
No. 10, LONDON • £1.00/i$2.00 

New • 

/ I S L A M I C BANKING h I N S U R A N C E 

ISLAMIC BANKING IN 1992 — A REVIEW 

ALBARAKA MOVES INTO SOUTH AFRICA 

NEW CENTRE FOR ISLAMIC ECONOMICS 

ISLAMISATION OF CONVENTIONAL BANKS — II 

NANKING NEWS, VIEWS AND ANALYSIS 



O N L Y T I M E R E F I N E S P R E C I S I O N . 
The refinement of precision over 

time, has resulted in inventions that have 
helped change perceptions and enhanced 
the quality of life itself. 

The astrolabe, perfected over a 
thousand years ago by Islamic scientists is 
as precise today, as most modern 
navigational systems. 

Today, the Faysal Islamic Bank 
adapts this heritage of progress and 
precision to modern banking where each 
investment is carefully researched for 
reliability, low risk and worthy returns. 

Depend on the Faysal 
Islamic Bank where precision 
is a daily practice. 

Faysal Islamic Bank of Bahrain E.C. 
Towards P r o s p e r i t y in P a r t n e r s h i p 

Head Office: Chamber of Commerce BIdg., P.O. Box: 20492, Manama, Bahrain, Tel: (973) 275040, Fax: (973) 277305, Telex: 9270 F A I S B K B N 



Published by 
The Institute of Islamic Banking & Insurance 

ICIS House 
144-146 King's Cross Road, 

London WC!X 9DH 
Tel; 071-833 8275-6 Fax: 071-278 4797 

EDITORIAL BOARD 
Muazzam Ali 

Chairman, 
London 

Dr Reza Shiva 
Tehran 

Prof. Dr Murat Gizacka 
Istanbul 

Nawazish Ali ZaIdi 
Islamabad 

Ibn Ul Hasan 
Karachi 

Mukarram Ali 
London 

Dr. Ashraf uz Zaman 
Geneva 

Al-Bagkir Youssef Mudaw^i 
Khartoum 

CONSULTANT EDITOR 
Mushtak Parker 

ASSISTANT EDITOR 
Naomi Collett 

EXECUTIVE EDITOR 
S. Ghazanfar Ali 

PRODUCTION EDITOR 
Alan St. Clair 

ADVERTISEMENT EXECUTIVE 
Swaleha Siddiqui 

DISTRIBUTION E X E C U T I V E 
Habib Mohyuddin 

L E G A L CONSULTANT 
Asma SiddJqui 

Barrister at Law 

CONTENTS 

December 1992 
Issue No. 10 
ISSN 0955-095X 

2 COMMENT 
1992 - A Year of Mixed Fortunes. Mushtak Parker looks at how Islamic banks 
have fared in 1992. 

3 NEWS MONITOR 
Latest News and Views about Islamic Institutions, Instruments, and Investments. 
Also New Horizon brings you banking news from the Muslim world. 

8 OVERVIEW 
Review - 1992. Islamic banks continue to expand fast. New Horizon looks at 
their strategies for the future. 

10 F E A T U R E S 
Understanding Islamic Financing. Mr Khalid Latif, Chairman and Chief 
Executive of the Allied Bank, Pakistan brings New Horizon his views on 
islamic financing. 

12 Islamisation of Pakistan's Economy. Mr Nawazish Ali Zaidi brings the latest on 
the continuing debate on the Islamisation of Pakistan's economy. 

14 Conversion of Interest-Based Banking to Islamic Banking. Dr Ziauddin Ahmad 
concludes our two-part series. 

•J 3 Albaraka in South Africa. Albaraka has been busy expanding its operations 
acrossthe Muslim world. This month New Horizon brings you newsof their latest 
moves in South Africa. 

•19 Malaysian Banks Target Children. Alan St Clair desribes the increasingly 
competetive world of Malaysian banks. 
Letters to the Editor. 

20 INSTITUTIONAL PROFILE 
Centre for Islamic Economics - Karachi. In the midst of the controversy overthe 
Islamisation of the economy, a Centre for Islamic Economics is being established 
in Pakistan. 

© Institute of Islamic Banl<ing Regional Offices 
& Insurance 1992 South Asia 

New Horizon 
Press Centre 

All Rights Reserved. Shahrah-E-Kemal Ataturk 
Reproduction in Whole or in Part P.O. Box 541 

without Permission strictly Karachi 
prohibited. All Material and Tel; 2631125 

Prices Correct at Time of going South-East Asia 
to Press. Atta'awuniah Corporation Sdn Bhd 

No 36 Lorong 6E/91 
ISSN 0955-095X Taman Shamel Perkasa 

Cheras, 56100 Kuala Lumpur 
The views expressed in this Tel: 03-9862192 (5 lines) 

magazine are not necessarily either Fax: 03-9837955 TDC No 1936 
those of the Publishers or of IIBI. 

JTNew • 

Horiwn 
IC BANKING h INSURANCE 

ISLAMIC BANKING IN 1992 — A REVIEW 

A L B A R A K A MOVES INTO SOUTH AFRICA 

NEW C E N T R E FOR ISLAMIC ECONOMICS 

ISLAMISATION O F CONVENTIONAL BANKS — II 

BANKING NEWS, VIEWS AND ANALYSIS 



C O M M E N T 

1992 - A Y e a r of Mixed F o r t u n e s 
by Mushtak Parker 

1992 was a year in which many Islamic banks 
started to feci good about their prospects for the 
year but ended up wondering where they went 
wrong. While Islamic banking in Kuwait hctd to 
start virtually from scratch in the wake of the 
occupation of the country, many prominent 
commercial Islamic banks elsewhere have 
announced major loss provisioning measures 
mostly as aresult of exposure to the collapsed bank 
of Credit & Commerce International (BCCI) and 
bad loans. 
The Kuwait Finance House is up and running 
again and Kuwait has even launched a new Islamic 
banking institution, International Investor, which 
will offer private banking and fund investment. 
The upside of Ishunic banking in 1992 are numerous 
and these include expansion of the phenomenon to 
most corners of the etuth. During theyearanumber 
of other new institutions have been set up or started 
operations. ITiese incl tide the Albaraka Kazakhstan 
InvestiDcnt Bank in Alma Ata, the Arab Albanian 
Islamic Bank in Tirana, the Faysal Islamic 
Investment Bank in Islamabad, Albaraka Finance 
House in Bombay, Altawfeek Investment Bank in 
Lahore, Bank Muamalat Indonesia in Dajakarta, 
Serendib Bankin Colombo, the Qatar International 
Islamic Bank and Bank Albaraka D'Algerie. 
Nigeria has also given Islamic banking licences to 
Sheikh Saleh Kamel and Mr Ibrahim El Tayab 
ELrayah, a Sudanese businessman based in northern 
Nigeria and a shareholder in the Geneva-basedDar 
al-Maal al-Islami(DMI), headed by Prince 
Muhammed al-Faisal. 

Islamic banking licence applications have also 
been lodged with the Saudi Arabian Monetary 
Agency (SAMA), although to date very little has 
been heard. Saudi Arabia remains a mystery -
pressure from the ulema seems to have forced a 
change in attitude at SAMA. There is a mmour that 
the agency has recruited two specialist bankers to 
help supervise Islamic banking. In comparison, the 
Bank Negara in Malaysia is promoting a dual 

system - an Islamic banking one operating side by 
side a conventional banking system. If some 
organisation wants to give an award for services to 
Islainic banking in 1992, then in my book it should go 
to Tan Sri Jafftir Hussein, the Governor of Bank 
Negara, who is setting the agenda for Islamic banking 
in south east Asia. Bank Negara is developing an 
Islamic seconditry nicU'ket, has introduced an export 
credit refinancing facility and has opened the sector 
to competition thus ending tlie monopoly of Bank 
Islam Malaysia. 
On the downside, the exposure of at least five 
established Islamic banks to BCCI raises anumberof 
questions about the maturity of Islamic banks. A lack 
of a secondary market in the sector to place surplus 
funds may have forced these banks to fall prey to the 
BCCI marketing trick of so-called Islamic banking 
windows. Provisioning naturally has tiffected profit/ 
loss margins. Albaraka International Bank(ABIL) 
has reported losses for the year ending 1991 of 
£6.85m, ARBIC profits fell by 35 per cent in 1991 
and by 25 per cent in the first quarter in 1992. Profits 
were also down at Jordan Islamic Bank, and Dubai 
Islamic Bank. The star of 1992 was Bank Islam 
Malaysia-return on equity in 1991 (reportedin 1992) 
was the highest among its peer group and average 
annual growth of gross profits since 1983 has been a 
staggering 87 per cent. Pre-tax profit was up by 20 per 
cent on the previous year. 

In 1992, the IDB also increased its capital to $5.8b 
andlaunched its Islamic Export Credit and Investment 
Insurance Corporation. Apart from the investment 
bank in Pakistan and a representative office in 
Indonesia, DMI's only other acquisition was the 
International Islamic Bank of Denmark. Otherwise 
both the IDB and D M I have had very uneventful 
years, perhaps as with other banks tempered by the 
effect of recession an difficult economic and 
investment climates. All in all 1992 was a mixed year 
and, as long as Islamic banks learn from their 
experiences and above all mistakes, then prospects 
could be better in 1993. 
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Islamic Banking 

Bahrain 
Islamic Bank Aid to 
Pakistan 
The Faysal Islamic Bank of Bahrain 
has arranged a lOOm finance 
package for the Rice Export 
Corporation of Pakistan Limited. 

The syndicated finance signed in 
Bahrain was guaranteed by Pakistan's 
Central Bank. Eighteen financial 
institudons contributed to the six month 
deal, which w i l l yield a 5.7 per cent 
year profit. 

In July the bank had arranged a $200m 
deal for the state-owned Cotton Export 
Corporation of Pakistan. • 

Albaraka Financing 
Increases 
Albaraka Islamic Investment Bank is 
flnancing Gulf Air's purchase of 
aircraft for US $15m through a 
syndication with Islamic banks. 

Dallah Albaraka Group is participating 
in the US $26m Syrian shipping 
company scheme, through its Bahrain 
subsidiary al Tawfiq Company for 
Investment. The company which w i l l 
own seven medium sized vessels w i l l 
transport more than 30,000 tons of lamb 
a year. 

Bahrain's offshore banking assets rose 
by 10.3 per cent to US $56.8m in the 
first quarter of 1992 compared with the 
corresponding period o f 1991. Forty-six 
offshore banking units (OBU) are now 
operating in Bahrain. 

Although the country's three big 
conventional offshore banking units -
Gulf International Bank, Arab Banking 
Corporation and Investcorp remain 
profitable, overall assets placed in 
Bahraini OBU's remain well below the 
pre-GuIf crisis high o f US $68b 
achieved in 1988. The banks have been 
affected by the ability of other Gulf 
institutions to compete in providing 
project lending, trade finance and 
foreign exchange dealing. • 

Lebanon 
The Albaraka Lebanon 
Fund 
The Jeddah-based Albaraka Islamic 
trade finance group has launched a 
Lebanon fund aimed at private 
sector projects to help in the 
reconstruction of the country. 

The Chairman o f Albaraka, Sheikh 
Saleh Kamel confirmed that the Wor ld 
Bank's private sector affiliate, the 
International Finance Corporation (IFC) 
w i l l participate in the fund which w i l l 
invest in infrastructure projects in 
electricity, transport and real estate 
sectors. 

Saleh Kamel, Chairman of 
the Albaraka Group 

Albaraka has contributed SI00m to the 
fund which w i l l have an initial 
subscription of $200m, o f which a 
minimum of SlOm are expected from 
other Islamic banks, organisations and 
individual investors. The participation 
of die IFC is a major boost and it is the 
first time that the (IFC) has participated 
in such a venture. The fund is a partner 
to the Central Beirut Building Project 
and has contributed S50m to it . 

Albaraka has launched similar funds to 
encourage private sector participation in 
the reconstruction of Kuwait , the 
Central Asian Republics, Pakistan and 
Albania. The Kuwai t fund is 
oversubscribed and has attracted the 
participation of the Islamic 
Development Bank. • 

Malaysia 
Bank Islam Brings in Smart 
Card 
Bank Islam's Managing Director, Dr . 
Abdul Halim Ismail, said that Bank 
Islam had opted for the Smart C a r d as it 
operates on a distributed system, unlike 
the centralised system adopted by most 
other institutions. 

Dr. Ismail added that the Smart Card 
system was also the most cost effective, 
and minimised die risk o f fraud, because 
unlike the normal magnetic strip card, i t 
contained a memory 
chip. • 

Fight for Staff 
An acute shortage of skilled banking 
staff is forcing Islamic banks in Malaysia 
to battle hard with conventional banks in 
order to continue their vital recruitment 
of trained men and women. 

According to the Governor o f the Central 
Bank of Malaysia (Bank Negara) M r Tan 
Sri Jaffar Hussein: "The banking industry 
as a whole needs an increasing supply o f 
professionally qualified and experienced 
staff i f i t is to maintain a competifive 
atmosphere and face challenges, especially 
in the international scene." 

" I t is important for us to ensure that the 
banking indusu-y w i l l be able to keep up 
with the more sophisticated financing needs 
of a rapidly industrialising economy" said 
M r Hussein at a recent two-day seminar on 
the subject of economic programmmes at 
universities held in Java. 

"The Malaysian market is now facing a 
two-dimensional challenge to increase the 
supply o f skilled labour and to ensure that 
the industry's needs are appropriately met. 
Continued research and development in all 
fields and types o f banking are crucial to 
the future financial well-being and success 
of this country." 

He continued: "Therefore, universities must 
conduct suitable courses to ensure that the 
current demand and supply mismatching 
does not occur in die future. One of the 
worst aspects o f this shortage o f 
professional staff is the clear increase in 
job-hopping and staff-pinching in the 
banking industry." • 
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Pakistan 
Mudarabah In Trouble 
Islamabad: The Mudarabah in 
Pakistan are facing declining prices 
of their shares in the stock exchange. 
The government is also considering 
restricting the starting up of new 
Mudarabah for a limited period. 

A proposal, in this regard, is being 
actively considered by the Corporate 
Law Authority and die Federal 
Religious Board which govern the 
working o f Mudarabah in the country. 

The Chairman of the Corporate Law 
Authority, M r Mian Mumtaz Abdullah, 
when contacted, remarked, "We can 
suspend the registration of Mudarabah 
for a litde time i f die situation so 
requires". 

Mr Abdullah, however, did not say 
whether such a suspension would take 
place in die near future. "We carefully 
monitor die situation and make 
decisions accordingly", he commented. 

When asked i f he was sadsfied wid i die 
working of Mudarabah, M r Abdullah 
said he was. Commendng on the 
declining trend in die price o f the 
Mudarabah's shares, he said diis was 
part o f a general trend on the stock 
exchange. 

A t the moment, there are 36 Mudarabah 
companies in operation in die country 
and two Mudarabah companies w i l l 
begin functioning shorUy when all legal 
formaliues have been completed. The 
applications of about twelve Mudarabah 
are pending the decision of die C L A 
and Religious Board. 

A t least twenty Mudarabah are quoted 
as being below par value. The lowest 
quotation is Rs 6.95 against the First 
Grindlays Mudarabah, which at Rs 
34.95 is die highest value. • 

Investment Fund 
Dallah Albaraka Group is to set up 
an open ended investment fund of 
around US $100m, registered in the 
Cayman Islands. 
Two options are being considered: a 

dollar-based, mult i- asset fund and a 
rupee-based fund concentrating on 
stocks and real estate. 

The dollar-based share o f die fund w i l l 
be raised locally and from Western 
institutions and individual investors. 
This fund w i l l be invested in sectors 
such as trade financing and leasing. 
Infrastructure projects and investing in 
companies being privatised w i l l also be 
considered. The rupee-based part o f the 
fund w i l l be raised and invested 
locally. • 

Pakistan Leasing 
Expansion 
The Pakistan government is to 
provide extra incentives to promote 
leasing as a way of a.sset financing. 

According to Federal Economics 
Minister M r Sardar Assef Ahmed A l i , 
die government is keen diat leasing 
companies not only help major 
industries but also medium and small 
businesses. The Minister did not say 
what sort o f help the government had in 
mind, but it could be capital allowance 
tax and other incentives. The 
government is encouraging the 
establishing of Ijara (leasing) and 
Mudarabah (leasing funds) conu^acts in 
line w i d i its policy o f Islamising die 
local economy and financial sector. 

According to the Leasing Association 
of Pakistan (LAP), diere are currendy 
44 leasing firms and leasing Mudarabah 
in Pakistan including some major 
players from the industi-ialised countries 
such as Orient Leasing from Japan. The 
World Bank's private sector affiliate, 
IFC has also helped to set up die first 
private sector leasing f i rm in the 
country. 

Leasing is indeed taking of f in Pakistan. 
The market volume, says L A P 
Secretary General M r Humayun Murad, 
is projected to top Rs 8b in 1992, which 
is about three per cent o f die fixed 
capital investment in die country. 
However, bankers such as Khal id Latif, 
Chairman of Al l ied Bank of Pakistan, 
told ITF that they expect diis figure to 
increase to eight per cent during this 

decade as die demand for leasing w i l l 
increase significandy since it is an ideal 
Islamic interest-free instiument. • 

Qatar 
Islamic Bank Makes Profit 
Qatar International Islamic Bank made 
a net profit of US $1.9m in the first half 
of 1992, slightly above profits for the 
whole of 1991. 

Total assets at die end o f June stood at US 
$157m compared w i d i US SI30m at die 
end o f 1 9 9 l . B 

U A E 
Profit for Dubai Bank 
Dubai Lslamic Bank's profits and assets 
rose to US $54m in the 1991 financial 
year, which was 11 per cent higher than 
1990. 

Total assets for 1991 were US S l . l m , 24 
per cent higher dian in 1990. The bank 
made significant provisions for its exposure 
to die collapsed B C C I . • 

it pays to advertise in 

Islamic Banking t 
Insurance Magazine 

For details please contact 

Tel 071 833 8275 
Fax 071 278 4797 
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Banking in tlie 
Muslim World 

Bahrain 
• A B C Profits Up Arab Banking 
Corporation (ABC) announced pre-tax 
profits of US $65m for die first six months 
of 1992 -14 per cent up on die US $57m 
recorded in die corresponding period o f 
1991. A B C is planning to set up an office 
in Tehran. 

• Bahrain-Based Bank to Close 
Manama: Kuwait Asia Bank, a Bahrain-
based offshore banking unit (OBU), is 
liquidating its assets and w i l l close down 
widiin two years, according to a bank 
official. 

Reuters was told by a senior bank official 
diat as of now die bank is in liquidation. 

However , Bahra in ' s M i n i s t r y o f 
Commerce and die Bahrain Monetary 
Agency ( B M A ) have to ra t i fy the 
shareholders' decision. 

Iran 
• Iran For Unified Exchange Rate 
Nicosia: Iran is preparing to unify its 
exchange rate system - the central goal o f 
its economic reforms - despite the risk 
diat prices w i l l soar and industry may 
suffer. 

Unifying die three exchange rates is die 
most important goal o f reforms launched 
by President Akbar Hashemi Rafsanjani 
to put die economy on a sound footing and 
end die turmoil caused by die 1979 Islamic 
revolution and the 1980-88 war wid i Iraq. 

Some ministers have said the three rate 
system - which on a recent Monday set the 
dollar at64.5,6.00 and 1,437 rials - w i l l be 
eliminated from March 2 1 , die start of die 
new Iranian year. 

Central Bank governor Mohammad 
Hossein A d e l i said this month " a l l 
preparat ions" had been made for 
unification, which w i l l amount to a sharp 
devaluation of die rial. 

But bank off ic ia ls careful ly avo id 
confirming any target for die unified rate 
beyond saying diat the bank is committed 
to achieving i t by die end o f the five-year 

economic plan on March 20,1994. 

Much of Iran's heavily import-dependent 
economy, especially die private sector, 
has akeady switched to the 1.437-rial 
"floating rate" or the free-market rate 
which closely shadows it . 

Some industries and services get dieir 
dollars at die "competitive rate" o f 600 
rials, while die official rate of 64.5 rials 
applies only to important imports like 
wheat and fuels. 

W i d i speculation about die unified party 
focusing on, or near die floating rate, 
unification would in effect devalue the 
rial for die latter categories and lead to a 
jump in prices. 

The government currendy allocates most 
of its annual o i l revenue of about $ 16b to 
ministries and state-run industries and 
sells some to importers through the banks. 

Several ministers have said that in next 
year's budget, likely to be presented to 
parliament in December, die ministries 
would be allocated only rials, radier than 
a mixture of dollars and rials, and would 
have to buy dieir hard cash from banks. 

I n a recent in terview w i t h Resalat 
newspaper Asghar Kashan, the Foreign 
Exchange Deputy Governor of the Central 
Bank, said all ministiies had agreed to die 
change but the final decision was yet to be 
made. 

Oman 
• Oman Banking Shows Confidence. 
Oman: The banking sector in Oman saw 
some significant developments taking 
place this year. In February, Oman became 
die first country to setde die B C C I issue 
and refund die depositors money to boost 
people's confidence in die counti-y's 
banking system. The Bank Dhofar A l 
Omani A l Fransi acquired die assets and 
liabilities o f the twelve BCCI branches in 
Oman. 

In a recent interview, the Central Bank of 
Oman ( C B O ) Execu t ive President 
Hamoud Sangour Hashim said that, "the 
setdement of die B C C I issue was a unique 
event, in that it was die first-ever settlement 
anywhere in the world, where, dianks to 
die magnanimity and kind dispensation 
of Sultan Qaboos, all the depositors were 
assured die 100 per cent return o f their 
funds. Needless to say diis tremendously 

boosted the depositors confidence in the 
Sultanate's banking system". 

In order to strengdien die capital base of 
banks in Oman and to ensure dieir operations 
are on a sound footing, a royal decree was 
promulgated in A p r i l this year to increase the 
minimum paid-in capital to riyal of Oman 
(RO) 3 m in the case o f foreign banks andRO 
10m for local banks. 

The CBO President stressed die soundness of 
Oman's banking system, adding that, "die 
CBO has, over the years evolved a regulatory 
system which caters to promoting a healdiy 
and diversified banking system, resilient and 
sound inoperations and responsive to domestic 
economic needs." 

He went on: "The framework has sufficient 
safeguards which act to curb die tendency 
towards excessive expansion in credit during 
boom periods, minimise the bank's exposure 
to credit risks and impart stability to financial 
markets." 

By way of monitoring dieir reliability, all 
commercial banks are required to submit 
mondily returns to the CBO and on-site 
banking inspections are carried out at least 
annually. Head offices of foreign banks are 
required to furnish written reports to dieCBO. 
The CBO has also taken a close look at die 
recommendations o f the Basle Committee 
regarding min imum standards of capital 
adequacy to be achieved by the end of 1992. 
It is seen diat banks in Oman as of die end of 
1991 generally met these standards and in 
most cases have even exceeded die target of 
eight per cent to risk weighted assets. 

In general, commercial banks in Oman did 
well during 1991 improving theirprofitability 
considerably. Gross profits increased by 35.6 
per cent toR017 .4mfromR012 .9m in 1990, 
indicating a remarkable performance. 

Profits o f local banks improved by 25 per cent 
from RO10.7m to R013.4m while profits of 
foreign banks nearly doubled from R02.1m 
to R 0 4 m . Commercial banks constitute by 
and large, the most important class of financial 
intermediaries in Oman. Aggregate deposits 
increased by 3.3 per cent to R O l 147.3 in 
Oman. Aggregate deposits of local banks 
grew by 2.7 per cent over the year to 
R0848 .9m. Credit to the private sector 
increased by nearly two per cent to RO752.4m. 
Total deposits and total credit of local banks 
constituted 73 per cent and 79.8 per cent, 
respectively, o f the banking sector. 

There are currentiy 21 commercial banks 
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operating in Oman, with 243 operating 
branches. This figure has lead to claims 
diat Oman has too many banks and diat 
strategies for coping wid i diis problem 
wi l l have to be developed. One such 
strategy has been developedby die Deputy 
Chairman of C B O and Minister o f C i v i l 
Service, M r Ahmed Abdul Bani Macki 
who has called upon commercial banks 
operating in Oman to recognise die need 
for bank mergers in order to improve die 
viability of die weak banks and diereby 
strengthen die banking system. " I n view 
of die various advantages likely to benefit 
die Omani economy in general and die 
banks in particular, C B O w i l l in future 
address die issue of mergers with uUnost 
seriousness and emphasis. There were 
clear indications diat merges could turn 
out to be a panacea for die survival of a 
number of weak banks", he said. 

Meanwhile, the Bank of Oman Limited 
(BOL) turned in bumper profits for 1991, 
the highest in its 25 years history. Profit 
for die financial year 1991 soared by 30 
per cent. W i d i customer care foremost in 
die bank's thinking, B O L has inu-oduced 
die concept of one-stop service units by 
appointing customer service officers at all 
its branches. 

Pakistan 
• ImportDuty Cut A m o n g E C O States. 
Karachi: Business leaders have profX)sed 
die reduction of 25 per cent to 30 per cent 
duty on imports between Iran, Pakistan 
and Turkey as a way of boosting trade 
between die diree states. 

The proposal was made at an Economic 
Coord ina t ion Organisa t ion ( E C O ) 
meeting when die Secretary General o f 
die ECO, M r Shamshad Ahmed met the 
President of die Federation of Pakistan 
Chambers o f Commerce and Industry 
Mian Habibullah and other business 
leaders in Islamabad. 

It was also suggested that the list of items 
for which die three founder ECO members 
should provide preferential tariff should 
be increased. 

It was agreed diat aldiough the ECO has 
assumed a pivotal position in die global 
economy after die enlargement of its 
membership, diis influence would only 

continue to expand i f more M u s l i m 
countries joined die organisation. 

Therefore, resources must be pooled and 
relations between the member states 
encouraged. As a way of achieving diis, i t 
was proposed that ECO should consider 
the installation o f a computer network in 
order to exchange relevant data and 
information aboutdie tradeand economic 
activities o f the member countries. 

According to M r Shamshad Ahmad die 
time was ripe for Afghanistan and the 
Central Asian Republics to jo in and make 
a valuable contribution. He added diat 
their economies were now sufficiendy 
developed to establish a chamber o f 
commerce. M r Shamshad also promised 
to convey all die proposals to die business 
leaders of the other member countries and 
work out a strategy for increasing links 
between die business communities of the 
member countries. 

• H B L to establish office in Moscow. 
Karachi: Habib Bank has established 
relations widi banks in Uzbekistan and 
Kazakhstan. According to a press release 
issued by die bank, i t is also taking steps 
to establish a representative office in 
Moscow. In this connection a senior 
executive of the bank recendy visited 
Moscow, Tashkent and Alma Ata. 

Saudi Arabia 
• S B B Floats 2ni Shares. The Saudi 
British Bank (SBB) is to float 2 mil l ion 
shares for public subscription by die 
beginning of next year. The new issue 
w i l l coincide with the free distribution o f 
fourmill ion shares to presentshareholders 
at die rate of one for one share, says 
A n d r e w D i x o n , S B B ' s M a n a g i n g 
Director. 

"This means that the shares of die bank 
w i l l rise while the capital w i l l go up to 
SRlb . " He added that once they had 
received the approval of the Saudi Arabian 
Minisdy of Commerce diey expected die 
subscription to be floated by the end of 
January or die beginning of February at 
the latest. Dixon did not specify the value 
of die issue allowance but he expressed 
confidence that it would be a b ig success. 

Nor d id he feel diat die General Assembly 
would vote against die ideas when diey 
came up for ratification. 

On the subject o f the value o f some Saudi 
shares, Dixon said dial such afall generally 
occurs when new shares are floated , as 
die new issue attracts investors. He also 
pointed out diat there was sufficient cash 
liquidity in the Saudi market to cover the 
new subscription. 

A c c o r d i n g to the latest publ ished 
statements tk)m die bank, it realised a net 
profitincomeofSR128.4mfordieiirsthalfof 
diis year, showing arise of 10.1 percent over 
theconespondingperiodlastyear. Operations 
profits increased over die same period before 
deducting allocations by eight per cent to 
SR146.6masagainstSR134.6mforlastyear. 
Allocations for bad loans stayed at SRI8m. 
Total operations value fo" the year ending 
June30thcametoaroundSR74.3mregistering 
an increase of 11.4 per cent 

At die same time, operational costs rose by 
14.5 per centasaresultof"investments made 
forimiTOvingtheinfrastructureofoperalions" 
widi the objective of raising the standard of 
service and data systems. Total assets of die 
bank exceeded SRI7.5b, an increase of 19.5 
per cent SBB also made a big advance in 
giving loans, showing an increase of no less 
dian 83 per cent Loans extended during the 
halfyearperiodreachedSR7.373mas against 
SR4.993m for die whole of 1991. Bank 
investment also rose by 88.5 per cent to 
SR4.524m.Dixon intimated tiiatSBB would 
continue to introduce new services and 
improve current operations. 

SBB is die only bank eidier in Saudi Arabia, 
or indeed in the entire Middle East, to issue 
electronic tellercardswhichenablccustomers 
to draw out dieir cash from accounts in diirty 
diiferentforeign countries. The Britishpartner 
of SBB, die British Bank of die Middle East, 
has been providing administrative and 
specialised expertise, as per an agreement 
which ran out in September301992, but wi l l 
almost certainly be renewed for a further five 
years. 

LastyearSBBdistributedSR86.2min profits 
at die rate of SR20 per share, and is also 
planning to set up a fund for investment in 
local shares widi a capital of SR250m. " A 
target the bank hopes to reach within less than 
a year" added M r Dixon. 
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Review 1992 

Islamic interest-free profit-and-loss 
(PLS) banking, l ike convendonal 
banking, is going dirough a period of 
restructuring and radonalisation. 
However in 1992, die impact o f 
economic recession on Is lamic 
banking has been less marked dian on 
conventional banking and indeed 
Islamic banking pioneers such as die 
Jeddah-based Albaraka Group are 
continuing ambitious (critics would 
say too ambi t ious ) expansion 
programmes. 

Gulf War 
In 1990 and 1991 die effect of die 
Gulf War had seriously eroded the 
deposit base of all banks in the Middle 
East as capital took flight mainly to 
diebanking"safehavens"indieWest. 
The Islamic Investment Company of i 
the G u l f ( I I C G ) , the f lagship 
subsidiary of die Geneva-based Dar al Maal al Islami ( D M I ) 
Group, headed by Saudi Prince Mohammed Al-Faisal, was 
affected like all odier Islamic financial institutions. 

But D M I had the resources to set up a new entity in Geneva, 
Faisal Finance (Switzerland) S A to attiact funds and to cash 
in on deposits from diousands o f Arab expatriates who had 
flocked to Europe, US and Canada. D M I also acquired the 
International Islamic Bank o f Denmark and together wid i 
Faisal Finance and its Takafol subsidiary in Luxembourg, i t 
has made sure diat it ispoised for the Single European Market 
which comes into force on New Year's Day 1993. 

B C C I 
However, die single most important factor which affected 
Islamic banks was the disclosure by a number of Islamic 
banks of large exposures to the collapsed Abu Dhabi-based 
Bank of Credit and Commerce International (BCCI) . The 
real impact of this w i l l only become clear during 1993 to see 
whether confidence in Islamic banking has been dented and 
to see how Islamic banks continue to cope wi th loss 
provisioning measures. A l Rajhi Banking and Investment 
Corporation (ARBIC) , Faisal Islamic Bank of Egypt, Qatar 
Islamic Bank (QIB) and Dubai Islamic Bank (DIB) are all 
affected. D I B , a pioneering Islamic bank, has an exposure of 
nearly $80m and in 1991 had a $14.7, loss provision. QIB 
announced an exposure of $73m, which is more dian its total 
shareholders' equity. Indeed, it would be interesting to hear 
how diese banks justify, placing depositors' funds widi a 
bank such as B C C I , but i f there was no explanation 
forthcoming in 1992 it is doubtful whedier diere would be 
any in 1993. 

Islamic banks, like dieir counterparts in die conventional 
sector, were also preoccupied wid i trying to meet capital 
adequacy andreserves, die deadline set by die Basle Concordat 
for Capital Adequacy which comes into force on January 1, 
1993. Islamic banks in general are usually well capitalised 

The past year has been an eventful 
one for the Islamic banking 
movement. There have been some 
bright spots and some bitter pills to 
swallow, but despite this Islamic 
banks have shown a resilience 
reflecting a growing maturity. 
It is finally catching up with the 
retd bcinking world and its problems 
of coping with economic recession 
and loan loss provisioning. New 
Horizon reviews the year for a 
sector which continues to grow in 
size and influence. 

and should easdy satisfy die capital 
adequacy requirement of a minimum 
ofeightpercentliquidity-assetratio. 
Bank Islam Malaysia's Managing 
Director , D r HaUm Ismai l , for 
instance, confirms thatfollowing the 
bank'spubliclistinginJanuaiy 1992, 
its risk weighted capital adequacy 
ratio w i l l rise to 19 per cent at die end 
of F Y 1992 - more dian double die 
minimum eight per cent required. 

Thiswillcompensatefordiestagnant 
deposit base of Islamic banks in 
times of high interest rates in die 
c o n v e n t i o n a l bank ing sector, 
although, in die medium-term, a 
strong capital adequacy ratio wiU 
provide die base for asset growth. 
Similarly, according to D M I Chief 
Operating Officer, Omar A l i , "our 
paid-up capital of $290m is fairly 

" " " " " ' ^ ^ ^ ^ ^ ^ ^ low. We are trying to recapitalise by 
recycling funds into the Group through contingencies as 
opposed to an outright injection o f new capital. In terms of 
capital adequacy ratio, the funds which we ought to be 
handling should be $3.4b. A t present we have funds under 
management totalling $2.7b. As such, in fund leverage terms, 
we are not under-capitalised". 

I D B 
Even die 46-member Islamic Development Bank ( IDB) saw 
fit to increase its capital t rom 2m Islamic dinars to 6m Islamic 
dinars, not for capital adequacy reasons but to increase its 
trade and project financing services to its member states. The 
I D B has al so made progress ,albeitslowandnot commensurate 
wi th the needs of its member states, i n other areas. During 
1992 the I D B finally launched its long-awaited Islamic 
InvestmentiindExportCreditInsuranceCorporation,aldiough 
its activities w i l l only really take-off in 1993. 

The I D B has also launched a special fund of SlOOm to help 
the least developed nations, which form the majority of its 
membership. However, we have heard very litde about the 
review which the I D B is undertaking of its operations to 
ensure better services to its member-states and die Muslim 
Ummah. IDB President, Ahmed Mohammed A l i , was also 
re-appointed for a new term as President of the Bank, which 
raised some eyebrows. 

Success 
The amazing success of Islamic banking in 1992 has been its 
sheer geographical expansion and consolidation of nascent 
institutions set up as far afield as Durban in Soudi Africa. The 
first foreign joint venture (J V ) bank in Kazakhstan was set up 
by Sheikh Saleh Kamel's Albaraka Group in 1991 - the 
Albaraka Kazakhstan Investment Bank, whose operations 
started in earnest in A p r i l 1992. Albaraka is also pioneering 
Islamic banking in Uzbekistan and has also received a licence 
from iheRussian Central Bank to setup asimilar Islamic bank 
in Moscow. Albaraka in 1992 also has taken an equity stake 
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in the Arab Albanian Investment Bank. 
Sheikh Saleh Kamel together wi th a 
colleague has finally got the go-ahead 
from die Nigerian Central Bank to set up 
an Islamic bank in the country; and is 
negodadng widi die U A E Central Bank 
eidier to launch an Islamic investment 
fund or to take an equity stake in a local 
bank. 

Elsewhere in 1992, die first Islamic bank 
in Indonesia, Bank Muamalat Indonesia, 
has been setup, and in Sri Lanka, Serendib 
Bank in Colombo has been established. In 
K u w a i t , investors w h i c h inc lude 
insdtuUonal shareholders such as the 
Public Insdtudon of Social Security and 
Saudi Arabia's A R B I C , have launched an 
" Is lamic Inves tcorp" In te rna t iona l 
Investor headed by Adnan Al-Bahar, 
formerly with Kuwait Finance House 
(KFH) and A l Rajhi. According to A l -
Bahar, the new company aims to play a 
major role in Islamic capital markets, 
offering private banking and invesdnent 
services. This insdtudon could have a 
major impact on the formafion o f a 
secondary market. 

In Malaysia, Tan Sri Jaffar Hussein, 
Governor of BankNegara (die Malaysian 
Central Bank) is not only pub l ic ly 
committed to Islamic banking but also is 
aiming "to set up two systems of banking 
- die convendonal interest-based and die 
Islamic interest-free forms - side-by-side 
in Malaysia". Under his tenure at Bank 
Negara, die Bank Islam Malaysia has 
been set up; a whole new set of Islamic 
banking instruments have been launched 
including an export credit refinancing 
facil i ty; and a secondary market is 
underway. He has also opened up die 
Islamic banking sector in order to end 
Bank Islam's monopoly and to sUmulate 
competidon. 

Perhaps M r Hussein's single most 
important innovadon is diat of Shariah 
supervision. Bank Negara has set up its 
own Shariah Council which lays down 
the law for all Islamic banking in the 
country. In diis way there is no conflict in 
terminology and interpretadon between 
one bank and die odier, which prevents 
confusion among investors and customers. 
In Pakistan, Islamisadon of die economy 
and banking system is back on die agenda. 
Pakistan, to its credit, has consistendy 
supported and relied on export finance 

Murabaha syndications arrangedby Faisal 
Islamic Bank of Bahrain. I f only Gulf 
airlines could utilise w i th the same 
enthusiasm dieti-emendous opportunities 
for aircraft lease financing offered by 
Islamic banking through Ijara (lease 
contract). 

The mandate to raise $60m lease finance 
for an A310-300 Airbus was awarded by 
the Dubai-based Emirates Airlines to 
ARBIC. Ijara is particularly taking of f in 
Pakistan where there are some 44 leasing 
firms and leasing Mudarabah w i d i a 
market value o f over eight bi l l ion rupees, 
according to Humayun Murad, Secretary 
General o f die Leasing Association o f 
Pakistan. 

During 1992, die First Islamic Venture 
Capital Fund, was launched in London by 
British-Pakistani businessmen. Odiers 
which have been set up in recent months 
include the IBD's Uni t Investment Fund, 
a trust fund; Albaraka 's A l - T a w f i q 
Company for Investinent Funds and A l -
A m i n Securities Company and country 

reconstruction funds such as diose for Kuwait, 
Pakistan,the Musl im Central AsianRepublics, 
Albania and Lebanon (the latter two under 
negotiation); Islamicexportcreditrefinancing 
facility launched by Bank Negara; and back-
to-back Cenu-al Bank payments clearance 
systems (PAS) based on Islamic banking 
principles. A nascent "secondary" markethas 
been operating in commercial paper but traded 
only within Islamic banking groups. Bank 
Islam Malaysia has gone a step further by 
discounting bills and securing debt (both 
approved by the Shariah Council of Bank 
Negara), which are dien traded in the Kuala 
Lumpur Stock E j ' .ange (KLSE). 

The Manama-bdsed Faisal Islamic Bank of 
Bahrain (FIBB) during 1992 continued to 
pioneer Murabaha expor t finance 
syndications. To date F IBB has lead-managed 
fifteen such syndications for an amount 
totalling SI.6b. F IBB has a unique record in 
Islamic banking: i t has managed to maintain 
profitability since it was set up a decade ago. 
Its fu-st half 1992 results recorded net profits 
o f $4.57m - up 3.1 per cent on 1991. 

The contents appearing in 
this publication are indexed by 
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Understanding I 
I t is important to note that Islam not only provides a 
complete code of ediical values but also covers die enure 
socio-economic specdnm o f human life based on equity 
and justice. 

The recent resurgence o f Islam symbolises among odier 
tilings, die disillusionment o f die Musl im world w i d i 
both the prevailing major economic systems, namely 
Capitalism and Socialism. 

Being divine in origin, Muslims believe that die Islamic 
system and die Islamic system alone holds die key to dieir 
socio-economic well-being and progress. 

Islam considers Riba, that is interest in all its forms, as 
unjust and exploitative and forbids i t in strong terms. 

Consequendy, a few decades ago, Muslims in several 
parts of die world decided to establish interest-free 
financial institutions and rid their economies of Riba. As 
aresuk, today more dian one hundred financial institutions 
are practicing interest-free modes of financing all over 
die worid. Moreover, diereare strong indications diat die 
movement for interest- free financial institutions is poised 
to gain momentum, especially in die Musl im countries, 
leading to the establishment o f many more such 
institutions. 

The basics o f its creation being with the ideology o f 
Islam, Pakistan decided soon af ter gaining independence 
to dispense with the interest-based banking system and 
inti-oduce various modes of Islamic financing in die 
country's banking sector. 

Background 
The task was given to die Council of Islamic Ideology 
constituted in 1962, under die constitutional provisions. 
The Council submitted its final recommendations to die 
federal government in 1980. Persuant to the said report, 
the profit and loss sharing deposit accounts were 
introduced to banks in 1981. The conversion of credit 
into Islamic modes of financing was, however, scheduled 
gradually and was commenced on 1st January, 1985 by 
eliminating Riba from finances of die government, public 
sector corporations, government owned/managed 
companies and private sector joint stock companies, and 
finally culminated on Ist July, 1985 in the conversion o f 
all deposits in all banks into profit and loss sharing 
accounts and financing on a mark-up basis instead o f 
interest. 

A t die outset, die State Bank of Pakistan had identified 
twelve modes of Islamic financing which could be 
broadly classified into five categories, depending upon 
die nature o f die transactions involved: 

a. Shared-risk financing b. Selling on profit c. Renting o f 
assets d. Renting of services e. Qard al Hasnah. 

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 odier, who may be natural 
or legal persons. The modes of financing under this class 

By Khal 
are as follows: 

— Musharika 
— Equity participation and purchase o f shares 

— Participation Term Certificates, Term Finance 
Certificates and Mudarabah Certificates on a short, 
medium and long term basis 

— Development charges for financing for development 
of property 

Musharika is a purely Islamic nomenclature, which 
implies an arrangement of business or its financing based 
on the concept o f profit and loss sharing in which all 
parties contiibute dieir money or efforts or skills or a 
combination of all three. Profits o f die venture can be 
shared in any agreed proportion but die loss, i f any, is 
borne by die parties in strict proportion to the capital 
contiibuted by each. 

Equity participation can be done by banks purchasing die 
shares in a business and earning dividends declared by 
the company from time to time. 
Participation Term Certificates/Term Finance Certificates 
are Transferable Financial InsQ-uments which attempt to 
replace die 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 o f the 
dictates o f Islamic S hariah. However, wid i the passage of 
time and experience, these are being replaced wi th 
financial instiiiments which are stricdy in accordance 
wi th the Islamic concepts of business transactions. 

Selling on Profit 
— This system implies the purchase of goods by banks 
and their sale to clients at appropriate mark-up in price on 

deferred payment basis, w 
mark-up 

— Secondly, diis system o 
on a mark-down basis 

— And diirdly, i t encor 
property by banks from tiif 
agreement or otherwise 

The assumptions made f( 
mark-down mechanism ai 

— The ownership o f di( 
customer at mark-up pric 
basis belongs to the bank 
owner can sell the goods 

— The possession o f goo 
customers may be real or c 
tide to goods 
— The purchase of goods 
the customer is not notiona 

— N o mark-up on mark-up 
in die event of his failure I 
on due date 

— Mark-up in price can bi 
being sold, odierwise i t wi 
is prohibited 

Similarly, in die case o 
immovable property by di 
goods or any other tangil 
client and in order to 
requirements, he sells die 
promise to buy-back from 
The bank agrees to re-sell tl 
tangible items to its custo 

Mr. Khalid Latif addressing a select group al the International Cent 
Mr. Muazzam Ali, i 
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lamic Financing 
i Latif 
hout levy of mark-up on 

vers thepurchaseof bills 

passes the purchase of 
r clients with a buy-back 

• financing on mark-up/ 

goods being sold to a 
on a deferred payment 

as no one other dian the 

Is sold by die bank to its 
)nstructive in the form of 

)y die bank and its sale to 
butproperiy documented 
is charged to the customer 
) make deferred payment 

charged when goods are 
11 become interest, which 

' purchase of movable/ 
; bank, die said property, 
le item is owned by die 
neet with his l iquidity 
same to die bank widi a 
the bank at a future date, 
e property, goods or odier 
ner on deferred payment 

basis eidier in a lump sum or in instalments at a mark-up 
price. The difference between die purchase price and die 
subsequent sale price w i l l be die income of the bank. 

Renting of Assets 
The renting of assets is comparatively a modem concept 
embraced by financial institutions all over the world. 
This category of financing has die following diree modes, 
namely: 

— Leasing 

— Hire Purchasing 

— Rent Sharing 

Under leasing, a lessee acquires die rights o f the use of die 
assets widiout becoming its owner. The lessor, for an 
agreed period of time, wid i or widiout the option o f 
purchase o f the leased assets by die lessee, agrees to 
accept rental and payment for die residual value o f die 
asset. The terms and conditions of leasing can be tailored 
to suit the financing requirements of customers as regards 
lease package, rental payments, tax accounting etc. 

As for the mode o f hire-purchase financing, equipment 
or vehicles, or consumer durables are purchased by die 
bankatdiespecificrequestofdiecustomer.Theequipment 
is dien hired out to die customer on payment of periodical 
instalments. The instalments are so arranged diat the 
hire-purchase price is amortized during die useful life of 
die equipment. 

The agreed hire-purchase price payable to die customer, 
in instalments, includes a fair return to banks in additon 
to die original price o f die equipment. The ownership o f 
the equipment remains with the bank until it is transferred 
to die hirer against payment of die specific nominal 
amount agreed to at the time of executing the hire 

e for Islamic Studies (ICIS), London. Silting next to him (center) is 
\e ICIS Chairman. 

purchase agreement. 

As for die Rent-Sharing mode of financing, die bank 
may provide part of the finance to the customer required 
by him for die construction/purchase of a property. The 
return on such financing would be in the shape of an 
aproportionate share in die property purchased by die 
customer by investing part of the funds availed from 
die bank. 

Renting of Services 
In case o f die Renting of Services, die 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 retum 
diereon. However, die 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 die customer by way of 
commission 

Qard ai Hasnah 
Qard al Hasnah is granted on compassionate grounds 
free o f interest and/or service charge. It is repayable as 
and when die borrower is able to repay. Under diis mode 
of financing die banks are already providing Qard al 
Hasnah education and medical treatment. 
Aldiough diese modes o f financing have evolved on a 
purely non-interest basis, die mechanism adopted for 
conducting die transactions by die banks has been 
subjected to various observations by scholars and even 
the Federal Shariah Court. 

They have observed diat die banking system alone 
cannot be fully Islamised unless die 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 concemed,it is 
righdy said that die rate o f mark-up, which is pre
determined, is un-Islamic. 

In die light o f the Federal Shariah Court's decision, and 
the requirements of die Shariah Act, die Permanent 
Commission on the Islamisation o f the Economy has 
been constituted and has submitted proposals for die 
elimination of elements in the economy which are at 
variance wi th Shariah injunctions. 

I t should be appreciated that to bring all o f die intricate 
credit .system, which has been in use for such a long time, 
fully in line w i d i die Shariah w i l l take a great deal of 
time-consuming effort. There is no doubt that diis goal 
w i l l eventually be achieved as a serious start has been 
made by teams of jurists, religious scholars, economists 
and, bankers etc, in various countries o f the world. 

M r Khal id Lat i f is Chairman and Chief Executive of 
The Allied Bank of Pakistan. This article is based on 
a presentation he made at a function held by The 
International Centre for Islamic Studies on Tuesday 
3rd November, 1992. 
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Islamisation of Pakistan's Economy 
by Nawazish A l i Z a i d i 

Mr Nawazish Ali Zaidi is a member of The Commission for die Islamisation of the Economy which was set up under The Enforcement 
of the Shariat Act of 1991. He has long been a prominent supporter of the movement for the Islamisation of Pakistan's economy. 

Definition 
The tenn "Islamisation o f die economy" 
may be def ined as a process o f 
reconstructing the economy in line wi th 
die injunctions of Islam. According to Dr. 
Umer Chapra: "Islamisation implies a 
serious implementation of die Islamic 
strategy to raise die spiritual as well as die 
material well-being of all people and to 
establish socio-economic justice On 
die material side, Islamisation demands 
the allocation and distribution o f al l 
resources, in an efficient and capable 
manner." 

From die above definition, it is quite clear 
dial Islamisation o f die economy is not 
merely a race for material wealth. Rather, 
the efforts that are currendy being made 
in Pakistan for die Islamisation of die 
economy, have to be judged by the 
prevailing moral - as well as economic -
conditions. 

History 
It is highly encouraging to recall diat die 
elected representatives of the people o f 
Pakistan, in 1949 soon after emerging as 
an independentstate, decided diat Muslims 
should be allowed to manage dieir lives, 
in both the individual and collective 
spheres, in accordance widi die teachings 
and requirements of Islam as set out in die 
Holy Quran and die Sunnah. However, 
whilst the principles contained in the 
objectives resolution of 1949 have always 
been a guiding light in the preamble to all 
die constitutions in Pakistan, progress in 
die form of practical steps and concrete 
achievements has been disappointing. 

The first constitution o f 1956 included a 
clause which provided that the state shall 
eliminate Riba (interest) as soon as 
possible. A similiar provision was repeated 
in the constitution o f 1962 and The 
Advisory Council of Islamic Ideology 
was created. The constitution of 1973 
added more Islamic provisions and created 
a Council of Islamic Ideology with its 
functions laid out in article 230 of the 
constitution. 

In 1980, a further step was taken when the 
Federal Shariat Court was created which 
eidier, on its own motion or on a petition 

made to it, may examine and decide 
whether or not any law orpro vision of law 
is against the injunctions o f Islam, and i f 
a law is found to be against, i t can be 
revoked. 

Hence,by 1980dieprocessoflslamisation 
had been equipped widi thecoercive power 
of die Shariat Court. However, limits 
were placed on die Court. There was a bar 
of ten years on the jurisdiction of die 
Court in matters relating to any fiscal law, 
and any law involving taxes, banking and 
insurance practice and procedure. When 
diis bar on jurisdiction expired on June 
25,1990 die padi was clear for die Federal 
Sharial Court to announce its well-known 
judgment on Riba. 

Shariah Act 
A further step forward was taken by die 
present government, when early in 1991 
the Enforcement of the Shariah Act was 
passed. Paragraph eight stipulates diat die 
state shall take steps to ensure that die 
economic system o f Pakistan is 
constructed on the basis o f Islamic 
economic objectives, principles and 
priorities. I t was also decided diat die 
government would appoint a body of 
economists, bankers, jurists, ulama and 
others, to help in diis process. 

As a result of this, the twelve-member 
Commission for die Islamisation o f the 
Economy was consUtuted by the 
government o f Pakistan in July 1990. Its 
functions were decreed to be: 

a) to recommend measures by which the 
economic system enunciated by Islam 
could be established in Pakistan, whilst 
bearing in m i n d that the measures 
proposed must be reasonably flexible 
should die need for an alternative route to 
Islamisation arise; 

b) to recommend ways and means for 
making such changes to die economic 
system of Pakistan so as to achieve die 
social and economic well-being o f the 
people as envisaged by article 38 o f the 
cons t i t u t i on , and to devise a 
comprehensive strategy to achieve this; 

c) to undertake the examination of any 
fiscal law or any law relating to the levy 
and collection of taxes and fees or banking 

and insurance law and practice and procedure 
to determine whether or not these are 
permissible within the Shariah and to make 
recommendations to bring such laws and 
practices in conformity widi die Shariah; 
d) to monitor die progress of die Islamisation 
o f the economy, identifying lapses and 
botdenecks, i f any, and suggesting means by 
which to remove such difficulties; 

e) to oversee die process of elimination of 
Riba f rom every sphere o f Pakistan's 
economic activity in the shortest possible 
time and also recommend such measures to 
the government as would ensure die total 
elimination o f Riba from die economy. 

Article 38 of die constitution mentioned in 
clause (b) dealing widi the social and economic 
well-being of the people, provides diat die 
state shall: 

a) secure the well-being of the Pakistani 
people regardless of their respective gender, 
caste, creed, or race, by raising their standard 
of l iving, preventing the concenQ-ation of 
weal th and means o f producr ion and 
distribution in die hands of a few at die cost of 
die general good and by ensuring equitable 
adjustment o f rights between employers and 
employees and landlords and tenants; 

b) provide for all citizens, widi in die resources 
available, facilities for work and adequate 
livlihood for rest and leisure; 

c) provide for all persons employed in die 
serviccof Pakistan or odierwise,social security 
by compulsory social insurance or other 
means; 

d) provide die basic necessities o f life, such as 
food and clodiing, housing, education and 
medical relief, for all citizens irrespective o f 
gender, caste, creed or race as are permanentiy 
or temporarily unable to earn their livelihood 
on account o f i n f i r m i t y , sickness or 
unemployment; 

e) reducedisparity in die income and earnings 
of individuals, including persons in die various 
classes o f the service o f Pakistan, and; 

0 eliminate Riba as soon as possible. 

In die view of diis audior, die creation of die 
Commission for the Islamisation of the 
Economy is a b ig step forward in die process 
of the Islamisation o f the economy. The 
Federal ShariatCourtorany othercourtshould 
not be expected to formulate an alternative 
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system, as this is not the function o f a 
court. However, with the creation of this 
Commission, an institutional framework 
has been created for die first dme, to carry 
forward the process of Islamisauon of the 
economy. The Commission shall make 
periodical recommendadons which w i l l 
be placed before die parliament and so die 
collective political w i l l for Islamisation 
shall be put to die test. 

Achievements 
So far die Commission has divided its 
work into some broad areas and four 
working groups have been appointed. 
Their terms of reference are as follows: 

a) working groups on banking w i d i die 
terms of reference dealing wid i such areas 
as die mobilisation of deposits, financing 
in the commercial, industrial, agriculture, 
housing and consumer sector, monitoring 
systems, financial instilments and lending 
as a last resort. 

b) working groups on documentation, 
wid i dieir terms of reference covering 
draft contract documents for banks in 
support o f recommendations o f the 
working group on banking. 

c) working groups on finance, with their 
terms of reference to exam ine die pre valent 
system of public finance wid i special 
reference to the un-Islamic features of the 
federal and provincial budgets. The 
working group would, inter-alia, deal wid i 

the following: 

i) tax and non-tax revenue 

i i ) nature and p ropr ie ty o f pub l i c 
expenditure 

i i i ) i n t e r -government f i n a n c i a l 
ti^ansactions 

iv) financing o f die budgetary deficit, 
including borrowing from the banking 
sector, foreign aid and small savings 
schemes and the indexation o f pay and 
allowances to government servants. 

d) working groups on economic values 
and problems, widi dieir terms of reference 
being to describe and define die salient 
features o f die Islamic economic system, 
as well as identify die un-Islamic features 
of die economic system prevalent in 
Pakistan in the fields o f production, 
consumption, exchange and distribution. 
They also review the dimensions to 
poverty and the pattern o f inequities in 
Pakistan which they claim are due to un-
Islamic social and economic practices 
and propose remedies. Suggestions as to 
odier changes in die economic system of 
Pakistan dial are deemed necessary to 
bring i t in conformity with the injunctions 
and value system of Islam are made and 
recommendations as to short-term and 
long-term action plans containing specific 
goals, instruments and stiategies to be 
followed are devised. 

Future 
The working group on banking and die 
working group on documentation have 
completed dieir assignment. On July 20, 
1992, die Commission for the Islamisation 
of the Economy submitted to the Prime 
Minister o f Pakistan, the first Report on 
Banks and Financial Institutions. It may 
be observed from die terms o f reference 
assigned to die working groups on finance 
and economic values diat each item of 
their terms and reference demands 
extensive research and work in order to 
formulate dieir recommendations. The 
Commission shall, Insha Al lah , submit 
some more specific recommendations 
pertaining to the said areas of the economy 
in the coming weeks. The Prime Minister 
of Pakistan has akeady fixed adate for die 
presentation. 

I t w i l l be observed from the terms o f 
reference assigned to the Commission, as 
contained in the Shariat Act of 1991, that 
diese relate to die material aspects of 
Islamisation. But the Commission during 
its deliberations has akeady decided to 
also make recommendations relating to 
die ediical aspects of die process. This is 
of die utmost importance as no system in 
diis world can work widiout honesty. 
This bodes well for die future of die 
Islamisation process in Pakistan as honesty 
is die most basic principle in Islam. 
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Conversion of Interest-Based Banking to 
Interest-Free Banking - II 

In the last month's New Horizon, D r 
Ahmad Ziauddin , former Deputy 
Governor of the State Bank of Pakistan, 
discussed how to Islamise the economy. 
He concludes his discussion in the 
second of our two-part series. 

Asset Conversion 
The main items on die asset side of an 
interest-based bank are cashbalances wi th 
the Central Bank and other banks; bills 
purchased and discounted; loans and 
advances; andinvesdnents in various types 
of securities and shares. Cash and balances 
widi die Central Bank are non-interest 
earning assets. They retain dieir place 
when die switch to interest-free banking 
takes place. Balances wid i odier banks do 
not earn interest i f diey can be wididrawn 
on demand but diey earn interest in the 
convendonal banking system i f diey are 
kept in die form of dme deposits. 

While diere would be no change in die 
status of inter-bank demand deposits after 
the switch, inter-bank dmedeposits would 
cease to earn interest and the depositor 
bank w i l l instead receive a share in die 
profit of die recipient bank. The change
over to Islamic banking would mean that 
die practice of keeping balances w i d i 
banks abroad in die form of interest-
bearing time deposits would have to be 
abandoned. 

Bills purchased and discounted are an 
important component of die assets o f 
interest-based banks. Whi l s t Islamic 
teachings do not preclude die use of bills 
o f exchange, discounting bills is not 
allowed because i t involves interest. 
Encashment of bills of exchange before 
their due date is a genuine need o f the 
businesscommunitywhichmustcontinue 
to be met after die conversion has taken 
place. The alternative to b i l l discounting 
in die interest-tree system which has found 
wide support among Shariah experts is as 
follows: Thedrawerof die bi l l of exchange 
agrees to two separate agreements wid i 
die bank, onepertaining to die appointment 
of die bank as his agent for die collection 
of die amount from die drawee on die due 
date and die odier for receiving a loan 
from die bank in an amount equal to die 
value of die b i l l . The bank w i l l be entided 
to receive a commission for accepting die 

responsibility of realising die amount due 
to die drawer from the drawee while die 
loan i t extends to the drawer w i l l be 
interest-free. The commission to be 
charged by die bank can vary according to 
die amount of die b i l l but not according to 
die period of payment. On collection o f 
die b i l l , die bank w i l l adjust die loan 
account o f die drawer. In case die b i l l is 
dishonoured, die drawer w i l l be liable for 
payment of die loan amount to die bank. 

Banks in the interest-based system hold 
government securi t ies as w e l l as 
debentures of business concerns as part o f 
dieir earning assets. In a country which 
undertakes die conversion o f interest-
based banking system to an Islamic system 
it is expected diat measures would be 
taken to develop new financial instruments 
to replace die redundant insti-uments. 
Possibilities exist for developing a wide 
variety of financial instruments that are 
compatible wid i the Shariah. Instead of 
resorting to debt finance dirough die issue 
of interest-bearing government securities, 
the government can issue variable 
dividend share certificates for a project on 
die basis of die principles of profit sharing. 
Debentures of business firms can be 
replaced by die issue of a new type of 
corporate security with a fixed maturity 
which entities the holders to share in the 
profits instead o f giving a fixed return. 

The most remarkable aspect o f the 
conversion o f an interest-based banking 
system to an Islamic interest-free banking 
system is the regulation of loans and 
advances to a very minor role. This is for 
die simple reason diat no retum is allowed 
on loans and advances in die Islamic 
system. The use of lending is confined 
mainly to help meet the needs o f those 
who are unable to secure financing from 
any odier source. 

The direct or indirect financing that can 
be provided by Islamic banks falls broadly 
into diree groups: 

a) Participative finance provided under 
profit sharing arrangements 

b) Facilities provided dirough sales and 
rental conn-acts 

c) Qard al Hasnah (Lending without any 
return). 

The salient features o f these diree groups are 
discussed below. 

Participative Finance 
1. Mudarabah: This is a par t ic ipat ive 
arrangement in which one party provides die 
capital and the other utilises i t for business 
purposes under an agreement that profit from 
the business w i l l be shared but loss - unless 
caused by negligence by the Mudarib - w i l l be 
borne by die provider o f the capital. This is an 
essential feature o f the Mudarabah contact 
on which there is complete agreement among 
jurists of all schools o f thought. The jurists in 
die early Islamic period were concerned widi 
die fact diat die system of Mudarabah, could 
possibly be used to derive unfair advantage 
by one of the two parties. They, dierefore, set 
out a number of conditions for die validity of 
a Mudarabah conQ-act in order to safeguard 
the interests o f both parties. The views of the 
jurists differ in respect to some of diese 
conditions. 

In designing operating procedures of interest 
free banking, modem scholars have tried to 
follow as closely as possible die precepts of 
jurists o f die early Islamic period. However, 
in matters on which die Qu 'ran and die S unnah 
contain no specific injunction, diey have 
departed from some of die earlier opinions, in 
order to suit modem day conditions. This is in 
consonance w i d i the objectives of the S hariah 
and aids the growdi of Islamic jurispmdence 
to meet die challenges o f die modem age. 

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

a) The bank as die Rabb al Mai w i l l not 
interfere in the routine transactions o f the 
Mudarib. The Mudarib, w i l l however furnish 
regular periodical reports to the bank to keep 
it informed. 

b) The Mudarib can employ his own capital 
also in die Mudarabah but diis requires die 
specific permission o f the Rabb al Ma i . The 
Mudarib can also procure further capital from 
odiers. 

c) The Mudarib is not allowed to lend to 
another party out o f die funds collected under 
a Mudarabah agreement widiout die specific 
permission of the Rabb al Ma i . Similar 
restrictions apply to borrowingby die Mudarib 
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from others. 

d) The financial liability o f the bank as 
Rabb al Mai is limited to die amount 
provided by itexceptwhereithas increased 
its own liability by permitting the Mudarib, 
on its behalf, to borrow from anodier 
party. 

e) Profit eamedfrom Mudarabah business 
wiU be distributed between Rabb al M a i 
and Mudarib on a basis setded in advance. 
No fixed amount can be setded for any 
party. 

f) In die event of a loss, except when 
caused by die Mudarib the entire loss has 
to be borne by die Rabb al Ma i . 

g) In a running business, losses w i l l be 
met by profits undl die business comes to 
a close and accounts are setded. 

2. Musharakah: This is a pardcipadve 
arrangement in which two or more parties 
enterintoacontractof business partnership 
widi well defined amounts of capital and 
mutual sharing for profits and losses. The 
salient features of a Musharakah contract, 
which jurists agree is in consonance wid i 
Islamic teachings andadaptable to modem 
dmes, can be stated as follows: 

a) AMusharakahagreementcan beentered 
into by par diers for a specific dansacdon 
or 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 parmershipcan 
be agreed upon whereby one of die partners 
(usually die bank) retrieves its entire capital 
overan agreed periodoftime while sharing 
in die profits and losses arising during that 
period. 

c) A l l providers of capital are entided to 
participate in the management of the 
business but are not necessarily required 
to do so. 

d) A l l the partners w i l l be provided with 
information about die operations o f the 
business and its financial situation at 
periodic intervals. 

e) Prior permission of co-partners w i l l be 
necessary before entering into a new 
Musharakah or Mudarabah agreement 
widi odier parties. 

f) The profits o f a Musharakah business 
shall be distributed according to agreed 

ratios which need not correspond wid i the 
capital proportion, but loss shall have to 
be home stricdy in proportion to die capital 
invested by each parmer. 

g) For die purpose of profit/loss sharing, 
die respective capital contributions o f 
parties, utilised for vary ingperiods, would 
be brought to a common denomination by 
multiplying die amounts wid i die number 
of day s during which each particular item, 
such as equity capital of a fum, its current 
cash surplus, suppliers' credit as well as 
die finance provided by die bank were 
actually deployed in die business. In odier 
words, the calculation of die respective 
capital contributions of the parties would 
be made on a daily product basis. 

h) Odier conditions o f a Musharakah 
agreement w i l l be more or less die same 
as mentioned in die contextof Mudarabah 
business. 

Sales and Rental Contracts 
1. Murabahah and B a i M u a j j a l : 
Murabahah is one of die many kinds o f 
sale-purchase transactions permitted by 
die Shariah. The supply o f goods by die 
seller to die buyer wid i a specified profit 
margin mutually agreed between diem is 
called Murabahah. Mode of payment in a 
Murabahah tiansaction can be either spot 
cash or deferred. Bai Muajjal is defined as 
a sale against defcrtcd payment, either in 
a lump sum or over a period o f time. 
U n l i k e Murabahah , the sale o f a 
commodity underBaiMuajjaltakesplace 
widiout the seller declaring his profit 
margin. 

Islamic banks can engage in Murabahah 
and Bai Muajjal transactions because, 
unlike in the case o f conventional banks, 
U-ading is not a prohibited field of activity. 
Goods can be purchased by an Islamic 
bank from a diird party at die request of its 
client and sold to the client at cost plus a 
profitmargin.ThejurisLshaveemphasized 
dial in such uansactions all risks dependent 
on purchase-sale of goods should be borne 
by die bank until die possession of goods 
has been passed on to the client. 

2. BaiSalam:Thissignifiesasale/purchase 
deal in which the buyer pays die agreed 
price of a commodity in advance and the 
commodity is delivered by the seller to 
die buyer on a specified future date. The 
salient features of a Bai Salam contract. 

which are widely deemed acceptable by jurists, 
are as follows: 

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

b) There should be a fixed time in die future 
for die delivery o f die goods. 

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

3. Ijara and Ijara W a Iqtina: Ijara is a conti-act 
under which one party obtains die right of 
usufruct o f an article owned by anodier party 
on die basis of an agreed rent. I t is emphasised 
by jurists diat the contract of Ijara should 
clearly spell out the period o f the usufruct and 
the rent agreed between the parties in order to 
avoid any dispute in the future. During the 
entire period o f the contract, the basic 
maintenance o f the article remains the 
responsibility o f the owner o f the article. 

A different version o f Ijara is Ijara Wa Iqtina 
in which the owner of die article given torrent 
agrees to the tfansfer o f die ownership of die 
article to die person making use of it at die end 
of a specified period, on having received all 
die payments due under the contact. This 
arrangement is also subject to the same 
conditions as stipulated in respect of simple 
Ijara. Islamic banks provide indirect financial 
accommodation to their clients dirough diese 
two types o f contract. They acquire certain 
assets such as machines, building equipment 
and materials, and allow die client to use diem 
under a standardised Ijara contact. Under die 
system of Ijara W a Iqtina, die client undertakes 
to deposit agreed capital payments over a 
clearly defined period. The contract is 
terminated when the ful l price has been paid 
and die ownership has been transferred. 

Qard al-Hasnah 
Islamic teachings encourage die well-to-do 
sections o f society to extend Qard al Hasnah 
to persons who are in need o f temporary 
financial accommodation to meet their urgent 
consumption requirements or for other 
economic needs. Islamic banks cannot afford 
to tie up a significant part of their resources 
for extending Qard al-Hasnah as they have to 
maintain good profitability in order to be able 
to compete w i t h other insti tutions for 
mobilising die savings o f die community. 
There is a clear rationale, however, for 
earmarking a certain portion of dieir resources 
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for lending widiout interest as diey do not 
pay any retum on resources mobilised by 
them dirough demand deposits. In Iran, 
banks are required to set aside a portion o f 
dieir resources in order to extend interest-
free loans to: 

(i) Small producers, enti-epreneurs, and 
farmers who would odierwise be unable 
to find altemative sources of financing 
investment and working capital, and 

(ii) Needy consumers. 

The jurists have taken account of the fact 
that the administering of interest-tree loans 
involves some costs to die banks. They do 
not object, dierefore, to banks levying a 
service charge to defray such costs. While 
deliberating on diis matter, die Councd o f 
Islamic Ideology in Pakistan came to the 
conclusion that in order to conform to the 
Shariah, die service charge w i l l have to be 
on die basis of die actual cost incurred but 
dial die determination o f die actual cost 
attributable to each loan would be difficuk. 
The Council, dierefore.recommended diat 
in order to overcome diis problem banks 
may fix a charge by way of an application 
fee, which should be uniform irrespective 
of die amount of die loan and its duration. 

In actual practice, however, die service 
charge being currendy levied by banks in 
Pakistan is determined on die basis of a 
formula laid down by die Central Bank of 
die country. The directive on this subject 
states that the maximum rate of service 
charge which a bank may recover on such 
loans during an accounting year is to be 
calculated by dividing the total o f its 
expenses, excluding die cost o f funds and 
provision relating to assets and income 
taxation, by the mean of its total assets at 
die beginning and die end of die year and 
rounding off the result to die nearest 
decimal point. 

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

finance on die basis o f a reference or 
normal rate o f retum - subject to final 
adjustment on the basis o f the actual 
profitability o f an operation. A lot o f 
thinking is currendy going on to develop 
new financial instmments dial can be of 
use in die further growdi and development 
of Islamic banking. As diese efforts bear 
fruit. Islamic banking w i l l gain further 
maturity and strengdi. 

Related Policy Issues 
The preceding two sections of this paper 
have been largely concemed with die 
mechanics o f die conversion o f interest-
based banking to interest-free banking. 
This section looks at certain policy issues 
related to such conversions which have 
normativeconnotations.Theconventional 
interest-based banking system hasevolved 
on a secular basis and is notconditioned in 
its operat ions by any r e l i g i o u s 
commandments. Islamic banking, on die 
odier hand, has to derive its inspiration 
from die religious edicts o f Islam and has 
to mou ld its operations w i t h i n the 
framework of die teachings of Islam. There 
has been a good deal o f discussion in 
recent literature on whedier Islamisation 
of banking means only abstinence from 
charging interest or whedier i t is made up 
of something more substantial. Most 
writers on die subject are in agreement 
diat to deserve die name. Islamic banking 
should fulfi l die fol lowing two basic 
criteria: 

1) I t should be conducted widi in the 
framework o f religious commandments. 

2) It should help in achieving the socio
economic objectives o f Islam. 

The monetary and banking system of a 
countiy does not operate in an ideological 
vacuum, radier it is an integral part o f its 
parent ideology. Its operating procedures 
have to be fashioned in accordance with 
die requirements of a particular ideology. 
Judged in diis perspective, die task of die 
replacement o f conventional banking by 
Islamic banking does not consist of a 
mere mechanical replacement o f interest 
by non-interest modes of financing. These 
modes of financing have to be chosen 
keeping in view die religious prescriptions 
as well as die ideological orientation of an 
Islamic society. Further, the financing 
activities o f Islamic banks have to be 
directed towards achieving the Islamic 

socio-economic objectives. These objectives 
include die promotion o f a pattem of growdi 
best suited for eradication of poverty, equitable 
disfribution o f income and wealth and 
su f f i c i en t oppor tun i t i e s fo r ga in fu l 
employment. 

In die above context, die first concern of 
policy makers in a countiy 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 die requirements of 
die Shariah. The best way to ensure diis is to 
have an institutional mechanism whereby 
managements o f banks have an easy and 
continuingaccess to religious scholars reputed 
for dieir piety and knowledge o f Islam for 
consultations in evolv ing the operating 
procedures and where these scholars also 
have the ful l opportunity to scmtinise the 
actual operating practices of die banks. In die 
absence o f any such ins t i tu t ional i sed 
artangements of such a nature, diere is a risk 
diat some of die practices adopted by die 
banks may not be in harmony wi th the 
requirements o f the Shariah. 

Another important policy issue is whedier, 
keeping in view the Islamic socio-economic 
objectives, die banks should have a preference 
pattem wid i respect to various modes of 
financing which are permissible under the 
Shariah. For reasons stated in die first section 
of diis paper, die financing techniques based 
on die principle of profit/loss sharing are 
regarded by Islamic scholars and economists 
as die ideal substitute for interest and most 
suited to the achievement o f Islamic socio
economic objectives. The other techniques, 
such as Murabahah, Bai Muajjal , Bai Salam, 
Ijara and Ijara W a Iqtina are recommended to 
be used only in cases where there are genuine 
difficulties in implementing die profit/loss 
principles as enshrined in die concepts o f 
Mudarabah and Musharakah. 

The main argument against dieir widespread 
adoption is that, being fixed retum techniques, 
diey suffer from some of die same deficiencies 
as the interest mechanism and cannot, 
therefore, be o f 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 die financing techniques 
based on profit/loss sharing, the banking 
system may come to rely too heavily on fixed 
return techniques, such as Murabahah and 
Bai M u a j j a l , because o f their relative 
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s imp l i c i t y and m i n i m a l r i sk . I t is 
recognised diat die application of die 
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 possible cheating of banks by 
dieir clients by not disclosing die correct 
profit. However, a number o f writings on 
die subjecthave shown diatdieseproblems 
are not insurmountable. The need really is 
for a f i rm resolve to overcome diese 
problems so diat thechangeoverto 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 die socio-economic 
objectives of Islam i f i t is not attuned to 
die realisation of diese objectives. It is 
claimed diat die practices of conventional 
banks in many countries have served to 
increase radier dian decrease inequalities 
of income and wealdi as banks have 
usually provided credit facilities to the 
well-to-do sections of society. Islamic 
banks are expected to deploy the resources 
mobilised by them in such a manner that 
die egalitarian objectives o f die Islamic 
society are du ly achieved. I n this 
connection, diey have to ensure diat all 
sections of society which are able to make 
productive and effective use of banking 
finance have access to die banking system 
and receive their due share of the financial 
assistance pro vided by banks. The Centa l 
Bank of the country w i l l have a crucial 
role to play in bringing about die needed 
reorientation in the policies o f banks to 

achieve this purpose. 

I t goes widiout saying that success o f any new endeavour is conditioned by its proper 
planning and the mode of its execution. The conversion of an interest-based banking system 
to Islamic interest-free banking system is a big challenge, and die demands o f diis challenge 
can only be met by die sincere devotion to diis cause bodi by die policy makers and diose 
who are responsible for implementing die new system. 

I S L A M I C W O R L D 
ON VIDEO & AUDIO 

• TAFSIR UL QURAN ON AUDIO 

• QURAN IN ENGLISH TRANSLATION 

• FILMS: The Message, Omar Mukhtar, Six Day War, Lebanon, Intifada, Gulf 
War, Iran-Iraq War, The Guest Of God, The Book of Signs, This Is The Truth, 
Afghanistan, Bosnia. 

• NAAT, NASHEED & ISLAMIC SONGS 

• DEBATE, SEMINAR, LECTURE, VAAZ 

• QURAN RECITATION ON AUDIO & VIDEO 

Mail Order & Wholesale are welcome 

FOR FURTHER INFORMATION PLEASE CONTACT 

ISLAMIC VIDEO & AUDIO S E R V I C E S C E N T R E 

10 Hampden Road 
London N8 OHT 
England. 

Tel: 44-81-348 7958 
Fax:44-81-888 3926 

Orphans m Bangladesh 
urgently need your help. Their survival and future are in danger. 
The Orphans' Shelter Foundation for Bangladesh, a Registered Charity, 
has been formed to directly provide shelter, food, clothing, medicine, 
education and training for a trade or profession. 
Through the Foundation you could sponsor one or more orphans. 
Please think seriously about them and contribute generously to this 
worthy cause. 
FOR MORE INFORMATION PLEASE CONTACT 

ORPHANS' SHELTER FOUNDATION CHARITY NO 298105 

P O BOX 508, LONDON SW11 2RQ 

or BARCLAYS BANK pic SORTING CODE 20-21-84 AC/NO 70693502 

It pays to advertise in 

Horiwn 
Islamic Banking ft 

Insurance Magazine 

For dutails please contact 

Tel 071 833 8275 
Fax 071 278 4797 

December 1992 NEW HORIZON 17 



F E A T U R E 

Albaraka in South Africa 

The Saudi owned Jeddah-based Islam ic 
banking group the Dallah Albaraka, 
which is headed by Sheikh Saleh 
Abdullah Kamel, is set to expand its 
banking activities in South Africa, 
concentratingon countries withMuslim 
minorities or with good resources with 
potential for development. These 
include states such as South Africa, 
Zimbabwe, Mozambique, Malawi , 
Botswana and Z a m b i a . A l b a r a k a 
already has a joint venture in Durban 
- Albaraka Bank Ltd, ( A B L S A ) set up 
in August 1989, and in which it has a 50 
per cent equity stake with the rem ain der 
owned by local Muslim businessmen 
and investors. 

A n A B L S A spokesman confirmed diat a 
new branch has recendy been opened in 
Cape Town and the aim is to open new 
branches in Johannesburg, Pretoria and 
PortElizabedi early in next year. Albaraka 
is not only targedng Soudi Africa's non-
Musl ims but also the n o n - M u s l i m 
investors and companies. 

Albaraka, whose combined assets total 
$ 18b, is run on Islamic interest-freeprofil-
and-loss (PLS) banking principles and 
A B L S A says that there is no conflict 
between die bank's operations and die 
Soudi Africa Banking Act. In fact, in die 
last two years Soudi African government 
ministers such as the Foreign Minister Pik 
Bodia have encouraged Islamic banks 
from die oil-rich Gulf States to set up 
subsidiaries in South Africa in an effort to 
attract pedo-dollar invesUnent. M r Bodia 
has confimed diat diere would be no 

problem for Islamic banks to operate in 
the counuy under Soudi African banking 
laws. 

Ear l ie r this year, Dal lah Albaraka 
Chairman, Sheikh Saleh Kamel, a close 
friend of King Fahd of Saudi Arabia and 
apioneerof Islamic banking, visited South 
Africa where he had talks with local 
Musl im businessmen and Soudi African 
officials including the then Finance 
Minister Barend du Plesis. SheUdi Saleh, 
according to local businessmen was very 
impressed with banking and investment 
opportuniUes in South Africa especially 
among thecountry'smillion-or-so Muslim 
community. Dallah Albaraka also has 
s ign i f i can t interests in the o i l , 
petrochemical,construction,agri-business 
and tourism sectors. 

Islamic finance has been pradced in South 
Africa since 1976 but on a much smaller 
basis dirough such cooperative finance 
companies as die Rand-based Jaame Ltd 
and Ashura L t d in Cape Town. There is 
also die local Islamic Finance Corporation 
of South Africa. But these are very limited 
in scope cUid internadonal influence. 

A B L S A , capitaUsed at RIOm and whose 
Chairman is Dr Younis Al-Tamimi , a 
Jordanian who is also Dallah Albaraka's 
Internadonal Business Manager, is by far 
the biggest Islamic banking entry into 
Soudi Africa. Last year it offered dade 
and project finance and leasing totalling 
R40m. Gross profits in its first year of 
operation totalled just under R0.5m and 
last year it doubled to just under R i m . 
A B L S A ' s Chief-ExecuUve Officer is the 
Durban-based Ibrahim Vawda, who has 
assembled a group o f powerful local 
Musl im investors ranging from lawyers 
to businessmen to take equity stakes in 
A B L S A . 

"Our business has grown rapidly in die 
last two years. More and more people are 
becoming aware of Albaraka and Islamic 
banking. In terms of die overall banking 
sector, we are sdll small but we are 
confident diat we w i l l expand rapidly 
over die next few years" claimed the 
A B L S A spokesman. This year the bank 
hopes to attact and disburse funds totalling 
R80m. Its main instruments are trade 
finance including cost-plus-financing. 

installment sale, trade bills and correspondent 
banking. A B L S A also does some equity 
project financing and equipment leasing to 
local companies. 

Albaraka's involvement in Soudi Africa 
would increase even further i f the polidcal 
situadon were more stable. Shiekh Saleh 
specialises in majorprojectinvestmentandin 
setdng up country funds aimed at the private 
sector to help in recons t ruc t ion and 
development. Indielastyear,Dallah Albaraka 
has set up a $2(X)m Kuwait fund, and similiar 
funds for Pakistan, the Centtal Asian Musl im 
Republics and Albania. Albaraka is likely to 
invest more funds in Southem Africa provided 
the political situadon and investment climate 
is right. 

Odier Islamic banks such as die Geneva-
based Dar al Maal al Islami ( D M I ) headed by 
Saudi Prince Muhammed Al-Faisal, and the 
Bank Islam Malaysia ( B I M ) are also interested 
in establishing a banking presence in the 
Republic. D M I has afready sent a Senior 
Execudve, Rashid Teimour, on a fact-finding 
miss ion to South A f r i c a . Ma lays i an 
businessmen and bankers are also taking diis 
trail to establish links w i th the Mus l im 
communides to whom diey are ethnically 
linked. 

It pays to advertise in 
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F E A T U R E 

Malaysian Banks Target Children 
By Alan St. Clair 

Bank accounts designed specifically for 
children are growing financial instruments 
in Malaysia. Rising family incomes, a 
condnuing economic boom, and an 
increasing awareness of the prudence and 
economic good sense in saving for dieir 
children's future is persuading parents, 
grandparents, uncles and aunts all over 
die country to start saving accounts for die 
younger members of their households. 

In response to increased demand, banks 
nadon-wide have started falling over 
themselves to create new children's 
savings schemes. O r i f children's accounts 
are akeady offered, they are currendy 
undergoing revamping and are being 
marketed much more aggressively. 

Tactics 
Widi imaginadve names for accounts 
designed to appeal to children, like Arab-
MalaysianFinance'sSavers' Gang; Bank 
Bumiputra Malaysia Kelab K a n c i l ; 
Development and Commercial Bank's 
Mega Junior; and Standard Chartered 
Bank's Smart Young Savers being used, 
the race is well and truly on. 
The stakes in diis race are high. According 
to Ahmad Farid Omar, Senior Manager at 
Arab-Malaysian Finance: T f children start 
widi us diey tend to show loyalty in later 
life and open adult accounts. Also we find 
diat once parents make die effort o f 
opening accounts for dieir children, diey 
often open an account for themselves as it 
makes life easier for them to pay cash into 
bodi accounts at die same time". 
Because of the advantages in offering 
these types of accounts, the banks involved 
have embarked on an aggressive 
marketing campaign. I t is no longer merely 
a question of persuading parents to put 
money aside specifically for their children 
but a highly competetive business o f 
convincing parents that dieir bank w i l l 
give diem die best deal. 
So far, it has been the Arab-Malaysian 
Bank that has adopted die most aggressive 
marketingtechniques.Itorganisesoutdoor 
trips designed for young people, and 
guided tours of its offices is a standard 
practice. In its latest venture i t has even 
gone so far as to sponsor a weekly 
children's series on Malaysian television 
called Hip Hip Hurray Savers Gang. And 
diat is not all . They are already heavily 
involved in advertising on billboards and 
in newspapers and magazines. 

The bank taps parents natural desire to 
give dieir child the best start in life by 
encouragingparents,inparticularmodiers. 

to open a new Savers' Gang passbook 
w i d i a miminum deposit o f $50 as a 
present for dieir child. They are told not to 
waste dieir money on flowers and toys 
and instead give diem a present which 
w i l l teach dieir child how to save. They -
along wid i Bank Bumiputra - also go for 
die parents jugulars by offering intellectual 
books and magazines as incentives for not 
only opening accounts but constandy 
topping diem up. 

Arab-Malaysian Bank subsequently 
discourages w i t h d r a w a l s by on ly 
distributing their magazines to diose junior 
depositors w i d i at least S500 in dieir 
accounts.BankBumiputra'sKelab Kancil 
members get a series o f three books for 
every $200 kept in dieir accounts for at 
leastamondi. Standard Charteredaccount-
holders between die ages o f diree and 
thirteen obtain a story book on opening an 
account with a minimum deposit of $500 
with another for every $22. 

Achievements 
A survey carried out recently put Bank 
BumipuU-a Malaysia at die top of die 
league with $94m received from 230,000 
savers. Bank Rakyat took $24m from 
186,456 accounts and Arab-Malaysian 
Finance $21m from 33,000 accounts. 
Malayan Bank put forward a figure of 
400,000 account holders, but declined to 
disclose the amount of money held. 

Clearly, the growdi rates of diese accounts 
are impressive, especially when compared 
wid i ordinary accounts. For example. 
Bank Bumputra experienced a 12percent 
increase in the amountof money deposited 
in conventional savings accounts last year, 
while die amount paid into their Kelab 
Kancil children' s accounts during die same 
period rose by 22 per cent. Likewise, 
Arab-Malaysian Finance has witnessed 
an impressive growdi; it has welcomed an 
average of 7,000 new account holders 
annual ly since the accounts were 
established. 

According to a spokesman for Standard 
Chartered Bank which holds 5,000 Smart 
Young Savers' accounts, die potential for 
growth is tremendous. 'We can easily 
achieve our target o f S100m in children' s 
deposits over die next three years i f we go 
ahead with die necessary promotions.' 
Standard Chartered Bank base their 
optimism on die factthatoneof dieir local 
banks managed to raise no less dian $50m 
in deposits withoutresorting to aggressive 
marketing. 

Letters to the Editor 

Sir, 
In your November issue you quote the IMF as 
saying that foreign investors are he'mg scared off 
from investing in Pakistan hiecause of Islamic 
banking. 
I do no see the logic of this stand. 
Foreign investors come to Pakistan to invest in 
industries which yield goodretums and repatriate 
their profits over which there are no restrictions. 
They do not come to Pakistan to deposit money 
for interest. 
Some years ago when Pakistan announced its 
intention to Islamise its banks most British banks 
said the moment it was done, they would withdraw 
from Pakistan. But what happened? Pakistan 
introduced Islamic banking and all eastern banks 
are there making huge profits. 
Pakistan provides an excellent opportunity for 
foreign investors and the impression given by 
your report is misleading. 
Atxlul Hameed 
Wimbledon. 

Sir, 
I find criticism of the Islamic banks in the October 
issue of the New Horizon (comment) unfair and 
based on flawed logic and incomplete knowledge. 
First, it is wrong to say thatBCCI was a thoroughly 
corrupt bank. The truth is that the bank had a small 
element of personnel on its staff which was not 
honest and indulged in malpractices. 
Second, it was not only some of the Islamic banks 
who were involved with the BCCI. Agencies and 
people who were in a far better position to get at 
the facts were also involved heavily, like several 
of the UK's local authorities, America's Central 
Intelligence Agency (CIA) , Britain's top 
intelligence organisation MI6, former US president 
Jimmy Carter and Defence Secretary Clifford etc, 
etc. 
The truth is thai there are still many skeletons in 
the cupboards of the western authorities and that 
is why the Bingham Report was not released in 
full, nor a public inquiry held. 
Your "comment" writer says that the Bank of 
England acted with "laxity" in the BCCI affair. 
The truth is that the Bank of England was grossly 
negligent and had it done its duty, the tragic 
situation would have been prevented. 
You have to realise that Islamic Banking is still in 
its infancy and in a learning stage. Even if a bank 
has not for some reason disclosed its exact exposure 
to the BCCI it cannot be accused of dishonesty. 
Also, to say that Islam stands for honesty and 
integrity in banking is to state the obvious. Indeed, 
Islam enjoins honesty and integrity not only in 
banking but in each and every walk of life. 
Abdul Wahab 
Stevenage 
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Institutional Profile 

The Centre for Islamic Economics, Karachi, 
The Centre for Islamic Economics , 
Karachi, founded in 1992, is anon-polidcal 
organisation, devoted to p romot ing 
activities and ideas that w i l l aid die 
establishment of economic, business and 
financial practices in Pakistan diat are line 
with die Shariah. 

The Centre boasts a distinguished board, 
among diem are; Muf t i Mohammad Rafi 
Usmani, Maulana Justice Mohammad 
Taqi Usmani, Judge o f the Shariah 
Appellate Bench, Supreme Court o f 
Pakistan,andMrNabilNassief,Managing 
Director of die Faysal Islamic Bank o f 
Bahrain. 

Business 
The motivation for die establishment of 
die Centre came from the widespread 
feeling among those in the fields o f 
business and finance, that die complexities 
of die modem-day economy makes the 
Islamisation of the economy impossible. 
This impression needed to be corrected 
because, dirough doubting die Shariah's 
ability to provide answers to die problems 
of die modem-day economy diis, by 
i m p l i c a t i o n , questions the eternal 
applicability of die Shariah. 

On die odier hand, die problem of the 
ulema often being unaware of modern 
business, financial and economic practices 
- all o f which are necessary i f die Shariah 
is to be utilized in any meaningful sense -
is genuine and needs to be tackled. The 
founders of die Centre hope that they w i l l 
be able to bridge die gap between die 
religious and business communities by 
explaining modern business practices to 
die ulema whdst at die same time teaching 
die business elite die basics of die S hariah. 

In diis way, the Centre also hopes to 
convince die business community, and 
those who are connected with banks and 
non-bank financial intermediaries, dial it 
is not only possible but also highly 
desirable to havean interest-free economy. 
It plans to achieve diese objectives dirough 
its own efforts as well as by assisting other 
organisations, or even establishing new 
organisations, which wou ld help in 
achieving diese objectives. 

Broadly speaking, die activities envisaged 
for die Centte may be placed into diree 
catagories: 

Dissemination 
This wo u ld take on several forms. 
Essentially it would involve die spread of 
knowledge about the requirements of die 
Shariah in die realms o f business and 
f inanc ia l management, as w e l l as 
exhorting individuals and institutions to 
conduct dieir business in the manner 
allowed by die Shariah. I f die behaviour 
of an individual or institution should lapse, 
then this w i l l be pointed out to them. This 
process of spreading knowledge would 
be reinforced by regular meetings wi th 
ordinary Pakistani's in order to convince 
them that their every-day f inancial 
problems can be solved by complying 
wid i die dictates o f Islam. 

Education 
This would include holding short courses 
for the business community in order to 
g ive them some ins igh t in to the 
requirements o f Islam for the sound 
conduct o f business and f inanc ia l 
managment as well as how to achieve 
optimum results from diese requirements. 

Research 
This would include die publication of 
research articles, pamphlets and books on 
related subjects. I t would also include die 
establishment of a regular meeting place 
where problems and issues affecting those 
working in die business field could be 
resolved and the Islamic perspective 
provided by die board. 
Motivation 
Aldiough this aspect of the work would 
be taken up at a later stage, when die time 
is deemed right, the Centre currendy 
envisages a movement for the Islam isation 
of die economy would be started at die 
grass roots level. Hopefully, die process 
for Islamisation from widi in is sure to 
bring much quicker results dian diose that 
have been achieved so far. 

Detailed plans for the first year of die 
Centre's activities are currendy being 
worked out. Meanwhile a short course for 
teaching modem business and financial 
practices to the ulema and students has 
been devised by members of the Centre in 
conjunction wi th Dr Arshad Zaman, 

f o r m e r l y C h i e f Eco n o mis t w i t h the 
government o f Pakistan. This course wdl be 
offered to senior students and odier religious 
institutions shordy. 

As die government of Pakistan moves in 
leaps and bounds towards die Islamisation 
o f the economy i t is clear that the 
establishment o f the Centre is a timely 
venture. But as long as the controversy over 
die logistics o f Islamisation of die economy 
continues to rage, i t is difficult to predict 
exacdy what k ind of role the Centre w i l l 
play. I f i t is to avoid being pushed out of the 
spheres o f influence dien i t must put a great 
deal o f time and effort into convincing die 
average Pakistani o f the advantages o f 
Islamisation. 

For 
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ICIS Gallery 
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London WC1X 9DH 
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DIVERSITY IS OUR STRENGTH 
— our growth speaks for itself 

Beximco's 18 Companies employing over 6,500 persons 
having total turnover of Taka 2.5 billion and total assets 
exceeding Taka one billion are engaged in industrial 
manufacturing, construction activities and international 
trading. 

We are involved in marine food export, shrimp farming, 
pharmaceuticals, agro-chemicals, garments, computers, 
soil investigation, foundation and piling works, deep 
tubewell drilling, bridges, superstructure and road 
building, hydraulic structure and general construction, 
besides being the world's largest jute yarn manufacturer. 
We also handle over 3.5% of Bangladesh's total export. 

We welcome co-operation with others for technological 
joint ventures and for investment in new activities. 

BBOMGO 
MANUFACTURING INDUSTRIES AND INTERNATIONAL TRADING 

305-A Finchley Road (1st Floor) 
LONDON NW3 6DT 

Phone: 071-435 4943 
Fax: 071-794 7086 

Telex: 8956871 BEXIMCOG 



YOUR SAVINGS CAN GROW 

i t I WITH 

ISLAMIC INVESTMENT COMPANY 
d F THE GULF 

' • MEMBER OF DAR AL-MAAL AL-ISLAMI 

WE OFFER: 

• INVESTMENT ACCOUNTS FLEXIBLE FOR MINIMUM INVEST 
MENT, TYPE OF INVESTMENT AND LIQUIDITY REQUIREMENTS 
OF OUR CLIENTS. 

• CURRENCIES: YOU HAVE A CHOICE OF VARIOUS 
CURRECIES. 

: DEPOSITS / WITHDRAWALS: EASY WITHDRAWALS / DEPOSIT 
FACILITIES AT IICG OFFICES INTERNATIONALLY LOCATED. 

• FINANCING: FACILITIES FOR FINANCING OF YOUR 
COMMERCIAL, INDUSTRIAL AND AGRICULTURAL PROJECTS 
AND TRADE. 

FOR MORE INFORMATION PLEASE CONTACT: 

P.O. BOX 11454 - MANAMA - TEL: 536- 100 
P.O.BOX 6129 - SHARJAH - TLE: 597 - 075 
P.O.BOX 9707 - JEDDAH - TEL: 651 - 6900 
RO. BOX 161 - GENEVA - TEL: 791 - 7111 


