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

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

This kind of progressive thinking is 

still evident in our world of banking where 
financial acumen blends with time - 
honoured Islamic banking principles. 

At the Faysal Islamic Bank value is 
recognized for what it is. 
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2 Takaful-Why the Neglect ? 
The Islamic banking sector has been promoted with a great deal of fervour, 
however, this has not been true of the Islamic insurance sector which has 
been left by the wayside in comparison. 
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Takaful - Why the Neglect? 
t is strange that while propagating the Islamic financial 
system, our experts have so far concentrated far more on 
the banking sector than on a sector which, in fact has 

ever greater potential, that is Takaful or Islamic insurance. 
In modern society, insurance has become 

indispensable to trade and industry and financial activities. 
It has become the most effective vehicle for mobilising 
savings for capital formation and for long term investments. 
It is a fact that in the West, the insurance sector has become 
the largest single contributor to the capital markets and 
holds substantial financial interests in the public and private 
sector bodies. 

Why then have the Islamic experts not given this very 
important sector the attention that it deserves? There appear 
to be two reasons for this neglect. 

First, the conventional banking sector has been larger 
and more developed than the insurance sector. A natural 
consequence of this was that bankers, economists and jurists 
etc, concentrated far more on developing Islamic banking to 
the relative neglect of Islamic insurance (Takaful). 

Second, there seems to be an impression among the 
Muslim masses that insurance in Islam is not permissible. 
This is not true. The fact is that Takaful or Islamic insurance 
is fully consistent with the Shari'a as it is a form of social 
solidarity which is based on the Quranic concept of 
trusteeship and co-operation. The prophet (upon whom be 
peace) is reported by Muslim to have said: "The believers, 
in their affliction, mercy and sympathy towards each other, 
are like the body - if one of its organs suffers and complains, 
the entire body responds." 

Islamic insurance is not only consistent with the 
Shari'a but also has several attractive features compared to 
conventional insurance. To give a few examples: 

• The policy-holders in a conventional insurance 
company have no right to vote in the election of its director 
or to see the annual accounts of the company. But in Islamic 
insurance companies, these facilities are available to all 
members who pay a stipulated amount of premiums. 

• Conventional insurance companies are driven by 
profit motive, while Islamic insurance companies are non-
profit making and the profits are shared by the members 
and not by shareholders as in the case of conventional  

insurance companies. 
• In conventional insurance, the surrender of h 

policy entitles the insured to receive back only a part of 
premiums he has paid, whereas in Islamic insurance, all 
premiums paid are returned to him, together with tli 
profits earned on the investment of his premiums. 

Some attempts have been made recently by Dar 
Maal Al Islami, Al Baraka Sudan, Malaysia and sorn 
Islamic insurance companies to develop Islamic products', 
Noteworthy among them are. 

I. The Islamic Trust Fund for Social Solidarity 
(Takaful) and investment. 

II. The Islamic Trust Fund for Social Solidarity for 
mortgage protection. 

III. The Islamic Trust Fund for Social Solidarity for; 
student protection. 

IV. The Islamic Trust Fund for Social Solidarity for 
employer's protection. 

However, the results achieved so far and the effort 
devoted fall far short of what is needed. To develop an 
insurance system which not only conforms to the 
requirements of the Shari'a but is also practical and 
technically sound demands a major effort by teams of 
dedicated scholars, financial experts and economists etc. In 
developing the system the needs of the society must also be 
kept in mind. 

There is also an urgent need for a mass information 
campaign among the Muslim masses to convince them that 
Takaful Islamic insurance is in conformity with the Shari'a 
and as such fully "halal". The print and electronic media, 
lectures, seminars, leaflets should be used to spread the 
message. 

Such a campaign should not wait for the development 
of Islamic Insurance. Once the masses accept the Islamicity 
of Takaful, they would put a great deal of pressure on the 
industry to develop and offer a diversity of products. 

We hope our financial experts, scholars and 
entrepreneurs would recognise the immerise potential of 
Islamic insurance and the great contribution it can make to 
the economic and social progress of Muslim countries. Let it 
not be said that they lacked the vision, will and ability to 
harness and exploit this rich field. 

Double Issue 
The December and January issues of New Horizon have been combined to produce this double issue. 
This issue features several in-depth discussions of Islamic banking and finance by people such as Michael Ainley, 
a senior manager at the Bank of England involved in the development of Middle Eastern Banks, and Robin T Fox, 
Group Vice Chairman of Kleinwort Benson, amongst others, including comments from HRH Prince Mohamed al-Faisal, 
Chairman of Dar al-Maal al-Islami Group. We hope that you will enjoy reading these informative articles over the 

holiday period. 
We would also like to take this opportunity to wish all our readers seasons greetings and a very happy and 
prosperous 1996. 
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Accounting and Auditing Issues 
in Islamic Banking 
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At the Institute's monthly lecture series, Anne Simpson, partner, 
Price Waterhouse, along with Paul Willing discussed the various 
accounting and auditing issues relevant to Islamic banking. 

I
slamic banking is still a relatively 
new sector of the financial services 
industry, having started in 

essentially its current form 
approximately 20 years ago. The last 
five years have seen an upsurge in 
interest in Islamic finance generally, 
particularly from some of the larger 
names more usually associated with 
Western style banking. 

It is the relative infancy of the 
industry generally that is linked to 
most of the current issues in financial 
reporting and auditing of Islamic 
banks. The recent introduction of new 
participants has placed increased 
significance on these various issues. 

The relevance of the industry's 
infancy is highlighted by the 
continued lack of an internationally 
accepted framework of uniform and 
comprehensive accounting standards 
or auditing guide-lines. 

Because of this, different Islamic 
banks have developed their own 
accounting treatment for essentially 
similar transactions, leading to 
different revenue recognition methods, 
and differing bases of classification 
and disclosure in the financial 
statements of Islamic banks. 

The variety of treatment is in 
turn encouraged by the local 
regulatory requirements of the country 
in which the banks operate, which can 
differ dramatically, and is typified by 
the treatment of investment accounts, 
which is discussed later. The end 
result of this is to render the 
comparison of financial statements of 
individual Islamic banks difficult, and 
sometimes impractical. 

As a response to this situation, 
the Financial Accounting Organisation 
for Islamic Banks and Financial 
Institutions was established in Bahrain 
in 1991 and has recently been re-
named the Accounting and Auditing 
Organisation for Islamic Financial 
Institutions (AAOIFI). 

This organisation has been 
responsible for developing various 
statements for financial accounting by 
Islamic banks, and has so far released 
three, which were approved in 
October 1993. The existing statements 
cover the objectives and concepts of 
financial accounting for Islamic banks, 
as well as the presentation and 
disclosure of their financial statements. 
A number of more specific statements, 
relating to matters such as the 
accounting treatment of Murabahas 
and Musharakas are due to be debated 
later this year. 

Some of the more common 
accounting issues to which Islamic 
banks and financial institutions are 
exposed are: 

1. Treatment of Investment accounts 
Currently, some Islamic banks 

include investment accounts on their 
balance sheet whilst others present 
them as funds under management, 
shown off balance sheet. Such 
classification is often determined by 
the regulatory environment in which 
the Islamic bank operates. 

Islamic banks may distinguish 
between on and off balance sheet 
investment accounts by applying the 
risk and recourse criteria in classifying 
such accounts. Funds managed at the 
client's risk are reflected off balance, 
but when investors place funds 
with the Islamic bank at the bank's 
risk, such funds are presented as 
part of the bank's own assets and 
liabilities. 

Other Islamic banks may 
similarly differentiate between 
discretionary and non-discretionary 
investment accounts are required to be 
reflected off balance sheet. 

Any such method of 
differentiation will always be subject 
to the interpretation of the contracts 
governing the management of the 
investment accounts. 

Anne Simpson, 
Partner, Price Waterhouse 

2. Income recognition 
Islamic banks often adopt 

different policies for the recognition of 
income arising from investments in 
Islamic instruments. 

Certain banks are known to 
recognise such profit immediately at 
the inception of the transaction whilst 
profit is recognised by other banks 
when actually received or amortised 
over the life of the instrument. 

Such differing methods of 
income recognition, apart from 
affecting the comparability of financial 
statements of Islamic banks, have 
wider implications due to their effect 
on the allocation of profits between 
investors and shareholders. 

3. Allocation of expenses 
and overheads 

Similarly, there is currently no 
consistent basis for the allocation of 
expenses and overheads to investment 
accounts. 

Certain Islamic banks deduct 
only direct investment related 
expenses from profits paid to 
customers, while others also apportion 
indirect overheads, such as 
depreciation 	and 	directors' 
remuneration to the returns accruing 
on investment accounts. 

The adoption of such diverse 
bases for the allocation of expenses 
and overheads to investment accounts 
results in undesirable fluctuations 
between Islamic banks in respect of the 
profits payable on investment 
accounts. Accordingly, a consistent 
basis must be developed and agreed 
by the investors. 

4. Disclosure of Social Activities 
Non profit activities which make 

a positive contribution to society are 
actively advocated by the Shari'a. 

Islamic banks are therefore 
required to undertake social activities, 
and disclosure of such is likely to be 
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one of interest to users of such banks' 
financial statements. No consistent 
level of disclosure is currently 
practiced, with such disclosure 
varying from nothing to extreme 
detail. 

There is therefore a need for 
uniquely Islamic accounting matters 
such as this to be addressed. 

Auditing Issues 
There are a number of audit 

issues arising from both the 
accounting issues dealt with above, 
and from the nature of the operations 
of Islamic banks. Some of these are: 

1. Investment accounts 
There are a number of auditing 

issues related to investment accounts: 
a) The inclusion of such 

managed funds on a bank's balance 
sheet will obviously inflate the assets 
and liabilities of that bank. 

This can have a significant 
impact on the capital adequacy and 
lending ratio requirements of the bank 
under certain regulatory regimes. The 
effects of any non-compliance must be 
considered by the bank's auditor. 

b) Due to the nature of many 
Islamic financing activities, such as 
Mudarabas, it is common for the 
bank's own funds and client funds to 
be invested in the same venture. 
Although not a problem unique to 
Islamic banks, this does not raise the 
question of clear segregation of client 
funds. The auditor must therefore 
satisfy himself as to the adequacy of 
the internal controls to ensure proper 
segregation of such funds, and their 
related risks and rewards. 

c) There is no formal 
requirement in many jurisdictions 
regarding the financial statement 
disclosure of off-balance sheet funds. 
Given the nature, and often significant 
volume of such funds, disclosure of 
such matters as maturity profile and 
geographical analysis may be 
considered essential information for 
the users of the financial statements. 
The auditor must often consider the 
balance between ensuring a true and 
fair view, and disclosing potentially 
competitor sensitive information. 

2. Liquidity Management 
The absence of liquidity and 
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maturity parameters in many 
jurisdictions 	combined 	with 
investment in long term Islamic 
financing project may increase the 
liquidity exposure of Islamic banks. 

The ability to manage such an 
exposure may also be hindered by the 
difficulty in obtaining suitable off-the-
shelf management information 
systems, which are normally designed 
for western style operations. The 
extent of the banks ability to manage 
this risk must clearly be considered by 
the auditor. 

3. Rates of Return to Investors 
Islamic banks are competing 

with established western style banks 
for investors' funds, and must often 
therefore demonstrate that the 
products provided by them generate a 
comparable rate of return. 

The nature of many Islamic 
finance products is however often 
inconsistent with the generation of a 
steady income stream that is 
comparable with those generated by 
interest based products. 

The Islamic bank may therefore 
"smooth" the reported profits, through 
the operation of provisions and 
reserve accounts in order to report a 
"market" rate of return. 

The auditor must always 
consider whether such activities are 
permissible under the relevant 
legislation, and are rarely presented to 
investors, who may otherwise be 
misled. 

4. Shari'a Compliance 
Clearly the question of Shari'a 

compliance is significant to the audit 
of any Islamic financial organisation, 
and the role of the external auditor 
must address this. This significance 
may be considered greater when the 
Islamic bank is operating within an 
Islamic jurisdiction, and is therefore 
subject to the Shari'a courts. 
However, even when not directly 
governed by Shari'a, compliance 
must be essential given the impact to 
the bank's operations should, for 
instance, its products be no longer 
considered acceptable by its target 
market. 

The Religious Supervisory Board 
of most Islamic banks is responsible 
for ensuring the Shari'a compliance of 
the bank's activities and products. The 

external auditor's role in this issue 
complex, due largely to the lack ( 
sufficient expertise of most auditors 
the Shari'a law. As a result, reliant, 
will often be placed on the competent, 
of the bank's own Religiou, 
Supervisory Board, which shoulc  
be theoretically be independent 
from the commercial interests of that 
bank. 

While the auditor must take 
steps to satisfy himself on this matter, 
as he would if relying on any other 
expert, his task is complicated by the 
subjectivity of interpretation of the 
Shari'a, which has seen many 
conflicting opinions given by the 
Religious Boards of different banks 
over recent years. 

The establishment of rules and 
regulations, covering specific 
investment products, would go a long 
way in effectively ensuring that 
Islamic banks comply with the 
covenants of the Shari'a as well as in 
the performance of their fiduciary 
duties and obligations to their 
investors. 

The Future 
As mentioned earlier, the Islamic 

banking market has expanded 
considerably in recent years. This 
growth has necessarily focused the 
attention of conventional banks on this 
sector, and it remains to be seen what 
impacts this will have. 

It is clear however, that the use 
of the financial statements of Islamic 
banks by clients and competitors that 
are used to operating in a 
conventional, 	western 	style 
environment will increase the risk of 
an "expectation gap". Such a gap will, 
to no small extent, be due to a lack of 
understanding of the religious basis 
for Islamic finance generally. This is 
clearly a matter that will need to be 
addressed by the Islamic banks 
themselves in these ever-more 
competitive times; it is clearly a matter 
that will be of concern to the auditors 
of such banks. 

The current progress towards 
developing an accounting framework 
for Islamic banks is a step in the right 
direction; it remains to be seen 
whether such a framework can become 
widely accepted by national 
regulators. 



The Philosophy and Objective of 
Islamic Banking: Revisited 
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"It is imperative that Islamic banks are staffed by people who are not only competent 
technically but are also well-versed in the Islamic financial system, believe in it and are 
committed to it. At present all Islamic bankers do not fall in this category; some jumped 
on the bandwagon for selfish reasons," ('Comment' New Horizon, September 1995). 
A climacteric comment which needs to be examined thoroughly by all parties who are 
involved in the Islamic banking system, writes Sudin Haron. 

I
t is not the author's intention to 
lend support nor to dispute the 
above statement. In fact, there are 

many other reservations made by 
various quarters on fallacies of Islamic 
banking practices (see article by Dr. 
Sarni Hassan Homoud in 'Islamic 
Economic Studies', December 1994 
issue). It is truly unfortunate that if the 
Islamic banks are managed by those 
who do not believe or are not 
committed to this system, because the 
existence of this group of people will 
result in a great loss to the Muslim 
community. Therefore, it is inevitable 
that we will someday hear (or it has 
already been said) people claim that 
there is no difference between Islamic 
and conventional banks. There are 
already allegations made by those who 
patronage Islamic banks that charges 
or costs imposed on them are more 
expensive compared to those of 
conventional banks. 

Today, Islamic communities are 
proud of the existence of more than 
150 interest-free financial institutions 
world-wide. These institutions 
mobilise more than 70 billion US 
dollars and provide banking facilities 
compatible to those of the 
conventional banks. In fact, promoters 
of the Islamic banking system in some 
countries are eager to introduce more 
advanced financial derivatives such as 
options and futures in their system. 
Because of this eagerness, there is a 
possibility that they tend to forget (it 
may be because of ignorance, induced 
by profit or other selfish reasons) the 
main reason for the establishment of 
an Islamic bank. Those who are 
ignorant about the reasons for the 
establishment of Islamic banks will 
certainly believe that the achievement 

of Islamic banks is measured by its 
compatibility with the conventional 
banks rather than the contributions 
made by the bank towards the 
betterment of the whole Islamic 
community. 

Islamic scholars on many 
occasions, explained that the term 
'Islamic banking' means conduct of 
banking operations in consonance with 
Islamic teaching. As mentioned by 
Muazzam Ali (one of the leading 
scholars in Islamic banking), Islamic 
financial system cannot be introduced 
merely by eliminating riba but by 
adopting the Islamic principles of 
social justice and introducing laws, 
practices, procedures and instruments 
which help in the maintenance and 
dispensation of justice, equity and 
fairness. 

As an institution whose 
foundations are based on religious 
doctrines, the establishment and 
operations of an Islamic bank have 
raised many theoretical and 
conceptual considerations. Islamic 
banks therefore are not expected to 
have similar objectives and 
philosophies with other business 
entities. 

As a business entity established 
within the ambit of Islamic law, the 
Islamic bank is expected to be guided 
by the philosophy of Islamic business. 
Establishing the right philosophies is 
important for any Islamic bank for two 
reasons. Firstly, these philosophies will 
be used by the management or policy 
makers of the banks in the process of 
formulating corporate objectives and 
policies. Secondly, these philosophies 
serve as an indicator as to whether the 
particular Islamic bank is upholding 
true Islamic principles. 

The Philosophy of Islamic Business 
Islam permits and encourages its 

followers to involve in trade activities. 
The Prophet (pbuh) in his early life 
used to be a trader and, similar to 
many of his eminent companions, was 
a businessman. From the religious 
perspective, the establishment of 
Islamic banks is considered a righteous 
move for two reasons. Firstly, its 
existence is in line with the divine 
revelation, i.e. to involve in trade. 
Secondly, Islamic banks provide an 
avenue for Muslims to perform 
banking business in the Islamic way, 
i.e. free from the element of usury. 

Eliminating the element of usury 
in the banking system is only part of 
the Islamic business principles. As 
Islamic business entities, all Islamic 
banks not only have to conduct their 
business with the objective of making 
profit but at the same time must 
conform to the Islamic business 
principles. 

Islamic banks are also expected 
to adhere to the rules and laws which 
are directly imposed on individual 
Muslims. Otherwise, these entities 
would not qualify to be called as 
Islamic entities. This leads one to the 
philosophical questions: 1) What 
should Islamic banks do?, and 2) what 
should they believe? For Muslims, the 
answers to these questions were given 
by the Quran in many of its verses. 

Therefore, the foundations of the 
philosophy of Islamic banking are 
those principles which have been 
revealed in the Quran and the Hadith. 
All revelations and the Hadiths which 
require Muslims to uphold justice and 
virtue, serve as principles which guide 
Islamic banks in managing their 
business affairs. 
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The principles of Islamic 
business comprise of honesty, and 
trade is to be conducted in a faithful 
and trustworthy manner. Islam 
conceives trade as an honest effort, an 
earnest endeavour, and human 
striving and earning unfair profit 
through operations like hoarding, 
black marketing, profiteering, short-
weighting, hiding defective quality of 
merchandise, adulteration cannot be 
regarded as honest trade. The Prophet 
(pbuh) was once conferred a title of 
'amin' or 'the trusted one' because of 
his honesty in all dealings. The 
operations of Islamic banks, therefore, 
are based on the concepts of honesty, 
justice and equity as practiced by the 
Prophet (pbuh). 

The meaning of righteous trade 
can best be understood from the 
metaphorical content of verse 29 of 
Fatir (35:29). This verse teaches 
Muslims that the godly man's business 
will never fail or fluctuate because 
Allah guarantees him the return, and 
even adds something to the return out 
of his own bounty. Analogically, 
honest trade will lead to the earning of 
profit in this world as well as in the 
hereafter. Tarmidzi, reported the 
Prophet (pbuh) as saying, "The 
truthful, honest merchant is with the 
Prophet, truthful and martyrs." 

In the process of conducting 
business, Islamic banks seek to bring 
about a lasting balance between 
earning and spending in order to 
achieve a betterment of the whole 
community. Islam has always 
emphasised lawful earning of a 
livelihood. All unlawful means of 
acquiring wealth are prohibited (4: 
29&30). 

In terms of spending, Islam 
demands its followers to spend money 
for the welfare of the people and not 
on wasteful or pleasurable activities 
(2:219). Verse 36 of Al Nisa (4:36) 
outlines the right conduct for Muslim 
and applicable for Islamic banks in 
conducting their business. 

In dealing with their customers, 
Islamic banks are expected to conduct 
the transactions for the benefit of both, 
i.e. the banks as well as the customers 
and uphold the concept of justice. In 
addition to what was revealed in Verse 
29, Verse 135 of Al Nisa (4:135) and 
Verse 90 of Al Nahl (16:90) also 
requested Islamic followers to 

maintain the concept of justice and 
equity in every aspect of life. On 
application of these verses to business 
context it means that Islamic banks 
when imposing charges to customers 
and also when fixing the profit-sharing 
ratio either with their investors or with 
their business partners. This 
philosophyis also reinforced by Verse 
87 of Al Maidah (5:87). 

In Islam, the absolute ownership 
of everything belongs to Allah (3:189). 
This absolute ownership does not 
reflect that Allah has created 
everything for Himself (2:29). Scholars 
claimed that the verse emphasises that 
what Allah has created belongs 
collectively to the whole human 
society. Legal ownership by the 
individual, that is to say the right of 
possession, enjoyment and transfer of 
property, is recognised and safe 
guarded in Islam, but all ownership is 
subject to moral obligation and even 
animals have the right to share (51:19). 

As for Islamic banks, while 
making profit from the business is 
acceptable, the accumulation of profit 
without utilisation for the betterment 
of the community is forbidden. 
Because of this revelation, Islamic 
banks are expected to be more 
sensitive to the needs of society, 
promote more social welfare programs 
and activities, and make more 
contributions towards the needy and 
the poor. 

Islam prohibits accumulation of 
wealth or its unrestricted possession 
by individuals exclusively for their 
own self-interest. It is further 
reiterated that wealth which is earned 
by the right means should not be 
hoarded in selfish interest because it 
would impede the growth in the 
economy, thus creating social 
imbalance (104: 1-4; 180:3). 

Three vices mentioned by the 
verses in Al Humazah (104:1-4) are 
here condemned in the strongest 
terms: i) scandal mongering, talking or 
suggesting evil of men or women by 
word of innuendo, or behaviour, 
mimicry, or sarcasm, or insult; ii) 
detracting from their character behind 
their back, even if the things 
commented are true, where the motive 
is evil; iii) accumulating wealth, not for 
use and service to those who need it, 
but in miserly hoards, as if such 
hoards can prolong the miser's life or 

give him immortality. Miserliness in 
itself is a kind of scandal. The above 
revelation serves as a reminder to 
those who manage Islamic banks to be 
more cautious in managing its assets. 
As mentioned earlier, the wealth of 
Islamic banks should be spent on the 
needy and for the betterment of 
society. Failing to conform with the 
instructions from Allah, means there is 
great possibility that the wealth 
accumulated by the banks will be 
destroyed. The destruction may be in 
the sense that the bank will not be able 
to make further profit and may 
ultimately have to cease operations. 

The Quran in many of its verses 
indicates the principles which serve as 
guidance for the Islamic banks in their 
practical affairs. To involve themselves 
in business is highly encouraged by 
Islam but the business must be 
conducted on the basis of equity and 
justice. Islamic banks are prevented 
from investing in or to have any 
dealings with unproductive 
businesses, or businesses which 
promote obscenity, business which 
involve manufacturing, selling and 
transporting of liquor, making and 
selling idols and services rendered in 
or to pagan places of worship, fortune-
telling and drawing lots, and 
businesses that involve usury and 
bribery. 

The Objectives Of Islamic Banks 
As suggested by Muslim scholars 

that the existence of Islamic banks is to 
promote, foster and develop the 
banking services and product based on 
Islamic principles. Islamic banks are 
also responsible for promoting the 
establishment of investment 
companies or other business 
enterprises as long as the activities of 
these companies are not forbidden by 
Islam. The main principles of Islamic 
banking comprise of prohibition of 
interest in all forms of transactions, 
and undertaking business and trade 
activities on the basis of fair and 
legitimate profit. Islamic banks are to 
give zakat and to develop an 
envionment which benefits society. 

Like any other business entity, 
Islamic banks are expected to make a 
profit from their operations. It is 
considered unjust for Islamic banks if 
they are unable to provide sufficient 
returns to the depositors who 
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entrusted their money to Islamic 
banks. While making a profit from the 
business is allowed in Islam, at the 
same time Muslims are prohibited 
from committing any excess (5:87). 
Applying this message to banking 
operations means that Islamic banks 
are prohibited from making excessive 
profit at the expense of their 
customers. 

Therefore, while ordinary 
business institutions are likely to place 
profit as their primary objectives, 
Islamic banks have to incorporate both 
profit and morality into their 
objectives. The commitment in 
pursuing moral and social objectives 
among Islamic bank varies widely. 
While some banks undertake social 
activities as ongoing projects, whereas 
other banks considered themselves as 
ordinary business entities but 
providing products that are allowable 
by Shari'a. 

The Jordan Islamic bank for 
example, is required to set aside a 
certain percentage of its net income for 
the purpose of scientific research and 
education. This fund is channelled to 
various higher institutions in Jordan. 
Similarly with Bahrain Islamic 
Bank which maintains a 'good 

faith loan fund'. 
One of the most outstanding 

Islamic banks in promoting moral 
objectives in the Islami Bank 
Bangladesh Limited (IBBL). This Bank 
clearly declares that its aim is to 
introduce a welfare-orientated banking 
system and also to establish equity and 
justice in all economic activities. In 
view of such an objective, this bank is 
considered one of the leading Islamic 
banks in promoting social activities. 
The bank has established a body called 
'Islami Bank Foundation' which 
provides financial assistance to the 
poor and needy people through 
various programs. It also undertakes 
health care, relief and rehabilitation, 
education, humanitarian programs 
and religious activities. This 
foundation has also established a 
modern hospital in Dhaka and centres 
for socio-economic development of the 
country. 

Faisal Islamic Bank of Kibris 
(FIBK) is another Islamic bank which is 
actively involved in social acctivities. 
This bank has established a special 
financial pool called 'Zakat and Social 
Help Funds'. The sources of this 
special fund come from zakat paid by 
thee bank or other parties and 

donations. This fund is managed by 
the bank under the scrutiny of Shari'a 
Supervisory Board. 

It is incongruous for someone to 
believe that Islamic banks are 
charitable organisations which are 
obliged to provide monetary assistance 
as requested. Similarly, it is 
inappropriate for the management of 
Islamic banks to emphasise on the 
profit maximisation policies. 

Although, the top managements 
of Islamic banks are responsible in 
developing and implementing policies, 
it is rather unfair to shift the blame 
solely on these financial technocrats. 
On the contrary, the providers of the 
funds, especially the depositors and 
shareholders have to share equal 
responsibilities. Their expectations for 
higher profits or dividend prompted 
the management of Islamic banks to 
optimise returns on every business 
opportunity undertaken by the bank. 
Therefore, every party within the 
Islamic banking system must have a 
clear understanding on the 
true concept of Islamic banking. 
The methods and steps taken 
in educating these groups 
are indeed formidable and 
challenging. 
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A Plan for an Interest-free Economy 
Former National Investment Trust (NIT) Chairman, S.M.A. Ashraf, discusses the 
fundamental steps required to achieve an environment which would readily encourage an 
interest-free economy to flourish. 

Before going into the modalities of 
how to achieve an interest-free 
economy, I would like to re-

enunciate the concept. The 'basic 
concept' that has to be changed is the 
concept of 'cost of money', i.e. money 
is a factor of production independent 
of the entrepreneur and must get a 
return for its use just as land and 
labour have to be paid by way of rent 
and wages respectively. This is the 
basic concept of capitalism and we 
have to wage a 'jihad' against this. 
Banks are part of this system and have 
been traditionally allowed only to deal 
in money, viz getting deposits and 
lending money on interest. The 
concept is so ingrained in our mind 
that even 'Ulema', who are not 
satisfied with the present day system 
of "mark up" or "Murabaha", 
"Mudaraba", etc. have expressed their 
desire that there should be an 
institution where old persons and 
widows can safely deposit their money 
and even earn some profit over it. The 
idea that business may go sour and 
depositor's principle amount may also 
be eroded is so repugnant that nobody 
is prepared to even think about it. 

Coming to the question of how 
to go about it, I would suggest that the 
following 'methodology' should be 
adopted: 

a) The study of Islamic 
economics and Islamic banking is still 
in a nascent stage. To my knowledge, 
no authentic text book is available on 
either of these subjects. Efforts should 
be made to develop text books for 
different levels of learning. These text 
books should be written by 
professionals under the guidance of 
'Ulema'. Educational institutions such 
as Universities and business schools 
should be approached to include these 
books in their curricula. Recently, Mr. 
Husain Lawai and I had a meeting 
with Dr. Abdul Wahab, Vice 
Chancellor, Karachi University and he 

assured us of his full support. Other 
institutions, specially in the Muslim 
world should be approached. It will 
take time to develop text books. 
Meanwhile, good articles written on 
these subjects by Muslim authors and 
chapters from existing books may be 
compiled and prescribed as suggested 
reading material. 

b) 'Seminars and workshops' 
may be held to educate the thinking of 
depositors as well as the bankers that 
expectation of profit and risk of loss 
goes along with the capital. Although 
during the first ten years after the 
banks were allowed to enter into 
'Musharika', 'Murabaha', etc. everyone 
was trying to pay lip service to 
interest-free banking in Pakistan, the 
banks or other financial institutions 
did not develop any expertise for 
correctly appraising business 
propositions in which they were 
investing the depositors' money. Nor 
did they develop any expertise for 
monitoring business and industrial 
activities. The entrepreneurs on their 
part were not prepared to let the banks 
or financial institutions interfere in 
their management or even to ascertain 
the true health of their enterprises. The 
result was that only a few 
'Musharakas' were entered into and 
these too were later converted 
into 'Murabaha' agreements, which 
in theory meant sale of goods 
against deferred payment, but in 
practice soon deteriorated into being 
another name for lending money on 
interest. 

c) Another step in this direction 
would be the establishment of leasing 
companies and 'Mudarabas' by such 
persons or institutions as the "Dar Al 
Maal Al Islami", who do not have 
maximisation of profit as their primary 
objective. They should work strictly 
within the confines of Shari'a, even if it 
means loss of some profit or forgoing 
some profitable business. As a matter 

of principle an Islamic institution 
'should not try to provide all the 
services that are provided by secular 
institutions. Industrialists and traders 
of repute, who subscribe to our way of 
thinking should be identified and 
approached to lend their support to 
these organisations. 

These institutions should have 
one or two reputed religious scholars 
on their Board of Directors. 
Alternatively, there should be a team 
of two persons, a religious scholar and 
a dedicated economist or banker as 
whole time employees of the 
institution to monitor their day-to-day 
working. 

d) In existing institutions set up 
by "Dar Al Maal Al Islami" persons 
appointed at senior levels, specially 
the Chief Executive Officers should be 
totally committed Muslims, even 
though persons who are reputed to 
have better technical skills are 
available. 

e) Governments who are 
committed to uphold the dictates of 
Shari'a should be approached, time 
and again, to remove the impediments 
to Islamisation of the economy. One of 
the greatest impediments is deficit 
financing. Strictly speaking deficit 
financing is a sort of 'Zu/m', because it 
erodes the value of money held by the 
public. Similarly, the present system of 
income tax in Pakistan is a dis-
incentive to businessmen, who want to 
disclose their true profit to the 
institutions who become their 
'Musharaka' partners. 

f) A strong monitoring or 
auditing institution may be set up who 
should be able to look into the 
business of existing 'Murabaha', 
leasing companies, etc. so that the DMI 
and other such institutions may extend 
financial support to such institutions 
as are certified by it to be working 
within the confines of Shari'a. 
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(L-R) H E Essa Saleh AI-Gurg, UAE Ambassador to UK. HRH Mohamed Al-Faisal, Chairman DMI Group .Muazzam 
Chairman Institute of Islamic Banking and Insurance. Robin Fox, Vice Chairman, Kleinwort Benson Group Plc. 

Institute Hosts First Annual Dinner 
Islamic Banking means more than just 'interest-free'. This issue was raised at the Institute 
of Islamic Banking and Insurance's dinner, by HRH Prince Faisal. Also speaking was 
Robin T Fox, Group Vice Chairman of Kleinwort Benson and Muazzam Ali, chairman of 
the institute. 

T
he Institute of Islamic Banking 
and Insurance held its first 
annual dinner last month at the 

RAC club in London. Chief guest at 
the dinner was His Royal Highness 
Prince Mohamed al-Faisal, Chairman 
of Dar al-Maal al-Islami Group. 
Addressing the gathering of 
prominent members of the banking 
community, he explained that Islamic 
banking is not to be defined by what it 
cannot do,and that it implies more 
than just non-interest banking. 

Adding that Islamic banking is 
available to non-Muslims as well as 
Muslims, the Saudi Prince went on to 
say that it is based on the sound 
foundations of Shari'a (Islamic legal 
system), and that the aim of the 
Institute was to develop the new 
instrumentalities by which Muslims 
can serve their areas in the fields of 
finance and insurance. The group is 
now the second biggest arranger of 
finance in the South Asia region. 

Robin T Fox, Group Vice 
Chairman of the Kleinwort Benson 
Group plc, was the guest speaker and 
in an enlightening speech (reproduced 
next page), described how Islamic 
banking had caught the attention of 
the mainstream banking industry. 

He admitted that as earlier 
examples of Islamic banking were 
almost all in the realm of trade 
financing, Islamic banking was not 
expected to become a major force in 
the world of finance. However with 
Islamic financial institutions spreading 
throughout Europe, the western 
market began to look seriously at 
Islamic institutions as good source of 
finance, particularly as there was 
potential for business with the Arab 
and Muslim world. 

He revealed that London has 
become a centre of Islamic finance in 
the west as it has the highest number 
of Islamic financial organisations, and 
the city has now begun to understand 
how Islamic banking can be used 

alongside the more conventional 
systems. 

In his welcoming address, 
Muazzam Ali, Chairman of the 
Institute, explained that the Institute 
was set up in London as a research 
and educational body. "It aims to 
promote and develop Islamic banking 
and foster cooperation with 
conventional banks," he added. 

"Islamic banking appeared on 
the financial scene some two decades 
ago after remaining dormant for a long 
time. The credit for the revival of 
Islamic banking goes to a small team 
of scholars and thinkers led by His 
Royal Highness, Prince Mohamed al-
Faisal. He not only pioneered the 
system but gave it a practical shape by 
setting up the Dar al Maal al Islami 
Group, which has established 
Islamic banks, investment, insurance, 
leasing, trading and other 
financial organisations all over the 
world. 

"To fulfil our mission, we have 
been engaged in several areas. Very 
briefly, the Institute has: published a 
comprehensive Encyclopaedia of Islamic 
Banking and Insurance; publishes a 
monthly magazine, New Horizon; runs 

a post graduate distance-learning 
diploma course with over 150 bankers 
from 32 countries already enrolled; 
runs a monthly lecture programme on 
Islamic banking; has established a 
forum to encourage contacts among 
bankers interested in Islamic banking; 
and has several other books in 
preparation for publication. We are 
also working on a major project on 

Islamic Banking Law based on Fatwas 
issued by the Shari'a scholars. The 
Fatwas are being classified subject-
wise. 

"Besides this, we have 
undertaken several research projects, 
and organised conferences and 
seminars. We also co-operate and 
assist other establishments around the 
world in organising conferences, 
seminars and workshops on Islamic 
banking. 

"In undertaking our mission we 
have received inspiration and 
encouragement from His Royal 
Highness Prince Mohamad al Faisal. 
We are grateful to him. We also thank 
Mr. Omar Ali, Chief Executive Officer, 
Dar al Maal al Islami Group for his 
valuable advice and co-operation," 
he concluded. 
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Islamic Banking - A view from the City 
Robin T. Fox, Group Vice Chairman of Kleinwort Benson was guest speaker at the Fir: 
Annual Dinner of the Institute of Islamic Banking and Insurance. The following is 
transcript of his speech. 

1  have been asked to speak on Islamic 
Banking - A view from the City. It is 
always difficult to take a City view 

on anything as definitions vary so 
widely. I recollect that a number of 
years ago there was a rather 
unpleasant situation between the then 
Chairman and Managing Director of 
Rank Organisation - a West End 
company if ever there was one. The 
reason behind the falling-out was that 
their wives could not stand the sight of 
each other. The headline in the Evening 
Standard was 'City Row breaks out'. 
One can only despair! 

There have been over the years 
different aspects of Islamic banking 
which have caught the attention of 
those working in conventional banks. 
One aspect inevitably was the 
assertion that there were large cash 
balances around on which the bank 
was actually not allowed to pay 
interest. Remember this was over 20 
years ago when interest on current 
accounts was a dream and interest 
rates were of course considerably 
higher than today. How delighted a 
bank was to have a customer who left 
large balances in his or her current 
account. Even here there was a 
cautionary tale told. One British 
clearing bank had an eccentric 
millionaire inventor as a customer. He 
always left a few million pounds on 
his current account. A new manager 
felt sorry for his customer and 
transferred the balance without 
consultation to a deposit account at 
short notice on which interest was 
paid. Unfortunately disaster struck. 
Most of you will not remember that in 
those far off days the top tax rate on 
what was uncharitably called 
'unearned income' was no less than 
98% - difficult to believe that today. In 
the year I am talking about the 
Government decided that a further 

squeeze on the rich non-earners was 
required and imposed a further 5% 
surcharge making the overall rate for 
that year 103%. This meant, of course, 
that the eccentric customer was now 
required to pay more tax than he had 
received interest - a sad story indeed 
and even sadder for the bank who had 
to pay up to calm their customer. 

There were a few conventional 
banks in London which thought 
constructively about this new 
possibility for doing business. Those 
who found the idea of engaging in 
trading ventures with Islamic 
institutions and customers most 

acceptable, were either banks which 
specialised in trade finance world-
wide such as Citibank, or those 
merchant banks who still had trading 
companies within the group, and I'm 
glad to say that Kleinwort Benson 
came into the second category. We not 
only had a bullion trading company, 
Sharps Pixley, which specialised in 
trading base metals and had a 
substantial business with a number of 
counterparties in the Gulf and Saudi 
Arabia, but also a full service trading 

company, Fendrake, which was 
dealer in soft commodities and al; 
was among other things th 
Sainsburys agent in the Gulf sellin 
groceries and, incidentally, selling 
wide range of goods, includin 
chocolates and agricultural machiner 
all over Eastern Europe. 

It was relatively easy fo 
conventional banks who wen 
involved in trade in such a close wa) 
to develop a flow of transactions, one 
the early examples of Islamic 
financings arranged in London were 
almost entirely trade related 
transactions, involving the purchase 

and sale of a range of physical 
commodities. Banks with strong 
Middle Eastern connections, such as 
Saudi International were also 
developing their own Islamic 
financing and investment business. I 
think it is fair to say that at that stage 
most other conventional banks did not 
think that Islamic banking was going 
to be a major factor, even in the Gulf 
and Saudi Arabia, let alone further 
afield. 

However, at Kleinwort Benson 

Far right Dr. Omar Azzam. Director DMI Group. 
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we were extremely interested in the 
concept and developed a reasonably 
sized business based on our 

assumption of the underlying 
transaction, counter-party, credit and 

completion risks in both directions. 
This meant that we could only grow to 
a certain size as it was unrealistic to 
expect the Islamic investors to 
continue to place ever larger amounts 
of funds with us. In fact, I remember 
we had a certain amount of 
embarrassment from time-to-time as 
we were unable to access sufficient 
volume of suitable and, or course, 
profitable investments outside the 
Kleinwort Benson credit for the very 
large funds that were occasionally 
available. 

As with most problems, more 
communication and a certain amount 
of bottlenecks. The cause was 

particularly well served by the spread 
of Islamic institutions in Europe led by 
your own organisation, Your Royal 
Highness, DMI, and also Sheikh Saleh 
Kamel's Al-Baraka Group. The Al-
Rajhi presence in London was another 
contributing factor to the development 
of the Islamic capability in our 
domestic market. London has always 
thrived on competition and the 
establishment of new markets. The 
presence of so many participants 
persuaded the Western counterparties 
that Islamic institutions were a large 
and continuing source of finance and 

they began to review and adjust their 
own trading methods and financing 
requirements accordingly. The market 
grew until it was being said, and I 
believe it is still true, that London is 
the single largest Islamic banking 
market in the West. This was, and 
remains, amongst the largest world-
wide, quite an achievement and one 
with which we at Kleinwort Benson 
are delighted to be associated. 

The conversion of the basic short 
term commodity financing into 
medium term facilities with the 
investor taking the full risk associated 
with the investment has been the task 
of the past five years or so. I know that 
much has been done in this area and I 
have been extremely impressed by the 
transactions that I have heard about 
and that I have seen advertised by the 
Islamic institutions and City houses 

including United Bank of Kuwait. 
These Include project finance and 
substantial leasing transactions 
involving large ticket assets such as jet 
aircraft. We understand now how 
Islamic finance can be used in 
conjunction with other forms of 
finance. By example, in the Projects 
area I believe that export credits are 
now being used alongside segregated 
Islamically structured financings based 
on Ijara and Istisna principles. The 
growth of equity funds which qualify 
as Islamic is also most encouraging. 
Given this ability to co-exist, if I may 

call it that, with the conventional 
financing system I can foresee a very 
bright and expanding future for 
Islamic banking. We are now able to 
show reciprocity to the market 
through Kleinwort Benson's direct 
involvement in its customers' own 
transactions. We are delighted to have 
been invited to participate in the 
syndicated financing for the 
Haramaien development project in the 
Kingdom that is presently being 
arranged by Islamic Investment 
Company of the Gulf. 

Perhaps I may be allowed to 
interject here that as many of you 
know Kleinwort Benson has recently 
become a subsidiary of a German 
bank. I understand that German banks 
have been criticised in the past for 
their lack of interest in Islamic 
banking. I can assure you that 
Kleinwort Benson will be doing all it 
can to alter that attitude at least one 
German bank, and we certainly intend 
not only to continue but also to 
develop our range of Islamic products 
and services as an active member of 
the Dresdner Bank Group. 

As I have indicated, I am very 
optimistic about the future of Islamic 
banking but it would be being 
unrealistic if I did not touch on some 
of the problems which still do exist 
and should be solved if possible. I 
spent last week in Malaysia, a country 
which I have known well for over 20 
years. I am impressed at how well the 
authorities are coping with the 
development of an Islamic financial 
system alongside a conventional one. 
Most of the banks now have Islamic 
banking windows, there is an Islamic 
stock broking company which is a 
member of the Kuala Lumpur Stock 
Exchange and there is also a 
substantial Islamic savings institution, 
Tabung Haji. A particular strength of 
the Malaysian system is that the 
central bank, Bank Negara, has its own 
Shari'a Council which in effect lays 
down the rules for the whole country. 
This is an example which could well 
be followed in other countries where 
considerable confusion has been 
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caused in the past, and still 
occasionally today by the different 
interpretation of the Shari'a by 
different councils and advisers. I do 
not need to tell you that common 
standards would lead to the ability to 
trade assets and the development of a 
market for Islamic products that 
would offer liquidity within a long-
term investment framework. 

Another area which needs 
attention is accounting standards. I 
know that work is going on here but it 
is crucial if outside observers are to be 
able to judge the credit standing and 
profitability of Islamic banking 
institutions. This leads on to the 
problem that you have with central 
banks and banking supervisors. One 
part of this problem relates back to the 
accounting issue in that it is not always 
clear cut what- risks the Islamic 
institution is running, how long-term 
are its liabilities, how liquid its assets? 
These are difficult questions to which 
to give firm answers. You can see that 
they could worry bank supervisors 
who already have a lot to worry about. 
The whole question of capital 
adequacy is very topical. 

The other part of the problem 
relates to responsibility. If Islamic 
banks want banking licences in 
countries in which their shareholders 
are not resident, it is asked why the 
parent organisations which may be 
called Islamic banks are not fully 
authorised and regulated by their own 
national authorities. I know only too 
well because of the dealings we have 
had with them on a number of 
occasions that the Bank of England 
pays particular attention to the 
existence of a Regulatory Authority, 
usually another Central Bank, who has 
the ability to supervise the relevant 
group on a consolidated basis and, if 
necessary, act as a lender of last resort. 
It may be that a solution to this type of 
problem can be found but, at the 
moment, it exists. 

I hope I have sounded cautious 
rather than gloomy. I am quite clear 
that the positive trends in Islamic 
banking are much stronger than the 

problems and many extremely skilled 
and resourceful individuals and 
organisations are trying to sort out 
these problems. I should in particular 
pay tribute to the work of the Institute 

whose guest I am this evening. Your 
programme of lectures and meetings 
here in London has caused greater 
understanding of the whole range of 
Islamic Banking products and 
investors. Your journal, New Horizon, is 
also helping in this educative process. 

I am honoured to have been your 

guest this evening and to have been  
asked to share some thoughts with 
you. We are this evening outside the 
limits of the City but I can assure you  
that has no hidden meaning. We in the 

City, and I speak as someone whose 
office lies midway between the Bank of 
England and the Tower of London, are 
delighted that the Islamic Banking 
industry is a flourishing plant. We 
look forward to working with you 
even more closely in the future. Thank 
you again for your hospitality. 

Guests at the First Annual Dinner at the Royal Automobile Club, London 
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A Central Bank's View of 
Islamic Banking 
Michael Ainley, senior manager at the Bank of England, Surveillance 
and Supervision section, is in charge of 30 Middle Eastern Banks and 
their development. He discusses the Bank of England's position on 
Islamic Banking. 

Michael Ainley 
Senior Manager 
Bank of England 

As a banking supervisor I come 
at Islamic banking a 
perspective 	which 	is 

conditioned by the requirement in the 
1987 Banking Act to look after the 
interests of depositors. This means that 
we have to be satisfied that our banks -
of whatever origin - are prudently run 
and that their management is fit and 
proper. 'Prudently run' is not defined 
in the Banking Act but has particular 
requirements as to capital, liquidity 
and risk management. Fitness and 
properness means that management 
must be adequate in breadth, depth 
and experience. And it must be 
competent to run the business. 

We apply these principles to all 
the 350 or so banks that we supervise. 
The more complex or unusual a bank's 
business, the greater we need to 
understand the bank's business 
rationale, its operating policies 
(including its approach to risk 
management) and its strategic 
direction. A relevant factor here is the 
Bank of England's interest in 
maintaining the efficiency and 
integrity or our domestic banking 
system; there is also the international 
dimension, where we are cooperating 
increasingly closely with other central 
banks and supervisors. 

The UK has always welcomed 
financial innovation. London's 
position as an international financial 
centre has been built on a tradition of 
openness and on encouragement of 
strong, well-run financial institutions, 
from all parts of the world. As the 
Governor said in his speech to the-
Islamic Foundation a few weeks ago, 
we welcome competitive innovation in 
financial market and banking practice 
which can enhance the services 
London provides - both for domestic 
and international users. 

This then is the context within 
which we at the Bank of England 
approach Islamic banking. We have 

responsibilities as banking supervisors 
to ensure that the banking facilities 
offered in this country - whether 
Islamic or not - are in accordance with 
our national legislation. To do that, we 
need to improve our understanding of 
what is involved; and we have to work 
with the Islamic banking community to 
identify and solve any problems that 
may exist. 

What is Islamic Banking? 
In considering the implications 

of Islamic banking, we face a particular 
difficulty at the outset. There seems to 
be no single definition of what 
constitutes Islamic banking. The basic 
principle is, however, clear, namely 
that making money out of money is 
contrary to Islamic law. Rather, wealth 
should be accumulated from 
participation in trade and the 
ownership of real assets. The Bank of 
England respects that perception; and 
we understand the connection with the 
teachings of the Qur'an on social 
responsibility and cohesion. Even 
within a purely secular context, it is 
evident how such an approach can 
help the financing of industry and 
trade. In the context of the 1980's debt 
crisis, for example, the Bank of 
England emphasised, on more than 
one occasion, the dangers that heavy 
reliance on debt, rather than risk-
sharing, could pose. 

Another complication for us is 
understanding how transactions are 
approved. Many institutions offering 
Islamic banking products do so under 
the guidance of a board of Shari'a 
advisers. According to my contacts in 
London and the Middle East, different 
Shari'a Boards interpret the 
acceptability of Islamic products in 
their own way. Each Shari'a board, as I 
understand it, has equal authority. 
Also, the concept of 'precedent' does 
not generally chart the development of 
Shari'a law. In some jurisdictions, 

therefore, there is no "definitive" answer 
as to the status of a particular Islamic 
banking product. 

In some ways, this may be not 
too different from the introduction of 
new products in a conventional 
banking system. These can start as 
closely-guarded innovations, giving 
the institution a competitive edge until 
they acquire a more generalised 
'commodity' status. In these cases, too, 
it sometimes takes time for accounting 
and other aspects of the transactions to 
become standardised. But for Islamic 
banking products, the lack of clear 
definition can lead to considerably 
uncertainty about what it, and what is 
not, the "acceptable" way to do 
particular business. We, at the Bank, 
have noticed important difference in 
practice between the Middle East, on 
the one hand, and the Far East on the 
other. 

A third point here: Islamic 
banking has developed as an 
alternative to conventional banking for 
those who wish to adhere to Shari'a 
law. But the possibility of becoming a 
complete alternative to conventional 
banking depends, I suggest, on Islamic 
banking being able to offer their 
customers all the facilities they need. 

In this regard the ability to offer 
global banking facilities on an Islamic 
basis would seem to require a presence 
or operating ability of some sort in the 
major western markets, particularly of 
London and New York. Indeed, 
London already seems to be 
developing as a major centre of Islamic 
banking; the presence of your Institute 
here is a testament to that and one 
means of fostering the development of 
interest-free banking. I would also 
note that is was a London bank that 
introduced the first Modaraba in 
Pakistan. I always find it a little odd, 
therefore, when I read suggestions that 
the Bank of England is somehow 
opposed to Islamic banking. 

'e been 
is with 
ide the 
ire you 
e in the 

whose 
Bank of 
ion, are 
anking 
int. We 
ith you 
. Thank 

New Horizon Dec / Jan 1995 13 



FEATURE 

How developed is Islamic banking? 
There is no doubt that Islamic 

banking, broadly defined, has grown 
and is growing. There is now a 
confirmed Islamic banking presence in 
at least 25 countries, notably in Africa, 
the Middle East and the Far East. The 
number of institutions offering Islamic 
products is also increasing. One 
(private) estimate of the present size of 
the market is $60-80bn. According to 
Ernst & Young, 15% of private assets 
in the Gulf states are invested in 
Islamic banks. Islamic banking, it 
might be fair to say, is no longer an 
experiment. 

Even so, a single Islamic bank, or 
even a few Islamic banks in any one 
country, do not constitute an Islamic 
banking system. Bank Negara Malaysia 
have said in one of their Annual 
Reports that a banking system, 
whether Islamic or conventional, 
requires at least three ingredients to 
qualify as a system. These three 
ingredients are: 

First, a large number of players. 
There must be an adequate number of 
different institutions participating in 
the system, to provide depth. This may 
be the case in a few countries, such as 
Bahrain and Malaysia, but not, I think, 
in several others. 

The second ingredients is a broad 
range of instruments. A variety and 
range of different types of instruments 
must be available to meet the needs of 
customers and those of the institutions. 

And the third ingredient is an 
interbank market. There must be an 
efficient and effective interbank money 
market to provide a means for 
institutions to manage their liquidity. 
This is difficult if there are only one or 
two Islamic banks in the system. But it 
is important, if not essential, for 
supplementing retail deposits or 
disposing of excess liquidity. The 
Islamic Development Bank has, I 
know, done useful work in developing 
thinking in this area. 

I am, frankly, not sure to what 
extent Islamic banking meets these 
three criteria. All that can be said with 
confidence is that the state of 
development differs in different 
countries, depending in part on 
whether the domestic financial system 
is or is not Islamicised. 

London, as I have said, is often 
cited as a leading centre for Islamic 
finance. Certainly, there are a growing 

number of institutions in London that 
are active in Islamic products. 
Periodically, also, banks from Islamic 
countries discuss with us their plans to 
introduce Islamic banking in one form 
or another. So far, at least, these 
discussions have tended to be 
preliminary and to focus on fact-
finding by both sides. 

Based on these discussions, I can 
see that Islamic banking is well placed 
to contribute to the financing of 
industry and trade and to the 
provision, say, of leasing facilities. In 
these areas, Islamic banks can provide 
straightforward competition to 
conventional banks. But there is, I.  
believe, some way to go before Islamic 
banks generally are able to offer 
customers a full range of facilities. As 
the Vice-President of the Faisal Islamic 
Bank of Bahrain noted in a recent 
Washington Post article, there is scope 
to develop services in areas like Fund 
Management, securitisation and 
corporate finance. 

On the funding side, deposit-
taking on interest-free current account 
or, as in Iran, on terms where the 
capital is certain but the return is not 
known at the time the deposit is 
placed, are not a problem. Here also, 
Islamic banks can compete directly 
with conventional banks. But monies 
taken on a risk-sharing investment 
arrangement, where the amount to be 
repaid is uncertain, do not fit 
comfortably within the definition of 
deposit-taking, at least as it is defined 
in UK banking legislation. But there 
are, of course, many institutions in the 
UK offering such facilities under our 
Financial Services rather than our 
Banking Act. 

All banks must be able to meet 
the short term demands of customers, 
and so liquidity management is a 
significant issue. It is perhaps 
particularly so for Islamic banks for 
whom there are relatively few, 
remunerated outlets for short-term 
liquid funds. Because of this, their 
earning portfolio tends towards the 
long-term and illiquid. This means that 
such institutions may be required to 
hold higher levels of overall liquidity 
with implications for profitability. As I 
have just indicated, the existence of an 
interbank market is essential to assist 
them in efficient liquidity 
management.So too are deeper 
markets and a wider range of 

monetary instruments. The easy 
availability of such short-term 
instruments would also increase the 
ability of Islamic banks to offer a home 
for short-term savings. 

Interaction of Islamic Banking with 
conventional Banking systems 

The development of Islamic 
banking will involve finding ways to 
co-exist with other banking systems in 
order to provide a full service to global 
customers. It is one thing, for example, 
for a domestic banking system to be 
founded on Shari'a principles, where 
the local central bank and supervisor 
can exercise oversight in markets 
where they have authority and act as 
lender of last resort; but it is quite 
another for Islamic banking to operate 
successfully and on an equal basis in 
the international economy. Unless 
progress is made to establish a complete 
alternative banking system, co-
existence and co-operation are vital. 
Re-inventing the wheel is surely in no-
one's interest. Rather ways should be 
sought of using the technical and 
commercial expertise in conventional 
banks to develop Islamically 
acceptable products. There is little 
justification, it seems to me, for 
believing that in all cases one has to 
start from scratch. 

This said, there are a number of 
problems to be solved in dealing with 
requests that institutions be permitted 
to offer more general Islamic banking 
facilities in a conventional economy. 

One is how to classify Islamic 
funds in terms of our own legal 
framework. One fundamental question 
is - to what extent, and in what precise 
forms, are funds placed with an 
Islamic institution capital-certain, thus 
falling within the definition of a 
banking deposit. And to what extent 
are they participating in a collective 
investment scheme, thus falling under 
the Financial Services Act. My 
understanding is that Islamic funds 
may fall into either of these categories 
(or indeed others). But supervisors and 
investors in the West certainly need to 
understand better the developing 
principles and practices in this area. 
Whatever form they take, I think it is 
likely that the concepts will be familiar 
to supervisors and regulators here in 
the UK; and that we can find 
satisfactory answers to these questions, 
perhaps through the organisational 
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structure. To give an example; Barclays 
bank takes deposits; collective 
investments are provided through a 
separate body; and Barclays Unicorn 
provides unit trusts. 

A second issue is risk. As this 
was covered in the Governor's recent 
speech, I will not dwell on it here. I 
would simply note that the absence of 
the interest rate mechanism can place a 
greater burden on risk managers 
within Islamic banks; and this links 
back to the need for Islamic 
institutions to hold higher levels of 
overall liquidity, with implications for 
profitability. 

I do not believe that these two 
problems are insuperable, either for 
the banks concerned or for their 
supervisors. As I said at the beginning 
of my talk, for any institution we as 
supervisors will require assurance that 
risks to which depositors' funds are 
exposed are properly assessed and 
controlled; and that a bank has 
adequate resources in terms of 
management, liquidity, systems and 
capital. 

In this sense, and from a 
supervisory perspective, Islamic 
products do not raise fundamentally 
different issues from any other 
banking product, be it swaps, options, 
syndications or whatever. But they do 
cause the supervisors to probe 
thoroughly for explanations that they 
fully understand. We are bound to do 
this as a matter of statutory duty, and 
it is right that we should - just as we 
are properly obliged to probe all the 
less familiar banking products. That a 
growing number of institutions are 
active in Islamic products in London 
shows that solutions can be found in 
this area. 

Some central bankers in 
predominantly Islamic countries have 
argued that the central bank should 
itself be equipped to judge which 
kinds of contract are acceptable in 
Islamic law and which are not. There is 
certainly a supervisory case for this. 
For example, a perception that a bank 
was engaging in Islamically 
unacceptable business could put that 
bank's liquidity under strain. Malaysia 
is an example of a country where there 
is a common Shari'a Board advising 
the Central Bank and commercial 
banks alike. 

In this country, however, as in 
many western countries, we would 

expect all banks, as a matter of course, 
to take legal advice to ensure all 
contracts conform fully with local law. 
But we leave it to the banks 
themselves, and their Shari'a advisers, 
to judge what is acceptable in terms of 
Islamic law, because the systemic and 
liquidity risks are proportionately 
much less here. 

More particular issues of supervision 
I think there would be little 

argument with the proposition that 
Islamic banks should be supervised, 
just as any bank is supervised. Indeed 
this proposition was agreed by the 

Central Bank Governors of Islamic 
States as long ago as their 1981 
meeting in Khartoum. Islamic banks, 
like any other bank, take funds from 
the public and so there needs to be 
some authority watching over the 
interests of those members of the 
public - particularly those who are 
more vulnerable. There is also the 
issue of confidence in the banking 
system, which is equally important to 
the fortunes of Islamic banks as it is for 
banks in conventional systems. 

Whether there are persuasive 
arguments for Islamic banks being 
supervised under special rules, 
perhaps to different standards in view 
of their different approach to banking, 
is perhaps more debatable. In the UK 
the reality is that the Bank of England 
must implement the law as it currently 
stands; and the success of institutions 

in developing Islamic products in 
London suggests there is no 
fundamental impediment. 

It is certainly the case, 1 suggest, 
that any supervision should be 
directed at the whole of a bank, and that 
this supervision should encompass all 
activities undertaken by the 
organisation which might affect either 
its financial position or the banking 
systems in which it operates. 
Supervision of the whole bank seems 
to me to extend also to a banking 
group however it is structured and 
however many countries it operates in. 
This certainly is a key element in the 

Bank's current supervisory approach. 
The globalisation of financial 

services means that financial 
regulators are dependent more and 
more on their counterparts abroad. 
These days, financial disturbances can 
originate in almost any significant 
market in almost any country. This can 
lead to quite unpredictable knock-on 
effects, transmitted through payments 
and settlement arrangements, 
anywhere in the world. Partly as a 
result, banking supervisors in different 
countries increasingly work together; 
and the members of the Group of Ten 
who meet together in Basle under the 
auspices of the Basle Committee have 
issued a number of joint papers on 
their approach to the supervision of 
banks. These have tended to set a 
benchmark for supervisory best 
practice in other parts of the world. 

Michael Ainley and Omar A Ali 
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To work out how the supervision 
of Islamic banks fits into this 
established approach, one of the 
fundamental concerns of banking 
supervisors is to understand how 
Islamic banks are presently 
supervised; and the methods and 
procedures used by local supervisors 
in assessing these operations. We 
would also wish to understand the 
basis on which the supervision of these 
banks is founded. 

In the UK, as in many countries, 
the fundamental objective in 
supervising banks is to protect the 
interests of depositors. This is a single, 
clear objective. There is perhaps an 
equally clear objective in the case of 
wholly Islamic banks where the 
supervisor's task would be to protect 
both "depositors" and "investors" 
from poor controls and management. 
Clearly defined accounting rules in the 
allocation of • profit between 
shareholders and investors, and 
between different categories of 
investors, have a crucial role to play 
here. However, it seems to me that the 
task of supervision can get particularly 
complicated when there are different 
sets of risk-sharing funds involved. So 
we need to understand - clearly - the 
local system of supervision and then 
try to see how it measures up to the 
practices laid down by the Basle 
Committee. 

A further issue in supervising 
banks operating in different 
jurisdictions is the question of 
consolidated supervision. As part of the 
Basle minimum standards for the 
supervision of international banks, all 
banking operations must be capably 
supervised on a consolidated basis. For 
Islamic as well as other banks this, 
involves questions of structure, which 
can often lead to difficulty in 
identifying the precise group to be 
consolidated - especially where 
ownership is established through 
common individuals rather than 
companies. Islamic banks may also 
operate differently under different 
regimes which can complicate the 
consolidated picture. For example, a 
number of 'Islamic' banks in London 
operate on a conventional basis here -
such as Iranian and Pakistani banks -
although their Head Offices are part of 
an Islamic banking system. 

A related issue which is often 
raised is the level of capital which 

Islamic banks should be required to 
maintain. The Basle Committee 
envisages all banks being subject to the 
same minimum capital requirements. 
Given the nature of Islamic banks' 
funding, however, especially when on 
a risk-sharing basis, the need to carry a 
level of capital equivalent to that 
required by banks which are obliged to 
repay their funding in full (whatever 
their financial position), sometimes 
leads to suggestions that this is 
unnecessarily restrictive. 

On the other hand, regulators of 
Islamic banks in some Islamic 
countries take the view that because 
Islamic banks are dealing in many new 
and unfamiliar forms of finance, and 
because many of their assets are rather 
long-term and illiquid, they are 
different from most conventional 
banks. As a result they perhaps need a 
greater safety margin. This view was 
expressed by Abdul Malik al-Hamar, a 
former governor of the UAE Central 
Bank, when he said; "because of the 
differences in their nature and 
operations, Islamic banks, especially at 
the start, require more strict 
supervision than is usually conducted 
vis-a-via traditional banking." This 
issue is, I know, the subject of 
continuing debate. 

Another issue with Islamic banks 
concerns the nature of their 
management. I have said that 
supervisors are generally required to 
be satisfied that the management of 
banking institutions is "fit and 
proper", or some other term essentially 
meaning the same thing. In particular, 
we would expect decisions in respect 
of banking products, particularly 
credit decisions, to be taken by 
experienced bankers. 

In Islamic banks, the precise role • 
played by Shari'a boards in approving 
particular credits is sometimes unclear 
to us. Knowing whether the Shari'a 
board's role is only to approve products 
as opposed to individual credits may 
provide some clarification - experience 
suggests that some Boards have ruled 
on individual credits. But it does 
complicate our task if there are more 
non-bankers involved in making 
banking-type decisions in an Islamic 
bank than there are in a conventional 
bank. Understanding precisely who 
makes decisions is therefore important 
to the supervisor, in order that we can 
be satisfied that the risks associated  

with the assets put on the books havi 
been properly assessed. 

A related question is the need to  
understand better the accounting and 
auditing principles and practices of 
Islamic banks. There is a lack of clarity  
and consistency at present which 
makes it almost impossible to compare  
financial statements of different 
Islamic banks. It is encouraging that  
the major accountancy firms and some  
of the major players in Islamic banking 
are now collaborating to produce new 
common standards. Some of the 
concerns here include how to treat 
investment accounts, whether on or off 
balance sheet; and this, of course, 
could have a significant impact on 
capital adequacy calculations in some 
cases. As important, are the principles 
governing disclosure on the audit side 
where local practices continue to 
differ. For supervisors these two areas 
are critical. 

Conclusions 
Finally, Mr Chairman, a brief 

summary. As a central bank and as 
banking supervisors we have no 
difficulty, in principle, with Islamic 
banking. As banking supervisors we 
also have responsibilities to act in the 
interests of depositors and we apply 
our supervisory principles to all banks 
in an even-handed way. There is still 
some way to go to ensure that we 
understand all the intricacies of Islamic 
banking and the way it operates, in 
particular the implications of Shari'a 
Boards taking different views about 
similar transactions. 

Islamic banking is developing 
steadily but is still not yet at a point 
where customers can choose from a 
fully comprehensive range of Islamic 
products. There are, undoubtedly, 
ways in which Islamic banks can co-
exist with conventional banks; and 
there are areas where co-operation 
would avoid re-inventing wheels. 
There are, however, still issues to be 
dealt with concerning the extent to 
which Islamic products conform with 
local law; and there are also a number 
of supervisory Issues which, in a 
jurisdiction such as the UK, need to be 
addressed. But I do not believe that 
these issues are insuperable. 

In short, we need to improve our 
understanding of what is Islamic 
banking to identify and solve the 
problems that arise. 
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Companionship Awarded to Omar A Ali 
Omar Abdi Ali, Chief 

Operating Officer, Dar Al Maal Al 
Islami Group was awarded 
'Companionship'  of the Institute of 
Islamic Banking and Insurance, 
London on 21st November,1995. This 
is the highest ever recognition 
conferred by the Institute, Mr Omar 
Ali Abdi being the first receipient. 
The citation reads as follows: 

"Recognising his outstanding 
contribution to the development of 
Islamic banking, the Academic 
Council of the Institute of Islamic 
Banking and Insurance has 
nominated Mr Omar Abdi Ali as a 
'Companion' of the Institute. 

This is a tribute to Mr Omar 
Abdi Ali's long and dedicated service 
to Islamic banking. He has been 
associated with Dar Al Maal Al 
Islami for more than a decade; first as 
head of auditing, then as Chief 
Operating Officer and then as Chief 
Executive Officer. He has 
successfully guided more than 20 

financial organisations of Dar Al 
Maal Al Islami all over the world. 

Mr Muazzam Ali, Chairman of 
the Institute of Islamic Banking and 
Insurance presented the award to Mr 

Omar A All in a ceremony held at the 
Institute's auditorium in London 
attended by a large number of city 
bankers, lawyers, accountants and 
academics. 

We should all be grateful for 
the concluding remarks of 
Mr.Michael Ainley ( see 

overleaf for Mr. Aliney's Talk) where 
the speaker clearly emphasises that the 
Bank of England has no difficulty, in 
principle, with Islamic banking. I am 
sure that the Islamic Banking 
community does not have any 
problems with regulators as the bank 
and the regulators have the same 
objective which is to look after the 
interests of depositors and investors. 
In fact Islamic banking is regulated in 
Bahrain, Malaysia, Iran, Pakistan and 
Sudan. In Egypt and Turkey Islamic 
Banks come under special laws. 

The speaker brings to our 

attention the lack 
of one definition 
for 	Islamic 
Banking and here 
I believe he is 
referring to the 
lack of consistency 
of interpretations 
by 	different 

religious boards of the various Islamic 
banks. This is a problem which should 
be addressed and I think more 
regulation may even help in this 
regard. However I would like to 
assure the speaker the religious boards 
of most Islamic banks have no 
responsibility for credit decisions 
whatsoever. 

The speaker also covered one of 
the weak points of Islamic Banks 
which is lack of a broad range of 
different instruments. Here I believe 
progress is slow but constant. In 1995 
international Islamic banks have 
started joint funds with conventional 
institutions, e.g. equity fund, leasing 
funds etc. Our banks in Pakistan have 

also been active in this regard. It is in 
this area where as the speaker ably put 
it Islamic Banks 'should no endeavour 
to "reinvent the wheel"' and which 
will also help us to co-operate with 
conventional institutions. 

Mr Ainley also pointed out the 
important issue of capital 
requirements of Islamic Banks and 
whether they should be the same as for 
conventional institutions. Here the 
question of on and off balance sheet 
items, what constitutes a deposit or a 
fiduciary relationship has first to be 
resolved. Islamic banks are nearer in 
their operations to investment and 
private banks and the client has a role 
in the decision as to how his money 
should be employed. The bank is 
therefore a trustee and not a debtor in 
certain cases. 

We have had a lot of discussions 
in this issue with the Bahrain 
Monetary Agency through the 
Accounting standard board of Islamic 
Banks. Discussions on this point 
continue. 

"Islamic banking 
community has no 
problems with the 
regulatory authorities" 
(Omar A Ali) 
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The First Ever 

Encyclopaedia of Islamic 
Banking and Insurance 

With a foreword by HRH Prince Mohammed 
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 
banks 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 Islamic 
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 AI-Islami 
Group and The Albaraka Group; the 
International Association of Islamic Banks; 
Institute for Islamic Banking and Insurance. 

The Encyclopaedia is priced at £150 + p&p*. 

	* * * 	 

ORDER FORM 
ENCYCLOPAEDIA OF ISLAMIC BANKING AND INSURANCE 

Name 	  

Address 	  

Telephone 	  Fax 	  Date 	  

Please send 	copy(ies) of the Encyclopaedia at £150 + p&p*. Bankers draft/cheque on a 
UK bank for £ 	 is enclosed made payable to the "Institute of Islamic Banking and 
Insurance", ICIS House, 144-146 King's Cross Road, London WC IX 9DH, Tel. 0171 833 
8275 Fax 0171 278 4797 

* p&p rates per unit U.K. £5; Europe £7; Rest of the world £10 
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FEATURE::'  

The Financial Instruments Used 
By Islamic Banks 
In this issue we publish in the second of two instalments 
(see November Issue No. 45 for first part), a paper delivered by Imtiaz 
Ahmad Pervez, member of the board of directors of the Faysal Islamic 
Bank of Bahrain EC, at the Institute of Islamic Banking and Insurance 
recently. This was part of the Institute's current series of Monthly 
Lectures on Islamic Banking and Finance. 

  

Imtiaz Ahmad Pervez 
Faisal Islamic Bank of Bahrain 

II. Financial Instruments used by 
Islamic Banks 

We now come to the need for 
monetary instruments. In the 
traditional sense, their demand is 
influenced by the variation and level 
in the market rate of return what is 
meant, in the traditional sense, as the 
market interest rate. The demand from 
the household for monetary 
instruments is mainly for the purpose 
of circulation of income. Banks need 
these instruments for: 

1) transaction purposes, 
2) precautionary purposes in that 

some unexpected payments have to be 
made while some expected inflows 
may not be forthcoming on due date, 
and 

3) for speculative purposes not 
only to avoid loss but also to obtain 
gain in the capital value of financial 
assets under the expectation that the 
market rate of return may move in a 
certain direction. 

What differentiates a financial 
market from other markets is that no 
tangible good or service is exchanged 
for any monetary consideration. Only 
a 'financial claim' changes hands in the 
form of a promissory note or a title to 
any future flow of income adjusted for 
any capital appreciation etc. The 
marketability of the instruments is 
contingent upon the existence of other 
potential traders and their willingness 
to participate in the market. Financial 
markets help attain equilibrium 
between demand/supply of financial 
products/services, provide liquidity 
and facilitate such central economic 
actions as producing and trading, 
earning and spending, saving and 
investing, accumulating and retiring, 
transferring and bequeathing. At the 

same time, prices of assets do not 
perform just the usual role of 
balancing demand and supply. They 
determine the incentives and also 
transmit news as to the quality of the 
asset to heterogeneously informed 
market participants. Any type of 
payoffs across the different states of 
nature is constructed by combining 
existing securities even without the aid 
of any new securities or any options. 
Lack of liquidity in a market can act as 
endogenous trading friction that 
reduces the benefit of participation in a 
market and ultimately limit the 
number of active markets in a 
competitive economy. 

A 	traditional 	financial 
instrument is generally a written 
document that represents monetary 
value or claim to receive a sum of 
money, fixed or determinable without 
the support of any specific goods. This 
definition cannot be generalised in the 
case of Islamic finance. The shape of 
Islamic instruments is linked directly 
to the type of the underlying asset, an 
aspect which is central to the 
marketability and profitability of the 
instruments. There are basically four 
distinct types of Islamic financial 
instruments: 

A) The first type is the financial 
claim of monetary value but with 
recourse to certain durable goods or 
property. The instrument has 
predictable future income stream, it 
can be in a marketable form and 
permitted for discounting since 
ownership of the instrument passes 
title to the goods and not debt. 

B) The second type is similar to 
the first type (that it is backed by 
durable goods) except that the income 
is not predicable but is evaluated 

through the asset valuation process at 
the end of certain duration. It may be 
traded in the secondary market but not 
discounted. 

C) The third type represents 
monetary claims to an expected 
income stream forthcoming from 
commercial transaction and evaluated 
at certain intervals through the asset-
valuation period. No recourse to goods 
is available and the instrument is not 
permitted for discounting. 

D) The fourth type represents 
purely monetary claims in respect of 
debts payable at certain future dates. 
These may be traded sold at the face 
value but are prohibited for 
discounting. 

In order for them to be 
acceptable in the traditional markets, 
Islamic financial instruments take 
cognisance of such factors as risk, 
yield, diversification, exchange risk, 
marketability and tax. The following 
are the major Islamic financial 
instruments presently in use: 

ILL Type "A" Instruments 
II.1.1 - Ijara-based Instruments 
One of more versatile of the 

Islamic instruments, Ijara is a 
collateralised claim of monetary value 
with recourse to the underlying assets 
(ie, goods or property) of durable type. 
The asset is leased, under financial or 
operating basis, to third parties for a 
fixed period which marks the tenure of 
the instrument. The instrument has a 
continuous revenue stream providing 
return on top of depreciation cost of 
the asset. To avoid pitfalls in most of 
the operating leases, the arrangement 
include separate sale of the underlying 
asset to a third party at an agreed price 
that, at least, covers the residual value 
of the asset at the date coinciding with 
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the maturity date of the lease. 
Islamic principles of finance 

permit the purchase of asset for rental 
purpose which may be fixed or 
variable. If fixed rental is agreed for 
the full duration of the lease, the 
instrument will be of fixed income 
type. On the other hand, if the lease 
contract provides for the rentals to be 
revised at certain agreed intervals, the 
instrument will be of variable income 
or "floating". 

The IJara Instrument represent 
ownership of goods. Since goods can 
be freely bought and sold at the prices 
agreed between the buyer and the 
seller, the sale on discount or premium 
of Ijara instrument is completely 
legitimate. 

11.2. "B" Type Instrument 
11.2.1 - Asset-based Modaraba 
Instruments 
This instrument represents 

monetary claims against a Modaraba 
(fund) under the management of an 
Islamic bank on a fiduciary basis very 
close to the shape of investment trust 
units or mutual fund. There can be two 
types of modarabas: 

i) Unrestricted modaraba is a 
contract under which the bank is 
authorised to use its full discretion in 
managing the affairs of the modaraba 
and do all the necessary things arising 
out of the modaraba, sell and buy 
property to make gain for the 
modaraba against immediate or 
deferred payment, appoint agent or 
agents to sell and buy on his behalf, 
and may safe-keep, pledge, rent and 
hire the modaraba assets for the 
purpose of the modaraba. 

ii) The restricted modaraba is for 
specified period, place, purpose and 
type of business and does not permit 
the bank to mix its own property with 
the modaraba assets or appoint agents 
etc, but only do such things as are 
precisely prescribed in the modaraba 
agreement. 

If the bank also participates in 
the modaraba with its own capital, 
then it is called Musharaka. In this 
situation, as the instrument holder, the 
bank stands equal in rank to other 
instrument holders. 

The following are the main 
characteristics of the modaraba: 

1) Asset valuation of the 
modaraba is undertaken at the end of 

each prescribed period. A positive 
price movement over the previous 
asset-valuation date reflects return on 
investment which is declared on each 
asset valuation date. Net profit after 
payment of all modaraba costs is 
distributable between the instrument 
holders and the bank. The bank 
management fee is a fixed percentage 
of the profit (which is previously 
agreed in the modaraba contract). 
But the bank may, at its sole discretion, 
reduce, but not enhance; its fee by 
voluntarily forgoing a part thereof. 

2) In the event of net loss in any 
valuation period, the net asset value is 
reduced while the bank loses its 
management fee for the period. The 
bank is responsible for loss only in the 
event of gross negligence or violation 
of the terms of the modaraba contract. 
thereof. 

3) Modaraba creditors do not 
have any recourse to other assets of the 
instrument holders should their claims 
exceed the total assets of the 
modaraba. 

4) While for the bank's 
management fee, fixed percentage of 
the net profit is permitted, fixed 
amount is not. 

5) In line with the modaraba 
contract, reserves, as a percentage of 
the net profit, can be built to meet any 
future contingencies and unforeseen 
losses. At the time of closure date of 
the modaraba, the amounts held in 
reserves so accumulated, after meeting 
all costs and claims etc, are distributed 
to the holders of the instrument. 

6) Islamic scholars agree that an 
instrument representing a modaraba 
may be traded in the secondary 
markets only if at least 51% of the total 
assets held by the Modaraba are 
tangible assets. The rate of return of 
the modarabas is not known until 
asset-valuation at back-end of each 
valuation period. Even though asset-
valuation may take place on a daily 
basis, there is no possibility of 
predicting future return. When the 
pre-determined rate of return is the 
objective, this modaraba instrument is 
not the most suitable one. 

The marketable modaraba 
instrument can, more or less, equate 
with traditional non-fixed income 
paper that can be issued by central 
banks, local authorities, reputable 

corporations of strong track records, 
financial institutions in the shape of 
CDs and central banks in the shape of 
bonds and treasury bills 
(unauctionable), Its marketability 
depends upon its fulfilling the market 
standards which can be further 
boosted by redemption guarantee of 
sound financial institutions and good 
credit rating. For Islamic banks, this is 
the main vehicle for raising resources. 

The price of a modaraba based 
instruments is declared at each asset-
valuation date 

11.2.2. Traditional Equities 
The limited liability concept is 

generally acceptable in Islamic finance 
provided that rules for insider trading, 
related party transactions, directors' 
responsibilities, accountability and 
fees, and proxy rules are further 
strengthened and greater amount of 
information is made available more 
frequently to shareholders. 

Investment in national and 
international equities is permitted 
except for the companies undertaking 
trade and/or manufacturing of 
prohibited items such as intoxicants, 
gambling, items of obscenity, 
destructive weapons. interest-based 
institutions and products including 
insurance companies, meat of 
prohibited animals/birds etc. 

Islamically ideal equities are 
such companies that are without any 
interest-based debt or deposit income 
whatsoever. This obviously is a tall 
order today. Such companies are 
virtually non-existent in the developed 
world today. Since equities are highly 
acceptable Islamically, religious 
scholars have permitted investment in 
them subject to the condition that a 
part of the profit earned on their 
account; say 10 or 15 per cent, is given 
away as charity in order to cleanse the 
instrument of any interest factor. 

11.3. "C" Type Instrument 
11.3.1.Non-marketable Modaraba 
Instrument 
The instrument has the same 

characteristics as the marketable 
modaraba instrument except that its 
trade on discount or premium is 
prohibited. The tangible underlying 
assets of a Modaraba represent less 
than 51% of its total assets which 
makes the instrument as debt even 
though its assets may represent 
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concluded commercial transaction. 
This instrument may be used, 

with certain limitations, for placement 
of surplus money between banks 
through the interbank market, 
certificate of deposits etc. 

11.4. "D" Type Instruments 
11.4.1. Morabaha-based 
Instruments 
The instrument representing 

morabaha is a monetary claim to 
receive a sum of money in terms of an 

underlying commercial transaction. 
Islamic bank purchases items of 

economic significance from a third 
party at the client's request and sells 
these goods to the client on spot or 
deferred payment basis, at its own 
price. The difference between the 
purchase cost of the Islamic bank and 
the sale price is the transaction profit. 
This instrument is normally of short 
term but may rarely be of longer term 
if the durable goods are involved and 
the parties agree to stay in the 
relationship for such long periods. 
This instrument provides fixed pre-
determined rate of returns to Islamic 
banks for which reason arguments 
have been raised as to its similarity 
with interest. Islamic objective of using 
money for commercial purposes is 
aimed at always creating economic 
activity, and hence economic growth, 
which passes benefits on to 
individuals and society as a whole. 
This is, however, not always true in 
this case of purely monetary 
instruments. Morabaha transactions do 
invariably involve movement of goods 
which process creates the desired 
economic activity. Quran is very clear 
on this issue: 

"...they say trading is like usury. 
And Allah has allowed trading and 
forbidden usury." (Quran 2275). 

Although pre-determined profit 
has been established, and the client are 
under obligation to repay morabaha 
amounts on the maturity dates, this 
instrument is, by no means, free of risk 
and cannot be equated with traditional 
trade finance which deals in 
documents while morabaha deals 
essentially in goods. The following are 
the broad terms involved: 

a) A seller, his agent or guardian 
must be the owner through purchase 
of the goods before these are sold. 

b) If a buyer contracts to buy 

goods without making a condition for 
their being free of defects, it is 
necessary that the goods are sound 
and free of defects. If the goods are not 
of the required description or quality 
even after these have been received by 
the buyer but no damaging change 
occurred during his custody, the buyer 
has the option to reject the purchase. 
But if the buyer contracts to buy after 
he has seen the goods but later finds 
these unsuitable, even if no change 
took place in the goods in the 
meantime, he does not have the option 
to rescind the purchase. 

c) If goods are sold with the 
condition that the seller is to be free 
from claims for all defects, there is no 
option for the buyer for any defect. 

d) Islamic bank is not permitted 
to pass on the benefits of and recourse 
under manufacturer's warranty to the 
client. It is responsible for providing 
services under such warranty to the 
client and may have to act as an 
intermediary between the client and 
the manufacturer/supplier for the 
servicing of the warranty. 

e) The seller is responsible for the 
goods until the purchaser has taken 
due possession. 

f) Islamic bank is obliged to 
provide the break-down of its cost and 
profit and all other expenses that 
comprise the sale price of the goods. 

g) The client only promises to 
purchase the goods and is not obliged 
to necessarily take delivery of the 
goods upon arrival should he have a 
reasonable and justifiable excuse for 
such refusal. 

h) At certain locations, trading is 
outside the operational scope of banks 
so that Islamic banks cannot make use 
of this instrument. Besides, morabaha 
yield as trading profit may be 
subjected to tax while interest on bank 
debt is not. 

In the absence of adequate 
number of more efficient financial 
instruments, Islamic banks use 
morabaha (commodity transactions) 
for the management of their liquidity 
through commodity sale and purchase 
deferred payment agreements. Being 
essentially a clean debt instrument, its 
discounting is not permitted. 

11.4.2. Salam(Advance)Pavement 
This instrument represents a 

claim against a client who promises to 

deliver certain goods at a certain 
future date and place. Precise 
specification, quantity and quality of 
the goods are clearly laid down in the 
contract. Creditor cannot deliver goods 
before the date agreed unless so 
agreed by the buyer. 

If the client fails to deliver the 
goods on time, he is liable to return the 
amount received in advance but 
without any additional surcharge. This 
debt instrument is not valid for 
discounting. 

11.4.3. Istisna (Manufacturing) 
Istisna is a claim against a 

manufacturer for the manufacture and 
supply of certain goods. Like Salam, 
the quantity, quality and precise 
specification as well as place and date 
of delivery are fixed. The payment by 
the bank may or may not be made in 
advance. Once the agreement has been 
concluded, none of the parties can 
withdraw from their obligations. 

Until the delivery of the goods, 
the paper representing Istisna may be 
bought sold at its face value. 

1L4.4. Qard Hassan 
This instrument represents 

purely monetary claim against the 
client issuing the debt document. It is 
mainly for humanitarian grounds and 
its repayment is obligatory upon the 
borrower. 

Sparingly, this instrument is 
used to provide interest-free financial 
support to an existing client whose 
enterprise may be facing difficulties 
and needs additional cash injection for 
a certain period of time. 

In Islam, repayment of debt by 
borrowers on the due dates is strictly 
commanded. Non-payment is so 
serious that, according to the Prophet 
(peace be upon him), "everything will be 
forgiven to the martyr (in the cause of 
God) except his debt". It is because no 
interest or benefit is required of the 
borrower and the money lent to him is 
in trust to be returned according to his 
agreement with the lender. Its non-
payment damages the welfare of the 
society at large. 

The Qard Hasan instrument may 
be collateralised but it does not carry 
any yield for the investor nor is it 
permitted for discounting. 
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For details please contact 

Institute of Islamic Banking & Insurance 
ICIS House 

144-146 King's Cross Road 
London WC1X 9DH. Tel: 0171 833 8275 Fax: 0171 278 4797 
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NEWS MONITOR 

ISLAMIC BANKING 

BAHRAIN 

IDB Funds Oil Import 
Manama: 	The 	Islamic 

Development Bank (IDB) recently 
anounced it would finance crude oil 
imports for Pakistan from Saudi 
Arabia worth $20 million. A bank 
statement said the facilities were 
designed in Jeddah. 

IICG's $23.1m Murabaha 
Islamic Investment Company of 

the Gulf (Bahrain) EC, has provided a 
syndicated Murabaha Financing 
Facility of US$ 23.1 million to Sui 
Northern Gas Pipelines Limited 
(SNGPL) Pakistan. IICG Bahrain, in its 
capacity as the Lead Manager, has 
appointed Pak Kuwait Investment 
Company (Private) Limited (Pak 
Kuwait) to sign the Murabaha 
Agreement. The Murabaha Facility is 
for the purchase of Natural Gas by 
IICG Bahrain's Agent, Pak Kuwait. 
This financing is fully underwritten by 
IICG Bahrain in conjunction with The 
Arab Investment Company, Citicorp 
International Trading Company and 
Union National Bank of Abu Dhabi. 
IICG Bahrain is the structuring advisor 
for the facility and the arranger is 
Citibank International plc. 

IICG Bahrain has raised in excess 
of US $0.5 billion under the Islamic 
Financing Syndication Programme. 

The successful closing of this 
value added transaction in Bahrain is a 
tribute to the growing respect and 
confidence which the International 
Investors have continued to show in 
financing proposals in the Islamic 
Republic of Pakistan and also to the 
prominent role which Bahrain is 
playing as a leading financial centre. 

IICG Bahrain is currently in the 
process of finalising agreements to act 
as arrangers, lead managers and 
Mudareb for syndicated financings in 
Egypt, Indonesia, Malaysia, South 
Africa, Turkey and other countries. 

MALAYSIA 

Takaful to Hire More Agents 
Syrikat Takaful Malaysia Sdn 

Bhd will employ more salaried agents 

to market its services in areas 
inaccessible to its branches and 
Takaful "desks". 

General Manager Mohamed 
Fadzli Yusof said the company had 
seven agents, stationed mainly in 
Kelantan and Terengganu. 

"They have produced 
remarkable results, with success rates 
of close to 100 per cent," told Fadzli 
recently. 

He said most people did not 
raise many questions on 'takaful' 
products and services and would buy 
them without much pursuasion. 

"We believe our product is 
simple and self-explanatory and 
people buy our service on this basis," 
he said. 

Fadzli said agents played the role 
of marketing officers who conduct 
seminars to increase public awareness 
of 'takaful' products. 

Currently, 40,000 people are 
participating in the family 'takaful' 
plan, with new participants rising to 
10,840 compared to 7,137 previously. 

Fadzli said the company had not 
changed its strategy on the use of 
agents to market its products. 

The 'takaful' business, he said, 
was still based on personal contact and 
it would continue to market its 
services through its branches and 
'takaful desks' at Bank Islam branches. 

As an Islamic financial 
institution, Syrikat Takaful has to 
abide with the Shari'a council which 
allows intermediaries with certain 
strict conditions. 

'Takaful' agents or companies 
are not allowed to deduct their 
expenses from the funds invested by 
policy holders as the business is based • 
on profit-sharing. 

Participants are treated more like 
investors and thus are entitled to share 
the profits. 

Fadzli said for this reason alone, 
the company had to be careful with 
expenses incurred in acquiring 
business. 

"We purchased computers worth 
RM2 million recently to increase 
efficiency and communication 
between our branches and 
headquarters," he added. 

Since the company started 
operations ten years ago, its 
management expense ratio had been 

kept at less than 15 per cent. Because 
'takaful' was a cash business, 
companies had to update its accounts 
monthly and that required greater 
efficiency, he said. 

Takaful Essentially a 
Savings Plan 

Family 'takaful' operations are 
based on profit-sharing business 
ventures (al-mudaraba) and reciprocal 
guarantees (takaful) between a 
company and individual policy 
holders. 

General Manager Mohamed 
Fadzli Yusof said 'takaful' was 
essentially a savings plan where policy 
holders pay yearly instalments (as 
premium) in addition to payment to 
cover supplementary benefits such as 
personal accident and health benefit. 

"The 	payment 	for 
supplementary benefit is allocated to 
the group family 'takaful' account, a 
fund which is subscribed by all family 
'takaful' policy holders." 

"The main instalment is split into 
two, with a substantial portion going 
to the participant's account (PA) while 
the balance is placed in the special 
account (PSA) as donation (tabarru)," 
said Mr. Fadzli. 

The donation is put in a common 
fund for the purpose of joint 
guarantees and shared responsibility 
among takaful participants and the 
company. 

The rate of donation varies 
according to the participant's age 
group and acturial considerations such 
as mortality rate and terms of 
coverage. 

Generally, the donation rate 
increases for older policy holders and 
for longer maturity periods. For 
accounting reasons, the two accounts 
(PA and PSA) are combined in a 
family 'takaful' fund for investment 
purposes. 

At the end of a certain period, 
investment profits from the two 
accounts would be split 70:30 with 
policy holders taking the larger 
portion, he said. 

The 'takaful' company could 
only deduct its expenses and make 
profit from the 30 per cent portion, 
Fadzli said. 

He said this rule was consistent 
with Shari'a held views on Islamic 
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banking and financial instruments as 
published in the 'Encyclopaedia on 
Islamic Banking Practice'. 

Fadzli said the Shari'a rationale 
was that a (takaful) company must 
have a fund to pay for its expenses in 
starting a business and therefore could 
not use "other people's money" - in 
this case policy holders' funds - before 
full services were rendered. 

In 'takaful' policy, full service 
meant the end of the maturity period, 
he added. 

SAUDI ARABIA 

ICIEC Signs Credit 
Insurance Policies 

Mr. Enam Ahmed Chaudhury, 
Acting President of the Islamic 
Corporation for the Insurance of 
Investment and Export Credit (ICIEC), 
this month signed the first two export 
credit insurance policies, to be issued 
by ICIEC since it commenced business 
last July. The two policies are in favour 
of Saudi Cable Company Marketing 
(SCCM) of Jeddah, Kingdom of Saudi 
Arabia. Dr. Waheeb A. Lingawi, the 
President of SCCM, witnessed the 
signing ceremony which was held at 
the Headquarters of the Corporation in 
Jeddah, on 14th November 1995. 

By obtaining the two export 
credit insurance policies, SCCM will be 
protected against the risks of non-
payment of short and medium-term 
export credit for six Islamic countries, 
namely; Bangladesh, Egypt, Jordan, 
Mali, Pakistan and Tunisia. Insurance 
cover will be provided under the two 
policies within an indicative global 
cover availability of US$33.5 million. 
SCCM should be able to secure export 
financing requirements by assigning 
the claims proceeds under the policies 
to a financing bank. 

ICES, an affiliate of the Jeddah-
based Islamic Development Bank 
commenced operations in July 1995 
with a subscribed capital of about US 
$120 million. Its objective is to enlarge 
the scope of trade transactions and the 
flow of investments among member 
countries of the Organisation of the 
Islamic Conference (OIC), by 
providing export credit and foreign 
investment insurance in accordance 
with the principles of the Shari'a. 

IDB Awards Annual Prize 
The Islamic Development Bank 

(IDB) has established one prize to be 
awarded on an annual basis 
alternating between Islamic Economics 
and Islamic banking. 

The prize consists of the 
following: 

a) A citation carrying the Bank's 
emblem. 

b) A cash award of 30,000 Islamic 
Dinar (equivalent to US $46,651) 

The IDB prize for the year 1996 is 
in the area of Islamic banking. The 
objectives of the prize are to recognise, 
reward and encourage the efforts of 
outstanding merit in the field of 
Islamic banking. 

The Islamic Development Bank 
has the pleasure to invite individuals, 
universities, academic, financial and 
Islamic institutions throughout the 
world, to nominate whoever they 
deem eligible to be awarded the IDB 
prize for the year 1996 in the field of 
Islamic banking. 

UK 

UBK Emphasises 
Islamic Banking 

The United 
Bank of Kuwait 
Plc (UBK) has 
announced that as 
part .of an increas-
ing emphasis on 
providing add- 
itional 	Islamic 

Banking Services, it had now 
completed the relocation of its Islamic  
Investment Banking Unit - 	- to 
larger, refurbished offices in London. 

"This is an extremely exciting 
and significant development'", said 
Duncan Smith, Chief Executive of 
IIBU, "IIBU's move to new, larger 
offices has been driven by a need to 
accomodate a bigger staff and 
increased business volumes". IIBU has 
recruited a third Asset Manager 
recently and a new Portfolio Trader & 
Administrator is to join later in the 
month, making a staff of eight 
dedicated, professional staff. This is 
believed to be the largest Islamic 
Banking Unit in a conventional bank 
outside the Middle East. 

As well as increasing its 
headcount and moving to segregated 
offices, IIBU is now promoting its 
services under a new logo, with a 
separate identity, to a wider than ever 
client base. 

"IIBU has already been notably 
successful in promoting trade, leasing, 
and real estate investments" said 
Duncan Smith. "Our close co-
operation with many of the Islamic 
Banks, Corporates and individuals has 
kept us very productively employed", 
he added, "and IIBU now manages a 
portfolio of invesments approaching 
$400 million. The Islamic Banking 
market is growing very rapidly in the 
Middle East, North Africa and the Far 
East and UBK, as a forward thinking 
institution, has, quite correctly, 

New Offices, Islamic Investment Banking Unit, London. 

Duncan Smith 
Chief Executive 
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decided that this broader market 
requires a segregated business unit to 
service Islamic Banking clients 
globally, employing professional 
resources of the highest calibre". 

South Africa Avails 
Islamic Facility 

Kleinwort Benson Ltd, London, 
announced yesterday the first ever 
Islamic Financing transaction for a 
corporate entity of the South African 
Government. 

The facility is jointly arranged by 
Kleinwort Benson Limited and IICG, 
Bahrain. The Murabaha Financing 
Facility is for the purchase of oil and 
oil products. 

This will be the first Islamic 
Financing facility for a corporate entity 
of South Africa and is expected to be 
signed by the end of November 1995 in 
Bahrain. The facility is fully 
underwritten by IICG, Bahrain. 
Kleinwort Benson will also be 
participating in the financing facility. 

BANKING & TRADE 

HOLLAND 

ADB Sights Rich Asian Nations 
Asia's richest emerging nations will 
this week be asked to increase their 
donations to the soft-loan fund of the 
Asian Development Bank, as western 
donors plan to reduce their grants. 
Donors are meeting in Amsterdam 
today and tomorrow to start talks on 
the new replenishment round of the 
bank's Asian development fund, 
which is intended largely to reduce 
poverty. 
In the previous round, in 1992, $4.2 
billion (£2.6 billion) was raised. South 
Korea and Taiwan each donated 
$15million, Hong Kong gave $3million 
and Singapore nothing at all. 
This year many Western donors had 
expressed their "strong expectation" 
that these four countries would start 
paying more, said Mr. Tadahiro 
Asami, ADB treasurer. 
However, bank officials admit 
privately that the round may fail to 
equal the 1992 effort. 
Higher Asian donations would also 
encourage the US to pay in full the 
$680 million it pledged in 1992, said 

Mr. Asami. So far the US has fallen 
short, and other Western donors, 
whose payments are tied to 
Washington's, have followed suit. 
The ADB development fund has 
received about $800 million less than 
the amount pledged by donors in 1992. 
This shortfall and the Yen's rise have 
mean that Japan, in effect, has 
provided 57 percent of the total 1992 
replenishment. 
The US Congress is proposing to 
commit only $110 million to this year's 
round , although that is regarded as 
something of a triumph by the ADB, 
given the Republican Party's 
onslaught on overseas aid. 
South Korea appears the most likely of 
the Asian members to fill any void 
created by a western shortfall; the 
ADB's Korean governor has said his 
country plans to give "substantially 
more". 
Seoul spends 0.07 per cent of gross 
domestic product on overseas 
development aid, against an average 
of 0.35 per cent for nations in the 
OECD, the group of rich countries 
which South Korea expects to join next 
year. 
Hong Kong and Taiwan have also 
indicated they will give more. Bank 
officials say these nations are keen to 
raise their international profile to 
assert their independence from China. 
Singapore remains reluctant to 
contribute, not least because it 
disapproves in principle of cash 
subsidies. 

IRAN 

Iran's Economic 
Programs Outlined 

Tehran: Minister of Economy 
Morteza Mohammad Khan said last 
week that about $lbillion in foreign 
investments have been made in Iran 
since March. 

Addressing reporters on the 
sidelines of a seminar of provincial 
general directors of his ministry, 
Mohammad Khan also predicted that 
due to Iran's economic stability, the 
amount of foreign investment would 
grow further, IRNA reported. 

He also said that Iran's balance 
of trade during the first six months of 
the current Iranian year (beginning 
March 21, 1995) showed a surplus and  

added that in this period the amount 
of imports to Iran was reduced. 

The minister pointed out that 
with the implementation of the policy 
of fixing foreign exchange rates, the 
rate of inflation in Iran has been 
reduced sharply, and in the third 
month of the current Iranian year 
(1374) it was seven per cent lower than 
in the same period the previous year. 

Mohammad Khan also 
announced that the rate of the US 
dollar for exports next year, based on 
economic experts' assessment, would 
fluctuate between 2,500 and 2,700 rials 
if Iran's economy preserves its current 
trend. 

He said the stabilisation of hard 
currency rates and the campaign 
against the smuggling of goods and 
hard currency has led to the failure of 
US economic sanctions. 

The Iranian official continued 
that following the implementation of 
new hard currency policies, there was 
an increase in the export of non-oil 
commodities, except carpets. 
However, he added, the price of 
Iranian carpets on the international 
market has gone up by 40 per cent. 

He said that last year, his 
ministry published bonds for sale to 
the public as a means of controlling the 
growth of liquidity. 

He said a rise in liquidity would 
increase foreign exchange rates and 
lead to a devaluation of the national 
currency. He added the country's 
economy has been divised in such a 
way that any change is controllable. 

The minister also reported that 
this year, all banks are expected to 
offer shares of affiliated companies on 
the Tehran Stock Exchange in order to 
improve economic conditions. 

He also divulged that for the first 
time in many years, expenditures and 
income were equal last year and the 
budget deficit was trimmed down to 
zero. He hoped that the same 
budgetary conditions would prevail 
next year. 

He put the growth in tax 
revenues in the first half of the current 
Iranian year at 52 per cent and at 50 
per cent in the first seven months. 

He added that last year, Gross 
Domestic Product (GDP) had gone up 
by three per cent and was expected to 
reach 5.1 per cent by the year ending 
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March 20 1996. 
The Iranian official said tthe 

World Bank had assessed Iran's 
economy as "positive and growing." 
Plans were hammered out last year, he 
added, for payment of the debts and 
how there is no problem concerning 
either their repayment of the 
development of Iran's economy. 

Based on the annual schedule, 
$1.6 billion of the country's debts are 
to be paid and the trade balance is to 
remain positive. 

He concluded that following 
Iran's success in rescheduling the 
payment of its debts, foreign banks 
and companies opened new credits, 
including a credit of lbillion DM from 
banks in Germany. 

US Embargo Hurting Business 
A senior official of the US 

computer giant IBM said recently, that 
Washington's trade embargo against 
Iran was hurting business. 

"Of course, it's hurting. This is 
business I'm not doing," said Serge 
Guillaume, manager of IBM's Mideast 
market. 

"Iran is a big country, a big 
market," said Guilllaume, adding that 
before Iran' 1979 Islamic Revolution 
IBM had a staff of 400 people in Iran. 

Speaking to reporters in Dubai, 
Guillaume said there was money to be 
made in oil-rich Iran, which US 
companies were being barred from 
due to the emabargo. 

Last month Gerald W. Lukomski, 
vice president of US communications 
Company Motorola told reporters here 
that his company was also interested 
in re-entering the Iranian market, but 
would abide by the embargo. 

Coca-Cola, which restarted sales 
in Iran's 60 million strong consumer 
market only a few years ago, was 
forced to stop shipments of its secret 
formula following the embargo. 

President Bill Clinton tightened 
trade and investment sanctions 

,against 	Iran 	in 	June. 
The sanctions also eliminated US 
exports to Iran, which totalled $326 
million last year. 

They also torpedoed a landmark 
$3 billion deal signed by US oil Conco 
and the state-run National Iranian Oil 
Co. to develop the Sirri-A and Sirri-E  

offshore fields in the southern Persian 
Gulf. 

Iran said earlier this month that 
France's Total had opened a new office 
in Tehran and begun work on the deal. 

Air Pollution Check 
Shahriar: The Managing Director 

of Nour Battery Factory, Mostafa 
Tabatabaie-Manesh, announced last 
Saturday that Iran's top experts have 
invented a filtration system at a cost of 
Rials one billion for controlling air 
pollution. 

Tabatabaie-Manesh pointed out 
that the filtration system operates on a 
powerful suction system which is 
capable of sucking dry smoke from 
factory furnaces, dissolving it and 
reclaiming the lead through the 
installed filters. 

He added the new system will 
bring down the level of air pollution to 
one fourth according to international 
standards. 

Tabatabaie-Manesh stated that 
the current air pollution is 20 cubic 
millimeters per hour but with the 
installation of the filtration system it 
will be reduced to 5 cubic millimeters 
per hour. 

Irish Premier Calls for Closer 
Ties with Iran 

Ireland Prime Minister, John 
Bruton, told visiting speaker of the 
Islamic Consultative Assembly of Iran, 
Hojjatoleslam Nateq Nouri, here 
Thursday that Iran is culturally rich 
and that it had substantially 
contributed to the enrichment of world 
civilization. 

He said Iran and Ireland should 
make an effort to better appreciate 
each other culturally, politically, and 
economically so that they might each 
other more than they had hitherto 
done. 

The speaker of Iran's Legislative 
Assembly stressed the need for the 
mutual efforts of both Iran and Ireland 
for improving their relations and 
balancing their economic exchanges. 

The Irish official assured the 
Majlis speaker of Iran that he would 
do everything possible to ensure that 
Irish markets open their doors to 
Iranian products. 

MALAYSIA 

20 Malaysian Companies 
on NYSE 

Kuala Lumpur: Some 20 to 25  
Malaysian companies qualify to be 
listed on the New York Stock 
Exchange (NYSE) and a number of 
companies have approached the US 
Securities Exchange Commission 
(SEC) to make enquiries. 

NYSE president Richard A. 
Grasso said that with the "explosive 
growth" of the Malaysian economy 
the number of qualified companies 
will grow dramatically. 

While declining to name the 
companies which qualify and those 
which have approached the SEC, he 
said many other Malaysian companies 
are in varying stages of meeting the 
NYSE's criteria on income, assets and 
distribution of ownership. 

Malaysia out of GSP Jan, 1997 
Washington: The United States 

has announced the complete phase out 
of Malaysia from its duty-free program 
by 1st January 1997, citing the 
country's "extraordinary economic 
success". 

US Trade Representative Mickey 
Kantor said here that he was 
recommending that the President 
"graduate" Malaysia from elilgibility 
from trade preferences under the 
Generalised System of Preferences 
(GSP). 

"The GSP programme is 
intended to help developing countries 
compete in US markets against 
imports from more developed 
economies. Like four other former 
beneficiaries; South Korea, Taiwan, 
Hong Kong and Singapore that were 
graduated from the programme six 
years ago, Malaysia no longer needs 
such preferential treatment to be 
competitive in the US market," Kantor 
said in a press release. 

SITTDEC Links With 
Other Networks 
Kuala Lumpur: The South Investment, 
Trade and Technology Data Exchange 
Centre (SITTDEC) is moving towards 
integrating all information provider 
networks in the South and make them 
into "one workable unit". 

The Kuala Lumpur-based centre, 
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which has a memership base of over 

700 corporate-subscribers from 16 
nations, is already linked to the 
Organisation of Islamic Conference 
trade network and the United Nations 
Trade and Development network. 
Its executive director Mohammad 
Salleh Masduki said SITTDEC plans to 
link up other networks and create one 
vast network within five years. 

MAS Sees Surge in 
Cargo Revenue 

Kuala Lumpur: Malaysia 
Airlines has forecast an increase in its 
cargo revenues to RM997 million in 
the current year, up 87 per cent from 
the RM580 million it earned in the last 
financial year ended March 31. 

The national carrier expects to 
register the massive improvement 
following the conversion off two 
passenger B747-200 into full-freights 
and the leasing of an MD-11 aircraft. 

The two B747-200Fs, each with a 
capacity of 107 tonnes of cargo, will 
add about 18.3 per cent of Malaysia 
Airlines' freight capacity, said its 
director of cargo, Baharudin Ngah. 

Invest in Migrant Workers' 
Country to Stem the Influx 

Kuala Lumpur: An effective way 
to tackle the influx of foreign labour is 
for Malaysians to go and invest in their 
home countries because the foreign 
workers will go back when jobs are 
available back home, said Tun Daim 
Zainuddin, the Economic Adviser to 
the Government. - 

"Let's set up industries in their 
home countries; if you create jobs they 
will go back," he said, when 
addressing a meeting of the Malaysian 
Armed Forces Staff College Diners' 
Club. 

Daim said the one million 
foreign labour forces was a large 
number in a country of 18 million and 
the figure excluded those working 
here illegally. 

Daim said, for instance, he had 
been encouraging plantation 
companies to go and invest in 
Indonesia. 

The shift from labour intensive 
industries to capital-related ones will 
ease dependence on foreign labour. 

SAUDI ARABIA 

Show Reflects Market Trends 
"SaudiAgricuture 95", a four-day 

agricuture, irrigation and agri-industry 
show recently held at the Ryadh 
Exhibition Centre, attracted more than 
16,000 key industry visitors from all 
over the Kingdom. 

Inaugurated by Saudi Arabia's 
Minister of Agriculture and Water, Dr. 
Abdullah bin Abdulaziz bin Moammar 
and Minister of Commerce Dr.Osama 
Jafar Faquih, the show featured a wide 
range of machinery, equipment, 
products and services for all aspects of 
agriculture including dairy farming, 
poultry production, horticulture and 
greenhouse farming. 

Global leaders in agricultural 
technology were present to serve the 
changing needs of the Kingdom's 
increasingly sophisticated agriculture 
industry. They were among mare than 
350 companies from over 20 countries 
taking part in the prestigious 
exhibition held for the 14th time. 

SaudiAgriculture 95 reflected the 
changing pattern of food production 
within the Kingdom with an emphasis 
on diversification and downstream 
development including food 
processing. The exhibition which has 
established a reputation as a source of 
technology for future development 
also included water technology with a 
specific conservation bias to ensure the 
security of agricultural production in 
coming years and for future 
generations. 

The SaudiAgriculture series of 
exhibitions has been tailored to keep 
pace with the constantly changing 
profile of the Kingdom's agri-industry 
to meet the nation's food production 
targets with the emphasis on 
technology to increase efficiency while 
maintaining and improving food 
quality output. The show also 
provides visitors with fresh ideas for 
expanding food production into new 
areas with experts on hand to give 
advice and information. 

Exhibits at this years show 
demonstrated new directions in 
Agriculture, away from large scale 
wheat crop farming to water efficient 
means of production, with a large 
emphasis on horticulture. New areas 
of livestock farming were also being 
promoted including ostriches, which 

are reared not only for their meat, but 
also for their feathers (for cleaning 
computer equipment due to their anti-
static properties) and hide (delicate 
leather for the fashion industry). 

UK 

Banking Recovery Tactics 
Conference 

A one-day conference on 
"successful Banking Recovery and 
Banking Litigation Tactics" is to be 
held in London on January 19, 1996. 

Speakers will explain the major 
problem areas and advise on 
implementing timely recoveries and 
putting together effective legislation 
strategies. 

Subjects to be discussed will 
include: 

•Legal strategies for dealing with 
defaulting customers. 

*Obtaining possession orders and 
enforcing mortgages. 

•Guarantees - winning an 
order 14. 

•Freezing customer assets -
discovery of assets. 

•Exceptions to confidentiality. 
•Preferences and undervalues. 
•Duties to borrowers and sureties. 

CIB Chooses UMIST 
The Associateship of the 

Chartered Institute of Bankers (CIB), 
the leading banking qualification in 
England and Wales for the past 117 
years, is to be validated as a University 
of Manchester honours degree at 
UMIST. 

In the most innovative and far-
reaching decision to be taken by a 
professional educational body, the 
Council of the Institute agreed in 
principle on 18 October to begin 
negotiations with Manchester with the 
aim of providing a framework for an 
honours degree in financial services 
from the beginning of the 1996-97 
academic year. A detailed plan of 
syllabus and content will be put to 
both the CIB Council and the 
Universities' ruling bodies in 
December. 

This step puts the CIB in the 
forefront of the debate in educational 
circles which seeks ways to bridge the 
academic with the professional and 
vocational. The changing employment 
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profile of the industry away from "a 
job for life" towards greater mobility 
and "employability" required that the 
Institute offer a qualification that was 
recognised beyond the narrow 
confines of the clearing banks. The 
decision to resort to the nomenclature 
of "Financial Services" is also a 
recognition by the Institute of the fast-
changing face of the industry. 

The enthusiasm with which the 
university sector competed to become 
the Institute's partner also 
demonstrated a recognition within 
higher educational circles of the need 
to be closely tied to those at the sharp 
end of the economy. Some 25 
universities were invited to tender for 
the position, and even those who 
opted not to put in a full bid said they 
would still like to be involved in the 
delivery aspects of the new 
qualification. 

What separates the Associateship 
from a degree is that the former is 
technically and vocationally driven; 
the degree requires a more interpretive 
and broader understanding of the 
subject. 

The relationship the Institute will 
have with the university will be with 
the Manchester Federal School of 
Business and Management, a new 
creation which has the ambition to 
become the "Harvard of Europe". The 
degree will be that of the University of 
Manchester which will at the same 
time carry with it Associateship of the 
Institute. 

Assault on Personal 
Insurance Market 

One out of two building societies 
are currently investigating moving into 
the general insurance market and two 
out of three banks expect to be 
implementing a strategy to provide 
general insurance in a year's time, 
according to a recent survey from 
KPMG, one of the UK's leading firm of 
accountants. 

This represents a radical 
departure from the existing state of 
affairs in which nearly all the banks 
and building societies in the survey 
(96%) currently have arrangements 
with insurance companies to provide 
insurance to their customers. 

Cominenting on the findings, 
Peter Akers, KPMG consultant 

specialising in the bancinsurance 
market said, "Success in the insurance 
market is composed of two key 
elements, a distribution system and 
insurance expertise. The banks and 
building societies already have an 
excellent distribution system through 
their branches and expertise can be 
bought in," 

He continued, "The pace of 
change is hotting up. The TSB was the 
first to set up its own insurance 
company five years ago. Since then we 
have had Abbey National's and 
Commercial Union's announcement 
last year of a joint venture starting this 
summer and even more recent 
announcements by the Woolwich and 
the Alliance & Leicester that they will 
be setting up their own insurance 
companies." 

He concluded, "This will mean 
increased competition in the general 
insurance market could be good news 
with lower prices for the consumer 
and could also signal a switch in jobs 
from the insurance companies to the 
banks as the latter buy in their 
expertise." 

Deposit Taking Licence 
For Prudential? 

Prudential, the UK's largest life 
insurer, plans to submit an application 
to the Bank of England for a deposit 
taking licence. If approval is given, 
Prudential expects to begin operating a 
branchless deposit and mortgage 
lending operation towards the end of 
1996. 

"Offering the traditional building 
society products of competitive 
deposits and mortgages is an 
important step for Prudential in 
widening the range of products 
available to our custorr ers," said 
Prudential's group chief executive, 
Peter Davis. 

"Prudential already arranges 
around £700 million a year of 
mortgages for its cutomers using a 
panel of building societies and banks. 
In addition, we pay out more than £1 
billion per year in maturing policies 
which research shows is largely placed 
on deposit with building societies and 
banks. Given this base, we believe we 
can build a substantial business in a 
short period of time". 

The operation will be a direct 

banking service using telephone and 
post, and supported by Prudential's  
direct sales force. To achieve the  
desired level of service and acquire the  
necessary volumes of business, there 
will be a significant investment in  
equipment, office space and training 
that will be a shareholder owned 
subsidiary of Prudential Corporation 
and funded by shareholders. 

"We enjoy existing relationships 
with over six million customers in the 
UK and benefit from a well established 
and well regarded brand. This, in 
addition to the cost savings provided 
by branchless banking, and innovative 
product design, will help Prudential to 
build market share," added Jim 
Sutcliffe, chief executive of 
Prudential's UK operations. 

Michael Harris, formerly chief 
executive of First Direct, the UK's first 
direct bank, has been appointed to 
head up Prudential's banking 
operations. 

Contributors Welcomed 

Readers, Scholars, Academics, 
Banks and Corporations are invited 
to contribute to New Horizon on a 
regular or occasional basis. 

We are looking for news and 
views on current trends, 
developments and initiatives in the 
Islamic banking, finance and 
insurance industries and related 
fields 	including 	business, 
management and marketing. 

Discussions, lectures, and 
academic papers on the theory, 
history, future and latest 
jurisprudence rulings concerning 
the same areas and topics, are also 
welcomed. Additionally we are 
interested in corporate and business 
profiles; reviews of books, reports 
and seminars; and interviews. 

Please write to The Editor, 
New Horizon, ICIS House, 
144-146 Kings Cross Road, London 
WC1X 9DH. 

The editors reserve the right to 
edit, abridge, or refuse publication 
of any article or material submitted. 
The views expressed by contributors 
are not necessarily those of the 
Publishers or of the Institute of 
Islamic Banking and Insurance. 
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DIVERSITY IS OUR STRENGTH 
our growth speaks for itself 

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

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

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

BEXIMCO 
MANUFACTURING INDUSTRIES AND INTERNATIONAL TRADING 

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

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

Telex: 8956871 BEXIMCO G 
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DAR AL MARL AL ISLAMI 
84, AVENUE LOUIS-CASAI, 1216, COINTRIN, GENEVA, SWITZERLAND 

PHONE: (022) 791 71 11 * FAX: (022) 791 75 64 * TELEX 415 648 DM-CH 


