islamic values, Islamic banks would soon 
present the world with a dynamic financial 
system. Unfortunately, these hopes and 
aspirations have not as yet been realised. It is 
time to take stock of the situation and find out 
what has stood in the way of the desired 
development of Islamic banking and identify 
the causes of its slow progress. 

The two fundamental resources needed 
for the deve lopment of any financial 
organisation are: 

1 An adequate and continuous supply of 
money. 

2 A supply of t ra ined and dedicated 
personnel. 

Money 
In the early 1970s, the rise in the oil and 
natural gas prices resulted in a massive 
increase in riches and immense surplus funds 
in the oi l -producing Muslim countries, 
especially in the Gulf region. 

Also, in Muslim countries without oil, 
developments in the commercial, industrial 
and agricultural sectors created a class of very 
rich people. So there was no shortage of 
money, and the stage seemed set for Islamic 

banking to be launched as a strong competitor 
in the financial sector. 

At about the same time, the Muslim 
societies had begun to assert their Islamic 
identity. They wanted to organise their lives in 
accordance with traditional Islamic values. 
One important aspect of this was the desire to 
free their financial affairs from the un-Islamic 
practice of dealing in interest. To do this, it 
was necessary to turn away from the practices 
of interest-based, conventional banks and set 
up interest-free Islamic banks. 

It was most oppor tune that this desire to 
create an Islamic banking system coincided 
with the sudden increase in wealth of many 
Muslim countries. It presented a golden 
opportunity to create Islamic values in the 
financial world of the Muslim countries and 
certainly, at first, there was great enthusiasm 
for this project. But this opportunity was not 
fully taken advantage of by those who could 
have done so. Why was this? 

One of the reasons, perhaps, was that the 
great reserves of wealth that the Muslim 
countries came into were concentrated in a 
few hands, those of the ru l ing elites, 
politicians, industrialists and businessmen. 

It is now apparent that many Muslim 
governments and the wealthy classes do not 
believe in, and have not a strong commitment 
to, Islamic banking and pay it only lip service. 
If these Muslim financiers had put only 10 per 
cent of their wealth into Islamic banking, the 



situation would have been very different. 
As it is, only Muslims in the middle-

income category or those who cannot get 
funds from conventional banks owing to lack 
of collateral bank with Islamic financial 
organisations. The result is that Islamic banks 
are seen as poor menis banks. The rich 
Muslims prefer to leave their funds with the 
conventional banks. Some of them do not 
even trust their own conventional banks, but 
take their funds to Western institutions. 

Why do so many rich Muslims deprive 
their own countries of the capital so 
desperately needed for their economic 
development? Why do they harm the very 
countries, which made them rich in the first 
place? Is it because they have no faith in the 
future of their countries and are unwilling to 
sink or swim with them? 

The reasons given by Muslim investors for 
their non-participation in Islamic banks is that 
these banks have not, as yet, developed to an 
extent where they can handle large projects 
and that substantial investments must 
therefore go to conventional banks. In saying 
this, they do not take into consideration that 
financial organisations cannot develop unless 
they are supported by the community or by at 
least a substantial group of the rich people. 

Most of today's powerful conventional 
banks started off in a small way with meagre 
funds. They only grew strong and powerful 
with the support of their peoples. The people 
who backed these small organisations did so 
because they had great faith in them. They 
had the spirit of enterprise and were willing to 
take risks for potential gains. This pertinent 
fact of history must be emphasised if Islamic 
banking is to gain the attention of rich 
Muslims and so revive the early enthusiasm 
which filled so many Muslims in the 1970s. 

Another possible reason why rich Muslims 
are not supporting Islamic banks may be that 
conventional banking, having been well 
established for centuries, seems to them safer 
and certainly guarantees a predetermined 
return with littie or no risk to capital. 

Whatever their reasons, is it any wonder, 
in these circumstances, that Islamic banking 

has not made the progress which was certainly 
expected of it at the beginning and which the 
Muslim peoples aspired to and are still 
aspiring to. 

As long as the rich Muslims do not place 
their funds in Islamic banks, Islamic banking 
will not be able to meet the expectations that 
were raised at the time of its launching. If 
Islamic banking is to fulfil its potential, it is 
crucial that the relevant facts be brought to the 
attention of those Muslims in control of 
financial resources. 

Personnel 
Let us now turn to the other ingredient 
essential to the success of financial 
organisations: personnel. Even the injection 
of sufficient funds cannot ensure the success of 
a financial organisation if there is not an 
adequate supply of capable, trained and 
committed people to run it. 

This is truer by far of Islamic banks than 
of conventional banks. The personnel charged 
with the running of Islamic banks must have 
not only a thorough knowledge and 
unders tanding of the concept of Islamic 
banking, but also a firm belief in it and a 
strong commitment to develop it to the best of 
their abilities. 

This is because Islamic banking is 
radically different f rom the conventional 
system and had to be developed from scratch. 
Whereas conventional banking personnel can 
succeed by s tanding on precedent and 
routines built up over centuries. Islamic 
banking presents a continual stream of new 
problems needing the attention of alert and 
original minds. 

Yet there is no denying that, with a few 
exceptions, the people who have been at the 
helm of affairs of Islamic banks have had 
neither the knowledge and understanding of 
the principles underlying Islamic banking, 
nor a strong belief in it and, therefore, little 
motivation to make a success of it. Because 
they did not themselves fully believe in the 
Islamic system, they made little effort to train 
their staff in the principles and operations of 
Islamic banks, nor did they initiate much in 



the way of serious research and development 
programmes to evolve new Islamic financial 
products and services. 

How This Situation Came About 
When Islamic banks began to be established in 
the seventies, there were hardly any people 
conversant with the knowledge and 
understanding of the concepts behind it. In 
their anxiety to start the Islamic system, the 
banks were launched without any proper 
training of personnel, either in the concepts 
or the operations. Some of their staff was 
recruited from conventional banks. Others 
joined Islamic banks not because of their 
commitment to the principles of Islam, but 
because they could not fmd a place in any 
established bank or because they could get 
higher salaries in Islamic banks. 

As all these people had been educated and 
trained in the conventional banking system, 
naturally, their mindset had been shaped by 
the value-neutral, interest-based conventional 
system and they found it difficult, if not 
impossible, to make a sudden switch from the 
principles and operations of conventional 
banking to those of Islamic banking. All they 
were able to do was to use the conventional 
financial products they were used to, alter 
them slightly, change the name and slap the 
word ilslamici onto them. They did little to 
study the new concepts with a view to 
designing new financial products. 

But to claim that a bank is functioning on 
the Islamic system just because it uses Islamic 
terminology is not enough. Its clients must 
believe in the authenticity of the claim. The 
tragedy is that because some professedly 
Islamic bankers are not well-versed in the 
concepts of the Islamic financial system and 
banking methods, they are not capable of 
presenting their case to their clients. Nor are 
they in a position to explain Islamic banking 
or to stand up to those who challenge the 
concept of Islamic banking. 

The New Islamic Bank Managers 
To this end, intensive education in Islamic 
financial concepts is essential. In recent years. 

a few training and educational institutions 
have come into being in the field of Islamic 
banking. The majority who are graduating 
from them are young and well-educated. They 
do not have the tunnel vision of conventional 
bankers. Moreover, they choose to study 
Islamic banking because they believe in it and 
have faith in its viability. 

It is gratifying to note that quite a few 
young Muslims studying for their Masteris 
and Docton's degrees at the Universities in the 
West are writing their theses on Islamic 
banking. 

It is now time for the conventional bankers 
running Islamic banks to bow out and allow 
these well-educated Muslims, who have also 
studied Islamic banking and believe in it, to 
replace them. 

To promote Islamic banking, the new 
managers of Islamic banks must be dynamic 
and forward-looking men of vision who can 
build their organisation on the distinctive 
Islamic heritage. 

In order to inspire their clientele, they 
should be able to present Islamic banking as a 
solid and durable institution capable of 
portraying the Islamic identity. 

Conclusion 
To sum up, two things are required if Islamic 
banking is to realise its full potential, which is 
very considerable, and meet the aspirations of 
the Muslim peoples: 

1 The rich Muslims must be persuaded to 
invest in Islamic banks. 

2 Islamic banks must be staffed by people 
qualified in Islamic banking methods. 

The rich in the Muslim countries must be 
persuaded that they have a moral obligation 
to support the system by investing their funds 
through Islamic institutions. 

The realisation of the full potential of 
Islamic banking will only be possible through 
employing personnel who understand the 
principles and practice of Islamic banking, 
believe in it and have a commitment to 
develop it to the best of their abilities. 



There is no shortage of talented and 
educated MusHms in the world, particularly in 
the field of banking and finance. The fact that 
Muslims occupy key positions in major 
financial organisations of the world is 
indicative of how highly Muslims are rated. 
These Western financial organisations have 
been able to lure Muslim talents into their 
service. As against that, Muslim financial 
organisations have failed to attract and inspire 
Muslims qualified in Islamic banking. It is 
only recently that, under the supervision of 
the Sharia Boards, Islamic banks have 
seriously tried to conduct their operations in 
accordance with the spirit of Islam. 

This is a sad reflection on the 
management of Islamic banking. It is essential 
that Islamic financial managers now begin a 
campaign to attract qualified young Muslims 
to work in their ranks. 



Islamic Banking: Concept, Problems, Prospects 

MUAZZAM A L I 

The Concept 
The primary goal of Islamic banking and 
finance is the deve lopment of economic 
resources and regulation of the monetary and 
financial policies of the Muslim society in 
accordance with the Sharia. 

Islam is a code of life encompassing 
spiritual and temporal values. This code is 
enshrined in the Islamic Sharia - the body of 
laws which is the primary source of guidance 
for Muslims in all aspects of life. 

Islam has a unitary approach to Hfe. It 
considers man to be an integral whole. In 
other words, the numerous functions that he 
performs, e.g. economic, political, social and 
religious are not independent of each other. 
In the economic field, his activities are 
conditioned by the social milieu, by his moral 
values, by his cultural heritage and, above a l l , 
by his religious beliefs. 

Thus, in the Islamic framework, material 
pursuits are not independent of spiritual 
pursuits. Islam does not consider economic 
activity to be a mundane or base pursuit. It 
considers productive economic activity to be 
an act of worship if followed in accordance 
with the Sharia. 

Islam does not regard economics as the 
be-all and end-all of human existence. It 
prescribes a golden mean between the two 
extremes of monastic rejection of the world 
and unbridled materialism. 

Islam not only allows human beings to 

utilise the world's resources to the best of their 
ability, but also provides a framework for the 
achievement of this objective in a spirit of 
justice and brotherhood towards fellow human 
beings. The welfare and bet terment of human 
beings is the objective of Islam, not only for 
the individual but for the whole community. 

In Islam, wealth is regarded as a means 
and not as an end . It is a means of providing 
sustenance in moderat ion . In treating wealth 
otherwise, man becomes materialistic, selfish, 
ruthless and greedy. 

In the Islamic framework, the individualfs 
efforts to satisfy his personal needs have to 
harmonise with his obligations to his family, 
neighbours, society and the state of which he 
is a citizen. The needs of the individual and 
those of the society are intrinsically 
interdependent . 

Two very important norms that Islam 
enjoins on Muslims in their dealings with 
others are Al-Adl and Al-Ihsan. Al-Adl 
requires man to observe justice and fair play in 
all his dealings with other people. This means 
the elimination of all forms of exploitation, 
f r aud and decept ion and leads to the 
establishment of a just society. Al-Ihsan is also 
important for building a caring society. It 
requires individuals to go beyond their 
minimum obligation to others and to fulfil 
their duty by achieving the highest standard of 
benevolence, kindness and sacrifice for 
others. 



In addition to the general principles I 
have mentioned , Islam also has a number of 
specific rules. Two of the most important 
concern Zakat and Riba. 

Zakat 
An important part of the Islamic economic 
system is the institution of Zakat - a levy on 
certain categories of wealth. Zakat is not a 
charity, but the right of the poor, the needy, 
the sick, the destitute and the victims of 
disaster, etc. to a share in the wealth of the 
rich. It prevents people from hoarding wealth, 
since money, if not utilised, is taxable. Zakat 
thus acts as a powerful incentive to invest 
capital in productive enterprises and keep it in 
circulation. 

Riba 
Riba (interest) is totally prohibited, because 
Islam is against making money from money. 
Money must be put to productive use in 
creating real value for the participants in a 
transaction. It must be used to create 
substance and not as a commodity to be 
traded for itself Profit must be made only out 
of an investment that yields economic value. 

Problems 
Although the entry of Islamic banking into the 
field of international finance has been well 
received, it has yet to cross many hurdles 
before it can claim to be an institution capable 
of handling the needs of world financial 
markets. 

Its initial success may be due partly to the 
fact that there is a niche market for Islamic 
funds and partly to its ethical and intrinsic 
values. To sustain and develop the system. 
Islamic banks have to strive to solve the 
problems that stand in the way of their 
growth. 

I shall here highlight some of these 
problems. 

Mobilization of Funds 
In the early 1970s, the rise in oil and natural 
gas prices resulted in a massive increase in 
riches and the creation of immense surplus 

funds in the oil- producing Muslim countries, 
especially in the Gulf region. 

Development in the commercial, 
industrial and agricultural sectors in non- oil -
producing countries also created a class of 
rich people. So there was no shortage of 
money and the stage seemed set for Islamic 
banking to be launched as a strong alternative 
to the conventional financial sector 

But this opportunity was not fully taken 
advantage of by those who could have done 
so. Why was this ? 

Unfortunately, the great reserves of 
Muslim wealth were concentrated in a few 
hands; those of the ruling elites, politicians, 
industrialists and businessmen. I am son-y that 
the greatest challenge to the development of 
Islamic banking comes from the inertia of a 
section of rich Muslims who could have played 
a major role in promoting this concept. While 
they profess their faith in Islamic banking, 
they do not match their words with their 
deeds. Unfortunately, their vast financial 
resources are not placed in Islamic banks but 
in conventional banks. If these Muslims had 
put only 10 per cent of their wealth into 
Islamic banking, the situation would have 
been quite different. 

The reasons given by Muslim investors for 
their non-participation in Islamic banks was 
that these banks had not, as yet, developed to 
an extent where they could handle large 
projects and that substantial investments must 
therefore go to conventional banks. In saying 
this, they did not take into consideration that 
financial organisations cannot develop unless 
they are supported by the community or by at 
least a substantial group of the rich people. 

Most of todayis powerful conventional 
banks started off in a small way with meagre 
funds. They only grew strong and powerful 
with the support of their peoples. The people 
who backed these small organisations did so 
because they had great faith in them. They 
had the spirit of enterprise and were willing to 
take risks for potential gains. This pertinent 
fact of history must be emphasised if Islamic 
banking is to gain the attention of rich 
Muslims and revive the early enthusiasm. 



which inspired so many Muslims in the 1970s. 
Another possible reason why rich Muslims 

are not supporting Islamic banks may be that 
conventional banking, having been well 
established for centuries, seems to them safer 
and certainly guarantees a predetermined 
return with little or no risk to capital. 

Whatever their reasons, is it any wonder, 
in these circumstances, that Islamic banking 
has not made the progress which was certainly 
expected of it in the beginning and which the 
Muslim peoples aspired to and are still 
aspiring to ? 

As long as the rich Muslims do not place 
their funds in Islamic banks. Islamic banking 
will not be able to meet the expectations that 
were raised at the time of its launching. 

Shortage of Trained Personnel 
When Islamic banks began to be set up in the 
seventies, there were only a few people well 
versed in the knowledge and understanding 
of the concept behind it. In their anxiety to 
start an Islamic system, these banks 
employed people without giving them proper 
t raining either in the concept or the 
operations. Most of the staff was recruited 
from conventional banks. They had been 
educated and trained in conventional 
banking, so naturally their mindset had been 
shaped by the value neutral, interest-based 
system and they found it difficult, if not 
impossible, to make a sudden switch. All they 
were able to do was to use the conventional 
financial products, alter them slightly, change 
the name and slap the name 'Islamic' onto 
them. 

The setting up and running of Islamic 
banks requires personnel who are not only 
well-versed in the theory and practice of 
Islamic banking, but also believe in it and are 
committed to it. There is an acute shoi tage of 
such personnel and this is adversely affecting 
the growth potential of Islamic banking. 

Shortage of Investment Instruments 
A major impediment to the growth of Islamic 
banking is the shortage of marketable 
financial instruments. Sadly, the Islamic 

financial market has reached a stage where its 
present sets of instruments cannot attract 
investors. It is therefore essential that Islamic 
banks embark on a plan for the development 
of innovations in Islamic instruments. 
Investors in the conventional banks have a 
wide range of instruments as against Islamic 
banks, which can offer their clients few 
acceptable instruments. There are a number 
of other issues relating to Islamic banking 
which need to be researched. These include: 

* Project finance 
* Identification of investment opportunities 
* Development and standardisation of 

products 
* Trading practice and systems of 

settlement 
* Islamic capital markets 

Islamic banks will attract investors only if a 
wide range of attractive instruments and a 
whole range of services are available. 

Research and Development 
The Islamic banking community 
unfortunately does not seem to appreciate 
fully the fact that Research and Development 
(R&D) is necessary not only for the realisation 
of the full potential of Islamic banking, which 
is enormous, but also for its very survival. 

In this age of fierce competit ion, 
sophisticated markets and an informed public, 
Islamic banking cannot but stagnate and 
wither without dynamic and ongoing 
programmes. Conventional banking, which 
has been developing for more than two 
centuries, appreciates the crucial importance 
of this activity . With an in-built R&D culture, 
it has not only created a huge pool of highly 
trained and experienced R&D personnel, but 
also continues to allocate considerable funds 
to this activity. 

In contrast to conventional banking. 
Islamic banking allocates negligible funds to 
the training of its staff . I hope the Islamic 
banking community will address this issue on 
a priority basis. 
Transparency in Operations 



Transparency in the operation of Islamic 
banks is of prime importance. The customers 
must be kept aware and taken into confidence 
at each step. I again reiterate that 
transparency in all operations is sacrosanct 
and essential for the success of Islamic banks. 

Technology 
Islamic banks will have to come to terms with 
rapid changes in technology and re-design 
the management and decision-making 
structures and, above all, introduce 
technology into its internal operations and in 
relation to its clients. 

Realising the potential of technology in 
the banking sector, Western banks are 
spending millions of dollars to acquire new 
modes of operation. Islamic banks have not so 
far been able to harness the great potential 
which present- day technology offers. 

The Sharia 
Islamic banks operate within the parameter 
of the Sharia, as interpreted by Sharia 
scholars. Unfortunately, for historical reasons, 
there is a shortage of Sharia scholars who are 
also well -versed in the field of banking and 
economics. The few scholars available are 
hard-pressed. There is no institution to impart 
education in both the Sharia and banking. To 
solve this problem, Muslims must set up a 
training organisation for Sharia scholars in 
banking and finance. 

Prospects 
Despite its problems. Islamic banking has 
made reasonably good progress. T h e 
problems it faces are not insurmountable. 
Islamic banking is on the way to tackling some 
of the present problems. 

Today, Islamic banks are operat ing 
worldwide and their impact on financial 
markets is clearly visible. This progress is an 
indication of the viability and dynamism of 
the system. 

As Dr Abbas Mirakhor of IMF has said, 
"Those who believed that banks and financial 
systems could not operate in a modern 

economy without reliance on an interest-rate 
mechanism must have been surprised at the 
progress of Islamic banking". During the last 
two decades. Islamic bankers have shown that 
mosque and market can grow in harmony and 
can make substantial contributions to the 
financial world order. 

Islamic bankers have accepted the 
challenges and are trying to develop 
innovative financial instruments to meet the 
needs of modern financial markets. 

They are tapping the enormous resources 
of the Muslim world and are trying to develop 
investment outlets, viable secondary markets 
and other instruments. Some progress has 
already been made in this direction . 

The Sharia scholars who play a pivotal 
role in banking have gained experience in 
economic and financial matters and are in a 
position to assist the banks to develop 
instruments which are compatible with the 
Sharia. Gone are the days when these scholars 
only defined which instruments were Halal 
and which Haram. Now they sit together with 
Islamic bankers and economists in an effort to 
develop new instruments in keeping with 
Islamic principles. Impressed by the system 
and the growing demands for investments 
through Islamic instruments, many 
conventional banks in Europe and USA have 
entered Islamic banking and set up Islamic 
departments in their organisations. This is a 
testimony to the potential of Islamic banking. 

The more financial instruments Islamic 
banks develop the more people will be 
attracted to them. There is little doubt that 
this value-oriented financial system will gain 
adherents in due course. I have no doubt that 
Islamic banking is poised to take a leap 
forward in the not-too-distant future. 





p a r t t w e l v e 

Possible Problems and 
Future Challenges 





The Challenges for Islamic Banking 

M O H S I N S K H A N 

The growth of Islamic banking over the past 
two decades has drawn the a t tent ion of 
academics, bankers and regulators, as well as 
international financial institutions, such as the 
International Monetary Fund (IMF) and the 
World Bank. 

To under s t and the p h e n o m e n o n of 
Islamic banking and to anticipate the type of 
changes that may result from its adoption, it is 
worthwhile to take stock of what has been 
broadly achieved in the field of Islamic 
banking to date, and to look fur ther to what 
lies ahead in the future. 

Such an examination can be divided into 
three main areas: the analytical or theoretical 
aspects of Islamic banking; central banking 
and the operation of monetary policy in an 
Islamic economy; and experience with Islamic 
banking. After a brief look at each of these 
areas, one can proceed to identify the main 
challenges for Islamic banking. 

Analytical Aspects of Islamic Banking 
Since the early 1980s, a number of economists 
have been involved in developing analytical 
models of banking in an Islamic environment 
where interest (Riba) is forbidden. 

The initial efforts have basically yielded a 
model of an Islamic bank that integrates the 
assets and liabilities sides of the balance sheet 
of the bank, based on a prof i t -shar ing 
principle called the two-tier Mudaraba. 

This par t icular model envisages 

depositors entering into a contract with a 
bank to share the profits accruing to the bank. 
T h e bank, on its asset side, enters into another 
contract with an entrepreneur who agrees to 
share his profit with the bank in accordance 
with a predetermined percentage stipulated in 
the contract. 

T h e banks earnings from all its activities 
are pooled and are then shared with its 
depositors and shareholders according to the 
terms of their respective contracts. This type 
of model has proved to be an extremely useful 
descriptive device for understanding how an 
individual Islamic bank, or the Islamic 
banking system as a whole, operates. 

From this original concept, a series of 
second-generat ion models have emerged. 
These models, using modern economic theory 
and analysis, have shown that an equity-based 
system, which essentially is what Islamic 
banking is, can work as efficiently and 
effectively as a debt-based system. As such, the 
replacement of a positive interest rate by an 
uncertain rate of return based on realised 
profits does not in principle h inder the 
functioning of an Islamic bank. 

Furthermore, an interesting result that 
emerges from these newer analytical models is 
that an Islamic bank may be better suited than 
a conventional bank to adjust to shocks that 
can lead to banking crises. 

The reason is that in an equity-based 
system, shocks to the asset positions of banks 



are immediately absorbed by changes in the 
nominal value of shares (deposits) held by the 
public in banks. Therefore, the real value of 
assets and liabilities are equal at all points in 
time. 

In the conventional banking system, since 
the nominal value of deposits is guaranteed by 
the bank, an adverse shock to the assets of the 
bank can create a divergence between the real 
values of assets and liabilities - leading 
possibly to negative net worth for the bank, 
contagion effects, and a banking crisis - and it 
is not clear how long this disequilibrium will 
last and how it will be corrected. From the 
standpoint of adjustment to adverse external 
shocks at least. Islamic banks would thus 
appear to have a comparative advantage over 
their conventional counterparts. 

Central Banking and Monetary Policy 
In an Islamic system, the chief role of a central 
bank is to take the lead in evolving financial 
institutions and instruments that facilitate 
efficient mobilisation of savings and allocation 
of resources consistent with the economic 
objectives of the Islamic economy. 

The central bank, in particular, has to 
initiate and foster the development of 
primary, secondary, and money markets. 
Beyond the developmental aspects, the 
central bank is expected to ensure 
macroeconomic stability, specifically price 
stability, making its principal objective very 
similar to that of traditional (Western) central 
banks. 

The work on the subject to date has shown 
that monetary policy in an Islamic state can be 
conducted within a framework in which all 
conventional tools normally available in a 
modern Western economy are at the disposal 
of the central bank with, the exception of the 
discount rate, open-market operations with 
government debt instruments, and other 
policy tools that involve an interest rate. 

Additionally, the authorities in an Islamic 
system can utilise profit-sharing ratios to 
achieve changes in the stocks of money and 
credit, and thereby affect market rates of 
return. 

All the usual regulation, supervision and 
control functions of the central bank can be 
expected to continue in the Islamic system. 
Therefore, in theory, there is nothing that 
makes central banking in an Islamic economy 
differ in a major way from the traditional 
concept of central banking and monetary 
policy. 

Experience with Islamic Banking 
Although the restriction against the use of 
interest would seem to be a binding 
constraint, at least in the eyes of economists, 
Islamic banks and financial institutions have, 
in fact, grown rapidly. 

At present there are about 50 countries, 
encompassing most of the Muslim world, that 
have some type of Islamic financial institution. 
This development in Islamic banking has 
basically taken two forms. The first has been 
an a t tempt to establish Islamic financial 
institutions side by side with traditional banks, 
and the second form involves the 
restructuring of the whole financial system in 
accordance with Islamic concepts. 

Attempts in this latter direction have been 
made in Iran and Pakistan, and more recently in 
Sudan. 

The basic question is whether these 
experiments in Iran and Pakistan, initiated in 
1979, have been successful in transforming 
the banking systems in these two countries 
into a form envisioned by scholars and 
analysed by economic theorists. 

T h e general conclusion that can be 
derived from the experience of Islamic 
banking in Iran is certainly a mixed one. The 
adoption of Islamic banking has not led to a 
collapse of the financial system. There has 
been a rapid growth of private sector deposits 
in Islamic modes, demonstrating that the 
system can be effective in mobilising 
resources. 

But at the same time, government policies 
have strongly influenced the asset acquisition 
behaviour of the banking system. How the 
system would work in the absence of strong 
government intervention remains an open 
question. Clearly there has been considerable 



progress in the Islamisation of the banking 
system in Iran, but just as clearly, the current 
system still retains many of the features of the 
Western financial system it was designed to 
replace, particularly on the lending side. 

Other Challenges 
Basically, both theory, as well as experience, 
shows that Islamic banking is a viable system. 
Nevertheless, Islamic banking faces significant 
obstacles and problems that need to be 
overcome if there is to be further progress, 
and especially if Islamic banks are going to be 
credible competitors to conventional banks. 
These include, inter alia, the following: 

1. While it has been relatively easy to create a 
system in which deposits do not pay 
interest, Islamic banks, in the introduction 
of true profit-sharing arrangements on 
the lending side, have encountered 
serious difficulties. 

Thus far it has proved extremely 
difficult to develop a system of contracts 
between the lender (the bank) and the 
borrower, that would keep monitoring 
costs at a reasonable level and eliminate 
the moral hazard issues that arise when 
the lender and the investor have 
asymmetric information on the profits 
from the investment. 

As a consequence. Islamic banks by 
and large have come to rely primarily on 
mark-up, leasing and instalment sales 
operations. This has meant that the 
portfolios of Islamic banks tend to be 
concentrated in short-term, trade-related 
assets. In the longer run, this emphasis on 
short-term financing is bound to have an 
inimical effect on investment, growth and 
economic development. 

2. The absence of suitable long-term assets 
available to Islamic banks is mirrored by a 
lack of short-term, tradable financial 
instruments. At present, aside from 
Malaysia, there is no equivalent of an inter-
bank market where banks could place, say, 
overnight funds, or where they could 
borrow to satisfy temporary liquidity needs. 

Trading of financial instruments is 
also difficult to arrange when rates of 
return are not known until maturity. 
Furthermore, it is not clear whether 
Islamic banks can utilise more exotic 
instruments, such as derivatives, that are 
becoming increasingly popular with 
conventional banks. Obviously, these 
factors place Islamic banks at a distinct 
disadvantage relative to conventional 
banks. 

3. While in principle the central bank can 
continue to play the same role in 
regulating banking and financial 
transactions when dealing with Islamic 
banks, in practice problems have arisen 
where such banks operate side-by-side 
with conventional banks. 

Should Islamic banks be subject to 
reserve requirements similar to those of 
other banks? Should there be a distinction 
between reserve requirements on 
investment deposits versus demand 
deposits? Are Islamic banks inherently 
more or less risky than traditional banks? 
How can a central bank conduct open-
market operat ions with securities not 
paying interest? These questions are 
extremely important to the efficient 
functioning of an Islamic banking system. 

4. At present there is also the lack of a well-
defined regulatory and supervisory 
framework within which Islamic banks 
should operate. Regulators have to 
establish a strong legal system, which may 
mean a separate law for Islamic banks, 
appropr ia te licensing requirements, 
prudent ia l regulations, including 
minimum capital and liquidity standards, 
and methods for establishing risk-
weighted asset classifications. 

5. Another important issue facing Islamic 
banks is how to organise their 
relationships with foreign banks, and 
more generally, how to conduct 
international operations. This is, of 
course, an issue closely related to the 
creation of financial instruments which 
would be simultaneously consistent with 



Islamic principles and acceptable to 
interest-based banks, including foreign 
banks. 

6. There is also as yet no acceptable way for 
governments to finance fiscal deficits 
other than through money creation, which 
in turn may be at variance with the 
objective of macroeconomic stability. 

In Iran, for example, the government 
currently borrows directly from the 
banking system at zero rate of return, 
arguing that since all banks are 
nationalised it does not make much sense 
for the government to pay itself for the 
money it borrows. 

In Pakistan, on the other hand, the 
government borrows from the banking 
system at a fixed rate, or directly from the 
public at rates higher than that paid on 
deposits. Nei ther approach is strictly 
acceptable in an Islamic system. While 
many suggestions have been made in this 
area, there remains considerable 
controversy on how this problem can be 
resolved. 

7. Islamic banks face a serious shortage of 
suitably qualified personnel to conduct 
their operations. Even though the picture 
has been improving over the years, further 
expansion of such banks on the scale 
observed to date has come up against this 
constraint 

Not only do Islamic banks need 
trained managers, but they are now in 
particular need of finance and investment 
specialists who could create and develop 
the full range of financial instruments 
these banks require to compete with 
conventional banks. 

However, in many cases, the problems were 
similar to those faced by conventional banks. 

But Islamic banks o p e r a t i n g in a 
m o d e r n economy also face their own 
particular set of problems. These need to 
be addressed if Islamic banking is to reach 
a level that would place it on a par with 
conventional interest-based banking. 

T h e Islamic mone ta ry system is 
evolving and solutions to the types of 
problems listed above will undoubted ly 
lead to fu r the r progress in the development 
of a full-f ledged system that can under take 
a whole range of financial operat ions and 
transactions efficiently and effectively. 

Obviously, this is a long agenda requiring 
considerable research and experimentation -
but it is an agenda that will have to be 
addressed if Islamic banks are to prosper and 
take on an increasingly important role in 
financial transactions in the next century. 

In conclusion, the rapid expansion of Islamic 
banking in the past decade or so has 
demonstrated that there is a sizeable market 
for the products that Islamic banks have to 
offer Islamic banks have obviously found a 
niche and suitably exploited it. 

Overall, it is acknowledged that these 
banks have operated well, although some have 
encountered problems, such as large losses. 



Profit Sharing: 
Questions That Need to be Asked 

S U D I N H A R O N 

Today, there are more than 150 interest-free 
financial institutions operat ing world-wide. 
These institutions not only serve the banking 
needs of Muslims, but some Islamic banks are 
also happy to accommodate the needs of non-
Muslims. Some of the existing financial 
institutions are either subsidiaries or one of 
the departments of conventional banks. To 
what extent this will help the fu ture 
development of the Islamic banking system 
and how the Muslim society will gain from this 
development are interesting questions that 
need to be answered. 

One thing that concerns those who have 
direct or indirect interest in the Islamic 
banking system is the relationship between 
market interest rates and the profit-sharing 
and mark-up ratios of Islamic banks. Some 
scholars have acknowledged that in no way 
can Islamic banks ignore the element of 
interest in their operations. 

Sami Hassan Homoud, for example, in his 
article which appeared in the December 1994 
issue of Islamic Economic Studies, claimed that 
there is no known way of avoiding the link 
between interest rate and the profit margin in 
Murabaha, as long as Islamic banks are 
operating within an environment where they co-
exist with traditional banks. This intimate 
relationship with interest rates affects not only 
the ratios of financing activities but also the 
rates of return to depositors. 

Anne Simpson and Paul Willing, in their 

article published in the December 95/January 
96 issue of New Horizon suggested the 
possibility of Islamic banks pract is ing a 
'smoothing' policy. This term refers to the 
policy whereby the management of Islamic 
banks tries to smooth the reported profits, 
through the operat ion of provisions and 
reserve accounts, in order to give a market 
rate of return to depositors. 

T h e linkage between the interest rate and 
profit-sharing and mark-up ratios, however, 
remains a contentious issue. Volker Nienhaus, 
for example, in his article published by the 
Journal of Research in Islamic Economics in 
1983, made a blunt suggestion that the 
calculation of profit-sharing ratios by Islamic 
banks must be based on the market rate of 
interest. This suggestion, however, was 
rejected by M N Siddiqui, Ziauddin Ahmad 
and M Fahim Khan - all eminent scholars in 
the field of Islamic banking. 

Nevertheless, it is not reasonable to assert 
that there is no connection between market 
rates or interest and the ratios of mark-up 
activities (bai Murabaha, bai Muajjal or Bai 
Bithaman Ajil, Ijara and Ijara wa-Iqtina), 
when the instalment paid to an Islamic bank is 
equivalent to conventional bank instalments 
of loans on the same terms and conditions. 
Similarly, only the most naive individual could 
believe that the similarity between the market 
rates of interest and profit-sharing and mark-
up ratios is purely an incidental phenomenon. 



The fundamental question here is: is it 
wrong for Islamic banks to use interest rates as 
a benchmark in fixing their profit-sharing and 
mark-up ratios or percentages? 

Although this question looks simple 
enough, nobody has yet supplied a concrete 
answer. To the best of my knowledge, there is 
no literature which indicates that the practice 
of using interest rates as a basis of calculating 
ratios at Islamic banks is prohibited by the 
Sharia. Similarly, none of the Sharia 
Supervisory Boards (SSBs) of Islamic banks 
has issued a Fatwa related to this matter. 

All the reports issued by the SSBs of about 
20 Islamic banks have confirmed that the 
operations of the Islamic banks under review 
were conducted in accordance with the Sharia. 
Since SSBs are responsible for scrutinising the 
operations of Islamic banks, if it is true that 
Islamic banks are using interest rates as a 
benchmark, it is therefore reasonable for us to 
conclude that this practice is allowed by 
Sharia. 

The question whether, the Sharia allows 
the practice of using interest rates as a 
benchmark requires serious discussion. The 
Sharia scholars need to include this matter in 
their current agenda. As an ordinary Muslim, 
I must express my concern that by importing 
the element of interest into the Islamic 
banking system we indirectly acknowledge 
that the interest rate of conventional banks is 
not an evil thing. 

On the other hand, we Muslims are 
constantly being reminded that interest is 
strictly prohibited by the Qur 'an and Hadith. 
Therefore, as long as it falls within the scope 
of interest as defined by the Sharia, it must be 
questionable whether it is appropriate for 
Islamic banks to associate themselves with this 
element. 

Since numerous scholars insist that no 
Islamic bank should use market rates of 
interest as a benchmark, these Islamic banks 
may retaliate by asking many hypothetical 
questions related to various aspects of 
business, especially in the areas of marketing, 
financing and costing. 

The banks are worried that customers may 

find their products unattractive if the financial 
consideration differs from the products of 
conventional banks. They are also concerned 
that adequate rewards must be given to their 
depositors, at least comparable to those 
received by depositors at conventional banks. 
The Islamic banks will also require scholars to 
supply them with an alternative mechanism, 
which can assist them in fixing their profit-
sharing and mark-up ratios. 

In addition to such hypothetical 
questions, those who have been infused with 
the idea of using interest rates as a benchmark 
will hold to the opinion that says that the 
interest rate is just a mathematical device to 
measure the relationship between two 
quantitative variables. The percentage or 
figure has nothing to do with Halal or Haram. 
A Halal factor remains Halal whether it is 
measured as a percentage or otherwise. 
Similarly, a Haram factor remains Haram 
whether it is measured as a percentage or not. 
Furthermore whatever Allah permits, man 
cannot prohibit. 

It is not my intention to supply the 
alternative mechanism as required by the 
existing practitioners. In this article, however, 
I would like to draw the attention of those who 
are directly or indirectly involved in the 
Islamic banking system to the issue which I 
consider to be the root cause of this 
phenomenon. 

Let us begin with a short history of 
conventional banks. These institutions were 
first started as places where the public could 
store their valuables for safe-keeping. Instead 
of rewards, charges were imposed on this 
service. 

Over time, these institutions developed 
and more products and services were made 
available to the public. Then, for several 
reasons, interest came into the picture. One of 
the reasons for the inclusion of interest in the 
system was the belief that those who were 
willing to part from their liquidity (cash), or 
were willing to abstain from present 
consumption, should be rewarded 
accordingly. This reward was known as 
interest. 
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By upholding this definition, conventional 
banks are continuing to reward their 
depositors, who no longer see banks as 
custodians of their valuables, but look to these 
institutions as sources of monetary reward. 
Similarly, the functions of banks have changed 
over time. Having started as centres for 
keeping peoples' money, they began giving 
loans with interest to borrowers. 

The interest charged to borrowers not 
only compromises the reward that banks 
expect to receive because of their willingness 
to part with liquidity (cash), but also covers the 
reward to be paid to depositors. 

In order for conventional banks to make 
profits, the interest rate charged on borrowers 
is usually higher than the rate paid to 
depositors. In more sophisticated terms, 'gap 
management' (i.e. the technique which links 
the interest charged and the interest paid) is 
introduced. The wider the gap, the more 
profits the banks will generate, and vice versa. 
The level of these rates is very much 
influenced by market forces, that is, the 
demand for, and supply of, funds. 

In summary, two important elements 
emerge f rom this overview. First, the 
acknowledgement by conventional banks that 
those who are willing to part with their 
liquidity must be rewarded. Second, the 
recognition that they have to charge their 
borrowers at a certain interest level which is 
sufficient to cover their profits and the 
rewards to depositors. Therefore, the critical 
question here is: "Should those who are 
responsible for formulat ing policies and 
managing Islamic banks concord with these 
two elements?" 

If it is true that existing Islamic banks are 
using interest rates as a benchmark in fixing 
their profit-sharing and mark-up ratios, it is 
possible that the management of these banks 
are still being influenced by the definition of 
interest which was propagated by Western 
thinkers. 

As a result of this belief, the cost of funds 
will become an important element to Islamic 
banks when fixing their profit-sharing and 
mark-up ratios. This could be the reason why 

some people comment that there is little real 
difference between Islamic and conventional 
banks. Similarly, this could be the cause of 
complaints that charges imposed by Islamic 
banks are similar to the charges of 
conventional banks. 

For the sake of discussion, let's ask this 
hypothetical question: "Is there such a thing 
as a cost of funds for an Islamic bank?" 

This question is one of the main sources of 
controversy among Islamic banking scholars 
and banking practitioners. Some scholars 
believe that there is no cost of funds for 
Islamic banks, because deposit facilities at 
Islamic banks are governed by the principles 
of Qard-AI-Hasana, Wadia and Mudaraba. 
These principles never promised rewards at 
the beginning of deposits. Rewards will only 
be paid to depositors based on profits 
generated by those deposited funds, or at the 
discretion of the banks themselves after a 
certain period of time. 

If we accept the scholars' opinion that 
there is no cost of funds in Islamic banking, 
there should be no reason for Islamic banks to 
use market interest rates as a benchmark in 
fixing their profit-sharing and mark-up ratios. 
No cost of funds means the charges imposed 
by Islamic banks on their users of funds 
should be very much lower than the charges of 
conventional banks. 

By charging below the market rate, people 
will be able to say with confidence that Islamic 
banks are different from conventional banks 
and that their existence is for the betterment 
of Islamic communities. 

Contrary to this view, however, there are 
people in the Islamic banking system who 
beheve that depositors must be rewarded for 
their deposits. It is considered an injustice not 
to reward depositors. If there is an intention to 
reward the depositors, inevitably the cost of 
funds becomes an element in the Islamic 
banking system. 

Similarly, if the management of Islamic 
banks believe that depositors are expecting 
rewards equivalent to those on offer at 
conventional banks, the same level of cost of 
funds will be used in fixing the profit-sharing 



and mark-up ratios between the banks and 
borrowers. 

There are several serious repercussions if 
the management of Islamic banks believe that 
depositors at Islamic banks possess similar 
attitudes to those at the conventional banks. 
The interest rate will continue to have an 
influence on the operations of Islamic banks 
as long as this thought remains in the mind of 
their management. 

I am still seeking the t ruth in the 
statement that says that it is an injustice if 
depositors are not rewarded. Similarly, I 
wonder whether depositors will withdraw all 
their deposits in the case where Islamic banks 
are unable to distribute any profit to their 
depositors. 

In 1984, Kuwait Finance House did not 
distribute any profit to their depositors, but 
there was no evidence of massive withdrawal 
of deposits. Currently, this bank still remains 
in business and has become one of the biggest 
financial institutions in Kuwait. Similarly, 
Islamic banks in Sudan never reward their 
current account holders, but the bulk of their 
funds is supplied through the current account 
facilities. 

But already some empirical research has 
found that people who patronise Islamic 
banks are looking for monetary rewards. We 
should not blame the majority of depositors 
for selecting profit as their main reason for 
patronising Islamic banks. This is because 
they have been in contact with conventional 
banks for many years. The profit-motive 
attitude is reinforced by the capitalist system, 
in which wealth is a prime focus of life. 

Why should Islamic banks continue to act 
as conduits for those who are placing wealth 
(returns f rom deposits) above all other 
objectives when making deposits? Similarly, 
why should the management of Islamic banks 
operate on an assumption which has been 
embedded in conventional banks for 
generations? As institutions whose 
foundations are based on religious doctrines, 
it is the responsibility of Islamic banks to take 
immediate steps by reshaping the attitude of 
their depositors. 

The prime objective of this remodelling 
process is to indoctrinate Muslims with the 
principles that are supposed to dominate the 
economic behaviour of Muslims. These 
principles comprise the belief in the Day of 
Judgement and the life in the hereafter, the 
Islamic concept of riches and the Islamic 
concept of success. All of these principles are 
expected not only to have a significant impact 
on the decision- making process of Muslims, 
but also to have an influence on their 
perception of Islamic banks. 

The first principle has an effect on the 
depositors' behaviour and their decision-
making process. The choice of action is based 
not only on the immediate financial returns 
but also on the returns in the hereafter. 
Therefore, the decision to place deposits with 
Islamic banks is not to gain a profit but rather 
to gain the blessing of Allah. 

One of the ways to gain this blessing is to 
support any programme that will improve 
Muslim communities. Since Islamic banks 
operate on an interest-free basis and their 
establishment is designed to improve Muslim 
communities, Muslims who support these 
banks are therefore considered people who 
achieve salvation as indicated by verse 20 of 
Al-Tawbah. 

In the case of the second principle, which 
involves wealth, Islam has given a clear 
guideline to be followed by Muslims. In Islam, 
wealth is a bounty from Allah and is a tool that 
may be used for good or evil. Poverty is, in 
some instances, associated with disbelief and 
riches are considered a gift from Allah. Wealth 
itself is considered as an important means by 
which man can pave the way for attainment of 
his ult imate objective. All persons are 
exhorted to work to earn a living and to 
accumulate wealth. Accumulating wealth is 
considered among the highest blessings 
bestowed on man and everyone is encouraged 
to strive for wealth (verse 10 of Al-Jumu'a). 

The methods of earning, possessing and 
disposing of wealth, however, must be in line 
with the Sharia. The best method of 
accumulating wealth as defined by the Sharia, 
is by striving to succeed on one's own and not 
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from income generated from other people's 
efforts. This is in hne with many Hadiths in 
which the Prophet had given his advice to 
Mushms to work for their own food. 
Therefore, in line with these Hadiths, Muslims 
should not regard rewards from Islamic banks 
as a source of income. 

The Islamic concept of riches also serves 
as an important factor which influences 
Muslim attitudes towards the existence of 
Islamic banks. Islam defines success as the 
level of obedience that may be rendered by 
the positive use of the capabilities and 
resources given by Allah. 

According to Islamic teachings, if a man 
really wants to serve Allah, the utilisation of 
the natural and human resources made 
available to him is not only a privilege, but 
also a duty and obligation prescribed by Allah. 
This is in line with verse 27 of Al-Anfal, which 
commands Muslims not to betray the trust 
given by Allah and his Apostle. Applying this 
principle to the banker-customer relationship 
would mean that the customer should not be 
discouraged by the low profits or limited 
success of Islamic banks. 

In the light of these principles. Islamic 
bank customers are expected not to be 
guided by the profit motive. Instead, the 
reason for placing their monies with the 
Islamic banks is directed towards receiving a 
blessing from Allah, and this action is 
considered the best way of managing the 
resources given by Allah. Since it is a belief of 
every Muslim that all properties belong to 
Allah, returns on their deposits are also 
considered a gift from Allah, irrespective of 
amount. Similarly, in the case of loss, it is also 
from Allah. 

There are a few prerequisites that must be 
followed before the process of reshaping 
depositors' attitudes can be introduced. One 
of these principles is that the management of 
Islamic banks should have the courage to 
discard the assumption that depositors must 
be rewarded at a level similar to the rewards of 
conventional banks. 

Similarly, the changes cannot be 
introduced as long as management holds firm 

to the opinion that an Islamic bank is a 
commercial bank which offers interest-free 
products. If these prerequisites are 
unrealisable, there is the possibility that 
interest rates, profit-sharing and mark-up 
ratios are indeed in an unbreakable marriage. 



The Islamic Economic System 
The Challenge Ahead 

M U K A R R A M A L I 

There is increasing disillusionment in the 
West with the capitalist system. Its tendency to 
make the rich richer and the poor poorer has 
always aroused resentment. The popularity of 
Shakespeare's The Merchant of Venice is a 
testimony to people ' s dislike of the 
exploitative aspect of the system. T h e media 
and the Church increasingly speak out about 
many banks' callous t rea tment of small 
businesses. Recently, the Bishop of 
Birmingham asked whether it was ethical to 
charge interest on loans, and criticism is also 
being levelled at investment in trades and 
industries which do harm to people, such as 
those concerned with tobacco, alcohol, 
gambling and pornography. All these 
businesses are forbidden by Islam. 

Even in the industrialised societies, the 
excesses of the free market system, the 
relentless and unfettered pursuit of profit and 
the unduly materialistic approach, the so-
called the "unacceptable faces of capitalism", 
are causing widespread concern. Private 
individuals can become hostages to the 
fluctuations of interest rates and overdrafts. 
Small businesses especially have borne the 
brunt of harsh and callous treatment by their 
banks. A growing number of Church leaders 
have asked whether it is ethical to charge 
interest on a loan. 

T h e Marxist system of economic 
managemen t is little different f rom the 
capitalist system. In fact, the only difference is 

that in the latter, it is the individual who is 
pa ramount and in the former, the state. 
Marxism has no moral e lement and 
concentrates excessively on material ism. 
During its rule in the USSR, it aggravated, 
rather than solved, the economic problems 
and brought untold hardship to millions of 
people for over seventy years. 

A third economic system, which has lain 
dormant for centuries, has been re-emerging 
and evolving over the last two decades - the 
Islamic economic system, which combines the 
profit motive with a welfare ethic and in which 
the individual is obliged not only to strive for 
his own betterment but to contribute to the 
good of society as a whole. This system is 
based on an interest-free profit-and-loss 
system (PLS), where risk is shared between 
banker and borrower and the bank's profits 
are shared with its customers, concepts 
entirely alien to the conventional system. 

But in the last few years, many people in 
the West have realised the viability of Islamic 
banking. Several traditional Western banks 
have set up units operating on the principles 
followed by Islamic banks. T h e idea that ethics 
should have a part in financial matters has 
taken root and, in London and elsewhere, 
there have emerged "ethical investment 
groups" of bankers and fund managers who 
invest their clients' funds according to 
Christian, Jewish or Buddhist principles of 
equity. 
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This changing attitude is reflected in the 
numerous comments which have appeared in 
the international media in recent years. 
According to the International Herald Tribune, 
Kleinwort Benson's Islamic equity 
investments, amounting to more than | 4bn , 
have outperformed most stock market indices 
in the past few years. These products are of 
interest to non-Muslims as well as Muslims, 
because people respect the morality of the 
instruments. There is a growing demand all 
over the world for Islamic investments. 

The Wall Street Journal, in December 1992, 
published an article saying that Islamic 
investments in the West were increasing and 
that estimates of Islamic funds were putting 
them at anything up to $50 billion. This 
support from the West, together with their 
experience that Western banks were hardly the 
fount of all wisdom, had given Muslim 
bankers a new confidence in their efforts to 
adapt traditional moral principles to modern 
finance. 

The Islamic economic and financial 
system has rapidly expanded from those early 
days in 1976 when the Islamic Development 
Bank (IDE) was established, thanks to the 
inspiration of the late King Faisal of Saudi 
Arabia. Soon afterward, the movement 
towards an Islamic economic system was 
launched by Prince Mohammed Al-Faisal, 
whose vision, determination and commitment 
established the Dar al-Maal al-Islami Trust 
and Islamic banks began to appear all over 
the world. By February 1992, in Tripoli, the 
IDB's Board of Governors were set to treble 
the bank's capital to a staggering $6 billion 
and to launch the IDB's much-awaited Export 
Credit Guarantees and Investment Insurance 
Scheme. 

Over the last decade, the steps taken by 
the Government of Pakistan to bring the 
country's economic system into conformity 
with Islam have been much appreciated as 
offering a model that will be invaluable to 
other Muslim countries. There is a desire 
among many to see the whole of Pakistan's 
economic system Islamised as soon as 
possible. But this is a major undertaking. 

needing much research, the setting up of 
controls and the designing of new computer 
programmes, operat ing procedures and 
documentat ion. Undue haste could be 
disastrous and lead to chaos, which would 
surely be exploited by our critics to discredit 
the whole Islamic system. We must guard 
against this danger. 

Iran and Sudan are also experimenting 
with the Islamisation of their economies and 
banking systems - thus far with mixed results. 
Any new system has to face up to the 
entrenched culture of the existing one - in this 
case the powerful interest-based banking and 
economic system. That is why, even in Muslim 
countries, there is resistance to Islamic 
banking, which is very often mischievously 
and deliberately linked with backwardness and 
with anti-scientific and ultra-conservative 
sentiments. 

Many Muslims themselves still doubt that 
an Islamic economic order with its divine 
origin is capable of meeting contemporary 
financial needs. The reasons are easy to see. 
The long subjugation of the Muslims under 
colonial rule sapped their self- confidence and 
gradually they began to look at all issues 
through the eyes of their rulers. 

It is only recently that Muslims have 
become aware of the weaknesses and failings 
of the two prevailing conventional systems 
and have started to realise that the Islamic 
alternative option might be capable of solving 
not only their own problems but those of the 
world at large. 

Recently, an in-house IMF paper observed 
that in times of recession an Islamic economic 
and banking system seems to have a greater 
capacity to absorb shocks than its Western 
counterpart. During the Gulf Crisis, Islamic 
banks suffered far less than conventional 
banks. Indeed, whether it is in bank 
syndication, venture capital or trade finance, 
it is very often the Islamic financial 
institutions that show the way. The Albaraka 
Group from Saudi Arabia is the first foreign 
bank to open in Kazakhstan and has even 
ventured as far as South Africa. Albaraka and 
the Geneva-based Dar Al-Maal Al-Islami Trust 



(DMI) were among the first foreign-owned 
banks to get permission to open in Pakistan. 
Both also have outlets in China, Europe and 
Africa and, of course, in the Middle East. 

Islamic banking is also generating great 
interest in Asia. There are Islamic banks in 
Indonesia, Brunei, Malaysia, Thai land, 
Bangladesh, India, Sri Lanka, Pakistan, Iran, 
Turkey and Azerbaijan, which are holding 
their own against the established conventional 
banking systems. There is every sign that 
more Islamic banks will soon be established in 
Asian countries. This, together with the 
spread of Islamic departments in Western 
banks, will soon mean that Islamic modes of 
banking will be accessible all over the world. 

In London, a teaching institute, the 
Institute of Islamic Banking and Insurance 
(IIBI), has recently been set up to train people 
to become Islamic bankers. It holds seminars, 
conferences and lectures, and is running a 
Diploma course by distance learning, so that 
as many students as possible may benefit. 

The IIBI has published several books on 
Islamic banking, including The Encyclopedia of 
Islamic Banking and Insurance. The IIBI also 
publishes a monthly journa l called New 
Horizon, which focuses on developments in 
Islamic banking, trade and insurance and 
brings news of the latest trends, instruments 
and issues on all aspects of Islamic economics. 

Altogether, the prospects for the Islamic 
banking system are promising for this decade. 
However, we should not have any illusions 
about the tasks and challenges that lie ahead. 
The Islamic economic and financial system is 
still evolving. It is inevitable that it will face 
more resistance before it starts making the 
impact that it so much deserves. 



Islamic Finance: Future Challenges 

S H E I K H S A L E H K A M E L 

The concept of participation-based banking 
has passed a critical phase of life, it has gone 
beyond the time of preaching glad tidings of 
the new banking system and has entered the 
stage of operat ions, at a nat ional and 
international level, whether in the investment 
or service sectors. 

The development of the new system has 
motivated traditional bankers to attain new 
horizons of innovation instead of dealing in 
currencies and receiving fixed rates. 

Major Western banks have begun to enter 
and par t ic ipate in direct investments, 
productive operations and risk-taking. Many 
commercial banks in the Arab and Islamic 
world have opened outlets for banking 
practices based on profit-and-loss 
participation and the application of well-
known Islamic finance and investment modes. 

This trend should be welcomed as a true 
reflection of public acceptance for this type of 
business. It opens a wide field for the 
dissemination of the new modes of finance 
based on the removal of usury. 

T h e use of the term "Islamic banking" is 
in many ways imprecise, because of the long 
forgotten principles, namely that usury is 
forbidden in Christianity and in Judaism as 
well as in Islam. This has generally been 
forgotten by Christ ians and Jews. 
Consequently, the current concept that usuiy 
is acceptable, ignores this injunction. The 
principle of the removal of usury f rom 

financial transactions is a principle of all 
religions and not only of Islam. 

T h e widening of the Islamic banking 
domain through the adoption of the system by 
Western and Arab banks, either totally or 
partially, is a welcome development and there 
is no Sharia or technical limit to co-operation 
between the Islamic banks and their 
conventional counterparts in different fields. 

For example, Dallah Albaraka works 
closely with conventional banks on Sharia 
principles, and through this co-operation, has 
satisfied the needs of many Islamic countries 
by importing for them basic commodities such 
as petroleum, wheat and rice. 

If such co-operation is adopted by major 
banking groups on a large scale, it will bring 
benefi ts through the activation and 
development of Islamic financial instruments, 
as well as curbing the speculative use of new 
financial instruments and directing them 
towards real productive activities. 

Recently developed financial instruments, 
known as "derivatives", are still in the phase of 
experimentation and development and are 
characterised with technical complexities. 
They are generally used for risk management 
and include options, futures, swaps and caps, 
as well as other types of so-called "financial 
engineering". These derivatives need to be 
referred to in the light of principles governing 
Islamic investments, by raising the following 
issues. 



Considering the prevailing conditions of 
Islamic countries, which should be developed 
first: primary or secondary markets? Within 
the framework of Islamic financial institutions' 
compliance with the Sharia, is it permitted to 
issue and circulate all types of derivatives? 
Finally, within the sphere of priorities and 
preferences of Islamic investment principles, 
can modern instruments be given a primary 
role, justifying expansion in their use? 

The innovation and use of these 
instruments has led to the development of a 
secondary market. This was a natural 
evolution considering the circumstances and 
realities of the advanced industrial economies, 
and created a huge productivity base and 
part icipated in making real investment 
opportunities, which in turn expanded the 
primary market base in terms of quantity and 
quality. 

This natural att i tude towards the 
development of a secondary market was 
normal in order to serve such a solid 
productivity base. However, if serious 
discrepancies and speculative practices prevail 
in the secondary market. Western economies 
are able to absorb any sudden shocks without 
sending whole economies into complete 
collapse. 

There is an urgent need in the developing 
world in general, and in Islamic and Arab 
countries in particular, to provide support to 
primary markets by promoting new issues, 
managing subscription operations therein, 
covering commitments and attracting 
individual and institutional savings and 
directing them towards new productive 
projects. 

A major and vital criterion by which to 
judge the extent of financial market success, is 
its developmental function. This criterion, in 
particular conditions, is given priority over 
turnover size, which is considered in Western 
markets as the success indicator for financial 
markets. Encouragement of primary markets 
leads to the creation of new jobs and 
enhancement of the productivity base, while 
the secondary market creates only a demand 
for marginal jobs. 

The secondai7 market should be active 
enough to realise the interest of savers in 
selling and purchasing securities to earn 
revenues therefrom or changing their 
investments for liquidation purposes. 
However, the encouragement of the secondary 
market, in the absence of a broad-based and 
diversified primary market, would result in 
increased circulation of a limited number of 
securities, leading to price rises and 
speculative transactions, as well as widely 
differing profits, to the extent that, at a 
national level, the economy would be 
negatively effected. Such examples are still 
current and noticeable. 

For these reasons, the development of a 
secondary market should be preceded by, or 
be contemporary with, the revival and 
innovation of instruments sendng the primary 
market, in order to satisfy the real needs and 
requirements of developing countries. 

Financial derivatives designed to protect 
export revenues from foreign exchange 
fluctuations require the existence of an 
export-orientated economy, as well as positive 
merits in terms of productivity powers and an 
international exchange rate in their favour. 
Financial derivatives which intend to protect 
firms from fluctuations in the rate of interest 
are of vital importance for creditors' economic 
powers and debtors' institutions. However, it is 
doubtful whether other entities which seek aid 
and loans can make use of such derivatives. 

Accordingly, the strengthening of the 
productivity base, as well as expansion in 
investment opportunities, establishment of 
new projects and the enhancement of 
investment and employment, which are all 
within the scope of the primary market, 
represent the major guarantees for the 
creation of a successful secondary market 
capable of serving the urgent needs and 
demands of the national economy. 

Islamic financial institutions should not be 
self-absorbed entities, but should rather be 
open-minded, making use of human 
experiences in a selective manner consistent 
with their basic commitments. They should 
further continue to use more innovations in 



the banking and finance fields. They should 
be selective, choosing between Western norms 
and matching them with Sharia requirements 
and particular economic and social 
circumstances. 

There are Sharia precautions against 
certain mechanisms and methods, usually 
because they are accompanied by economic 
and social risk. Such defects can often be 
corrected to enable co-operation between 
Islamic and conventional institutions in the 
field of new instruments. 

A major part of derivatives operate within 
the range and scope of interest rates. One 
such example is the cap option, where the 
purchaser of the option agrees with the buyer 
to apply a fixed interest rate at times of loan 
renewal during its term, regardless of the 
prevailing rates of interest. These options are 
liquidated on a cash basis, where profit and 
loss is calculated depending on the variance of 
the current rate of interest on liquidation day 
and the agreed-upon rate respectively. 

There are also floor options, where the 
minimum rate of interest to be applied in 
renewing the loan term is fixed. The collar 
option is a mixture of cap, floor and interest 
rate options on forward contracts and the 
swaps of interest rates, swapping of loans 
entered on variable rates of interest with loans 
entered on variable rates of interest. Without 
referring to the complexities and details of 
such instruments, they are all related to 
interest rates and their variations. 

As dealing with interest is prohibited in 
Islamic institutions, the use of such 
instruments and derivatives is eliminated. 
However, experts can decide the possibility of 
making use of these in protection and 
coverage of the profits of Murabaha and 
Istisna contracts. The implementation of such 
transactions through Libor should not be 
cautioned. However, Libor does passively 
reflect on the credit-worthiness of Islamic 
banking. On various occasions. Islamic 
institutions have been called on to exert a 
common effort to design a rate for profit 
expectation to supersede Libor, but the effort 
has so far been weak. 

The contract of futures requires both 
parties to agree upon entering a transaction 
which will be implemented at a later date, 
without possession by the seller of the subject 
commodity. Both parties wait until the time of 
liquidation to receive or pay the difference 
between rates on contract date and liquidation 
date respectively. Commodities transacted can 
either be real, such as coffee and cotton, or 
securities, such as shares, bonds or amounts in 
different currencies. Such contracts are 
prohibited by the Sharia, through the Hadith, 
"Do not sell what you do not have". 

This principle is a rational economic 
directive designed to protect the market from 
artificial contracts and transactions as well as 
from deep speculations of the type that 
resulted in inconsistency and adventurous 
activities. 

Option markets, in their different types, 
have received remarkable acceptance. The 
mechanism involves the existence of a seller 
and a purchaser of an option. The party 
whose price expectations and predictions are 
more accurate on liquidation day is the 
winning party of the transaction, while the 
other is the loser Many writers who have 
contributed to the issue are of the opinion that 
dealers in options take big risks. This type of 
dealing is mere gambling introduced in a new 
form. 

Scholars disapprove of options, because 
the option is not a commodity evaluated into 
money, to justify being sold and bought. 
Defenders of option markets argue that it 
depends on analysis, evaluation, observation 
of expectation, procedures and professional 
principles as well as a good acquaintance with 
the factors governing the market. However, if 
this is true, why are losses incurred by huge 
organisations retaining financial, economic, 
political and mass media experts? 

There is a long list of other transactions, 
including margin dealing, which is dependent 
on the rate of interest, as well as future swaps 
of currencies, which are unanimously 
prohibited according to the Sharia. Most 
derivatives and financial instruments devised 
in Western markets tend to transfer risk to 



others. The Islamic investment method 
depends on risk-taking, risks which result in 
added value to the community. Islam 
considers any economic transaction in terms 
of benefits that can be reaped by the 
community and gives lesser importance to 
individual earnings. The scale of preferences 
and priorities is arranged according to the 
overall added value to the community. 

Although currency dealing is allowed, 
trade and speculation in currencies are not 
considered as rational investment behaviour 
This principle is reflected in Zakat, where the 
rate is higher on individual activities and 
those which are lower developmental in 
nature, such as commerce, while the rate is 
less on activities which provide more jobs and 
part icipate effectively in economic 
development, such as industry and 
agriculture. Every asset can be subject to 
Zakat, depending on the purpose of its 
possession. If you keep a share for investment 
and make use of its annual return, only the 
return is subject to Zakat, while if it is used for 
trade and speculation, the Zakat is charged on 
the principle as well as on the profit. 

Islamic financial institutions welcome 
dealing with conventional banks domestically 
and abroad, without any reservations other 
than observance of Sharia requirements and 
serving the interests of our countries and 
people. 



Are We Hampering the Growth of Islamic 
Financial Institutions by calling them Banks? 

S I M O N D E V E N I S H 

It is necessary for Islamic institutions to 
address the issues of creating investment 
vehicles that will allow them access to the 
internat ional markets. It is, therefore, 
important to focus on some of the factors that 
seem to be hamper ing the growth of the 
Islamic market and to identify some practical 
solutions to these problems. 

For this it is necessaiy first to examine 
whether 'Islamic banks' are banks according to 
the conventional concept of a bank. 

The next step is to consider what affects 
the capital at risk in, and the liquidity 
demands on. Islamic banks; to review a typical 
Islamic bank portfolio; and to draw practical 
conclusions for portfol io building and 
liquidity management . 

What 's in a Name? 
Is an Islamic bank truly a bank in the terms of 
the existing debt-driven, commercial banking 
market? This is relevant to portfolio building 
and liquidity managemen t because if an 
'Islamic bank' is not a bank in Western terms, 
then why should it saddle itself with Western 
banking restrictions such as the BIS (Bank for 
International Settlements, Basle) regulations 
on liquidity and capital adequacy? 

Using the term "bank", on which there are 
specific restrictions, regulations and licensing 
requirements in most OECD countries, 
certainly seems to give banking supervisors 
some cause for consideration. Michael Ainley 

of the Bank of England, in a presentation at 
the IIBI entided "A Central Bank's View of 
Islamic Banking", asked "What is Islamic 
banking?". He then provided the following 
answer: 

"There seems to be no single definition of 
what constitutes Islamic banking' the basic 
principle is, however, clear, namely, that 
making money out of money is contrary to 
Islamic law. Rather wealth should accumulate 
from participation in trade and the ownership 
of real assets." 

In the commercial banking market, the 
taking of deposits is generally considered the 
defining activity of a banking institution. In 
the UK, the central legal statute concerning 
banking is the Banking Act 1987, which 
defines deposits as: 
1. Subject to the provisions of this section, in 

this Act, "deposit" means a sum of money 
paid on terms -
a) under which it will be repaid, with or 

without interest or premium, and 
either on demand or at a time or in 
circumstances agreed by or on behalf 
of the person making the payment 
and the person receiving it; and 

b) which are not referable to the 
provision of property or services or the 
giving of security; and references in 
this Act to money deposited and to the 
making of a deposit shall be construed 
accordingly. 



So here is the first hurdle. Generally, Islamic 
investment relates to the acquisition of 
"property", as it states in the Act, in the form 
of goods or assets, so Islamic investments are 
unlikely to satisfy this definition of a deposit. 

Further, the Act, in Part One, Section 6, 
defines the nature of a deposit taking 
business, i.e. one that requires approval to 
operate as a bank, as: 

(1) Subject to the provisions of this section, a 
business is a deposit-taking business for 
the purposes of this Act if: 
a) in the course of the business money 

received by way of deposit is lent to 
others; or 

b) any other activity of the business is 
financed, wholly or to any material 
extent, out of the capital of, or the 
interest on, money received by way of 
deposit. 

(2) Notwithstanding that paragraph (a) or (b) 
of sub-section (1) above applies to a 
business, it is not a deposit-taking business 
for the purposes of this Act if the person 
cari-ying it on does not hold himself out as 
accepting deposits on a day to day basis. 

Again, the nature of Islamic investments is not 
encompassed by this definition of a deposit 
taking business. 

Alternatively, non-bank financial 
institutions are defined in the Financial 
Services Act, Schedule One, Part II, under the 
heading 'Activities Constituting Investment 
Business" as: buying, selling, subscribing for, 
or underwriting investments, or offering or 
agreeing to do so, either as principal or as an 
agent. 

So here the overriding concern to an 
Islamic bank should be, do the goods or 
services in which an Islamic institution invests, 
fall within the terms of the Financial Services 
Act definition of "investments"? 

Investments are defined in Schedule One, 
Part I, of the Financial Services Act, as: 

1. Shares and stock in the share capital of a 
company... 

So this type of investment, in equides, will be 
subject to the terms of the Financial Services 
Act for Islamic investors. The rest of the 
investments defined would appear to fall 
outside of the parameters acceptable under 
Sharia law, and are not, therefor, of interest to 
the Islamic market. 

The definition of investments continues: 

2. Debentures, including debenture stock, 
loan stock, bonds, certificates of deposit 
and other instruments creating or 
acknowledging indebtedness... 

3. Government and public securities: loan 
stock, bonds and other instruments 
creating or acknowledging indebtedness 
issued by or on behalf of a government, 
local authority or public authority... 

4. Warrants or other instruments entitling 
the holder to subscribe for investments 
falling within paragraphs 1, 2 or 3 above... 

5. Certificates representing securities... 
6. Units in a collective investment 

scheme...and I will refer to this again, 
7. Options... 
8. Futures... 
9. Contracts for differences... 
10. Long-term insurance contracts... 
11. Rights to and interests in anything which 

is an investment falling within any other 
paragraph of that Part of this Schedule. 

Returning to "Collective Investment Schemes" 
these only relate to items defined in 
paragraphs 1-5 and 10 above, so would only 
affect an Islamic investor where the collective 
investment scheme traded in equities. 

Generally, the terms on which Islamic 
banks do business would not fall under any of 
the above definitions. Why then should 
Islamic banks accept the same types of 
controls as commercial banks either at home, 
or when their overseas branches or 
subsidiaries are subjected to surveillance 
and/or control by foreign central banks? 

Returning to Michael Ainley's comments 
again, he identified the fundamental question 
as, "to what extent, and in what precise forms. 



are funds placed with an Islamic institution 
capital-certain, thus falling within the 
definition of a banking deposit? And to what 
extent are they participating in a collective 
investment scheme, thus falling under the 
Financial Services Act?" 

Many Islamic products and structures are 
not covered by the definitions contained in 
either Act and require a definition of their 
own. They are neither capital certain, i.e. the 
retail investor does not have the full faith and 
commitment of the Islamic bank regarding 
the return of the sum invested, and they are 
not, equities accepted, investments in 
property as defined by the Financial Services 
Act. Islamic banks should be pressing their 
own Central Banks, and those Central Banks 
that control them abroad, to arrive at a 
uniform definition for Islamic banks. 

Until we can define what an Islamic bank 
is, or is not; until we can identify and measure 
the risks inherent in the way the capital of an 
Islamic bank is utilised; until we can identify 
the liquidity demands placed on the cash flows 
under management, and; until we can show 
all of this to the satisfaction of investors, 
banking supei-visors at home and abroad, and 
correspondent banks in both the Islamic and 
commercial markets, Islamic banks will be 
forced to cari^ a risk premium factor which 
will be reflected in the capital adequacy and 
liquidity levels which Islamic banks will be 
required to maintain. This in turn will cause 
portfolio constraints as banking supervisors 
struggle to understand the exact nature of new 
products in this Islamic banking market. 

Having the word ebanki in the title is not 
essential. Some organisations in Kuwait 
manage substantial financial operations under 
Sharia law without using the word ebanki in 
their title, for example, the Kuwait Finance 
House, and the Kuwait Foreign Trading 
Contracting and Investment Company. 

In short, referr ing to institutions as 
"Islamic banks" may be a misnomer that is 
causing excess pressure to be brought upon 
these institutions in their development. This 
pressure is amplified by a lack of clarity in 
financial presentation and the failure to 

present a rational, industry-wide approach to 
the classification of the various risks and 
demands of these new financial products. 

Liquidity Issues 
What affects the Capital at Risk in, and 
Liquidity Demands on. Islamic banks? 

From the above discussion, it seems clear 
that an Islamic bank's primary function, being 
guided by the principles of: 

1) wealth accumulation from participation in 
trade and the ownership of real assets, and 

2) a prohibition against making money out 
of money, does not fit with the definition 
of either a deposit-taker or an investment 
business. 

It follows that Islamic banks are special 
vehicles which deserve their own definition, 
and that this should be driven by an analysis 
of the risks, liquidity and capital requirements 
of their portfolios and instruments. 

T h e demands on capital for any 
institution are a function of the risks 
undertaken by that bank or company. If a 
conventional bank borrows funds, i.e. it takes 
deposits, from one client and then lends that 
money to another client, it is putting its own 
capital at risk to honour the repayment of the 
deposit, which it is obliged to do irrespective 
of the performance of the borrower. 

A similar type of operation could be 
performed by an Islamic bank, i.e. investing 
funds for a client in a Murabaha transaction. 
In this case as the capital repayment is not an 
obligation of the bank, the Islamic investor 
has a transactional risk on the funds taken No 
capital allocation is required on the part of the 
Islamic bank as none of its capital is at risk. 

Taking the same example a little further 
and analysing the liquidity impact on the two 
differing banking institutions, the 
conventional bank has a contingent liquidity 
risk either directly dependen t on the 
performance of the borrower, if it has matched 
the maturities of the asset and liability in its 
books, or as a general portfolio risk if it has 
mismatched the maturities. For the Islamic 



bank, however, there are no capital or hquidity 
issues because its role is simply that of a iDroker 
or investment manager. 

In turn these factors will be affected by the 
way each bank manages their portfolio. 

A pro-active approach to investment 
policy, where the Islamic bank takes a 
portfolio approach to treasury management 
and mismatches its investments, based on 
probable versus contractual liquidity 
requirements to its clients, is more risky but 
should provide higher returns. The pro-active 
player should also seek a wider spread of 
geographic and industry risk to generate 
better returns than minimal-yielding OECD 
bank guaranteed transactions - a tool 
commonly employed by reactive institutions. 

Asset Portfolio Review 
Assets are not homogenous. They have 
different risk factors such as credit, 
performance, political, climactic, etc. They 
have different maturities and each must 
therefore be considered and allocated to a 
group of similar investments; each group 
having a common standard across the Islamic 
banking industry. 

So, what does the average Islamic bank 
hold in its portfolio of assets or investments? 

Typically, the largest single category will 
be Murabaha or similar instruments such as 
Mutajara. These investments are usually 
placed by a brokerage type operation with 
third parties for short terms, against a pre-
agreed profit margin. The risk is to the retail 
investor is not the Islamic bank, it is the 
payment risk of the funds taker, often 
supported by a letter of credit or guarantee 
from an acceptable bank. 

The Islamic bank is under no obligation to 
its client for the payment of either the capital 
invested or the profit margin agreed. The 
Islamic bank has invested the money for a 
fixed term and has no obligation to its client 
in the event that the client wishes to terminate 
the investment at an earlier date than 
originally agreed. The demands on an Islamic 
bank for this type of investment, in terms of 
capital allocation and liquidity are, zero. 

Mudaraba transactions, assuming the 
modern structure of the triple Mudaraba (with 
an investor, a bank acting as Mudarib and an 
entrepreneur) usually avoid capital allocation 
and liquidity demands. The Islamic bank 
operates in the classic investment banker's 
disintermediated role of an arranger and 
introducer for which the bank takes a fee in 
the form of a proport ion of the profits 
generated by the enterprise. In the event of a 
loss, the investor takes the financial loss and 
the entrepreneur and the Mudarib receive 
nothing for their time and endeavour. 

In the case of a Musharaka, however, the 
bank must allocate some capital to the 
transaction and will have liquidity demands as 
it is both an investor in, and an arranger of, 
the venture. Suitable risk parameters need to 
be decided for such investments and the 
allocation of capital thereto. 

Ijara is a market with a growing demand 
but the longer, fixed term periods involved, 
form a limiting factor for many investors. 
There are some substantial advantages though 
for both capital allocation - because ownership 
of the underlying assets is usually held outside 
the bank's balance sheet in a closed fund and 
liquidity - subject to some fur ther 
considerations which I will refer to later. 

Istisna and Bai Salam, in conjunction with 
Ijara, offer major opportunit ies for risk 
diversification, portfolio building and 
liquidity management for the future. Properly 
managed their capital impact can be 
mitigated and they can provide the major 
impetus to the development of more tradable 
portfolios in the future. Greater tradability 
means greater liquidity. 

In short, Bei Salam, Istisna and Ijara 
transactions are the key growth areas for 
Islamic banks. 

Other Considerations 
Other considerations include looking at more 
general issues concerning the management of 
Islamic banks. 

First, as bankers, we rely very heavily on 
reported financial information. Yet Islamic 
banks themselves have not been able to agree 



a standard on which their financial statements 
are based. For the creation of the right kind of 
environment to allow Islamic banks to move 
beyond reactive treasury management to pro-
active treasury management they will have to 
provide the key information, i.e. their 
financial statements, in a form that other 
bankers, both Islamic and conventional, can 
readily comprehend. 

Trying to base improved liquidity, as some 
have suggested, around a central bank or the 
IDB (Islamic Development Bank) is likely to 
prove slow, cumbersome, bureaucratic and 
limiting. If you look at the conventional 
banking market you will see that the real 
liquidity is provided between the commercial 
banks, with the central bank operating as a 
"lender of last resort". This inter-bank market 
is based on strong, consistent and timely 
financial repor t ing within an established 
framework. That is one of the key criteria that 
all Islamic banks should be aiming for today. 

As a second consideration, standardised 
documentation is very important. Profitability 
can be raised by reducing low yielding cash or 
near cash investments and re-allocating them 
to higher yielding assets, but, this has to be 
achieved without losing liquidity or 
"tradability", within the asset portfolio. One 
major key to the efficient tradability of such 
assets lies in the standardisation of 
documentation in the Islamic market. 

As a third consideration, rating of 
countries, enterprises and transactions by 
major rating agencies such as Moodies and 
Standard & Poors, will further develop a more 
liquid and tradable portfolio of assets. 

The keyword in all these considerations is 
"transparency". If contemporaries at other 
banks can quickly and clearly both see and 
understand the nature and risks in an asset 
they can more quickly arrive at a value of that 
asset should they wish to bid for it. 
Complicated documentat ion, unclear 
accounting and/or auditing standards and a 
general lack of reference points for valuation 
will all conspire against the movement towards 
greater portfolio tradability and thus liquidity. 

Liquidity Tools 
Once Islamic banks turn to the concept of 
considering their business as based on trade 
and the creation and use of the tradability of 
assets within their portfolio, the next logical 
step is for them to trade assets as an aid to 
liquidity management. 

Just as an international trading business 
can create cash liquidity by selling inventory 
so the Islamic banks should develop those 
same skills and market connections to create 
liquidity in the same way. 

We need to create more, original. Islamic 
financing tools rather than modifying existing 
commercial bank structures. 

Conclusion 
Islamic banks must change the "status quo". 
They are in the minority, globally, and 
minorities have, in the history of mankind, 
always had to stand up for their own rights in 
order that they should be treated on their own 
merits by the majority. It must be to ensured 
that the financial markets recognise that 
Islamic banks cannot simply be included 
together with all the other banks - unless, of 
course, they prefer to compete at a 
disadvantage! 

The starting point for all of this change is 
within the Islamic banks themselves. 
Notwithstanding their desire to form a new 
banking industry at one with the Muslim 
unitary approach to life, their banking 
structures conform today - Sharia committees 
excepted - to the conventional Western form. 

If the mantra of Islamic financial thinking 
is that wealth should be created through 
legitimate trade and the holding of real assets, 
then Islamic banks must make this their focus, 
and concentrate on the tradability of their 
portfolios of assets that will better place them 
to service the aspirations of their communities 
and brotherhood. 

In conclusion, it can be seen that by 
creating greater clarity in the portfolio and in 
the Islamic banks presentation of their true 
financial position several major thrusts to 
portfolio development and liquidity 
management can be identified: 



1. Islamic banks must show themselves 
clearly as different operations f rom 
conventional, commercial banks. They 
operate in a market where investors use 
their skills primarily as investment 
managers, not as their risk counter-
parties. One of the major problems in 
developing as a recognised separate 
market is that the majority of Islamic 
financial institutions use the word "bank" 
in their title, a word which has very 
specific, legally defined and protected 
status in the West; a word which does not 
accurately reflect the function that Islamic 
banks fulfill. I suggest that a new term be 
created, say, "Islamic Financial Institution" 
and ensure that it becomes generally 
accepted, and legally defined. 

2. Islamic banks need to ensure that their 
central bank approach to control and 
surveillance is structured in a way that 
reflects the Islamic bank's assets, liabilities 
and liquidity demands. They can achieve 
this through the creation of an identifiable 
and definable market in which there is a 
Generally Accepted Accounting Practice, 
uniformly employed. 

3. Islamic banks should recognise that their 
true vocation is as trading organisations 
and they should look to build what I call 
"greater tradability" into their portfolios. 
One of the major steps towards greater 
tradability is having common 
documentation on which to work that 
provides a standard framework in which 
players operate. 

4. Islamic banks should make greater use of 
Murabaha - not less ! It is an exceptional 
tool that allows Islamic banks to finance 
the short-term trading requirements of 
their clients in an off balance sheet, capital 
free way. 

5. Similarly, Islamic banks should make 
greater use of the Reverse Murabaha to 
create liquidity in their portfolios, when 
necessary. 

6. Islamic banks have to build a system, 
perhaps through greater- use of the rating 
agencies, which will provide third parties 

with a benchmark or reference point for 
valuing assets. 

7. Finally, Islamic banks must look to create 
new tradable assets to improve liquidity. If 
the creation of wealth is supposed to be 
based, at least in part on trade, why do 
Islamic banks appear to be so reluctant to 
join in? 

The need for further change is obvious. The 
urgent need is for Islamic banking to create a 
positive, acceptable definition of its place in 
the global financial market. 



Islamic Banking - Where are We Going Wrong? 

ANWAR A H M E D M E E N A I 

Islamic banks have now been around for 
slightly more than two decades. During this 
period, the pace of their progress in various 
countries has been different . Sent iments 
about Islamic banking also differ from countiy 
to country. 

While apathy in vai-ying degrees is quite 
noticeable in some Muslim countries, 
probably due to a lack of conviction about 
whether banking can be organised differently, 
a fair degree of excitement and inquisitiveness 
is also noticeable in some parts of the Western 
World, where the economists and policy-
makers are awakening to the problems caused 
by banking which is exclusively credit-based. 

The end of the first half of this centui^ saw 
many Muslim countries gain independence 
from the colonial rules of Western powers. 
During such colonial rules, the Islamic code of 
law became confined to Muslim personal law -
as practised by two major sects - in almost all 
these countries. 

Upon gaining independence, the Muslim 
masses in these countr ies realised that 
changes brought about by their colonial 
masters in various spheres of life were not in 
line with their beliefs and the rules of conduct 
given to them by the Islamic Sharia. This 
realisation compel led Muslim bankers, 
economists and thinkers to review critically 
the present set-up, and think of ways and 
means to replace it with a system in line with 
the tenets of Sharia. 

What is Islamic Banking? 
Islamic banking may perhaps be best 
understood in comparison to conventional 
banking. 

Conventional banking has been defined as 
"accepting, for the purpose of lending or 
investment, of deposits of money from the 
public, repayable on demand or otherwise, 
and withdrawable by cheque, draft, order or 
otherwise". 

Conventional banking is credit-based. It 
relies on the ability of the borrower to repay 
the principal, together with interest. To ensure 
the borrower's willingness, the bank relies on 
security obtained. 

Islamic banking, on the other hand, is 
participatory in nature. The Islamic bank will 
usually assume all the normal risks of business 
that the entrepreneur assumes. Profit or loss, 
irrespective of its quantum, is shared by the 
bank and the entrepreneur. Return on the 
bank's investment is not a function of time. 
Even when it is pre-determined (as in the case 
of Murabaha), it is predetermined in absolute 
terms and not affected by any delay or 
prepayment. 

How is it Different? 
A major point of difference, of course, is the 
way Islamic banks earn their incomes and 
offer returns to their depositors. 

Islamic banks cannot par t ic ipate in 
businesses prohibited by the Sharia (such as 



the manufacture or trading of liquors etc). 
Socio-economic dimensions also play a 
significant role in the evaluation of financing 
proposals in the Islamic system. Businesses 
that add more to social welfare are likely to get 
a higher priority. 

The structure of production in an Islamic 
society should be different from that in other 
societies. This structure must cater to the 
requirements of lower income groups. It 
should be noted that the philosophy of Islamic 
banking places a heavy burden on Islamic 
banks in selecting business proposals to 
finance. The philosophy compels the Islamic 
banks to be content with whatever profits they 
earn through legitimate means and not aspire 
to compete with conventional banks. 

This latter part needs some elaboration. 
In conventional banking, the concept of 
"liquidity" plays a significant role in its 
philosophy. This aspect is a direct result of the 
mis-match between tenures for which deposits 
are mobilised and for which funds are 
invested. Depositors require that their 
deposits should earn profits (by way of 
interest, of course) and at the same time 
remain at their disposal. 

Deposits in current accounts are usually 
not entitled to any returns, but conventional 
banks usually employ funds in these accounts 
for lending purposes. Since businesses are not 
usually in a position to repay on demand or at 
short notice, and some of the investments are 
relatively illiquid, conventional banks resort to 
inter-bank borrowings among themselves. 
These may be clean or in the shape of repos of 
government securities. Rates of such 
borrowing are determined by the demand and 
supply situation. 

Businesses are normally allowed overdraft 
facilities whereby they can borrow or repay at 
will, or at short notice. In the case of 
borrowings for fixed tenures, some banks put 
a restriction on the borrower's ability to 
prepay without notice or at short notice. 

Short- term borrowing/lending or 
development of secondary markets presumes 
a predetermined rate of return. They cannot 
function without such a rate being in place. 

Strategy Adopted in Pakistan 
Islamisation of banking in Pakistan started in 
the early 80s and changes were introduced 
gradually. From the view-point of commercial 
banking, the significant changes were: 

a. acceptance of all local currency deposits 
on a PLS basis; 

b. providing of financing on the basis of 
mark-up, on sale purchase of goods; and 

c. prohibition on charging any mark-up on 
mark-up in case of default. 

However, the process of Islamisation started 
without any regard to the Islamic philosophy 
of life in general, and business in particular, 
without any efforts to improve the moral 
standards in the society, and without making 
the necessary changes in the laws affecting the 
banks. 

These deficiencies are now telling on the 
implementation of the new scheme. The next 
section addresses the particular problems that 
Islamic banks are facing because of these 
deficiencies. 

Problems Facing Islamic Banks in Pakistan 
Starting with the liability side, a major 
problem is the way deposits are being 
mobilised. By the nature of their business on 
the asset side. Islamic banks need a stable 
deposit base where the depositors are willing 
to commit their funds for specific periods. 
Also, it is important that Islamic banks should 
not commit any fixed return to their 
depositors, because they are themselves not 
sure of their earnings on the assets side. 

Owing to competition with conventional 
banks (who have now adopted the mark-up 
and PLS system, at least on paper) Islamic 
banks are also offering cheque accounts with 
returns thereon, accepting deposits (especially 
where amounts are substantial) at pre-agreed 
rates of profit, and offering returns to all their 
depositors in line with the market, to be able 
to compete, regardless of their actual 
earnings. 

To provide liquidity to depositors as well 
as those who come to avail themselves of 



financing facilities, at short notice, Islamic 
banks must also borrow from other banks in 
the money market. Such borrowing/lending is 
on the basis of interest. Similarly, a portion of 
all time and demand liabilities of Islamic 
banks must be surrendered to the central 
bank. This portion is also lying in interest-
bearing deposits (even though they are called 
PLS) or invested in interest-bearing securities. 
If Islamic banks need to borrow from the 
central bank as lender of last resort, such 
borrowing must also be on the basis of 
interest. 

Problems on the asset side are of a more 
serious nature: 

1. No efforts having been made by the 
government or the Islamic banks 
themselves to improve the moral 
standards of the society and persuade 
people to deal honestly, it is nigh 
impossible to consider Musharaka 
financing. Even though some banks are 
now contemplating it on a limited scale, 
and with water-tight securities, the true 
spirit of Musharaka will be lacking in such 
deals. 

2. The same problem is affecting the 
introduction of Mudarabas. The banks are 
not sure if the accounts of the enterprise 
will be honestly maintained and reflect the 
true state of affairs of the business. 

3. In the case of Murabahas, the problem is 
compounded by a lack of financial 
discipline. Buyers, (the customers of the 
bank) seldom make any efforts to pay the 
purchase price on the due dates. In the 
case of such defaults, the Islamic bank 
cannot increase the purchase price and is 
thus deprived of income it could otherwise 
have earned. Religious scholars allow the 
imposition of heavy penalties in such cases 
but the penalty amount is not a part of the 
bank's income. 

4. Even if the lack of honesty was not a 
consideration, the existing tax laws, 
especially in Pakistan, are such that even 
the most honest and pious entrepreneurs 
are not willing to reveal the true 

profitability of their businesses. 
This factor affects both Mudarabas 

and Musharakas. In the case of 
Murabahas, the party f rom whom 
commodities are being purchased is 
seldom willing to issue an invoice/cash 
memo/receipt for the full amount. Even if 
he is (a very remote chance) the buyer (i.e. 
the bank's customer) is not willing to 
accept the proposition for the fear that he 
will have to account for that much stock in 
his production records and for the 
purposes of excise duty. 

5. Neither the concerned staff of Islamic 
banks (who have been trained in 
conventional banking techniques) nor the 
customers (who are mostly dealing with 
conventional banks) realise the fact that a 
commodity must actually exist and be 
bought from a third party for such 
transactions to be valid. 

As with conventional banking the 
customers consider it their right to do 
anything whatsoever with the funds 
obtained. Similarly, the bankers' primary 
consideration is the customer's ability to 
repay the sum disbursed. Indeed, in some 
cases, commodities already purchased by 
the customer have been sold to the bank 
and re-purchased (and that too on paper 
only). Some commodities have thus been 
the subject of several sales and re-
purchases with different banks. 

6. Statutory liquidity requirements of central 
banks, in Muslim countries, fail to take 
cognisance of the fact that Islamic banks 
are not debtors vis-a-vis the depositors, as 
the conventional banks are, but that they 
are Mudaribs, or fund managers. As such. 
Islamic banks' timds lying with the central 
banks to satisfy SLRS not only deprive 
Islamic Banks of earnings on such funds 
through Mudarabas, Murabahas and 
Musharakas, but also introduce an 
element of interest-income into the 
Islamic banks' total earnings. 

7. Finally, a very significant hurdle is the 
perception of Islamic banks that they 
should deal in money only. Therefore they 



do not wish to develop any expertise in 
dealing in commodities or machinery and 
equipment or real estate. Also, they are 
reluctant to participate in the 
management affairs of businesses in which 
they invest as par tners (Musharaka 
transactions). 

Conclusion 
It will be clear from the foregoing that the 
present half-hearted attempts to "convert" 
conventional banking into Islamic banking by 
mere changes in semantics and procedures 
will not, and do not, take us anywhere. 

In fact, such attempts are causing more 
harm to the cause of Islamic banking than any 
benefit. It is time for us to make a serious 
attempt to reconstruct banking thought in 
Islam. This is not an easy task, but it is not 
impossible either. 

Today we find a general apathy on the 
par t of all parties interested in Islamic 
banking. This applies to customers (who do 
not want to introduce any financial discipline 
into their operations and demand complete, 
unbridled freedom to use the funds made 
available to them in any manner whatsoever, 
for the consideration of a fixed [meatier] 
return that they offer to the financiers); or 
depositors (who are more interested in the 
security and liquidity of their funds than the 
use to which these are put); or shareholders 
(whose objective is maximisation of profits 
through whatever means). 

It must be realised that as with 
conventional banks, the objective of Islamic 
banks ought to be the pooling of monetary 
resources and talent within a society for its 
betterment. In order to achieve this, Islamic 
banking environment would have to be 
radically different . 

Conventional banking is credit-based. 
Islamic banking will have to be equity-based. 
For this purpose, business laws in Muslim 
countries will have to change. Stringent 
financial discipline will have to be inculcated. 
Concepts such as liquidity (of investments), 
premiums for (credit) risk and the time value 
of money must be reconsidered. 

It should be realised that in some areas. 
Islamic banks should not even aspire to 
compete with conventional banks (bill 
discounting is one such area) and in other 
areas Islamic banks should operate in a 
different manner (e.g., issuance of guarantees 
and the establishment or opening of letters of 
credit, where, in conventional banks, 
commission is related to both amount and 
time, to account for the "risk" factor). 

Taxation laws would need to be revamped. 
These and banking laws should be such that 
they facilitate honest operations, and compel 
the users of financial resources to abide by 
their commitments. Auditing standards must 
improve to ensure that all parties get their 
legitimate due returns. 

In a true Islamic banking environment, 
the banks would not be taking any "credit 
risk". They would, however, have to assume all 
the normal business risks. It must be 
recognised that Islam does not see capital as a 
separate factor of production but considers it 
part of the enterprise. Use of better capital 
resources results in higher profitability 
through higher production or better quality 
(resulting in better prices) or both. 

As mentioned earlier, such an all-round 
change in the environment would be a time, 
consuming process. In the existing 
environment, true Islamic banking may result 
only in very modest profits. The shareholders 
must willingly accept this and realise that an 
Islamic bank may have to curtail the scale and 
variety of its operations for the sake of Sharia 
compliance. Profit-maximisation should only 
be a secondary consideration. The primary 
consideration should be adher ing to the 
guiding moral principals of Islam. 
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