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COMMENT

Islamic Financing: The Answer For
The Future?
The conventional banking and insurance marlcets are that have guided their financial decisions have always
enmeshed in a crisis of identity. The consumer boom been based upon the concept of the Ummah and the
of the 1980's has melted away toreveala fragile system equality of mankind. According to a hadith the Prophet
devoid of any ethics or standards. Now is the time for said "none of you should go to bed if your neighbour is
Islamic economists - who have always adhered to strict hungry". This commitment to equality and brotherhood is
ethical guide- lines - to rid themselves of any feelings not to say that private wealth and profit is frowned upon.
of inferiority, to come forward and allow the On the contrary, the Prophet was a successful businessman
conventional system to benefit from their knowledge. and the principles of private property and enterprise are
Over the past few months the press has been buzzing very clearly sanctioned by the Koran.
with stories of gross injustices inflicted on the small But unlike conventional banking and insurance, profit is
businessman or deposit holder by the big commercial not made without regard for ethics. Islamic companies
banks. Greedy for profits during the balmy days of the pay religious taxes to the poor and needy. Islamic bankers
1980's, the banks encouraged borrowing only to remove forbid investment in companies with morally dubious
their financial support when the going gets tough, connections to countries such as South Africa and
causing personal bankruptcy and suffering for many. companies with interests in gambling or armaments. And
Strife in the banking scene is also reflected in the Islamic insurance or Takafol - lives up to its meaning of
insurance market. The promise of massive profits solidarity - by guaranteeing protection for all its members
along with the status of being a Lloyds 'name' lead from poverty and providing help when it is most needed
many to exaggerate their own personal wealth when to fellow Muslims.
applying to join Lloyds - the giant of the insurance Whilst there is beginning to be the faintest glimmer of
market - leading to their financial ruin when losses change in conventionalfinancialcircles - the establishment
started to roU in. Lloyds was also tainted by hints of
the Co-op Bank which runs an ethical investment
corruption in the shape of insider knowledge, as those of
similar to those of the Islamic banks, and the
with professional links to insurance brokers appeared programme
London-basedEthicallnvestmentResearchService
which
to be less scathed by losses. As a result of these and provides information on the subject - these organisations
otherproblems, there is talk of Lloyds - for the first time are still very much in the minority.
in its long and illustrious history - foregoing its pledge
Although there is widely-voiced criticism of conventional
to pay to the very last penny and disputing claims.
institutions
desire for change, this so far
This unhappy situation is becoming increasingly more exists mainlyandataawidespread
grass roots level. And the big financial
desperate. It is not merely that there are a handful of institutions have become
arrogant in their wealth and
disconsolate clients who feel that they have been badly power that it will be a so
long
before they allow
treated, butrather there is a ground swell of opposition themselves to be influenced by time
the ordinary man in the
to the philosophy and ethics of the banking and insurance street.
markets. Many feel that in the past greed was the sole
motivating factor behind the actions of these financial This is the opportunity that Islamic banking has been
institutions. And that if this cycle of boom and bust is waiting for. Islamic economists should take heart and
to be avoided in the future then there must be a radical seize this opportunity because it is clear that whatever
transformation of the attitudes towards profit making. their problems in other areas, in this area at least, they are
It can no longer be at the expense of the many for the Hght years ahead of the conventional banking and insurance
markets, and have many of the answers to the current
profit of the few.
crisis.
They should now certainly show pride in what their
These beliefs are of course nothing new to Islamic
bankers, andinsurance (Takafol) agents. The principles system has to offer and make their voices heard.
2
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Islamic Banking

Isle of Man
Collapsed Venture
Company Not First

Pouring cold water on a number of
newspaper reports that the now defunct
Isle of Man-based First Islamic Venture
Capital Company - as announced in
November 1992 - was in fact the first
time a specifically Islamic or ethical
fund had been launched, Mr
Abdulkader of the American Journal of
Islamic Finance points out in a letter to
the Financial Times (one of the
publications being targeted), that this
just was not so.
"Several such Funds have been
launched", he states. "The Amana
Mutual Fund was set up by the Islamic
Society of North America and the
Islamic Fund/Falcon Fund launched by
Kleinwort Benson in the Channel
Islands. In 1991, Mendaki (an Islamic
social welfare organisation) and the
Development Bank of Singapore jointly
opened up the Mendaki Growth Fund
(MGF); and only a few weeks ago the
Arab Malaysian Bank launched an
Islamic trust in Kuala Lumpur. Many
Islamic Unit Trusts and Mutual Funds
also now operate out of Bahrain, Dubai,
Qatar and Saudi Arabia
"The novelty of Islamic funds has long
ago worn off, claims Mr Abdulkader,
"and the only real issues now concern
the performance of these funds
compared with conventional funds, and
the depth of the overall market".
New Horizon would like to point out
that in all fairness, the failed company
in question, did not go around claiming
that it was the first Islamic investment
company. The responsibility for this
error must fall on the shoulders of
financial 'commentators'.

To the best of our knowledge, the First
Islamic Venture Capital Company,
which unfortunately failed to raise its
initial subscription of $400m, simply
quite legitimately called itself 'The
First Islamic Investment Company', as
in the fu-st in order of excellence.

Lebanon
Good Support for Lebanon
Fund

The Jeddah-based Dallah Albaraka, the
Islamic trade finance group has indicated
that it is receiving a strong response to its
initial invitation to both Saudi Arabian and
international investors to subscribe to its
$500m Lebanon Reconstruction Fund
(LRF).
Kuwait
Dallah Albaraka is reported to have secured
Kuwait MP's Propose
some $ lOOm worth of pledges aheady, and
Islamic Tax
although no details have yet been given as
to the identity of the investors, they are said
Four Kuwaiti MPs arc proposing a draft to include Saudi individuals, regional
law which would impose an Islamic Alms Islamic banks and the Banque Indosuez of
Tax (lAT) on the assets of companies France.
with a paid-up capital of greater than The LRF is to be managed by Albaraka's
Al Tawfiq Company for Investment Funds
100,000 Dinars.
arid at the moment intends to concentrate
Under this draft law, qualifying
developing infrastructure,
companies would have to pay a rate of on
manufacturing
projects, real estate and
2.575 per cent of their eligible assets
tourism.
each year. In fact. Islamic law
"Studies have aheady been carried out, but
stipulates an alms tax (or Zakat) of 2.5
per cent per year, but the five members it has not yet been decided how the funds
will be allocated" says Rachid Master
of parliament concerned have adjusted
Group Director of Productions. "We would
this rate to allow for the fact that
minimum subscriptions to be in the
Kuwait follows the Gregorian calendar, expect
region of $2.7m but that has not been
which has a slightly longer year than
finalised either."
the Islamic calendar, (365/6 days as
opposed to 354/355).
If this bill does go through on to the
Malaysia
Kuwaiti parliamentary statute books,
assets eligible for this new lAT would
include cash and bonds, deposits, stocks Takafol To Open Five New
and bonds, holdings of gold and silver, Branches
commodities ready for sale, and the net
amount owed to the company by
Syarikat Takafol Malaysia (STM) which
creditors. Under the present law,
offers Islamic-based insurance facilities,
Kuwaiti companies do not pay any
plans to open five new branches nationwide
form of corporate or income tax, and
by the middle of next year.
most of the government's revenue is
derived from oil and investments.
Takafol's Chairman, Dr Abdul Halim
Ismail, says that the company had also
All revenue received through the new
recently
opened two branches in Tawau
lAT would go into funds already
and
Jitra,
as part of the company's strategy
receiving voluntary donations for
of
achieving
15 to 20 per cent growth by
charitable purposes.
the end of the financial year.
February 1993 NEW HORIZON
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"The company's profit before Zakat
and tax for the financial year ending
June 30,1992, was RM 3,195,435, up
18 per cent from the previous year's
figures of RM 2,707,996", says Dr
Ismail, "and the Board of Directors has
recommended the payment of a
dividend of 6 per cent, as opposed to 5
per cent in 1991. "Total assets
managed by the company grew by 28.3
per cent to RM 58.49m.
"STM derives its income from the
investment of its shareholder's fund, as
well as its share of profits", he
continues. "This is in line with the
Islamic profit-sharing contract of AlMudarabah, from the management of
both the General Takafol business, and
the Family Takafol business.
"And with improved investment
income totalling RM 2.32m, the total
profit recorded by the General Takafol
business increased to RM 12.05m, or a
jump of no less than 41.7 per cent from
RM 8.5m.
"Further to the profit-sharing contract
of Al-Mudarabah, the company has
paid out a sum of RM 4.78m to 110,354
participants, compared with the RM
3.83m paid to the 101,690 participants
in the preceding year. The rates of
profit fluctuated monthly from 24.1 per
cent to 27.1 percent.
"During the year a total of 98,178
participants comprising of both
individuals and corporate bodies
participated in a number of Takafol
schemes provided by the company
under the General Takafol business.
Under this business, the company
collected RM 9.02m gross Takafol
instalments and contributions during the
year from the Individual Takafol Plans
Sector - a gain of 35.9 per cent from
RM 6.64m the year before.
"For the coming year, the company will
continue to strive for higher growth and
better results in view of our growing
confidence and increasing demand for
Takafol services from all sections of
Malaysia's population".
4
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Pakistan
First Allied Bank Float
Mudarabah

Karachi: A new multipurpose Mudarabah
is being floated under the name of the
First Allied Bank Mudarabah (FABM)
early this year.
The FABM is a wholly-owned
subsidiary of the Allied Bank of
Pakistan. The paid-up fund of the
Mudarabah after public issue will be Rs
300m, out of which Rs 90m has aheady
been subscribed to by the management
and directors of Allied Management
Services Ltd. The balance of Rs 210m
is being offered for subscription to
employees of the Allied Bank of
Pakistan, (Rs 30m) resident Pakistanis,
(Rs 117.5m) non-resident Pakistanis,
(Rs 40m) and National InvesUnent
Trusts, (Rs 22.5m).
The Mudarabah's activities will include
leasing and leverages, project financing,
venture leveraged trading. Islamic
finance instruments and equity market
operations.
Mudarabah Profit

Karachi: The recently established AlZamin Mudarabah Management
Limited is well poised to show a profit
of Rs 3.5 million by early 1993.
The net profit being estimated is after
accounting for Rs 1.5m operating
expenses, according to the first report of
the Chairman and the Chief Executive
of the company Mr Hasan Zaheer.
Since the fu^st week of August when the
company started its operations, the
Chairman said twenty-four leasing
agreements of Rs 38.432m were
concluded. These agreements were
providing an average monthly rental
income of Rs 1.2m. Five more leasing
and short-term financing agreements
are in the final stages of processing
which would take the total leasing
portfolio of the company to more than
Rs 50m.

response to the share subscription of the
company last June despite depressed
conditions in the stock market.
Streamline Mudarabah
System

Islamabad: The Standing Committee of the
Senate on Finance and Economic Affairs
has observed that there is a need to
streamline the rules and procedures
regulating the operations of Mudarabah
companies if they are to contribute to the
overall economic development of the
country.
The Committee, which met under the
chairmanship of Senator Prof Khurshid
Ahmed in the Parliament House discussed
the prospects and potential of the
Mudarabah institution and called upon the
government to undertake measures which
would add to the understanding and
confidence of the people in the Islamic
economic system and also ensure a
regulated, equitable and balanced
promotion of the Mudarabah companies.
The Senate Committee was informed that
all Mudarabah operations are given total
tax exemptions for the first three years of
their floatations after which they are to pay
tax at the rate of 25 per cent only.
The Committee, however, stressed the
need for greater tax incentives as well as
greater cooperation between the companies
and the Government in formulating
practical and realistic recommendations for
the next budget.
The Committee also recommended that the
Government must adopt an equitable
approach towards the Mudarabah
institution and help it flourish as a key
institution in the Islamic economic system.
The meeting was attended by Senators
Syed Barkat Ahmed Shah; the Chairman
of the Corporate Law Authority (CLA),
Mian Mumtaz Abdullah; the Chairman of
Mudarabah Association, Syed Aradat
Hussain, and representatives of the
Ministry of Finance.
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Ummah Ignored

The recent trade agreement hammered
out between Pakistan and Saudi Arabia,
with much fanfare (see below:
Pakistan-Saudi Trade to Increase) was
marred by the publication of a report in
the Pakistani daily newspaper 'The
Dawn' which criticised the lack of trade
between Pakistan and the Muslim
world, in particular Saudi Arabia.
The report claimed that although
relations between the two countries are
extremely cordial, Pakistan ranks low
on Saudi Arabia's list of trading
partners and it even has an adverse
balance of trade with Saudi Arabia. The
report concluded that as far as the Arab
states are concerned, the concept of the
Ummah is limited to the field of the
spiritual, and does not play a significant
role in economic considerations.
Islamisation of Banking:
Strategy recommended

Islamabad: The 12-member
Commission appointed by the
Govemment in pursuance of the
enforcement of Shariat Act, 1991 has
recommended the strategy for
Islamisation of the banking system in
the country.
Dealing with the mechanics of
Islamisation of the banking system the
Commission has held the view that
Musharaka and Mudarabah are the
basic forms of Islamic financing. The
promotion of Musharaka system has
suffered due to interest-based
govemment borrowing schemes as well
as the interest-based deposit
mobilisation practices where rates of
interest are arbitrarily fixed, observed
the Commission.
Another obstacle was the lack of speedy
disposal of disputes.
The banking tribunals introduced with
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this sole purpose were inadequate in
number and later on they also ceased to
function causing a complete dislocation
in the settlement of disputes and the
recovery process.
The Commission has made a number of
recommendations for a more
widespread use of profit and loss
sharing system. Among the
recommendations it has suggested that
the recovery laws in the country should
be made more effective and stringent.
To ensure success of the new system of
banking particularly the Musharaka
mode of financing, the Govemment
should carry out a thorough reappraisal
of the tax system with focus on
simplifying the system of direct taxes.
A permanent committee consisting of
Shariah experts and bankers should be
established to advise and assist the
Commission with regard to various
aspects of Islamisation of banking and
financial system. Banks and financial
institutions should earmark a portion of
their profits for giving Qarz-e-Hasna to
needy families for meeting education
and welfare expenses.
The Commission recommended that
where clients default in fulfilling any of
their contractual obligations or show
losses under Musharaka, the banks and
financial institutions shall circulate
amon themselves the names of
directors, chief executives, partners and
proprietors of such clients.

Saudi Arabia
IDB Import Palm Oil

According to a press statement issued
recently, the Islamic Development
Bank (IDB) has signed an agreement to
finance the import of $ 15m worth of
palm oil into Pakistan from either
Malaysia or Indonesia. This is a part of

the Bank's drive to increase trade between
the Muslim states.

Turkey
Profits up for Albaraka
Finance House

According to the American Journal of
Islamic Finance, the Albaraka Finance
House has reported exceptional growth
since 1989 and as of the year ending
December 31,1991, the Turkish Islamic
financial institution has achieved strong
growth. Although shareholders equity is
stable at $9.2m, total assets have increased
to $358m, a 58 per cent increase from
1989, and four per cent over 1990.
Deposits of S285m were 79 per cent
greater than 1989, and 29 per cent over
1990.
Participation account holders shared a
distribution of $57m, up 57 per cent from
1989, and 26 per cent greater than
1990. The company also had a good
growth in profits to $9m, up 34 per cent
from 1989, and 10 per cent from 1990.

UK
Banks Reject Zakat

London: Pakistani banks operating in the
United Kingdom have rejected the idea of
collecting Zakat from their Muslim clients
on the grounds of feasibility.
The Pakistani govemment recently asked
bank officials if it would be possible for
Pakistanis living in Britain to pay their
Zakat conuibution through British-based
Pakistani banks into the govemment funds
for use for charitable purposes.
However, banking officials told the
govemment that it would not be viable as
there may be legal complication under UK
February 1993 A/EWHOfl/ZOW
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banking laws. Pakistanis living in
Britain paying Zakat, already send the
money to their chosen charities or
individuals in Pakistan and banking
officials can see no reason to change
this arrangement.
Charity Publishes Annual
Report

The London-based charity Muslim Aid
which is dedicated to helping people in
need has just published its annual
report. 1992 saw a mammoth effort
being made to help the three million
refugees in Bosnia-Herzegovina,
including the setting up of a Muslim
Aid office in Bosnia. By the end of
1992, over £150,000 had been
distributed to the needy of this warravaged land.
With the help of the charities Islamic
relief and the Lebanon Relief Fund, the
Palestinian refugees also received
funds. Another ongoing priority area
was Somalia, whilst Muslim aid
responded to the victims of the
earthquake in Egypt and floods in
Pakistan.
If you would like to find out more about
the work of this charity or make a
financial contribution, they can be
contacted on London: 071 609 4425.
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straightforward for most member
countries, Egypt, which already has its
own programme in place (Egyptian banks
havetohaveaminimumof$15.1m paidup capital and $30.2m approved capital),
has said that most of its one-hundred and
one banks will be meeting the necessary
requirements by next year. The Central
Bank of Egypt does add, however, that
about seventeen of their member banks
are currently in the process of merging
because of their difficulties in meeting
Egypt's own capital adequacy targets,
and will need a little longer to settle their
affairs and conform to the Central Bank's
national standards.
There are other AMF members, including
the least developed ones such as
Mauritania, Somalia, the Sudan, and the
Yemen, who will need to have until 19951996 in order to do as they are asked. The
Lebanon will also need extra time to
overcome its own special problems.

Indonesia

• Bank Rakyat Piles up Bad Credits.
The state-owned Bank Rakyat Indonesia
(BRI) racked up US $203m worth of bad
credits during the first six months of this
year, some 2.38 per cent of BRI's total
credit.
BRI's Director Mr Iwan Prawiranata is
reported to have said that high interest
Banking and Trade
rates and an economic slow-down were
in tlie Muslim World
largely responsible for the problem.
"BRI's bad credits in 1991 amounted to
US $275m, or 3 per cent of the total, up
Egypt
from US $205m, 2.85 per cent of the total
• AMP Agrees to Capital Ratios. The credits in 1990." says Mr Prawiranala.
Arab Monetary Fund (AMF) has agreed "BRI's Capital Adequacy Ratio (CAR)
that all Central Banks should conform reached 5.67 per cent, 0.67 per cent higher
with the Bank for International than the government limit imposed in
Settlement's (BIS) regulations concerning March."
capital adequacy ratios.
While this ruling will be relatively
6
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Iran
• Iran To Set Up Joint Shipping Company.
Iran and Pakistan have set up a joint shipping
company and Pakistan Telecommunications
Corporation will establish sixty additional
international channels to expand
telecommunications links with Iran.
These decisions were made in thefinalsession
of the Iran-Pakistan Joint Ministerial
Commission on Communications. Mr
Mohammad Azam Khan Hoti, Minister of
State for Communications and the leader of
Pakistan's delegafion presided over the
meeting while the Minister of
Communications and Transport of Iran, Mr
Sidikiya, led the Iranian side. Representatives
of theCommunicationsministriesof Pakistan
and Iran were also present.
Addressing the meeting, the Iranian Minister
for Communicadons and Transport, Mr
Sidikya, termed the session a historical one,
as the development of national highways,
telecommunications, postal services and
shipping sectors were reviewed
comprehensively and areas of mutual
cooperation were explored.

Kuwait
• Kuwait Launches Sterling Equity Plan.
The London-based United Bank of Kuwait
(UBK) is launching a new equity-based
product, the UBKGuaran teed Equity-Linked
Deposit (GELD). This is a three-year
guaranteed UK sterling deposit with the
returns linked to UK stock market growth
governed by the Financial Times Stock
Exchange 100 Index, which reflects the
performance of Britain's top one hundred
companies.
GELD guarantees the capital invested plus a
minimum annual return of 5 per cent over the
three years. The minimum invesunent will
initially be £20,000 ($30,000).
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of the total 11,746 tariff lines offered.
Fifteen product sectors have been
Malaysia
earmarked under the Fast Track or
AcceleratedTariffReduction Programme
of between seven and ten years.
• Rise in Exports of Manufactured The govemment announced that the
Goods. The Ministry of Trade and
tariff level in the ASEAN region
Industry'sParhamentary Secretary, MrS eventual
will
be
between
0 to 5 per cent by the year
Subramaniam says that Malaysia's export
2007,
and
another
6,895 product lines
of manufactured goods is on the increase
had
been
offered
for
tariff
reduction under
and in the fu^st six months of 1992 alone
the
Normal
Track
of
between
ten and
it accounts for 64 per cent of total exports
fifteen years.
valued at RM 47.3 b.
Exceed Debt. Malaysia is
"Malaysia is exporting its goods to more •oneReserves
of
the
few
developing
where
than one-hundred and twenty countries its international reservescountries
are
higher
than
and the composition of the exports reflects its total debt.
Malaysia's position as an exporter of
manufactured goods", he said.
Subramaniam said the country's thirtyone trade offices overseas were playing
an importantrole in promoting Malaysian
goods overseas and providing feedback
on the market situation.
He said it was hoped that the Malaysian
ExtemalTradeDevelopmentCorporation,
scheduled to begin operations in early
1993, would work closely with the
country's tradeoffices overseas in helping
exporters find new markets.
• Bank Bumiputra's Profit Falls. The
Bank Bumiputra Malaysia Bhd (BBMB)
has posted a Group pre-tax profit of
S42.44m for the financial year ending
March 31,1992, which represents a 132
per cent drop from the Group's pre-tax Finance Minister Mr Datuk Seri Anwar
profits of $98.38m recorded for the Ibrahim said in a discussion on the 1993
corresponding period last year. At bank budget, that the Central Bank, Bank
level, its pre-tax profits also dropped to Negara's international reserves reached a
S33.65mfi-om$172.7m last year.
high of RM 47b, higher than the national
BBMB says that its group profits after tax debt, which is soon expected to fall to RM
stood at $26.57m compared with $86.76m 40b. This is the fust time that the country' s
the previous year. Group earnings per reserves exceed its total debt.
share dropped to 3.5 sen compared with • Bonds for Sale. The Central Bank will
11.1 sen over the previous period (100 sen issue RM lb worth of Savings Bonds for
= M$l) However no dividend has been sale to Malaysians. The Govemor of the
recommended.
Central Bank said that the bonds would
• Tariff Cuts. Malaysia has offered only be sold to Malaysian individuals and
over three thousand items for import duty charitable organisations. Foreigners were
reduction under the Common Effective not eligible to purchase the bonds.
Preferential Tariff scheme as ASEAN The bond, which is worth RM lb, would
in Febmary 1998, and the return
(Association of South East Asian Nations) mature
would
be
tax exempt.
moves toward the creation of a Free Trade
Area. These itemsconstitute 27.7 per cent The Govemor added that the bonds would

be offered for sale over a one-month period
through the branches of five banks - Malayan
BankingBhd,BankBumiputraMalaysiaBhd,
Public Bank Bhd, United Malayan Banking
Corporafion Bhd and Development and
Commercial Bank Bhd.

Pakistan

• Foreign Trade Grows. Islamabad:
Pakistan's foreign trade gap narrowed to
$ 1.14b against S1.28b for 1991. Exports stood
atS2.67b, representing a growth of nearly 12
per cent compared with $2.39b in thefirstfive
months of 1991. The improvement in the
trade gap and the receipt of short-term loans
and bilateral grants amounted to about $260m.
This includes a one year oil facility of $ 100m
against oil imports of the equivalent amount,
as well as $89m of short-term loans from
Societe Generale, with a supporting grant of
$46m and $25m of housing guarantee loans
by the US govemment.
• Markets in CIS. According to Mr Shahid
Rashid Butt, President of the Islamabad
Chamber of Commerce and Industry, there is
great potential for Pakistani products in the
Central Asian Republics.
Mr Butt said that the Chamber of Commerce
was trying to subsidise the export of goods to
the Central Asian Republics. He said the
quality of Pakistaniproducts wascomparable
with internationally-made items but he
stressed upon Pakistani's the need to buy
locally-made goods.
Mr Ashraf Jehangir Kazi, Pakistan's
Ambassador to Russia, has also suggested
that the Federation of Pakistan's Chambers of
Commerce and Industry (FPCC&I) should
organise a special exhibition of Pakistani
products in Moscow, in order to coincide
with the visit of Prime Minister Muhammad
Nawaz Sharif in April 1993.
Addressing a meeting of businessmen,
industrialists and entrepreneurs. Ambassador
Kazi said that the Commonwealth of
Independent States (CIS) which was formed
after the break-up of the Soviet Union, has
provided Pakistan with excellent opportunities
to increase trade.
The Ambassador made a few other
suggestions which included the formulation
of a data base of information about trade and
commodities, import/export regulations and
the tariff smictures in order to bridge the
serious information gap existing between the
February 1993 NEW HORIZON
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two countries, and to help in the
establishmentofaChamberofCommerce
in the Central Asian States andassist them
in boosting private sector trade.
• Pakistan-Saudi Trade to Increase.
Dr Jobarah Eid-al-Suraisry, Dkector of
the Saudi delegation to the Pak-Saudi
Joint Ministerial Commission on
Economic Cooperation and deputy
Minister of Finance for International
Economic Cooperation said that there
were many opportunities for economic
cooperation between the two countries.
Speaking at the third session of the
Commission, Dr Eid-al-Suraisry said that
this cooperation would be in the form of
information and Gaining exchanges.
Dr Eid-al-Suraisry emphasised the role
of the private sectorand said that although
there are nine Saudi-Pakistani licensed
companies working in Saudi Arabia with
about SR 6b invested capital, the market
remained underdeveloped.
Joint invesunents, he said, represented an
important vehicle of economic
cooperation which would not only
increase exports to each others' markets
but to outside markets as well. Dr Eid-alSuraisry, also emphasised the need to
enhance trade between the two countries.
The annual average of trade during 19891991 did not surpass US $400m.
Saudi Arabia and Pakistan signed an
agreement in early Decemberestablishing
a joint Ministerial Commission for
Economic, Technological and Cultural
Cooperation between the two countries.
The agreement was signed by
theSecretary, Economic Affairs Division
R.A. Akhund and Dr Eid-al-Suraisry.

MONITOR

7th Building, Construction,
Maintenance and Interiors Show

Riyadh Exhibition Centre
Riyadh. Saudi Arabia

7-11 November 1993
organised by
Riyadh E.xiubuions Company Ltd
(incorporaieti in Saudi Arabia)

to 11 at the Riyadh Exhibition Centre.
Saudibuild '93 is the first show in Saudi
Arabia that has received EC support and
confirms the show's status as the leading
exhibition for the construction industry in
the Middle East. Even at this stage it is
thought that the pavilion will occupy just
half the available space in the exhibition
hall.
Saudi Arabia's fifth five-year
development plan (1990-1995) makes
provision for continued spending in the
building and consUiiction sector worth
over US $42b. This provides an ongoing
demand for all types of building systems,
materials, equipment, products and
services. This figure isboosted further by
investment in operations and maintenance
estimated to be worth US $6.6 b.

UAE
Saudi Arabia
• EC Pledges Support To Saudibuild.
Saudi build '93, the seventh in a series of
trade exhibitions for Saudi Arabia's
building, construction, maintenance and
interiors sector, has attracted the support
of the Commission of the European
Communities (EC). The show is
scheduled to take place from November 7
8
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• u s Seize ARBIFT Assets. The
Central Bank of the United Arab Emirates
is seeking clarification from the United
States Treasury DeparUnent regarding the
recent seizure of the US assets of the Arab
Bank for InvesUnent and Foreign Trade
(ARBIFT).
This move follows the US Treasury's
surprise move to impose an embargo on

ARBIFT, despite the fact that it is registered
in Abu Dhabi, which has a minority 42.2 per
cent holding in it. However, Libya also
holds a share through the Libyan Arab
Foreign Bank (LAFB), a financial stake
which appears to be the main bone of
contention between the US and Abu Dhabi.
A UAE Central Bank statements re-iterates
that the American authorities decision is
based on ARBIFT being classified as a
Libyan institution, but the UAE Central Bank,
in co-ordination with the concerned
authorities within Abu Dhabi is exchanging
communicafions with the relevant US
authorities in order that this issue might be
cleared up.
"We would have thought that ARBBFT's US
assets were not significant, and that it was
operating normally through its domestic and
international offices. We would therefore
propose that the substance of the said
resolution is merely confined to prohibiting
US banks from dealing with it."
Only recently, Senator Edward Kennedy
and nine other US Senators wrote to the
United Nations Secretary General Boutros
Ghali, to urge him to back the world oil
embargo against Libya until it complied
with sanctions aimed at speeding up the
extradition of suspects for the 1988 bombing
of a Pan-American jet over Lockerbie, in
Scotland.
As for Libya, a recent statement from Abdel
Salam Al-Jalloud, number two in the Libyan
hierarchy says that "we are exhausted with
trying to please the United Nations, the
United States and Britain. Tripoli has done
its utmost to comply with the Security
CounciFs resolutions, and now we just want
to be left alone to get on with our lives as we
would like to.
"The United Nations air embargo has cost us
dearly, too. It has weakened our currency,
and caused an increase in our cost of living.
As a result, Libyan Arab Airlines (LA A) has
lost more than $267m since this trouble
started, and domestic airlines are on the
verge of coming to a standstill because of
inadequate maintenance."

Islamic Banking Grows Up ?
Whilst Islamic financing has
become increasingly acceptable
as a mode of financing, it would
not be unfair to say that this is
more due to the missionary
zeal of individuals rather than
any long-term strategic plan on
the part of the governments and
institutions involved.
Islamic banking still faces
problems of a very basic, but
fundamental nature, such as
the training of personnel.
Islamic banking has continually
suffered from a lack ofqualified
staff. Whilst there have been
sporadic attempts to address this

Islamic banking appeared on
the flnancial scene over a
decade ago. Despite several
obstacles in its path it has made
steady progress. Today there
are more than one hundred
Islamic financial institutions
operating worldwide, in
countries as far apart as South
Africa and Malaysia. These
institutions are managing
funds to the tune of billions of
dollars, as well as employing
thousands of personnel.

problem - such as the establishment of a training
institute in Cyprus some years ago - they have so far
failed.
Since then the problem of training has been tackled
on an ad hoc basis. The Islamic Development Bank
(IDB) in Jeddah has its own Islamic Research and
Training Institution, but concentrates on seminars
and lectures and as such it falls far short of providing
an international training centre for prospective
Islamic bankers.
There is also the problem of the lack of financial
instruments. The modem financial scene is so
complicated that there needs to be many more to
meet its requirements. At the current time, there are
only a few instruments in operation thus preventing
Islamic banking from developing as quicky as it
should.
Many other problems are man-made. It a sad
indictment of those involved in the Islamic banking
world that there is not even a consensus on the
spelling of fundamental Islamic banking terms - by
spelling Islamic financial instruments in various
different ways they are doing Islamic banking a
grave disservice, as this makes it even harder for
the layman to understand the language and principles
involved.
As well as this, bankers have allowed themselves
to get bogged down in technicalities. Islamic

thinkers are currently
submerged in a debate over
the validity of Mudarabah
and whether it should be
abandoned in favour of
Musharaka. Suchattitudescan
only damage the credibility of
Islamic financial instruments
in the eyes of the outside world.
These are the kind of issues
that should have been cleared
up long ago.
In this context, the
establishment of the Institute
of Islamic Banking and
Insurance in London, is a step
in the right direction. The

Institute aims at providing a comprehensive
training program so that instmments may be
developed and personnel trained to meet the
challenge of the modem day market.
It has been welcomed by the Prime Minister of
Pakistan Mr Nawaz Sharif and officials from such
prominent Islamic financial institutions as the Dar
Al-Maal Al-Islami Trust and the International
Institute of Islamic Banks. It is hoped that other
Islamic institutions will extend their support to
the Institute in order for it to fill the gap that exists
in these fields.
Islamic banking has grown from humble beginnings
to being in charge of billions of dollars. It is living
proof that what was once aprivately-held dream for
many can be transformed into a reality. Yet despite
these achievements, it has so far failed to establish
a comprehensive, international Islamic banking
course, preferring to tackle this subject in a sporadic
manner rather than abiding by any long-term
strategic plan.
This has hampered its development, as time and
time again, and across the entire Islamic banking
world, problems have been created by the lack of
trained personnel, and comprehensive research.
The Institute of Islamic Banking and Insurance
aims to redress this problem. Clearly, its
establishment marks the next stage in the
development of the Islamic financial system.
February 1993 A/£lVHOfl/ZOA/
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Misgivings a
Process of Exp
A number of misgivings, at both conceptual
and operational levels, have been expressed
about the viability of interest-free banking
in Pakistan. TheFederal Shariat Court has
given its verdict in favour of a complete
switch over to interest-free banking. If this
happens it will be a unique experiment
because no precedent is available in the
ancient as well as contemporary world. It
is therefore, natural to express fears that
the financial system would be put to a
severe test if banking industry went ahead
with the experiment.
The concept of interest is as old as history
itself Notwithstandingthepracticeof lending
money on interest as early as 2000 BC, all
Prophets (peace be upon them), religious
scholars and even philosophers condemned
interest as a system of financial relationship
between the lender and the borrower. Long
before the advent of Islam, Moses and Christ
(peace be upon them) condemned it in their
preaching as embodied in the Holy Bible.
One can hardly dispute the fact that interest is
forbidden by all revealed religions, including
Islam.
On the operational side, even in the
contemporary world, a number of counuies
have experimented with interest-free banking
on a limited scale. The results so far have been
fairly encouraging. Pakistan and Iran have
inttoduced interest-free banking on a wider
scale, though the process of clarifying what
precisely constitutes riba (Quranic term for
interest) is still continuing. Shariah experts
unanimously hold the view that a financial
system based on the principle of profit/loss
sharing is more than akin to Islamic teachings.
Pakistan has floated several variants of profit/
loss sharing system, two of which, viz. markup and Musharika, are reladvely more
important. However, doubts are expressed
about the Islamic character of the prevailing
mark-up system and the viability of Musharika
system. Let us examine these systems in
detail.
Mark-up System

The prevailing mark-up system has been
termed as riba by the Federal Shariat Court
because it involves the following practices
which go against the spirit of profit/loss

sharing:
(a) buy back arrangements
(b) sale of goods by banks without having
possession thereof, not approved by Shariah,
and
(c) giving of rebate in respect of an account
payments by the client, before the expiry
date. These defects can be removed if the
system is restructured on the following lines:
(a) Arrangement of funds for overhead
expenses
The client may need funds not only for
purchase of goods but also to meet overhead
expenses. While purchase of goods may be
accommodated under mark-up arrangement,
funds for overhead expenses may be provided
under three alternatives. First alternative is to
sanction two limits to the client. First limit
would be for purchase of goods from the third
party on mark-up basis. Second limit would
be for interest-free loan to enable him to meet
his overhead expenses. While fixing costplus for the first limit, the amount of second
limit which is interest-free would be kept in
view and rate of cost-plus appropriately raised.
But Shariah experts may not approve such
arrangements because linking of interest-free
limit with mark-up transactions would make
the mark-up transactions conditional. Second
alternative is to provide funds for overhead
expenses under the Musharika or Istisna
arrangement. Under the Istisna arrangement,
cUentagrees to sell to the bankagiven quantity
and quality of manufactured goods at an
agreed price. While the bank would pay the
sale price forthwith, goods mightbedelivered
by the client at a specified date in the future.
Lest the bank is loaded with unsold stock of
goods purchased under the airangement, this
arrangement exists for sale of goods to third
party. Third altemative would be to sanction
the limit or pordon thereof on hypothecadng
basis or against the security of assets other
than stock. The client would use sale proceeds
of such goods for meeting his overhead
expenses.
(b) Arrangement for the purchase and sale of
goods
Since the goods required by the client are not
owned by the bank but are to be purchased
from the third party, the bank should first

low business morality, a bank will be justified
to assume that the client is able to pay unless
he is declared bankrupt officially,
(e) Bank's commission on bills
In certain cases banks may offer credit facility
to the drawer of the bill, i.e. seller of goods. A
client may sell goods to a third party and come
to the bank for financial accommodation
against the documents drawn by him on the
buyer of his goods. Since the bank accepts
responsibility for realising the amount due to
the drawer from the drawee, Shariah permits it
to realise commission plus out of pocket
expenses for rendering the service. The
commission will be in percentage only and not
at the rate of per cent per annum. This means
that the commission will relate to the amount
of the bill to be collected and not to the period.
However, the bank may vary its commission
from bill to bill. The drawer will have to enter ~
into two separate agreements with the bank,
one pertaining to the appoinunent of the bank
as his agent for collecting amount from the
drawee on due date and the other for receiving
loan equal to the value of the bill. The bank
commission will be payable in advance and
the loan given to the client at the time of
accepting the bill for collection will be free of
interest. In case the bill is dishonoured, the
drawer will be liable for payment of the loan
amount to the bank. In case of delay in
adjusunent of loan, the client will be liable to
penalty, along with the amount of interest free
loan.
Profit/Loss Sharing Under
Musharika

Musharika is generally believed to be the most
desirable financial instrument for establishing
the system of interest-free Islamic banking in
its true letter and spirit. The term refers to
active business partnership between investors
and producers/Q-aders on the basis of sharing
of profits and losses in pre-agreed ratios. The
obvious prerequisite for the success of this
system is strict adherence to moral and ethical
values. From the operational point of view, it
is a viable system if it is built up on the
following lines:
(i) Deployment of Funds
So far as shareholders' invesunent in business
is concerned, figures appearing in balance
February 1993 NE
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sheet in respect of paid-up capital, etc. can be
accepted. However, if this basis is not
considered advisable by the bank or the client
the figure may be determined in accordance
with therecognisedaccounting standards with
mutual consent at the lime of signing the
Musharika agreement. Similarly books of
financial institutions can be relied upon for
showing amount and duration of long term/
short term funds raised on profit/loss sharing
basis such as profit participation certificates
and Musharika.
(ii) Basis of Sharing Profit and Loss
a. Presendy the State Bank of Pakistan lays
down minimum or maximum rates of profit
which banks can share. Such way of sharing
in profits is not acceptable to Shariah experts.
TheState Bank will have to stipulate maximum
weightage which various funds participating
on profit and loss sharing basis would be
entitled to. Subject to weightage limits for
investment, banks will have complete
flexibility in negotiation with their clients
about profit ratios to be shared. However
losses shall be shared by financiers in
proportion to the respective funds provided by
them. The profit assessed in the projection
chart will be called projected profit of the
company/fum. However banks will share
actual profit or loss, in the ratio mutually
agreed upon at the time of signing the
Musharika contract.
b. Company/fu"m will be required to give
quarterly figures of its actual performance
within 7 days of the close of each quarter on
theproformas on which projections were given
at the time of applying for Musharika.
c. At the end of each half year, amount of
jctual profit or loss will be distributed between
he providers of funds as shown by half-yearly
performance report, keeping in view the
quantum of funds used in that half year and
ratio of profit or weightage agreed for such
funds. Bank will get/pay its share of profit/
loss by debit/credit to respective Musharika
account.
To minimise the chances of manipulation by
an unscrupulous client, it is suggested that the
Musharika arrangement may not cover all
operations of a venture. For instance, the
Musharika arrangement may confine itself to
W HORIZON

acquire these goods and then sell to the client.
For this purpose the bank should appoint the
client as its agent for purchase of required
goods. At the same time the client should
execute an agreement with the bank binding
himself to buy the requisite goods firom the
bank, when delivered to him, at cost-plus
price on deferred payment basis. The
agreement should state the margin of profit in
percentage terms for the bank over the cost of
goods to it. The cost of goods to the bank
should include not only the price of goods
paid to the supplier of such goods but also
other incidental charges such as packaging,
freight, storage etc. Margin of profit should
be in percentage only and not percentage per
annum. While fixing margin of profit, limit
period plus cushion period should be kept in
view. This means that profit would relate to
the amount and not to the period. However,
while calculating the actual sale price of each
consignment delivered to the client, the bank
may keep in mind the period involved in each
expense it incurs in connection with such
consignment, i.e. the period from the date
each expense is paid by the bank to the date of
final adjustment of the account by the
client(expiry date of limit) plus the cushion
period. The client should contact the seller of
goods concerned and enter into sale contact
with him on behalf of the bank. The seller of
goods should then arrange to u-ansport goods
to the destination mentioned in the sale
contract. Sometimes the seller may ask for
payment guarantee by the client's bank in the
form of letter of credit.
Since the seller of goods has been selected by
theclienthimselfandtheformer will generally
be unknown to the bank, the client should
agree to buy the goods on "as is where is"
basis as is the case with the financing of
foreign ttade by the Islamic Development
Bank, Jeddah. When the goods are taken
possession of by the client as agent of the
bank, he sends a letter to the bank intimating
the receipt thereof on behalf of the bank and
offers to purchase the same at cost-plus price.
The bank accepts his offer and sells the goods
to him at the cost-plus price, which price is
payable by him on a definite date. The
amount of cost-plus at the rate aheady agreed
between the bank and the client should be

calculated for the period from the date of
payment of cost price of the goods to the date
of payment of the goods to the date of final
adjustment plus the cushion period.
(c) Security against deposits in mark-up
accounts
Banks would like to hold some security against
deposits outstanding in the mark-up account
as they do under the interest-based system.
Security may be in the shape of goods
purchased by the client from the bank, goods
manufactured by him or some other goods.
When the client requires goods given to the
bank as security, he makes payment to the
bank. Under the interest-based system also
the client deposits into his loan account his
surpluscash to lessen that interest burden. The
faciUty of deposit when surplus and withdrawal
are in need is also available under the noninterest system. The client gets rebate on his
payment into the account as the mark-up is
calculated on debit balance of each day. Since
mark-up account cannot be operated like a
running account, the client can open a special
deposit account with the bank wherein he can
deposit money whenever he wants to take
delivery of the goods pledged with the bank or
otherwisebutsuch deposits shallnot be deemed
to be part payment of marked-up price due
from the client. To compensate him, a special
weightage agreed at the time of sanctioning of
the limit can be given on such deposits.
(d) Penalties upon defaulting clients
Shariah experts agree that unscrupulous clients
can be pressurised to honour the commitment.
A client who is in a position to pay but defaults
should be penalised. Provision for penalty
alongwith rate of penalty in percentage terms
per annum can be made part of the mark-up
agreement which will be recoverable from the
client if the bank dues are not realised even
after the expiry of the cushion period. Shariah
experts further agree that banks can recover
the penalty amount as provided for in the
agreement alongwith the amount due. They,
however, say that the amountof penalty cannot
be taken as income. It should be used by the
bank for welfare purpose such as granting of
Qarz-e-Hasna. However, penalty cannot be
recovered from those who are unable to pay.
Shariah experts acknowledge that, in view of
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the purchase and sale of manufactured/
marketable goods. The client owning a
factory may undertake to sell his products
to a joint venture between him and his
bank at a price per unit mutually agreed
upon at the time of joining Musharika or
its renewal thereof. The Musharika will
then arrange to sell the goods, and profit/
loss arising therefrom will be shared and
the bank need not scrutinise various
expenses accounted for upto
manufacturing stage. It may confine itself
to the selling aspect only.
(iii) Concealment of Profit
If a venture has sustained loss due to
(a)dishonesty, (b)gross negligence, or
(c)breach of covenants of agreement on
the part of client as determined by
arbitration, the amount of loss caused by
such act or acts will have to be sustained
by client singly and bank will not share
any such loss. Rather, the bank will be
entitled to a share at the agreed ratio in the
profit if it is determined by the arbitrator
that the Musharika has actually earned
profit which has been concealed by the
client.
(iv) Right of Recall of Funds
Funds provided by the bank for working
capital may be for the period of one year,
renewable at the bank's option. In case a
bank has apprehensions about the intention
of a client, it may recall its investment
even earfier, notwithstanding its
commiunent to participate in the project/
venture according to the profit projection
report. In such a case, however, the bank
will have to share in loss or profit, as
determined by arbittation, at the rate
stipulated in the Musharika agreement.
(v) Acquisition of Equity
To ensure that accounts of clients are not
manipulated to the detriment of a bank,
provision may be made in the Musharika
agreement that the bank shall have the
righttoconvertits investment, outstanding
at any fime during the currency of
agreement, into ordinary shares of the
client. Such conversion may be on the
basis of formula agreed upon at the time
ofMusharikaagreement. The bank should
not exercise this right if the client earns
profitsattheratenotless than two-third of
what was shown in the projection.
(vi) Arrangement for Sale of Shares
Existing shareholders should have the
12
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first right to purchase shares acquired or
to be acquired by a bank at a price to be
mutually agreed upon at the time of sales.

Textbook Misgivings

Will interest-free banking prove more
risky than interest-based banking? What
will be its impact on the income of banks
and financial institutions? Will it affect
trade and industry? Will itreduce savings?
These apprehensions are based on general
unfamiliarity with the way business
operations are financed in Pakistan.
It is feared that under the mark-up system
a bank can run the risk of refusal by its
client to buy goods from it after he has
purchased them as an agent to the bank
from a third party. All a bank needs to do
is to assess the worth and creditability of
a client before financing him. Even under
the interest-based system banks suffer if
they are not careful. Further, genuine
clients who want to stay in business will
think many times before refusing to honour
their commitment. In case they do so,
they can be sued in a court of law for
breach of contract. In Musharika the
major risk is concealment of profit by
clients. In our latter discussion a number
of safeguards have been suggested to
cope with this problem.
Another fear is about adverse impact on
theprofitabihty of banks. There may be
lesser profits or even losses under
Musharika and absence of any return
whatsoever if payments are delayed under
mark-up mode of financing.
Actually these apprehensions are equally
applicable to the interest-based system.
The lending banks are bound to suffer if
business conditions deteriorate. No one
would like to put one's money in a business
where chances of earning a reasonable
return are not well assured, not to speak of
the possibility of sharing a loss. One may
argue that in such a situation the bank will
refuse to lend further. This can happen
under the interest-based system too. But
sometimes a bank is forced to bail out the
business in the hope of salvaging its earlier
loan. Further, securities held againstloans
whensolddonotnecessarilyfetchaproper
price as frusd-ated sales always depress
sale prices. If a suit is filed, courts stop
application of interest and in a majority of
cases do not allow payment of interest on
decretal amounts and where they do so it
is at a very nominal rate.

Regarding the concealment of profit or
manipulation of accounts by client under
profil/loss sharing system, certain safeguards
are necessary. First, the bank should
thoroughly vet the honesty and efficiency of
management, profitability of project, and
realisabiUty of security offered by clients.
Second, after the disbursement of funds, bank
should insist on regularly receiving
performance reports and in case of adverse
developments should immediately discuss
the matter with the client and take corrective
measures. Last, if it is found that results are
subjected to manipulation, the bank should
either exercise its right to acquire the equity
so as to replace the management or
immediately recall its funds, and get the
enterprise black-listed with the entire banking
and financial sector. In addition, the matter
should be reported to other govemment
agencies such as Income-tax Department and
also to one of banking tribunals set up by
Federal Govemment for recovering amounts
due plus penalties.
Some express fear that interest-free banking
may lead to a fall in the rates of return on
deposits as compared with interest rates,
thereby adversely affecting mobilisation of
deposits and savings so urgently needed to
meet the growing needs of industry and trade.
Since rates of return on deposits are not predetermined and fixed under the interest-free
system, depositors may feel shy to entrust
banks with their savings.
In actual fact there is no strong relation between
rates of return, whether in the shape of profits
or interest, and behaviour of bank deposits.
There have been instances, particularly in
some Western European economies, where
the inflation rate was more dian the prevalent
interest rate, yet deposits increased. Deposits
also registered a fall when real rate of interest
was higher. Pakistan's experience shows that
while there have been variations in profit
rates on profit/loss deposits from bank to
bank and from period to period, and also these
profit rates have generally fallen below the
previously quoted interest rates, deposit
mobilisation has progressively increased even
in the case of banks which declare lower
profit rates. It can, therefore, be reasonably
assumed that deposit mobilisation would not
be affected adversely under the interest-free
bankingsystem. Ontiiecontrary,itisexpected
that even those persons who were not

depositing their money with the banks on
rehgious grounds would now place their
deposits with the banks. So industry and
trade should not suffer because of lack of
funds. However, other factors like credit
restrictions imposed by the govemment
or the State Bank may affect the interestfree system as much as they affect the
interest-based system.
Three more apprehensions are
noteworthy. First, the cost of funds to
trade and industry is feared to rise. In
actual practice, costs of funds are
determined by general marketing
conditions and have nothing to do with
interest-based or interest-free financial
framework. Second, fears are expressed
about the likelihood of collusion between
the bank staff and the parties seeking
finances. This is an issue concerned with
the overall moral framework of society.
Malpractices existeven under the interestbased system. Anyhow, procedural
regulations and safeguards can be framed,
with the help of the State Bank, to check
bungling of accounts. Third, the business
community fears that a system based on
profit and loss sharing will result in undue
interference by banks. This fear seems to
be fallacious as banks will not have
adequate trained staff to sit on the
management of thousands of enterprises
to whom they provide funds. The bank
will generally exercise monitoring and
supervision by calling for certain returns
periodically, which they do even under
the interest-bearing system.

Foreign Investments and
Loans

Some persons apprehend that if the
interest-free system is introduced, the
economy will sufferas foreign investments
and loans will not be forthcoming. Such
persons have not gone into the issue very
closely. Foreign investments are always
project related and generally in the shape
of equity participation. Foreign loans
may or may not relate to project financing
butbanks advance loan forprojects. Such
loans are used for procurement of
equipment and services of technicians.
Goods can be acquired on mark-up basis
instead of loan. Islamic Development
Bank is aheady following this procedure.
The marked-up price can be in terms of
foreign currency, payable in instalments.
The cost of services of technicians or

preparation of feasibility reports where
required can be included in the markedup price of the machinery supplied. The
writer was once invited by Pakistan Japan Business Association to allay the
fears of visiting Japanese investors and
industrialists who after detailed discussion
were completely satisfied about the
viability of interest-free system. What is
required is a proper understanding of the
system by Palcistani financial experts and
critics and its knowledgeable explanation
to foreign investors and lenders. In the
meantime the interest-based system may
be allowed to continue till such time as
foreign transactions are brought under the
interest-free system through negotiations
with the parties concerned.

Wider Socio-Economic
Implications

Introduction of profit/loss sharing system
should be able to redistribute profits of big
businesses among depositors and small
enterprises, bringing about greater efficiency
in the allocation of resources and reducing
concenuation of wealth and power.
(c) Profit/loss sharing system will not only
enable a bank, an independent institution, to
have a critical look at the project feasibility
before its acceptance but also to do proper
monitoring after its implementation. This
extra care, both before and after
implementation, would keep the project on
sound footings. Although banks, even under
the interest-based system, look into feasibility
of the borrowing venture, theh main concern
is about the adequacy of security for their
loans. Under the profit/loss sharing system
banks will per force have to develop expertise
within their own institution to study the
feasibility of projects and to ensure proper
monitoring of such projects after their
implementation.
(d) By spreading risks more evenly, profit/
loss sharing system will encourage more
economic activity and thus improve the
welfare of society. A happy and progressive
society is that where all its members join
hands in the process of production of goods
and services for society and bear the risk
equitably.
(e) The malpractice of maintaining different
sets of books is resorted to by enterprises
mainly for evading taxes. Under the profit/
loss sharing system enterprises obtaining
funds will show profit, if they have earned, at
least to the extent of rate acceptable to the
banks. This will, therefore, bring more
enterprises under the income tax net and thus
increase public revenue. With the increase in
its revenue, the govemment may be prepared
to considerrationalisation of existing income
tax rate sducture.
(f) Under the profit/loss system, the
entrepreneur will per force be required to
maintain a high standard of efficiency because
ofregularmonitoringby thebank. Otherwise,
in the event of unfavourable results, he is apt
to be exposed to criticism.

(a) In the case of fixed return on capital,
as is the case with lending on interest,
capital gets preference over man' s labour.
Uncertainty is inherent in a business
enterprise, irrespective of time and space
dimensions. Occurrence of profit or loss
and its magnitude cannot be fully
determined in advance. It is, therefore,
sheer injustice if the party providing
money capital is guaranteed a fixed and
pre-determined return while the party
providing enterprise is exposed to
uncertainty all alone. Further, fixed
interest can be unjust to the lender of
money in case the entrepreneur using his
money earns a profit quite out of projxjrtion
to what he pays by way of interest. Profit/
loss system will remove this imbalance
between reward for capital and that for
human endeavours and initiative.
(b) It is generally stated that interest is a
price like all prices and performs the
function of allocadng scarce loanable
funds among infinite users of such funds
in an objective manner on the basis of
ability to pay the price. If demand for or
supply of loanable funds changes, a new
equilibrium is reached at a different rate
of interest. The equiUbrium rate of interest
is only a text-book phenomenon. In reaUty
such a market clearing rate does not exist.
There are a host of rates and the function
of allocating resources optimally is not
performed efficiently. The rate of interest Reprintedfrom'ThePakistanBanker"
tends to be a perverted price and reflects by kind permission of the Bank of
price discrimination in favour of some. Punjab, Lahore.
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Scholars Clash on Validity of Mudarabahs in
Present-Day Pakistan
Since November 1982, twelve modes of
interest-free banking, all which have
received the approval of the State Bank
of Pakistan ha ve been in use in Pakistan,
a country dedicated to operating a
complete Islamic banking system.
Yet even now, distinguished legal financial
experts and bankers are still at odds with
each other as to what constitutes an
Islamic financial insUiiment. One of its
most vocal supporters, Mian Mumtaz
Abdullah, Chairman of the Corporate Law
Authority (CLA) of Pakistan, suggests
that Mudarabahs (trust financing) are by
far the safest Shariah-based Islamic
financial instrument available because of
its in-built legal, financial and religious
safeguards.
However, Tajammal Hussain, Chairman
of the Tmst Mudarabah and the Bank of
Punjab, on the other hand, believes that
the present concept of Mudarabahs is
non-Islamic and all such practices should
be discarded until true Shariah-based
Mudarabahs are instituted. Instead, he
su-ongly advocates Musharaka (Profit
sharing) as the real mode of non-interest
financing.
Tight Regulations

operated properly; a Uibunal which can
hold summary trials of any Mudarabah
managers who might violate the strict
Ordinance Code, and either imprison them
for up to six years and /or impose a fine of
up to Rs 500,000; and a religious board
which examines all modes of business
undertaken by Mudarabahs.
"And as a part of the drive to ensure that
Mudarabahs are properly regulated, the
Cenu-al Bank of Pakistan has also recently
agreed to become a fourth regulatory body
for Mudarabahs.
Ethics

"Then the CLA scrutinizes the personal
and professional records of directors of
the Mudarabahs, and ensures that none
are involved in,or haveeverbeen involved
in any illegal activity in banking business,
or have ever defaulted on their tax
payments. It is also stipulated that the
chief accountant of a Mudarabah must be
a chartered or management accountant,
and those operating a Mudarabah are not
allowed to float another one until their
track record in operating Mudarabahs is
scrutinized.
"Mudarabah managers arc further required
to disclose the details of any loans
exceeding ten per cent of the paid-up
capital; and details of loans obtained by
the Mudarabah's directors and their
relatives must also be revealed.
The CLA Chairman went on to point out
that: "Mudarabahs enjoy a much higher
stature than the Co-opcralives because
their management companies are much
more thoroughly scrutinized before being
allowed to be incorporated; and the criteria
devised by the CLA to conu-ol them are
the strictest for any sector of theeconomy.
"Indeed, even the banking sector is not
subject to such stringent regulatory
provisions. The CLA also ensures that
the capital base of a Mudarabah does not
exceed Rs 200m, whereas the Cooperatives, for example, arc handling up
to Rs 650m.

"Amongst all the modes of financing
currently available in Pakistan, the
Mudarabah is the one which is most
stringently regulated, and is the one with
the most effective safeguards to make
sure that it is utilised both correctly and
effectively." says Mr Abdullah.
Speaking at a seminar on the 'Growth and
Prospects of the Mudarabah Concept in
Pakistan' organised by the Mudarabah
Association of Pakistan at the Pakistan
Adminisu-ative Staff College in Lahore,
Mr Abdullah argued forcefully in favour
of the use of Mudarabahs. He said that the
official Mudarabah Ordinance clearly
defined the types of business for which
Mudarabah could be used, as well as the
mles surrounding it which had to be
observed by the Mudarabah managers.
"The Ordinance in question provides no
less than three regulatory bodies" he
continued. 'The registrar, who can appoint Stability
an administrator to take over and manage "Nor have Mudarabahs been the source
any Mudarabah which is not being of such intense speculation as have other
14
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kinds of business, so their prices have not yet
even doubled. In the course of examining the
track record of Mudarabahs over the past nine
years, the CLA has established that they did
well in 1990, and the average dividend yield
of nine sample Mudarabahs whose accounts
were finalised during that year was 12.5 per
cent, which was above the average yield
shown by others on the Karachi stock
exchange.
"The capitalisation of the Mudarabahs on
December 19,1991, was Rs 7.27b, against a
capital issueof Rs 2.99b. S uchfiguresillustrate
the importance of Mudarabahs on the security
markets of Pakistan."
Musharaka

Speaking at the same seminar, Mr Tajammal
Hussain, in his paper named 'Implementing
Musharaka as a Mode of Interest-Free
Financing: advantages, constraints and
sU"ategies' gave a sharp rebuttal to the
Chairman's argument. He began by saying
that although the govemment has inn-oduced
twelve modes of non-interest banking
instmments since November, 1982 which
have subsequently been approved by the State
Bank of Pakistan, Mudarabahs have- unfairly
in his opinion - received all the attention.
"The U^de-related modeof Mudarabah based
on mark-up has been used by most banking
institutions over the past eleven years. All
other modes of financing, including
Musharaka which is in my opinion, the most
important interest-free mode, have been totally
disregarded. Indeed, the kinship between
mark-up is so intricate that it would not be far
from the tmth if it were said that what is being
done in the garb of mark-up is hypocrisy in its
worst form.
Farcical

"The system of mark-up as practised to-day",
he continued," is contrary to the real concept
of Mudarabah, and has given rise to many a
derogatory aphorism amongst businessmen,
bankers, and financial experts indeed to such
an extent that they seem to have no hesitation
in stating that it is a farce, on the grounds of
scientific equality of interest with mark-up.
"I therefore have no choice but to suggest the
discarding of the deceitful system until such
time as it has been refined in such a way as to
conform to the concept of Mudarabah as
enunciated by Islam.
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"Indeed, Musharaka, in my opinion, is
the real mode of non-interest financing
because it meets all the requirements of
Islam including those of' Adl' (justice),
and is free from any element of
exploitation. It is a form of business
arrangement in which all partners
contribute to the capital, and are entitled
to participation in the management of
thebusiness activity they undertakeeven

though they are not necessarily required
to do so.
Illusion "The profit which accrues from
the arrangement is to be distributed among
the partners in the ratio agreed to in
advance, while the losses are to be borne
in proportion to the capital invested. If
Musharaka cannot be developed as a
means of financing in Pakistan, and the
barriers in the way of its implementation

are not removed. Islamic banking will remain
an illusion".This is a debate which continues
to rage with no end in sight. There are just as
many Islamic thinkers and economists who
support Mudarabah as there are those who
fiercely oppose it as being unlawful. Yet if the
process of the Islamisation of the economy is
going to claim any credibility in Pakistan,
then this subject must receive the full attention
of all concerned.
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Central Asian Republics Join in Talks on Muslim
Common Market
As five of the former Soviet Union
Central Asian Republics; Azerbaijan,
Khirghistan, Tajikastan,
Turkmenistan, and Uzbekistan,
along with the newly-invigorated
Afghanistan, join the regional
Economic Cooperation Organisation
(ECO) originally founded by Iran,
Pakistan and Turkey, hopes for the
establishment of an Islamic common
market are being rekindled.
However,ProfessorMasudShaukatMalik
is most concerned at the way he feels the
forming of the European common market
led to serious set-backs in the economies
of some of the developing Muslim states.
With this in mind he talks to New Horizon
about the historical background to the - as
yet unfulfilled - dream of a true Islamic
common market.
Professor Malik then explains why he
believes that through embarking on joint
ventures for economic development;
scientific and technological projects;
commercial and cultural exchange
programmes; undertaking research and
innovative schemes; diversification of
trade policies; quality conu-ol; and the
standardisation of products, an Islamic
common market could be established and
transform the present tardy pace of
advancement in Muslim states into
dynamic economic development.
Protectionism

"Through tariff protectionist policies the
developed nations of Europe took the
initiative in their economic relations with
the rest of the world. They realised that if
they were to safeguard their interests and
establish their economic dominationover
Africa, Asia, and Latin America then it
was crucial to organise a European
Common market. This was established
by the Treaty of Rome, signed in 1957.
"Their discriminatory economic policies
dealt a blow to the developing Muslim
countries - along with other developing
nations - and created serious set-backs on
the economic development front. So the
need to set up an Islamic Common market
was keenly felt even then as the behaviour
of the developed states forced the Muslim
counuies to open their eyes. For many of
16
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us it was a rude shock to realise the
significance and utility of regional
economic cooperation.

"The President had pointed out that the ECO
was an ideal platform for the achievement of
common objectives by undertaking more
Awakening
economic activities. Pakistan
"As a result of this awakening, the meaningful
would
be
able
its part in this by
Regional Cooperation for Development offering accesstotoplay
the
Arabian Sea via
was set up in 1964 in order to seek mutual Afghanistan for the land-looked
nations of
economic cooperation between Iran, Central Asia.
Pakistan and Turkey. In fact this move
was an endeavour to form a group of Common Objectives
Muslim states to operate through an "The much publicised new international order
institutional framework with the aim of of the post-cold war era had lead the ECO
improving their economic stature by virtue members to increasingly feel the need for
of their geographic proximity, social and economic
integration. It thus has become all
political contacts; theircultural affiliations; the more imperative
for the Muslim states to
and then religious identities.
join hands and fully cooperate with each other
"It further aimed at encouraging economic in order to achieve a more rapid rate of
progress within the region though mutual economic progress and prosperity.
understanding and goodwill, making it "However, the recent expansion of the ECO
clear that by sincere cooperation, the slow to admit the newly-independent Cen tral Asian
pace of economic development might be Republics, is seen as a good omen, and with
accelerated. But unfortunately fora variety the future inclusion of Afghanistan, its sphere
of reasons, they failed to achieve their will be even further enlarged.
targets and deliver the goods as desired.
Markets
New Start
"What we must remember at this crucial stage
"It was not until 1985 that the idea was of development, is that although we share the
once more re-organised and re-dcsigncd same goals, every member countfy must
in the shape of the Economic Co-operation mature and develop as a viable economic
Organisation (ECO). It is likely that the entity in its own individual capacity. Only
idea of a Common Islamic Market was then shall we all move progressively towards
first mooted by the President Ghulam a customs union, later to a free trade area, and
Ishaq Khan of Pakistan during a visit to eventually to a common market.
Turkey. Not surprisingly, it was greeted "The Muslim Ummah must further develop
with the applause and appreciation which their own capital market and establish an
it deserved by all quarters. Its supporters Islamic Reserve Bank to provide financial
were determined to overcome their security and balance of payment support to
previous difficulties, and come up to the the member countries in conformity with
aspirations of the people.
Islamic economic ethics.
"These steps are all the more necessary if we
are to provide an institutional bulwark to
protect our economies from the inequalities
of an international economic system which is
tilted in favour of the developed states and
encourage the adoption of a structural
development approach to economic cooperation which will enable member states to
meet the chal lenges of the twenty-first century.
Population

"The Islamic world constitutes about 20 per
cen t of the world' s population, and as m uch of
its land mass; producing 50 per cent of the
world's oil, and accounting for 40 per cent of
the world's exporting of raw materials.
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"But because its enormous potential and
massive resources have not yet been
properiy assessed andhamessed; theGross
National Product (GNP) of Islamic
countries is only about4.5 per cent of the
worid's GNP; and its share of exports
reaches only 7 per cent. As such, the
Islamic world is classified among the
least developed of the world's nations,
and its total external debt liabilities stand
at a colossal $383b.
"We have to take seriously the charge that
the Muslim world, with all its rich natural,
human and technical resources and
expertise is not able to estabUsh a collective
action plan for economic integration and
build a common market to meet their
consumption requirements and
development needs from within the
Ummah.
"Indeed, we are forced to beg, buy, and
borrow from the advanced countries.
These are activities that are clearly far
from our cherished goal of self-sufficiency
and self-reliance.

the west economically. It is because the
Muslim world is suffering from economic
mismanagement, and the kind of wasteful
expenditure that individual counties find
such utter drains on their exchequers.
"Unfortunately, the overwhelming
importanceof industrial development has
not yet been assigned its rightful role and
due importance in our overall development
plans. Because ofthis, the Islamic world
is industrially under-developed and is
confined to the output of a limited range
of consumer goods.
"Modern faciliues for research and
development institutions are inadequate,
and the infrastructure is insufficient for
supporting major development projects.
Per capita incomes and general standards
of living are not up to the mark, and the
demon of over-population is ever stalking
our lands, shattering all hopes of future
advancement and balanced economic
growth. As a consequence of all of this,
there are small affluent and advanced
islands of prosperity surrounded by a
turbulent ocean of poverty.

"Sadly, our economic dependence
sometimes tends to make us subservient
to the political hegemony of the west,
which does not hesitate to dictate its own
terms and conditions in the fields of
commerce, trade, andfinancialassistance.
But because we are so rich in resources,
raw materials, and expertise, itis shocking
to find that we are lagging so far behind

"There are, however, some real
impediments to establishing a common
market that are not man-made. Different
counfries have varying systems and
institutions, political-cum-economic
associations with more developed states
for profit motives, and concems over
national prestige.
"But perhaps the biggest obstacle to

Dependency

Mismanagement

Problems

overcome is the lack of poUtical consciousness
and will. We must make the people aware of
our goals. Unless economic development in
the Muslim countries is devised as a welfareoriented system, operating according to the
principles of economic equality and social
justice, the ideal of an Islamic common market
will remain a dream.
Transformation

"But by embarking on joint ventures for
economic development, scientific and
technological progress projects, commercial
and cultural exchange programmes, the
undertaking of research and innovative
schemes, diversification of trade policies,
quality control, and standardisation of
products etc, we can still uansform the tardy
pace of advancement in Muslim states into
dynamic economic development.
"And once every member state is able to
operate as a viable economic entity, with its
own developed primary and secondary capital
markets, then we can work towards achieving
our common objectives.
"Further, by adopting family planning
measures, supported by enlightened religious
sanctions on a wider scale, we can successfully
surmount and solve the problems of rising
population figures.
"Last but not least, we must broadbase the
operation of this market and make it more
comprehensive by expanding its scope to
cover even the smaller and under-developed
Musi im states in Southern Asia and the Middle
East. Ourcommonmarketmustfurtherevolve
as U"uly Islamic, in nature, design and in its
aims.
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Bank Islam Malaysia Profit Up 16 Per Cent
Bank Islam Malaysia Berhad (BIMB)
got off to aflyingstart. Incorporated on
March 1,1983, it is still the only bank
licensed in Malaysia under the Islamic
Banking Act of 1983, and is the first
such bank in the Association of SouthEast Asia Nations (ASEAN) which
means that it has the run of this thriving
and dynamic region.
A successful public listing on the Kuala
Lumpur stock exchange in 1992 was oversubscribed three-fold, followed by the
declaration of a risk-weighted adequacy
ratio of 19 per cent, more than double the
minimum figure set by the Basle
ConcordatforCapital Adequacy for Banks
which came into force at the beginning of
this year. Since its stock exchange listing
BIMB now has a total share capital
reaching a healthy RM 133.4m.

interest rates. Problems BIMB have had
in facing this challenge is reflected in the
bank's stagnant deposit base over the past
two years.
Secondly, increased competition will arise
following the opening up of the sector,
and with its monopoly eroded, BIMB will
have to be competitive and carve out its
own market niche.
"Today we have no less than thirty
branches all over the country", BIMB's
Managing Director, Dr Halim Ismail, told
New Horizon in Kuala Lumpur. "Our
total deposits for the financial year 1991
added up to RM 1.17b, slightly down
from the RM 1.22b in 1990. The ffouble
is, our depositors compare the returns
they get from us with those they could get
from the conventional sector. We have
about 350,000 depositors, but in the last
two years I'm afraid we have not been
very competitive.
"Nevertheless, on the bright side, we
compare better when interest rates are
down because our returns are based on
profits, which are the results of operations
and not the interest-based system.

sectors for any society, and by its very nature
commercial banking is more in the debt market
than in the equity market. WehaveestabUshed
that in Islam there can be both equity and debt
financing.
"The latter can be through Al-Baya (contract
of exchange), which may be deferred and
therefore debt is created - debt not from
interest-based operations, but from
Murabahah (cost-plus financing), Ijara
(leasing), and so on. We as a commercial
bank, providing a variety of banking and
financial services, in fact, do both..
Islamic Development

"Some religious thinkers and academics say
that you cannot attain development except
through equity financing ", continues Dr
Halim. "But this just is not so. Japan and
Tai wan, for example, have developed through
Riba (interest) financing. Development, is
Success
more a question of how you organise your
BIMB's success story continues. For the
economic
system. Our task is to allow
financial year ending June 31 1992, a
Muslims to start the tide of development, but
group profit of RM 20.7m before Zakat
in an Islamic way.
(Islamic tax) and taxation for the year
endingJune30,1992, was reported. This
"We will set up a venture capital subsidiary,
represents a 16 per cent rise over the RM
as a way of raising equity through the capital
17.84m eamed during the same period for
market. As the aim of Islamic banks is to rid
the previous financial year.
the capital markets of Riba by developing an
Great Advantage
NetprofitamountedtoRM 11.35magainst Bank Islam's greatest advantage is that it Islamic secondary market, in order to
RM 9.29 last year, and group operating was started with the full support of the encourage Musharaka we should inject more
income rose to RM 63.39m as opposed to
govemment, which through funds into the capital market. I should like to
RM62.18m a year earlier. Thebankitself Malaysian
Malaysian Finance Minister, Anwar mention here, too, that BIMB has applied to
made a profit of RM 16.05 against RM the
Ibrahim, and Tan Sri Jaffar Hussein, the launch an Islamic Unit Trust".
14.1m previously.
Govemor of Bank Negara, (the Central Secondary Markets
"The improvement in results", according Bank of Malaysia), is actually setting the Dr Halim, like many Islamic bankers, is only
to one bank official, "was mainly due to Islamic banking agenda in the country, if too aware of the shortcomings of the sector,
the growth in financing, more efficient not in the Muslim world.
which is why both Bank Islam and Bank
utilisation of funds, and an increase in feeNegara
trying to develop a secondary
based income. The future looks good, Bank Islam now owns three subsidiaries; market forareIslamic
finance in Malaysia. Bank
too, for the forthcoming financial year. A Syarikat Takaful Malaysia (STM), which Islam does discounting
of bills and
fu-st andfinaldividend of six per cent has offers Islamic insurance services, Syarikat securitization of debts by selling
and
Al-Ijarah, which provides leasing finance getting back the money. It alsoit down
again been recommended".
offers
an
In the larger perspective, BIMB had the to its group competitors, and Al Wakalah Islamic export credit refinancing facility.
highest return on equity of its peer group, Nominees, which provides nominee and BIMB also lead managers syndication on a
and the average annual growth of gross invesunent fund services for the Group. deferred sale basis for the acquisition of
profits from 1983 up until 1991 was a Financing
and other assets. "We only recently
remarkable 86.2 per cent. Forecasts for Dr Halim rejects the view that Islamic equipment
invited
other
to participate in a RM
pre-tax profits for the fiscal year ending banking should be organised on the basis 125m, Al-Bai banks
Bitamen
Ajil facility for Shell
June 31 1993 have reached RM 24.7m. of equity financing only such as (Malaysia) with a maturity
of seven years",
Musharaka (joint ventures), and says Dr Halim. "Where the repayment debt
Challenges
However, two major challenges now face Mudarabah (uiist funding). "We do not can be securitized by selling it down. In fact,
BIMB. First, they must compete for subscribe to that view" , he insists, we are holding some - but the secondary
deposits in an environment of rising "Banking and finance are very important market is not very active.
18
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Foreign banl<s

The opening up of the Islamic banking
sector, however, does not mean a freefor-all. Bank Negara is adamant that
foreign banks will not be allowed to open
up in Malaysia, other than in the offshore
banking unit in Labuan.
Foreign ownership is resuicted to thirty
per cent of existing banks. Indeed, the
Jami Company - a consortium owned by
the SAAR Corporation, the Dallah
Albaraka Group, and the Al-Rajhi
Banking Investment Corporation
(ARBIC)-hasa 13.9percentequity stake
in Bank Malaysia.
Whilstboth Dallah Albaraka and ARBIC
are very aggressive in the Malaysian
invesunent market, and would like to set
up their own wholly-owned banks, for
Malaysian officials the question of
reciprocity is very important. "Yes, I
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would welcome the setting up of Islamic
banks- whether local orforeign",declares
Dr Halim.
"In fact, the more Islamic banks there
are, the better, as there is no way one
Islamic bank could hope to support the
Muslim population of Malaysia. We
should have competition. But now the
sector is opening up so quickly, I would
prefer conventional banks to set up
Islamic banking subsidiaries rather than
open Islamic windows".
Supervision

At present, BIMB is licensed under the
Islamic Banking Act of 1983, but both
that Act and the Banking and Financial
Institutions Act of 1989 (BAHA) have
been amended to open the way for other
banks toopen Islamic banking windows.
All banks, whether conventional or
Islamic, are supervised by Bank Negara,
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and Dr Halim is adamant that the standards of
supervision must be the same for both sets of
banks.
Banlcing Strategy

Dr Halim further rues the lack of co-operation
between Islamic banks world-wide, and warns
that the development of a cohesive banking
system will require foresight and flexibility.
"The lack of an attractive corporate image
amongst Islamic banks reflects not only on
Muslims, and on our very understanding of
Islam", says Dr Halim. "more importantly it
also highlights the quarrels latent in both
Islamic banking and the very cultureof money
itself.
Perhaps it would be Uiie to say, therefore, that
there is an overall dearth of capable Islamic
bankers. Certainly, there is a need for Islamic
bankers to think carefully about what their
strategy will be for 1993.
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Corporate Profile

First UDL Mudarabah
Mudarabah business, now allowed a
three year income tax exemption limit,
has been poised for profitable
performance right from the start.
Engaged usually In financing the
business of others, the Mudarabahs
have a ready market from which they
may profit.

followed by Murabahah income of Rs
7.444m forming 22 per cent, and
Musharika surplus of Rs 7.27m, forming
21 percent. Trading provided 43 per cent
of the total income. Other income at Rs
3.546m accounting for 10 per cent was
achieved mainly through the profit of Rs
2.638m on PLS deposits with banks. As
much as 16 per cent of its resources was
Changes
kept with banks - presumably due to
What has had a qualitative influence on thus
not
fmding
lucrative outlets although
Mudarabah operations, along with the this does more
suggest
less - than dynamic
curtailment of the tax exemption period, management.
has been the obligatory 20 percent
retention of after-tax profit until the Expenses
reserves catch up with the capital. In the Miscellaneous adminisu-ative expenses
short-run the latter would axe disuibution of Rs2.1 Im and financial expensesofRs
of profit, earlier stipulated at 90 percent 2.854m lcftRs29.394mofthenetincome.
of the total eamed. In the long run, Ofthis, the managementcompany claimed
income tax liability would cut the size of Rs 2.672m. A net gain of Rs 26.722m
the surplus.
formed 78 per cent of the gross income of
On both counts the investors in Rs34.365m. Of this, cash dividend
Mudarabahs would stand to lose accounted for47 percent, retention 23 per
something. Yet, these being instantly cent and stock dividend 31 per cent.
earning entities, putting funds in an on- The Mudarabah relied mostly on equity
going business could attract investors' in its business - it accounted for 78.5 per
interest.
cent of the total business resources of Rs
The First UDL Mudarabah performed 145.54m. Borrowed funding of Rs
reasonably well in the fust year, ending
was small at 21.5 per cent. Of
June 30,1992. Cash dividend payout was 30.786m
the
total
funds
Rs 139.488m,
12.5 per cent plus stock dividend at 8 per representing 96 available,
per
cent,
were
lent out.
cent Cash dividend envisaged disu-ibution
ofRs 12.5m,47percentof the net surplus Leasing
at Rs 26.722m.
Eamings per 10-rapee certificate looked
Retained surplus of Rs 6.222m at the atu-active atRs 2.67 and so was its payout
beginning of the current year, against at Rs 2.00, inclusive of the stock dividend.
paid-up capital raised to Rs 108m through Keeping in view long term business
Rs 8m of stock dividend, does not amount prospects and obligatory retention of
to much and would certainly call for quick eamings, the management decided to
remedies. Could it not, therefore, cut the switch over to leasing operations as the
reward to the members? The next two principal business pursuit. This involves
years arecmcialforgrowing expectations more funds and, as such, Mudarabah
ofdisuibution before earnings tum subject capital is being doubled to Rs 200m
to taxation.
through one-lo-onc right issue. According
to the management, "these funds will
Dilemma
primarily
be invested in the leasing
The Mudarabah managements are,
therefore, faced with the problem of what business".
are the priority areas to be served. Potential At the end of the year, investments at Rs
areas are: retum to the members, retentions 33.423m on cost basis, carried a market
in the business, and a resource base for value of Rs 36.297m, representing an 8.3
business expansion.
per cent premium. However, on a more
In its total incomeearningsofRs 34.364m ominous note, details about "sundry"
forthe firstyear, the First UDL Mudarabah debtors atRs35.982m, forming 26 percent
mainly relied on investments which of the landings, were missing and no
generated Rs 13.21m and accounted for provision for doubtful debts/recoveries
38 per cent of the total income. It was was made either. Murabahah type of
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financing lending was trimmed toRs6.537m,
forming justfiveper cent of the total year-end
invesunents, while it had produced 22 per
cent of the income during the review year.
This reflected the decision to reduce in favour
of leasing.
With 2797 members, inclusive, 2775
individuals holding 52.34 per cent equity
interest, it was a widely held scrip. Of its
institutional members, four investment
companies were dominant having 19.29 per
cent stakes, followed by ten joint stock
companies 16.07 per cent, and one financial
institution 9.5 per cent.
All in all, a promising start, but marred by
lapses on the part of the management.
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