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Co-operation nor Competition
erhaps it is significant that two of the latest
developments in Islamic banking involve western
financial institutions.

Citibank International, reportedly is in the process of setting up
a wholly-owned Islamic bank in Bahrain, although what the
entity involves is not clear. And in October also the Al Medina
Equity Fund was launched in London - the first Islamic fuiid to
be underwritten by a western insurance cOmpanf, Albany
"international, which is part of the giant New York-based
Metropolitan Life (Metlife) Group.

When western majors such as Citibank and Albany Intemalional
gel involved in Islamic finance, then inevitably, questions and
concerns ate raised in all quarters. The fact of course is that there
has been a growing interest in Islamic banking by western
financial institutions over the last decade. The only difference is
that now this involvement is becoming more transparent as
western institutions themselves gain the self-confidence to
^ suggest, arrange and structure Islamic [xixlucis. Kbinvvorl
Benson. AN/(irindlays, Coldnian Sachs. .Standard Chartered.
Citicorphave in fact all been involvedin Islamic fmanceover the
last few years.
This gnjwing involvement of western flhaiicial instituticyitrin
Shariah banking has been welcomed by some Islamic bankers
and decried by others. Fears of unwarranted competition,
opportunism and even dilution of Islamic bankinp;|ci|||||l;es
have no doubt surfaced. But are these justified?
iCertainly, Muslims do not have amonopoly on I s l a t l l i B i i i g .
For a start there have been some self-styled Islamic 1 s i i i B i l | | i i t i
Muslim countries who have been exposed to K" Irauds. To other
Islamic bankers the line between what ishalaa! (pentip|i|||8fid
hiyal (that which is note.KpHcitly banned but which if jjracrtii^ed
is against the spirit of Islamic law) is indeed very thin. It would
be arrogant in the least for Islamic bankers to assume that they,
and only they, have a God-given nght to practice Islamic
banking.
Indeed the growing interest in Islamic hanking by western
institutions is not pritnarilv because of the piufu-'molive or
handsome returttpiiliiit. returns (iftered by lslaniii:||i|||ipVE
improved over the last few years, but they r e m a i i i i i i l i i i i i l t n
those offered by conventional counterparts.

marrying together experience rn stnicturcd financing with Islamic
banking principles. Indeed western bankers are keen to stress that
they are not Islamic bankers and they merely arrange, structure and
facilitate deals "in objective co-operation" with Islamic investors
and banks. Some of these institutionsindeedhave access to their own
vShariah experts or others suggested by investors who vet the deals.
Wesietii institutions a& such should be encouraged further in this
endeavour.
f||||||||i;;:;
Incontiast. I li.ive yettocome across;iny IslaiTiic financial institution
which is taking R&D seriously enough and which has allocated the
necessary resources for its development. There are one ortwo IMIIheartcd attempts but these have a long way to go judging by the
quality of the papers published.
Competition also from a maiket point of view is not really what is
happening. Apart from the Geneva-based Dar A l Maal Al-Islami
(l)Ml) Group and the Albaraka (iroup, most of the other Islamic
financial institutions arc confined to their local domestic markets,
limited by their deposits base, lack of experience and even capital.
Even the DMl's and the Albarakas of this world have several
constraints ranging from the politics of the Middle East to a dearth
|bf quality management and of course having to operate in markets
which are alsosusceptible topolidcal risk and fluctuating economic
fortunes. Both hav'e created niche areas of influence and in countries
where they seem to be competing as in Turkey and Pakistan, the
market is still h ^ l i | i | | ; a l l o w for the expansion of both groups.
If there is any real competition, then it is between the western
institutions whli;i|||i;;iiVeloped multi-billion dollar Islamic trade
finance departrifliiiiililii^ven theydismisssuchsuggestions saying
that the sector is big enough for all and that everyone is still on the
bottom end of the learning curve as far as Islamic banking is
concerned.
However, some Islamic banks have shown that they too have the
necessary experience todeveloppioneeringproducts, Faisal Islamic
Bank of Bahrain ;(FIBB) has pioneered the morabaha syndication;
Bank Islam Malaysia the Islamic debt securities and export credit
refinancing scheme; A!-K.ijhi Banking & Investment Corporation
(.ARABIC) is creating a niche for itself in ijara (lease financing)
especially for aircraft and tankers; Islamic Bank Ltd in Johannesburg
for housing and mortgage finance etc.

Many western arrangers of Islamic finance confirm that very As such the conditions surely are better for co-operation than
often it is the Islamic investor who would come and deposit funds anything else. Because of the limited system of Islamic banking in
and request that these funds be utilised in Islamically-structiired terms of products and placements and the specified nature of
products. As such this has "itnpacted on us'; to ;et^
. Quranic prohibitions on nba (interest) and yet the general nature and
develop Islamic windows.
p opp()rtunities under the Shariah principles of Islamic banking, the
Not surprisingly, the increasing experience of western institution^ opportunities for co-operati<in between Islamic banks and western
in Islamic banking is Ivcause of their iniio\alive nature as financial institutions are indeed good. It is time that both take up the
c lia 11en ge w i th equal:rehsli.
uniletlineii h\h aiid development (R&D) especially in
2 November 1994 NEW HOn/ZO/V

Spreading The Message
To Europe
A
/%

nothvr sign thai
London is fast
becoming an important centre for blamic
banking was tlie launching in October of a pioneeringmonthlylccturcon
islamic finance.

London of course is already a
hyperactive market for structured
Islamic banking deals arranged
mainly by the Islamic trade finance
departments of banks such as Citibank
International, A N Z Grindlays,
Kleinwort Benson
and
the
representative office of A l Rajhi
Banking and InvestmentCorporation
(ARABIC). The Dallah Albaraka
Group also have a number of
investment companies here which
arrange commodity and other finance.
Similarly banks such as United Bank
of Kuwait (UBK) has an established
Islamic Investment Unit.
Not that Islamic banks can ever expect
the Bank of England to set the pace as
in the case of Bank Negara (the central
bank) in Malaysia or of the Bahrain
Monetary Agency (BMA).
However, the Bank of England has
repeatedly stressed that it is not against
Islamic banking. As long as Islamic
banks can satisfy the provisions of the
UK Banking Act 1979. European
Union banking directives and the
Basle Guide-lines on Banking, the
Bank of England will consider
applications for banking licences.
Indeed the Bank of England does
monitor closely the developments in
Islamic banking, and perhaps it would
be prudent to in vite aBank of England
official to talk about the Bank's
perception of Islamic banking.
Nevertheless, the monthly lecture

series, organised and hosted by the
London-based Institute of Islamic
Banking and Insurance (IIBI), aims to
create awareness about the developments
in the wide range of Islamic financial
services; to discuss experiences and create
a framework for successful co-operation
between Islamic and conventional banks;
and to highlight the prospects and
problems of the Islamicfinancialsystem.
The first five speakers indeed are very
impressive - Ford Fraker, Managing
Director of Mees Pierson Investment
Finance in London, who spoke on Islamic
financial instruments; Dr. Eric Hirsch,
Head of the International Finance
Products Department at Bayerische
Vereinsbank AG, in Munich who will
discuss co-operation between Islamic and
convenfional banks; Duncan Smith,
Head, Islamic Investment Unit at United
Bank of Kuwait (UBK) who will talk on
Islamic banking interaction with
conventional banks; Dr. Rodney Wilson
of the Department of Economics,
University of Durham who will assess
Islamic banking and its impact on the
international financial scene; Mr Iqbal
Ahmed Khan, General Manager & Chief
Operafing Officer, Islamic Investment
Company of the Gulf, Bahrain who will
speak on issues in Islamic structured
finance and syndications; and a speaker
(sfill to be announced) to talk on the
development of standard legal
documentation for Islamic banks.
Each lecture is chaired by prominent
bankers or auditors. The first two are
Adil Ahmed, Director of Islamic finance
at the ANZ Banking Group, London and
Stella Cox, Manager at Kleinwort Benson
in London. The lectures are informal
platforms for bankers, accountants,
lawyers and those interested in Islamic
banking to start a meaningful and ongoing dialogue on Islamic banking issues
in the spirit of what Citibank's VicePresident in charge of Islamic trade

finance, Ateeq-ur-Rahman,
"objective co-operation".

calls

The Institute of Islamic Banking
indeed is aware of this lack of cooperation and contact between Islamic
bankers and their western counterparts.
As such earlier this year the IIBI also
launched a series of informal luncheon
meetings bringing together both
Islamic bankers and western
counterparts and also the media.
The first such luncheon was held earlier
this year and the guest lunchtime
speaker was Omar Abdi Ali, Chief
Operating Officer of the Dar A l Maal
A l Islami (DMI) Group, based in
Geneva and headed by Saudi Prince
Muhammad A l Faisal, the son of the
late King Faisal.
The importance of such contacts
between Islamic bankers and their
conventional counterparts can never
be over-stressed. With the increasing
acceptance of Islamic banking in the
west, it is perhaps apoignantreminder
that Islamic banking and western
institutions need each other.
However, perhaps the Institute of
Islamic Banking and Insurance,
headed by D M I Vice-Chairman,
Muazzam A l i and which publishes
New Horizon magazine should venture
beyond the U K into the European
Union, where, save for Denmark,
Islamic banking remains a largely
unknown phenomenon.
There has never been a serious interest
in Islamic banking by banks and
investors in France, Germany Spain,
Italy and the Benelux countries.
Perhaps it is the language barrier that
is holding back the introducfion of
Islamic banking in these countries.
But with Europe's Muslim population
increasing and the EU's ever-growing
trade with the Islamic world, perhaps
the fime is ripe for the Copenhagenbased Faisal International Bank to seek
licences in other EU ciUes such as
London and Frankfurt.
November 1994 NEW HORIZON
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Monetary Management in
an Islamic Economy
Dr. Umer Chapra, Senior Adviser to the Saudi Arabian Monetary Agency (SAMA) discusses theframework and
agenda of monetary policy in an Islamic economy as a means offulfiling socio-economic goals.

M

anaged money is a new
phenomenon which has
gained prominence since the
collapse of the Bretton Woods system in
August 1971. There is no possibility of
finding a precedent for it in early Islamic
history. A number of questions are,
therefore continually raised about the
monetary system that a Muslim country
may or maynot adopt.
Is it necessary to go back to the thenprevailing system or is it justifiable to
continue the managed money standard
that now prevails in almost every country
around the world, including the Muslim
countries? And i f so, what constraints
need to put on the system to enable it to
conform to the Shariah?
The following discussion will focus on
the role and instruments of monetary pol icy
in the monetary management of an Islamic
economy and the determinants of money
demand and money supply. However
before doing so, it is worth briefly
discussing the acceptability of managed
money in the context of Shariah.

The idea of the issue of fiduciary coins has
been reflected in the writings of a number
of prominent jurists throughout Muslim
history. According to Ahmed Ibn Hambal,
there is no harm in adopting as currency
anything that is generally accepted by the
people. Ibn Hazam also does not find any
reason for Muslims to confine their
currency to gold or silver. Ibn Taymiyyah
states that anything which is generally
accepted by the people may serve as a
currency. Barring a few exceptions, the
jurists have found the adoption of fiduciary
currency permissible.
4 November 1994 WEJVHOWZOA/

The jurists however have emphasised that
the currency must be issued by the ruling
authority and must have a stable value to
enable it to perform efficiently its
functions as a measure of value, a medium
of exchange and a store of purchasing
power. Money is an important measure of
value and any continuous and significant
erosion in its real value is bound to have an
adverse effect on the realisation of socioeconomic justice and general welfare.
Stability in the value of monetary
management should hence receive priority
in the field of monetary management, since
price stability is one of the objectives of
Islamic teaching.
Interest is an unacceptable mechanism for
the management of money demand in an
efficient or equitable manner in any Islamic
economy. Islam instead regulates the
demand for money by a strategy that relies
on three instruments. Firstly, it uses its
value system to curb wasteful and
unproductive use of resources. This happens
even before the demand is expressed in the
market place. Secondly, it strengthens its
value system by the price mechanism for
greater efficiency in the use of resources, as
is done in the market system. These two are
further reinforced by the prohibition of
interest and the reorganisation of financial
intermediation on the basis of profit-andloss-sharing.
The linking of the return to the ultimate
outcome of the business financed helps to
ensure that financing does not become
available to satisfy money demand for any
purpose just because the borrower has an
acceptable collateral to offer and sufficient
income to service the debt. It would rather
be available if the money demand were for
a worthwhile project and was accompanied

by the necessary ability to manage the
project efficiently. Even a poor but
competent entrepreneur may thus qualify
if he has a worthwhile project. This would
not only help minimise demand for money
for wasteful and unproductive purposes
but also enable society to harness the pool
of entrepreneurial ability from among the
poor and to tap the rich contribution that
such entrepreneurs can make to output,
employment and need-fulfilment.
If the demand for money even from the
public sector were subjected to the test of
project performance, the lender might be
compelled to take a greater interest in the
nature of the project and its satisfactory
management. Financing might not then be
undertaken on the assumption that a
sovereign debtor does not go bankrupt; it
mightratherbeavailable mainly forprojects
about the productivity of which the
financier is confident. Governments might
be able to get financing for excessive
defence build-up and unprofitable public
sector enterprises.
The application of such a test before
satisfying the demand for money may tend
to create difficulties in the short-run. In the
long-run, however, it may prove to be a
blessing, because, by reducing budgetary
and macroeconomic imbalances in an
efficient and equitable manner, a healthy
dimension may be injected into the
economy, which a rise in interest rates
might not be able to accomplish.
In addition to reducing the demand for
money arising out of wasteful and
conspicuous speculation, the holding of
idle cash balances may also be minimised
because of the levy of zakat; savers would
be under a compul sion to get into producti ve
investments to save their net wealth from
being eroded by zakat. Since need-based
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consumption and productive investment
tend to be more stable than conspicuous
consumption and speculative investment,
the demand for money may tend to be more
stable in an Islamic economy.
What may further reinforce this is that
expectations about rates of profit do not
fluctuate daily or weekly like the rate of
interest. Thus the various elements of the
Islamic economic system may not only
help minimise the instability in the
aggregate demand for money but also
influence the different components of
money demand in a way that would promote
greater efficiency and equity in the use of
money. The relatively greater stability in
the demand for money in an Islamic
economy may also introduce greater
stability in the velocity of circulation of
money.
Once money demand has been stabilised
and related to the needs of general wellbeing and development, there arise the
question of firstly, how to bring aggregate
money supply into equilibrium with such
money demand and secondly, how to bring
the allocation of this money supply into
conformity with the needs of goal realisation
without using coercion. The first question
acquires further significance because two
of the most important instruments of
monetary management in the capitalist
economy, discount rate and open market
operations in interest-bearing government
securities, would not be available in an
Islamic economy.
To create an equilibrium between money
demand and money supply, the most
practical approach may be to estimate the
demand for money that is consistent with
the realisation of desired socio-economic
goals and then to establish a target range
for money supply growth that would help
to satisfy this demand adequately.
The targeted growth in money need not,
however, be followed rigidly and
mechanically. This is because monetary
targetingpresumes that the income velocity
of money is reasonably predictable over
relevant periods. As indicated earlier, this
may be expected to be truer in an Islamic
economy, it may, nevertheless, be affected
by domestic and external economic shocks.
The targets should therefore, be reviewed
quarterly, or as often as necessary and

changed whenever this is warranted.
It may also be possible to consider the
simpler Friedman rule of adopting a fixed
annual rate of growth in the money supply
in keeping with the secular growth in output
and change in velocity to avoid the frequent
tinkering which is otherwise necessary.
However, if such a formula is adopted, it
should be because of the ease it offers, and
stripped of Friedman's excessive freemarket commitment. The positive role of
the state and of fiscal policy cannot be
dispensed with in an Islamic economy.

It may always he possible for the central
bank to control successfully its own
lending to the commercial
banks.
However, the abolition of interest and
its replacement by
profit-and-loss
sharing would further reinforce this
ability.

This brings us to the instruments that may
be used by the central bank to bring harmony
between the targeted and the actual growth
in money supply. Of the two constituents of
money supply, currency in circulation and
total commercial bank deposits, the latter
constitutes the predominant part. Hence, it
may not be possible to regulate money
supply without regulating total deposits.
Deposits may also be divided into two
parts: primary deposits, which provide the
banking system with high-powered money
(commercial banks' cash in vault plus
deposits with the central bank) and derivative
deposits which, in a proportional reserve
system, represent money created by the
commercial banks in the process of credit
extension.
The expansion in derivative deposits must
hence be regulated if the desired monetary
growth is to be achieved. Since it is generally
recognised that the growth in derivative
deposits is closely related to the growth in
high powered money, the central bank has
no option but to regulate closely the growth
of this money.
There are three important sources of highpowered money: government borrowing
from the central bank, central bank credit to
the commercial banks, and balance of

payments surplus. The first of these has
probably been the largest source since the
Second World War because of the unduly
large government budgetary deficits in
most countries. Excessive fiscal deficits
put the entire burden of monetary stability
on the central bank and makes the pursuit
of an healthy monetary policy extremely
difficult. It is not possible to control
monetary expansion unless this major
source of high-powered money is properly
regulated. It may hence be unrealistic for
Muslim governments to talk oflslamisation
of their economies without making a serious
effort to regulate their budgetary deficits in
accordance with the demands of Shariah,
particularly price stability.
It may always be possible for the central
bank to control successfully its own lending
to the commercial banks. However, the
abolition of interest and its replacement by
profit-and-loss sharing would further
reinforce this ability. Since central bank
lending to commercial banks would take
the form of murabaha advances, not only
would the central bank be more responsible
in its lending to the commercial banks but
also, simultaneously,thecommercial banks
would be more cautious in lending to their
clients in both the public and the private
sectors, particularly for speculative and
unproductive purposes.
It may thus be possible to check the
expansion in derivative deposits without
resorting to the prohibitive 100 per cent
reserve requirement which some scholars
have suggested. However, if at some stage
this is felt necessary, the central bank should
not hesitate to resort to it.
At present, few i f any Muslim countries
presently enjoy a continued balance of
payments surplus. However, even if such a
surplus is experienced, it may be possible
to sterilise it by using the instruments of
monetary policy available even in an
Islamic economy.
In next month's issue of New
Horizon,
Dr. Umer
Chapra
examines
the instruments
of
monetary policy in an Islamic
economy.
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Taxation Issues in
Islamic Banking
In the last of a two part series examining the tax treatment of Islamic hanks and financial institutions, Syed Mohamad
Husain discusses the impact of Islamisation of the Pakistani economy on the taxation system.

I

n 1980, Pakistan embarked upon
the Islamisation of its financial
system. Major institutional
changes were embarked upon as the
Government pursued policies aimed at
meetingits declared goal oflslamisation
of the economy. These changes, basic in
nature and far-reaching in scope, were
designed to radically alter the working
of the economy and to bring it in line
with Islamic thinking and practice.
One of the most fundamental measures
introduced by the government so far has
been the decision to replace, in phases, the
interest-based system of banking with the
Islamic profit-and-loss-sharing (PLS)
system. The last phase of the switch-over
was completed in July 1985, when it was
officially declared that the entire banking
system had been transformed to a noninterest-based system.
Very limited research work has so far been
undertaken on the impact of interest-free
banking on various elements of the tax
system. This is due mainly to the lack of
co-ordinated effort and strategies for the
implementafion of Islamic banking in
Pakistan. One theoretical-cum-economic
model developed by three Pakistani
economists has attempted to highlight the
probable impact of this basic shift in the
financial system, this model is based on
some simplified assumptions. However, it
has indicated areas which need more
research in order to formulate a package of
policy prescriptions. The mainfindingsof
the research are summarised below.
The model shows that in the fixed interest
6 November 1994 A/EIVHOW/ZOW

(FI) system, complete eliminafion of
evasion of taxes is not possible. However,
the inducement to evade taxes is higher in
the profit-and-loss system. This is due to
the obligation of entrepreneurs to pay a
share of the profits to the financing
institution. The proportion of profits going
to thefinancialinstitution and the tendency
to evade are positively correlated. That is,
the higher the share the greater the
inducement to under-declare profits. This
also implies that as the exposure of firms
to credit increases, the tendency to evade
taxes also increases.

are linked to firms profitability, banks will
have to decide whether to confine their
lending to larger firms, which are more
profitable but which have a higher tendency
to under-declare profits, or to disperse their
finance widely amongst smaller firms, which
are less profitable but have a low tendency
to under-declare profits.

In the FI system, declaration of profits by
firms is not influenced by changes in rates
of taxes. However, according to the
findings of the study, in the PLS system,
tax rates and the declaration of profits are
positively correlated. Hence, in the latter
regime, an increase in tax rate may result
in less evasion. As interest will become a
part of the aggregate profits, these profits
would be larger than in the FI system and
therefore a higher tax rate will imply a
disproportionately larger absolute increase
in the penalty for concealment.

The four determinants of the aggregate tax
yield in the PLS system were found to be:
rates oftaxes;extentofdetectionof evasion;
penalties forevasion and fourthly the formula
for sharing profits between firms and
financing institutions.

As a result of the implications mentioned
above, firms may try to economise on the
use of outside finance. This tendency is
also strengthened by the fact that in the FI
system, interest is deductible from the
income of the firm as an element of the
cost of production, whereas in the PLS
system, it becomes a part of the taxable
income.
To the extent that banks shares in profits

The total tax yield in the PLS system will
include normal income tax paid by firms
and banks and penalties which companies
would ordinarily have paid under the FI
system, and additional tax revenue, if any,
from banks on their share of the profit.

Because of the uncertainties in the PLS
system, the model concludes that the total
impact of a shift to the PLS system on the
aggregate tax yield is not very certain. Only
if the probability of detection of evasion and
the rates of penalties were higher might the
total tax yield be higher than in the FI
system.
As financing insfitutions have a high stake
in the profits declared by firms, they have to
make some arrangement to monitor the
performance of the enterprise financed. They
must also require them to keep proper
accounts. Effective monitoring will exercise
a check on the tendency of firms to underdeclare profit. However, as monitoring is
not a cost-free activity, banks will have to
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compare it costs against its benefits. In the
case of large borrowers, banks may ask for
representation on their Board of Directors.
Although the borrowers have a greater
inducement to conceal profit in this system,
their need to borrow in subsequent periods
will exercise a check on this tendency
because, credit will be dispersed on the
basis of expected rate of return and not on
the credit-worthiness of borrowers. On the
whole, the monitoring activity of banks
will supplement the detection efforts of the
tax department.

repute should be encouraged.

In 1981 the Islamic Ideology Council of
Pakistan
gave
the
following
recommendation to the Government. "The
council wishes to stress that with a vie w to
ensuring the success of the new banking
system, it is of paramount importance that
the Government should carry out a
thorough reappraisal of the tax system,
focusing in particular on the need for
greatly simplifying the system of income
tax. The need for this measure was earlier
underscored by the council, when
There are several policy implications of submitting its report on the introduction
the change of the financial system on the of zakat, and it was pointed out in this
taxation system. Firstly, although the context that proper collection of zakat
economic model discussed earlier would be difficult to achieve so long as
postulates that the impact of an increase in the income tax system was not simplified
tax rates on total tax yield in the PLS and made sufficiently easy for the
system is not certain, the issue should be assessees.
given careful consideration. After the
implementation of the budgetary proposal
of 1985-1986, Pakistan has become a If the existing system of income tax
relatively under-taxed country. Further, remains as it is, business firms will
the model indicates a positive correlation continue the malpractice of concealbetween changes in tax rates and the ing their profits and maintaining multendency towards fuller declaration of tiple sets of accounts, which will deprofits in the PLS system. Hence, the prive the banks of their rightful share
advisability of an increase in tax rates in in the profits of these concerns and
the PLS system is indicated.
thus adversely affect the earnings of
Secondly, the maximum rate of monetary
penalty in Pakistan for tax evasion,
relatively speaking, is also not very high.
Unlike the situation in many other countries,
the possibility of imprisonment for
concealment of income and evasion of
taxes in Pakistan exists only on paper. On
the other hand, the model has shown that in
the PLS system, higher rates of penalties
have the potential of increasing total tax
receipts. Hence the advisability of
examining higher penalties for
concealment.
Thirdly, evaders' names should be
published regularly and promptly while
honest tax payers should be rewarded
through rebates.
Finally, professionals who help in the
concealment of true income should be
temporarily banned from continuing their
practice while the auditing of profits of
firms by chartered accountants of good

the banks.
Regrettably, however, this recommendation of the Council has yet to be put into
effect. In submitting its present report, the
Council wishes to express its deep concern in this regard once again, particularly
in view of the fact that a thorough-going
reform of the income tax system is a sine
qua non for the success of an interest-free
banking system. This is because under the
new system, the income of the banks
would depend upon the profits of the
business firms which received financial
assistance from them. If the existing system of income tax remains as it is, business firms will continue the malpractice
of concealing their profits and maintaining multiple sets of accounts, which will
deprive the banks of their rightful share in
the profits of these concerns and thus
adversely affect the earnings of the banks".

Over thirteen years have elapsed and the
Council's recommendation on tax reforms to
implement the Islamic banking system has
not been acted upon by the Government.
Unlike Malaysia, Pakistan did not promulgate any over-riding legislation giving blanket coverage for a financial scheme that would
put Shariah-based transactions at least on the
same footing as similar interest-based transacfions. Pakistan has instead incorporated
interest-free schemes into the taxation law
item by item. This creates a constant problem, as their are many areas, particularly in the
case of foreign finance and finance from nonbanking entities or individuals, where Shariah
based transactions are not accorded the same
treatment as similar interest-based transactions.
The twelve Islamic modes of finance
introduced by the state are only partly
accommodated in the Income Tax Ordinance,
1979. Subsequent amendments were made
effecting leasing, interest and payment to
depositors.
Leasing; any sum paid on or after the first day
of July 1985 to a scheduled bank, a financial
institution or such mudaraba or leasing
company as is approved by the Central Board
of Revenue for the purposes of the Third
Schedule, by way of lease money in respect of
an asset taken on lease by the assessee and
used for the purposes of any business or
profession carried on by him.
Any interest paid in respect of capital bortowed
by business or the professionals is deductible
as a business expense. This means that any
Islamic modes of finance such as murabaha,
and other forms of bai muajjil, mudaraba or
musharaka, between banks and other
companies, will notbe allowed as adeductible
expense, whereas interest on such types of
transactions is an allowable expense. Tax
authorities have taken a liberal view of Islamic
modes of financing declared by the State
B ank and they have been allowing the payment
to banks, deeming it interest. However, lately
there has been a case where the amount payable
to the Faisal Islamic Bank of Bahrain by a
government agency for murabaha was
disallowed because it fell outside the purview
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of clauses 15-11 A. of the Second Schedule
to the Income Tax Ordinance, 1979.
Clause 75 states that any interest payable to
a non-resident in respect of such private
loan to be utilised on such project in Pakistan
as may be approved by the Federal
Government for the purposes of this clause,
having regard to the rate of interest and the
terms of repayment of the loan and the
nature of the project on which it is to be
utilised.
Clause 76 refers to interest payable by an
industrial undertaking in Pakistan, firstly
on moneys borrowed by it under a loan
agreement entered into with any such
financial institution in a foreign country as
may be approved in this behalf by the
Federal Government by a general or special
order; and secondly on money borrowed or
debts incurred by it in a foreign country in
respect of the purchase outside Pakistan of
capital plant and machinery in any case
where the loan or debt is approved by the
Federal Government, having regard to its
terms generally and in particular to the
terms of its payment, from so much of the
tax payable in respect thereof as exceeds
the tax or taxes on income paid on such
interest in the foreign country from which
the loan emanated or in which the debt was
incurred (hereinafter referred to as the "said
country"):
Provided that, where the amount of such

persons) approved by the Federal
Government for the purposes of this clause,
from interest paid on moneys borrowed by
the Federal Government or by any other
person in Pakistan under a loan agreement
approved by the Federal Government
Clause 77 A states that any interest payable
to a non-resident being a foreign individual,
company, firm or association of persons in
respect of a foreign loan as is utilised for
industrial investment in Pakistan provided
that the agreement for such loan is concluded
on or after the first day of February 1991,
and is duly registered with the State Bank
of Pakistan.
With regard to payment to depositors, any
sum paid or credited to any person
maintaining a profit-and-loss-sharing
account or deposit with a scheduled bank
by way of distribution of profit by the bank
in respect of the deposit is deductible as an
expense by the Bank.
Pakistani tax laws do not fully provide for
Islamic banking and most of the profits
from banking transactions continue to be

treated as interest. The Faysal Islamic Bank
of Bahrain's case is an example whereby,
owing to a lack of specific definition, the
tax authorities may hold that the profit
from trading or investment transactions of
Islamic banking products is not interest
but trading income and therefore is not
provided for in this tax law, a very
precarious situation.
The conclusion can only be that more
comprehensive work needs to be done on
this subject. In almost all countries of the
world, Islamic and non-Islamic, the income
from Islamic banking products continues
to be treated as interest and no provision is
made for any losses suffered.
Until Islamic banking and finance is fully
defined and a method of implementing
changes in the tax laws world-wide if
formulated, we shall continue to suffer
mere piecemeal reforms. There is an urgent
need for Islamic banks and institutions to
formulateajointplan to get Islamic finance
recognised and fairly catered for by tax
authorities world-wide.
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Insurance and Islam - The Challenge to
Western Firms
Aly Korshid discusses the concept of insurance in an Islamic framework and how Western insurance companies
need to focus on the requirements of Muslims.

t should not be beyond
the capabUity of a company in
the West to provide an insurance
service acceptable to Muslims and, at
the same time, make the service a viable
profitable operation.
Like anyone else, Muslims recognise the
need for insurance to take the fear and
uncertainty out of life by sharing and
spreading risk around, and enable one to
go about one's everyday business
relatively less burdened than one was
before insurance.

I

Insurance is an old idea in the Middle
East, going back to the days before Islam
when tribesmen, would share the load of
a fellow tribesman involved in a
unpremeditated killing. This was known
as a blood money payment contract (diya)
in what was clearly a mutual exercise in
lessoning burden.

on the Quranic values of equity, justice
and compassion for the weaker members
of society.
No one doubts that the mutuals in the late
twentieth century have had to compromise
their company status to a certain extent by
the need to conform to and abide by the
financial rules and regulations in the field
of insurance in order to compete with the
Pic's in the same market, but theiressential
ethos, as mutual associations, remains
intact.
Namely, we find the mutuals balancing
the profit making side of their business
with the need to provide a social service,
very much in evidence.

Historically a mutual insurance company
has always operated as a non-profit
organisation, providing insurance at cost
and existing for the benefit of its members/
policy holders. All profit in a mutual, are
channelled back to the profit fund, given
that it is the policyholders' premiums
which finance mutual operations.

What is unacceptable to Muslims is the
idea of a company striving solely to make
profit at the expense of the community.
The growth of total reserves and
unassigned surpluses of life insurance
companies, for example, compared to total
benefit payments is, according to Muslim
thinking, a gross distortion of the principles
of co-operation, the allowance for normal
profits, and the principles of equity that
forbids undue enrichment of the insurance
companies at the expense of the policyholder.

The proprietary companies, for their part,
have to maximise profits for the benefit of
their shareholders. It is this perception of
the mutual as a non-profit organisation (in
contrast to the profit seeking Pic's) that
makes the application of an insurance
operation based on mutual principles an
attract! ve proposition to the Muslim raised

One might look at the way the mortality
calculations err on the side of undue profit
where the total reserves have a built in
allowance for mortality rates higher than
experience has shown to be realistic, so
that the margin of difference between the
policy reserve and the total reserve must
be made up in the aggregate premium
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loadings and the interest returns on the
investment of premium income. The result is
increasing costs of life insurance which are
passed down to the policy-holder.
One might also question in this context, a
mutual which sets up a subsidiary to pursue
unit linked or non-life business that was once
purely the domain of the proprietary, knowing
that many mutuals in this respect will have
members/policy-holders for whom the
mutuality of the company is not relevant.
Some may question whether this is compatible
with the status of a mutual. An apologist
might counter, with the argument that the
profits from the unit linked and non-life
business goes back to the profits free reserves
to fund and maintain the mutual operation,
and thus take the pressures of the mutual
which cannot, given its status limited by
guarantee, raise external capital. Pressures, to
demutualise or merge with another
organisation.
In the Lautro questionnaire of 1993, on the
study of the word "mutual" in the insurance
industry, mutuals were seen to perform better
than Pic's in terms of surrender and maturity
values.
In doing so they were also seen to provide a
better service to the policy-holder, both with
respect to equitable treatment and in the
protection of his interest through pursing a
less risky investment policy than followed by
the Pic's.
These are precisely the factors that a mutual
organisation seeking a foothold in an Islamic
environment would consider to be vital to its
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operational validity there.
Concepts like adhesion, equity, the sharing
of risk and transparency which inhere in
the mutual operation in the West, can be
incorporated into an insurance contract in
conformity with the religious precepts of
Islam, which derive principally from the
holy Quran and the Hadith of the Prophet
Muhammad (SAW).
How might this contract be drawn up and
rendered
operational? Financial
transactions in Islam are, in the main,
expressed through two types of contract
which can be adapted to accommodate
contracts in insurance.
The contract of salam (advance sale), is the
exchange of money for a good or service
being provided in the future. The contract
of sarf, is the exchange of currency for
goods or service, the transactions to occur
immediately.
The Prophet forbade the sale of an object
which does not exist at the time of sale but
permitted salam as an exception. Salam is
valid on condition that the time of delivery
is stipulated and that the parties are able to
meet the conditions of their agreement.
This type of transaction was permitted as it
was deemed to be of benefit to the people.
In insurance terms we can see this contract
as being the service provided (the risk
being insured) in exchange for a certain
amount of contributions constituting a
promissory insurance option.
Risks can never be certain, but they can be
defined accurately to the point where
Muslims, in participating in insurance
contracts, would not involve themselves
in any improper conduct or secure profit
and gain not rightly earned.
Price fixity is a principle which must
underlie a contract of insurance in Islam,
namely where a contribution rate jointly
agreed upon by the insurer and the insured
is arrived at, where the number of payments
are determined as part of the contract,
avoiding thecharge ofjihaalah (ignorance).
Financial transactions involving insurance
expressed through the sarf sale brings into
this discussion for the first time the law of
usury (riba). M.A. Choudary in his book.

Insurance and Investment in an Islamic
Perspective, defines this type of transaction
within the context of insurance as thus:

preference and declining utility of savings
over time, the rate of discount in the Islamic
framework of inter-temporal allocative
efficiency is the sum of the marginal
efficiency of capital and the risk premium
optimally determined through the
institution of mudarabah.

"When the transaction is of an intertemporal nature, the monetary return from
a sarf transaction invariably takes place
after a given period of time, contingent
upon the oecurrenceofastatedcontingency.
In such a case the statement of the law of
riba must be interpreted as meaning
immediate payment of the monetary value
at the time it becomes due, in return for the
premium paid, for that period of time in
advance. Contingency would mean here
both the risk of life or, in its absence, the
return of dividends".

Mudarabah in this context would be used
as a means to adhere to the law against
usury (riba) in Islam.
As to the question of Islamic fund
management, estimates can be made of the
total cost of benefits to be met by a central
fund. A n y reserves left (after the
establishment of a minimum reserve) will
be channelled back to the policy-holders
in the form of dividends generated through
the institution of the mudarabah. Long
term insurance policies would facilitate
long term business expansion where
margins could be kept low, and investment
maximised through joint ventures with
public and private commercial concerns,
diversifying and thereby, minimising risk.

This time lag according to the above
definition between the payment of the
premium and the payout of the claim, can
be expressed therefore as the inter-temporal
equivalence of premiums to the monetary
value of the claim.
In a western economy the rate of interest
would establish this equivalence, where in
an Islamic state it would be an equity sharing
rate generated through the principle of
mudarabah, (joint partnership on a profitand-loss basis), and arising from an
allocation of money capital to real
investment.

It is vital that the contract of insurance in
Islam is clearly defined, so to obviate
problems with transparency, for example,
which ari se from asymmetrical information
between the buyer and the seller in the
market, price fixity and so on, so that an
equitable underwriting practice informs
the contract.

Unlike the rate of interest that measures the
cost of capital, a subjective rate of time
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Innovation and Research in Islamic
Financial Products: Current Trends
Islamic Banks must take research and development more seriously if they are to successfully compete
with conventional banks and meet the demands of the Muslim community argues Dr. Saleh Malaikah,
Chief Executive Officer, Al-Tawfeek Company for Investment Funds.
f

t has been well over two decades
now since the concept of Islamic
banking was first put into practice,
but this has not been enough time for its
evolution as a fully integrated financial
system. The conventional (interest-based)
banking system has evolved over two
centuries and has reached an impressive
level of organisation and depth globally,
yet it is still not foolproof and involves
many hazards for its users.

I

The many failures of conventional
banking in recent years have often
threatened acollapse of the whole financial
system in their respective countries. The
current international debt crisis, which is
hovering menacingly over western banks,
may result in the crumbling of the present
monetary system. In contrast to this, the
record of Islamic banks in the past two
decades has been devoid of such failings.
There are now over 1(X) Islamic banks
functioning in both Islamic and nonIslamic countries, all at par with regard to
labour and land and each being entitled to
a return based on the profit-and-loss
system. It is interesting to note how much
moreeomplex, bothconventional banking
and Islamic banking has become over the
last two decades. It has been a time of
change and, from all indications, this
rapid change in both types of banking is
notlikely to abate in the foreseeable future
but rather to increase geometrically.
Increasingcommunication techniques and
increasingly diverse and demanding
market forces have led to more complex
arrangements for lending, funding, money
transfers and other banking services. At
the same time, increased competition has
made it necessary forfinancialinstitutions
to market their products and services more
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vigorously and effectively.
New markets, new products, new
regulatory constraints, new participants
and new competitors in the financial
market places, all represent challenges to
clear understanding and communication
in an increasingly complex and evolving
business.

Furthermore, critics of the procedures for implementing
murabaha
in many banks have gone to the
length of saying that murabaha
transactions
are merely interestbased loans under another name.

Islamic banking is unique in many respects,
operating on the principle of pooling risks
and equity banking. It has another
advantage over conventional banking, in
as much as the bankers do not have fixed
liability for interest payments to their
depositors, and this makes them less
vulnerable in a loss situation, should it
arise.

What is it that Islamic banking is set to
achieve. How successful has been the
implementation of the concept so far? Where
do we envisage Islamic banking going in the
next stage, in the 21st century?
In giving a comprehensive moral code for all
areas of life, the Quran simultaneously gave
the broad outlines for an Islamic economic
and financial system, but this has since been
misconceived by some members of the
intellectual religious community, though
speakers for the Islamic economic and
financial system have clearly defined it.
The concept and its merits have been clearly
defined by Islamic scholars. However, when
it comes to the implementation of the concept,
there has been enormous criticism from those
who have pioneered it. The main criticism is
that Islamic banks have resorted too much to
short-term financing methods, specifically
murabaha and trade financing.

Records of Islamic banks indicate that
there is no likelihood of a liquidity problem
arising in the profit-and-loss (PLS) system.
In this system, there is a built-in cushion
for the maintenance of a compatible
balance between short-medium-and longterm financing, which ensures enough
cash flow to meet the normal demand for
withdrawals of deposits.

A majority of the assets in Islamic banks'
balance sheets are made up of murabaha and
trade financing. While this is not the first
time it has been mentioned, we find Islamic
banks still continuing this practice.
Furthermore, critics of the procedures for
implementing murabaha in many banks have
gone to the length of saying that murabaha
transactions are merely interest-based loans
under another name. One reason for this
criticism is the bank's practice of appointing
the murabaha customer as its agent to
purchase the required goods on its behalf and
then settling the purchase price from its own
funds.

After well over two decades of Islamic
banking practice, it is now time to reassess
our goals and objectives and the methods
by which we propose to achieve them.

This practice was rejected by a group of
renowned Shariah scholars in the Third
Annual Symposium on Shariah Issues in
Islamic Banking organised by the Dallah
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Albaraka Group earlier this year. Shariah
scholars insist that the bank must either
act as its own agent or appoint a third
party. They also stress that the customer's
order for a murabaha transaction is nonbinding until the bank holds possession of
the goods and thereafter until it actually
executes a sales agreement with the
customer.
Despite such abstractions on procedures
for murabaha, the fact remains that the
Islamic banks are evading risk in their
present dealings. There is no doubt that
Islamic banks are trying to assimilate
conventional banking methods as much
as possible and this is where the problem
lies. Are we try ing to establish a system of
our own or are we trying to follow another
system that has its roots in grounds that
are not acceptable to us?
The fundamental difference between
Islamic banks and conventional banks is
that conventional banking is all about
intermediation while Islamic banking
concerns direct investment. Conventional
banks invest depositors' monies at their
own (the bank's) risk, while Islamic banks
invest depositors' monies on the
depositors' behalf thus exposing the latter
to direct risk. By good management,
Islamic banks should diversify the risk in
order to yield a higher return to their
investors as against the conventional
banks' return on deposits.
Here we see that the macro-economic
benefits of the Islamic method - the
liquidity, the reserve, the capital
sufficiency requirement and other things
- does not become the issue in monitoring
an Islamic bank's investments. Rather, it
should be the integrity of the investments
and the quality of the return which are the
ultimate determinants. If an Islamic bank
suffers from inferior asset management, it
will be reflected in the quality of returns,
which ultimately leads to the loss of
investors' funds.
Why are Islamic banks acting as
intermediaries and not as investors? This
is mainly due to a lack of development of
Islamic financial instruments and

products, among other things. Before
discussing Islamic financial products, it is
important to cover the Islamic methods of
financing and investment.
Methods of Financing and investment are
concerned with the asset side of the balance
sheet of Islamic banks. The main methods
of financing in Islamic banking are: A l bai bithaman al-ajil - instalment sales:
Murabaha and trade finance - a variation
of instalment selling; Ijara wa iktina lease purchase or financial leasing; Salam
- advance purchase at a discount. There
are other methods, such as muzara'a and
musaqat, but these are less commonly
used.
These methods are all based on financing
activities. They can be structured to yield
a highly predictable, and in most cases
fixed, return, largely because the profits
result from sale or lease agreements. It is
worth noting that after a bank enters into
a sale or lease agreement, debt is created,
and here lies a similarity with conventional
banking. However, the origination of
credit in conventional banking is a loan,
while in Islamic financing, it is in a sale or
lease agreement.
It is of the upmost importance that these
financing methods become standardised,
otherwise the development of Islamic
banking will be impeded. Islamic banks
must increase their level of co-operation
and interaction in order to achieve
common standards for these methods,
j ust as i nterest-bearing methods have been
standardised. Standardisation would lead
the way for syndication of many of the
above transactions among Islamic banks.
It would also pave the way to developing
Islamic instruments and financial
products.
The securitisation of Islamic financing
methods is a very important trend in the
development of the Islamic financial
system. The ability to trade securities can
provide much needed liquidity in the
financial system. For this to be possible,
standardisation of financing investment
methods is necessary and this is why
standardisation is important.

With regard to tradeability and liquidity, it is
important to note that the Shariah prohibits
the trading of debt, though it is allowed to
trade a pool of assets, debts (receivables) and
cash in which assets represent more than 50
per cent of the total pool value. It is thus
allowed to buy shares in a company that has
assets, cash and receivables, where the assets
make up the larger part of the value.

Why are Islamic
banks acting as
intermediaries and not as investors ? This
is mainly due to a lack of development of
Islamic financial
instruments
and
products, among other things.

The Al-Amin Securities Company was
launched in 1987 with the purpose of
developing Islamic financial instruments
based on securitisation of Islamic financing
methods and investment funds. Some of the
instruments are fixed term with no trading
allowed, while others, composed of more
than 50 per cent assets, are tradeable.
Investment has a higher inherent risk than
trade financing as investments tend to be held
for longer terms. They also decrease liquidity
and for these reasons Islamic banks tend to be
cautious in their use of them. It follows that if
investment products were structured,
designed, well-managed and promoted,
investors could be persuaded to have a direct
participation in them, thus carrying the burden
of higher risk, illiquidity and longer terms.
For this reason, the role of Islamic financial
institutions other than banks becomes very
important, not only in originating investments,
but also in managing, monitoring, packaging,
promoting, marketing, valuing and pricing
them. They can also structure investments in
such as a way as to minimise risk, using
portfolio theory, and to provide means of
creating liquidity through redemption.

To Be Continued
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Islamic Trade Finance
With over $10 billion worth of Morabaha finance taking place last year in London alone, Islamic trade
finance is ready to take off in a big way, writes Mushtak Parker.

or companies selling into
the Muslim world, Islamic
trade finance has emerged as
an increasingly available and used option
for funding deals. Its appeal for ethical
and commercial reasons to importers in
46 Islamic countries can be an important
selling point.

F

The access to funding it provides, offers the
potential to increase an exporter's capacity
to sell into markets where other forms of
financing may be constrained. It does this
by tapping funds available in the Islamic
banking system, which are variously
estimated at between $20bn to $80bn.
Islamic banking is based on the explicit
Quranic prohibition on riba (interest). It,
instead, puts emphasis on risk sharing, by
which the yield on a transaction is calculated
on aprofit-and-loss basis, with the institution
which arranges the transaction taking an
agreed management fee.
Islamic funding has gained increasing
momentum in the 1990's, especially for
short term trade credits, where the best
instrument, the morabaha contract, is now
an internationally accepted mode of
financing.
Morabaha is used to fund trade-related
transactions on a cost-plus funding basis.
Under this structure, the Islamic financier
purchases the export fi-om the supplier and
sells it on to the importer, taking a profit
(mark-up) usually close to the prevailing
cost of borrowing.
A market leader is the morabaha facility
pioneered by the Faisal Islamic Bank of
Bahrain (FIBB), a subsidiary of the Geneva
based Dar A l Maal Al Islami Trust (DMI),
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a leading Islamic financing group led by
Prince Muhammad Al-Faisal, son of the
late King Faisal of Saudi Arabia. FIBB
reports arranging 22 morabaha syndications
totalling $2.05bn in the last decade, mainly
for export and leasefinancingfor Pakistani
state enterprises.
Islamic trade finance encompasses a
growing range of products including ijara,
a leasing facility, project and equity finance,
letters of credit, shipping and other
guarantees, trade bills and instalment sales.
Moreover, istisna and salam are two types
of forward contract for the sale of goods
where the price is paid in advance and the
goods are delivered at a future fixed date.
Although mainly still a short term
instrument, there is considerable potential
for Islamic financing to be used for larger
contracts requiring longer term financing.
Islamic banks have provided two elements
of the $I.89bn Hub river power project,
includingapioneering $92m istisnafacility,
arranged by ANZ International Merchant
Banking and Al-Rajhi Banking and
Investment Corporation (ARABIC).
In this operation, the Saudi Arabian bank
ARABIC will buy purpose-built equipment
from western suppliers through advance
payment and resell it to the project sponsor.
Hub River Power Company (Hubco), at a
mark-up.
Islamic principles are slowly being
integrated into Muslim countries' trading
regimes. Bank Negara, the Malaysian
central bank, has pioneered a bilateral
payments system based on Islamic banking
principles for trade with developing
countries such as Iran, and an export credit

refinancing scheme.
The relevance of Islamic instruments for
selling into the Muslim world is illustrated
by the increasingly active role taken by
western institutions, including Citibank
International, Kleinwort Benson, ANZ
Grindlays Bank and Standard Chartered
Bank.
Citibank arranged its first Islamic trade
finance in Malaysia in the early 1980's.
According to Atiq Ur Rahman, the bank's
vice president for corporate affairs,
responsible for Islamic trade finance, in
1993 Citibank's London office arranged
mainly short term Islamic morabaha
commodity trade finance totalling $6bn.
Kleinwort Benson and ANZ arranged
similar transactions, totalling $4bn and
$40m respectively, also through London.
Most of the financing arranged by western
banks is for blue-chip European and North
American corporations, bankers say.
Islamic investors place funds with western
banks to be invested under Islamic banking
principles. Specialist banks have developed
their own in-house expertise to act as the
arranger matching the Islamic funds with
potential users, and in some cases have
established segregated Islamic banking
units.
The major commercial Islamic groups
include the Saudi Arabian-owned DMI,
ARABIC and Sheikh Salah Kamel's
Dallah Al Baraka group; Kuwait Finance
House and the Kuwait-based consortium
The International Investor; Bank Islam
Malaysia Berhad (BIMB); and the Dubai
Islamic Bank. National markets are catered
for by Islamic institutions in countries

F E A T U R E

such as Pakistan, Sudan, Iran and Turkey.
The Arab world's largest bank. National
Commercial Bank of Saudi Arabia is
establishing asubstantiallslamicoperation.
Islamic banks are creating niche markets.
ARABIC'S London office, for example,
for example is pioneering aircraft and tanker
leasing using the ijara contract. The
International Investor, Al Baraka and others
are developing equity funds.

which emphasises exports of non related

finally take hold in a number of Islamic

goods; and a trade-related Unit Investment

countries. It could also flourish in high

Fund. The IDB is now boosting its trade

growth economies such as Malaysia,

finance activity with a new subsidiary, the

Indonesia and the Gulf States. Islamic trade

Islamic Investment and Export Credits

finance, says Husain Lawai, President of

Guarantee Insurance Corporation. This new

Pakistan's Muslim Commercial Bank

institution has been advised by a London

(MCB), is ideally suited to the competitive

political risk specialist.

Investment

environment of the free market economy

Insurance International, part of the Bain

with its free trade, open capital market and

Hogg Clarkson group.

minimum government intervention.

The largest Islamic trade and project finance

Islamic institutions are also starting to

institution is the multilateral Islamic

feature in larger projects, including those

Development Bank (IDB), based in Jeddah

requiring multi-source financing, which

but owned by some 46 Islamic countries

combine financing backed by export credit

through equity subscriptions. The IDB has

agencies, multilateral agencies and

raised its capital toover$6bn in anticipation

commercial banks. Examples of this include

of increased demand. It already runs

the $92m istisna and $110m morabaha

specialist trade finance schemes including

facilities arranged for the multi-sourced

the

Hub River power project.

Islamic

Banks'

Portfolio for

Investments and Developments, which

Demand for Islamic trade finance is set to

provides financing with commercial banks;

increase significantly over the next few

the Longer Term Trade Financing Scheme,

years as economic liberalisation measures

If you have found this copy of New

Malaysia is developing a dual banking
system which could form amodel for systems
elsewhere. This involves a conventional
interest-based system and an Islamic interestfree one operating side-by-side, but not
interactively.
Anwar Ibrahim, Malaysia's Finance
Minister, is encouraging local banks and the
branches of foreign banks to open "Islamic
Windows" to offer Islamic products and
compete with Bank Islam Malaysia and
other Islamic institutions.
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Islamic Banking
BAHRAIN
he Islamic Investment
Company of the Gulf (IICG)
announces the signing of a syndicated
Morabaha facility of US$ 26 Million
for the Sui Northern Gas Pipelines in
Pakistan Ltd (SNGPL).

T

IICG is a wholly owned subsidiary and
international investment banking arm of
the Geneva-based Dar Al Maal A l Islam
Group. IICG in its capacity as the
principal Modareb has nominated
Pakistan Kuwait Investment Company
Limited (Pak Kuwait) as its Wakeel to
execute the Morabaha commodity
financing agreement with SNGPL. This
twelve month financing facility is for
purchase of natural gas and was
underwritten by IICG acting as the
principal Modareb in conjunction with
Co-Modarebs and other participating
investors. This financing was arranged
by Citibank International Pic and Faisal
Islamic Bank of Bahrain, acted as the
structuring adviser.
The Islamic financing syndication
programme was initially launched and
pioneered by D M I Group. The DMI
Group subsidiaries have managed to raise
in excess of US$ 2.50 billion under this
programme for Pakistan over the last few
years. The financing facility to SNGPL
has been fully underwritten by IICG
acting as the Principal Modareb in
conjunction with the Citicorp
International Trading Company Limited,
Bahrain and Standard Chartered Bank of
Pakistan, acting as Co-Modarebs. The
participating institutions include: The
Arab Investment Company S.A.A
Bahrain, Caravan Development Group
Limited of Saudi Arabia and the Union
National Bank of Abu Dhabi.
Sui Northern Gas Pipelines Limited,
Pakistan is the largest integrated gas
company in Pakistan and is engaged in
the business of purification, transmission
and distribution of natural gas, besides
construction of high pressure
transmission and low pressure
distribution pipelines and marketing of
16 November 1994 NeiVHOWZO/V

liquefied petroleum gas.
Mr Salim Sandhu, Managing Director of
SNGPL will sign the commodity finance
agreement for and on behalf of the
company, while Mr Man Siddiqui,
General Manager, will sign the
agreement for and behalf of Pak Kuwait.
Mr Man Siddiqui will also sign the
Wakala agreement for and on behalf of
Pak Kuwait. Mr Iqbal Ahmed Khan,
General Manager and Chief Operating
Officer and Mr Razi Fakih Manager,
Structured Finance and Syndications
Group will sign the agreement for and on
behalf of IICG.
Some of the transactions successfully
underwritten and syndicated by IICG
Bahrain include: a Bai Salam financing
facility for the Oil and Gas Development
Corporation of Pakistan for US$ 50
million in December 1993, a Morabaha
financing facility for the Hub Power
Company Limited (HUBCO) Pakistan
forUS$ 110.30 million in March 1994. a
Morabaha financing facility of US$ 40
million for Sui Southern Gas Company
Limited, Pakistan in June 1994 and a
US$ 115 million syndicated Morabaha

1

facility for the Water and Power
Development Authority (WAPDA)
Pakistan.
In addition to the syndicated financing,
some other transactions executed and
concluded by IICG Bahrain include
commodity financing facilities in excess
of US$ 100 million to finance trade in
Egypt, Mexico, Morocco, Pakistan and
aircraft financing to a Turkish corporate.
IICG is also in the process of finalising
agreements to act as a Lead Manager
and Modareb for syndicated financing in
Turkey, Malaysia, Indonesia and Saudi
Arabia.

IRAN
onetary & Banking Research
\j[ Institute Holds Its Fifth
Annual Seminar
The Fifth Annual Seminar on Islamic
Banking was held in Tehran in
September under the auspices of the Iran
Banking Institute (IBA). This year, the
main theme of the seminar was
'Banking System and the Economic

6 i^^'/^U<p>/hii~^'

Speakers at the Iranian Conference : Dr Riz.a Shiva, President of the Monetary
and Banking Research Institute (far left) and Dr. M. H. Adeli, Governor, Central
Bank of Iran (fourth from left).

catered for upto 200 guests. Outdoor catering
for every occasion at competitive prices.
ONLY HALAL MEAT IS SERVED.
Centrally situated.
Open 7 days a week for lunch and dinners.
Please caU 071-727 5420 or Fax: 071-229 1835 for reservations.
13-15 Westbourne Grove, London W2 4UA
(Nearest tube station: BAYS WATER)
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Development of the Country'.
The seminar attended by a large
audience, consisted of academic
personalities, government officials,
banking authorities, industrialists and
university students. Prior to the
convening of the seminar, the IBI
committee selected 20 papers for
presentation at the seminar.
At the outset. Dr. Riza Shiva, President
of the Monetary and Banking Research
Institute and the Iran Banking Institute
welcomed the participants and
announced the details of the programme
of the seminar. He requested Mr Morteza
Mohammad Khan, the Minister of
Finance and Economic Affairs to
inaugurate the seminar.
In his inaugural speech, Mr Mohammad
Khan stated that "the experience of a
decade of Islamic banking in Iran, which
is the result of valuable and concerted
efforts undertaken by those engaged and
active in our banking industry should be
considered as a successful initiative in
the history of banking in the Islamic
Republic of Iran. "The remarkable
achievements and performance of
Islamic banking during the first 5 Year
Economic, Social and Cultural
Development Plan (1989-1993) of Iran,
consdtutes a turning point in the banking
history of our country and this success
could not have been possible without the
valuable support and the trust shown by
those engaged in the implementation of
this new banking system", he added.
The seminar proceeded with the
statement of Dr. M.H. Adeli, the then
Governor of the Central Bank, who
pointed out that "during the first five year
development plan, the total volume of
deposits more than tripled. This rate of
growth is commendable and
unprecedented in the banking history of
Iran". He further stated that "during this
period, credit facilities to different sectors
of the economy showed considerable
increase'. Dr. Adeli specified the
percentage of increase in credit facilities
to different sectors as follows: industry
and mines 600%; agriculture 240%;
18 November 1994 A/EWHOfl/ZO/V
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construction and housing 238% and
services 230%.

awareness drive launched exclusively
for Philippino remitters.

The seminar continued its deliberations
with lectures delivered by Ayatollah
Rezvani, a distinguished member of the
Council of Guardian of Constitutional
law and Ayatollah Haeri, an eminent
member of the Religious Academic
Board of Qum. The two speakers
devoted their statements to the religious
aspects of Islamic banking.

Spelling out the salient features of Al
Rajhi Express Remittances Service,
Zahid Al Hummusani told Arab News
that " i f the beneficiary has an account
with the PCI Bank in the Philippines, we
can credit the remittance proceeds
within 24 hours".

Besides, Iranian scholars, Mr
Mohammad Akram Khan, Director
General of the Accounting and Auditing
Institute of Pakistan and Professor
Sabahuddin Zaiem, Dean of the Faculty
of Economics at Zakaria University,
Turkey, also participated in the seminar
and delivered their papers in English.
The titles of the papers delivered by Mr
Akram Khan and Professor Sabahuddin
were "Rural Development Through
Islamic Banks" and "Banking System
and Economic Development
resf)ectively.

SAUDI ARABIA

A

I Rajhi Starts Express
Remittances to Philippines

For a country consisting of 7,107 islands
represented by over 500,000 overseas
contract workers in Saudi Arabia, A l
Rajhi Banking & Investment Corporation
(ARABIC) has introduced Express
Remittance Service to the Philippines
with added incentives and benefits for the
remitters.
Besides guaranteeing the express
remittance to reach well in time, the
corresponding PCI Bank in the
Philippines has started an on-going
monthly raffle and the remitters who
automatically become participants on
account of their remitted money, have the
chance to win 500,000 pesos in prizes.
Not only this, a Philippino using A l Rajhi
Express Remittance Service may win 5
million pesos during December this year,
since the bank has organized a grand
raffle draw as part of the promotional and

Besides delivering money elsewhere on
on-line PCI Bank branches in the
Philippines, deliveries are also made
within 24 hours with other Philippine
banks wherein beneficiaries accounts are
presently maintained.
"We also have free gifts for every
express remittance", he added. Besides a
free message to the beneficiary in the
Philippines, Al Rajhi also offer door to
door notices to customers' beneficiaries
by special private messengers
Acknowledgement receipts of notices
are given to Philippino remitters in
Saudi Arabia including signatures of
beneficiaries and messages to remitters,
who get confirmation about the receipt
of the money back home.
Under the NETLINK network, Al Rajhi
will soon process PCI Bank A T M
international cards, by which remittance
proceeds can be withdrawn all over the
world through Circus and Maestro ATM
networks.

U.K
T

ectures on Islamic Banking

Forty executives from major
banks and financial institutions,
including the Bank of England
participated in a lecture organised by the
Institute of Islamic Banking and
Insurance in London on 25th October,
1994.
The lecture, the first in the monthly
series, was chaired by Adil Ahmed,
Director of Islamic Finance at ANZ
Banking Group, London. The Speaker
was Ford Fraker, Managing Director of
Mees Pierson. The theme of the lecture
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four major leasing transactions set up by
Mees Pierson for its Muslim clients. The
first was Telecommunication Equipment
Leasing Fund set up with US$ 110
million. The fund had a return of 16 per
cent. The second was Biotechnology
Equipment Fund also producing a 16 per
cent return, while the Medical
Equipment Fund produced an 8 per cent
return. Finally the shipping fund set up
with US$ 66 million had a return of 18-20
per cent. The total value of the four funds
amounted to US$ 336 million.

From left to right: the Speaker of the October lecture on Islamic Financial
Products, Ford Fraker, the Chairman Adil Ahmed and the Director General of
the Institute, Ali Hassan Ali.
was: Islamic Financial Instruments.
Welcoming the participants, Ali Hasan
Ali, Director General of the Institute,
explained that the aim of the Institute's
monthly lectures programme was to
diffuse and disseminate information
about developments in the Islamic
financial system, to exchange views,
share experiences and to highlight the
opportunities and problems associated
with the emerging Islamic financial
system.

Towers and Hamlin, Clifford Chance,
Kleinwort Benson, Chase Investment
Bank, Saudi American Bank and
National Westminister Bank,
Industrial Bank of Japan among
others.
The Speaker briefed the audience on

Mr Fraker added that the funds were
asset-based to minimise risk and
structured to produce lucrative rates of
return.
The second lecture in the programme is
scheduled to be held on the 22nd of
November, 1994. The speaker will be Dr.
Eric Hirsch, Head of the International
Products Division, Bayerische
Vereinsbank, Munich, Germany. The
topic of the lecture will be 'Co-operation
Between Islamic and Conventional
Banks'.

Mr Hassan Ali, Director General of the
Institute, explained that the aim of the
Institute's monthly lectures programme
was to diffuse and disseminate
information about developments in the
Islamic financial system, to exchange
views, share experiences and to
highlight the opportunities and
problems associated with the emerging
Islamic financial system.
The banks and financial institutions
represented at the lecture included:
Citibank International, Nikko Europe,
United Bank of Kuwait, ANZ
Grindlays, Tullett and Tokyo,
Freshfields, ABC International Bank,
Goldman Sachs, Samuel Montagu,

Participants at the Institute's monthly lecture
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Banking and Trade
in the IVIuslim World
MALAYSIA
• Amanah Saham Mara To Overhaul Its
Funds Amanah Saham Mara unit Trusts,
the country's first trust fund, will undergo
a complete restructuring into specialised
products ranging from Islamic investment
funds to the more lively market-linked
funds.
The hinds - currently a mixed bag of 14 unit
trusts - will be streamlined into just five
products but with total combined unit
increased to about RMSOO million from the
current RM300 million.
• BSN To Be Privatised The Bank
Simpanan Nasional is to be privatised in
December under the new name of Bank
Simpanan Nasional Berhad. It is expected
to be listed on the Kuala Lumpur Stock
Exchange early next year, BSN Chairman
Senator Datuk Ahmad Zahid Hamidi said.
•
Govt To Continue Privatisation
Policy Prime Minister Datuk Seri Dr.
Mahathir Mohamad said the government
would continue with its privatisation policy
because it brought benefits to the people as
well.
"The government becomes financially
strong because it does not have to make
allocations forprojects and salaries of staff
in the privatised organisations. The private
companies assume all the expenditure", he
stated when officially opening the NorthSouth Expressway near Kuala Lumpur.

M O N I T O R

QATAR
• Qatar Airways Getting Planes Qatar
Airways, a fledghng carrier in the Gulf is
negotiating with European and US
companies for five new aircraft to boost its
fleet to eight planes.
Chairman Sheikh Hamad ibn Jaber A l Thani said some of the planes would be
bought and the others leased.
"We are studying bids from US and
European companies for the lease and
purchase of five aircraft. This will boost
our fleet to eight planes at the end of the
next year", he told the Qatari newspaper
Al-Sharq.
Qatar Airways started flights in January
with two Airbus 310's and a Boeing 737.
Its operations already cover 11 destinations,
including Bombay, Beijing, Colombo and
London, and there are plans to also fly to
Beirut and Athens.

SAUDI ARABIA
• Unified G C C Custom Tariff Ruled
Out Saudi Arabian Finance Minister
Mohamad Aba Alkhail has ruled out the
possibility of addressing the issue of a
unified custom tariff system at the upcoming
Gulf Co-operation Council (GCC) states
summit due to held in Bahrain next
December.
Aba Alkhail believed that lack of time
indicated that the issues would not be
discussed.
This came in a statement to reporters
following the conclusion of two GCC
finance ministerial meetings in Riyadh to
discuss monetary and finance policies and
economic co-operation.

The Prime Minister also added that
management on a commercial basis by
way of privatisation enabled a project to be
completed earlier than scheduled and thus
the government also garnered revenue
earlier.

Aba Alkhail, who presided over the meeting,
said the ministers requested the secretariat
general to study the link between the unified
custom tariffs and the implementation of
the GATT agreement. Three of the GCC
states are members of the GATT agreement.

The people he said, benefited from the
infrastructure facilities that had been
completed earlier, and also from the
distribution of government funds to other
infrastructure facilities and subsidies.

The GCC finance minister requested their
leaders in the previous summit for extra
time to discuss the issue of unified custom
tariffs.

"The share-market and small and large
investors will definitely acknowledge the
positive effects of privatisation because
many giant companies have been listed
where there were none previously", he
added.
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Aba Alkhail said the ministers asked the
secretariat general to prepare a feasibility
study on re-exporting foreign goods in
between the GCC states without the
approval of the commission agent.
• Slacken Investment Regulations A
Saudi official has urged Arab states to

slacken investment regulations in a bid to
encourage Arab entrepreneurs to launch
new ventures for the sake of freshening
national economies.
Abdullah SadekDahlan, Secretary General
of the Chamber of Commerce and Industry
in Jeddah warned in a interview that Arab
businessmen might favour opportunities
outside the Arab world in case investment
laws in the Arab world remained rigid.
Dahlan also indicated that investors in the
Arab world had been frustrated in general,
but noted that several Arab countries had
adopted open economic policies.
• G C C Shelve Plan To Decouple
Currencies From Dollar Member states
of the Gulf Co-operation Council (GCC)
have decided to shelve a plan to decouple
their currencies from the dollar and peg
them to a basket of currencies instead.
The decision was taken at a meeting of
GCC finance minster held recently in
Riyadh.
Saudi Finance Minister Mohammad Aba
Alkhail said the plan was shelved because
of
"regional
and
international
developments".
The plan had been on the drawing board
since the signing of a GCC economic
convention in 1982, but no progress has
been made due to the varying exchange
rates of GCC member states' currencies
and the opposition of certain members.
Kuwait is the only member to be linked to
a basket of currencies, in which the US
dollar has a dominant 40 per cent share.
Gulf economic experts argue that the GCC
countries would find it hard to decouple
their curtencies from the dollar, because
oil exports, which provide the bulk of their
revenue, are calculated only in dollars.
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