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C O M M E N T 

Islamic Banking Discovers 
New 'Faithfuls' 

f T T I he Bahrain conference on "Invest-
i i l ment Opportunities and the Chat 

^ lenges of Derivatives in the Middle 
East", held on the 25-26 October, created a 
stir in many ways. 
Ihc conference was really aboiH global developmenis and 
challenges in Islamic banking and llnancc and llie mcreasing 
c<M>peralion belwccn Islamic and Western financial inslilulions. 

Hie airvvasexpeclani with the newslluilC'ilihaiii^. the Anielican 
linancial giant in which Prince Walid bin Talal. IULS a M/eahle 
Stake. IS reportedly in the pnx;css of selling up a wiiolly-owned 
Islamic bank in Bahrain. 'ITiis would be the first Islamic bank to 
lie owned by a Weslem llnancia! inslilulion. 

YetMoliammedAl-Shroogi. Citibank's Vice-President forthe 
Middle Cast, could nt)l be enticed by a sense of occasion. He 
refrained from mcnlioninghisbanksimminent plans in Mamie 
hanking. 

Rut there was a hint of things lo come: "Tilibank sees a 
multitude of synergies we can pursue working with Islamic 
banks lo link their depositors to in\esliiienl opportunities in 
marke(.san)undlheworld.(")iirinlemalionalnelwork(ifbr.inches 
and offices, our market knowledge, our prcKluct engineering 
capabilities and our technological infrastructure are resources 
we can put al the disposal of Islamic inveslors. whether their 
interests he in F.aslem Iluropc, l.alin America. South F îsi Asia 
or any market of their choosing" 

Currenl eslimales <if funds now available in Islamic hanks 
exceed $60 billion, says Mr Al-Shmogi 'Hie de|-hisil base is 
estimated lobe grow ing al an average ol 15 |x-i cent a yeai. And 
Mr Al-Shr(H)gi is not the only banker who expects Islamic 
banks' deposits to reach well over $ 1(K) billion by m i . 

"Empineally, " he add, -'despite its widespread iiLCcplance 
today.there is noevidcnce tosupgest that eonveniional.interest-
based banking is ihe only, or even the lx.'.sl. banking system lo 
serve the needs of the 21 si ccnlurv". 

Indeed, what was striking at the Bahrain (.•nnfrn-nrf- v <ho 
growing Tivanber of Western 'ex\ 
j^pearingon the banking and acad 
Harvard Utiiversity's Centre foi 
publishes its coinprehensive surve 
end of 1995, academics such a$ D 
become increasingly familiar witl 
istisna, ijara, Shiffiah and so on. 

The study, acc<axlingtoUieproject< 
t(K>k at various aspects of Islamic ba 

tcnninoiogy.i.ssiiesolintcrprclalion. products, regulation.accountmg 
standards and so on. Whelhei the Hazard approach coiuributes 
anything new to Ihe Islamic banking phenomenon remains lo be 
seen. It will make however inslani Islamic banking 'experts" ol Ihe 
20 or so people involved in the project 

Al the .same lime, a growing number of Western bankers are now so 
fiuniliar with the Islamic banking terminolog> and some such as 
Glenn Stewart, Head of Islamic Banking at AI-(.iosaibi Investment 
.Services, are now examining products in reference lo primary 
sources in hadilh literature and lu]li. Mr Stewart actually spoke on 
financial derivative products in reference to hadith and fiqh, quoting 
and analysing hadith of .such companions as Abu Said al Kluidri. 
Amr bin Shuaib. Abu Huraira, Anas bin Malik and many others. 

He also examined the concept of options analysing iheir Weslern 
context and trying losee how the hadilh and the fiqh literature relaies 
to ihem. '•Clearly. an\e mslrumenl lhal is based upon riba 
eilher in Ihe undeHying insliument or in ihe denvalive insirumenl 
would be forbidden. Ilie Islamic prohibition of riba is absolutelx 
explicit in both Ihe Quran and the Suniiah and needs no furiher 
elalmration. As a result option contracts on interest beaiing debt 
.seciirilies tor example would clearly noi permissible under ihe 
Shariah. 

He then goes on lodiscuss "a linancial protlucl lhal d(K-s not conlain 
an obvious element ol riba. "Aflcr consulting the h.idith of Malik bin 
Aus Al-Hadathan. he concludes that one retiuiremeni for an exchange 
of monetary asset would appear U) be lhal the exchange lie made on 
the spot. Secondly, he adds, any exchange ol monetary assets must 
be like lor like and equal lor equal. And so on. 
Only a year ago. tlus kind of analysis from Western practitioners of 
Islamic banking wouki have been unheard of. The fad that ihey are 
now .slu)wing ihis level orinleresl in Islamic banking underiines ihe 
fact tliat Ihc phenomenon is now .seriously taken by them and that it 
IS indeal big business. 
'Ilus rc-culturalisation of Western bankers, especially those wiih an 
inleresi in ihe Muslimcoiinlrics and in profit and loss (Pl.S i banking, 
is a far cry siill today of Ihe majority of Weslein hankers who still 
• • {I. drink, sleep anil think interest (riba)". 

• -ther major stir was caused no less by Sheikh Saleh Kamel, 
in ol the Dallah Al-Bar;ika Ciroup, who in his speech 

i.>bunked ihe whole idea ol deri\alives and I.slamic 
•'inipalible. I lowe\er. Sheikh Saleh did siresslhalco-

1 Weslern and Islamic banks is possible Islamic 
vpread the message ot riba-free biinking and 
•• j-tern banks Ui partake, then all ihe Ix-iier. 

iiUhmahfoi Sheikh Saleh is indeed \y 
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Developing an Islamic Capital 
Market in Malaysia 

imiviifim'^''''^-mm ^ mmi:mmi'' 
f-wr<\e establishmcnt of 
I the JJank Is lam 

Malays ia Berhad 
(BIMB) Securities SdnBhd 
in February this \oar as the 
first Islamic stockbroking 
company is paving the way 
for the development of a 
nascent Is lamic capital 
nsarkct in Malaysia, which 
is being keenly watched bv 
other Muslim states. 

The development of a secondary 
financial market and a capital market 
is the major constituent lacking in 
the modern Islamic banking 
movement. Malaysia's recognition 
of this shortcoming has prompted 
BIMB to set up its structured entity, 
which is bound to become the model 
for other such endeavours. 

BIMB Securities Chairman Dato' 
Dr. Abdul Halim bin Haji Ismail 
confirmed to New Horizon that the 
company's progress is slow but 
steady as it finds its niche in the 
securities market in Malaysia. BIMB 
Securities, a subsidiary of BIMB and 
a member company of the Kuala 
Lumpur Stock Exchange (KLSE), is 
also set to increase its capitalisation 
to M$20m by June 1995. Its current 
authorised capital is M$50m of which 
M$ 1 Om is paid-up. 

The share-holders of B I M B 
Securities include BIMB Securities 
(Holdings), a wholly-owned 
subsidiary of BIMB which owns 70 
per cent of the equity; Yayasan 
Pembangunan Ekonomi Islam 
Malaysia (YPEIM) which owns 20 
per cent of the equity; and Dato' Dr. 
Abdul Halim bin Haji Ismail who 
owns the remaining 10 per cent of 
the equity. 

The company may deal only in securities 
which are on the list of approved securities 
issued by BIMB' s Religious Supervisory 
Board in accordance with Shariah 
principles of banking and investment 
and which excluded the securities of 
those companies involved in riba-banking 
and insurance, gambling, manufacture 
and distribution of alcohol, and non-
halal products. 

According to Dr. Abdul Halim, the main 
services of BIMB Securities include: 
• Dealing in securities listed on the 
KLSE and other recognised stock 
exchanges. 
• Investment research and advisory 
services 
• Nominee/custodian and registration 
services. 
• Asset Management. 
• Corporate advisory services, 
underwriting and placement. 
BIMB Securities has in fact absorbed the 
asset management services of BIMB's 
wholly-owned subsidiary company A l -
Wakalah Nominees (tempatan) Sdn Bhd 
(AWNSB), which was set up in 1984. 
With the incorporation of B I M B 
Securities as a member company of the 
BCLSE, the entire management team and 
operations of AWNSB relating to asset 
management services were transferred 
to the company. As such, says Dr. Abdul 
Halim, BIMB "is associated with a long 
track record of asset management 
services, and has from the experiences 
developed a distinct approach towards 
fund management". 

Indeed the Company's investment 
approaches are guided by minimising 
risk through diversification by market 
sector to include especially consumer 
products, industrial products, 
construction, mining, trading and 
services, property and plantations; by 
avoiding substantial investment exposure 
into any single counter; and by limiting 
dealing to a list of approved shares. 
BIMB's currentfunds undermanagement 
total in excess of M$200m. Average 
returns on investment has been very 
satisfactory over the last few years under 

the management of AWNSB. The 
average return p.a. at the end of June 
1991 was 15 percent. In 1992 it was 
13 per cent. Last year it jumped to 32 
per cent. This year under BIMB 
Securities it increased further to a 
staggering 46 per cent. 
B I M B Securities charges fees 
according to prior arrangement with 
the investors. These amount to 0.5 per 
cent per annum on the first $2m and 
0.25 per cent on amounts in excess of 
$2m. Fees are payable quarteriy in 
arrears based on market value of the 
portfolio at the end of each quarter. 
Market value is based on the average 
of the closing buying and selling prices 
quoted on the KLSE on the last trading 
day of the quarter. I f these are not 
available, valuation would be based 
on the last transacted prices. 
The fees for the custody account 
services is determined on the volume 
and duration of the services required. 
The aim of BIMB Securities is to 
generate a high level of current income 
while building a steady growth in the 
net asset value of the investment for a 
given degree of risk over the medium 
to long term. 
This says, Dr. Abdul Halim, can be 
achieved by: 
• Invesdng in long-term growth 
stocks and securities which will max
imise returns on capital employed. 
• Investing in portfolios of shorter-
term value driven stocks and securi
ties so as to ensure that trading could 
be done at anytime deemed desirable. 
This will ensure the best capital gains 
possible. 
• Maintaining sufficient liquidity to 
permit as wide an adjustment to chang
ing market conditions as possible. 
Despite the long track record of 
B I M B Securities predecessor 
AWNSB, it is still far too eariy to 
gauge the company's real perform
ance. This can only happen over the 
next few years as BIMB Securities 
establishes a track record of some sort. 
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F E A T U R E 

Investment Opportunities and the 
Challenge of Derivatives in 

the Middle East 
Abdullah Saif, Governor of the Bahrain Monetary Agency (BMA), discusses the evolving role of regulation and 
supervision in derivative markets, and views the propects of Islamic banking in Bahrain. 

I n discussing investment 
opportunities and the chal 
lenge of derivatives, it is neces

sary to explore from a regulatory 
policy perspective, the direction of 
the Bahrain Monetary Agency's poli
cies in establishing an investment cli
mate which contributes positively and 
in equal measure both to the longer-
term economic prospects of Bahrain, 
as well as attracting and rewarding 
investment which is necessary and 
vital, to support economic activity 
and development. 
A sustained level of investment is influenced 
by a number of factors. Confidence in 
macro-economic management and 
performance are, critical elements. So too, 
are appropriate and pragmatic laws and 
incentives, as well as fair competition in 
terms of a level playing field for domestic 
and foreign investors and institutions alike. 
The Bahrain Monetary Agency sees one of 
its task as providing a broad policy 
framework to which the private sector can 
refer when making the necessary assessment 
of risk versus reward. 

This broad approach applies not only to 
Bahrain's industrial and manufacturing 
base. It extends also to its financial sector. 
But here, as elsewhere, certain checks and 
balances are required to ensure that any 
excesses present in an essentially free 

financial market are identified and dealt 
with speedily and appropriately. 

It has to be the case in banking, that the 
dangers of risk sometimes require greater 
attention than the benefit of reward at any 
cost. I f this were not the case, then public 
confidence, on which financial institutions 
are founded and without which they cannot 
flourish, would quickly evaporate. So too, 
would the conditions necessary for 
economic prosperity. It is on this premise 
that Bahrain's system of licensing, 
regulation and supervision is based. It is 
this premise that accounts for the safety-net 
of a central bank presence. 

Over the past 12 months, much has 
been said and written about the volume 
and volatility of derivatives activity. In 
turn, this has prompted a serious and 
wide-ranging debate aboutwiietherand 
how the market might more 
appropriately be scrutinised and 
regulated. 

Today's technology has changed the face 
of banking and finance to an extent which 
seemed difficult to imagine even a few 
years ago. On the whole, such technology 
has brought benefits and rewards to financial 
institutions and their customers alike. But it 

has also dramatically increased the 
complexity of financial transactions, 
thereby increasing payments and 
settlements risk, as well as elevating the 
risk of miscalculafion, particularly in 
reference to derivatives. 

Derivatives meet amarket need, re-allocate 
risk to those more willing to bear it, and 
contribute to a more dynamic financial 
market. But, if for no other reason than the 
sheer volumes involved in derivatives 
trading, estimated at the some one hundred 
and fifty thousand billion dollars a year, 
these instruments have also raised 
fundamental questions of exposure and 
have increased the supervisory burden. 

Over the past 12 months, much has been 
said and written about the volume and 
volatility of derivatives activity. In turn, 
this has prompted a serious and wide-
ranging debate about whether and how the 
market might more appropriately be 
scrutinised and regulated. 

Some progress is being made in defining 
and confining the risks which can arise 
from derivative operations. Supervisors 
from the main financial centres often in 
specialist groupings such as the Basle 
Committee continue to consider solutions 
that deliver a regulatory safety-net, while 
market participants are developing their 
own safeguards which protect both 
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F E A T U R E 

themselves and the ultimate users of 
derivative products. This combination of 
effort and focus is the right way ahead. 

But it would be imprudent to suggest that 
these steps alone will be enough to avoid a 
prospective threat to the financial system in 
the future. It is in the market-place that the 
main focus of further responsibility will 
largely rest, principally because no 
framework of disclosure to supervisory 
authorities is sufficient to analyse risk when 
financial institutions can so quickly 
h-ansform their risk profiles through the 
medium of derivative instruments. 

It is vitally important, therefore, that the 
market continues to develop its own 
safeguard, by introducing greater 
disclosure and transparency, improved 
internal accounting and control, and 
appropriate coUateralisation requirements. 
It is also important that there is 
appropriate oversight by directors and 
management of how risk management 
techniques employed by their institutions 
measure up to the task of producing the 
correct combination of prudence and 
profit. This requires high-quality risk 
assessment and analytical capabilities, and 
the commitment of monetary and human 
resources to internal control and audit 
procedures. 

This focus will ensure that derivative 
instruments which serve a necessary and 
constructive purpose in helping to manage 
risk are used safely by all in a manner 
which increases stability and confidence in 
the financial markets globally. 

Bahrain plays host to the largest 
concentration of Islamic banks and financial 
institutions in the Middle East. As the 
region's pre-eminent financial centre, it is 
appropriate that this should be so. In addition 
a number of other Bahrain-based financial 
institutions are now increasingly and 
successfully combining both Islamic 

banking activities alongside their 
conventional banking business. 

Al l this has, of course, resulted in the Bahrain 
Monetary Agency needing to match the 
specialised nature of Islamic institutions 
and transactions with our supervisory and 
regulatory responsibilities. The agency has 
tried to ensure that its requirements are fair 
and prudent, without adding unnecessary 
restrictions. 

The growth of Islamic banking and finance 
in Bahrain in recent years has also led the 
Agency to consider how best to meet the 
specific training and development needs of 
the staff of Islamic financial institutions 
within the context of the on-going 
programmes of the Bahrain Institute of 
Banking and Finance. In drawing up the 
Institute's strategic plan for the remainder 
of this decade and beyond, it is the Bahrain 
Monetary Agency's intenfion to give 
Islamic finance a deservedly special focus, 

and to establish the Institute as the principal 
regional training centre for Islamic banking. 

The Agency also intends to be influential 
and pro-active in terms of exploring with 
the institutions ways in which Islamic 
financial activities and products can be 
broadened, deepened and expanded, and 
how both conventional and Islamic 
financial institutions mightmutually benefit 
from closer links. 

Finally, there is scope for considering the 
establishment of specific listing 
requirements on the Bahrain Stock 
Exchange for Islamic companies and 
Islamic mutual funds so as to develop the 
concept of tradeable Islamic financial 
instruments. 

This was an abrigedversion of a paper 
presented by Abdullah Saif at the 
Bahrain Conference on Islamic 
banking on 25th October. 

Revised Subscription Tariff 
With effect from January 1, 1995 the Subscription Tariff 
of the New Horizon wil l be as follows: 

Institutions Individuals Students 

United Kingdom 

Europe 

Rest of the world 

£18 

£27 

£36 

£12 

£18 

£24 

£10 

£15 

£20 

Al l prices include packing and airmail postage. 

December 1994 NEW HORIZON 5 



F E A T U R E 

Co-operation Between Islamic and 
Conventional Banks 

A leading German banker is convinced that 
innumerable opportunities exist for mutually 
profitable co-operation between Islamic and 
conventional banks. It is partly a matter of greater 
understanding for which groundwork must be laid 
by both sides, he said. Dr. Eric Hirsch, Head of 
International Products at Bayerische Vereinsbank, 
Munich, Germany was delivering a lecture at the Institute 
of Islamic Banking and Insurance in London. Second 
in a series, the lecture was entitled "Co-operation 

Between Islamic and Conventional Banks". 
Ms. Stella Cox, Head of Middle Eastern Finance at 
Kleinwort Benson, who was in the chair briefly 
narrated the experiences of her own institution in the 
field of Islamic banking. 
Dr. Hirsch, who was recently awarded a diploma in 
Islamic banking by the Institute, said, "the very fact that 
a Western bank has already announced plans for 
opening an Islamic bank in Bahrain next year well 
demonstrated the thinking among western bankers". 

I n recent years there has been a 
great increase in the expansion 
of Islamic banks in Islamic 

countries of the Middle and Far East. 
Contacts to conventional banks have 
remained,' with few exceptions, very 
limited. Where such contacts exist, they 
usually consist solely of adoption of 
conventional banking products such as 
letter of credits within the framework of 
murabaha transactions or structuring of 
leasing transactions. Products taken over 
by Islamic banks in such cases were 
established instruments used by 
conventional banks. 

It has been the case so far of Islamic banks' 
tending to adopt products of conventional 
banks rather than conventional banks' 
adapting to the needs of their Islamic 
colleagues. So far because, Citibank has 
confirmed that they will be opening an 
Islamic bank in Bahrain some time next 
year. This would be the clearest proof of 
the fact that opportunities for mutually 
profitable co-operation exist. Otherwise 
Citibank would hardly be inclined to take 
such steps. 

The foundation for basis co-operation 
between Islamic and conventional banks, 
consists of regulatory levels on which co
operation is based. In international 
operations, the regulatory level for 

conventional banks consists of specific 
business practices or conventions which 
govern transactions ranging from handl ing 
letter of credits, to bidding in connection 
with Eurobond issues. 
Not only are these business conventions 
or customs uniform but even more 
important, are international and national 
laws which constitute the second level. 
These laws must be observed for every 
financial transaction. 

Conventional bankers have grown used to 
these levels, and know how complex these 
regulations are. In particular, national tax 
laws and international tax legislation. In 
this context, co-operation between an 
Islamic and a conventional bank would be 
anything out of the ordinary. However in 
addition to the regulatory stages, a third 
level comes into play when co-operating 
with Islamic banks: the Koran and its 
interpretation by the Shariah board. This 
crucial point has been apotential source of 
problems. 

The first problem for co-operation is a 
problem of understanding of the extent of 
the one co-operation partner's knowledge, 
i.e. conventional banks' knowledge of 
Islamic banking. 

In this context, a comment appeared in 
"New Horizon" in October 1994, entided 
"Islamic Banking - Too Many 

Conferences?" Considering that co
operation between Islamic and conventional 
banks is fundamentally a problem of 
understanding, there are by no means enough 
conferences on Islamic banking. However, 
these conferences should not be held in 
Tehran, Dubai or Kuala Lumpur. The critic 
is right when he writes: "when talks are held 
on Islamic banking in these cities, it is not 
sufficient to give a general explanation of 
Islamic banking because the audience is 
already familiar with the basics". 

No one should see Islamic banking as a 
closed shop with a few exotic offshoots like 
Citibank, Kleinwort Benson, ANZ, 
Goldman Sachs and now the Vereinsbank 
Group. On the contrary, the aim is to develop 
co-operation on a broad front, informative 
events such as conferences are necessary, 
and not just in London, which is certainly an 
exception, but in Frankfurt, Paris, Zurich. 
This is where exacdy the "general talk on 
what Islamic banking is about" 
In the context of the third regulatory 
dimension, the Shariah board of Islamic 
insritutions must be more active in 
approaching conventional banks in order to 
better these regulatory levels. 

The second obstacle to co-operation is the 
general lack of knowledge on the part of 
conventional banks about this Shariah 
regulatory level and its interpreters, the 
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Shariah board. There is no generally 
binding standard for interpretation of the 
Shariah with reference to structuring 
financial transactions. For example, 
fundamental aspects of co-operation with 
an Islamic bank in Malaysia are subject to 
other interpretations by the Shariah than 
is the case in Saudi Arabia or Iran. 

For co-operation in a multitude of areas, 
however, there is a need for a body of 
regulations which conventional banks 
know and can reply on because in the final 
analysis, everything depends on the 
individual who must carry out the various 
transactions. 

The first time a conventional-bank officer 
does business with an Islamic bank, he 
calls in his legal department, the member 
of the board of management responsible 
for this area. Once this initial transaction 
with an Islamic bank has been concluded 
successfully, for example in Malaysia, 
the officer goes to other customers and 
offers them a similar deal. He finds a new 
client, who is interested in performing 
this very transaction, but in Iran instead of 
in Malaysia. The Shariah board of the 
Islamic bank in Iran rejects the transaction 
as not "Islamic", hopefully with some 
indication as to how it should be structured, 
in order to make it "Islamic". 
Either the officer from the conventional 
bank goes back to his board of 
management or legal department, which 
naturally is more time-consuming and 
unpleasant in every respect. I f he 
overcomes these obstacles and the 
transacrion is concluded, it is likely that 
the deal was big with a high margin, 
because now that the individual 
departments of conventional banks are 
organised as profit centres, the deal must 
warrant the amount of time and trouble 
invested in it. 

Once acertain type of business is approved, 
conventional banks do not submit each 
individual transaction to the legal 
department for approval. Analogously, a 
formula must be found for co-operation 
with Islamic banks which will provide 
clear guide-lines at least on a national 

From left to right: the Speaker of the November lecture on Co-operation Between 
Islamic and Conventional Banks, Dr. Eric Hirsch, the Chairwoman, Stella Cox and 

the Director General of the Institute, Ali Hassan Ali. 

level so the bank's Shariah board need not 
be called in for every transaction. 

Can this be done? A step in this right 
direction is the establishment of the 
Council of the Islamic Fiqh Academy at 
Jeddah in Saudi Arabia under the 
supervision of the Organisation of Islamic 
Conference (OIC). This approach needs 
be developed further. 

Large individual transactions such as 
the ANZ and Al-Rajhi funding in 
connection with the Pakistani Hub 
Power Project are often heard about. 
However nothing is heard about co
operation between an Islamic and a 
conventional bank which would be 
comparable to the traditional 
corresponding banking system. 

To achieve co-operation in day-to-day 
business, banks would inevitably have to 
advertise, by means of active marketing 
in European and American financial 
centres, and to establish national Shariah 
boards for this purpose. Should this 
happen, there would be many 
opportunities for co-operation on several 

levels since conventional banks can not only 
learn a great deal, but can also benefit on 
account of Islamic banks' liquidity overhang, 
from transactions which would be profitable 
for both sides. 

Administrative problems are of less 
importance. Considering risk involved, it is 
necessary and wise to have the Shariah board 
make individual decisions and to call in legal 
departments. Moreover, time plays only a 
secondary role. It is not by chance that Islamic 
banking has taken hold at merchant banks 
which specialise in transaction-orientated deals 
and not at commercial banks which are geared 
to standard business. The only exception so 
far seems to be Citibank. 
However, in large individual transactions, we 
encounter a structural problem for Islamic 
banks: the client of an Islamic bank gives his 
liquid assets to this bank so that this liquidity, 
in compliance with the regulations of the 
Shariah, is introduced into the economy. The 
client can always demand that these funds be 
returned to him. A bank must therefore 
maintain a high liquidity reserve at all times. 
This is because there are no Islamic capital 
markets so far where an Islamic banks can 
turn its long-term assets into tradeable 
securities and where a bank can find daily 
liquidity. 
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Furthermore, co-operation between Islamic 
banks in large individual transactions is 
only worthwhile if the Islamic bank can 
participate in financing over the long term. 
Since large individual projects are usually 
long-term infrastructure projects, involving 
financing construction of atomic energy 
plants, airports, roads and hotels. Only under 
certain circumstances do banks have the 
opportunity to offer financing for such 
projects. Either in countries which 
themselves do not have the funds for these 
projects or in countries where the bank as 
financier, is supposed to bear part of the 
economic risk, i.e. what is called project 
financing. 

These two situations present problems for 
conventional banks. Only countries which 
cannot bortow money long-term in the 
capital market to finance infrastructure 
projects turn to banks for a solution. This is 
because calling in conventional banks to 
structure a deal naturally makes financing 
the project more expensive. The problem 
for conventional banks is then the credit 
risk. I f investors do not want to the country 
in question, why should banks? 

As a rule this only happens i f banks are 
better informed about the infrastructure 
project than the normal investor. I f this is 
the case and the bank believes the project 
will be a success, it provides credit facilities 
whereby the project itself represents the 
collateral. 
However, this is not the PLS or profit-loss-
sharing principle. The conventional bank 
does not invest in a project in order to 
participate in the profit or loss, but takes the 
profitability of the project into consideration 
as the main aspect of the collateral 
construction. 

Although this cannot be harmonised with 
the PLS principle of the Shariah, there is a 
strong reapproachement of the interests of 
conventional and Islamic banks which can 
supplement each other ideally. 

Infrastructure projects are urgendy required 
for the economic development of those 
very countries which have trouble accessing 
capital markets. Usually, these are third 
world countries, but must also include 
countries such as the Czech and Slovak 
Republics, Hungary and the successor states 

I 

Participant at tfie Institute's November Lecture 

of the Soviet Union. 

In contrast, much of the machinery and 
construction material comes from 
companies in the industrial countries to 
which conventional banks have maintained 
ties for decades and in some instances even 
for centuries. So much for the customer 
base. What conventional banks have very 
litde, of and because of their philosophy 
have never heard, is the willingness, in line 
with the PLS principle, to participate with 
the customer in the infrastructure project. 

Here might lie the beginning of a well-
balanced co-operation between Islamic and 
conventional banks since their interests are 
complementary. Islamic banks have been 
able to invest in projects over the long term 
(more than five years). Yet this is precisely 
the time frame required to finance dams, 
airports and other infrastructure projects. 
The development of an Islamic capital 
market, where long-term risks are 
exchanged for liquidity, is an extremely 
important prerequisite for co-operation 
between conventional and Islamic banks. 

Co-operation between the two does 
however exist. In most cases, co-operation 
has to do with leasing or short-term 
commodity financing. The spread of Islamic 
leasing funds is an area with potential for 
co-operation with those conventional banks 
which are not willing to make their tax base 

available for specific leasing structures. 

The big advantage of conventional banks 
is their customer base and their customer 
and market know-how. Opportunides are 
available to co-operate, in particular in 
financing these clients liquid assets. 
Working capital loans are very frequendy 
extended for purchasing and processing 
raw materials. A conventional bank can 
function as a broker and arranges a 
murabaha transaction for a fee. Similarly 
in situadons in which a working capital 
loan may be more expensive since the 
client has already exhausted his credit 
lines with conventional banks and now 
must obtain liquidity from other sources. 

Tiie subject of pricing in Islamic banks 
is naturally an important point for co
operation. In general Islamic finance 
is not only viewed as being complicated 
but also expensive. 

The PLS principle which results in higher 
administration costs is one possible reason 
for this. What is important is that Islamic 
and conventional banks only co-operate 
when cheaper loans cannot be obtained. 
Islamic banks will have a difficult time in 
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There w i l l be close co-operation 
agreements in future, as markets continue 
to develop further and further, the margins 
of conventional banks wi l l become 
increasingly narrow. Opportunities for 
arbitrage within the system of con ventional 
banks will be limited. It is an elementary 
law of economics that in such a case, those 
involved w i l l then seek profitable 
opportunities for arbitrage. Where could 
opportunities for arbitrage be greater than 
between different banking systems? 

> ^ ^ t B e n s o n 

^ j r i e n c e 

highly developed markets such as those in 
Europe or the U.S. with their multitude of 
financing possibilities. 
This does not appear to be the case in 
emerging markets. In South Africa, there 
are good opportunities for developing co
operation between Islamic and conventional 
banks. In reference to an article in New 
Horizon, Sept. 1994, "Islamic Banks 
pricing themselves out of the market" in 
South Africa, there should be no reason 
why in this market an Islamic mortgage has 
to be more expensive than a conventional 
one: "The real shock comes when the bottom 
line is reached. Very often the Islamic 
banker will concede that the mortgage 
repayment is equivalent to the conventional 
base rate plus a certain percentage, which is 
always two or three percentage points above 
the conventional interest rate for mortgage 
bonds. As such it is not surprising that 
potential Muslim clients of Islamic banks 
walk out in disgust". 

In emerging markets like the South African, 
there is no reason why Islamic banks cannot 
be competitive; or are Islamic banks not 
willing to compete with conventional banks. 
Do they separate the Islamic banking system 
from the conventional one by purpose? 

Conventional banks in South Africa, which 
were banned from international capital for 
political reasons, not only do not know 
enough about obtaining cheap capital, but 
the risk assessment of conventional 
correspondent banks abroad is so 
conservative that obtaining capital is very 
expensive for South African banks. In a 
market like this, Islamic financing methods 
most certainly can compete with 
conventional banks when it comes to prices, 
but they must want to compete! 

In general, co-operation is likely to be far 
more successful in newly developing 
countries than in markets of industrial 
countries. Initial steps in the direction of 
co-operation have already been taken. To 
put these moves on a broader footing. 
Islamic co-operation partners must make it 
clear to their conventional partners that 
they have an additional regulatory level, 
the Shariah, which makes co-operation 
more difficult. 

Conventional banks which are not used to 
or are not familiar with these regulations 
can offer their entire product range 
passively. The Shariah board of the Islamic 
bank, must decide which products they can 
accept, with or without changes. In order to 
do this. Islamic banks themselves must 
develop the entire range of product expertise 
so they can invite the more independendy 
acting conventional banks to co-operate 
after the Shariah board has made its 
evaluation. 

r 

"Kleinwort Benson has had a Mtislim 
client base lor the last fifteen yctu-s the 
bank's introduction l() Islamic banking 
(.amc about through our con\cntional 
banking business in the Middle East. When 
the bank were first approached, it asked to 
identify and siruclure traile investment 
opportunities in conjuction with se\cral, 
new institutions that had been established 
lo oiwrale in suici compliance with ihe 
re(|iiiremenls of the Shariah. .Mthough 
Kleunvort Benson, with nearly fwohundred 
yearsorbankingexperience. had the global 
relalionships and capabilily lo salisly Ihe 
commercial criteria of its new clients, as a 
conventional institution it was. at that time, 
unable lo )udge whether or not ihe 
opportunilies lhal il had iilenliliedsalisfie<l 
their individual Shariah requirements. 

"A lengthy period of preparation and 
lesearch and the secondmeni of one of die 
banks Direclors lo a Ciulf-based Islamic 
bank culminated in the conclusion of llic 
bank's first trade finance tiansaciionswiU) 
Islamic inslilulions on a shared-risk basis. 
During ihe past fifteen years Kleinworl 
Benson has conlinued to be ad\ised and 
educated by the cxecutnes and Shariiili 
commllleesoleachollhebank'scuslomeI^ 
Over the years the hank have gained 
knowledge and undersumdi ng ot the Shiuiah 
issues involved for each of our clients, but 

asaconvcntional,Bnti.sh bank, Kleinwort 
Benson tsawarethatifs reputation depetwls 
on receiving the continuing approval of its 
clients' Shariah advisens. Hie bank does 
not label any of its cuirent products or 
investment opportunities Mamie although 
die equity fund launched by Kleinwtjrt 
Benson Investment Management Limited 
in the mid 1980'8didretainitsown Shariah 
counsel and was name<l "The Islamic 
Fund" 

"Kleinwort Benson's co-operation with 
the islamic institutions has led to 
opportunities fwcontinued activity in trade 
finance ( a total of US$ 4,5 billion was 
arranged in 1993), fund management, 
property investnwnt, leasing arttl more 
recently, project finance. Additionally it 
has brought Kleinwort Benson strong 
relationships in the Islamic banking sector 
resulting in ftexibility and innovative 
solutions to structuring complexities. In 
return Kleinwort Benson hopes that it has 
provided its Muslim clients with access to 
global markets and contacts and made 
available the capabilities and resources of 
our diversified in-house specialists". 

Opening rrmarks hy the 
Climmnnuin. Stella Cox. 
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Monetary Management in 
an Islamic Economy 

In the second of a three part series, Dr. Umer Chapra, senior advisor to the Saudi Arabian Monetary Agency (SAMA), 
examines the instruments of monetary policy in an Islamic economy. 

I f high-powered money is 
regulated by controlling gov
ernment budgetary deficits, 

there are bound to be short-term 
fluctuations in its volume as well as in 
its relationship with derivative deposits. 
The central bank, may therefore, have to 
use quantitative instruments at its dis
posal to even out the impact of these 
short-term fluctuations on money sup
ply. It may also have to adopt certain 
measures to help ensure an allocation of 
credit that js conducive to the realisation 
of socio-economic goals. 

The central bank has at its disposal several 
instruments for quantative control of bank 
credit including: statutory reserve 
requirement, credit ceiling, moral suasion, 
government deposits, foreign exchange 
swap and the use of a common pool. 

Many central banks have been reducing or 
eliminating reserve requirements to make 
banks more competitive. This may not be 
possible in an Islamic economy, where 
reserve requirements may constitute an 
important instrument of monetary policy. 
Banks may be required to hold a specified 
proportion of their demand deposits with 
the central bank as statutory reserve. This 
would not only serve as an instrument of 
monetary policy but also as an independent 
source of income for the central bank. 
Small variations in this requirement may 
change commercial banks' free reserves by 
asubstanrial amount and significantly effect 
their ability to expand derivative deposits. 

The rational behind a statutory reserve 
requirement only against demand deposits 
is the equity nature of mudarabah deposits 

in an Islamic economy. Since other forms 
of equity are exempt from a reserve 
requirement, there is no reason to subject 
mudarabah deposits to such a requirement. 
Thi s would tend to make them less profitable 
compared with other forms of equity and 
thus put the commercial banks at a 
disadvantage by inducing a shift of 
modarabah deposits from commercial 
banks to other financial institutions. It may 
alsobe argued that in practice, thedistinction 
between demand and savings or time 
deposits is hazy. This possibility may be 
substantially reduced in the Islamic system 
because of the equity nature of mudaraba 
deposits and the sharing in risk which this 
would necessitate. 

It may also be argued that the statutory 
reserve requirement against total deposits 
does not aim mainly at regulating the 
quantity of credit. It is also concerned with 
ensuring the safety of deposits and adequate 
liquidity of the banking system. These other 
objectives may, however, be achieved 
throughhighercapitalrequirementand well-
conceived and properly enforced 
regulations, including a suitable liquidity 
ratio. These measures may be supplemented 
by an effective bank examination system. 
The adoption of such an approach may be 
preferable to the immobilisation of a part of 
mudarabah deposits through a statutory 
reserve requirement. 

While the statutory reserve requirement 
may help the central bank in bringing about 
the desired adjustment in high-powered 
money, credit expansion may still exceed 
the desired limit. This is because firsdy, it 
is not possible to determine accurately the 
flow of funds to the banking system, other 

than those provided by the mudarabah 
advances of the central bank, particularly 
in an inadequately developed money 
market like that of Muslim countries 

Secondly, the relationship between 
commercial bank reserves and credit 
expansion is not very precise. The 
behaviour of the money supply reflects the 
interaction of anumberof various complex 
internal as well as external factors, and it 
may be desirable to fix ceilings on 
commercial bank credit to ensure that total 
credit creation is consistent with monetary 
targets. 

The normally suggested tool of 'moral 
suasion' may also acquire arelati vely more 
important place in Islamic central banking. 
The central bank, through its personal 
contacts, consultations and meetings with 
banks, may be able to keep itself abreast of 
the struggle and problems of banks and 
suggest to them measures to overcome 
difficulties and achieve desired goals. 

In addition, there are three other instru
ments which may be utilised by the central 
bank to create a more direct impact on 
commercial bank reserves than that which 
even open market operations are able to 
create, namely: government demand de
posits with the commercial banks, central 
bank foreign exchange swap arrange
ments with the commercial banks, and a 
common pool. 

The central bank may be empowered to 
shift government demand deposits to or 
from the commercial banks, thus directly 
influencing their reserves. This instrument 
has proved to be a useful tool of monetary 
policy in Saudi Arabia, where it has 
performed the same function directly that 
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open market operations perform indirectly 
in other countries in influencing 
commercial bank reserves. 

The same effect may also be achieved by 
the use, within agreed limits, of foreign 
exchange swap arrangements. The central 
bank may agree to swap local currency for 
foreign exchange when the banks feel a 
squeeze, with the undertaking that the banks 
will re-purchase the foreign exchange from 
the central bank after a specified period at 
the going exchange rates, subject to a spread. 
The spread between the purchase and re
purchase rates may be varied by the central 
bank to penalise, or relieve, the commercial 
banks, as desired. This facility may have to 
be used with caution to ensure that it does 
not become a hidden form of interest and 
that the banks do not use it for indulging in 
foreign exchange speculation. 

The common pool may also be effectively 
used by the central bank, in the same way 
as the re-discounting facility is used by the 
conventional central banks, to solve the 
liquidity problems of commercial banks. 
The banks may be required by the central 
banks to contribute to this pool a certain 
specified proportion of their deposits, by 
way of a co-operative arrangement to 
overcome their liquidity problems on 
condition that the net use of this facility by 
any bank over a given period is zero. 

Some other tools have also been suggested 
in literature on Islamic banking, namely, 
equity-based instruments and changes in 
the profit-and-loss-sharing ratio. 

The use of equity-based instruments for 
open market operations is one of these such 
tools. It may not, however be desirable to 
do so for a number of reasons. While the 
central bank's purchase and sale of the 
stocks of public sector companies may not 
raise objections, its purchase and sale of 
private sector companies may be 
questionable. Equity-based instruments 
may not have the necessary depth that 
government securities tend to have. Open 
market operations in such instruments may, 
therefore, influence their prices 
significantly unless used to a very limited 
extent. This may not be adequate for 

monetary policy purposes. 

Variations in the prices of equity-based 
instruments brought about by central bank 
open market operations may unnecessarily 
benefit or penalise the shareholders of 
companies whose share are used for this 
purpose. This may not be desirable because 
the primary objective of such operations is 
to increase or reduce private sector liquidity 
and not to introduce inequities in the stock 

The central bank may be empowered to 
shift government demand deposits to 
or from the commercial banks, thus 
directly influencing their reserves. This 
instrument has proved to be a usefid 
tool of monetary policy in Saudi Arabia, 
where it has performed the same 
function directly that open market 
operations perform indirectly in other 
countries in influencing commercial 
bank reserves. 

market. The possibility of raising the price 
of stocks through their purchase by the 
central bank, specifically when their 
fundamentals do notjustify sucha rise, may 
induce corruption. 

The Pakistani Council of Islamic Ideology, 
as well as some scholars, have suggested 
variations in the profit-and-loss sharingratio 
for mudaraba advances provided by the 
central bank to the commercial banks and 
for prescribing the depositors' and 
entrepreneur's share with respect to 
mudaraba deposits received, and financing 
provided by the commercial banks. While 
the indication of areasonable range of profit 
sharing ratios between depositors, banks 
and entrepreneurs may be helpful as a guide, 
it may not be desirable for the central bank 
to regulate these ratios. This is because the 
ratio may be determined by profitability, 
which depends on a number of factors 
differing from sector to sector in business 
and industry and even from firm to firm in 

the same sector. Hence prescribing a 
uniform ratio may not be equitable, while 
prescribing aband may not be meaningful, 
particularly if it is wide. 

Even if, in accordance with the Council's 
suggestion, the ratio is regulated by the 
central bank to "reduce unhealthy 
competition among the financial 
institutions", it may not be desirable to 
vary this ratio frequendy as a monetary 
policy instrument. The central bank may 
itself, being a non-profit institution, not 
mind taking a lower share in the interest of 
realising certain nationally cherished 
goals, but why should the depositors, 
commercial banks or entrepreneurs be 
coerced to accept less than a just and 
reasonable share of profit? Moreover, i f 
there is a loss, the Shariah requires that 
losses be borne strictly in accordance 
with the ratios in which the financing has 
been provided, irrespective of whether 
the financing comes from the central bank 
or the private sector. 

While the commercial banks may be 
happy to get a higher rate of retum in 
profit, if such a ratio is prescribed by the 
central banks, why would the depositors 
orthe businesses being financed be willing 
to accept a correspondingly lower ratio, i f 
it is out of proportion with their loss-
sharing ratio? In addition, once the ratio 
has been set contractually, which is 
essential according to the Shariah, the 
ratio cannot be changed before the end of 
the contract. To change it even for new 
contracts may also not be desirable because 
this would introduce inequalities. 

Hence it may be better to leave the 
determination of the ratio to the negotiating 
parties in conformity with the perception 
of market conditions and profitability. 
The central bank or the government may, 
however, intervene when it is necessary 
to do so to ensure equity or eschew 
unhealthy competition. Tinkering with 
the ratio for purposes of monetary policy 
may not be desirable. 

To he continued. 
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Indexation of Financial Assets 
An Islamic Evaluation 
Dr. S.M. Hasanuz Zaman 
Published by The International Institute of Islamic Thought 
Herndon, USA 1994 

he movement of eliminating 
I interest and introducing riba-free 

financing practices has been going 
on in the Muslim world, for over two 
decades. One of the most challenging 
problems that has engaged the minds of 
scholars, economists and bankers over 
this period, has been the efi°ects of 
inflation or the decreasing value of 
currency. 

Some institutions have started considering 
indexation, linlcing loans and wages to the 
cost of living or consumer price index or to 
any other basket of commodities as an 
alternative to interest. 

Dr. S.M. Hasanuz Zaman has focused on 
the true position of money vis-a-vis its 
purchasing power, the concept of riba and 
the Islamic laws of payment and repayment. 
The present monograph is a concise 
compendium of his work on the subject. 

For an exposition of his views. Dr. Hasanuz 
Zaman differentiates between return on 
human contribution (in the form of wages 
or a fixed remuneration) and the return on 
financial contribution. He argues that if a 
financial contribution takes the form of a 
loan or a debt, it has to be paid back exactly 
in the same kind and quality, irrespective of 
any change in the value of the concerned 
currency or price of the commodity lent or 
borrowed, at the time of repayment of the 
loan. 
This principle is applicable not only for 
loans and debts, but also for credit, barter, 
deferred exchange of currency, 
demonetisation, delayed payment of 
remuneration after devaluation or 
revaluation, indemnity and the change in 
the unit of currency at the time of redemption 
of a loan. 

Protagonists of indexation claim that 
inflation is a recent and endemic 

phenomenon and that Ijtihad should be 
exercised in finding solutions of such 
emerging problems. Dr. Zaman writes ".. 
the discussions of fiqh literature is not 
absolutely devoid of the concept of linking 
the loan of money or commodity with its 
purchasing power or future value". 
Discussing the rationale of indexation as 
given by some scholars, he reveals that 
Ijtihad is done only where Mass (clear 
statements from the Quran and Sunnah) do 
not exist. Since the idea of linking loans/ 
debts to the purchasing power of money 
cannot be jusdfied in view of Nass, Ijtihad 
he argues, is invalid. 

After laying down the Shariah arguments 
both for and against indexation. Dr. Zaman 
resolves the differences by clarifying three 
basic concepts, namely; the Islamic concept 
of money and the position of paper currency; 
the Islamic position regarding the value of 
money; and finally the Shariah view-point 
in regard of index-basket's. Distinguishing 
the concept of the intrinsic value of bullion 
money is represented by its contents while 
the value of papermoney or debased money 
is represented by official commitments 
rather than its physical content. 

During an inflationary period the intrinsic 
characteristics of money, its role as a 
medium of exchange and as a unit of account 
remains intact. Only the relative 
characteristic changes, i.e. the future value 
of money in terms of its exchange values; 
but this has been changed since the 
introduction of money even in respect of 
full-bodied coins. In this context Dr. Zaman 
concludes that distinction between real and 
nominal value of money is discarded by the 
Fuqaha. However, he has not clarified his 
view point that the intrinsic value of money 
remains intact with its inherent 
characteristics. "No distinction should be 

made between intrinsic value and the 
nominal value in respect of the fiat of 
money". 
Dr. Zaman also refutes another argument 
advanced by supporters of indexation that 
the damage caused to the purchasing power 
of money should be redressed as required 
by justice. He refers to the Islamic law of 
indemnity and argues that the idea of in
dexation in order to indemnify the creditor 
for the loss due to inflation is equally 
unjust. 

"Indexation during a inflationary period 
amounts to a gain without risk", writes Dr. 
Zaman. He does not clarified the nature of 
the gain and the logic involved. I f a person 
saves but does not lend, even then the 
currency would lose its purchasing power 
to the same degree and extent to which it 
could lose after being lent; and in case of 
indexation, the lender will get nominally 
more than the amount of money lent, so it 
takes the form of gain from act of lending, 
which is prohibited in Shariah. 

Although the monograph makes a good 
read for those who are already familiar 
with various aspects of Islamic system of 
finance and exchange, it is too concise to 
give all necessary details to economists 
and bankers to enable them to comprehend 
various important principles of Islamic 
economics. With necessary details the book 
could have been more convincing. For 
example, classification of thamn (value) 
into intrinsic and Istilahi (customary) and 
its application on currency notes needed 
more details. 

Dr. Zaman's concise but comprehensive 
monograph is certainly a worthwhile 
addition to the literature on Islamic 
economics and the financial system. It has 
made a real headway towards clarifying 
the Islamic principles relating to exchange, 
loans and riba. 

M. Avtib 
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I I C G B A H R A I N 
ISLAMIC STRUCTURED FINANCE 

IN EMERGING MARKETS 

C O M M O D I T Y 
F I N A N C E 

Totalling USS 76 million 
to finance trade in 

Egypt, Mexico, Pakistan & 
Turkey 

agent bank 

I I C G Baiirain 
1993 

E Q U I P M E N T 
F I N A N C I N G 

Multi-sourced equipment 
financing facility totalling 

USS 110.300 million to 
Hub Power Company Ltd., 

Pakistan 

structured Jc lead managed 

I I C G Bahrain 
1994 

C O M M O D I T Y 
F I N A N C I N G 

Totalling USS 37 million 
to finance trade in 

Egypt, Mexico 
& Pakistan 

agent bank 

I I C G Bahrain 
1994 

B A I S A L A M 
F I N A N C I N G 

Totalling USS 50 million 
to Oil & Gas Development 

Corporation, 
Pakistan 

arranged <t lead managed 

I I C G Bahrain 
1993 

N A T U R A L G A S 
M O R A B A H A 

Syndicated financing facility 
totalling USS 40 million 

to Sui Southern Gas 
Company Ltd., 

Pakistan 

lead manager <&. agent bank 

I I C G Bahrain 
1994 

M O R A B A H A 
F I N A N C I N G 

Syndicated Financing to Rice 
Export Corporation of 
Pakistan & National 

Refinery Limited, 
Pakistan 

Co-Modareb 

I I C G Bahrain 
1994 

A I R C R A F T 
F I N A N C I N G 

Amount undisclosed to 
finance purchase of aircraft 

by a Turkish Corporate, 
Turkey 

arranged & managed 

I I C G Bahrain 
1993 

M O R A B A H A 
F L N A N C I N G 

Multi-sourced facility 
totalling USS 115 million to 

Water & Power 
Development Authority, 

Pakistan 

lead manager &. agent bank 

I I C G Bahrain 
1994 

C R U D E O I L 
F I N A N C I N G 

Syndicated Morabaha 
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Innovation and Research in Islamic 
Financial Products: Current Trends 

Dr. Saleh Malaikah, Chief Executive Officer, Al Tawfeek Company for Investment Funds, discusses the role of research and 
development in the Al-Baraka group, and the need for a central research body to oversee developments in Islamic banking. 

r • 1 he chains of Faisal Islamic 
I banks and Al-Baraka Islamic 

banks have played a 
prominent role globally in the 
spreading of Islamic banking 
concepts. The latter has well over 23 
banks and investment companies, 
including sister companies, a large 
number of industrial and trading 
companies in various fields, seven 
insurance and reinsurance 
companies, leasing companies. The 
Al-Baraka Group stands as a model 
in combining banking and extensive 
direct investment capabilities. 
After the successful introduction of the 
banks, the Dallah Albaraka Group, in 
consultation with prominent Muslim 
scholars, embarked upon introducing 
investment funds for the purpose of 
creating a secondary Islamic capital 
market in the light of Islamic principles. 
This resulted in the establishment of the 
Al-Tawfeek Company for Investment 
Funds (ATCIF) and the A l - A m i n 
Securities Company. These two 
companies became the main channels for 
the management of large-scale 
investments all over the world and, duly 
assisted and approved by the Shariah 
Board, have become the nucleus of an 
Islamic secondary capital market. 

It is of interest to note that ATCIF and the 
Al-Amin Securities Company recendy 
embarked on offering a new type of 
investment instrument called a 
"specialised fund". High periodical yields 
and capital gains accrue as a result of 

the increase in value of the assets during 
the term of the funds. 

The Al-Tawfeek Company has recently 
successfully introduced its first leasing 
fund and is planning to introduce an 
Islamic money market fund in the very 
near future. 

The two companies, established in 1987, 
already have to their credit been very 
successful in raising investment funds 
exceeding US $2 billion. These include 
specialised funds on a geographical basis, 
such as the Lebanon Reconstruction Fund, 
the Albaraka General Fund, the US Real 
Estate Fund and the Madina Real Estate 
Fund.' The Lebanon Reconstruction Fund, 
in December 1992, with issued capital of 
US $200 million, resulted in a profit of 
32% for its first year. 

The Al-Tawfeek Company has recenrty 
successfully introduced its first leasing 
fund and is planning to introduce an 
Islamic money market fund in the very 
near future. 

The Dallah Albaraka Group is constantly 
researching products for the formation of 
an Islamic capital market, without which 
Islamic banking cannot progress beyond 
its current short-term activities. An 
Islamic capital market and interbank 
market system wi l l open vast new 
opportunities in long-term trading, project-
related financing and in vestment banking. 
It wi l l encourage products such as 
musharaka (equity financing), joint 
ventures and unit trusts. 

Already, the Malaysian Central Bank, the 
Bank Negara, has pioneered an interbank 
system which will have major implications 
for Islamic trade financing and other banking 
activities, obviating hurdles and taboos, 
especially for overnight deposits and other 
conventional transactions. It has also 
approved a total of 21 Islamic financial 
products. 

Much effort and work still has to be done if the 
Islamic system is to be able to run in parallel 
with, and compete with, the conventional 
banking system. Needless to say, Islamic 
banking is receiving increased attention, not 
just in the Islamic world, but in the established 
and recognised markets of Europe and 
America. 

It has been recognised as the key to attracting 
petro-doUars, not only through the new Islamic 
institutions being established, but because 
some of the largerand influential global banks 
of Swiss, German, British and American origin 
have either established an Islamic banking 
division within their realm or have introduced 
Islamic banking products which they now 
actively market in the world. 

This makes it imperative for new Islamic 
innovation vehicles and products to be 
introduced to conform to the present demands 
on Islamic banks. The world has changed 
politically, socially, economically, financially. 
The banking sector has also changed 
considerably world-wide and if Islamic 
banking is successfully to compete with 
conventional banking and meet the demands 
of the Muslim community, the few tools 
currently being used must be augmented with 
new ones. 

This can only be achieved through consultation 
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(ijtihad) between Shariah scholars, 
economists, bankers and investment 
experts. A committee should be chosen 
from countries where Islamic banking has 
been officially introduced. Its decisions 
should be communicated to all Islamic 
banks throughout the world, who should, 
wherever possible, adopt them. This 
committee could be formed under the 
auspices of the International Association 
of Islamic Banks (lAIB) or through the 
Organisation of Islamic Conference (OIC). 

Reform of the institutional monetary 
framework to give it an Islamic perspective, 
ensuring it can achieve the goals of the 
Islamic society is also badly needed, since 
the Islamic financial system pivots on equity 
financing. This would give an impetus to 
the formation of stock exchanges, 
investment trusts and the co-operative 
financing of institutions. 

The development of Islamic banking 
techniques exists in a rudimentary form. 

but further research and work is needed. 
Matters which need urgent attention include, 
finding a uniform method of profit-sharing 
in the financing of small business, the 
indexation of deposits and loans, financing 
the needs of the govemment sector and 
definition of a discount rate for public 
sector projects. 

The introduction of new products has always 
been a cumbersome and time-consuming 
process. What is needed is acentral research 
body to cover this subject for all Islamic 
banks and institutions so that its 
reconmiendations may be implemented by 
all. 

The marketing of new products, funds and 
issues is another field which needs not only 
expertise but a level of manpower which 
many smaller institutions cannot afford. 
Appointing agents on a commission basis 
has been found to be costly. Finding 
scrupulous agencies is difficult and 
hazardous. The existence of a central body 
in this field might obviate the difficulties 
faced by small institutions dealing with 

areas far afield. Such a body, having 
reputable institutions on its panel, could 
act as an agent for small institutions and 
this would save time, money and undue 
hazards. 

In order to compete with interest-based 
banks and stock markets. Islamic banks 
need to evolve non-usurious tools to attract 
depositors for savings accounts and 
investment accounts. 

Finally owing to lack of resources and 
planning. Islamic banking does not get 
much coverage in the media and whatever 
it does get is most often adverse. There is 
a body called the International Islamic 
News Agency (IINA), but its activities are 
not well known. The OIC should make a 
concerted effort to enable this body to 
work more efficientiy. 

This paper was presented at the 
second International Conference on 
the Challenges for Interest Free 
Banking System in Kuala Lumpur in 
July 1994. 
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Islamic Banking 

PAKISTAN 
JP aysal Islamic Bank of 

Bahrain (Pakistan) To Be 
Amalgamated 
The entire undertalcing of Faysal Islamic 
Bank of Bahrain (FIBB) in Pakistan is to 
be amalgamated as of December 31, 
1994 and the new incorporated bank is to 
be called Faysal Bank Limited (FBL). 
Faysal Bank Limited will operate from 
its headquarters in Lahore, Pakistan, with 
branches in Karachi, Lahore, Faisalabad, 
Quetta, Muzaffarabad and Islamabad and 
during the course of time, will be 
opening additional branches in suitable 
locations. In order to comply with the 
legal requirements set by the 
Govemment of Pakistan, Faysal Islamic 
Bank of Bahrain will be holding an 
Extraordinary General Meeting to obtain 
necessary approval from its shareholders 
for clearance of the amalgamation. 

However, Faysal Islamic Bank of 
Bahrain will still have a 60 per cent 
interest in Faysal Bank Limited. The 
remaining 40 per cent was sold to the 
Pakistani public. The share capital of 
Faysal Bank Limited is US$ 35 million. 
Inspite of the general bearish trend of the 
stock market in Pakistan, the floatation of 
40 per cent of Faysal Bank Limited was 
successfully concluded for a total amount 
of Pak Rs. 1.27 billion (US$ 42 million) 
with an overwhelming response from the 
public. The floatation raised more than 
Pak Rs. 3 billion (US$ 99 million) 
resulting in the floatation being heavily 
over-subscribed. 

The first Board of Directors' meeting of 
Faysal Bank Limited was held in Bahrain 
on the 27th November, 1994. The 
composition of the Board of Directors is: 
Ahmed Salah Jamjoom, Chairman; 
Nabil NassiefVice Chairman; 
Mohamed Abdullah El-Khereiji,member; 
Prince Amr Mohamed Al Faisal A l Saud, 
member; 

Muazzam Al i , member; 
Omar Abdi Al i , member; 
Dr. Mahmood Faruqui, member; 
Imtiaz Ahmad Pervez, member; 
Imtiaz Alam Hanfi, member. 

With completion of all formalities, actual 
operations of Faysal Bank Limited is 
expected to commence on January 1, 
1995. 

J nstitute of Islamic 
^ Banking and Insurance 

To Establish Asian Office in 
Pakistan 
The Institute of Islamic Banking and 
Insurance has decided to establish a 
regional office for Asia in Pakistan. Dr. 
Shahid Hasan Siddiqui a banker and 
economist has been designated as 
Director General of the Institute and has 
been entmsted with the responsibilities of 
organising the activities of the Institute in 
various countries in Asia. 

The Asian office will have the added 
advantage of sharing the experiences and 
expertise of the Institute in London and 
would also be benefiting from the 
practical exposure and expertise in the 
field of banking including Islamic 
banking of it's Director General, Dr. 
Shahid Hasan Siddiqui. 
The Asian office of the Institute will be 
situated in Karachi and will arrange 
seminars, workshops and courses on 
Islamic banking in various centres in 
Pakistan and other Asian countries. 
Special emphasis will be given to 
practical issues in Islamic banking. 
The Institute of Islamic Banking and 
Insurance, London has already initiated 
an extensive programme for training, 
education and research into Islamic 
banking. The Institute has also developed 
a post-graduate course in Islamic banking 
and insurance. A diploma is awarded by 
the Institute to successful candidates on 
completion of the course. In a short span 
of one year, the course has attracted wide 
response from bankers in Europe, the 

Middle East and the Far East. 

SAUDI ARABIA 
A 1-Amin's Net Profits 

^ Doubles 
Al-Amin Co. for Securides and 
Investment, a member of Al-Barakah 
Group Saudi Arabia, said it doubled its 
profits to $9.4million during the 
financial year ending Feb 28, 1994. 
The figure represents a 19 per cent 
increase over profits made during the 
previous year which amounted to $5.3 
million. Profits realized for 1993-1994 
rose to 15.3 per cent of the total capital 
invested compared to 9.34 per cent 
during the previous year, a statement by 
the Bahrain-registered company said. 

Al-Amin chief executive officer, Dr. 
Saleh Malaikah, told the company's 6th 
shareholders general meeting in 
Manama that the favourable economic 
growth in the Gulf and the Middle East 
during 1993 resulted in a steady flow of 
foreign investment in the region. This, 
he said, encouraged the private sector in 
these countries to achieve greater 
heights. 

The meeting decided to distribute profits 
to the shareholders on the basis of seven 
per cent of the paid-up capital. 
The financial year ending February 1994 
also saw an increase in total company 
assets which rose by 70 per cent and this 
was attributed to improvement in 
performance. Investment portfolio grew 
to $328.15 million against $173.5 
million during the same period last year. 
Equity capital, through ten issues floated 
for subscripdon, brought in funds of a 
total nominal value of $160 million in 
value and were fully subscribed. 

The company's leasing operations, 
murabaha operations, participation in 
investment operations, stock portfolio 
and investment in sister companies also 
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continued to grow, tlie statement said. 

In June 1993 Al-Tawfeek Co. for 
Investment funds of Bahrain and A l -
Amin Co. merged resulting in a 70 per 
cent increase in Al-Amin's total assets. 
As of February 1994, the transfer of A l -
Tawfeek assets and liabilities resulted in 
Al-Amin assets growing to $332.44 
million. 

Dr. Malaikah outlined future plans which 
he said the company is intending to 
implement to enhance its performance. 

AI-Rajhi Profits Soar 18 Per 
Cent 

T he profits of Al-Rajhi Banking 
and Investment Corporation, a 

Saudi joint stock company, for the 
first nine months of the current year 
rose by 18 per cent to SR 678.9 million, 
as against SR 573.3 million for the 
same period last year. 
The firm is planning to make wide 
changes in its administrative structure 
which might include the abolition of 
some departments. The administrative 
changes coincide with the company 
stopping the instalment sales of cars as it 
faced difficulties in collection. 

BANGLADESH 

Dhaka to Set Up New Bank 
he Cabinet Committee on 

J[ Economic Affairs of 
Bangladesh has taken a decision to 
establish an Social Investment Bank -
an alternative concept of Islamic 
banking for alleviation of poverty in 
the private sector. 
The bank is intended to implement 
income generating programs for the 
urban and rural poor and will provide a 
profitable investment option for the rich. 
It will cover the banking services and 
projects of the formal, non-formal and 
Islamic voluntary sectors of the 
economy. 

This unique model is authored by 

Professor M.A. Mannan, a pioneer in the 
field of Islamic economics, banking and 
finance. A cross section of Bangladesh 
nationals are the sponsors of this bank 
with a limited govemment share and 
foreign participants. Dr. Abdullah Omar 
Naseef and Dr. Abdu Yemani of Saudi 
Arabia, Dr. Hamid A l Gabid, Secretary 
General, OIC, and other distinguished 
foreign personalities and organisations 
are involved in the project. 

U K 
T slamic Foundation 

holds Second Intensive 
Orientation Course 
Over thirty participants including 
conventional and Islamic bankers took 
part in the Islamic Foundation's second 
intensive orientation course in Islamic 
economics, banking and finance. 

The four day course which took place on 
10th to 13th November was organised in 
conjunction with Loughborough 
University. 

Distinguished speakers included Dr. 
Umer Chapra, senior economic adviser to 
the Saudi Arabian Monetary Agency 
(SAMA), Professor Khurshid Ahmed, 
chairman of the Islamic Foundation, Dr. 
Ziauddin Ahmed, ex-deputy governor of 
the State Bank of Pakistan, Dr. 
Muhammed Elgari, from the Centre of 
Research in Islamic Economics, King 
Abdul Aziz University, Saudi Arabia and 
Dr, Ramadan Abdullah, Tampa 
University, Florida, USA. 

One whole day was given over to the 
subject of Islamic banking. Debates on 
Islamic banking focused in particular on 
the permissibility of the murabaha 
financing, currendy the most popular 
Islamic financing instmment. Dr. Elgari 
in his lecture on Islamic banking told the 
participants that to date, only one Islamic 
bank, Al-Rajhi has announced steps 

towards reducing its amount of 
murabaha trade. "Murabaha financing", 
argued Professor Khurshid, "was against 
the spirit of Islamic banking". "Islamic 
banks need to take research and 
development more seriously, if they are 
built on the achievements already 
made", said Dr. Ziauddin Ahmed, 
"especially in areas of taxation and 
accounting". 

The Islamic Foundation have announced 
plans to hold the orientation course 
annually. Among the recommendations 
made by participants, was that more 
emphasis and practical issues regarding 
Islamic banking should be taught, 
especially by Islamic bankers. 

The Islamic Foundation has also 
announced plans for a 2 research 
scholarships in Islamic economics/ 
banking in conjunction with the 
Department of Economics of 
Loughborough University, which will 
start in the next academic year. 

Banking andlrade 
in the Muslim World 

BAHRAIN 
• Major New Airport Exhibition for 
the Middle East. A major new 
international exhibition dedicated to the 
rapid expansion of airport development in 
the Middle East - Airports Middle East 
Exhibition and Conference (AMEC 96) -
will take place on 13/15 May 1996 at the 
Bahrain International Exhibition Centre. 

The Middle East is the world's fastest 
growing air transport region with passenger 
and cargo traffic rising at the rate of 10% 
a year. Passenger figures are expected to 
double by the turn of the century increasing 
pressure on carriers and airport authorities 
to provide the most comprehensive and up 
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to ted US$25 billion will be spent over the 
next 10 years on airport construction, 
upgrading and renovation. 

Sponsored by Bahrain's Ministry of 
Industry and Development, AMEC 96 
has the additional support of important 
regional organisations including: Bahrain 
Civil Aviation Affairs, Bahrain Airport 
Services, Saudi Arabian Presidency of 
Civil Aviation, Kuwait Airport Services 
Company, Arab AirCarriers Organisation, 
Gulf Air and Kuwait Airways. 

The exhibition wil 1 feature the latest airport 
technology and equipment from around 
the world including airport design and 
construction; passenger, baggage and 
cargo handling; aircraft handling; airport 
security; air traffic control; safety; 
maintenance and associated services. 
Running alongside the exhibition will be 
a specialist conference drawing on the 
expertise of acknowledged experts in the 
field of airport development with particular 
emphasis on the requirement of the region. 

Bahrain is the logical location for AMEC 
96 due to its emergence as the hub of 
Middle East aviation playing host to 40 of 
the world's leading airlines. A new $100 
million passenger terminal was recently 
opened at Bahrain International Airport to 
accommodate passenger traffic which, 
soared at the rate of 13% a year, confirms 
Bahrain's status as the fastest growing 
airport in the Gulf 

MALAYSIA 
• Malaysia's Network Linked With 
US Malaysia's integrated services digital 
network (ISDN) is now linked with the 
United States. The link is the third after 
Japan and Singapore. 

Chief Minister Dr. Koh Tsu Koon said the 
link would provide a more effective 
telecommunications network between 
Malaysia, the United States and other 
parts of the world. 

"Teleconferencing between Malaysia and 
other parts of the world would help 
multinational corporations in Penang 
increase efficiency", he said when 
launching the Malaysia-US link. 

PAKISTAN 
• PIA Reports Growth At Year's 
End. The Board of Pakistan Interna
tional Airlines (PIA), have declared an 
operating income of Rs. 918 Million for 
the financial year 1993-1994, as against 
Rs. 623 million in the previous financial 
year, at a meeting held at PIA head 
office, Karachi, Pakistan. 
The PIA Board of Directors also ap
proved a dividend payment at the rate of 
10% to the shareholders in the form of 
bonus shares. 

Operating revenues for the year 1993-94 
was RS. 23, 631 million, as against Rs. 
21,970million for the previous financial 
year. Operating expenses were Rs. 22,713 

million as against Rs. 21,347 million in 1992-
1993. 

The airline achieved a growth rate of 7.56% 
in operating revenue. On the expenses side, 
the rate of increase was lower at 6.4%, as a 
result, the operating income increased from 
Rs. 623 million in 1992-1993 to Rs. 918 
million in the year to 1994. 

• Banking Sector on "Very Sound 
Footing". The banking sector has emerged 
leaner and meaner after learning the lessons 
from the recession during the mid 1980's. It 
is now on a very sound footing, with a low-
risk profile, says an indepth review on the 
Malaysian banking sector. 

Apart from achieving record-breaking profits 
last year, Jardine Fleming's review called 
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"Malaysian Banks", said the banks have 
also cushioned themselves well against most 
foreseeable risks, as reflected in: A marked 
improvement in the percentage of non-
performing loans (NPL) to 12 per cent 
from 33 percent in 1988; 

Total loss reserves amounting to 73 per 
cent of total NPLs; 

Capital adequacy ratio of 11.4 per cent last 
year, well ahead of the eight per cent 
minimum requirement under Basle 
standards; 

The property sector accounts for only about 
29 per cent of total loans at the end of the 
end of June 1994, compared with 43.9 per 
cent in 1984; 

Even though lending secured by shares is 
restricted to 10 per cent of the total loans 
portfolio for commercial banks, this 
percentage remains low at three per cent. 
Pesaka Jardine Fleming's research analyst 
Angle Ang said the sector was now on 
"very sound footings". 

• Two-Tier Banking Regulatory System. 
A two-tier regulatory system in the 
Malaysian banking sector has taken effect 
on December 1, 1994 with seven 
commercial banks being allowed to 
undertake a new activity and conduct their 
operations in a more liberal environment. 

The seven designated banks will constitute 
the "first tier", while the others will continue 
with their operations. The first-tier banks 
are: MalayanBank,BankBumiputra, Bank 
of Commerce, Development and 
Commercial Bank, Hong Kong Bank, OCB 
Bank and Public Bank. 

These banks can operate foreign currency 
accounts, for the purpose of retaining a 
portion of export proceeds in foreign 
currencies, of up to RM 5 million per 
exporter, subject to average monthly export 
receipts, said Bank Negara Governor, 
Ahmad Mohd Don 

SAUDI ARABIA 
• Agricultural Loans. The Asir 
Agricultural Bank has extended 664 loans 
amounting to some SR 41 million (£7.5 
million) during the past 18 months. The 
bank financed several agricultural projects 

during this period including a honey farm 
with an annual capacity of 12.5 tonnes. 
• New Factories Planned. TheJeddah-
based Astra Group is planning two facilities 
to manufacture Alkane and sulfonic acid. 
The Alkane factory will be established at 
Yambu and will have an annual capacity of 
70,000 tonnes. 

The group is now negotiating with Saudi 
ARAMCO for raw materials. The two 
products are vital for many important 
industries in the Kingdom especially those 
concerned with shampoo, soap and washing 
powder. 

UK 
• Money Laundering in the U K . 
uspicious banking transactions in the United 
Kingdom which totalled 12,736 in 1993 
are now 50 times the number initially 
predicted, according to a book on "Money 
Laundering in the UK", just published by 
the Police Foundation. 
Funded by the British Bankers Association, 
accountants Price Waterhouse, and 
solicitors Wilde Sapte, the Police 
Foundation study is the firstmajorempirical 
evaluation in the world of the impact of 
reports of suspected money-laundering on 
the investigation and apprehension of 
serious crime: principally dmgs and fraud. 
According to a press release of the Police 
Foundation, the research was undertaken 
over a two year period by Dr. Michael Levi, 
Professor of Criminology at the University 
of Wales College of Cardiff 
The Press release said: 

Reports by banks, building societies and 
other regulated bodies of "suspicious 
transactions" - which at 12,736 in 1993 are 
now 50 times the number initially predicted 
- seldom provide information that would 
enable the police or customs to mount a 
surveillance operation on a target offender. 
The information does help to build up a 
profile, and multiple reports on the same 
person or on connected personsmay trigger 
more detailed investigation. 

Analysis of some past large cases showed 
that it was very rare, even in retrospect for 
major fraudsters' financial arrangements 
to look obviously "wrong". 

Approximately four in every thousand 
reports have triggered off new 
investigations or have made a crucial 
impact on existing investigations, although 
some important cases have been generated 
by them and traffickers have been forced 
to store and courier out significantly more 
cash than was the case before the money-
laundering regulations were introduced 
and enhanced, making them more 
vulnerable to surveillance and asset 
forfeiture. 

Among the many recommendations put 
forward were: 
Closer monitoring by regulators of 
differences between institutions in 
reporting levels and practices. 
More technical assistance in tracking 
financial movements and in detecting 
which transactions are more likely to be 
laundering. 
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