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With a foreword by HRH Prince MohaiTuned 
Al-Faysal Al-Saud, Chairman of the 
International Association of Islamic Banks, the 
monumental Encyclopaedia involved years of 
painstaking research and preparation. 

The 464-page Encyclopaedia deals with the 
concept and evolution of Islamic banking as well 
as its operational problems and prospects. It 
also contains a comprehensive survey of Islamic 
bairks the world over. 

The valuable reference book, published by the 
Institute of Islamic Banking & Insurance, 
London, contains in-depth articles by 
distinguished scholars and jurists. 

The Encyclopaedia is divided into eight 
sections dealing with various aspects of the 
Islamic economic system, namely:-

• Concept, Theory and Evolution 
• Operations 
• Investment and Insurance 
• Inter-bank Relations 
• Experiences 

• International Groups and Organisations 
• Research and Co-ordination, and 
• International Survey of Islamic Banking 

Institutions 

Among the topics discussed are: Islamic Law 
and Finance; Role of Islamic Banks in 
Development; Role of the Religious Boards; 
Characteristics and Structure of an Islanuc 
Bank; Financial Accounting: Mobilising and 
Utilising Funds; Ijara; Venture Capital; Islamic 
Unit Trusts; Stock Exchange Transactions; 
Conversion of Interest-based Banking to Islamic 
Interest-free Banking; Islamic Investment; 
Islamic Insurance; Regulatory Control of Islamic 
Banks by Central Banks; Experiences in Iran, 
Pakistan and Sudan; the Role of the Islamic 
Development Bank, Dar Al-Maal Al-Islami 
Group and Tlie Albaraka Group; the 
International Association of Islamic Banks; 
Institute for Islamic Banking and Insurance. 

The Encyclopaedia is priced at £150 -t- p&p*. 
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C O M M E N T 

Cultivating a Service Culture 

I In an era of Citizens Charters and service audit, it is 
perhaps not surprising; that customers expect more 
from institutions such as banks, companies and 

utilities. 

In John Major's Britain, forinstancc. if ti-ainsdre repealedly late, 
delayed or cancelled, customers can expect reasonable 
compensation for this inconvenience. In ihe privatised utilities 
such as gas and electricity, price reductions and other benefits to 
the customers are .sometimes imposed by official watchdogs, 
who might deem these utilities making excessive pnifits and 
unduly rewarding senior executives. 

Even in banking, complaints ab<.)ut the excesses of banks can be 
put to the Banking Ombudsman. The financial services sector 
also has other regulatory bodicsto make sure that they stay within 
the rules of the game. What has been evolving alongside the 
privatisation blitz in the industrialising countries is a new service 
culture.albeitsome institutions have hadtobe dragged screaming 
to adopt it. 

The service revolution which seems to be sweeping the 
industrialised countries, in the specific sector of financial services, 
especially regarding response time, full disclosure of fees and 
commissions, and professional conduct of stafT. has largely not 
touched the Islamic banking sector, which still operates in a 
world of its own. 

That there is a need for standards, is not in dispute, says 
Mohammed Al-ShrcK)gi of Citibank inBahrain. "Over the years 
western and conventional banks, as they expanded into the 
international boundaries, learn and sometimes in a painful way. 
the necessity of establishing high banking standards in terms of 
control, ethics and professionalism. The world of Iskimic ilnance, 
as they too grow internationally, can adopt or develop similar 
standards." he told an islamic bankmg conference in Bahrain in 
October last year. 

Unfortunately the situation in Islamic banking is very different 
to that in conventional banking, which has evolved a service 
culture for decades, continuously incorporating new ideas as 
new regulatory and varying circumstances demand. 
In Islamic banking.a uniform service culture, despite the declared 
universality of the Islamic banking message, has not been 
developed for various reasons. As a number of Islamic bankers 
themselves complain there is hardly any consensus on Shariah 

interpretations; on some financial instruments; on common 
terminology; on common accounting standaî ds; on recruitment and 
training and so on. 

ITiere is also a suspicion that Islamic bankers are not 'real' bankers, 
with the thorough training and educational background needed to 
work for say Citibank or Barclays etc. Indeed, there are people 
managing Islamic banks today who do not fit this description. Some 
are development bankers as opposed to commercial bankers. 

There are others still who work for Islamic banks purely on the basis 
of "patronage' appointments, with very little knowledge of both 
banking let aionc Shariah a.spects of Islamic financial management. 
Then there are tliose who come from the conventional banking 
sector determined to narrow the gap between the two systems, only 
toreali.se that despite their knowledge of conventional banking, they : 
stand heavily exposed on the rubrics of Islamic banking, 

On the other hand Islamic bankers say that their system is unique and 
should not be compared with the conventional system. This may be 
a valid point, but wc arc not talking about the system per sc. We are 
talking about the service culture ol' .scientific modem banking -
whether it is practised on conventional lines or Shariah profit-and-
loss (PLS) principles. 

If aconventionalbankercan respond to aproposalfromaprospective 
client promptly and politely, why can't an Islamic banker similarly 
do so? Why do prospective clients get the impression that when they 
approach the Islamic hank for financing, then it is the bank that is 
doing the client a favour? 

I have yet to sec an Islamic biiik declaring a service charter to 
customers aimed at cutting back bureaucracy, offering compensation 
in cases of neglect and delay, giving assurances on response times. 

Ver>' often what seems to be part of the in-house structure of 
management and risk control, is ver>' often bureaucratic delays due 
to poor organisational structure and lack of decentralisation and 
delegation of responsibilities. 

Tliis is largely due to the ownership structures of Islamic financial 
institutions which in their present structure encourages secrecy, and 
a lack of disclosure and transparency. Many Islamic bankers are .still 
largely family-owned or owned by a group of entrepreneurs. What 
IS needed is a massive injection of public subscription of the shtvres 
of Islamic financial institutions to enforce greater transparency and 
disclosure, without which an islamic banking service culture would 
not effectively evolve. 
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Profit Boost for FIBB 

• 1 aisal Islamic Bank 
of Bahrain (KIBU) 

J L continues its impres
sive ;;rowth with record pniiils 
for the fiscal year ending I)e-
cemher 1994 and according to 
its President Mr. Nabil Nassief. 
the l)ank has embarked on a 
t h lee prong straf egjfor growth 
for the next few years incorpo
rating human resources devel
opment, banking technology 
inntnation and product spe
cialisation. 

The hank, as such, has estabhshed 
two new subsidiaries in Bahrain -
Faisal Securities & Financial Services 
WLL and advanced Technologies 
and Services WLL, which started 
operations in January this year. 

FIBB which is a flagship subsidiary 
of the Geneva-based Islamic financial 
institution Dar Al-Maal Al-Islami 
( D M I ) , is headed by Prince 
Muhammad al-Faisal. At the annual 
general meeting (AGM) of its 
shareholders and board in Bahrain in 
March, it reported profits after tax 
and provisions of $16.1 million for 
1994 - up by an impressive 46 per 
cent on the $ 11 million reported for 
the fiscal year of 1993. 

FIBB whose shares were listed on the 
Bahrain Stock Exchange (BSE) from 
December last year, performed 
equally well in other indicators, 
underlining a trend that Islamic 
banking seems to be enjoying a good 
run, especially in the Gulf region. 
The 1994 results represent a return 
on capital of 23 per cent and a return 
on average equity of 18.2 per cent 
respectively. The A G M . also 
approved the distribution of total 
dividends to shareholders of $7.7 

million for the year. 

According to the Bank's latest annual 
report, total assets at the end of 1994 
totalled $416.72 million - up on the $273.09 
million in 1993. However, funds under 
management decreased slightly to $1.12 
billion in 1994 from $ 1.2 in 1993, perhaps 
indicating growing competition for Islamic 
funds especially in acentre such as Bahrain, 
which has the largest concentration of 
Islamic banks in the world, albeit mainly 
offshore banks. Shareholders' funds 
increased fi-om $84.82 million in 1993 to 
$92.91 million last year. 

Customer accounts on the other hand 
increased modestly from $31.7 million in 
1993 to $34.08 million last year, following 
the issuing of a commercial onshore 
banking licence to FIBB by the Bahrain 
Monetary Agency (BMA) in late 1993. 
Whether FIBB has any plans to expand its 
local onshore retail banking services is not 
clear. 

If it does enter this market it should be a 
welcome competition to Bahrain Islamic 
Bank (BIB), which hitherto has been the 
only onshore Islamic financial institution 
on the island enjoying a virtual monopoly. 
This will, to a large extent depend on the 
BMA, to which FIBB has applied to open 
two more onshore branches. 

During the year 1994, FIBB disposed of 
the assets, liabilities and business of its 
three Pakistan branches to the newly-
established Faysal Bank Limited (FBL), 
but acquired 60 per cent of FBL's issue 
share capital. The remaining 40 percent of 
the equity totalling 1.3 billion rupees was 
fully subscribed by the Pakistani public. 

FIBB has also increased its investment in 
the Islamic Trading Company (ITC) EC 
from 20 per cent to 24 per cent and has 
acquired a 40 per cent equity stake in the 
Faysal Investment Bank of Bahrain 
(formerly the Islamic Leasing Company 
of Bahrain EC). 

The Bank has also restructured its activities 
into three divisions - commercial banking; 
merchant banking; and corporate finance. 

The activities of these divisions include 
fund management (which comes under 
merchant banking), leasing funds and 
other investment funds. These total 
some $250 million. One leasing deals 
involves an aircraft deal totalling $60 
million for Garuda, the Indonesian 
national airline. 

FIBB in March also arranged its 
eleventh six-month Murabaha (cost-
plus financing) faciUty for $ 1 (X) million 
for the Cotton Export Corporation of 
Pakistan (CECP). To date, FIBB has 
arranged 23 assorted Murabaha 
syndicafions totalling $2,150 miUion 
over the last decade or so, mainly for 
export and lease financing for Pakistani 
state enterprises such as CECP, the 
Rice Export Corporation of Pakistan 
(RECP) and the National Oi l 
Company. These syndications 
attracted over 56 Islamic financial 
institutions and conventional banks. 

The Bank expects to continue its 
leading role in this field and according 
to Mr. Nabil Nassief, FIBB is set to 
widen the country risk of such 
syndications to include markets such 
as Malaysia, Egypt, Indonesia and 
Turkey. "We have done a syndication 
in Turkey, and for the last two years 
have been trying to get into Malaysia. 
But the market is highly competitive 
there. In Indonesia we have something 
in the pipeline. We have $400 million 
tied up in Saudi Arabia, but we haven't 
been publicising it. We see a big future 
for risk capital in Saudi Arabia and the 
Gulf in general", explained Mr. Nassief 
to 'New Horizon'. 

FIBB has been criticised for having 
too greatariskexposure to one country 
- namely Pakistan. But as one official 
put it, all the Murabaha facilities carried 
the guarantee of the State Bank of 
Pakistan. After some 23 syndications, 
there has never been any problem 
regarding country risk even during the 
days of military rule under General 
Zia Ul Haq, who was an ardent 
supporter of Islamic banking. 
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F E A T U R E 

Competitive Pricing of Islamic 
Financial Products 

As more players enter the Islamic banking market, a healthy competitive environment will lead to greater 
efficiency and reduced margins argues Warren Edwardes, Managing Director of Delphi Risk 
Management. 

C onventional wisdom states that 
Islamic Banking in its present form 
dates back to the late 1970s, the 

theme however is not new. Usury was an 
issue 400 years ago in Europe. In 
Shakespeare's Hamlet, a Danish father 
advised his son:" Neither a borrower nor 
a lender be; for loan oft loses both itself 
and friend and borrowing dulls the edge 
of husbandry.". In a Venetian setting he 
wrote about how a money lender 
demanded his "pound of flesh". Even 
before the advent of Islam, in Roman 
times, Horace wrote: "Happy the man 
who far from schemes of business, like 
the early generations of mankind, ploughs 
and ploughs again his ancestral land with 
oxen of his own breeding, with no yoke of 
usury on his neck" 

Competitive advantage is a function of either 
providing comparable buyer value more 
efficiently than your competitors - providing 
a product or service at low margins; or 
performing activities at comparable market 
costs but in unique ways that create more 
buyer value than competitors and, hence, 
command a premium price - product 
differentiation. Price can be defined as value 
plus a reasonable sum for the wear and tear 
of conscience in demanding it. 

A traditional non-Islamic financing product 
involves the lending of principal for interest. 
The LDC debt crises of a decade ago and 
continuing problems in many if not most 
African countries shows that interest 

From left to right: the speaker of the April lecture on Islamic Finance. Warren Edwardes, Managing 
Director of Delphi Risk Management: the Chairman, Jeremy Martin. Partner at Trowers & Hamlin: Ali 

Hassan Ali, Director General of the Institute of Islamic Banking and Insurance 

servicing can soon overwhelm a nation's 
GNP. Banking principles are confused 
with interest - self interest. 

Nevertheless, many Islamic banking 
products are really not so very different 
from some banking products available in 
the conventional market. Islamic products, 
like non-Islamic ones, produce either a 
fixed pre-determined return for the 
investor in, a Murabaha or Ijara form - or 
a return depending on the performance of 
the underlying business, in a Musharaka 
or Mudaraba, which in the West one 
might call venture capital or equity 
investment. Last month, at the Institute of 
Islamic Banking and Insurance, Iqbal 
Ahmed Khan of The Islamic Investment 

Company of the Gulf (IICG) discussed 
how IICG was creating a fund of stock-
market listed Islamically-ethical 
investments. Ethical "green" investment 
funds in the West have also been 
established and provide a comparison. 

Clearly, i f the products have close substitutes 
in the conventional banking world, 
significant product differentiation does not 
exist. The Islamic bank's clients will see a 
large premium over a Western near-
substitute and demand a lower price or 
better performance - or more than likely 
there will be new entrants to the market -
both Western and Islamic. 

The past few months have shown clear 
evidence that markets are increasingly 

4 May :995 NEW HORIZON 



F E A T U R E 

global. Turbulence caused in the Mexican 
markets can have an effect on markets as far 
away as Thailand and Indonesia. Funds are 
increasingly foot-loose and move in search 
of value wherever opportunity shows itself. 
Only a short while ago, the South African 
bond market was in a world of its own. With 
the opening of markets, Rand interest rates 
now track interest rates in the rest of the 
world. 

News and information travels fast. This is 
the age of the information superhighway. 
Financial products will soon be available 
throughout the world via the Internet. 
Barclays Bank has a World Wide Web page 
and so has Fidelity. First Mortgage Securities 
has just closed its first mortgage through the 
Net. It would not be too surprising if early in 
the next millennium, the largest financial 
institution in the World turned out to be not 
Tokyo Mitsubishi or some other product of 
Japanese or US bank mergers - but Microsoft 
Bank. Islamic investors in the Gulf could be 
buying financial products from Malaysia, 
the UK or the US directly from their 
computers and satellite-linked modems. 

Nevertheless, cultural differences do exist. 
The retail market is traditionally parochial. 
The only major foreign retail banks in the 
UK are Australian or Irish. National Australia 
Bank has retained the regional names of 
Clydesdale and Yorkshire Banks. British 
banks have generally had disastrous results 
in the US and patchy results in the rest of 
Europe. Citibank, a firm that has recently 
announced it will be opening an Islamic 
bank in Bahrain, experimented with a retail 
network in the UK some 20 years ago -
without much success. 

Margins will fall through competition. Fixed 
rate home mortgages were introduced to the 
UK market some six years ago. Initially 
they were a novelty and margins were 
attractive. Now, every bank and building 
society is offering them. The same happens 
in thecapital markets. US Commercial Paper 
issued by prime corporates was issued at 
200 basis points below LIBOR in the early 

1980's. The margin below LIBOR now 
would be about 25 basis points. Islamic 
banking is like any other banking business 
and the same market forces apply. Profit 
margins fall as new financial institutions 
enter the Islamic banking market. 

Of course, a devout Muslim may wish to 
invest in an Islamic fund. Otherpolitically-
sensitive Muslims may wish to be seen to 
be investing in Islamic instruments. They 
would be prepared to sacrifice some retum 

returns and service offered by Delphi's 
client over the Islamic banks, combined 
with the prime rating of the bank proved 
very attractive to Muslim private clients 
and businesses. What helped, of course, 
was the fact that whilst interest was taxed in 
that jurisdiction, capital gains was not. 

Fairly or unfairly. Western Banks are 
regarded as better credit risks than Islamic 
Banks. It is incumbent on Islamic banks to 
reduce their costs and improve customer 

'1 

Participants at the April lecture 

for the privilege. However, the market is 
no longer in its infancy. Bankers from 
Western insUtutions compare returns 
directly with returns on haram 
investments. Competition has already 
reduced the returns on Islamic products. 
An Islamic bankcannot take its clients for 
granted. 

Delphi Risk Management introduced 
Islamic retail products for a South 
African client - a major "Western" bank. 
The local Islamic banks were providing 
low retums in an environment where direct 
comparisons with conventional banking 
products could be made. The superior 

service. They do not have a captive 
clientele. 

Costs are a function of overheads and the 
pricing of risks. Overheads can be 
streamlined through business process re-
engineering. Risks have to be identified and 
measured. Risks can take anumberof forms. 
The following list, is by no means 
exhaustive: 

Accounting: In most countries in the world, 
there is a tradifion of legitimate tax 
avoidance. In some countries, evasion is the 
norm. Several sets of accounts are kept. 
Profits are understated. How does an Islamic 
bank gain the true retum on a profit-sharing 
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investment? 

• Competitive risks: The risk that the 
bank's new product is copied and business 
is transferred to a competitor. Financial 
products cannot be patented - or can they? 

• Counterparty risks: As with conven
tional banking but with the added risks of 
lack of a mortgage or specific or general 
charge over assets and weak enforceabil
ity. 

• Country: Many of the Islamic clients 
are in emerging markets or in politically 
unstable zones. 

• Credit: A detailed analysis of the 
clients accounts prior to investment may 
not be possible. 

• Cultural: Can loans be recovered? 
Does the debt have to be forgiven? Are late 
repayments permissible? 

• Currency: The strongest "Islamic" 
currencies are linked to the US Dollar. Not 
exactly a strong currency these days. 
Currency forward markets in such 
currencies may not be liquid. In any case, 
some Shariah boards may not approve of 
forward currency hedging. 

• "Interest" rate: In a world of free 
information, the market interest rate is 
inevitably going to be used as a benchmark 
for fixed retum transactions. Variations in 
global and local interest rates have an effect 
on the value of the transactions. Early 
repayment could lead to a loss of value. 

• Image: Customers may be dissatisfied 
if the retums on investments prove inad
equate or that they have been charged ex
cessive rates. Witness the effects on Bank
ers Trust following the sale of leveraged 
swaps to Proctor & Gamble and Gibson 
Greetings. 

• Legal: Even if loan recovery is 
culturally possible, is debt recovery legally 
enforceable? Clearly in a Profit & Loss 
Sharing transaction, this is not possible. 

• Liquidity: Can assets be realised to meet 

calls from investors? Investments are 
made in commodities for liquidity pur
poses by some Islamic banks - but liquid
ity also requires price stability of the liquid 
asset? 

• Operational: Are the internal controls 
adequate? 

• Regulatory: How does the lack of 
short-term interest bearing investments 
square with regulatory requirements. What 
is the appropriate risk/asset ratio for a 
portfolio dominated by equity-type in
vestments? 

• Shariah: Could the transactions be 
deemed haram after initially deemed halal. 

• Tax: Is VAT payable on Murabaha type 
transactions? Banks cannot generally 
recoverthe full VATin many jurisdictions. 
Banking transactions are often regarded as 
exempt from VAT and not zero rated. 

The probability of losses due to these risks 
must be evaluated and incorporated into 
the pricing of the product. 

A common theme at Islamic banking 
meetings and conferences is the need for 
greater innovation. Bankers, Islamic and 
Western, should apply more creativity in 
the creation of products that meet the 
genuine needs and demands of Islamic 
investors and borrowers. During the Prince 
of Wales Innovation awards for 1995, the 
winner said: "we were prepared to listen to 
the marketplace and then look at the things 
we were good at and then put the two 
together". 

The successful purveyors of Islamic 
financial products, they may be Western 
ones, will be those which are the first to 
idenUfy the emerging and evolving needs 
of the Islamic consumer and to offer product 
improvements which satisfy those needs. 
Banks should seek out buyers with the 
most difficult needs - they will become 
part of the firm's research and development 

programme. 

Trends wil l have to be spotted early. The 
successful Islamic bank will be the one that 
leads the market having identified the trend. 
Even if the bank is on the right track now in 
providing a range of Islamic products, it wil l 
simply get run over i f it just sits there. 
Competifion is inevitable and is healthy. It is 
only when you are pursued that you become 
swift. And don't worry i f a competitor 
imitates you; i f he follows your tracks, he 
can't pass you - but keep one step ahead. 

At a certain point, however, compefitive 
pricing becomes unprofitable pricing - that's 
when the Islamic banking sector has to 
reduce costs further on the product, look for 
a government subsidy, tax break or 
regulatory controls. Certain priority sectors 
in Pakistan, for example, are allowed 
favourable rates. 

The best way is not to over-focus on defence. 
Attack the market vigorously through 
innovafion. Understand your customers 
needs and move on to a fresher, more 
appropriate, more profitable Islamic 
financial product. 

3 rd Annual Event 
I S L A M I C B A N K I N G & 

F I N A N C E S U M M I T 

Kuala Lumpur 
June 20-21st 1995 

Istana Hotel 

Organised by 
Centre for Management 

Technology 

Contact Kuala Lumpur Office 
for Summit's registration and 

information. 

Tel : 603 264 7322 
Fax: 603 264 3393 
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Marketing Strategies For Islamic 
Financial Products 

In the final in a two-part series, Dr. Rodney Wilson looks at the potential impact of market research on 
pricing and product management of Islamic banks, and examining the ethics of marketing. 

M arket research is the major 
means of scanning the 
environment to determine 

where particular products are likely to 
be acceptable. The standard literature 
on environmental scanning includes as 
one feature defining market 
segmentation, but there are others. 
Islamic banks serving domestic retail 
markets find that the services used 
depend on the clients income, 
occupation, level of education, age and 
family position. Institutions serving a 
number of Muslim countries may find 
that each market has its particular 
characteristics reflecting ethnic and 
social differences in spite of the common 
religious values and beliefs of its client 
base. Political, fiscal, economic and legal 
factors are determined nationally, not 
for the Islamic world as a whole, which 
implies considerable diversity in 
financial product provision. 

International marketing intelligence 
involves the systematic gathering, 
recording and analysis of data on particular 
markets, so that the bank can decide which 
market to focus its efforts on, the entry 
strategy, and how to build a client base. 
Intemational marketing can be reactive, 
where questionnaires are used or in depth 
interviews to collect primary data, or 
alternatively it may be non-reactive, where 
existing secondary data is used, which will 
not usually have been collected by the 

bank itself. The A l Baraka group, when 
deciding which of the republics of the 
former Soviet Union in which to establish 
a presence, had to take account of the 
relative sizes of the Muslim populations, 
per capital income levels, economic 
development prospects, the stability of 
the potential host countries and the attitude 
of the authorities to the entry of an Islamic 
bank to their market for banking services. 
Khazakistan was chosen in view of its 
large size, political stability, the positive 
attitude of its government and its rich 
natural resource base. 

Islamic banks have to make decisions 
about how to provide their services, 
which involves determining the location 
of their head offices and planning the 
number and distribution of branches. 
For banks serving a domestic market, 
the national capital or the leading 
commercialcentre is usually the favoured 
headquarters site, even though premises 
may be more expensive to acquire and 
maintain in such locations. Where direct 
personal contact with clients is essential, 
this implies the necessity of a physical 
presence. Building up a branch network 
is the obvious way of achieving this, but 
this can be costly in terms of staffing and 
premises. 

Decisions have to be made about the level 
and range of services to be provided by 

each branch. Acceptance of all forms of 
deposits is usually devolved to each branch 
as well as the provision of withdrawal 
facilities. Personal financing for small 
amounts may also be arranged locally, 
including modest Murabahas to facilitate 
wholesale orretail trade. Standard Ijaraleasing 
contracts may also be authorised. Most equity 
participation arrangements on a Murabaha or 
Musharaka basis have to be approved by the 
head offices. This is because they involve the 
Islamic bank taking on risks with respect to 
its retums, and not merely the risks associated 
with repayment default. 

For Islamic banks primarily involved with 
personal clients of high net worth and large 
intemational trade financing deals, most 
matters will usually be dealt with through the 
head office. Personal contact is maintained 
either by the clients visiting the bank from 
time to time, or by the bankers visiting the 
client where the business is on a significant 
scale. Day to day communication is 
maintained by telephone and fax rather than 
email as Islamic banks, like other banks have 
been reluctant to use the Internet, because of 
worries over the security of open access 
UNIX systems. Extending computerised 
banking systems to provide direct screen and 
keyboard access to business clients with 
appropriate links may well become more of 
an issue for Islamic banks in the future. Many 
Western banks already provide such facilities 
to enable clients to check their account 
balances, make deposits and withdrawals 
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and send messages. 

There can be lit t le doubt that the 
telecommunications revolution will have 
profound implications for the logistics of 
providing Islamic banking services, just as 
it has for conventional banks. Islamic banks 
with only limited or no branch networks 
may find this becomes less of a handicap 
when competing with convenfional banks 
with networks. Those dealing primarily 
with clients of high net worth or major 
business customers are likely to find the 
advances in telecommunications work to 
their advantage, as such clients are likely to 
have both the facilities and skills to maintain 
on-line links. 

There are of course trade-offs between the 
price a particular Islamic banking service 
is offered at and the quality of the service 
provided. For large deals the bank will be 
able to offer a more highly personalised 
service, but this reflects their own cost 
stmctures as well as their ability to convince 
the client that the service is worth paying 
for, even when the quotation exceeds that 
of their rivals. 

Profitable Islamic banks are not simply 
those that attract business by pricing their 
service at low levels, or those that promise 
the highest retums. It is the quality of 
provision which may matter, and some 
institutions may prefer to provide a quality 
service to low volume market, rather than 
offer a lower quality product at a cheaper 
price on a higher volume basis. The latter 
may not be an especially profitable way of 
proceeding. 

Developing new financing and providing 
an extended range of services can also be 
costiy. Islamic banks have to decide if they 
are to be niche players in terms of the types 
of products provided, or whether they can 
provide a fuller range of services on a fee 
basis in line with conventional banks. They 
of course have to avoid all interest payments 
and receipts as this would constitute riba. 

but many conventional banks are 
increasingly charging customers for many 
of their services on a fee basis rather than 
applying interest. 

Islamic banks function to some extent like 
investment companies, as their savings and 
investment deposits are received on a profit 
sharing basis and funds are often advanced 
through Mudaraba and Musharaka equity 
participation. This means depositors and 
those receiving funding have adirect interest 
in how profitable the bank is, depositors 
through profit sharing and recipients of 
funds because the bank is more likely to 
withdraw from its equity stake i f it needs to 
restore liquidity because of a shortfall in 
deposits. 

This identity of interests is not complete 
however, even for the profit sharers. There 
is still the issue of what proportion of the 
profits to pay to the holders of investment 
accounts. This normally depends on the 
amount of notice they are required to give 
prior to making withdrawals. There is also 
the issue of how profits should be shared 
between the bank and those being funded. 
In other words, withmuchlslamic financing 
the issue becomes one of relative share 
determination, rather than a matter of 
absolute pricing. 

The Al Baraka group, when deciding 
which of the republics of the former 
Soviet Union in which to establish a 
presence, had to take account of the 
relative sizes of the Muslim 
populations,per capitalincomelevels, 
economic development prospects, the 
stability of the potential host countries 
and the attitude of the authorities to 
the entry of an Islamic bank to their 
market for banking services. 
Khazakistan was chosen in view of its 
large sizje,politicalstability,the positive 
attitude of its government and its rich 
natural resource base. 

Islamic finance is inherentiy a matter of 
moral rather than solely monetary values. 
Ethical considerations must be brought into 
theequation.Onequestioniswhetherformal 
marketing methods are themselves ethical, 
especially when they are directed to the 
Muslim population, and seek to appeal 
specifically to their religious beliefs. 
Marketing is basically concerned with the 
promotion of products, including physical 
goods and services such as banking 
products. It is about persuading and 
convincing the potential customer of the 
merit of aparticular product. To what extent 
is this legitimate from the Islamic religious 
stand-point, particularly when it can be 
argued it is interfering with the perceptions 
of the Muslim saver or seeker of funds? 

The promotion of an Islamic financial 
product believed to be fully compatible 
with the Shariah law can of course be 
regarded as quite legitimate, indeed highly 
desirable when the alternative riba based 
service is haram. Furthermore, as has been 
stressed, marketing is an interactive process, 
and is not merely about selling. It involves 
finding out what potential clients want 
through market research, and where the 
customers are Muslims, then their 
preferences should reflect their religious 
beliefs and values. 

This is of course consistent with the 
approach of Naq vi. The interactive element 
is worth stressing however, as customer 
preferences and practices are seldom rigid, 
many may view Muslims who use interest 
based accounts for their financial 
transactions as i l l informed. The marketing 
of alternative Islamic financial products 
can correctthe mis-information which some 
Muslims may be acting upon. 
Marketing is not propaganda. It is very 
different from attempting to brainwash 
potential clients through the application of 
undue pressures which is amoral. Not only 
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should the means of promotion adhere to 
the highest ethical standards, but also the 
material content. Promotional material 
should always be honest about any claims 
it makes. Human errors are of course 
possible, but there should be no attempt to 
deliberately mislead, conceal information 
or otherwise misinform. The promotion 
should be as factual as possible. It is quite 
legitimate to quote expected retums from 
profit sharing deposits however so long as 
it is stressed that these cannot be guaranteed. 
Similarly when advising on equity 
investment, it is legitimate to point to past 
capital gains, so long as it is emphasised 
that these may not be repeated in the future, 
and there is always the possibility of losses. 

If the aim of Islamic financial institutions is 
to build up long term relations with their 
customers based on mutual trust, than proper 
ethical standards are not only desirable on 
moral and religious grounds but also make 

good business sense. Clients are not naive, 
most realise that i f they are seeking high 
retums then there will inevitably be an 
element of risk. What customers do not 
want is uncertainty, especially the kind of 
uncertainty which results from 
misinformation. Good marketingpractices 
aims to increase transparency in 
transactions and business dealings. Indeed 
the task of those involved in marketing is 
sometimes described as the conversion of 
uncertainty, which cannot be measured 
statistically, into risk, which can. Risk 
involves probabilities and deviations in 
financial retums which can be estimated. 
Uncertainty in contrast reflects 
misinformation and not merely legitimate 
business risk. The exploitation of 
uncertainty is like gambling, which is 
forbidden or haram under the Shariah law. 
In contrast taking on business risk is 
legitimate or halal. 

Marketing should be neglected by Islamic 
banks. It can be an ethically acceptable 
approach to increasing the share of the market 
accounted for by ethically acceptable 
financial instruments in the Islamic, and 
indeed non-Islamic world. Islamic banks 
have to consider the development of new 
financial products. In designing these 
however, the needs of the Muslim client has 
to be taken into account, as well as the 
financial practicalities facing the banks 
which are aiming to provide the services. 
Market research is the key to the former, 
which is why it should be viewed as an 
essential tool in any plans for product 
development. 

Dr. Rodney Wilson was speaking at 
the Dubai conference on Islamic 
Finance, held in November 1994. 
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Central Banks & Islamic Banking 

In the final of a three part series, Dr. Farah Fadil, economic adviser to the International Investor discusses 
liquidity techniques developed by Islamic banks as an alternative to the Central Bank discount window for 
use in times of liquidity shortages. 

A lthough non - P / L sharing 
instruments dominate the 
investment policies of Islamic 

banks, questions remain over whether 
depositors face higher risks than 
shareholders, in terms of remuneration. 

It is argued that Islamic banks tend to 
leverage their equity position by attracting 
more investment deposits without creating 
more risk. I f banks are unable to make 
sufficient profit they can avoid paying 
any retums to depositors and if they declare 
losses, depositors will share in that loss. 
Therefore under these conditions the risk 
to depositors will be higher than those to 
shareholders of the bank. It is further 
argued that the PLS system encourages 
banks to respond to the economic cycle by 
reducing investment deposits and 
increasing equity during the downturn 
and vice versa during the upturn, because 
of their ability to pay less to depositors. 
This strategy helps in reducing their 
average cost of funds. Unfortunately, data 
on profit distributions was only available 

for Kuwait Finance House for the period 
1979-1993, and for Faisal Islamic Bank 
for 1991-1993. 

Table 1 Following the collapse of the 
Stock market in 1982, the KuwaitFinance 
House did not pay dividends for two years 
(1984-1985), while depositors did not 
receive returns for one year (1984). In 
1992 shareholders received nothing, while 
depositors received between 4 per cent 
and 6 per cent, and in 1993 depositors were 
paid 6.4 per cent, while shareholders 
received 5 per cent in dividends. 

Dividend distribution for 1983 was an 
exception where the bank paid 20 per cent 
to shareholders out of its reserves. 
However, the 5 - 7.5 per cent profit 
distribution for investment deposits was 
competitive with the market, given the 
interest rate stmcture of the central bank 
and the non-performing loan portfolio of 
the commercial banks in Kuwait at that 
time. It is noticeable that when profits fell 
after 1982, dividends were reduced 
proportionately more than returns to 

depositors. For 1993 the retum to depositors 
kept pace with dividend (cash distribution) 
as well as with the interest rates paid on the 
deposits of commercial banks. See table 2. 

While interest rates on dinar deposits were 
falling during 1993 as a result of the central 
bank reduction in the discount rate, Kuwait 
Finance House's actual remuneration to 
depositors was in line with the official rate on 
savings accounts and higherthan commercial 
banks indicative rates to depositors. 

As for the Faisal Islamic Bank (Egypt), its 
published balance sheet (1991-1993) 
indicates that all net profits available for 
distribution were given to investment deposit 
accounts. In fact, dividend distribution was 
zero and shareholders were given nothing 
for the 3 year period. Retums on deposits 
were in line with interest rates paid on the 
Egyptian pound by commercial banks and 
the payment of these profits was undertaken 
on a quarterly basis. 

The potential impact of the PLS system on 

Table (I): Profit Distribution for KFH 1979-1993 

1979 1980 1981 1982 1983 1984 1985 1986 1987 1992 1993 

Dividends % 10 11.3 15 10 20 nil nil 5.8 6 nil 5 

Rate of return % 

- on savings 6.1 6.75 9 8 5 2.7 3.5 3,6 4 4.25 

- on limited term 8.13 9 12 10.7 6.7 - 3.6 4.7 4.8 5.34 5.67 

- on unlimited term 9.13 10.13 13.5 12 7.5 - 4 5.3 5.4 6 6.38 

Source: KFH, Annual Reports: 1979- 1993 
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Table (2): Comparison between depositor's return at Kuwait Finance 
House and interest-based commercial banks in Kuwait. 
%(1993 

KFH Commercial Banks 

Saving Accounts 4.25 4.5 

More than one month 5.67 5.75 

Unlimited term 6.375 5.75 

Source: KFH Annual report, Official Gazette and commercial banks 
weekly and monthly reports. 

the risk-return profile of depositors, has 
been so far a theoretical possibility. In 
practice, the portfolios of Islamic banks 
tend to favour non-PLS Islamic investment 
instruments. There is no strong evidence to 
support the potential risk to depositors vis-
'a-vis shareholders. The rate of return paid 
on alternative in vestments in the non-Islamic 
sector reflects the financial environment 
within which they operate. Failure to 
recognise the impact of this environment 
would be at the expense of depleting their 
deposit base. 

However, the short-term asset concentration 
in their portfolio was a response to the 
absence of the protective cover of the lender 
of last resort services provided by Central 
Banks. Islamic banks not only resorted to 
low-risk Murabaha, but also had to provide 
for their own emergency liquidity needs by 
developing their own liquidity management 
techniques. 

Central Bank intervention in the currency 
business on behalf of the state is based on the 
need to exclude currency and note issue 
from free trade in order to protect its value 
and to prevent financial instability. 
Accordingly, individual banks were relieved 
from the responsibility of each keeping their 
own reserves. But they did this in the 
unshaken belief that the central bank was 
not going to shut its doors in time of 
emergency. This meant that monopoly of 
currency issue was not enough to achieve 

the goal of financial stability unless the central 
bank stood ready, at all times, to supply 
reserves to the banks. 

It is the "lender of last resort" funcfion rather 
than monopoly of currency production, which 
is the source of its responsibility to the 
currency. Without this protective service, 
the stability of banks and the whole financial 
system is undermined. However the "lender 
of last resort" is not just about rescuing a 
bank at a time of collapse. It is primarily the 
ability of a central bank to introduce a high 
measure of elasticity into the supply of 
reserves on a daily basis, which is absolutely 
vital if the central bank is to exercise effective 
control over amounts of currency and credit 
in the system. 

The lack of such elasticity would reduce the 
central bank to the equivalent status of other 
banks, with a limited credit horizon, and 
undermine the confidence of individual banks 
in their ability to carry out their operations 
without worrying about daily liquidity. This 
is principally why central banks are present 
in the money market of their currencies on a 
daily basis to provide liquidity through a 
variety of methods, such as the discount 
window. 

Because Islamic banks are deprived of this 
protective service, it is essential they maintain 
ahighly liquid portfolio, however detrimental 
to their profitability and their ability to 
compete. In many countries, they have no 
access to central bank reserves, though they 
are required to maintain (compulsorily or 

voluntarily) part of their reserves with 
the central bank. Some central banks 
argue that the facility is available if 
Islamic banks are willing to pay the cost, 
i.e., the rate of interest. This is of course 
unacceptable to Islamic banks. 

Since the late seventies. Islamic banks 
have developed their own techniques 
for the daily management of liquidity in 
co-operation with commercial banks. 
These techniques are based on the 
concept of interest-free deposit 
placement/borrowing by Islamic banks, 
which takes two forms: the point system; 
and the exchange of deposits. 

When using the point system, an Islamic 
bankplaces an amount of local currency 
with a commercial bank for a few days. 
When the Islamic bank needs liquidity, 
it may ask the bank to return the favour 
by lending the Islamic bank an amount 
of their choice but in the currency and 
maturity of the choice of the Islamic 
bank. The amount the bank lends to the 
Islamic banks is related to the value the 
bank attaches to the favour of the Islamic 
bank, which translates into the number 
of points accumulated for the Islamic 
bank as a result of the interest-free 
placements. These points are calculated 
on the basis of the total amounts and 
durations of the interest-free placements 
made with that bank. It is important 
however, to emphasise that neither the 
total number of points nor the number of 
points utilized are made available to the 
Islamic bank. This implies the 
convenfional bank determines the 
amount, while the Islamic bank 
determines the currency, and the 
maturity. 

Exchange of deposits is a similar 
mechanism to the point system, except 
that it is a back-to-back interest-free 
deposit swap and it differs in terms of its 
longermaturity (1 -3 months). Assuming 
that a Islamic bank would like to place a 
interest-free deposit in Kuwaiti Dinars 
for one month, in retum for dollars 
(interest-free deposit) for the same 
maturity, the Islamic bank will seek 
quotes from a number of banks on the 
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amount of dollars they are willing to lend 
on an interest-free basis in retum for the 
Kuwaiti Dinar deposit. The placement 
of Kuwaiti Dinars will go to the highest 
bidder in terms of the maximum amount 
of dollars offered. Commercial banks 
will calculate how much the interest-
free placement is worth to them (in terms 
of prevailing market interest rates), but 
Islamic banks will only compare the 
quoted amounts and choose the highest. 
At maturity, the transaction is reversed: 
the Islamic bank receives its Kuwaiti 
Dinars and the other bank receives its 
dollars in the original amount. 

There is of course, some credit risk, but 
it is the exchange risk at maturity which 
should be considered, particularly since 
Islamic banks cannot hedge as other 
banks do. Though the amounts 
exchangedmay be in favour of the Islamic 
bank, this is not usually the case. These 
liquidity techniques are symptomatic of 
the risks faced by Islamic banks in the 
absence of Centra! Bank protective 
liquidity services which are available 
other banks. In fact, this absence can 
lead to a sub-optimal retum for Islamic 
banks, adversely affecting a large number 
of depositors and this has been intensified 
by the need of maintaining a higher 
proportion of their assets in liquid form. 

Nonetheless it must be stressed that 
these Islamic liquidity techniques are 
being practised on a daily basis in 
Kuwait and other countries and with 
conventional banks. If interest-based 
banks can deal with Islamic banks on 
this basis, there is no obvious objection 
against central banks examining these 
liquidity techniques. 

Two methods have been devised for 
central banks, in dealing with liquidity 
shortages of Islamic banks. These are: 
limited period investment deposits; and 
deposit exchanges. 

The Central bank may place a short-term 
investment deposit with the Islamic bank 
whenever liquidity is required. These deposits 
are suitable for central bank purposes, since 
these carry a known retum and are hquid and 
highly safe because they are short-term, trade-
related and supported by first class guarantees. 
The Kuwaiti experience in this respect, is helpful, 
as the Central Bank of Kuwait has supported the 
banking system with deposit placement since 
the seventies, while a Central Bank law allows 
the Ministry of Finance to place deposits in 
foreign currencies with local banks. 

Central Banks can deal with the liquidity 
requirements of Islamic banks through the 
exchange of deposits. This deposit exchange is 
quite similar to a "swap" as a money market 
product, which does not require extensive 
preparation and training by Central Banks. The 
Central Bank of Kuwait has been helping local 
banks to improve their liquidity management 
through a swap facility as an alternative to the 
discount window, which underlines its ability to 
introduce a larger measure of elasticity in the 
supply of reserves to the banking units. It is high 
time that "deposit exchanges" be considered by 
Central Banks, since it is Islamically acceptable 
as well as being problem-free, for it has been 
practised for over 10 years by Islamic banks in 
co-operation with conventional commercial 
banks. 

This paper has endeavoured to examine two 
issues concerning the exclusion of Islamic banks 
from Central Bank control and assistance: 

• Absence of guaranteed and predetermined 
interest payment on Islamic deposits. 

• The profit-loss-sharing system turns the 
depositor into an equity risk-taker. 

An analysis of the foundation of central banking 
and the rationale for controlling the banking 
system indicates that interest payment on deposits 
were neither a necessary nor a sufficient condition 
for regulating banks. That control is founded on 
one important assumption, namely the inherent 
instability of money unless put under public 

control. 

It has been shown that there is nothing of 
significance about Islamic banks which 
would qualify them to be excluded from 
central bank control, since their deposits 
possess the same money properties as 
deposits of other banks. They are capable 
of influencing general equilibrium 
through prices and savings/expenditure 
decisions, particularly in view of their 
weight in the national aggregates in their 
economies. 

As for whether depositors are becoming 
equity risk-takers, it seems that high risk/ 
high retum Musharaka transactions do 
not feature prominently in the portfolios 
of Islamic banks. From the limited 
evidence provided. Islamic banks are not 
heedless risk-takers, since they responded 
to the restrictions imposed on them by 
selecting a portfolio dominated by liquid 
and less risky Islamic investment 
instmments. 

Islamic banks also responded to their 
exclusion from the Central Bank 
protective cover by developing their own 
liquidity products, which has helped them 
overcome unexpected reserve pressures, 
but has exposed them and their depositors 
to adverse competition in the money 
market. Leaving Islamic deposit-takers 
unregulated and outside the protective 
net of the Central Bank, is not consistent 
with its responsibility towards the 
currency and the maintenance of financial 
stability. 

Islamic liquidity products should be 
adopted and/or modified by Central 
Banks as official instruments for dealing 
with reserve shortages of Islamic banks. 
However, Central Banks are in need of 
advice on Islamic finance, either from 
the Ministries of Religious Affairs or 
from a special Shariah committees, whose 
first duty is to ascertain that these banks 
are conducting their business without 
violation of their Articles of Association. 
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Bank Markazi Iran 

I ran has come to the end of its 
first five year plan, aimed at 
liberalising bank deposits and 

lending rates whilst also seeking to 
create new markets for government 
debt. The most sensitive and vital stage 
of this process was last year's 
unification of the exchange rate, 
highlighted in the annual review of 
Bank Markazi for 1993-1994. 
The report states "wi th the 
unification of the exchange rate, 
certain measures were adopted in 
balancing the government budget, 
structural adjustments in the monetary and 
banking sector, expansion of non-oil exports, 
expansion of private ownership and 
privatisation. Moreover, attempts were made 
in the area of streamlining the production 
process in order to create more favourable 
ground for investment." 

Falling oil revenues and reduction in foreign 
exchange revenue generated a counter-
pressure for these efforts. The report drew 
attention to problems of "... political 
pressures and non-co-operation of 
international financial markets..." Despite 
these problems, the bank stated progress has 
been made. 

Preliminary estimates show a gross domestic 
product growth of 5 per cent, giving a 7.3 
per cent average for the five year plan, only 
0.8 per cent short of the target level of 8.1 per 
cent. The average was boosted by the years 
1989 - 1991, when GDP growth hit double 
figures (12.1 per cent and 10.9 per cent 
respectively). 

Over the year, largely as a result of the 
exchange rate unification, the government 
budget increased dramatically. Total 
government revenue more than doubled 
and expenditure increased by 1.9 fimes 
compared to the previous year. The ratio of 
budget to GDP increased from 16.6 percent 
to 22.2 per cent over the year. 

Government revenues amounted to RIs 
20,251 billion, over two-thirds of which 
was from the oil sector which contributed 

RIs 14,683 billion. Taxation accounted for 
RIs 4,062 billion, and other sources made up 
the rest. The oil sector contribufion rose 
whilst tax and other revenue sources fell. 

From the beginning of the account period, 
the administrafive allocation of foreign 
exchange and exchange budgeting was 
abandoned, and a floating exchange rate 
regime introduced. To organise the foreign 
exchange market, it was also obligatory that 
all transactions regarding the importation of 
goods and services be done through the 
banking system. 

This was aimed at reducing demand pressure 
on the free market, which in turn terminated 
the policy of "import without foreign 
exchange transfer" which allowed the 
importers to import without opening letters 
of credit, ormaking bank remittances through 
domestic banks and without having to declare 
the sources of their foreign exchange. 

The bank reports that "the new arrangement 
successfully operated in the first half of the 
year, and the official (floating) and free 
market rates followed an almost stable trend, 
and their differential was neghgible." 

Increased pressure on imports caused 
relaxation of the policy in the second half of 
the year and more demand for foreign 
exchange, which, allied to depressed oil prices 
and international criticism about Iran's 
external debts, created a fluctuating rate and 
a diversion from the official floating rate. 

The report comments that "these 
developments were an impediment to the 
successful implementation of the exchange 
rate unification program towards the end of 
the year." 

With the unification of the exchange rate, 
some funds out of budget were allocated for 
the payment of the amounts due to differences 
between current and past exchange rates for 
the foreign obligations accrued at the pre-
unification rates, that were due to fall during 
the year. This fund is kept with the central 
bank and referred to as "reserve account for 

foreign exchange obligations." 
Due to outstanding foreign obligations 
and legal provisions for the allocation of 
foreign exchange for import of basic and 
strategic goods at the official exchange 
rate at the end of the previous year, the 
government had to sell off part of its oil 
revenue to the central bank at a rate 
below the floating rate, with the 
difference transferred to the 
aforementioned account. 

An account deficit of RIs 6,120 billion, 
wholly financed by the central bank, 
caused an expansion of the monetary 
based beyond the level envisaged by the 
balanced budget, which in turn put 
pressure on liquidity causing a growth 
over the 25 per cent target level. To 
support this expansion of liquidity, the 
central bank was due to purchase 
commercial bank bonds, but this activity 
was stopped. 

Banks were still authorised to extend 
facilities proportionate to the resources 
they mobilise, and with government 
indebtedness to the central bank and 
expansion in base money, banks were 
able to extend more money than before. 
The outstanding public debt to the 
banking system increased by RIs 3,215 
billion. 

As regards bank performance and 
profitabil i ty, profits on deposits 
increased, and five-year investment 
deposits, regarded as a profit indicator, 
increased to 16 per cent from 15 per cent 
on the year. Deposits from the non
public sector totalled RIs 41,303 billion, 
an increase of RIs 29,061 billion. 

Transaction of shares on the Tehran Stock 
Exchange totalled 97.3 mi l l ion , 
accounting for RIs 515.7 billion, giving 
a 95.4 per cent and 46.5 per cent 
respective growth over the previous year. 
The public sector dominated the business, 
accounting for 73 per cent of total 
transactions. 

David Cowan 
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Obstacles to Economic Development of 
the Muslim World 

Daphne Buckmaster examines the economic indicators of IDB member countries released by the 
Islamic Development Bank for 1994 and assesses the prospects for economic development in years 
to come. 

A n analysis of statistical data 
conducted by the Jeddah-based 
Islamic Development Bank 

(IDB) shows that the current accounts of 
its member countries were in deficit from 
1990 to 1993. Similarly, the non-oU 
exporting IDB member countries 
suffered heavy trade deficits in 1992 and 
1993. The analysis also shows that there 
is no significant flow of resources to IDB 
countries and they are forced to rely on 
their meagre resources for their economic 
development. Another even greater 
obstacle to the economic development of 
IDB countries is their external debt and 
their heavy cost of debt servicing. 

The analysis contained in the IDB annual 
report for 1994 also underlines the fact that 
some specific agreements under the Final 
Act of the Uruguay Round of Multilateral 
Trade Negotiations, such as the agreements 
on agriculture, textiles, clothing and U-ade 
in services are much more advantageous to 
the developed countries than in the 
developing countries. The IDB report also 
contains the steps it is taking to help the 
economic development of its member 
countries. 

Although the Gross Domestic Product 
(GDP) growth rates of IDB member 
countries since 1990have been consistently 
higher than those of the major industrial 
countries, they have been lower than those 
of all developing countries, except in 1990 
and 1992. 

Between 1990 and 1993, the GDP growth 

rate of the oil-exporting IDB member 
countries was generally below 4 per cent, 
except in 1992, when it was just over 7 per 
cent. It was predicted to continue falling 
in 1994. This was due to the falling trend 
in oil prices, which had declined by about 
a third between mid-1992 and the end of 
1993. 

The least developed IDB countries have 
had even lower GDP growth rates than the 
oil-exporting IDB countries, the average 
growth rate for 1990 to 1993 being 3.5 per 
cent. It must be kept in mind that in many 
IDB countries, the population grew at or 
above 2.5 per cent a year during this 
period, so that per capita GDP decreased 
or stagnated in these countries. 

The GDP trends are also affected by trends 
in unemployment. The unemployment 
situation is much worse in developing 
countries of the OECD. Sub-Saharan 
Africa had double-digit unemployment, 
some Asian countries had rates above 15 
per cent and in Latin America urban 
unemployment rose above 8 per cent. 
Only the Eastern Asian countries had 
unemployment rates below 3 per cent. In 
developing countries, low-wage and non-
permanent jobs have increased. This has 
been due to rapid population growth, an 
increase in the working-age population 
and growth in the number of women 
entering the labour market, plus the use of 
imported, labour-saving technology. The 
developing countries need to reverse this 
trend by promoting growth with 

employment. 

The current accounts of all IDB member 
countries were in deficit from 1990to 1993. 
Merchandise trade is an important element 
in stimulating the economic growth of IDB 
countries. Since 1992, the trade balances of 
all developing countries have been negative, 
while the trade balances of all IDB countries 
have been positive. This latter is due to the 
trade surplus of the oil-exporting IDB 
countries, the trade balances of the non-oil-
exporting and least developed IDB countries 
having been negative since 1990. 

The trade deficit of the non-oil-exporting 
IDB countries was in the region of US$ 22 
billion in 1992 and increased by nearly 19 
per cent in 1993 but was projected to fall by 
nearly 9 per cent in 1994. The annual trade 
deficits of the least developed IDB countries 
was approximately US $5 billion in 1992 
and 1993 and was projected to increase by 
6 per cent in 1994. 

Financial transfers to developing countries 
often bring with them technology and 
managerial skills which have a positive 
effect on their growth. Thus trends in 
resource transfers to developing countries 
are important because they suggest future 
trends in the development of these countries. 

In 1991, there was a reverse transfer of US 
$22.8 billion from IDB member countries, 
owing to the Gulf War, which caused reverse 
transfers from the oil-exporting IDB 
countries in 1991 of US $32.9 billion. In 
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1992, there was a positive net official 
transfer to all IDB member countries, but 
these transfers fell in 1993 and were 
projected to fall again in 1994. 

Reverse official transfers decreased 
substantially in 1992 in the case of oil-
exporting IDB countries, decreased slightly 
in 1993 and were projected to increase in 
1994. Net official transfers for the non-oil-
exporfing IDB countries fell in 1992 and 
1993 and were projected to fall slightly in 
1994. Net official transfers to the least 
developed IDB countries had been stable 
but decreased in 1993 and were projected 
to remain stable for 1994. 

With regard to net private transfers to IDB 
countries, the trend has been much the 
same as with official transfers. In 1992, all 
IDB countries recorded a positive net 
transfer of US $0.1 billion, which increased 
in 1993 but was projected to fall in 1994. 

Net private transfers to IDB countries have 
varied considerably. The oil-exporting IDB 
countries have substantial reverse net private 
transfers which decreased in 1992 and 1993 
but were projected to increase in 1994. Net 
private transfers for the non-oil-exporting 
IDB countries have been positive, 
increasing in 1992, falling in 1993 and 
projected to increase slightly in 1994. For 
the least developed IDB countries, net 
private transfers increased slightly in 1992 
and 1993 and were projected to increase 
slightly in 1992 and 1993 and were projected 
to increase in 1994. 

These trends show that there is no substantial 
flow of resources to IDB countries, who are 
being forced to rely essentially on their own 
resources to finance their economic 
development. The IDB is making efforts to 
help them. 

The trends in resource flows and in the 
balances of trade and current accounts of 
the IDB countries have affected the 
international reserves of these countries. 
Between 1992 and 1993, the gross 
international reserves of 17 IDB countries 
increased, those of 12 countries decreased 
and those of two others remained the same. 

In 1992, only 6 out of 34 IDB countries had 
import coverage of six months or more, 
compared with6 out of 32 in 1993. These 
figures show the precarious economic 
position of many IDB countries. 

A major obstacle to the economic 
development of IDB countries has been 
the existence of external debt. The 
international community has done much 
to alleviate this problem by way of debt 
forgiveness, debtrescheduling, debt-equity 
swaps, etc. One particularly important 
initiative was the decision by Kuwait and 
Saudi Arabia to cancel the official debt of 
the least developed IDB member countries. 

The total external debt of all IDB countries 
increased in both 1992 and 1993 but was 
projected to decrease in 1994. The total 
external debt of the oil-exporting IDB 
countries was stable in 1992, increased in 
1993, and was projected to decrease in 
1994. The total external debt of the non-
oil-exporting countries increased in 1992 
and 1993 and was projected to increase 
again in 1994. The least-developed 
countries increased their external debt in 
1992 and 1993 and were projected to 
increase again in 1994. 

Debt service payments as a ratio of export 
values have been consistentiy higher for 
IDB countries than those of other 
developing countries. The ratio has been 
lowest for the oil-exporting IDB countries 
and highest for the least developed IDB 
countries. ' : ^ • 

The least developed IDB countries have, 
since 1992, been spending over a third of 
their export earnings to service their 
external debts and littie has been left for 
imports needed for development. 

A recent event likely to have a significant 
impact on the economic development of 
IDB countries is the devaluation of the 
CFA franc. Nine of the countries in the 
CFA franc zone are IDB countries. The 
CFA franc had a fixed parity of 50:1 with 
the French franc and was freely convertible 
with it. Capital could move freely within 
the Franc Zone and foreign reserves could 

be pooled by all its members. 

This resulted in long periods of economic 
growth and stability and alow rate of inflation 
for CFA countries. Then, in the 1980's,the 
terms of trade, competitiveness and stability 
of CFA countries declined and in 1994 it 
was decided to devalue the parity between 
the CFA franc and the French franc by 50%. 
This devaluation wil l have several medium 
and long-term effects on the CFA countries, 
among them: 

• Increase in export competitiveness and 
therefore in export receipts. 

• Reduction in imports due to higher 
prices. 

• An end to speculation against the CFA 
franc, black market trading, the flight of 
capital and the liquidity crises in local bank. 

• Greater competition in domestically 
produced goods, leading to increased 
domestic employment and production. 

In the short term, the devaluation of the CFA 
franc has had the following negative effects 
• Increases in the prices of both imported 
and domestically produced goods. 

• Shortages of imported goods because of 
price increases. 

• Increase in unemployment due to high 
prices of imported raw materials, spare parts, 
etc. 

• Increase of external debt vis-a vis the 
CFA franc. 

Substantial assistance will be needed by the 
CFA countries i f they are to overcome these 
negative effects of devaluation and reap the 
potential advantages. It is estimated that 
they wil l need US $ 10.7 billion for 1994 and 
US $18.2 billion for 1994-96. 

The IDB is examining ways of helping its 
CFA countries to overcome their problems, 
both short and long-term. It hopes to have 
the co-operation of the World Bank and the 
African Development Bank in this respect. 

To be continued. 
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Islamic Banking 

P A K I S T A N 
Islamisation of Insurance in 
Paliistan 
I f "•7' fforts to Islamise insurance 

' business in Pakistan are 
painfully slow and it appears that no 
steps are being taken in this direction, 
not withstanding the fact that the 
Council of Islamic Ideology has long 
ago termed as un-Islamic, the existing 
system of insurance as prevalent in 
Pakistan." 

This was stated by Dr. Shahid Hassan 
Siddiqui, Director General of the Institute 
of Islamic Banking and Insurance, last 
month. Dr. Siddiqui said that the revival 
of the Islamic system had become a point 
of central attention in many Islamic 
countries and that in attention to interest-
free banking, special attention was being 
paid to developing and enforcing the 
Islamic system of insurance. But for all 
practical purposes this task is lying 
dormant in Pakistan. He added that 
Islamic insurance is gaining substantial 
ground in the Middle East, Far East and 
in Africa, where Islamic Takafol 
companies as an alternative to 
conventional insurance companies have 
been established in Sudan, Saudi Arabia, 
Dubai, Qatar, Bahrain, Tunisia, Malaysia 
and Luxembourg. 

Reacting to reports in the Pakistani 
national press regarding the granting of 
licences to establish private insurance 
companies in Pakistan, Dr. Siddiqui 
suggested that a condition should have 
been laid down ensuring that licences 
would only be given to insurance 
companies that would guarantee 
adherence to Shariah guide-lines. 
He added that the nature of the problem 
of switching over to an Islamic insurance 
system is no doubt complex and there are 
a number of unresolved issues which 
require attention. 

"The report of the Council of Islamic 

Ideology regarding insurance needs to 
be explained and debated by experts to 
remove any short-comings and to make 
the proposals more practical. It is also 
important that all the relevant laws are 
suitably amended so that they become 
more conducive towards the operating 
of an Islamic insurance system", he 
remarked. 

Dr. Siddiqui emphasised that a 
beginning had to be made in Pakistan, at 
least in line with many other Islamic 
countries, who have already taken the 
lead in the field of Islamic insurance. 

While admitting that there was weight 
behind the arguments of those who 
argued that some of the practices being 
followed by Islamic insurance 
companies may not be Islamic in the 
real sense. Dr. Siddiqui emphasised 
upon the need for ijtehad and for an in-
depth study of Islamic Takafol 
companies operafing in various 
countries of the globe, with the objective 
of bringing them within the framework 
of the Shariah. 

The Director General urged the State 
Life Insurance Corporation and National 
Insurance Corporation to take the 
initiative for the Islamisation of 
insurance in Pakistan. 

SAUDI A R A B I A 

4 More Countries Added 
to AI-Rajhi Remittance 

Service 
A senior official of Al-Rajhi Banking 
and Investment Corporation 
(ARABIC) has announced that an 
"Express Remittance Service" to four 
more countries. 

The United Kingdom, Bangladesh, 
Indonesia and Sudan will bring the total 
number of countries served by Al-Rajhi 
to nine, making it the largest network of 
express remittances in the Kingdom. 

Zahid H. Hummusani, Express 
Remittance manager of Al-Rajhi 
Banking & Investment Corporation 
(ARABIC) announced recently that A l -

Rajhi had arranged with the London-
based Barclays Bank to distribute 
remittances in the UK. This new service 
will benefit not only the 3,000 plus 
Britons who work in the Kingdom, but 
also thousands of Arab and Asian 
immigrants who reside in the UK and 
those with business interests there. 

Over $450 million is remitted annually by 
Bangladeshi expatriates to their families 
back home. "Their remittance will now be 
delivered to a beneficiary in Dhaka 
within 24 hours or within 48 hours for 
other parts of the country," Hummusani 
said. 

SAMA Official Predicts Bright 
Future for Islamic Baulking 

T he Islamic financial system, 
specifically interest-free 

banking, is now getting a more positive 
response from some countries in the 
West, a senior official at the Saudi 
Arabian Monetary Agency (SAMA), 
has stated. 

"There was a time when subjects like 
interest-free banking were shunned by the 
West. But now things are changing for the 
better. Western universifies are 
increasingly accepting dissertations on the 
Islamic system of banking for the award 
of Ph.D. degrees," Dr. M.Umer Chapra, 
senior economic adviser of SAMA told a 
meeting of the Jeddah chapter of the 
Institute of Chartered Accountants of 
India (ICAI) at the Casablanca Hotel, last 
month. 

Dr. Chapra, who is well known for his 
contribufions to Islamic economics, for 
which he has earned two international 
awards, was speaking on "Interest free 
banking-rationale and strategy." 

He said that certain Western economic 
publicafions have been publishing articles 
on Islamic banking. The "IMF Staff 
Journal," for instance, has published a 
study on "Interest free banking" by two 
competent economists including Mohsin 
Khan and a German. What is more, some 
of the conventional banks in Islamic 
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countries have opened facilities for 
interest free banking, he said, adding that 
the present trend indicates a bright future 
for the Islamic banking system. "It is 
gaining momentum in all Islamic 
countries," he said. 

Dr. Chapra, who has to his credit over 60 
publications including books and 
monographs, said the first Islamic bank 
was set up in 1970 and the number rose to 
25 in 1980 and 67 by 1990. Presently 
there are over 100 Islamic banks. Their 
transactions have gone up from $100 
million to over $60 billion, and are 
expected to reach $100 billion by the end 
of the century. 

Dr. Chapra said that the prohibition of 
interest has to be an indispensable part of 
the strategy of any system which wishes 
to actualize the humanitarian goals of 
need fulfilment, full employment, 
equitable distribution of income and 
wealth, and economic stability. 

"Fluctuating interest rates create gyratic 
shifts in financial resources between 
users, sectors of the economy and 
countries, causing erratic movements in 
loan-based investments, commodity and 
stock prices, ̂ nd exchange rates. With 
every rise in the rate of interest in a 
floating rate system in a short-ended 
market, there is a rise in the rate of 
business failures," he added. 

"The Islamic financial system can be 
more conducive to the realization of 
equity. Risk/reward and sharing would 
compel the financier to give due 
consideration to the strength of the 
project, thus making it possible for even 
the poor but competent entrepreneurs to 
get financing if they have worthwhile 
projects." 

In his recent book "Islam and the 
Economic Challenge", Dr. Chapra 
discusses, among other things, strategies 
Islam can provide to help reduce to 
manageable limits the macroeconomic 
and external imbalances that most 
countries are now experiencing around 
the world; and how to realize 

simultaneously the goals of need-
fulfilment, full employment and equitable 
distribution of income and wealth. 

U K 
IIBI Update 
• Mr Ali Hassan Al i , Director General of 
the Institute of Islamic Banking and 
Insurance attended the British Middle East 
Law Council (BMELC) annual dinner 
held at the Gloucester Hotel on 28th 
March, 1995 at the invitaUon of Mr 
Michael Clode of Freshfields and Deputy 
Secretary General of BMELC. 

• Mr Ali Hassan Ali and Mr Ghazanfar 
Adil of the Institute of Islamic Banking 
and Insurance were invited by Ms. Stella 
Cox, Head of Middle East Banking and 
Trade Finance at Kleinwort Benson Ltd. to 
join her for lunch at the Bank's head office 
on 9th March, 1995. Mr Richard King, 
Assistant Manager also joined. 

• Mr Ghazanfar Adil and Mr Ali Hassan 
Ali of the Insfitute of Islamic Banking and 
Insurance were invited by Mr Adil 
Ahmed, Director of Islamic Finance at 
ANZ Grindlays Bank to join him for lunch 
at the Bank's head office in London on 
29th March, 1995. Mr Anand Bahudar, 
Manager of Islamic Finance responsible to 
Mr Ahmed also joined. 

• Mr Glenn Stewart of Algosaibi 
Investment Services Ltd., Bahrain, called 
on Mr Muazzam Al i , Chairman of the 
Insfitute on 31st March, 1995 and they 
discussed wide ranging issues related to 
Islamic banking & finance. 

• Mr Mukarram Al i , President and Mr 
Ghazanfar Adil, Director General of the 
Institute of Islamic Banking and Insurance, 
were invited by the Chartered Institute of 
Bankers to its first conference on "Banks, 
The City and Politics" held at the 
Dorchester, London on 30th March, 1995. 
The conference was addressed by, among 
others, Eddie George, Governor of the 
Bank of England; Dr Andreas R. Prindle, 

President of the Chartered Institute of 
Bankers; Mr Merrell Tutton, President, 
A T & T (U.K.); Mr Ian Taylor, Under 
Secretary of State, Department of 
Trade and Industry; and Sir Paul 
Newall, a former Lord Mayor of 
London. 

Banking and Trade 

GERMANY 
• G E Capital Signs Co-operation 
Agreement with Metro Group. GE 
Capital Corporation and the Metro Group 
announced on April 6 that they have 
signed a Co-operation Agreement and 
completed the acquisition of 80 per cent 
of Service Bank Gmbh from Kaufhof 
Holdings AG. The remaining 20percent 
of capital will be owned by the Metro 
and Kaufhof Group, Europe's largest 
retailer group. 
Under the term of the agreement GE 
Capital has the exclusive rights to provide 
consumer financial services to the Metro 
Group and in particular will be working 
with the retailers to introduce new private 
label credit cards as well as other 
consumer financial products. This will 
include the expansion of the banking 
branches of the Service Bank. This new 
alliance will bring extensive mutual 
benefits to both organisations. Germany 
represents a key market for GE Capital 
through the size of its population and its 
long term potential for consumer 
financial services. 

Commenting on the signing of the Co
operation Agreement and the completion 
of the Sale and Purchase Agreement, 
Christopher Mackenzie, President of GE 
Capital Europe said: "We have in place 
an agreement that enables GE Capital, 
through the Service Bank to work with 
the largest German retailer group, to 
introduce consumer finance products and 
services in which GE Capital leads in the 
retail industry world-wide. The Metro 
Group, as a shareholder in the Service 
Bank remains committed to expanding 
the provision of consumer financial 
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services across the retaihng group." 
GE Capital, the wholly owned subsidiary of 
General Electric Company (USA), is a 
diversified financial services company 
headquartered in Stamford, CT, USA. GE 
Capital's extensive global activities include 
equipment management and leasing, mid-
market financing, specialised financing, 
speciality insurance and consumer and credit 
card services. General Electric Company is 
a diversified manufacturing technology and 
services company with operations world
wide. 
The Metro Group is the largest retailer group 
in Europe, with more than 2,000 stores in 
eleven countries and an esfimated 20 million 
daily shoppers. Metro operates on a 
decentrafised basis with three major 
businesses: Kaufhof ASKO and Metro 
Grosshandel. Metro participates in various 
retail segments, including department, 
discount, computer/software consumer 
electronics, furniture and speciality apparel 
stores, as well as DIY centres, hyper markets 
and supermarkets. 

Service Bank has assets of approximately 
DM 700 million. The company is based in 
Cologne and employs 300people throughout 
Germany. It currently operates a network of 
37 branches within Kaufhof department 
stores and provides a variety of consumer 
financial services including consumer 
finance, insurance and auto finance. 

MALAYSIA 
• International Stock Exchange in 
Labuan under Study. The Deputy 
Finance Minister of Malaysia, Mustapha 
Mohamad has confirmed that the ministry is 
studying a proposal to set up an intemational 
stock exchange and monetary exchange in 
Lubuan. 

Speaking to reporters after a recent one-day 
visit to Labuan, he said that the Government 
would soon launch a series of roadshows to 
promote the island since all the infrastmcture 
and social amenities would be in place by 
the end of this year. 
He said that the first roadshow this year 
would be led by Deputy Prime Minister 
Anwar Ibrahim to Hong Kong in view of the 
colony's huge capital market which could 
be relocated to Labuan when the 
administrafion of the colony reverts to China 
in 1997. 

Penalty on Bank FDs Banks have placed 
a penalty on early withdrawal of fixed 
deposits - either you lose the interest or 
receive only half the contracted rates. 
Under new regulations drawn up by the 
Association of Banks Malaysia for this 
year, those taking out money before three 
months from the date of making the fixed 
deposit will not receive any interest. 

Those who withdraw between the third 
and sixth months will only get 50 per cent 
of the interestrates underthe agreed terms. 
The regulations apply to fixed deposits of 
RM100,000 and below. 

Banks now pay interest of 5.3 to 6.9 per 
cent of fixed deposits, depending on the 
term. The interest rate or savings range 
from 3 to 3.5 per cent. 

• MAS Engineering Subsidiary 
Expects RM70ni Revenue. Malaysian 
Airline System Bhd's Engineering 
Division, the latest MAS unit to be made 
a subsidiary company, has forecast its 
revenue to double to RM70 million in its 
first operating year. 

The division would operate as a full-fledged 
subsidiary effective April 1,1995,saidNoor 
Amiruddin, the carrier's director of 
engineering after MAS and World Airways 
Inc. signed two separate agreements recently. 
In an effort to be more independent from its 
parent company, the division which may be 
named Malaysia Airlines Aerospace 
Company Sdn Bhd, is on the look-out for 
maintenance check contracts with other 
airlines, he said. 

Noor said the Engineering Division hopes to 
seal a joint venture deal with a Chinese 
partner for the maintenance of Boeing 737 
aircraft in China sometime this year, adding, 
"we have to be there early, in anticipation of 
any restriction in the future." 

Noor also disclosed that MAS is in the midst 
of negotiating airlines maintenance in ajoint 
venture in India. 

UAE 
• Airport Expansion to go Ahead. Dubai's 
campaign to fight off competition from 
Bahrain as the Middle East's premier regional 
manufacturing and business centre was 
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boosted last month when the government 
gave a long awaited go-ahead for expansion 
to the Emirate's intemational airport. 
The project, for a new concourse building 
and two underground tunnels, is expected 
to cost up to US$500m. The airport's 
expansion should ensure that Dubai 
continues to attract substantial foreign 
investment, particularly in manufacturing, 
tourism and consumer goods distribution. 
The emirate already boasts probably the 
most comprehensive system of legal 
protection for business in the region. 
The favoured company to handle the overall 
consultancy is the US's Bechtel. Basic 
designs should be completed by mid-1995, 
allowing more detailed plans to be drawn 
up by the end of the year. Construction is 
scheduled to begin by early the following 
year, with a final passenger capacity of 
12m, double the present throughput. 
The airport expansion will also help the 
government promote the Jebel Al i free 
zone. Already, the zone has attracted well 
over US$lbn in investments, providing 
jobs for more than 30,000 people. Some 
240 companies have moved to the zone 
since January 1993, taking advantage of 
new regulations which allow goods 
produced in the zone to pass into other 
GCC states without import duty. As well as 
gathering an estimated US$500m a year for 
the local economy, the free zone has 
contributed to a steady rise in tonnage 
handled by the Dubai Ports Authority, at 
both Jebel A l i and Port Rashid. (MEM) 

UK 
• London's Status as Leading 
International Financial Centre 
Confirmed. Financial services together 
with other business services now account 
for around a fifth of United Kingdom's 
GDP - approximately the same size as 
manufacturing. In many of these services, 
London has a "very large market share, and 
can rightly be regarded as the pre-eminent 
intemafional centre." 

These are some of the conclusions of a 
three-year independent research project by 
the London Business School. The final 
report was launched in London last month. 
At a cost of some £1.5 million, paid for by 
the Corporation of London, the city 
Research Project is the most comprehensive 
research exercise ever conducted into the 
operations of the financial markets in 
London and assesses the City's compefitive 

position relative to other intemafional 
financial markets. 
Amongst other things London can claim 
to be the world's largest centre for: 
• foreign exchange trading 
• international bank lending to non

residents 
• international bond underwriting and 

trading 
• institutional cross-border fund 
management 

• marine and aviation insurance 
• shipbroking 
base metals futures trading 
The report concluded that the threat to 
London«s competitive posifion do not 
emanate from a technology-driven 
tendency towards dispersal or from a 
successful challenge by other financial 
centres to its sources of competitive 
advantage. The key compefifive threats 
lay in infrastmctural issues. 

Some of these infrastructural issues are 
cleariy intemal, for example the issue of 
how the City develops common practises, 
promotes itself, represents itself and reacts 
to crises. The report concludes that these 
issues can only be addressed through 
reinforced co-ordination between City 
bodies. 
Launching the report, the Chairman of the 
Goveming Board of the City Research 
Project, Stanislas Yassukovich, 
commented: 
"The City Research Project (CRP) breaks 
new ground in its extensive analysis of the 
strengths and weaknesses of a leading 
intemational financial centre. 
"Many of the report's conclusions will be 
of considerable interest to those involved 
in intemational banking and financial 
services and to those who are seeking a 
better understanding of the factors that 
have led to the development of individual 
markets, the synergies between them and 
the way in which markets and financial 
centres may develop in the future. 

The final report is a summing up of the 
work undertaken by the research team, 
under the leadership of Professor Richard 
Brealey. During the course of the Project, 
this independent research team has 
produced a total of 26 detailed Subject 
Reports covering most areas of wholesale 
banking, financial and professional 

services activities in the City of London. 
The Project has also addressed the issue of 
supporting infrastructure and its importance 
in sustaining an intemational market place. 
At the presentation to launch the Final 
Report, Professor Richard Brealey, Director 
of the Research Project and Tokai Bank 
Professor of Finance at the London Business 
School said: 
"This has been a remarkable piece of research 
involving a great deal of work by a large 
number of people. When we began this 
exercise, back in 1992, the thing that most 
stmck the research team was the surprising 
deficiency in the quantity, quality and 
consistency of stafisfical information 
available in the financial services area 
generally. 

"It shows enormous confidence in the future 
of the City for the Corporation of London to 
have undertaken such a thorough 
independent research exercise. I do not 
believe there is any other financial centre in 
the World that would be prepared to be so 
open and I believe that the City Research 
Project wi l l play an important role in 
providing the degree of information needed 
to ensure London maintains its pre-eminent 
posifion." . 

London has benefited from a benign political 
attitude, a pragmatic tax and regulatory 
framework and a relatively predictable and 
sensible legal system. By contrast, the 
regulatory systems in the USA and Japan 
have traditionally been designed in the light 
of perceived domestic interests. 
Commenting on the publication of the Final 
Report, Michael Cassidy, Chairman of the 
Policy Report & Resources Committee of 
the Corporation of London said: 
"This research has been an exceptionally 
worthwhile investment by the Corporation, 
showing its commitment to the many 
overseas banks and other organisations who 
have chosen to locate in the Square Mile 
already. A thorough and credible 
independent study of this nature will reassure 
those who has any concern at all of the 
City's competitiveness across the whole 
sphere of financial service activities." 

During the life of the City Research Project 
26 separate subject reports have been 
published, covering most areas of wholesale 
banking and financial and professional 
services activities in the City of London. 

May 1995 NEW HORIZON 19 



F E A T U R E 

A Cautionary Note to Islamic Bankers 
In the aftermath of the crash of Barings Bank, Islamic bankers need to be conscious of the fact that 
any lack of supervision and caution on their part may have disastrous effects for the industry, writes 
Ghazanfar Adil. 

The arrival of derivatives as 
acknowledged financial instruments in 
world markets is a very recent 
phenomenon. Their markets have 
developed only within the last decade. 
The majority of senior management 
personnel of banks dealing in these 
markets remain unfamiliar with the 
intricacies of these instruments. The recent 
collapse of Barings Brothers Bank is 
currently at the centre of attention for 
banks' managements all over the world. 
A full report about the entire affair is 
expected within two months by a 
committee appointed by the Bank of 
England to investigate the matter. 

Without going into the details of what 
really happened in the Singapore office of 
Barings, looked at superficially, it seems 
that the main cause of the debacle was 
over-zealousness on the part of a single 
dealer, who in pursuit of enormous profits, 
gambled away an amount twice the capital 
of his bank in the future options market. 
However, pending the committee's report, 
the picture of events, as it has emerged 
through the press reports up till now, is a 
shaking reminder to banks' senior 
management never to lose sight of the 
classical criterion of "caution", relating it 
to all aspects of their operations and 
management functions. 

Following are the highlights of the chain 
of events responsible for the disaster as 
reported in the Independent 4th April 95: 

• There was no complete reconciliation 
of Barings' books to ensure that the funds 
sent out to Singapore matched client 
requests or house position. 

• The dealer in question, Nick Leeson 
systematically shredded documents 
relating to his trading activities. 
• Leeson lied to the external auditors and 
falsified trading reports to the Singapore 

exchange authorities. 
• Leeson dodged meetings with senior 
Barings' executives seeking clarification 
of his activities. 
• A series of high-level meetings at 
Barings, going back as far as October 1994, 
failed to produce action, despite warnings 
in an intemal audit from August 1994calling 
for Leeson immediately to stop supervising 
accounting at the Singapore office. 

• Barings advanced a total of £760 million, 
more than twice the Bank's capital, to the 
Singapore office to fund Leeson's deriva
tive speculation. 
• Floor traders in the Singapore office 
knew "that much of the apparently profitable 
arbitrage business was, in fact, fiction". A 
bogus account was used "to manufacture 
profit." 

• Leeson covered up the tme position of 
the Barings position by setting off one 
client's position against another's. Before 
the Bank's collapse, he fed false information 
into the Simex accounting system. 

Without apportioning blame at this stage, 
the result in any case proved beyond belief, 
as it wiped out a bank which existed 
successfully since 1763 and had weathered 
much external adversities during its life. 
Barings was not the largest bank in the UK; 
however, it was the deacon of the UK's 
establishment, being banker to the Queen. 
The rescue of Barings by the Dutch-based 
ING Group was only possible owing to the 
Bank's history, background and Western 
European nativity. Other banks of any kind 
or shape anywhere in the world, cannot 
bear the consequences of such apathy 
demonstrated by the management of 
Barings. Moreover, financial institutions 
emerging from the lesser developed 
countries, or pursuing business on a 
conceptual basis, such as Islamic banks, 
should be mindful that any lack of caution 
on their part could result in their closure and 

could seriously undermine the reputation of 
Islamic banking institutions world-wide. 
It will not be out of place to reiterate the 
importance of the need for caution, especially 
in the following areas, to avoid future 
difficulties: 
• Extreme caution is needed in the selection 
of employees. An employee should be a fit 
and proper person, suitable for the job, well 
versed in the "rules and regulations" and 
prepared to adhere to them. Any signs of 
non-conformity to the mles and regulations 
by the employee should be analysed critically 
and immediate action should be taken to 
redress the situation. 
• Exercise of caution is also necessary in 
selecting the customer, especially in the 
context of investment banks. It would be 
prudent to assess the reliability, objectives 
and capability of the customers at the initial 
stage of accepting them on the books of the 
bank rather then running into problems at a 
later stage. 
• Similarly, as a cautionary measure to 
avoid future losses, a close and regular 
monitoring of the operations, so as to be able 
to take remedial steps, should never assume 
a secondary role in the zeal of profit-making. 
• A strong intemal control mechanism, the 
conducting of ad hoc and forensic checks, 
coupled with spot visits by controlling staff, 
especially at any sign of specific concern 
should remain the essential part of the 
management's cautionary approach to avoid 
any later debacles. 
Last but not least, the second message of the 
Barings saga is the need for continuous 
education of the staff at all levels of the 
organisafion, including senior management, 
to keep them abreast with developments in 
the industry. The collapse of Barings 
Brothers is a classic case where the majority 
of the Bank's senior management team was 
not well versed in the workings of 
derivatives. Consequently, they were misled 
and could not take fimely acfion to avoid the 
disastrous outcome. 
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A sound investment • • • 

In an economic environment of rapid change, high inflation 
and depreciating currency, keeping your funds in a secure 
place is a sound investment. Al Faysal Investment Bank's 
Foreign Exchange Certificates of Investment (Fx 
COI's) give you the flexibility of investing among four of 
the world's most stable currencies. Your investment is 
secure, and you also get good returns. We back it up with 
AFIBL's personalized brand of Service. 
Special Features of Fx COI's: 

• Higher returns than the International 
market 

• No Zakat, Withholding or Wealth tax 

• No restrictions on worldwide remittance 

• Financing facility in Pak. Rupee 
available against your investment 

• Maturities ranging from 3 months 
to 3 Years 

• Choice of investments in Pound Sterling, , 1 
Yen, US Dollar and Deutsche Mark * \

For more information, contact; 

Islamabad: Salman Atimed 
15 West Blue Area, JInnati Avenue, 
Tel: (051) 212579 Fax: (051) 212578/220970/222587 

Karactii: Ali H. Askari 
5tti Floor, State Life Building No. 11, Atxlullafi 
Haroon Road. Tel: (021) 5682563, 5682979, 
5682584, 5683316 Fax: (021) 5683436 

Al-Faysal Investment Bank Ltd. Latiore: Omer l^uslehuddin 
2nd Floor, Ajmal house, 27 Egerton Road. 
Tel: (042) 6316000 Fax: (042) 6365629 Investing in the future 



DMI 

Pioneering 
Alternative 

Financial 
System 

DAR AL 

• 


