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C O M M E N T 

Exit Tan Sri Jaffar 
^ - w ^ he rcsignalion of Tan Sri Jaffar Hussien, 

I Governor of Bank Negara (the Malaysian Ccn-
M. tral Bank) earlier this month sees the departure 

of one of the most fervent supporters of the Islamic profit 
and loss (PLS) banking system in South East Asia. 
Ironically, Tan Sri Jaffar's resignation came after Bank 
Ncgara iuinounced disastrous $2.28b losses in foreign 
exchange dealings in 1993, md also reported iLs first 
operational loss, which totalled $284m. A cynic might say 
that had Bank Ncgara been as fervent in applying Islamic 
banking principles to its forex dealings, Tim Sri Jaffar m ighl 
still be in his job, from which he was due to refire in Jtme 
1995. As it happens, he has taken lull responsibility for the 
actions of his ibrcx team and has opted foreariy retirement. 
His resignation takes effect from 1 May. 
The operations of Bank Negara are of course, not based 
on Islamic banking principles. Miilaysia is essentially a 
secularmulli-cultural and multi-religious country. As such, 
it has to be very circumspect about any Islamisation of its 
banking system. 
However, his legacy for the Islamic banking movement in 
general and in Malaysia in particular is huge. His 
prophetic words continue to echo: "I have a dream that I 
will be able to see, in my lifetime, a fully Hedged interest-
free Islamic financial system in Malaysia, functioning side-
by-side with the conventional interest-based system. 
Malaysia, as such, is poised to be the first country to have 
a dual system of banking and finance, one conventional and 
the other Islamic, both equally sophisticated and modem." 
Tan Sri Jaffar ciin be rightly proud that his dream has largely 
been realised under his tenure at Bank Negara. Not only has 
the country a vibrant commercial Islamic banking sector, 
which of course is set to expand following the removal of 
Bank Islam Malaysia's monopoly and opening the maricet 
to all the other banks, thus giving investors a wider choice, 
but also BankNegara has set the pace in innovating Islamic 
banking products, such as Bai Al Muajjal, Takafol, 
(insurance), export credit re-financing facility and 
securitisation of debt with warrants. 
On 1 January tliis year, B;uik Negara launched perhaps the 
most imporuint development in Islamic banking since its 

incepfion in the contemporary period - an Islfimic interbank 
money market (II.MM) and an IsUunic interbank cheque 
clearing system (IICCS), effccUvcly signalling the start of a 
secondary financial maricet. 
The scope ofacUviliesinthelIMM includes the purchases 
and sales of Islamic financial inslrumenLs among market 
participants, including the Bank Negara, interbank investment 
activities tlirough the Al Mudarahah Interbank Investment 
(Mil) system and the cheque clearing and settlement system 
through IICCS. 
Bank Negara has been working on the development of an 
Islamic capital market and has already sancdoned the setting 
up of the country's first Islamic stockbroking firm under the 
Chairmanship of that seasoned Islamic banker, Dr Ismail, the 
former Managing Director of the Bank Islam Malaysia. The 
launching of a capital m arket perhaps near the end of1994, wil 1 
signal the completion of plans for a fuUy fledged Islamic 
financial system. 
If there is any criticism to make of Bank Negara, one could say 
tliat it should have speeded up the promotion of IsUunic 
banking not only in the country, but also in the region and 
beyond. However, its step-by-step approach appears to be 
paying off. Bank Negara and Bank Islam Malaysia have been 
instrumental in llie setting up of Indonesia's first Islamic 
financial institution. Bank Muamalat and similar ones in 
Bmnei. Bankers in Singapore too, are negodafing to set up an 
Islamic bank. 
While Bank Negara has opened up tlie Islamic banking mattet 
in Malaysia, its rcladonship with Bank Islam Malaysia (BIM) 
remains a curious anachronism. BIM still has the Miilaysian 
government as a major shareholder and as such the Mini sterol 
Finance, at present Anwar Ibrahim, and Bank Negara, have a 
major say in BIM's corporate strategy, deciding who will be 
the Chairman and CEO of BIM. AltlioughpartofBIM'sequity 
was sold off two years ago, many commercial banks claim tliat 
BIM is favoured by the government and should be totally 
privatised. 
These are some of the issues which Ahmad Mohammed Don, 
ex-Managing Director of Malaysia's largest bank, Malaya 
Banking Beitiad (Maybank), and Tan Sri Jaffar's successor 
will have to address. 
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London Needs An Islamic 
Bank 

London is a major 
centre for Islamic 
banking transactions 

such as short-term Morabaha 
(cost-plus-financing) and/yara 
(Leasing), yet there is not a 
single Islamic bank in the UK. 
The only Islamic financial 
companies here at present 
include the Dallah Albaraka 
(UK) Limited, a subsidary of 
the Dallah Albaraka (Jroup 
of Saudi Arabia, and the 
Islamic Takafol Company, a 
subsidiary of the DMI's 
Islamic Takafol Company of 
Luxembourg. 

A number of conventional banks offer 
Islamic banking services through 
'windows' including Citibank, 
KJeinwort Benson, ANZ International 
Merchant Bank and the United Bank 
of Kuwait. 
Dallah Albaraka (UK), which is 
capitalised at ElOOm all of which is 
fully paid up, has a number of 
subsidiaries in the UK including the 
Albaraka Investment Company 
(ABIC), Dallah Albaraka InvesUnent 
Company (DAICO), RimcoLimited, 
William James Estate Agents, and 
Albaraka International Limited. 
The latter was formeriy the 
Albaraka International Bank, which 
surrendered its banking authorisation 
to the Bank of England last June 
apparently over difficulties over 
Albaraka's complex corporate 
stmcture and a lack of consolidated 
accounts; a lack of a banking license 
in the Group's HQ domicile country, 
which is Saudi Arabia; and over the 
Group's ownership structure which 
is dominated by Sheikh Saleh 
Kamel and his family. 
According to a Dallah Albaraka (UK) release, the company only offers 'services consistent with the Islamic Shariah to all our investors and 

customers. Dallah Albaraka (UK) 
business focus is on investments, trade 
finance, real estate investments and 
management, specialised structured 
finance, venture capital, and finance 
advisory.' 
There have been moves to set up 'British-
owned' Islamic banks, with individual 
British Muslims contributing the major 
shareholding and other estabhshed 
institutions such as the Jeddah-based Islam 
Development Bank (IDB) participating 
as minority investors. 
In fact, the Bank of England (BoE), has 
warmed to this idea, but the problem is 
that no application for such a banking 
license has been presented so far. Part of 
the difficulty is that those involved in this 
move are not bankers, and are therefore 
not in a position to launch an appropriate 
application for an Islamic bank here. Some 
British Islamic bankers, who wish to 
remain anonymous, are too reluctant to 
leave current employmentand lake up the 
challenge. There appears also to be 
factional infighting between various 
groups within the Brirish Muslim 
community. 
The Bank of England at the time of the 
closure of Albaraka International Bank 
stressed that "we (the BoE) have no 
difficulty in principle with Islamic 
Banking. It has been possible in the UK 
for Islamic transactions to be conducted 
in conformity with Islamic law. Our only 
concern is that conduct should conform to 
UK laws and the Basle convention (on 
banking)." 
Indeed, in an era of recession in the UK, 
the rise of credit unions and co-operative 
societies to lessen the impact of the cost of 
borrowing, has been a welcome feature. 
An Islamic bank geared towards 
community banking and catering for both 
Muslim and non-Muslim clients could 
not come at a more opportune time. 
Community banking is fast gaining ground 
worldwide - Grameen Bank in 
Bangladesh; the 'Stokvels' in South 

Africa; Bank Rakyat in Malaysia are 
but a few examples. The latter is in fact 
transforming itself into an Islamic 
financial institution. In South Africa, 
Islamic Bank Limited (IBL) prides 
itself on being a local community bank, 
with no aspiration to go global, even 
though foreign partners have been 
forthcoming. 
The need for an Islamic bank in the 
UK with both a community and 
international approach is there. The 
Muslim community in the UK is 
largely comprised of migrants, 
expatriates, and visitors. As such the 
market for any Islamic bank would be 
fluid. It would be counterproductive 
for any UK bank to tum down such 
business opportunities on the basis 
that it is geared narrowly to a 
community bank. 
Because of the tightening of banking 
regulations andconductin the wakeof 
a spate of banking scandals world 
wide, the BoE is rightly going to be 
tough on a number of issues. The 
ownership stmcture must be clearly 
defined and diverse.The managers of 
the bank must be bankers with 
experience and be considered 'fit and 
proper' under the UK Banking Act. 
The bank must be authorised by the 
BOE under the provisions of the UK 
Banking Actand theBasIeConvention 
Guidelines and must be adequately 
capitalised including the appropriate 
reserves. 
The only Islamic financial institution 
with some credibility with the BoE is 
the IDB, which clearly has to show 
some movement on this issue. After 
all, the IDB mandate is not only 
concerned with Muslim countries but 
also with Muslim minorities in non-
Muslim countries. A good starting 
point would be for foreign Islamic 
financial institutions contributing 49 
per cent of the equity and the rest 
subscribed by UK citizens and 
institutions. The IDB indeed has equity 
stakes in a number of Islamic banks 
already, and a venture into London 
would be welcomed by both the 
Muslim community and the BoE. 
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F E A T U R E 

Making Sense of Islamic 
Banking 
Dr Osama Mohamed Ali, Deputy General Counsel of the Geneva-based Dar Al Maal Al Islami 
(DMI), examines the role of equity and morality in Islamic banking and their application to 
modern banking practice. 

f~F^ he last ten years have 
I witnessed the emergence of a 

number of Islamic financial 
instimtions including banks, investment 
and Takafol (the Islamic equivalent of 
insurance) companies. 
The geographical and operational ex
pressions of these institutions has taken 
place mainly in the Islamic countries 
but a relatively active presence has also 
been noted in Europe and, to a lesser 
extent, in the USA. 
Islamic countries include both coun
tries like Egypt, Turkey and Indonesia 
- in which Islamic banking, investment 
and insurance institutions operate along
side the mainstream Western style in
stitutions - in addition to the few coun
tries such as Sudan and Pakistan which 
have applied, or are in the process of 
applying. Islamic principles to the en
tire banking and business sector. 
The funds currently managed world
wide by Islamic institutions, are be
lieved to be in the region of US $60b 
(the exact figures will be shordy pub
lished in the Encyclopedia of Islamic 
Banking). 
Whilst this figure falls short of the 
initial expectauons of the promoters of 
Islamic banking, the asset base of Is
lamic institutions is expected to in
crease substantially in thecoming years. 
The concepts of equity and morality are 

at the root of Islamic banking. These 
concepts mean the universally accepted 
principles of justice and fairness which, 
although not necessarily incorporated 
in written laws and regulations, often 
play an effective role as a source of law. 
In order to ascertain their importance in 
Islam, it is essential to recall the context 
and environment from which this reli
gion emerged during the 7th century 
AD in the Arabian Peninsula. 
The Arab Community of the Peninsula 
was in a notorious state of social injus
tice and violence. With the arrival of 
the Islamic faith - which initially was 
mainly adopted by the poor - values 
such as equality, honesty, fairness, re
spect of engagements, modesty, esteem 
for labour and effort and timely pay
ments of wages etc appeared and were 
accepted. 
These values were specifically men
tioned in the gar'a/j and confirmed by 
the sayings and practice of the Prophet 
and consequendy formed an integral 
part of the Islamic jurisprudence herit
age. 
They are comparable with what is fre-
quentiy referred to as the universally 
acknowledged principles of justice and 
equity and, being a source of law, are 
often used by judges in order to remedy 
legislative and case law lacunae. 
In Islam such moral and equitable val

ues form an integral part of the mles of 
law governing contractual and financial 
relations to such an extent that the relation
ship which exists between equity, law and 
religion is an organic rather than a supple
mentary relationship. 
The impact of these concepts on the Is
lamic law relative to finance has conse
quently been significant. 
Usury, referred to in Islamic Law as/?i7)a, 
means, inter alia, interest paid or received 
when a loan is extended and is considered 
to be an unjustified and reprehensible 
form of "-xploitation - since the borrower 
often has no alternative but to accept the 
conditions of the usurer. 
Riba is also considered to be a factor 
hampering interaction between the finan
cier and his client since the latter will 
furnish adequate securities and collateral 
prior to obtaining the financing. 
As a result the financier generally is not 
particularly keen to scrutinise and appraise 
the project financed. Repayment of princi
pal and profit is often guaranteed irre
spective of the success or failure of the 
project. 
While avoiding exploitation is generally 
declared as the reason for the prohibition of 
Riba, there is another motive. This is the 
desire to promote and enhance the produc
tion process. 
Those wno have the funds, if deprived of 
the opportunity to lend for interest, will 
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F E A T U R E 

very likely look for a partner in order to 
invest the idle funds 
Since, in partnerships, investments are 
stmctured on a profit sharing basis, 
both the owner of funds and his partner 
will be interested in the objective evalu
ation, appraisal, execution and moni
toring of projects. 

By creating a more effective 
relationship between the par
ties, thereby ensuring better 
chances for the success of 
projects and transactions, 
there exists a greater incen
tive for the partes to manage 
the project efficiently and in 
a cost effective manner. 

By avoiding the negative effects of 
exploitation and introducing profit shar
ing schemes. Islamic finance promotes 
values such as social solidarity, inter
action between economic operators with 
a view to enhancing economic and so
cial development. 
What real effect has this had on Islamic 
finance in day-to-day operatons? Is
lamic financial institutions have devel
oped a set of contracts in order to con
duct their operations. 
These contracts - with the excepdon of 
the Morabaha and Kard Hassan - are 
based on profit sharing. In fact the stand
ard financial contracts used by the ma
jor Islamic financial institutions reflect 
in their preamble and body the basic 
elements of profit sharing. 
For example, reciprocity between the 
parties in terms of rights and duties, the 
equitable manner of distribution of prof
its etc. 
The basic moral and equitable princi
ples requiring a balanced and fair rap
port between the parties start to operate 
from the project appraisal phase, at 
which time the calculation of rates of 
return and distribution of profits be
tween parties commences. 

Islamic institutions are now in the proc
ess of developing their own accounting 
methods in order to ensure that such 
profit sharing schemes are fair and prof
itable to both parties, deflecting the 
views of their critics that the rates ap
plied for profit sharing and Morabaha 
are effectively equivalent to prevailing 
interest rates. 
It is sometimes stated that because Is
lamic accounting methods are not yet 
fully worked out in a way reflecting 
both fairness and profitability. Islamic 
institutions are more inclined at present 
to concentrate on Morabaha and short 
term transactions both of which are not 
really profit sharing arrangements. 
It is, however, difficult to accept this 
since the absence of such methods in 
real terms do not preclude the expan
sion of various Islamic financial meth
ods. 
In case of default in repayment, the 
financier suffers an additional loss be
cause of delay in the fulfilment of his 
client's obligations. 
The conventional system requires the 
defaulting client to pay liquidated dam
ages agreed upon in the financing con-
tractoraltematively pay statutory dam
ages ordered by the court. 
Here, contemporary Islamic jurists are 
not unanimous on the course of action 
to follow. The majority of Islamic fi
nancial institutions have however, ob
tained from their respective religious 
boardsoradvisers,aFa/wa, wherebyif 
the default is unjustified, the defaulting 
client shall pay the damages suffered 
by die financial institution. 
These damages are determined by ref
erence to the average return generated 
by the institution during the period of 
default. 
Clearly, this solution is reasonable since 
the institution does not receive more 
than it would have derived from the 
funds had the payment been made in 
time. 
Equity and justice further require the 
institution to establish that the delay is 

unjustified and the client does not suffer 
from genuine financial difficulties. If this 
is the case, then the institution, because it is 
also interested in the success of the project 
or transaction may then reschedule the 
amount in question. 
Additionally - subject to a thorough ap
praisal - the institution may decide to grant 
the client an interest-free loan (Kard 
Hassana) in order to ensure that the diffi
culties suffered do not put the project in 
further difficulty. 
Islamic institutions have been very reluc
tant to become involved in equity invest
ments mainly because of internationally 
quoted shares belonging to companies 
which in some way or another pay or re
ceive interest. 
It is believed however, that in many cases 
the receipt or payment of interest - natu
rally banks excluded - is incidental and 
does not constitute the central activity of 
the company whose shares are quoted. It 
would therefore, be unfair to exclude Is
lamic banks from this activity. 
Here again, it is very likely that the moral 
and ethical considerations play an impor
tant role in determining whether the basic 
activity of the company in question is ac
ceptable or not. 

Since, in partnerships, invest
ments are structured on a profit 
sharing basis, both the owner of 
funds and his partner will be in
terested in the objective evalua
tion, appraisal, execution and 
monitoring of projects. 

Islamic institutions have developed an al
ternative to conventional insurance as die 
latter contains an element of uncertainty, 
which according to Islamic law, renders 
the conti act void. 
Also, the large funds collected by conven
tional insurance companies are involved in 
transactions and financial vehicles which 
are not necessarily in conformity with Is
lamic rules and standards. 
This is why Talcafol - which is based on 
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solidarity between the participants - has 
been developed. Here the participants in 
the scheme agree to pool their resources 
in order to donate to the party which 
has suffered losses. 
If ever the insured event occurs, the 
compensation has already been agreed 
upon. Under Islamic law, because of the 
donation factor the element of uncer
tainty in Takafol does not make the 
contract void. 
Moreover, the Takafol company to 
which the investment of the funds have 
been entrusted undertakes to invest the 
participants funds in Islamically ac
ceptable products and transactions. 
In order to ensure that the Takafol op
erations are not adversely affected by 
the amount of risks covered occurring, 
Takafol companies have reached an 
understanding with Retakafol whereby 
adequate coverage is made. 
Business laws aim at achieving sound 
results and avoiding the occurrence of 
problematic situations between the par
ties. With the tremendous growth of 
business activity, codification and draft
ing of extensive contractual terms and 
regulations has become a permanent 
feature of current financial centres. 
In these circumstances the question may 
be raised whether equity and morality 
are of any relevance to this specialised 
and lucrative financial activity. 
Considerations of equity and morality 
are not intended to be philanthropic. But 
by creating a more effective relation
ship between the parties, thereby ensur
ing better chances for the success of 
projects and transactions, there exists a 
greater incentive for the partes to man
age the project efficiently and in a cost 
effective manner. 
Furthermore, the application of moral 
and equitable principles to the financial 
field is likely to encourage banks to 
finance projects which enhance the de
velopment and prosperity of the com
munity. 
It is still premature to say that Islamic 
institutions have already achieved these 
results. Indeed, the experience of Is
lamic banks is still geographically and 

operationally limited, making it diffi
cult to measure its global impact. 

Additionally - subject to a 
thorough appraisal - the in
stitution may decide to grant 
the client an interest-free 
loan (Kard Hassana) in or
der to ensure that the diffi
culties suffered do not put the 
project in further difficulty. 

Nevertheless, the scrutiny of the records 
of Islamic banks in Egypt, Sudan and 
elsewhere reveals that so far, the appli
cation of Islamic banking has been suc
cessful, particulary with respect to small 
and medium sized enterprises, and it is 
hoped that as the experience continues, 
an even more positive impact will be 
seen . 
Financial arrangements organising the 
relationship between clients and finan
ciers, whether institutions or individu
als reflect a strong relationship between 
the contractual terms agreed upon and 
the underlying philosophy based on 
equity and moral considerations. 
This relationship described earlier as 
organic starts to operate from the pre-
contractual phase and continues to pre
vail throughout the execution of the 
contractual terms. Under such circum
stances the contract will be concluded 
only after through project and client 
appraisal and will very likely reflect a 
true consensus between the parties. 
As to the contractual conditions on 
which the implementation of the project 
or u-ansaction rests, it is worth noting 
that they have to comply with a number 
of moral requirements in order to be 
legally acceptable. 
Such moral requirements include - but 
are not limited to - the respect of con
tractual commitments, respect and fair 
valuation of human effort, cooperation 
between individuals and social groups 
in a manner compatible with the pro
motion of the economic and social de
velopment of the community, discour

agement of unjustified gain - ie through 
inadequate effort - and the necessity of 
ensuring the existence of balanced rights 
between the parties. 
Furthermore, the execution of the contrac
tual conditions must always be conducted 
in the same spirit of equity and morality 
which has presided over its elaboration and 
conclusion. The parties and eventually ar
bitrators will also resort to the same moral 
standards in order to ensure that the con
struction of contractual terms is effected in 
a manner compatible with the same moral 
and social values. 
In order to ensure adherence to the basic 
moral and ethical requirements on which 
their activities are founded. Islamic institu
tions resort to a number of control mecha
nisms such as legal audits and Shariali 
boards or advisers. 
For more than a decade Islamic finance has 
undergone the fascinating and challenging 
experience of applying the principles pro
claimed 14 centuries ago to the ever chang
ing modem financial and social context. 
Islamic institutions are faced with the chal
lenge of reconciling the exigencies of mod
em business requirements with the funda
mental principles and moral values of Is
lam. The implantation of Islamic institu
tions and the objective assessment of re
sults suggest that the system has so far at 
least proved its viability. 
By creating an effective and durable sys
tem. Islamic finance has provided a real 
option for the Islamic world and a channel 
through which international trade and co
operation may be conducted and promoted. 
Through perseverance and professional
ism. Islamic banks will be able to consoli
date and enlarge their ambit of activity 
while adhering to the principles and values 
which constitute their raison d'etre. 
The challenge is now for Islamic finance to 
consolidate and enhance its activities 
through the establishment of an effective 
and competitive operational base. 

This article first appeared in 
The International Financial Law 
Review 
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Interest-bearing Debts 
Final in the three part series on interest-bearing debts by Dr MUHAMMAD ANWAR of the Malaysia-
based International Islamic University. In the first two instalments, Dr Anwar discussed how, in the 
wake of the Islamisation of a financial system, one of the most controversial subjects to be tackled 
would be the transferral of interest-bearing debts to interest-free contracts, and asked, given all the 
problems associated with a transfer, should interest be written off? In the final instalment of the 
series, Dr Anwar discusses the various interest-free contracts that might be used. 

A major hurdle when devising 
new interest-free contracts is 
inflation. However, this can be 

got around by providing compensation, 
which may be based on the inflation rate 
in the sector in which the funds are 
employed, or may be negotiated on the 
basis of the normal rate of profit in the 
sector in which the debt money is 
employed. Or it could be based on the 
actual output, sales revenue or profits to 
the borrowers during the contract period. 
Debt service on public debts may be 
based on the social rate of return of the 
project financed by the debts, whilst debt 
service for those debts, which cannot be 
identified with specific projects, may be 
based on the growth rate in real GNP. 
Debt-Debt Swaps 
Public debt may be converted into 
interest-free government bonds contain
ing suitable tax incentives in lieu of debt 
service. Or instead of govemment bonds, 
debts denominated in local currency may 
be translated into another suitable cur
rency on the basis of an exchange rate 
suitable to both parties to the contract. Or, 
debts may be denominated in units of a 
real commodity on the basis of an agree
ment suitable to both parties of the con
tract. 
Debt-Equity Swaps 
Supposing a firm obtained a loan worth 

80 per cent of the net worth of the total 
capital of a new venture while 20 per 
cent was the firms' own capital. 
The value of the plant can be 
independently evaluated and the 
difference between the current value 
and the original value of the plant could 
be distributed as profit in lieu of interest, 
among the parties in say, the ratio of 
their capital contribution. 
islamic Modes of 
Financing 
Another option would be to sign fresh 
contracts on the existing loans on the 
basis of Islamic modes of financing 
such as Mudarabah, Musharakah, 
leasing and so on, for the remaining 
period of the loan conu-act. 
Or partial ownership of the firms' 
physical assets can be acquired in lieu 
of outstanding debts. The banks and 
borrowers may agree on the proportion 
for ownership of thecompany'squoted 
or unquoted shares against the 
outstanding debts. 
The privatising of public projects can 
also be used to settie govemment assets 
through a privatising unist created to 
sell the non-performing assets. 
Govemment assets can be allocated 
price tags for the purpose of debt equity 
swaps. All creditors should be eligible 

to bid in favour of the swaps. 
Creditors may buy the public assets against 
the debts. If they do not buy the assets then 
the govemment and the creditors should 
agree on the transfer of public debt to 
private buyers of the public assets. This 
mechanism will clear the public debts and 
also facilitate the privatisation process. 
Or, interest-bearing bonds could be replaced 
with govemment investment certificates, 
taking into account the debt service for the 
elapsed period. In performing debt equity 
swaps, the proportion of shares to be owned 
by individual banks or a syndicate may be 
worked out when the form is indebted to 
multiple creditors. 
Real estate loans may be negotiated in terms 
of decreasing participation in such a way that 
debt service becomes part of the rent on a 
property. 
Solutions 
None of the above mechanisms alone can 
replace interest-basedmechanisms. However, 
their application tailored with a flexibiUty to 
meet each contracts' unique needs, will 
collectively, lead to a smooth transition from 
the interest-bearing to the interest-free 
financial system. 

Reprinted with the kind permission 
of the Pakistan Banker. 

April 1994 NEW HORIZON 7 



B O O K R E V I E W 

Business and Accounting 
Ethics in Islam 
By Trevor Gambling and Rifaat Ahmad Abdel Karim 
Published by Mansell Publishing Limited 
Villiers House, 41/47 Strand, London WC2N 5JB, U K 
Reprinted 1993 
152 pages 
35 pounds 

ITTTl he Islamic resurgence over the 
I last two decades has meant a 

new found focus on a variety 
of subjects and topics especially the 
Islamic economic, business and finan
cial system. Many books on the latter 
have been churned out mostly eulogiz
ing in vivid descriptive style, the glory 
of the Islamic Riba-hee and welfare 
economic system. 
These books frankly, have outlived 
whatever usefulness they might have 
once had. Very few books have been 
written in English which attempt to 
theorise the Islamic economic system 
and ethics. Even in this genre there 
have been both some ludicrous attempts 
and notable examples of scholarship by 
the likes of IMF economists Abbas 
Mirakhor and Mohsin Khan on eco
nomic and financial theory. 
'Business and Accounting Ethics in 
Islam' is of the second kind, written by 
two academics - one a British account-
ant-cum-professor at Birmingham Uni
versity, Trevor Gambling, and the other 
a lecturer at Kuwait University, Rifaat 
Ahmad Abdel Karim. 

Some of the sections in the book, such 
as the basic principles of Islamic politi
cal economy. Islamic forms of busi
ness organisation. Islamic and eco
nomic planning, economic regulations 
in an Islamic state, project analysis 

under Islam, and Islam and business 
risk indeed make interesting and essen
tial reading for all Muslim and inter
ested businesspersons. 
According to the authors "the nature of 
Zakah shows that Islam is not a neutral 
force when it comes to fiscal policy, 
this suggests that an Islamic state will 
always be active in some form of 'eco
nomic planning'. Islam's concern for 
personal responsibility for wealth prob
ably militates against the establishment 
of a complete command economy of 
the socialist/communist type...the 
Shariah prohibits the control of essen
tial resources such as water, food and 
fuel by an individual or group of indi
viduals, since they are considered to be 
communal property. It is also consid
ered inappropriate for the state to enter 
joint ventures with firms in the private 
sector." 

The book however, sets itself a lofty 
target. "The absence" says the blurb on 
thejacket,"of a firm ethical standard in 
judging the way in which we account 
for business transactions has been a 
major obstacle to the establishment of a 
clearly defined and generally accepted 
set of accounting principles in the West. 
'Business and Accounting Ethics in 
Islam' aims to persuade the reader that 
this failure to establish principles is 
part of a broader problem of business 

ethics and that it is hard to have adequate 
accounts for organisations whose basic 
purpose are at least partially deceitful." 
I can think of a number of Central Bank 
regulators and commercial auditors who 
would vigorously dispute this assumption. 
Just as those who claim that economic 
development and growth is only possible 
under an Islamic economic system, the 
above assumption must also be treated with 
some scepticism. One only has to look at 
the post-war Japanese and German eco
nomic miracles to see the fallacy of such a 
claim. 

An amoral code of accounting for business 
transactions would, as the authors suggest, 
indeed be 'undesirable'. Butalthough there 
has been an erosion of the religious control 
of business in the West, for instance through 
the breakdown of Canon law, business 
conduct still has some attachment to the 
Judeo-Christian ethic. 

Indeed, Western mutual and friendly soci
eties which have similar characteristics to 
Takafol - Islamic insurance - companies 
have existed for years. Indeed, concurrent 
in the resurgence in Islamic banking 
especially in the Muslim world, has been a 
resurgence, at least in the City of London, 
in ethical banking whether among Chris
tian, Jewish or Buddhist bankers who in
vest their clients' funds under their respec
tive ethical principals. 
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But beware of those who try to preach 
from a moral high ground. Was not the 
Bank of Credit and Commerce Interna
tional (BCCI) a Muslim-owned Bank, 
the Al-Rayan Investment Company in 
Egypt and the Souk Al Manakh in Ku
wait operating in Muslim countries? 
Are not the Kuwait Investment Office 
(KIO), the Albaraka International Bank 
(AIB) which closed its operations in 
London at end June 1993, and the 
National Commercial Bank all of 
which had some sort of difficulty over 
the past few years, Muslim-owned? 
Also for a book that assumes its target 
readership to be "primarily business-
people and accountants, both Muslim 
and non-Muslim" to have a certain 
knowledge of accounting and business, 
but not any "previous acquaintance with 
Islam", it is extremely turgid in parts, 
bordering on pseudo intellectualism, 
which detracts from its other interest
ing aspects. 

How many businesses - and it does not 
matter if they are corner shop traders or 
top executives - will understand intel-
lectualising such as "to accept the ritual 
nature of accounting is not an act of 
intellectual nihilism. Accounts do con
vey information to the conscious intel
ligence of those who read then., as well 
as whatever common sense messages 
they may transmit to the central nerv
ous system". 

Academics may have the time or the 
luxury to partake in such an exercise, 
but I can assure the authors that busi
nessmen neither have the time nor the 
inclination. 

One major problem I have with the 
book is that it tries to look at Islamic 
business and accounting through using 
(albeit in some sections only) Western 
traditions of political economy and 
theory. Thus the authors talk about the 
"Keynesian nature of Zakah" which in 

itself is a contradiction. 
Whatever the merits of Keynesian 
economics, especially with its empha
sis on wider distribution of wealth and 
full employment, its ethos is still based 
on an economy and financial system 
driven by Riba (interest). This contra
dicts the very nature of the Islamic 
alternative. Such free use of terminol
ogy may only serve to confuse the 
younger generation of especially Mus
lim bankers, economists, and dare I 
say, accountants. 
The authors imply that a system of 
common Islamic accounting standards, 
an equivalent of the generally accepted 
accounting principles (GAAP) does not 
lend itself to Islam because of the prin
ciples of Shura and Adalah which 
endorse the right to be heard. As such, 
Fuqaha would be expected to play an 
influential role in debates over which 

financial reporting system should be im
plemented. 
But the very currency of banking, business 
and govemment economics is confidence. 
Does this mean that the principles of Shura 
and Adalah preclude a universal system of 
Islamic accounting standards which every 
Islamic bank, business or government en
tity can use? In fact, one of the major 
problems of modem Islamic banking is the 
differences in interpretation of terminol
ogy including such transactions involving 
Morabana, trade bills etc, which simply 
creates confusion among both Muslim and 
non-Muslims. 

There is also a major gap between the 
theorizing as espoused by the authors and 
the reality as far as economic planning, 
regulation, accounting procedures and f i 
nancial reporting in all Muslim countries 
are concemed. And worse still, there is not 
even an attempt to try to consider why this 
gap exists - Mushtak Parker. 

DATAVIEW COMPUTERS & APPLICATIONS 
155, King's Cross Road, London W C I X 9 B N 

Tel: 071-278 5629 Fax: 071-833 3970 

• Apple Macs, I B M compatible computers, computer repairs 
and upgrading. 

• New 486 DX/SX and 386 DX/SX systems available at very 
competitive prices with one year warranty. 

• Computer parts including: motherboards, hard drives, memo 
ries, floppy 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. 

• Systems can be customised to specific requirements. 

• Data base derived applications written and training given. 
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Islamic Syndicated Finance 

Imtiaz Ahmad Pervez is General Manager and Chief Operating Officer of 
the Faysal Islamic Bank of Bahrain E.C., one of the pioneering institutions of 
Islamic banking and which has to date, arranged trade in excess of $1.7b mostly 
for the Rice Export Corporation of Pakistan and utilities. Here, Mr Pervez 
discusses the nature of Islamic banking and prospects for the future. 

S yndicated finance techniques 
were first used by the Bank 
of England in 1694 and some of 

its features have been traced back to the 
latter part of the Middle Ages. However, 
in modem times it was not until 1968 that 
the first syndicated loan was arranged. 
This took place in New York for US 
$100m. In 1972 alone, over US $l lb 
worth of such business was handled. By 
1981, the volume of syndicated 
transactions had reached the staggering 
figure of US $178b. 

And with the gradual removal of legal 
barriers between nations, the 
intemationalisation of syndicated finance 
has seen tremendous growth in the past 
three decades. 
Syndicated financing originally came 
into being to facilitate the mobilising of 
financial resources to meet growing 
trade and development needs. Over 
time, these considerations have been 
supplemented by many new advantages 
for the financiers and clients. 
It has not been possible to correctly 
ascertain the history of Islamic syndicated 
finance. In so far as such commercial 
agreements are concerned. Islamic 
syndicated finance was for the first time 
introduced by the Faysal Islamic Bank of 
Bahrain EC through a US $50m short 
term trade finance faciUty for the Turkish 
Petroleum Refineries Corporation 
(TUPRAS) in August 1987. This was 
followedby a similar facility r*" the Cotton 
Export Corporation of Pakistan (Private) 
Limited, Karachi in September 19878. 

Since then, the Faysal Islamic Bank of 

Bahrain EC, itself has concluded 22 
Islamic syndicated transactions 
participated in by 56 Islamic and 
traditional financial institutions. All the 
subject transactions have been 
oversubscribed and there have been no 
defaults. 
In the meantime, the suiicture used by the 
Faysal Islamic Bank of Bahrain, has been 
more or less adopted by a number of 
Islamic and conventional institutions -
including the Islamic Development Bank, 
the Albaraka Group, the Arab Investment 
Company and Grindlays Bank, amongst 
others - to raise consortium finance on the 
principles of Islamic finance. 
Under Islamic principles, the same 
objectives are achieved as in 
conventional practice except for the fact 
that funds are tied to commercial and 
entrepreneurial transactions and purposes, 
and financial transactions are completely 
excluded. 
Through this vehicle, resourcesof various 
institutions are pooled together, including 
financial, technological skills, 
sophisticated credit evaluations and 
financing techniques, marketing/selling 
ability, network, monitoring and control. 
It also allows for large amounts of 
financing to be shared by a number of 
syndicate members thereby distributing 
risk while enhancing the quality of credit. 
It also allows small institutions to 
participate in quality U-ansactions. 
Syndicate members take upon themselves 
the various responsibilities of Modareb 
(agent and manager) co-Modarebs (co-
managers, marketing/selling agents. 

redemption underwriters, market makers etc) 
and participants. 

Modaraba 
Under the Modaraba (Agenl/Manager) 
contract, the Modareb ( in its capacity as 
agent and manager), co-Modarebs (in their 
capacity as co-managers, marketing/selling 
agents, redemption underwriters, market 
makers etc) and participating institutions (Rab 
AlMaal, providing financial resources) enter 
into a mutual contractual relationship. 
The major issues of the contract are: 
i . The relationship and responsibilities of all 
the relevant parties are separately listed and 
agreed to between the parties. 
i i . An account is opened in the books of the 
Modareb to receive the amounts committed 
(or allocated in the case of over-subscription) 
by the participating institutions. 
iii . Theparticipatinginstitutionsauthorisethe 
Modareb to act on their behalf in accordance 
with the conditions stipulated in the 
Mudarabah contract and its attachments. 
The contract also stipulates the use of the 
funds and is supported by the legal 
documentation to be obtained by the 
Modareb on behalf of and for the benefit of 
the participating institutions as approved by 
them under the contract. 
iv. The disbursements are made by the 
Modareb to all parties concemed on the 
same value date, unless otherwise stipulated. 
V. Their fees for the Modareb, Co-Modarebs 
etc, and the share of profit attributable to 
each participating institution are duly 
stipulated. 
V . All documents of recourse are made out in 
the name of and are held by the Modareb for 
action in future on behalf of the participating 
institutions in terms for the Mudarabah 
contract. Unlike traditional practice, no 
separate notes are made out in the individual 
names of the participating institutions. 

Morabaha Financing 
Under this form of conu-act, the Islamic 
financial institution purchases goods, raw 
material;, equipment, machinery or any other 
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items of economic significance from a 
third party at the request of its clients and 
sells such goods to the client on spot or 
deferred payment basis at its own sale 
price. Thedifferencebetween the purchase 
cost of the Islamic bank and its sale price 
forms the profit available to the Islamic 
bank from the relationship. 

Since Morabaha involves fixed pre
determined rate of retum to the Islamic 
bank, arguments have been raised as to its 
similarity to the traditional interest-based 
operations. 

Non-Conventional Aspects 
As will be observed from the following 
characteristics of the Morabaha contract. 
Islamic banks deal in goods not 
documents, and bear several risks until 
the contracts' consummation. Because it 
is tantamount to trading, the contract is a 
legitimate Islamic banking operation. 
However, itmust be noted thatMorafea/za 
has the following, non-conventional 
aspects: 
i . The customer has the right to reject the 
goods if these do not conform to the 
required quality for which the contract 
was made. 
ii . The Islamic bank is not permitted to 
assign the benefits of the recourse under 
the manufacturer's warranty to the client 
if this should entail extra costs for the 
client. Islamic banks are responsible for 
providing services under such a warranty 
to the client and may therefore, have to act 
as an intermediary between the client and 
the manufacturer and/or supplier. 
iii. An Islamic bank is obliged to provide 
a breakdown of its cost and profits and all 
other expenses involved as are charged to 
the client under the sale price. 
iv. The client only promises to purchase 
the goods and it is not legally binding to 
take their delivery upon their arrival. 
V. Islamic banks always obtain the title to 
the goods before passing these on to the 
client. 
vi. In countries where imports are subject 

to duties and taxes, the Islamic bank's 
profit is treated as part of the purchase 
price and is therefore, subject to such 
levies and taxes as arechargedon imported 
items which increases the cost of the 
import to the client. This is because 
financing by an Islamic bank is treated as 
trading and is not generally recognised as 
'debt'. Not surprisingly trade financing 
by Islamic banks with such countries 
where import taxes and duties on imported 
goods are charged, has not developed 
satisfactorily. 

vii. The Morabaha contract provides for 
any short-term financing needs of the 
clients. Due to the inherent liquidity 
element that this form of financing carries, 
Morabaha financing is today quite popular 
with Islamic banks. 

viii. For the purposes of accounting, in 
the case of Morabaha, where the ultimate 
income is both contractually determinable 
and quantifiable at the commencement of 
the transaction, the same is accrued on a 
straight-line basis over the period of the 
transaction. 
Ijara Financing Contracts 
Under this form of contt̂ act, the Islamic 
bank purchases an asset and leases it back 
to its client. The lease contract specifies 
the leasing period, the amount and timing 
of lease payments and the responsibilities 
of both parties during the life of the lease. 
Leases can be simple rental or more 
elaborate contractual arrangements 
committing the parties to future action. 

Islamic principals of finance permit the 
purchase of assets for rental which may 
include a certain profit to the investor. A 
commercial or individual client wishing 
to acquire the use of capital equipment 
may request the Islamic bank to purchase 
such as assets and then oblige itself to rent 
such assets from the bank. 

Subject to the fulfilment of certain 
conditions, the client has the option to 
purchase the assets during the term of the 
lease. The optional purchase price decl ines 
over the period of the agreement, but as 

the customer is not obliged to purchase, the 
Islamic bank will not normally take on 
substantial risk with respect to its residual 
value at the end of the lease period. If the 
client is obliged to purchase - this is known as 
an Ijara Wa Iktina style lease. 
The two most frequently used types of lease 
are the operating lease and the financial lease. 
In the former, the Islamic bank is essentially 
acting as warrantor of the asset leased, 
although the client makes an undertaking as 
to the utilisation and maintenanceof the asset. 
In the financial lease, the client must deal 
directly with the supplier or manufacturer 
and assumes the risk of loss. 
The Ijara financing mode is ideal for the 
securitisation of Islamic financial paper 
provided that the paper is supported by a 
secondary market (even if created by a group 
of fmancial institutions facilitatingredemption 
on demand). On theother hand, the underlying 
asset shouldbeeasily converted into cash and 
so it is imperative that the asset is of high 
quality and is marketable. 

When the asset is of high quality, the Islamic 
bank may rely more on the asset than the 
credit risk of the client, which allows a cUent 
of relatively weaker credit rating to obtain 
Ijara financing. 

Mismatching 
Leasing also permits some mismatching of 
short term liabiHties with long term assets. 
This is because first, the instrument, being 
supported by the secondary market is 
marketable and convertible into cash on 
demand, and second, periodic rent reviews 
that reflect market conditions are permitted. 
However, at the present time. Islamic banks 
have tended to opt for commercial passenger 
aircraft, although the period of finance is 
medium to long term. 

Next month Imtiaz Pervez will look at the 
Modarabah Financing Contract. 

This paper was first presented at 
the Interest-Free Banking I Islamic 
Financial System, held in January 
1994, Malaysia. 
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The Accounting System 
in Islamic Banking 
Last month Mustapha Hamat, General Manager, Accounts, Bank 
Islam Malaysia Berhad - which is currently overseeing the 
establishment of other Islamic banks in Malaysia - discussed the 
application of existing accounting laws to Islamic banking. Here, 
he analyses its relevance to specific Islamic transactions. 

M udharabah and Musharakah 
financing are quite similar to 
joint ventures usually carried 

out by investment banks - conventional 
commercial banks in Malaysia are not 
allowed to finance customers through 
joint ventures unless approved by Bank 
Negara. The profit from this form of 
financing is not fixed, but depends on 
the actual profit after the account has 
been closed and the project completed. 
Neither the Malaysian Companies Act 
of 1965 nor the Islamic Banking Act, 
1983 gives specific directions on these 
forms of financing. However, the ac
counting conventions of accrual, match
ing, periodicity, and conservatism are 
expected to be observed. 

Short and Long Term 
Mudarabah 
Profit portion charged by the Bank Is
lam Malaysia (BIMB) in its financing 
and investment activities is taken to be 
equivalent to the interest charged by 
other banks for income tax purposes. 
The recognition of profit portion will 
depend on the method used. There are a 
number of acceptable methods which 
have been used by financial institutions 
and banks. The most common one is the 
sum of digit, constant rate of retum and 
straight line methods. Applying any one 
of these methods, will enable the bank 
to prepare the recovery of cost and profit 
from monthly or quarterly and semi

annually repayment received from cus
tomers. 
This practice has been accepted by the 
revenue law in some countries and does 
not violate the Shariah. As far as pres
entation is concemed, the standards 
relating to the accounting conventions 
will apply. Therefore the amount to be 
shown in the financial statement is the 
total receivable balance less profit por
tion, which is not due. 

Lease Finance 
Leasing is defined in Malaysian law as 
an agreement whereby the lessor con
veys to the lessee in return for fair rent, 
the right to use a specified asset for an 
agreed period of time. This definition 
includes contracts for the hire of an 
asset -containing a provision giving the 
hirer an option to purchase the asset 
upon the fulfilment of agreed condi
tions, and is known as hire purchase 
contracts. 
There are two types of lease arrange
ments; finance leaseand operating lease. 
Paragraph 49 of the Malaysian law 
IAS 17 requires that recognition of in
come under finance lease be based on a 
pattem reflecting a consistent periodic 
rate of retum on the lessors' net invest-
mentoutstanding and the method should 
be applied consistently. 

In the case of operational lease, rental 
income should be recognised on a 
straight line basis over the lease term 

unless another systematic basis is more 
representative. 
There is no Shariah complication as far as 
the straight forward leasing arrangement 
is concemed. However, if the profit mar
gin is tied to the interest rate, this is not 
permitted as it creates uncertainties. The 
lessees' total rental payable or the banks' 
total rental income now varies according 
to changes in the interest rate. 
There is no Shariah restriction with re
gards to income recognition, or presenta
tion. However, according to existing ac
counting standards, with finance leases 
BIMB does not record the lease asset as a 
fixed asset on the balance sheet, but it will 
be recorded as lease receivable, less the 
profit margin which is not received. 
In the case of operating lease, the lease 
assets should be recorded as fixed assets in 
the balance sheet of the lessor. As such, 
depreciation for these assets is provided 
periodically. 

Accounting for Foreign 
Currency Transactions 
Reporting transactions conducted, or as
sets and liabilities stated in currencies is 
subject to a number of variations. BIMB 
translates its foreign currency transactions 
into the Malaysian Ringitt at the current 
rate of exchange of the dates of the realisa
tion of the transactions. 
However, the assets and liabiHties on the 
balance sheet date are stated at the rate of 
exchange of the dates of transactions. Gains 
or losses resulting from this transaction 
are only recognised when realised, in ac
cordance with the cash basis of account
ing. Kuwait Finance House (KFH), Bah
rain Islamic Bank (BIB) and the Albaraka 
Investment Bank (BIIB) have adopted the 
same method for translating transactions 
into foreign currencies. 
In the case of assets and liabilities and the 
treatment of gains or losses arising from 
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the transactions, the exchange rate 
current at the year-end date or the date 
of the balance sheet is used. Gains or 
losses are transferred to the profit or 
loss account. However, some Islamic 
banks such as the Faisal Islamic Bank 
do not disclose the method at all. 
Essentially, the questions to be asked 
are whether the transactions or assets 
and liabilities belong to the sharehold
ers fund or customer deposits, and if 
the latter is the case -assuming that the 
deposit is accepted on the Mudarabah 
principle - the method chosen for trans
lating foreign currencies must reflect 
the terms and conditions of the con
tract. For example, using the exchange 
rate current on the date of realisation 
for Murabahah transactions utilising 
Mudharabah funds, reflects more the 
terms and conditions of the contract 
with the depositors. 

The gains from the foreign currency 
translation can be distributed to the 
depositors as they arise from realised 
transactions. According to the Shaft 
school, profit distributed to the owner 
of capital while the capital is still tied 
up is not acceptable. Therefore only 
related foreign exchange gains can be 
distributed. As such the method 
adopted by BIMB is closer to this 
view, but this does not mean that other 
methods cannot be used, in fact, KFH 
have acceptable Shariah arguments 
for adopting a different method. 
However, the main issue in this case is 
the fact that the existing standards are 
not adequate in informing a reader of 
the Shariah aspects and of their influ
ence on the profit and loss of the bal
ance sheet. 
For this reason, new accounting stand
ards may need to be formulated. Any 
proposed standard, must outline the 
disclosure requirement with regard to 
the foreign exchange translation, the 
underlying Shariah principle and the 
method adopted for the translation. 

Provision for Bad 
Accounts 
Prudent and conservative management 
of the bank's assets and liabilities is 
not contrary to the Shariah, so long as 

the Islamic banks try to be just in their 
dealing with all depositors. 
In the case of bad accounts, however, 
the bank may have to revalue the ac
count to determine the extent of the 
loss to be specifically provided for. In 
line with the real nature of the loss as 
dictated by the Shariah principle of 
al-Mudarabah, and in order to be fair 
to the bank's present and future de
positors, the valuation is based on the 
gross realisable value for the account, 
that is the amount remaining from the 
outstanding cost of financing, plus the 
profit expected to be generated from 
this amount. 

The procedure of realising income from 
monthly or quarterly instalments of 
the subsequent financing arrangements 
should be abandoned. Instead all pay
ments received will be treated in full as 
recovery of outstanding cost of financ

ing plus all incidental expenses until this 
amount is fully recovered. Afterwards, all 
of this income will be credited in full to the 
profit account. 
There is no accounting standard that deals 
totally with this issue. As it is directly 
related to the terms and conditions of the 
Mudharabah contract, it is felt that any 
existing standard is inadequate to deal with 
the problem. Thus a new standard encom
passing the Shariah as well as the account
ing aspect should be formulated, in order -
like the other recommendations outlined 
above - to make the Islamic banks' finan
cial statements more informative and mean
ingful. 

This paper was first presented at the 
Interest-Free Banking I Islamic 
Financial System, held in January 
1994, Malaysia. 
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F E A T U R E 

Interest-bearing Debts 
Final in tlie three part series on Interest-bearing debts by Dr M U H A M M A D A N W A R of the Malaysia-
based International Islamic University. I n the first two instalments, Dr Anwar discussed how, in the 
wake of the Islamisation of a financial system, one of the most controversial subjects to be tackled 
would be the transferral of interest-bearing debts to interest-free contracts, and asked, given all the 
problems associated with a transfer, should interest be written off? I n the final instalment of the 
series, Dr Anwar discusses the various interest-free contracts that might be used. 

A major hurdle when devising 
new intCTest-fiee ccMitracts is 

inflation. However, this can b e 
got around by providing ccHnpensation, 
which may be based on the inflatim rate 
in the sector in which the funds are 
employed, or may be negotiated on the 
basis of the normal rate of profit in the 
sector in which the debt money i s 
employed. Or it could be based on the 
actual output, sales revenue or jHofitsto 
the borrowers during the ccmtract period. 

Debt service on public debts may be 
based on the social rale of return of the 
projectfinancedby thedebts, whilstdebt 
service for those debts, which cannot be 
identified with specific projects, may be 
based on the growth rate in real GNP. 

Debt-Debt Swaps 
Public debt may be converted into 
interest-free govemment IxMids oxitain-
ing suitable tax incentives in lieu of debt 
service. Or instead of govemment IxMids, 
debts denominated in local currency may 
be translated into another suitable cur
rency on the basis of an exchange rate 
suitable to both parties to the ctMitracL Or, 
debts may be denominated in units o f a 
real commodity on the basis of an agree
ment suitable to both parties of the con
tract 

Debt-Equity Swaps 
Supposing a firm obtained a loan wcxth 

80 per cent of the net worth of the total 
capital of a new venture while 20 per 
cent was the firms' own capital. 

The value of the plant can be 
independently evaluated and the 
difference between the current value 
and the original value of the plant could 
be distributed as profit in lieu of int»est, 
among the parties in say, the ratio of 
their capital contribution. 

Islamic Modes of 
Financing 
Another option would be to sign fresh 
contracts on the existing loans on the 
basis of Islamic modes of financing 
such as Mudarabah, Musharakah, 
leasing and so on, for the remaining 
period of the loan contract 

Or partial ownership of the firms' 
physical assets can be acquired in lieu 
of outstanding debts. The banks and 
borrowers may agree on the proportion 
for ownership of the company's quoted 
or unquoted shares against the 
outstanding debts. 

The privatising of public projects can 
also be used to settle govemment assets 
through a privatising trust created to 
sell the non-performing assets. 
Govemment assets can be allocated 
price tags for the purpose of debt equity 
swaps. All creditors should be eligible 

to bid in favour o f the swaps. 

Creditors may buy the public assets against 
the debts. If they do not buy the assets thai 
the govemment and the creditors shoidd 
agree on the transfer o f public debt to 
private buyers o f the public assets. This 
mechanism wiU clear the public debts and 
also facilitate the privatisation jHocess. 

Or, int£sest-bearingb(xids could be replaced 
with gov^ment investment certificates, 
taking into account the debt sovice for the 
elapsed period. In performing debt equity 
swaps, the pn^rticm o f shares to be owned 
by individual banks or a syndicate may be 
wtxked out when the form is indebted to 
multiple creditcKS. 

Real estate loans may be negotiated in terms 
of decreasing participation in such a way that 
debt service beoxnes part of the rent on a 
jHX^jeity. 

Solutions 
None o f the above mechanisms alone can 
retrace inteiest-tiasedmechanisms. However, 
their application tailtxed with a flexibility to 
meet each contracts' unique needs, will 
collectively, lead to a smooth transition from 
the interest-bearing to the interest-free 
financial system. 

Reprinted with the land permission 
of the Pakistan Banker. 
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Islamic Banking 

Malaysia 
PHB to Introduce Al 
Mudharabah Account 

P erwira Habib Berhad (PHB) 
will introduce the AI-

Mudharabah Investment Account; 
another Islamic banking scheme, 
early next year, its Chairman Tan Sri 
Zain Hashim has announced. 
He said that the scheme would become 
the second of the interest-free banking 
schemes introduced by the bank after 
the Al Wadiah Savings Account. 
The Al-Mudharabah Investment 
Account, will be based on the concept 
of profit sharing, and profits derived 
from investments would be distributed 
according to mutually agreed ratios by 
the bank. 

If the Al Mudharabah Investment 
Account scheme proves to be 
successful, PHB would certainly 
introduce another Islamic investment 
alternative, he said. 
He added that the PHB had opened two 
new branches at Sungai Chua in Kajang 
and Bayan Baru in Penang in its 45th 
and 46th branch respectively. 

Speaking at a presentation for 'The 
Work Improvement Finals' (WIF) Tan 
Sri Zain Hashim urged PHB employees 
to focus on team work to increase 
productivity. " I f we could make one per 
cent improvement in 1,000 areiis, the 
gains in productivity would be 
enormous" Mr Hashim said. PHB's 
WIF presentation is organised annually 
to promote the concept of small group 
activities for employee participation in 
improving the bank's performance. -
Bemama 

Daim: Set up Islamic 
Forum to Boost 
Cooperation 

M alaysia's former Finance 
Minister Tun Daim 

Zainuddin has proposed an 
Islamic Trade and Economic forum 
to forge better economic cooperation 
amongst the Muslim countries. 
Tun Daim Zainuddin said that it was 
only through economic means that the 
Islamic world could restore its dignity. 
As a precondition to cooperation, he 
called for a free flow of ideas and 
information as well as the elimination 
of all forms of trade barriers among 
Muslim countries. 
"Let us work together to help 
ourselves" Daim Zainuddin said in the 
opening address at the general assembly 
meeting of the Islamic Chamber in 
Kuala Lumpur. "We have to revive 
Islam's earlier lead in science and 
technology in order to enhance our 
competitive edge today." 
Although Muslims are politically, 
racially and culturally different, Daim 
said that their religion ties them 
together and provides them with a 
banner to unite behind. A strong sense 
of religious identity and a sense of 
mutual independence can help Muslims 
to meet the challenges of the global 
economic and political order. He also 
said that the Islamic world today had 
nothing to be proud of, whether in 
political or economic management. 
Therefore, the Kuala Lumpur meeting 
should not dwell on the Islam's past but 
find reasons for its subsequent 
degeneration as well as means and 
solutions to achieve success in the 
economic field. 

He added that there was sufficient 

infrastructure for the creation of a 
comprehensive MusUm network to meet 
the challenges of the 21st century. 
The meeting was organised by the 
National Chamber of Commerce and 
Industry of Malaysia and the Islamic 
Chamber of Commerce, Industry and 
Commodity Exchange, Pakistan. - New 
Straits Times. 

AMF to Extend Interest-Free 
Banking Service 

A rab-Malaysian Finance Berhad 
which began offering interest-free 

banking services at its four branches in 
August, expects to extend the service to 
30 other branches by the end of the year. 
Managing Director Azlan Zainol said that 
to date, the company has received a 
positive response for the service, which is 
provided by the Kuala Lumpur, Trengganu 
Kota Bharu, Pasir Mas and Johar Baru 
branches. 

"We are also planning to go nationwide 
but this will be done in stages" he said 
after the signing of a RM 39m loan 
agreement based on the Al Musharakah 
partnership concept between AMF and a 
property development company, Abi 
Construction Sdn Bhd. 

A total of RM 7m will be used to develop a 
project in Batu Pahat in Johor. 

Islamic Stock Broking Firm 
Established 

B ank Islam Malaysia will hold a 70 
per cent stake in BIMB Securities 

Malaysia's first Islamic stock- broking 
company. The outgoing Managing 
Director of Bank Islam, Datuk Dr Abdul 
Halim Ismail will have a ten per cent 
stake and Yayasan Pembangunan 
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The fund is designed to support non-oil 
exports by IDB member countries by 
offering short and medium term export 
credits and also by providing insurance 
for investment projects. Private, public 
or mixed investment in export-
orientated projects will be eligible for 
cover. It is expected that the IDB will 
appoint a general manager soon. 

The two other schemes are to be run by 
the African Export/Import Bank and the 
GCC. The former plans to offer short-
term finance to African exporters, 
including those in North Africa. It is 
due to hold its first board meeting 
in Cairo in December. The GCC is 
studying the setting up an export 
credit organisation, the UAE Minister 
of State for Finance & Industry, 
Ahmad Humaid al-Tayer has said. 
The GCC hopes that the private 
sector, banks, and Gulf finance 
institutions will help to fund it. 
"The region is coming to realise the 
benefit of export credit to support 
local exporters" a European export 
credit financier has said. "They 
won't be in competition with us." 
At present, most exports are 
financed through local banks, with 
letters of credit at standard tariffs; 
the new schemes will give access to 
improved financial packages which 
will help to boost trade. 

USA 

Islamic Banks Turn 
Their Attention to US 
Market 

A ccording to a report 
published recently in the 

New York Times, the United 
States is the new frontier for 
Islamic banks. 

The newspaper reported that "while still 
on the far edge of American finances. 
Islamic banking is making inroads as 
several groups of bankers and scholars 
work to create an interest-free banking 
system that relies on leasing 
agreements, mutual funds and other 
methods." 

Banking and Trade 
in the Muslim World 

Algeria 
• IMF Lends Algeria $lb. Mr Michel 
Camdessus, the Managing Director of the 
International Monetary Fund (IMF) has 
asked the board of the IMF to extend a $ 1 b 

one year stand-by loan to Algeria, which the 
board is expected to approve by the middle of 
the month. He has called on Algeria's foreign 
creditors to follow the IMF and provide the 
country with a further $8-$9b which it will 
need if it is to pay its intemational way this 
year. 
Of the total, $3.5b would come from the 
rescheduling of the principal repayments of 
debt owed to sovereign creditors, who are due 
to meet at a Paris Club meeting in mid-May. 
$1.5b would come from the World Bank, 
African Development Bank and Arab 
Monetary FundLoans, S lb from the European 
Union; and the balance torn export credits 
which would be maintained at last year's 
level. 

Algeria has aheady been asked to take its 
medicine as basic foodstuffs have increased 

SHALIMAR HOUSE RESTAURANT 

We at Shalimar House Resiaurant csUiblished 
in 1958 in London's East End, will prepare iuid 

• deliver anywhere in the UK. 

HALAL AND TRADITIONAL 
PAKISTANI/MUGHLAI AND 

TANDOORI CUISINE AT 
HIGHLY COMPETITIVE RATES 

Some of our specialities are: 
Seekh Kebab, Batair, Paya, Maghaz 

Chicken Tikka, Mutton Tikka 

Fresh Tandoori dishes can be prepared 
at your function using our own 

mobile oven. 

We are open 7 days a week 

Book orders with 

Nazeer Ahmed on 

071-709 0144/0145 

8 Hessel Street (off Commercial Road), London El 2LP 
(TUBE: W H I T E C H A P E L / A L D G A T E E A S T ) 

Par ons please note that wc do NOT have any branches 

CATERERS TO THE INTERNATIONAL CENFRE FOR ISLAMIC STUDIES 
(ICIS), LONDON 

18 April 1994 NEW HORIZON 



N E W S M O N I T O R 

dramatically in price- somewhere between 
25 and 100 per cent. The Algerian dinar 
has beendevaluedandinterestrates raised. 
At a later stage it is expected that measures 
will be taken to shed excess labour. 
What has been worsening the situation 
has been the fall in world prices of 
hydrocarbons, which account for 90 per 
cent of the country's foreign income. 
Foreign debt repayments would, in the 
absence of an agreement with the 
country's Western creditors, absorb 
vu-tually all of Algeria's forecast $9b 
income this year. 

Bahrain 
• ProFits at Al-Ahli Commercial Bank 
Rise. Profits atAl-AhUCommercial Bank 
roseby71 percenttoBD3.6m ($9.6m)in 
1993. The bank has announced plans to 
raise its capital by 50 per cent through a 
rights issue. Chief Executive Michael 
Poller said "We had a lot of surplus 
liquidity in the past which we invested in 
the interbank market, but we are now 
looking to expand our assets in a more 
diverse way." 

Egypt 
• Need to Cut Reliance on Foreign 
Markets. According to Egypt's Minister 
for Finance, Economy and Trade 
Mahmoud Mohammod Mahmoud, the 
Arab world has great natural resources yet 
it is dependent for 85 per cent of its 
manufactured goods on the industrialised 
world. 
"We must integrate our economies and 
facilitate interstate trade to counter 
challenges from other economic blocs" 
the Minister said 

Malaysia 
• Aviation Sector Grows. Rapid growth 
in the Asia Pacific aviation sector means 
that the local aircraft engineering services 
sectoris being courted by local and foreign 
companies. The sector will continue to 
wimess dramatic growth over the next 
twenty years as 3,000 new jetliners worth 
US$270b, enter service in the emerging 
economies of China, India, Indo-China 

and other East Asian nations. - Bemama 
• Malaysia Has Role to Play In IT. 
According to the director of the US 
company Microprocessor, Mr Rob 
Eckelmann, Malaysia is capable of 
becoming one of the major players in the 
transformation of the Asian region into 
an Information Technology (IT) power
house. 

This is because the country possesses 
many ingredients necessary for the 
developmentof a successful IT industry, 
itwasclaimed. Mr Eckelmann signalled 
out Malaysia's openness to foreign 
investment and trade, and its rapid 
economic progress as the main 
ingredients for growth. - Bemama . 

• Capital Market Poses Challenges 
to Banks. The Deputy Prime Minister 
Mr Anwar, has said that the rapid 
development of the Malaysian capital 
market poses new challenges to the 
banking industry to improve its efficiency 
to contribute to lower investment costs 
in the economy and allow the growth 
momentum toassumeeven greater goals 
in the future. 

For the first time, in 1992, the total 
amount for funds raised on the capital 
market surpassed the total creditextended 
by the entire banking system. While this 
level was not matched in 1993, the funds 
raised, nevertheless, remained high. 

"From a modest US $48m in 1960 total 
funds raised on the capital market by 
both the public and private sectors rose 
to about US $5.6b in 1992, before 
moderating to US S3.7b in 1993. 

Thebuoyantgrowthofthecapital market 
isalsoreflectedin the strong performance 
of the equity market. Substantiating his 
claims Mr Anwar said that capitalization 
of the Kuala Lumpur Stock Exchange 
rose from US $ 16b, less that 50 per cent 
of the Gross National Product - in 1980 
to US $230b or four times the GNP in 

1993. 

Turkey 
• Austerity Package Announced. The 
Prime Minister of Turkey, Mrs Tansu Ciller, 
has warned that Turkey faces Latin-American 
style hyperinflation unless an austerity 
programme is implemented. The measures 
include moves to raise taxes and state-
controlled prices and close public sector 
companies. 

It is hoped that such moves will spur export-
led growih and would not' stop the economy.' 
In fact, if the austerity measures are to work 
effectively, then a sharp economic slow
down may be difficult to avoid. 
However, the new austerity measures come 
on top of the decision to devalue the lira, 
taken in January. This sparked a self-fuelling 
fall in the currency and rising concern among 
foreign creditors, in spite of domestic interest 
rates, which atone time were raised to 1,000 
per cent. 

Although the decision to devalue the lira 
sparked off the economic crisis, Turkey's 
economic woes go much deeper. For most of 
the past decade, annual inflation rates have 
rarely been lower than 50-70per cent At the 
same time, Turkey has registered annual 
economic growth rates well above those of 
the other countries in the 24 country strong 
Organisation for Economic Cooperation and 
Development (OECD). 

The public sector borrowing requirement 
last year was running at 16 per cent of gross 
national profit. To bring down the deficit, the 
govemment plans to introduce widespread 
price rises for commodities such as petrol 
and sugar. It also wants to step up 
privatisation, by selling off $3.5b worth of 
state assets in 1994. 

UAE 
• Arab Banks and EC to Hold Banking 
Talks. Arab states are trying to save their 
banks abroad from possible collapse due to 
emerging giant banking blocs in a single 
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European market, an Arab banking 
source has announced. 

Arab bankers will meet their EC 
counterparts in Vienna to discuss 
cooperation and seek their advice on the 
nearly 127 banks abroad, said Mr Adnan 
Al-Hindi, Secretary General of the Beirut-
based Arab Banking Union. 

"The round table conference will be held 
under the patronage of Austrian 
Chancellor Franz Vranitzky on May 10, 
and will be attended by several European 
and Arab bankers and financial experts", 
he said. 

It will cover cooperation between the two 
sides and the problems facing the Arab 
banks abroad, some of whom could be 
forced out of business unless they boost 
their financial position. 

Arab officials have voiced fears that the 
EC merger, combined with the capital 
adequacy conditions set by the Bank for 
Intemational Setdement (BIS), could force 
manyof their banksabroadoutof business, 
given their small capital. 

Most of these banks are small units that 
mushroomed during the oil boom and 
thrived on deposits from the Gulf nations. 
Their combined capital does not exceed 
S500m. 

The banks havebeenunderpress-jreeither 
to merge or to raise their capital in order to 
face the growing competition from large 
foreign banks, whose services will stretch 
over 12 countries in a single EC market. 

Calls for mergers intensified after the 
decision by the BIS's Basle Committee 
asking banks worldwide to raise their 
capital adequacy to at least 8 per cent to 
ensure that they have enough funds to 
face a financial crises. 

"Our call to the these banks to raise their 
capital are falling on deaf ears" Mr Hindi 
said. 'There are no signs at the cuirent 
moment at least, that they will heed 

them." Mr Hindi, whose group represents 
nearly 270banks, said that the Arab banks 
abroad were more vulnerable, and urged 
Arab govemments to help them by placing 
more deposits. 

• GCC Discusses Trade Cooperation. 
The GCC Commerce Ministers have met 
to discuss plans to link regional stock 
exchanges and boost frade, thereby 
speeding up the establishment of a GCC 
common market. The UAE Economic 
and Commerce Minister MrSaidGhobash 
has said that "we will discuss how to 
improve the exchange of shares in public 
companies in the GCC." 

Progress in establishing a common market 
for the GCC - its declared aim since 1980 - has 
been slow. The Ministers also reviewed the 
results of trade with the US regarding trade 
disputes, copyright and trademark protection. 
• Ministers Call for Arab Trade Bloc. 
The Arab countries must increase trade with 
each other, the Qatar Minister for Finance, 
Economy and Trade, Sheikh Mohammed 
Bin Khalifah al-Thani has announced. "The 
Arab Israel peace, the drop in oil prices and 
privatising has affected the Arab world. What 
we need now is for the Arab world to join 
together in a trade bloc and so be in a better 
position to negotiate and influence future 
trade deals" he said. 
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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 Take 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. 
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T h e V a l u e O f Z e r o 
still evident in our world of banking where 
financial acumen blends with time -
honoured Islamic banking principles. 

At the Faysal Islamic Bank value is 
recognized for what it is. 

Centuries ago, a Muslim scientist 
discovered that a seemingly valueless 
symbol, when placed next to numbers, 
assumed unrealised significance. 

He named the symbol 'cipher', what 
we know today as zero. 

This kind of progressive thinking is 

Faysal Islamic Bank of Bahrain E.G. 
Y o u r P a r t n e r Towards Prosperity 

Head Office: Chamber of Commerce Bldg., R O . Box: 20492, Manama, Bahrain, Tel: (973) 275040, Fax: (973) 277305, Telex: 9270 FAISBK BN 
Branches: Karachi, Faisalabad, Lahore (Pakistan) - Representative offices: Jeddah, Riyadh, Dammam, Makkah A l Mukarama, Medina 

A l Munawara (Saudi Arabia). 


