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honoured Islamic banking principles. 

At the Faysal Islamic Bank value is 
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C O M M E N T 

More Gains Than Losses -1993 
npi he year 1993 has partly lived up to expectations 

I for the Islamic banking movement. However, on 
balance, there have been more gains than losses, 

and this augurs well for the new year, especially in the 
high economic growth area of South East Asia, where 
Malaysia is poised probably for the biggest leap in 
Islamic banking in terms of starting a secondary mar
ket and an Islamic inter-bank system. During 1993, 
there has been a definitive shift in emphasis from the 
Gulf to South East Asia, where Islamic banking is 
slowly gaining root in Malaysia, Brunei, Indonesia and 
even in the Philippines. 
Perhaps the most important development in Islamic bank
ing has been the announcement by Malaysian Finance 
Minister Anwar Ibrahim that the country is developing a 
dual biuiking system ;tnd he has opened the Ishunic biuiking 
market to all newcomers, allowing conventional bitnks to 
set up Islamic banking 'windows' and thus breaking the 
monopoly of Biuik Islam Malaysia (BIM). The latter has 
not been loo happy with this development arguing that B1M 
has notmaturcd enough as a banking institution to face the 
competitive onslaught from banks that have been in exist
ence lor decades. On the other hand can Islamic banking 
afford this time factor to allow the sysicin to develop 
comprehensively? 
Some of the other major gains have been in the process of 
dialogue between Islamic bankers and their Western col
leagues, especially those who originate or structure Islamic 
products in tlie so-called Islamic banking 'windows' , (al
though it would be useful to know whether the conventional 
banking interest is product-led or a genuine attempt to offer 
a dual banking service); a recognition that the unique 
institution ofzakahcjm be channelled more effectively into 
investment and development; that there is a growing de
mand for Islamic investment lunds; that the Isktmic Ac
counting Stiuidards Board (lASB) is al last pushing ciliead 
with common accounting stimdards in the area of (inancial 
reporting for Islamic financial institutions in general; and 
that Islamic banking has good prospects in South East Asia 
and Southern Africa. 
Zafei/zallaslisgettingafairhearing. Theidcaofan Awqaf-
Zakiih Investment Fund has been mooted, but ifierc are a 
number of issues that have been raised. These include, can 
a Zakah fund be mn on a profit-or-loss basis or should 
Zakah be a non-profit institution? These and other issues 
such as tlie logistics of collection and distribution have to be 
urgently researched, but at least during \, the issue was 
squarely put on the Islamic banking agenda especially by 

2 December 1993 NEW HORIZON 

Sheikh Salch Kamel, Chaimian of the Albaraka Group, in an 
interesting lecture in Jeddah during last Ramaditn. 
On common accounting standards, the Biilirain-based lASR 
says that work on this is progressing, but none of tlie concrete 
proposals have been published or discussed in the O\K.V\. 
Accounting stiuidards are so basic to banking that it is surpris
ing that there has been such a delay in agreeing and signing a 
.set of common standards. 
On Islamic investment funds, a number have proliferated 
during 1993. offered both by Islamic banks and conventional 
counterparts. But investors bar a number have also never got 
off the ground despite the usual hyi.x; before such funds arc 
launched. The mai-keting of these funds need improving to 
make sure that fX)tential inves tor understand how and under 
what principles tiieir funds will be placed. 
At the same time there have been a number of important 
changes in key apix)intments. The premier Islamic trade and 
project finance institution in the world - the .Icddah-bascd 
Islamic Development B;uik (IDB), is poised for anew lease of 
1 i fc with the injection of a new President Osama JaafarFaqceh, 
until his new appointment, the head of the Abu Dhabi-b;ised 
Arab Monetary Fund (AMF). In Malaysia, Dr Halim Ismail 
has also Ixcn pensioned off as managing director of Bank 
Islam Malaysia (BIM) at itie relatively young age of 55. 
Luckily the BIM board has the foresight to appoint Dr Halim 
as the head of a new BIM Islamic slockbroking subsidiary. 
Islamic banking in Kuwait al.so has bounced back with a 
vcngccince with the establi.shment of the InstituUonal Investor 
(II) headed by Adnan al-Baharand the expansion of activities 
by Kuwait Finance House, together with DMI and Al-Baraka, 
the pioneers of Islamic banking in the Gulf 
On the debit side, the closure of the Albaraka Intemational 
Bank (AIB) in Eondon at the end of June had importiint lessons 
for Islamic banking, especially about complicated family-
based ownerehip structures and management styles. The other 
major Islamic banking group, the Geneva-based Dar al-Maa! 
al-lslami (DMI) had a book loss in 1992 and signs are that this 
year has also proved very tough. Islamic banking also lost the 
capable Mr Qasim Ali Qasim who left the Faisal Islamic Bank 
of Bahrain (FIBB) for the conventional biinking sector in 
Jordiui apparently 'for family reasons'. 
In the commercial banking sector, a number of Islamic biuiks 
were srill carrying loan loss provisioning and including 
provisioning as a result of exposure to the collapsed Bank of 
Credit and Commerce Intemarional (BCCI). But the ghost of 
BCCI has been thoroughly laid to rest, al least. 



Review of Islamic Banking 
in 1993 

T ^"ip^ he past year may not 
have lived up to its 
full promise, but in 

many respects Islamic 
bankers can be satisfied 
that the movement during 
1993 showed that Islamic 
banking was well on its 
way to becoming an 
established alternative to 
conventional Riba-based 
banking. 

But if any Islamic banker harbours 
any illusions of complacency, he or 
she can very easily be reminded of the 
deepening stmctural problems, if not 
looming crisis. Islamic banking is 
faced with especially in training, 
qualified personnel, and research and 
development. (R&D) 
Ask any Islamic banker how much 
his bank spends on R&D, and the 
answer usually is "We are a small 
institution and we cannot afford to 
allocate much for R&D." Yetsomeof 
these banks would not refrain from 
lavishing funds on plush annual 
meetings in exotic cities. 
The plus side is that Islamic bankers 
are privately admitting that their 
training programmes and R&D 
infrastructure are seriously lacking, 
which in turn is stifling their physical 
expans ion because they cannot always 
man new outlets. 
Nevertheless, the Islamic banking 
movement in 1993, has seen some 
encouraging developments and a 

revival of interest from Western bankers. A 
revelation has been the huge extent to which 
banks such as Kleinwort Benson, Citibank, 
and ANZ Grindlays have been involved in 
originating and structuring Islamic 
Morabaha and some Mudarabah deals 
involving Muslim investors. Western 
corporate clients - complete with a Shariah 
council input. 
These bankers are adamant that they are 
NOT Islamic bankers but merely bringing 
together Islamic investors, corporate clients 
and Shariah advisers to put through a deal. 
They in fact are the arrangers or to put it 
bluntly, the middlemen. The fact that Muslim 
investors go to them rather than established 
Islamic banks for the placement of funds 
should not necessarily be a worry to Islamic 
financial institutions. Many of them are not 
equipped to handle the scale of invesunents 
mooted. As such there are good reasons why 
Islamic banks should cooperate more with 
the Islam ic' w indo ws' of conventional banks 
to guide them on Shariah matters and 
together develop new products and services. 
The factthat these Western banks are showing 
such a stractured interest in Islamic banking 
'windows' is providing a fresh impetus to 
Islamic bankers themselves (although some 
of the more cynical ones question the motives 
of their conventional banking counterparts). 
The stakes indeed are big. Kleinwort 
Benson 's annual volume of Islamic 
Morabaha (cost-plus financing) transactions 
totals a staggering $4b. Citibank's is even 
higher at about $6b. And with Islamic 
leasing (Ijara) taking root in London, the 
volume of the Islamic banking products 
which conventional banks are offering in 
London alone is phenomenal - way beyond 
the balance sheets of entire groups. 

This new-found Western interest, if 
harnessed, can serve Islamic banking 
and their conventional 'admirers'. 
But there are also pitfalls. The 
competition factor for Islamic banks 
could become a problem. With the 
conventional banks resourced far 
greater in terms of liquidity, R&D 
and organisation, they could very 
well start setting the pace for R&D 
into Islamic banking. 
Indeed Kleinwort Benson already 
has a nascent R&D department. But 
Islamic banks including the majors 
such as DMI and Albaraka merely 
pay lip-service and perhaps do not 
grasp the full extent of the looming 
bottle-neck which if not resolved 
over the next few years would almost 
certainly undermine the quality 
growth of Islamic banking. 
Geographical expansion is one thing. 
But progressing in terms of 
instraments, products and services, 
marketing to attract new customers, 
accounting standards, invesUnent 
placements, R&D, training is what 
applied banking is all about. 
Geographically, during 1993 the 
Islamic Bank of Brunei was 
launched; andFIBA, the firstprivate 
Islamic bank was set up in Algeria. 
One country which has to a large 
extent taken up the above challenges 
is Malaysia. Ithasdecidedtodevelop 
a dual banking system - an Islamic 
banking one and a conventional 
banking one, operating side-by-side 
but not interacting. 'By the end of 
1993, two of the three pre-requisites 
needed for a viable and 
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comprehensive Islamic banking system 
namely a large number of players and a 
broad variety of insunments - would have 
been met. The third pre-requisite to 
developan Islamic interbank system, will 
be given top priority over the next few 
years, and indeed, the first moves in this 
direction have already been made,' 
stressed Dr Nor Mohamed Yakcop, Head 
of Bank Negara's Islamic Banking 
Department and Trade Finance 
Department. 
How Malaysia tackles the training, R&D 
and personnel bottle-necks will be 
interesting to see. But the Bank Negara 
(the Central Bank) and BIM are akeady 
pioneering export credit rediscount 
facilities, trading securities down the line 
in addition to the normal Morabaha, Bai' 
Bithaman Ajil (vehicle financing) and 
some Musharaka (equity financing). 
The Malaysian experiment is important 
because it is also a window through which 
to explain to, and attract non-Muslim 
depositors and investors. If Islamic 
banking is really going to develop into an 
alternative system then it has to atu^ct 
investors and depositors across the 
religious divide. This would speed up its 
acceptance even more. Notmany Islamic 
banks atuact non-Muslim clients. 
In South Africa, Albaraka Bank even has 
a small number of non-Muslim 
shareholders, let alone clients. The 
potential for Islamic banking in Southern 
Afirica is good since the country is going 
to need much reconstruction funding and 
the non-Muslim government has shown a 
healthy interest in Islamic banking unlike 
some other counuies - both Muslim and 
non-Muslim. 
Both Albaraka and the Islamic Bank 
Limited are akeady conuibuting to the 
needs of the new South Africa, which has 
over a million Muslims, but the scope is 
much bigger, although banks are justified 

inadcptingawait-and-see policy leading 
up to the election next April because of 
the political uncertainty and the violence. 
Albaraka Bank (South Africa) has made 
profits from year one and Ibrahim 
Vawda, the bank's chief executive is 
confident that this record can be 
maintained through a mixture of 
prudence and judicious expansion. 
In terms of the results of commercial 
Islamic banks, these have been mixed. 
DMI for fiscal year 1992 (reported in 
1993) made a book loss of $19.7m 
compared with a profit of S23.9m in 
1991. The decline in profitability, says 
DMI, is due to the sale of shares in its 
subsidiary Faisal Islamic Bank of 
Bahrain (FIBB), an increase in uansfer 
to the contingency reserve of $8.27m in 
order to bring certain assets into line 
with their net realisable values, and a 
drop in funds under management. 
During 1993, DMI aimed at increasing 
'income and to improve subsidiaries 
profitability. Every effort is being made 
to improve the Group's operational 
efficiency, to strengthen and expand its 
client base, to enhance its market share 
both in deposit-taking and in business 
vol ume and to ensure strict cost control'. 
Some of DMI's subsidiaries such as Al 
Faysal InvesUnent Bank in Lahore have 
performed markedly better. Al Faysal 
foryearending December 1992recorded 
pre-tax profits of Rs25m - a 26.8 per 
cent annualised return on capital. 
Bank Islam Malaysia (BIM) on the other 
hand,continuedon itsremarkableprofit 
curve reporting a 16 per cent pre-tax 
profit rise to RM $20.7 for fiscal year 
ending June 1992, compared with RM 
$ 17.8m for the same period the previous 
year. 
"Theimprovementin results wasmainly 
due to the growth in financing, more 
efficient use of funds, and an increase in 

fee-based income," confirmed a 
BIM source. 
In development banking terms, the 
IDB approved a massive hike in its 
capital to just under US $6b; its 
export credit and investment 
guarantee corporation is finally 
ready to start operations; it has 
recently organised a highly 
successful but pioneering Islamic 
investors conference in Tirana to 
help aid reconsUuction funding in 
Albania; its Islamic banks' Portfolio 
financed 67 operations in 1992 
amounting to US $461.94m; it has 
set up a counterUade unit and has 
even arranged a number of such 
transactions emphasising that 
countertrade is an ideal off-balance 
sheet financing mechanism 
especially for developing countries; 
and its Unit Investment Fund has 
generated a net income of US 
$7.37m. 
But above all, it has a new man at the 
helm in Osama JafaarFaqeeh, who 
has replaced the seasoned Dr Ahmad 
Muhammad Ali after 16 years in the 
job. 
Takaful (Islamic Insurance), is also 
gaining in recognition. It is already 
established in the Gulf through 
DMl ' s Luxembourg-registered 
Islamic Takaful Company (ITC) and 
Albaraka 's Islamic insurance 
outlets, but it seems that Takaful is 
an even bigger phenomenon in 
Malaysia, where the Syarikat 
Takaful Malaysia (STM) has 
announced a major expansion plan 
in 1994 with the opening of five 
new branches in Malaysia and 
offering new services in addition to 
vehicle, house and life insurance. 
STM's aim of having a growth rate 
of 20 per cent in 1993 should be 
achievable. 
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F E A T U R E 

Albania Financing 
he Jeddah - based Islamic Development Bank (IDB) is emerging as a major conduit for foreign 
investment - both governmental and foreign direct investment - into the Balkan country of Albania. I ndeed, following the success 

of the first international 
conference on investments 

in Albania held recently in Tirana, the 
IDB together with a number of Saudi 
private sector investors have set up a 
$100m Holding Company for 
Development in Albania (HCDA) to 
promote joint investment in infrasfructure 
and industry. 
The conference, opened by Albanian 
President Sali Berisha, was organised by 
the IDB and atuacted officials from the 
European Bank for Reconstmction and 
Development (EBRD) and the World 
Bankanditsprivatesectwfundingagency, 
the Intemational Finance Corporation 
(IFC) and investors from both the Muslim 
world and Europe. 
Albania, which has a population of 3.5m, 
of which some60percentare unemployed, 
earlier this year became a full member of 
the IDB, and as such can by right now 
access funding from the largest pan-
Islamic trade and project finance 
institution in the world. 
The IDB has up until now given mainly 
humanitarian and feasibility funding to 
Albania including feasibility finance for a 
chrome production plan t and rehabilitation 
for some of Albania's oil fields, which 
have been neglected under years of 
communist rule due to lack of investment 
and technology upgrading. The Balkan 
countty, which has a geographical area of 
just under 28,000 sq km, has a wealth of 
coal, oil, chrome, copper, nickel, but lacks 
the financing to exploit these resources. 
Whatever industry the country has, is 
largely outdated by the years of neglect 
from over four decades of Stalinist-style 
mlebyPresidentEnverHoxha. However, 
it has potentially thriving textiles, woollen 
fabrics, cement, sugar, and cigarette 
sectors. 

HCDA, which is capitalised at SlOOm of 
which $50m has already been subscribed, 
will have two main offices, one in Tirana 
and the other in Jeddah. The first board 
meeting of HCDA will takeplace in Jeddah 
on December 18 which will allocate 
funding for the fust projects to be funded 
in Albania. 
The capital ownership of HCDA is 60 per 
cent owned by IDB and other individual 
Saudi and Arab investors, and 40 per cent 
owned by Albania. According to the IDB, 
HCDA's capital will be increased as 
demand forappropriate funding increases. 
Many of the 800 or so delegates at the 
investment conference in Tirana 
acknowledged that Albania is progressing 
with its economic reforms and growth 
rate in the industrial sector. But they want 
a better foreign incentive package, more 
information about investment 
opportunities in Albania, modernisation 
of the financial and communications 
infrastructure and regulations and 
guaranties on investment protection and 
profit repatriation. 
Sectors identified for possible investment 
includeminerals,oil,tourism,agriculture, 
foodstuffs and fransport. 
European and US investors also discussed 
with the IDB and Saudi investors the 
possibility of uipartite ventures with the 
Arabs providing the funding, the West the 
technology and expertise and Albania the 
labour and land. Indeed, this is a route that 
the EBRD and the Worid Bank favours. 
Two Saudi firms, Al Fehhad Service 
Group and Raka'a Trading Company -
both based in Riyadh - have already 
identified invesunentprojects and confirm 
that they are definitely investing in 
Albania. Al-Fehhad is investing in the 
Uansport servicing sector while Raka' a is 
investing in a textile project. 
Albania with a 85 per cent Muslim 

population is also a member of the 
Organisation of Muslim Conference (OIC) 
and is hoping that the investors conference 
would generate investment interest especially 
from the Gulf Cooperation Council (GCC) 
countries and others such as Malaysia and 
Turkey. 
Malaysian Prime Minister Dr Mahathir 
Mohammed visited Tirana earlier this year 
and pledged support and increased bilateral 
Uade with Albania. 
The two countries have set up an Economic 
Cooperation Council and Kuala Lumpur has 
expressed interest in supplying lines of credit 
to Albania for Malaysian commodity and 
other exports to the Balkan country. 
Cooperation in mining, UBining and joint 
ventures are also on the cards. 
Albania is also trying to channel greater 
amount of remittances from expafriate 
Albanians, totalling over 500,(XX) mainly in 
Greece, Turkey, Italy and North America. At 
the moment remittances total over $400m a 
year. 
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C O R P O R A T E PROFILE 

STM - Islamic Banking's Takaful Flagship 
^"T^he Kuala L u m p u r - b a s e d 

I Syarikat Takaful Malaysia 
X (STM) Sendirian Berhad is 

perhaps the Islamic world's largest and 
most experienced Takaful (Islamic 
Insurance) company. And judging by 
its latest financial results for the year 
ending June 1993, STM, which is a 
subsidiary of the Bank Islam Malaysia 
(BIM) and is now in its ninth year, has 
declared a steady performance both in 
terms of profitability and overall growth. 
All Takaful activities in Malaysia are 
governed by the Takaful Act, 1984 
(Amended), which includes the profit 
attributable to participants, which 
represents their share in the profit on 
invesUnent of the Family Takaful Fund 
and is distributable in accordance with the 
terms and conditions prescribed by the 
Company. 
The total gross Takaful contributions 
collected by STM in the year under review 
increased to RM $33,703,538 from RM 
$30,426,577in thepreceeding year. During 
the year, STM, according to its annual 
report, had better opportunities for 
investing the general Takaful funds, which 
had secured an underwriting surplus of 
RM $15,418,518 for the year in question 
compared with RM $9,725,706 for the 
previous year. This was reflected in the 
sharp rise of investment income totalling 
RM $4,126,138 as compared with RM 
$2,322,210 thepreceeding year. Thus the 
total profit of the fund soared to RM 
$19,544,656 - up 62.2 per cent on the 
previous year. 
Under the Mudarabah contract, which is 
primarily used in the Takaful schemes, 
profit was shared with the participants and 
RM $9,722,328 was disttibuted to the 
accounts of the participants. 
STM's core business is fire, motor, 
accident, marine and engineering Takaful 
schemes. It also has family Takaful plans 
for mortgages, education and group 
Takaful over maturities of ten, 15 and 20 
years. The maturity period in a number of 
cases has beenextendedto40 years. During 
the year STM also pioneered a "Group 
Hospitalisation and Surgical TakafulPlan". 
Similarly STM's individual Takaful plan 
and its Group Takaful plan also shows 
good performance and profitability. Its 
short term investments included RM 

$81.2m in Malaysian Government 
InvestmentCertificates; Islamic Accepted 
Bills and quoted shares in Malaysia. 
The company's combined total assets for 
the year under review rose to RM 
$75.708m - a growth of 29.4 per cent on 
the previous year. Total income similarly 
roseby 59.5 per cent to RM$13.13m. For 
the year under review, the company paid 
outdividends of eightpercentless tax,but 
much of the profits were retained to be 
carried forward to the next financial year. 
Indeed STM's Chairman Dr Abdul Halim 
Ismail is bullish about STM's prospects: 
"With a positive outlook on theeconomic 
iront and the growing demand for a wide 
range of Takaful services from all sectors 
of the countty's population, the company 
is optimistic that it will be able to improve 
furtiher its performance". 
The thmst for the future is diversification 
of its range of Takaful services in order to 
cater for the increasing demand but this 
will be "guided by caution and prudence". 
STM's success and experienceis 
atfracting interest from neighbouring 
countties. In fact during 1993, STM 
provided technical consultancy, advisory 
and training services to an ASEAN 
(Association of South East Asian Nations) 
member state with a view to establishing 
a similar type of Takaful venture. 
This increasing demand for Takaful 
products, has meant that STM has been 
forced to increase its staff and to expand 

its branch network. This is reflected in an 
increase in operating expenses for the 
year under review totalling RM $6.37m 
- up on RM $5.04m in the preceeding 
year. The company's total staff for the 
year came to 214, of which 46 are 
executives and the rest clerical and non-
clerical staff. STM is giving priority to 
keep up the momenmm of upgrading its 
staff's technical knowledge about 
Takaful, encouraging efficiency and a 
higher level of productivity. 
STM, which is capitalised at RM $10m 
of which all has been fully subscribed, 
has also opened five new Takaful desks 
at Jitra, Tawau, Kluang, Tanah Merah 
and Bintulu, bringing the total number of 
branches to seven and desk offices to 42; 
it has also extended its computerisation 
system linking Takaful desks to Jalan 
Tun Razak and Jalan Perdana in Kuala 
Lumpur. 
Its shareholders apart from Dr Abdul 
Halim Ismail reads like a who's who of 
Malaysian Islamic banking. They include 
Encik Ahmad Tahudin Bin Abdul 
Rahman, the new managing director of 
BIM; Encik Mustapha bin Hamat, 
together with Dr Halim Ismail the two 
most prominent Islamic bankers in 
Malaysia; Encik Mohammed Fadzli bin 
Yusof, STM's current general manager; 
and Dato' Haji Khalid bin Mat Zin. Its 
Shariah Supervisory Council is headed 
by Professor MadyaHashim Bin Yahaya 
and includes five other members. 
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drives, cases with PSU, keyboards, mouse, monitors, display cards, 
printers, scanners tape streamers and floptical drives. 
Training on all major software packages in English/Arabic. 
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Socio-Economic Consequences of 
Islamic Banking 
by Dr Ziauddin Ahmad 

f~W^ he potential effects of Islamic 
I banking on the economy have 

A been the subject of much debate 
in the development literature recently. 
The discussion is largely based on the 
premise that profit and loss sharing 
(PLS) based modes of financing will 
have a dominant role in the Islamic 
banks' operations as opposed to other 
instruments - which will only be used in 
special circumstances. 

The main focus of discussion has been the 
potential impact of Islamic banking on an 
economy's savings and invesUnent, as 
well as the rate and patterns of growth, 
allocative efficiency and the overall 
stability of the banking and economic 
system. 
The Uncer ta in ty of S a v i n g 
Much of the concern which has been 
voiced over the adoption of the interest-
free system on savings comes from the 
possibiHty of increased uncertainty 
regarding the rate of return. However, 
many Muslim economists have pointed 
out that standard economic analysis does 
not offer a definitive answer as to the 
effect of such uncertainties. 
In fact, it has fieen argued that the actual 
outcome will depend on a wide range of 
factors such as the form of the utility 
function and its risk properties, for 
example the degree and the extent of risk 
aversion, the degree to which the future is 
discounted, whether or not increased risk 
is compensated by higher returns, and 
finally i ie income and substitution effects 
of increased uncertainty. 
It has also been argued that the move to an 
Islamic interest-free system, under certain 
conditions, could lead to increased rates 
of return on savings. Consequently, the 
increased level of uncertainty that could 

result from the adoption ofthe PLS based 
system could be compensated for by an 
increased rate of return on savings, 
leaving the overall level of savings 
unchanged, or perhaps even leading to an 
increase in savings. 
PLS Inc reases I n v e s t m e n t 
Muslim economists expect PLS banking 
to exercise a favourable effect on levels 
of investment. 
It has been pointed out on numerous 
occasions that both the demand for 
invesUuent funds and their supply are 
likely to show an increase as a result of 
the introduction of PLS banking. The 
demand for investment funds is likely to 
increase as the fixed cost of capital is no 
longer required to be met as a part of a 
firm's profit calculations. 
The marginal product of capital can, 
therefore, be taken up to the point where 
maximum profits are obtained without 
the constraint of meeting a fixed cost of 
capital. And the supply of investment 
funds is likely to increase as PLS based 
banking is allowed to undertake the 
financing of a large number of risky 
projects on account of an enhanced risk 
absorbing capacity. 
Impac t o n the Rate a n d 

Pat tern of G r o w t h 
The likely impact of Islamic banking 
practices on the rate and pattern of growth 
has been the subject of much discussion. 
It has already been pointed out that the 
expected favourable effect of PLS based 
banking on the level of invesUnent would 
automatically mean a pronounced growth 
orientation to the economy. The increased 
availability of risk capital underthe Islamic 
system would promote technological 
innovation and experimentation which 
would further stimulate growth. 

Dr Ziauddin Ahmaa 

Islamic banks are also expected to influence 
the pattern of growth through the appropriate 
selectivity in their financial operations to 
ensure that the process of growth is broad 
based and optimal use is made of bank 
resources for purposes which rank high in 
Islamic socio-economic objectives. It is 
recognised that the Central Bank will play a 
sfrong guiding role in achieving this aim. 
I m p a c t o n A l l o c a t i v e 

E f f i c i e n c y 
The allocative efficiency of an interest-free 
economy has been an area of major concern to 
many MusUm economists. Many claim that a 
financial system based on an Islamic 
framework of profit sharing would be more 
efficient in allocating resources than the 
conventional interest based system. 
This position is defended on the basis of the 
widely accepted theory that any financial 
development that causes investment 
alternatives to be compared to one another, 
strictly based on theirproducti vity and rates of 
return, is bound to produce allocative 
improvements, and such a theory is the 
cornerstone of the Islamic financial system. 
Muslim economists do not deny that 
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investment efficiency requires the use of 
discounting to take proper care of the 
time dimension of the costs and benefits. 
They do, however emphasise that non
existence of interest does not mean that 
discounting as a technique of computing 
the present value of future cash flows 
cannot be used in an interest-free 
economy. It has also been pointed out 
that the interest-rate is not the proper 
discount factor under conditions of 
uncertainty even in interest-based 
economies. Under conditions of 
uncertainty, the rate of return on equity is 
the proper discount rate. 
Since the real world is a world of 
uncertainties and since no real invesUnent 
in any economy can be undertaken 
without facing risks, cash flows of such 
invesUnent should be discounted not by a 
riskless interest rate, but by the hue 
opportunity cost of venture capital as 
well. 
Effect of S tab i l i t y 
It has been argued in the literature 
on Islamic banking, that a switch 
over to PLS banking from interest-
based banking would bring greater 
stability to the banking system. 
This argument is based on the 
theory that in the interest-based 
system, the nominal value of 
deposit liabilities is fixed. 
However, there is no assurance on 
the assets side that all the loans and 
advances will be recovered. 
Shocks on the assets side, therefore, 
lead to a divergence between assets 
and liabilities, and the banking 
system can suffer a loss of 
confidence in the process, leading 
to a crisis in the banking world. 
In the PLS based system, the 
nominal value of investment 
deposits is not guarantied, and 
shocks to the assets positions are 
promptly absorbed in the value of 
investment deposits. This 
minimises the risk of bank failures 
and enhances the stability of the 
banking system. 

New E c o n o m i c S y s t e m 
The literature on Islamic banking has 
taken note of the uncertainties expressed 
in certain circles that replacement of 
interest by PLS may make the whole 
economic system highly unstable as 
shocks or disturbances originating in one 
sector of the economy have a knock on 
effect in the rest of the economy. 
However, there is a general consensus 
that such fears are lacking in substance 
and many, on the c o n u ^ , suggest that 
the elimination of interest, coupled with 
the inUoduction of other institutional 
features of the Islamic economy, will tend 
to enhance stability. 
It has been pointed out on numerous 
occasions that interest debt financing is a 
major factor in the creation of economic 
stability in capitalist economies. 
And it is easy to see, for example, how the 

interest-based system intensifies a recession 
in the business world. As soon as the bank 
discovers thatbusinessconcemsarebeginning 
to incur losses, they reduce assistance and call 
back loans, as a result of which many firms 
are forced into official receivership. 
This increases unemployment and results in a 
further reduction in demand, and so the crisis 
deepens. 
Islamic banks on the other hand are prepared 
to share in losses, which reduces the impact of 
the recession on businesses and so on the 
economy and enables the enterprises to tide 
over difficultperiods rather than closing down 
completely. 
Islamic banking should therefore be regarded 
as the promoter of stability rather than as a 
conduit of instability. 

The author was speaking 
at the Islamic Economics 
Conference, Leicester. 
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Exchange Rate Unification: The Role 
of Markets and Planning in the Iranian 
Economic Reconstruction 

Final in the three part series by Dr MASSOUD KARSHENAS 
and M. PES ARAN on the options for economic reconstruction 
in Iran. Last month the authors discussed the industrial 
policies of the pre and post revolutionary governments, here 
they turn their attention to price subsidies and their effect on 
Iran's economy. 

An important aspect of the 
relative price movements 
during the 1980's is related 

to the question of price subsidies 
which kept the prices of commodities 
regarded as essential, or of strategic 
importance, at relatively low levels. 
By looking at the example of fuel, a basic 
commodity whichaffects the relativecosts 
of all other economic activities, it is 
possible to get an idea of the extent to 
which price subsidies affected the relative 
price structure in the domestic economy. 
Government subsidies to energy 
consumption in Iran largely take the form 
of hidden subsidies as the government is 
the main producer of energy products. 
These hidden subsidies, which have been 
increasingly manifested in the losses 
made by the Iranian Oil Company 
(NIOC) despite free access to crude oil 
supplies, become visible when we 
compare the prices of various petroleum 
products in Iran with their international 
counterparts. 
However, in such a price comparison we 
face the problem of the choice of an 
appropriate exchange rate for the 
conversion of international prices into 
domestic currency. Given exchange rate 
induced distortions and other structural 
disequilibrium prevailing in the Iranian 
economy, it may be more informative to 
compare the trends in the price of oil 
products relative to other products over 
time. 

With the exception of j)etrol, prices of all 
other energy sources in Iran had remained 
virtually the same over the past three 
decades until very recently. The result 
was that the real price of energy followed 
a declining trend, particularly during the 
inflationary decades of the 1970'sandthe 
1980's. 
The inflationary process rapidly 
neutralises the considerable petrol price 
increases in the early 1980's, so that by 
1990, the real price of pe&ol shows a 65 
per cent decline as compared to 1959. 
These price distortions are particularly 
serious given that the scope for the 
expansion of oil production and refinery 
capabilities are very limited, and oil is 
readily convertible into badly needed 
foreign exchange revenues. 
Both the unification of the exchange rate 
and the correction of substantial price 
distortions will have major social and 
economic implications. The extent of the 
price distortions and the period of time 
they have been allowed to persist imply 
that their adverse influences on the 
economy have reached an enu-enched 
position, and their removal, even if 
carried out gradually, cannot be achieved 
without - initially at least - causing major 
social and economic dislocations. 
But for the exchange rate policy to be 
effective and durable, it is essential that 
it is accompanied by a number of other 
financial and budgetary policies as well 

as long term structural policies aimed at 
increasing the country's growth potential. In 
the short term, the credit and interest policies 
of the financial institutions must be made 
more responsive to the inflationary 
consequences of the unification and the 
effective devaluation oftherialthatinevitably 
follows. 
The unification of the exchange rate first 
results in a substantial increase in demand 
for credit by firms who previously have had 
access to the preferential exchange rate. This 
in turn places the banking system under 
considerable pressure. 
The credit and interest policy of the banks can 
clearly have important consequences for the 
eventual success of the exchange unification 
policy, at least in the short term. This can be 
particularly serious if the cost of credit is kept 
artificially low, as such a policy will most 
likely increase the credit rationing problem 
and lead to more undesirable rent seeking 
activities. 
Keeping the cost of borrowing and lending 
artificially low can also have undesirable 
consequences forthemobilisationof domestic 
savings for investment activities. 
The aim should be not to let the real rate of 
interest decline even further than it already 
is. Even if it is assumed that the supply of 
domestic savings in a country like Iran is not 
very responsive to interest rate changes, the 
adverse impact of large negative real interest 
rates on the mobilisation of domestic savings 
for in vestment should not be underestimated. 
The budgetary implications of the exchange 
rate unification also requires special attention. 
Given the importance of oil revenues in the 
government budget, a nominal devaluation 
of the rial increases the government revenues 
denominated in the rial, and in the short term 
can result in a substantial reduction in the 
governments budget deficit. 
This apparentimprovementin the government 
budget should not however, be regarded as 
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being permanent as it can be easily 
reversed, as the effect of devaluation 
starts to feed into higher domestic prices 
and wages. What is needed is a close 
monitoring of the level and the 
composition of government expenditure. 
Expenditure switching policies that direct 
resources away from consumer imports 
and towards domestic investment and 
production are needed. Considering that 
the unification policy has been put into 
effect in stages and over a number of 
years, and bearing in mind that a large 
proportion of the consumer goods are 
already imported at 'free' or parallel 
market rates, which are likely to be close 
to the unified rate, it follows that the 
immediate impact of the imification will 
be on prices of raw materials and 
equipment, rather than on prices of 
imported consumer goods. 
To the extent that higher raw material and 
input prices are passed on, the result is 
likely to be higher prices of domestically 
produced consumer goods, relative to 
imported consumer goods (rather than 
lower relative consumer prices, which is 
often the immediate consequence of 
immediate devaluation). 
This initial adverse price effect on 
domestic producers of consumer goods 
needs to be followed with policies, 
designed to make the domestic production 
more efficient and competitive, and 
demands for the introduction of further 
protective measures, through higher tariffs 
and other restrictions on consumer goods 
imports should be strongly resisted. It is 
worth noting that this adverse cost effect 
moderates the high level of profits enjoyed 
by domestic producers over the last few 
years in view of the large differential in 
the exchange rate applicable to their 
imported inputs and the imported 
consumer goods. 
What is important in the transition period 
is for the government to resist the pressure 
groups, both within the government itself 
and from outside, who press for either 
higher government expenditure or 
protection as a response to the economic 
reforms - because yielding to either would 
intensify inflation and neutralise the 
effect of the reforms. The immediate 

Structure of Production in Iran 
GDP Agriculture Industry Manufacturing Services 

1965 100 
1980 100 
1990 100 

26 
16 
21 

36 
20 
21 

12 
11 
8 

38 
49 
58 

Source: World Development Report, World Bank, 1992 

expenditure of all of the increase in the 
domestic currency value of the 
government oil revenues would be 
inflationary - even if the overall budget is 
kept in balance. 
This would be particularly so if the 
increase in govemment expenditure takes 
the form of current account spending and 
wage salary increases, rather than 
investmentsintheeconomy. Theinflation 
which results can also defeat the original 
purpose of the unification by pushing the 
parallel or free market rate even higher. 
The exchange rate unification and other 
reform policies also need to be 
accompanied by an appropriate long-
term industrialisation strategy. Whether 
by design or by default, over the past 
three decades Iran has followed an import 
substitution industrialisation strategy, 
which focuses on protection of industries 
by means of high tariffs on the import of 
finished products, investment licensing, 
credit subsidies, and cheap raw materials. 
As the example of Iran, and many other 
countries following such policies shows, 
the industries developed in this manner 
tend to be inefficient and very slow in the 
adoption of new production and 
management technologies. 
An alternative industrialisation strategy 
would be to abandon the inward 
orientation of the old strategy, for a 
more balanced outward oriented 
industrialisation strategy which focuses 
on promotion of non-oil exports, 
particularly in the industrial sector where 
economies of 'learning by exporting' arc 

highest. In the case of Iran the move towards 
a more outward oriented strategy will be 
particularly beneficial as it releases oil 
revenues used to protect inefficient 
industries for greater investment in human 
capital and infrastructure which are essential 
forgrowthandindustrialisation. Theoutward 
orientation of such a strategy also has the 
additional advantage of subjecting domestic 
producers to the discipline of foreign 
competition. 
It is, however, important to recognise that the 
implementation of such a policy does not 
imply a laissez-faire approach, and still 
requires a considerable degree of govemment 
intervention and subsidisation of domestic 
indusU-ies. The primary difference between 
the two strategies is the degree to which 
domestic producers under each strategy 
are subject to foreign competition. 
Industrialisation underboth strategies requires 
some form of govemment protection and 
support in order to exploit the scale economies 
and take proper advantage of the most recent 
advances in technology. 
Finally, it is worth emphasising that the 
success of any development strategy within 
a mixed economy framework requires a 
stable legal and political environment, both 
within the public and private sectors. In the 
absence of a comprehensive reform 
programme which encompasses such broader 
institutional requirements, economic 
measures, such as the unification of the 
exchange rate and the removal of price 
distortions on their own will remain 
ineffective, and can even lead to further 
economic hardship without any long term 
benefits. 
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Economic Functions of 
an Islamic State 

by Dr Ziauddin Ahmed 

I s l a m p r o v i d e s a c l e a r 
i l l u s t r a t i o n o f t h e t y p e of 
s o c i e t y i t w a n t s t o s e e 

established on earth and sets out basic 
guidelines for achieving this vision. It 
seeks to establish a just and humane 
socio-economic order, free from aU 
forms of exploitation. 
The Islamic state is aninstmment of the 
Muslim community, helping it to 
achieve these objectives. Both the (2 uran 
and the Sunnah provide basic guidance in 
determining the role and functions of the 
state. These include the defence of the 
territorial integrity of a country, the 
maintenance of law and order, the 
dispensation of justice and civil 
administration, assurance of at least a 
basic standard of living for all citizens 
and tackling extreme inequalities in 
wealth. 
There is a consensus amongst jurists that 
there is nothing to prevent an Islamic state 
from assuming other functions alongside 
those directly mentioned in the Quran 
and the Sunnah, provided that these are in 
conformity with Islam and help promote 
Islamic socio-economic objectives. In fact, 
many jurists have pointed out that the 
state will inevitably assume new 
responsibilities as the modern world 
becomes more complex. 
They support the state taking an active 
role in promoting economic development 
and the better utilization of resources 
through measures such as the provision of 
infrastructure and other public services. It 
is also agreed tiiat avoiding inflationary 
and deflationary pressures and 
maintaining monetary stability should 
figure prominently in the states ' 
responsibilities. 
Within the Islamic system the state is 
considered to be a collective and is 
therefore as much bound by the moral 

There is nothing to 
prevent an Islamic state 
from a s s u m i n g other 
functions alongside those 
directly mentioned in the 
Quran and the Sunnah, 
provided that these are in 
conformity with Islam and 
help promote Islamic 
socio-economic objectives. 

norms of Islam as individuals. Within 
these moral norms, it has a number of 
specified duties to perform. DisUibutive 
justice is the most important component 
of the Islamic vision of a just economic 
order. The most noteworthy feature of 
distributive justice is fulfilling the basic 
needs of all, irrespective of the stage of 
development a country may be at. This 
means the total eradication of what is 
known in development literature as 
"absolute poverty." 
Islam uses both moral and legal measures 
to do this but at the same time recognises 
that societies do not behave uniformly 
when trying to live up to the moral 
precepts of their religion. Because of 
this, it advises the establishment of a 
social security sy;>tem in which the levy of 
Zakat plays a central role. The teachings 
in the Quran and the Sunnah provide 
only broad guidelines for formulating 
economic policies, and it is up to 
individual policy makers to search for 
solutions in the light of these guidelines. 
An Islamic state has the duty of not 
allowing inequalities of income and 
wealth to exceed acceptable lines, and all 
economic policies of the state must be 
formulated with this in view. Whilst 
Islam envisages that productive activity 
will be undertaken primarily on the basis 

of private enterprise it gives the state the 
right to regulate its activities so as to achieve 
the objectives of the Islamic system. 
Property rights in Islam carry certain 
obligations, which if not carried out, the state 
can intervene in the interests of social 
justice. 
Islam forbids income being earned through 
charging interest; Profit-loss sharing is 
instead favoured as an equitable system. 
Islam is also strongly opposed to social 
stratificafion and emphasises equal 
opportunities. 
To fulfil all its obligations, an Islamic state 
has to mobilise the necessary financial 
resources. The bulk of the financing needed 
for Islam's social security system is 
expected to come from Zakat. However, in 
case this is not enough, itcanbesupplemented 
from a non-religious tax. Islamic teachings 
do not bind the state to specific tax 
measures, however, it is emphasised that 
taxes should be imposed only to finance 
essentials and that the tax burden should l)e 
equally distributed. 
Islamic teachings also allow the govemment 
a great deal of flexibility in shaping its 
budgetary policy. Surpluses and deficits can 
be adjusted according to the immediate needs 
of the state. Deficits can be financed by 
borrowing from institutional sources - so 
long as it is on an interest-free basis -
although resources can be mobilised, 
through other Islamically permissible modes 
of financing. Islamic teachings do notallow 
resorting to interest-based borrowing except 
in cases of extreme need and even then only 
under strict regulations. 

The author was speaking at the 
Islamic Economics Conference 
organised by the Islamic 
Foundation, Leicester. 
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Islamic Economics in the Black: 
Conference on Islamic 
Economics 

Dr. M. Fahim Khan, Dr. Umer Chapra, Dr. Mawil Izzi Dien, 
Professor Ziauddin Ahmad 

Sana Namazie of Q News 
Internat ional r e p o r t s 
from Leicester, on the latest 

Islamic economics conference, 
organised jointly by the Islamic 
Development Bank and the 
Economics Unit of the Islamic 
Foundation. 

Islam does not recognise the Western 
concept of economics as being a subject 
divorced from morality. The Islamic 
models of banking and finance will 
replace greed with accountability to 
God, and reliance on the market with 
morality, a former Pakistan govemment 
minister told the conference. 
"Islam, from the first day has given a 
universal vision of man and society. Life 
is not divided up into watertight 
compartments" Professor Khurshid 
Ahmed, a leading Pakistani economist 
said. 
This was perhaps the most important 
message delivered by Professor Ahmed 
at the five-day course on Islamic 
economics, banking and finance 
conference held at the Islamic 
Foundation. His point highlights the 
intricate relationship between economics 
and everyday life. 
Economics is often seen as being the 
exclusive domain ofbankers, businessmen 
and the like, yet it is a subject that affects 
all of us, how we earn, spend and look 
after our money, in turn determining the 
social and political goals of each 

individual and of the nation. Non-Islamic 
economics is doomed said the former 
minister, unless Islamic principles of 
justice, human rights and equity are 
incorporated into the system. 
Nearly 60 undergraduates, PhD students, 
researchers and those in fields related to 
Islamic economics attended the course 
for an update in this fast-emerging 
discipline. The earlier seminars 
concentrated on the origins of the 
discipline and its resurgence over the last 
30 years. The later seminars focused on 
the banking and financial systems and the 
experience of the three Muslim countries 
that have tried to install parallel Islamic 
models with conventional banking 
systems. 
The Islamic economic model is based on 

profit and loss sharing, and insists upon risk 
taking to invest in a parficular venture. 
Depending on the type of contract entered, 
profit or loss is accrued by the depositors 
according to the success of the venture. 
"All financial transactionsmustbeassociated 
with real activity" said Dr Fahim Khan, head 
of the Research Division, Islamic Research 
and Training Institute, Islamic Development 
Bank, Saudi Arabia. He insisted that this was 
the only legal method in Islamic economics 
of getting a return on an invesUnent. 
A significant portion of the conference was 
spent discussing the theoretical aspects of 
finance and banking with particular reference 
to the practical experiences of Pakistan, Sudan 
and Iran. References of other Muslim 
countries widi Islamic investment initiatives 
were also given. 
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There was a general consensus between 
the students and the speakers thata 'certain 
crisis of legitimacy' existed with most 
Islamic institutions as they are not based 
fully on Shariah law. One participant of 
the course, Dr Don Babai, who is involved 
in a project on Islamic investment and 
banking at Harvard University said that 
despite these negative inferences "the 
Islamic Investment market in North 
America is experiencing phenomenal 
growth." 
The main criticism of the model rested on 
the fact that its success depended on the 
motivation of Muslims towards adopting 
Islamic principles and therefore a 
willingness to participate in an 
Islamically based economic system. 
Guest speaker Dr Umer Chapra, adviser 
to the Saudi Arabian Monetary Agency 
(SAMA), argued that although an 
individual is self-interested, as a 
Muslim, his attitude will be based on an 
entirely different time-frame. That is, an 
individual can either satisfy themselves 
in the short-term (now) or in the long-
term (hereafter). "Self-interest and 
accountability before God should lead 
to greater efficiency and less cormption." 
However, the argument by banking 
systems consultant, and member of the 
Institute for Rational Economics, Rupert 
Deeber that "you cannot Uansplant the 

bones from an ungodly system into a 
godly one", went unanswered. Wassim 
Lababidi who researched and wrote on 
Mudarabah was disappointed that not 
enough details were given on areas in 
Islamic economics that needed research, 
such as the conuacts that banks will 
invest in. Other students complained that 
the absence of a glossary of the names of 
various contacts and Islamic concepts 
slowed down their ability to keep abreast 

with the issues being discussed. 
Some practical solutions on mortgages, 
pensions and invesUnent plans for Muslims 
living in counuies with interest-based banking 
were not discussed in detail as students seemed 
more interested in the theory of the model 
than daily reality. 
However most participants were pleased and 
encouraged by the discussions and planned 
to continue with research into the subject, 
which was one of the original aims of the 
course. 
The course was coordinated by Dr Abdelkadr 
Chachi, Head of the Islamic Economics Unit 
at the Foundation. He said that his own 
difficulties as a research student in Islamic 
economics was one of the motivating factors 
in organising the course. "I had so many 
questions andljustcouldn'tfind the answers. 
I found it hard to find scholars on the subject, 
and there was no place where I could get any 
references, except the Islamic foundation." 
Dr Chachi said that he was satisfied that the 
conference had mn smoothly and on time, 
and he expressed a hope that the conference 
would develop intoaregularevent. However, 
he lamented the fact that not many women 
had attended. 
Dr Chachi also plans to edit a new quarterly 
journal on Islamic economics, the first issue 
of which is due to appear in January 1994. 
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F E A T U R E 

IDB Leasing Company 
Set for Take Off 
Islamic lease finance {Ijara) used mainly for equipment and machinery, aircraft and tanker purchases -
is set to take off following the Jeddah-based Islamic Development Bank's (IDB) plans to set up 'The 
Islamic International Company for Lease Finance' (IICLF) with commercial Islamic banks. 

A n expert committee established 
by the 14th Annual General 
Meeting ofthe IDE's Board of 

Governors in Tehran in 1992 and 
comprisingof representatives from the 
IDB, the Faisal Islamic Bank of Sudan, 
the Kuwait Finance House, the Jeddah-
based Albaraka Group and the Qatar 
Islamic Bank, prepared the terms of 
reference for the feasibility study for 
IICLF. The committee is headed by 
Mr Othman Seik, IDB vice-president 
of operations and projects. 
IICLF, according to IDB sources, will 
operate independently as a holding 
company with the IDB as the major 
shareholder and other shareholders 
including commercial Islamic banks and 
leasing companies from perhaps both the 
West and the Islamic counuies. IICLF 
would also set up individual Islamic 
leasing companies in Malaysia, UAE, 
Morocco and Kuwait. 
Details of capitalisation and shareholders 
are not clear but the IDB does 
acknowledge that Ijara is now becoming 
an important method of asset financing, 
which is being sUongly promoted in the 
developing counu-ies by the IFC (an 
affiliate of the World Bank responsible 
for private sector development) and ICC 
(Intemational Chamber of Commerce). 
Indeed, it looks as if IICLF will act as the 
leasing equivalent of the IFC. 
According to an IDB source, the viability 

and demand of such a company was so 
great that the IDB asked 18 experienced 
intemational leasing companies mainly 
from France, Japan, Britain and the United 
States to tender for the feasibility study. 
The IDB also drew on an expert panel 
comprising of officials from the IFC and 
Western leasing companies to help finalise 
the technical suuctures of IICLF. 
However, the leasing feasibility and 
technical consultancy conuact for the 
IICLF has gone to Japan's Century 
LeasingSystem. The costof the feasibility 
contract is 46m yen. 
Leasing is now becoming widely accepted 
as an important method of asset financing 
and is being actively promoted in the 
emerging economies - including the 46 
member counuies - by the Intemational 
Chamber of Commerce (ICC) and the 
IFC. 
Leasing is considered particularly ideal 
for small and medium scale enterprises, 
providing them with an alternative source 
of equipment finance and at the same time 
helping growth in invesUnent and capital 
formation. 
In Islamic banking, leasing (Ijara) and 
lease purchasing (Ijara wa Iktlna) are 
well established although neglected 
financing mechanisms and range from 
vehicle leasing to building, machinery 
and equipment, aircraft and tanker leasing. 
All the major Islamic financial institutions 
offer leasing, and there is good scope for 

tanker and aircraft leasing - the former 
because a number of Muslim states are oil 
and commodity producers and the latter 
because a numberof airlines in IDB member 
states are either expanding or updating 
their existing fleets and services. In aircraft 
leasing also there are no problems 
concerning holding of asset titles and those 
concerning legal jurisdictions. 
Ijara, according to the IDB, as the largest 
uade and project finance institution in the 
Muslim world, is a "medium-term mode of 
financing, which involves purchasing and 
subsequently transferring the right to use 
equipment and machinery to the beneficiary 
for a specific period of time, during which 
the IDB retains the ownership of the asset." 
Ijara wa iktina is a contact in which the 
Islamic Bank finances the purchasing of 
the equipment, buildings or an entireproject 
for the purpose of renting the same to the 
client against an agreed rental, together 
with the client's agreement to make 
payments into an investment account, which 
will inevitably lead, as promised in the 
agreement, to the client's purchase of the 
equipment or the project from the bank. 
Profits accumulating in the invesUnent 
account are for the benefit of the client. 
In the last year, especially out of London, 
Islamic leasing has seen an upturn, with the 
IDB and commercial Islamic banks such as 
the London-based Al Rajhi InvesUnent 
Corporation setting the pace, arranging 
lease finance for Emirates Air, Thai Air 
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and others for the purchase of aircraft and 
anumber of tanking leasing arrangements 
for Gulf clients 
Western banks such as Citibank (Ixjndon) 
Kleinwort Benson and ANZ Grindlays 
are also developing their Islamic leasing 
activities and all three confum that this is 
a major growth area. 
So far the biggest allocator of lease 
financing is the IDB. But this has been 
done mainly as part of its ttade and 
project finance and through its Unit 
Investment Fund. However, IICLF will 
be a specialised leasing holding company 
which will set up subsidiaries initially in 
those Muslim countries in which it is 
deemed that leasing is commercially 
viable. 
Since it started operations in 1976, the 
IDB has approved lease fmancing totalling 
$716.32m of which $583.12 was for 
straightforward equipmentandmachinery 
leasing and therestfor lines of leasing and 
equity. 
Of the 46 member states, which include 
all the Middle East states, Turkey is the 
major utiliser of leasing and has received 
leasing financing from the IDB in this 
period totalling $ 145.6m. 
Other counuies which have received 
lease financing include Oman, Pakistan, 
Jordan, Syria, and Bangladesh. Apart 
from Oman and some financing to 
Bahrain, leasing is yet to catch on in a 
big way in the richer Gulf states. 
The IDB has also allocated just under 
$50m in additional lease financing 
through National Development Finance 
Institutions (NDFIs) and invested 
$98.56m of the IDB Unit InvesUnent 
Fund, comprising the IDB and seven 
private Islamic financial institutions, in 
leasing "to generate a stable flow of 
income every year and because of 
reservations on equity invesUnents." 
The IDB fund in 1990 acquired stakes in 

nine leasing operations in Oman, Turkey, 
Pakistan and Bangladesh, and some of 
the instalments paid back to the fund 
were re-invested in further leasing 
operations. The IDB Fund has realised a 
net income including foreign exchange 
gains equivalent to 16.8 per cent of its 
total invesunents by 1991. 
Thanks to the successof the lease fmancing 
operations, the IDB Fund disfributed 
dividends to Fund Unit holders totalling 
$ 10m or a ten per cent return on equity 
for 1990. 
The IDB says that its Unit Fund has an 
IDB guarantee for the prompt payment of 
instalments on lease conuacts and even 
after asset discounting at eleven per cent 
per year in Islamic dinar (ID) terms, the 
leasing based invesUnent fund "have 
practically endowed a risk-free and a high 
return characteristic to the Fund, barring 
of course the impact of exchange rate 
variations between the US dollar and the 
ID." 
But even here, in order to emphasis the 

sophistication of the Ijara conttact, the 
IDB is developing hedging techniques to 
offset any adverse currency exchange 
losses in leasing contracts. There is no 
doubt that the Unit Investment Fund has 
given a new impetus taIjara conuacts in 
Islamic financing. 
The IDB, for instance, in fiscal year, 
1990/91, provided $ 16m lease financing 
to the Arab Potash Company for the 
purchase of new technology to increase 
production capacity from 1.4m to 1.8m 
tpy. This was a co-financing agreement 
to which the World Bank contributed 
$20m, another $20m came from Suppliers 
credit and the rest from NDFIs and the 
private sector. 
Lease financing for the acquisition of 
two gas compressors for the Yibal gas 
freaUnent plan in Oman was done on a 
similar basis with the IDB conUibuting 
$19.35m and the Kuwait Fund and the 
Arab Fund for Economic and Social 
Development conUibuting $35m. The 
IDB also provided $ l l m of the funds 
under the Ijara contact to the Heavy 
Mechanical Complex in Pakistan. 

NEW BOOKS ON ISLAMIC 
BANKING 
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Available from: 
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Islamic Banking 

Albania 
IDB O r g a n i s e s C o n f e r e n c e T he Islamic Development Bank 

(IDB) has announced that 
it will organise an international 
investment conference in Albania's 
capital Tirana, in conjunction with 
the World Bank and the European 
Bank for Development and 
Reconstruction. 
The conference will help pinpoint 
investment prospects in the former 
communist countty. Albania has 
recently acquired full membership in 
the IDB. 

Algeria 
Techn ica l A s s i s t a n c e A n agreement has been signed 

between the Algerian 
government and the Islamic 
Development Bank giving technical 
assistance to Algeria worth ID 
767,000 (US $977,000). 

Under the second agreement, the bank 
will finance the purchase of US $3m 
worth of cement fi-om a member state 
for the benefit of the Algerian National 
Company for Cement and its Residues. 
- SPA News Agency. 

Malaysia 
N o n - M u s l i m s A c c e p t 

I s lamic B a n k i n g S y s t e m M any non-Muslims are taking 
advantage of the interest-free 

banking system offered by financial 
institutions in the country, the 
Deputy Prime Minister in the Prime 
Minister's Department, Dr Abdul 
Hamid Othman has claimed. 
They are beginning to have faith in the 
Islamic system, considering it to be 
both fair and profitable, he said at a 
seminar on education in Malaysia. He 
added that many non-Muslims had also 
signed up with the Islamic Insurance 
Scheme (Takafol). 
Dr Abdul Hamid also said that the 
government had allocated RM 120m a 
year for religious programmes for 
adults and children in villages. -
Bemama 

The grant will be spent on financing 
and preparing a feasibility study for a 
project to build 12 dams. 
The technical assistance consists of ID 
567,000 (US $717,000), in the form of 
a loan to be repaid over 16 years, 
including four years' grace, whilst the 
sum of ID 200,000 (US $260,000) will 
be given as a grant. - SPA News 
Agency. 

IDB F inances F o r e i g n 

Trade P u r c h a s e s 
he Islamic Development Bank 
has signed two agreements 

with the Algerian government in the 
Gambian capital of Banjul. The 
agreements are worth a total of US 
$11,550,000. Under the first 
agreement, the bank will finance the 
purchase of iron worth US 
$8,550,000 from a member state for 
the benefit of the Algerian National 
Iron and Steel Company. 

Saudi Arabia 
IDB t o Set up I n s u r a n c e 
B o d y 
r r i he Islamic Development Bank 

has announced that it will 
soon be setting up an export credit 
body with a capital exceeding $100m 
to encourage business transactions 
and increase the flow of investment 
among Muslim countries. 
The new body, to be known as the 
Islamic Corporation for Investment 
Insurance and Credit Guarantee, 
(iCIICG) will be based in Jeddah, and 
will operate according to the Shariah. It 
is expected to be operational by early 
1994. It will seek to protect exports 
of member states from ttadc, 
political and other risks by providing a 
secure investment atmosphere in 
member countties. 
The body will accept private, public or 

mixed investments. An IDB statement 
said out of 30 member states which have 
given their approval to the establishment 
of the new organisation, nine have so far 
ratified the creation of the ICIICG. 
The agreement will come into effect when 
contributions by member countries account 
for ID 25m or 25 per cent of the paid up 
capital. 
The IDB has already signed the agreement 
in March 1992, and injected ID 50m, 
making up half of the capital. The bank 
said a manager will soon be appointed, and 
the hiring of staff is now underway. 
ICIICG will compensate the insured for 
losses incurred as a result of insolvency, 
and seizure of property amongst others. 

IDB Of fe rs $42,000 Prize 
rry he Islamic Development Bank is 

offering a prize worth US $42,250 
to the winner of its 1994 prize in Islamic 
banking. The objective of the prize is to 
encourage and reward outstanding 
contributions to the field of Islamic 
banking, and is open to both individuals 
and institutions throughout the world. 
In addition to the cash award, the winner 
will be presented with a citation carrying 
the IDB emblem. According to the prize 
committee, the IDB reserves the right to 
withhold the reward if no suitable 
candidate can be found, and more than one 
winner may be chosen. 
Research work carried out by nominees 
should have received a good response in 
both academic and business circles. 

UK 
D i r e c t o r y o f I s l am ic B a n k e r s , 

E c o n o m i s t s , F inanc ia l 

S c h o l a r s , a n d J u r i s t s W ith the continued expansion of the 
Islamic financial system, the 

Institute of Islamic Banking and 
Insurance continually receives requests 
for the names of Islamic bankers, 
economists, financial scholars and 
jurists. 
The banks, as well, both Islamic and 
conventional, are constantly on the look out 
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for qualified people to employ as either 
staff or consultants. 
Universities in many countries are also 
showing a keen interest in this field of 
knowledge, that has atttacted attention 
worldwide. 
Students who have acquired the 
Diploma from the Institute also want to 
increase their knowledge and get in 
touch with Islamic bankers and 
economists to seek their advice on 
many issues. 
With a view to meeting this demand, 
the Institute is preparing a directory 
containing the names and addresses of 
Islamic bankers, financial scholars and 
jurists. 

In ternat iona l V i s i t o r s t o 

IIBI T he Institute of Islamic Banking 
and Insurance (IIBI) has 

hosted visits from international 
visitors wanting to find out more 
about the Islamic financial system. 
Mrs Maizor Omer, the General 
Manager of the Malaysian Insurance 
Institute - the premier educational, 
training and research body - paid the 
Institute a visit and suggested the 
inttoduction of a course to the 
Malaysian institute based on the IIBI's 
diploma course. 
Mrs Omer also said that the Malaysian 
Insurance Institute is planning to extend 
its activities to Indonesia and Bmnei, 
and will enrol students from these 
countries in the course, as a way of 
increasing knowledge of Islamic 
banking in the region. 
The Institute also hosted a visit by Dr 
Joachim Schmoler, First Secretary at 
the Embassy of the Federal Republic 
of Germany. Dr Schmoler, who was 
sent by his embassy to find out about 
Islamic banking, was briefed on the 
basic principles and concepts. 
Dr Eric Hirsch, Mr Thomas Cohrs and 
Mr Douglas Urquhart of the Bayerische 
Vereinsbank of Munich, responding to 
the rising level of interest in Islamic 
banking in Germany, also paid a visit to 
the Institute to find out more about 
Islamic financial instruments. 

Banking and Trade 
in the Muslim World 

A l g e r i a 
• Conditions for a Market Economy. 
The Algerian Economics Minister Mr 
Mourad Benachenhou, has called for a 
break with the old methods of managing 
the national economy, pointing out that 
conditions are ripe for Algeria to move 
into a market economy. 
He repeated the government ' s 
determination to open the door to 
Algerian and foreign investors. - Algerian 
Radio. 
• Bank of Algeria Invites Foreign 
Investors. The Bank of Algeria has 
announced that a new law for foreign 
investors, issued in October 1993, 
provides financial and tax advantages. 
He said that there is no discrimination 
between foreign and national investors 
with regard to facilities and called on 
foreign partners to conuibute through 
productive invesunents to rid Algeria of 
its foreign debts. - Algerian Radio. 
• Reforms Needed to Tackle Foreign 
Debt. In a statement to the Council of 
Ministers, the Chairman of the Higher 
State. Council, Mr Ali Kafi said that 
foreign debt was eating up 80 per cent of 
the revenues from Algerian exports, 
prevenfing Algeria from resuming 
economic development and blocking the 
launch of the government sponsored 
programme for economic and social 
development. 
Mr Kafi sttessed the need for finding a 
solution to the problem of foreign debt. 
He added that Algeria possessed a 
valuable indusuial base as well as a young 
and well educated population, both of 
which needed to be exploited within a 
new economic suucturc. - Algerian Radio. 
Egyp t 
• Drop in Inflation. The Economy and 
Foreign Trade Minister Mr Muhammad 
Mahmud has announced that he is 
expecting Egypt's economy to make a 
'giant leap forward' noting that inflation 
has dropped from about 23 per cent to 10 
per cent and that the interest rate stands 

at about 4 per cent higher than the inflation 
rate. 
He cited another reason for optimism as being 
Egypt 's good relations with financial 
institutions such as the IMF and the World 
Bank which had agreed to drop 50 per cent 
of Egypt's debts, as well as the United States 
and the Arab states who have both cancelled 
debts owing by Egypt worth $7b each. -
MEN A News Agency. 
I ran 
• Customs Tariffs to be Eliminated. 
According to the Minister of Commerce Mr 
AI-e-Eshaq, the Ministry of Commerce will 
reduce customs duty to zero within the next 
eight months and calculate and set the 
commercial benefit tax by taking current 
conditions into consideration and on the basis 
of the floating hard currency. 
He pointed out that the implementation of 
regulations will make industry officials pay 
more attention to production and invesUnent. 
- Voice of the Islamic Republic of Iran. 
• Iranian Bank to Open Branch in CIS. 
The Iranian bank. Bank Saderat is to open a 
branch in Tashkent. According to the 
Governor of Iran's Central Bank, Mr 
Mohammad Adeli, the bank will offer 
business facilities, including the opening of 
letters of credit to traders dealing with Iran 
and Uzbekistan. - Tanjug News Agency. 
• Increase in Iran's Trade with Turkey. 
The volume of Uade between Iran and Turkey 
has increased by more than 15 per cent in the 
last eight months, reaching US $599.2m 
Iran's exports to Turkey rose from $196.5m 
to over $433m. In the same period Iran's 
imports fell from 319.5m to 165.2m. 
According to the Turkish chamber of 
commerce, the balance of ttade during the 
last eight months shows a surplus of 
$268.7m. - Vision of the Islamic Republic of 
Iran. 
• Privatisation Policy to Continue. Iran's 
Minister for Finance and Economic Affairs 
has stressed that the aim of privatisation in 
Iran is not only to change ownership but to 
create a healthy competitive climate. He 
pointed out that over the past several years, 
the productivity of companies that have had 
their shares sold on the stock exchange has 
increased two or three times. 
The Economic Affairs Vice President, 
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Mr Mohsen Nurbakhsh, also announced 
that the object of privatisation is not to 
ensure 'quickrevenue' forthe government 
or transfer ownership of economic units, 
but instead to promote greater efficiency 
which would then increase the 
government's revenue and help towards 
public welfare and social justice. 
Mr Nurbakhsh added that the fust phase 
of privatisation involved decision making, 
and compiling laws. The second plan 
would involve better specification of 
regulations, and creating a greater demand 
for the shares issued 
This would be achieved through fair 
pricing, facilitating the Uansfer of shares 
and share dividends, and through the 
continuous supply of information from 
the various privatised companies to the 
new shareholders. 
• Trade Figures With CIS. During the 
fust six months of the current year (21st 
March to 22nd September 1993), 149 

merchant ships docked at the port of 
Anzali, unloading more than 361,820tof 
goods, including oil by-products, iron, 
machinery and cement. - Vision of the 
Islamic Republic of Iran. 
J o r d a n 
• PM Talks of Rescheduling Foreign 
Debt. Prime Minister Mr Abd al-Salam 
al-Majali, at a meeting of the executive 
council in Zarqa announced that the 
government has won a rescheduling of 
the foreign debt. He said that Jordan has 
managed to reduce its US $8.5b foreign 
debt to US S6b. - Jordanian Television 
K u w a i t 
• Conference on Amalgamation of 
Banks and Financial Institutions 
Opens. The conference on the 
amalgamation of institutions in the 
banking and financial sector opened at the 
headquarters of the KuwaitFund for Arab 
Economic Development. 
The Finance and Planning Minister, Mr 

al-Radwan, opened the conference with a 
speech mentioning the re-sti^cturing of the 
Kuwait economy and improving the banking 
system. 
He also spoke of the need to complete reforms 
of the banking system through a review of the 
infrastructure of banks and financial 
institutions. He added that although after 
amalgamation, these banks and financial 
institutions could face legal and administrative 
obstacles, this should not hinder efforts to 
restmcture, which would lead to greater 
efficiency and better performance. - Radio 
State of Kuwait. 
L e b a n o n 
• Saudi Development Fund Provides 
Loans . Lebanon's Development and 
Reconsmiction Council (DRC) and the 
Saudi Development Fund (SDF) recenfly 
signed two agreements at the DRC offices. 
According to the agreements, the SDF will 
provide the Lebanese government with 
loans to finance plans to renovate the capital's 
university and improve Beimt's roads. 
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The loans, which total US $33m, will 
be used to finance 11 projects in Lebanon. 
The first loan of $ 15m will be used to 
renovate the university and buy new 
equipment. The second loan will be used 
to improve the roads leading into the 
capital and redraw the city's main 
intersections. - Radio Lebanon. 
Malays ia 

• KLSE Market Target Now RM 
700m. In another sign of the spectacular 
performance of the local bourse, the Kuala 
Lumpur Stock Exchange has revised to 
RM 7(X)b its earlier target of achieving a 
sustainable market capitalisation of RM 
350b by mid-1996. 
KLSE's General Manager, Mohd Salleh 
Majid, said that the target was revised 
because a market capitalisation of RM 
400b has already been achieved in the 
current bull mn. - Business Times. 
• Economic Scenario Set to Change 
Further. The Malaysian economy is 
becoming less tradidonal, and more 
wealthy and sophisticated. Even more 
suiking changes are in store for the 
fastest growing economy in the region, 
and by the tum of the century, Malaysia is 
likely to emerge as a "different counuy." 
Malaysia's economic success thus far is 
not due to luck but, as the World Bank said 
in its report - The East Asian Miracle - it 
being agile. These policies were adapted 
to suit the prevailing economic conditions, 
both at home and abroad. It is also due in 
no small measure to good macro-economic 
management, sound policies and 
adminisuation.- Bemama. 
Palest ine 

• Palestinian businessmen have agreed 
to establish the first Palestinian bank in 
Ramallah in the occupied West Bank 
with a capital of US $15m. The bank will 
operate as a stock company and soon open 
branches in other towns in the West Bank 
and the Gaza Suip. The bank will be a part 
of the move to fund development and 
tradeprojectsduringthetransitional period 
of the Gaza-Jericho agreement. - MENA 
News Agency. 
Saudi A r a b i a 

• IMF Comments on Economy. The 
Deputy Director of the IMF and repre

sentative for the Middle East, Dr Shaalan, 
has commended Saudi economic policy 
which he said is greatly appreciated by 
the IMF and the World Bank and said 
that because the kingdom has consist
ently managed its oil policies well it has 
not been seriously affected by the 
recent drop in oil prices. 
According to Dr Shaalan; "thelMFhave 
repeatedly praised the flourishing private 
sector which shows that the Saudi 
economy has the potential to become a 
leading indusuial state in the coming 
century." - Bemama. 
• Economy on the Move. According to 
the annual report of the Riyad Bank, a 
young and educated population and free 
healthcare would ensure the growth of 
the Saudi economy. 
Mr Abou Dawood, Chairman of the 
Bank said that "responding to an 
investment and consUuction-led boom, 
and to prepare for the challenges ahead, 
the Riyad Bank had in 1992, made the 
greatest share offering ever in the 

Kingdom and increased the bank's capital 
ten-fold." - Bemama. 
S u d a n 

• Trade Minister Reveals New Export 
Policies. The exchange price for export 
commodities for the year 1993-4 has been 
fixed at 215 Sudanese pounds per dollar. 
The caretaker Minister of Indusd^ and 
Commerce, Dr Taj al-Sirr Mustafa was in 
charge of rev iewing the new export policies. 
The goals of the policies include the 
expansion of the export base, and the 
establishment of an integrated policy 
between the export, production and 
requirements of the national market. 
According to Dr Mustafa, the exporters will 
pay all revenues to the Bank of Sudan. 
• African Development Bank Funds 
Water Project. The Minister of State for 
Economic Planning, Mr Muhammad Khayr 
has said that a technical delegation from the 
African Development Bank (ADB) would 
be visiting Sudan in order todiscuss funding 
for the Fashir water project. Funding is 
expected to be in the region of S25m. 
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