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COMMENT

Turning Potential into Solid
Achievements
f 1994 was an encouraging year for Islamic
banking albeit in terms of developments real and
potential, then in the coming year Islamic bankers
should strive to turn more potential into solid
achievements.

I

In an era of continuing cynicism about Islamic banking both in
Muslim and other countries, Islamic bankers cannot afford to be
complacent and must answer the cynics head-on. There seems to
be an inability on the part of Islamic banks to explain to the public
in general what Islamic banking is all about. This is partly
because marketing is not high on the priority list for Islamic
banks and until the latter were merely interested in attracting
deposits from highly targeted but small business networks.
The stakes indeed are getting higher. The deposit base of Islamic
banks is estimated to be growing at an average of 15 per cent a
year. And according to bankers such as Mohammed Al-Shroogi,
Citibank's Vice President for the Middle East, the deposits of
Islamic financial institutions could well reach over $100 billion
by 1997.
"Empirically," he adds, "despite its widespread acceptance
today, there is no evidence to suggest that conventional, interestbased banking is the only, or even the best, banking system to
serve the needs of the 21st century." As such, whatever the
developments now and over the next few years in Islamic
banking, these will decide in what strength the movement enters
the next century.
Demand for Islamic trade finance too, say bankers is set to
increase significantly over the next few years especially in an era
of growing economic liberalisation in a number of Islamic
countries and in high growth economies such as Malaysia,
Indonesia and the Gulf states. Islamic trade finance, say hankers
is ideally suited to the competitive environment of the free
market economy with its free trade, open capital market and
minimum government intervention. The IDB, for one, has
recently raised its capital to over$6bn in anticipation of increased
demand for its funding.
As a banking phenomenon Islamic banking has developed so
rapidly world-wide especially during 1994 that central banks in
non-Muslim countries are now seeking urgent information from
theircounterparts in Muslim states such as Saudi Arabia, Bahrain
and Malaysia. For some reason banks in Japan, Germany and
France have yet to enter the Islamic trade finance sector. Islamic
banks as such should try to diffuse the scepticism of Japanese,
German and French bankers about profit-and-loss (PLS) banking.
Perhaps, instead of organising conferences in centres where they
are merely preaching to the converted, Islamic bankers need to
explain the phenomenon more often in centres such as Tokyo,
Frankfurt, Berlin, New York and Paris.
In the Bundesbank especially Islamic banking should have a
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natural ally, for the German banking system has its roots on cooperatives and mutual societies aimed at funding the trade and
projects of communities. Perhaps the Germans and French wrongly
see Islamic bankers and so-called Muslim 'Fundamentalists' as
synonymous. Islamic banking is merely an attempt by Muslim
bankers to establish an alternative system of financial management
based on the specific Quranic prohibition on interest (riba).
Today, Islamic financial institutions are found in all the continents
of the world. And they are increasingly exuding in a confidence and
professionalism which only a few years ago was missing. 'We are
now approaching our twelfth year. With the vast changes in the
banking industry, we thought it is high time that we evaluate our
progress and to pause and consider how we can meet the future
challenges. Being an Islamic financial institution, we are not just a
commercial hank in the normal sense. We are a commercial bank
with adevelopment objective. Ourobjective is to have a commercial
pan-Islamic financial institution, with specialised divisions within
the company to meet the various challenges in the market," says
Nabil Nassief, President of the Manama-based Faisal Islamic Bank
of Bahrain (FIBB), a subsidiary of the Geneva-based Dar Al Maal
Al Islami (DMI) Group headed by Saudi Prince Muhammad AI
Faisal, one of the pioneers of Islamic banking.
Mr Nassief stresses human resource development; banking
technology and software development unique to Islamic banks; and
specialisation including securities and financial services as the main
challenge for FIBB over the next few years.
However FIBB has come under fire by both banking regulators and
other banks for not spreading its risk. On purely hedging terms, this
is true because FIBB's exposure is mainly to state-owned Pakistani
corporations through the Murabaha syndications it arranges for the
likes of the Cotton and Rice Export Corporation and the National Oil
Company, However, it must be pointed out that all the facilities carry
sovereign guarantees given by the State Bank of Pakistan on behalf
of the corporations.
However it is prudent banking to spread the risks into more than one
or two markets. A point which Nabil Nassief acknowledges. As such
FIBB hopes to arrange syndications for utilities in Indonesia, Egypt
and Malaysia during 1995 in addition to the Pakistani ones.
Other developments to watch this year include the setting up of a
wholly-owned Islamic bankby Citibank: the publishing of a uniform
system of accounting for Islamic banks by the Bahrain-based
Financial Accounting Organisation for Islamic Banks and Financial
Institutions (FAMED; the progress of the pioneering Malaysian
Islamic interbank andcheque clearing systems; expansion of Islamic
banking to such receptive markets such as Southern Africa, Central
Asia and South East Asia especially Indonesia: and the development
of new market niches including participation in privatisation
programmes, venture capital, project finance and new investment

funds.

1994 - An Encouraging Year for
Islamic Banking
he past year has been
an encouraging year
for the Islamic
banking movement.
Though the achievements at
first seem modest, they are
substantive enough to build
on in the coming year.

T

These include continued profitability in
general; greater co-operation with
Western financial counterparts; the
greater acceptability of Islamic financial
products such as the Murabaha (costplus financing) by Western financial
institutions and corporations; the
introducing of a pioneering Islamic
interbank and cheque clearing systems in
Malaysia; the launching of a first ever
Islamic equity fund by a major Western
insurance firm; and real progress towards
the setting up of uniform accounting
standards by Islamic financial institutions.
The Islamic banking world towards the
end of 1994 was buzzing expectantly
about the reported imminent arrival in
Bahrain of the latest newcomer- a whol lyowned Islamic bank being established by
the American financial giant Citibank
International - which is set to become the
first Islamic bank to be owned and
operated by a Western financial
institution.
Another American giant, the New Yorkbased Metropolitan Life (Metlife)
Group's London subsidiary Albany Life
International in October launched the AlMedina Islamic Equity Fund in the UK,
the first fund to be set up by a Western
insurance firm.

In 1994 also, the trade-related Murabaha
(cost-plus financing) made its mark even
more in international trade finance with
Citibank International, Kleinwort Benson
and ANZ Grindlays in London
confirming increased transactions - up
on the $10.4bn in 1993. Indeed, the
Murabaha instrument is now used by
banks and companies in countries ranging
from the United States, to Europe, to
South East Asia. South Africa and of
course the Muslim states. To date, Faisal

Islamic Bank of Bahrain, the undisputed
pioneer of the Murabaha syndication, has
arranged 22 such syndications totalling
$2.05bn, mainly forexport and lease financing
for Pakistani enterprises.
"Citibank sees a multitude of synergies we
can pursue working with Islamic banks to
link their depositors to investment
opportunities in markets around the world.
Our international network of branches and
offices, our market knowledge, our product
engineering capabilities and our technological
infrastructure are resources we can put at the
disposal of Islamic investors, whether their
interests lie in Eastern Europe, Latin America,
South East Asia or any other market of their
choosing," explained Mohammed AlShroogi, Citibank's Vice President for the
Middle East at the Islamic banking conference
in Bahrain in October - one of several such
conferences held during the year especially
in locations such as London, Tehran, Kuala
Lumpur, Bahrain and Dubai.
At the same time, a growing number of
Western bankers are now becoming so
familiar with the Islamic banking concepts
and terminology that they are now poised to
set the pace in research and development in
co-operation with Muslim bankers and
Shari ah experts. Some such as Glenn Stewart,
Head of Islamic Banking at AI-Gosaibi
Investment Services, are now examining
products in reference to primary sources in
hadith literature and filth.
Only a year ago, this kind of analysis from
Western practitioners of Islamic banking
would have been unheard of. The fact that
they are now showing this level of interest in
Islamic banking underlines the fact that the
phenomenon is now seriously taken by them
and that it is indeed big business. This recul turalisati on of Western bankers, especially
those with an interest in the Muslim countries
and in the profit-and-loss (PLS) banking
system is a far cry still today of the majority
of Western bankers who still "eat, drink,
sleep and think interest (riba).
Apart from the Muslim countries, Islamic
banking has found impressive niche markets
in the UK, Denmark, Switzerland and South
Africa. But there is no doubt that the three
major centres for Islamic banking transactions
during 1994 were Bahrain, Malaysia and
Britain.
While London appears to be the major centre

for structured Murabaha financing,
Bahrain has attracted the single largest
number of Islamic financial institutions in
the world. Not surprisingly, Bahrain is
also responding to the training challenge
in Islamic banking. As Abdulla Saif,
Governor of the Bahrain Monetary
Agency (BMA) stressed in a recent speech,
the growth of Islamic banking and finance
in Bahrain in recent years has also "led us
to consider how best to meet the specific
training and development needs of staff of
the Islamic financial institutions within
the context of the on-going programmes
of the Bahrain Institute of Banking and
Finance."
High GDP growth Malaysia is the modern
pioneer in Islamic banking. In January
1994. the first-ever Islamic overnight
interbank (the AI-Mudarabah Interbank
Investment Mechanism) and the Islamic
Interbank Settlement Cheque Clearing
System started operations in Kuala
Lumpur under the supervision of the
central bank, Bank Negara. In January
too, BIMB together with D&C Sakura
Merchant Bankers Berhad launched the
first Islamic Debt Securities with Warrants
issue totalling RM 300m on behalf of the
state oil company, Petronas. BIMB has
also set up the first Islamic stock-broking
house to deal in trade-related securities
and in shares.
Western companies have increasing
opportunities to access Islamic finance to
penetrate markets in over 46 Islamic states.
The rise of multi-source financing, which
combines financing backed by export
credit agencies (ECAs) with that provided
by agencies such as the World Bank and
commercial banks, is also opening up the
participation by Islamic financial
institutions.
In Pakistan's $1.89bn Hub River Power
Project, Islamic banks in 1993 provided
two of the financing components. In 1994
the Islamic Investment Company of the
Gulf (IICG) provided a similar $115m
facility to the Pakistani Water & Power
Development Authority (WAPDA) for
the purchasing of distribution equipment
to be supplied by some 20 local and
international firms including ABB
Kraftwerke of Germany.
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Islamic Banks and Financial
Institutions: Future Challenges
In a speech delivered in Bahrain which stirred much debate, Sheikh Saleh Kamel, Chairman of the Dalkih
Albaraka Group, challenges the very concept of derivatives, and argues that derivatives have little if any role to
play in Islamic banking.

he concept of participation based banking had passed a
critical phase of life. It has gone
beyond the time of preaching glad
tidings of the new banking system and
has entered the stage of operations, at a
national and international level, whether
in the investment or service sectors.

T

The development of the new system has
motivated traditional banking thinkers to
attain new horizons of innovation instead
of dealing in currencies and receiving fixed
rates.
Major Western banks have begun to enter
and participate in direct investments,
productive operations and risk taking.
Many commercial banks in the Arab and
Islamic world, have opened outlets for
banking practices based on profit and loss
participation and application of well known
Islamic finance and investment modes.
This trend should be welcomed as a true
reflection of public acceptance for this
type of business. It opens a wide field for
the dissemination of the new modes of
finance based on the removal of usury.
The use of the term "Islamic banking" is in
many ways imprecise, because of the long
forgotten principle, namely that usury is
forbidden in Christianity and in Judaism as
well as in Islam. This has generally been
forgotten by Christians and Jews.
Consequently, the current concept that
usury is acceptable, ignores this injunction.
The principle of the removal of usury from
financial transactions is a principle of all
4 January 1995 NEW HORIZON

religions and not only of Islam.
Dallah Albaraka welcomes the widening
of the Islamic banking domain through
the adoption of the system by Western and
Arab banks either totally or partially, and
sees no Shariah or technical limit to cooperation between Islamic banks and their
conventional counterparts in different
fields. Dallah Albaraka works in close cooperation with such banks on Shariah
principles, and has been able, thanks to
this co-operation, to satisfy the major needs
of many Islamic countries, by importing
for them basic commodities such as
petroleum, wheat and rice.
If such co-operation is adopted by major
banking groups on a larger scale, it would
bring benefits through the activation and
development of Islamic financial
instruments as well as curbing the
speculative use of new financial
instruments and directing them towards
real productive activities.
Recently developed financial instruments,
known as "derivatives" are still in the
phase of experimentation and
development, and are characterised with
technical complexities. They are generally
used for risk management and include:
options, futures, swaps and caps as well as
other types of so-called "financial
engineering". These derivatives need to
be referred to in the light of principles
governing Islamic investment and Islamic
financial instruments, by raising the
following issues:

Considering the prevailing conditions of
Islamic countries, which should be
developed first: primary or secondary
markets? Within the framework of Islamic
financial institutions' compliance with the
Shariah, is it permitted to issue and circulate
all types of derivatives? Finally within the
sphere of priorities and preferences of
Islamic investment principles, can these
modern instruments be given a primary
role, justifying expansion in their use?
The innovation and use of these instruments,
has led to the development of a secondary
market. This was a natural evolution
considering the circumstances and realities
of the advanced industrial economies which
created a huge productivity base and
participated in making real investment
opportunities, which in turn expanded the
primary market base in terms of quantity
and quality. This natural attitude towards
the development of a secondary market was
normal in order to serve such a solid
productivity base. However, if serious
discrepancies and speculative practices
prevail in the secondary market, Western
economies are able to absorb any sudden
shocks without sending whole economies
into complete collapse.
There is an urgent need in developing world
in general, and in Islamic and Arab countries
in particular, to provide support to primary
markets by promoting new issues, managing
subscription operations therein, coverage
commitments and attracting individual and
institutional savings and directing them

towards new productive projects.
A major and vital criterion to judge the
extent of financial market success, is its
developmental function. This criterion, in
particular conditions, is given priority over
turnover size, which is considered in
Western markets as the success indicator
for financial markets. Encouragement of
primary markets leads to the creation of
new jobs and enhancement of the
productivity base, while the secondary
market creates only a demand for marginal
jobs.
The secondary market should be sufficiently
active enough to realize the interests of
savers in selling and purchasing securities
to earn revenues therefrom or changing
their investments for liquidation purposes.
However the encouragement of the
secondary market in the absence of a broadbased and diversified primary market,
would result in increased circulation of a
limited number of securities, leading to
price rises, speculative transactions, as well
as widely differing profits to the extent that
at a national level, the economy is negatively
effected. Such examples are still current
and noticeable.
For these reasons, the development of a
secondary market should be preceded by,
or be contemporary to the revival and
innovation of instruments serving the
primary market, in order to satisfy the real
needs and requirements of developing
countries.
Financial derivatives designed to protect
export revenues from foreign exchange
fluctuations, require the existence of an
export-orientated economy as well as
positive merits in terms of productivity
powers and an international exchange rate
in their favour. Financial derivatives which
intend to protect firms from fluctuations in
the rate of interest are of vital importance
for creditor economic powers and debtors
institutions. However, it is doubtful whether
other entities which seek aid and loans, can
make use of such derivatives.
Accordingly, the strengthening of the
productivity base, as well as expansion in

investment opportunities, establishment of
new projects and the enhancement of
investment and employment, which all lie
within the scope of the primary market,
represent the major guarantees for the
creation of a successful secondary market
capable of serving the urgent needs and
demands of the national economy.
Islamic financial institutions should not be
self-absorbed entities, but should rather be
open minded, making use of human
experiences in a selective mannerconsistent
with their basic commitments. They will
further continue to use more innovations in
the banking and finance fields. They should
be selective, choosing between Western
norms and matching them with Shariah
requirements and particular economic and
social circumstances.
It is an imperative duty of Islamicfinance
institutions to judge every new product
in accordance with the principles and
provisions of the Islamic Shariah. If it
conforms, only then can it be
implemented, but if the new product
violates such principles, and cannot be
amended and matched with the Shariah,
it should be totally excluded from
operations of Islamic institutions.

There are Shariah precautions against
certain mechanisms and methods, usually
because they are accompanied by economic
and social risks. Such defects can often be
corrected to enable co-operation between
Islamic and conventional institutions in the
field of new instruments.
A major part of derivatives operate within
the range and scope of interest rates. One
such example is cap options, where the
purchaser of the option agrees with the
buyer to apply a fixed interest rate at times
of loan renewal during its term regardless
of prevailing rates of interest. These
options are liquidated on a cash basis where
profit and loss is calculated depending on
the variance of the current rate of interest on
liquidation day and the agreed upon rate

respectively.
There are also floor options, where the
minimum rate of interest to be applied in
renewing the loan term is fixed. The collar
option is a mixture of cap, floor and interest
rate options on forward contracts and the
swaps of interest rates, swapping of loans
entered on a fixed rate of interest with
loans entered on variable rates of interest.
Without referring to the complexities and
details of such instruments, they are all
related to interest rates and their variations.
As dealing with interest is prohibited in
Islamic institutions, the use of such
instruments and derivatives is eliminated.
Howeverexperts can decide the possibility
of making use of these in protection and
coverage of the profits of Murabaha and
Istisna contracts. The implementation of
such transactions through libor should not
be cautioned. However libordoes passively
reflect on the credit-worthiness of Islamic
banking. On various occasions, Islamic
institutions have been called on to exert a
common effort to design a rate for profit
expectations to supersede libor, but the
effort has so far been weak.
The contract of futures, requires both parties
agree upon entering a transaction which
will be implemented at a later date, without
possession by the seller of the subject
commodity. Both parties wait until the
time of liquidation to receive or pay the
difference between rates on contract date
and liquidation date respectively.
Commodities transacted can either be real
such as coffee and cotton or securities such
as shares, bonds or amounts in different
currencies. Such contracts are prohibited
by the Shariah, through the Hadith "do not
sell what you do not have".
This principle is a rationale economic
directive designed to protect the market
from artificial contracts and transactions
as well as from deep speculations of the
type which resulted in inconsistency and
adventurous activities.
Option markets, in their different types,
have received remarkable acceptance. The
mechanism involves the existence of a
January 1995 NEW HORIZON
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seller and a purchaser of an option. The
party whose price expectations and
predictions are more accurate on liquidation
day is the winning party of the transaction,
while the other is the loser. Many writers
who have contributed to the issue are of the
opinion that dealers in options take big
risks. This type of dealing is mere gambling
introduced in a new form.
Scholars disapprove of options, because
the option is not a commodity evaluated
into money, to justify being sold and bought.
Defenders of options markets argue that it
depends on analysis, evaluation,
observation of expectation, procedures and
professional principles as well as a good
acquaintance of the factors governing the
market. However, if this is true, why are
losses incurred by huge organisations,
retaining financial, economic, political and
mass media experts.
There is a long list of other transactions
including margin dealing, which is
dependant on the rate of interest, as well as

/.la

future swaps of currencies, which are
unanimously prohibited according to the
Shariah. Most derivatives and financial
instruments devised in Western markets,
tend to transfer risk to others. The Islamic
investment method depend on risk taking,
risks which result in added value to the
community. Islam considers any economic
transaction in terms of benefits which can
be reaped by the community and gives
lesser importance to individual earnings.
The scale of preferences and priorities is
arranged according to the overall added
value to the community.
Although it is allowed to deal in currencies,
trade and speculation in currencies is not
considered as rationale investment
behaviour. This principle is reflected in
Zakat, where the rate is higher on individual
activities and those which are less
developmental in nature such as commerce,
while the rate is less on activities which
provide more jobs and participate
effectively in economic development such

as industry and agriculture. Every asset
can be subject to Zakat, depending on the
purpose of its possession. If you keep a
share for investment and make use of its
annual return, only the return is subject to
Zakat, while if it is used for trade and
speculation, the Zakat is charged on the
principle as well as on the profit.
Islamic financial institutions welcome
dealing with conventional banks
domestically and abroad, without any
reservations other than observance of
Shariah requirements and serving the
interests of ourcountries and people. Dallah
Albaraka is ready to consider any new
banking products with open mind and full
awareness without any limitations and
takes what is permitted, and ignores what
violates its commitments and values.
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Islamic Banking - The Road Ahead
Muazzam Ali, Chairman of the Institute of Islamic Banking and Insurance, speaking at the November
conference on Islamic banking and finance held in Dubai, charts out the issues which need to be addressed by
Islamic bankers in the coming years.

1

Islamic banking has proven
itself to be a major force in
world finance and has demonstrated that
it is able to compete on an equal footing
with other more traditional forms of
commercial banking", these were the
encouraging remarks of the Finance
Minister of Dubai, Sheikh Hamdan Bin
Rashid Al Maktoum.
In the years to come, the growth in Islamic
banking looks set to continue and conferences on Islamic finance supplement this
process through the sharing and exchange
of ideas and experiences, enabling effective strategies to be developed.
Such conferences help pave the way for a
greater understanding of the key issues
facing Islamic banks and will help to ensure that Islamic banking continues to meet
the challenges ahead and develop its position throughout the world market.
The quick succession in which two Islamic
banking conferences have been held in the
Gulf, one in Bahrain and one in Dubai, both
addressed by Finance Ministers of the two
countries is an indication of the popularity
of Islamic banking in the Gulf states.
We look forward to the day, and hope that
it will be sooner than later, when a major
Islamic Banking Conference will be held in
Saudi Arabia and with its Finance Minister
addressing it. This would be in the fitness of
the things and in accordance with the Islamic credentials of Saudi Arabia as the
cradle of Islam. Islamic Banking Conferences have in the past been held and addressed by Presidents, Prime Ministers and
Finance Ministers of Pakistan, Turkey, Iran,
Bangladesh, Sudan, Malaysia, Guinea,

8
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Nigeria, Niger, Senegal, Bahrain and the
UAE. We very much look forward to Saudi
Arabia to play its role in fulfilling its Islamic identity.
In recent years many conferences have
been held on Islamic banking in different
parts of the world. Generally, they have
focused on the basic principles and guide
lines of Islamic banking. While this concentration on theory has played an important role in introducing Islamic banking to
a wider public, the last few years have seen
a trend towards addressing the practical

ing number of people in the West. They
are reluctant to hand their funds to banks
and financial institutions that invest in
companies engaged in unethical and socially harmful activities.
According to the London-based magazine The Economist, some 650 billion US
dollars, about ten per cent of the total US
investments are being managed according to ethical guide-lines. In the UK, at
least 22 funds do not invest in companies
whose activities they consider unethical
and morally questionable. There is a grow-

the social and moral needs of the people.
Indeed, the aim of the Islamic economic
order is to establish a society based on
equity and justice. In the West the trend
towards ethical banking is the result of
peoples desire to combine moral and material values.
In the history of every society and institution there comes a time when it is impelled
by circumstances to make way for a better
and more acceptable face. The fact that
people are moving towards morality in
financial matters is an indication of the
wind of change and hope is that this change
will persuade the conventional and Islamic
systems to co-operate to give a human face
to financial operations.
When the concept of interest free banking
was first raised in the seventies, doubts
were expressed about its viability by bankers not only in the west but also by many in
the Muslim world. These doubts have now
been laid to rest and the viability of interest-free Islamic banking has been established beyond doubt. Today, more than
150 Islamic banks and investment companies are operating in some 50 countries
around the world, while new Islamic financial institutions are rapidly emerging. It is
interesting to note that realizing the potential of Islamic banking, both in the corporate and private sectors, a number of conventional banks have set up in-house Islamic banking units, commonly known as
Islamic windows. Moreover, encouraged
by the viability of Islamic banking, Citibank
International is reportedly in the process of
setting up a full-fledged Islamic bank in
Bahrain next year.

problems and challenges facing the Islamic
system.

ing trend for the conventional banking to
move towards value oriented system.

Studies and research conducted by economists, bankers and scholars have shown
that Islamic banking has a number of features which has lend it universal appeal.
The commonly held view that Islamic banking is meant for Muslims only is incorrect.

When the concept of Islamic banking with
its ethical values was propagated over two
decades ago, the financial circles treated it
as a utopian dream. They asked what ethics
had to do with finance. However, attitudes
have changed in the last few years and the
value-neutral conventional banking has
begun to trouble the conscience of increas-

It must however, be admitted that conventional banking has played a positive role in
the economic development of the industrialised West. But despite its excellent record
in the material field, it has not been able to
meet the social and moral needs of the
people. In contrast, Islamic banking is not
only sound financially, but also looks after

Although Islamic banking is now a fact of
life and here to stay, a great deal of effort is
needed to take it from its present nascent
stage to the level of development achieved
by conventional banking. In this connection, it is important that Islamic banks are
organized, staffed and managed to produce a decent profit for its depositors and

Speakers from the first session of the Dubai conference on Islamic banking and finance, (from left to right) lqbal
Ahmed Khan. Chief Operating Officer. Islamic Invesmtent Company of the Gulf; Dr. Mohammad Kharbash, Deputy
Finance and Industery Minister. UAE; Muazzam Ali: Adnan Al-Bahar, Chairman, The International Investor

offer products and services to meet the
needs of increasingly sophisticated and demanding clients.

tion. Islamic banks should take full advantage of such co-operation.

An area that merits urgent action is education and training to meet the acute shortage
of people well versed in the principles and
practice of Islamic financial institutions. A
step to promote research and education in
Islamic banking was taken in 1993 by the
setting up of the Institute of Islamic Banking and Insurance, London. The Institute
introduced a post-graduate diploma course
in Islamic banking based on the distance
learning method so as to make it widely
available. The course was received well and
in a short period of time about 150 students
from many countries enroled on the course.
Students include professional bankers and

There is need also to educate the market,
which in the Muslim world alone comprises of one billion people. The market
in the Muslim world and in the West
should be educated about how Islamic
banks work, what products and services
they offer. Only after potential clients have
been educated properly, would they be
inclined to do business with Islamic banks.
Excellent means are available these days
to educate the general public. Full use
should be made of the powerful means of
mass communication to educate the market about Islamic banking.

Delegates at the Conference on Islamic Banking and Finance

scholars from Europe, the Middle East, the
Far East and the USA.
The Institute has also under taken a
number of research and publication programmes, besides holding conferences,
seminars and lectures. In addition to educating people in the principles and practice of
Islamic banking, Islamic banks also need
personnel trained in fields such as management, computer sciences, information
technology and systems design. Fortunately, there is no shortage of institutions,
especially in the West, for the education
and training of personnel in these disciplines and Islamic banks should make full
use of these institutions. Western banks
dealing in Islamic finance are willing to
extend their cooperation in this connec-

Another area that merits priority action by
Islamic banks is research and development. This activity is necessary to develop
new products, services and innovations, as
well as the means to continually upgrade
the efficiency of Islamic banks. Unfortunately, this activity is almost non-existent
in most Islamic banks. Another area of
strategic importance that warrants priority
action is a marketing strategy for Islamic
banking system to supplement the mass
education programme for the potential
market.
Finally, and in conclusion, individual Islamic banks must have their own marketing strategies based on their missions, goals,
resources, products, services and the social, cultural and economic features of
their markets.
January 1995 NEW HORIZON
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In the last in the three part series, Dr. Umer Chapra, senior economic adviser to the Saudi Arabian Monetary
Agency, examines the socio-economic implications of monetary policy, within an Islamic framework.

he creation of high powered
money by the central bank
results from the exercise of its
social prerogative leads to
seigniorage (created money minus
the cost). Since this leads to command
over resources without effort, it may
have to be used primarily for
financing projects that will help uplift
the socio-economic condition of the
poor and reduce inequalities of
income and wealth. It would not be
proper for the government to use
even a part of it for projects whose
benefit would go to the well off.

self-employment opportunities to the rural
and urban poor, who may not be able to
obtain adequate funds for this purpose from
these financial institutions.

To fulfil this requirement, the central bank
may make high powered money
(commercial banks' cash plus deposits with
the central bank) created by it, available
partly to the government and partly to the
commercial banks and the specialised
financial institutions.

The appropriate way to achieve these
objectives may not be an elaborate
network of controls. Since the operation
of market forces has been recognised
by Islam, it may be better to overcome
the reasons for less than desired
contribution of commercial banks to
the realisation of these objectives.

T

The proportion of high powered money
diverted by the central bank to each of these
three sectors may, like the total size of high
powered money, be determined by the
dictates of monetary policy. The part of
high powered money made available to the
government may be an interest-free loan to
enable the government to finance its social
welfare projects, including the provision of
housing, medical facilities and education
to the poor.
High powered money made available to the
commercial banks and the specialised credit
institutions may be in the form of Mudaraba
advances and used mainly for providing
10 January 1995 NEW HORIZON

Since bank credit comes from the deposits
of all sections of the population, its allocation
may be able to satisfy the norm of socioeconomic justice in Islam only if its benefit
goes to an optimum number of businesses
and leads to the production and distribution
of goods and services needed by all sections
of the population.

The reason normally given by the
commercial banks for diverting only a very
small proportion of their funds to small
businesses is the greater risk and expense
involved in such financing. Hence small
firms are either unable to get financing
from banks or do so at highly unfavourable
terms (in terms of cost and collateral)
compared with their larger counterparts.
Thus the growth and survival of small firms
is jeopardised, even though they carry a
great potential for increased employment

and output and improved income
distribution.
It may, therefore, be desirable to reduce
the risk and expense of such financing for
banks. The risk may be reduced by
introducing a loan guarantee scheme
underwritten partly by the government
and partly by the commercial banks. In the
case of Islamic banks, the guarantee scheme
need not guarantee the repayment of the
loan with interest, as in the case in the
conventional system. The scheme, should,
however, be able to relieve the bank of the
need to ask for collateral in the case of
small businesses whose general credentials
have been registered with, or certified by,
the guarantee scheme. The scheme may do
this after a proper investigation of the
firms concerned.
It may also arrange to train the businesses
to maintain proper accounts and be
prepared even to have these accounts
properly audited where necessary. A large
number of small businesses may thus be
able to get financing from banks without
being able to offer the collateral required
by the conventional banks.
The bank will receive its money back in
case of moral failure of the business. The
scheme may also be made to include most
non-commercial risks desired to be covered
for increasing the availability of funds to
small businesses. In case of market failure
and the resultant loss, the bank will of
course share the consequences with the
business in proportion to the financing
provided by it.

The additional expense incurred by the
commercial banks in evaluating and
financing small businesses may be partly
or wholly offset by the government
depending on the nature of the case and the
objectives to be served. The cost to the
government exchequer arising from the
above two schemes may be justifiable in
the larger interest of the goals of the Islamic
economy. However, it may be possible to
offset the cost partly or fully by graduated
fees to be collected by the government out
of profits earned from such financing by
the banks and the small businesses.

on the basis of profit-and-loss-sharing may,
in fact, help in this task. It would help to
minimise the unessential, unproductive and
speculative elements of aggregate money
demand which is not possible to realise in
an interest-based system. The minimisation
of these elements of money demand would
tend to promote greaterefficiency and equity
in the use of scarce resources and also help
to reduce the macro-economic imbalances
that accentuate inflationary pressures and
economic instability and vitiate the
realisation of socio-economic goals.

In addition, the central bank may even
accept a relatively lower profit-sharing ratio
if this is considered necessary for realising
the objective of distributing commercial
bank financing to an optimum number of
businesses for the production of the goods
and services which are most needed.

International experience has shown that
only a strong central bank is able to
resist dictates from the government to
lend amounts which it considers to be
beyond the dictates of price stability.

The prohibition of interest and the
reorganisation of financial intermediation

Once money demand has been managed in
a manner that is conducive to goal
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realisation, it may not be difficult to bring
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The Role of Islamic Banks in the
Privatisation Process
With laissez faire policies being viewed more favourably in many Middle East and Asian countries, Nabil Nassief,
President of Faysal Islamic Bank of Bahrain, examines the emerging opportunities available to Islamic banking from
increased privatisation.

rivatisation is attracting the
attention of decision makers the
world over. Statistics show that
some 80 countries had launched
privatisation programs in the past few
years. In developing countries alone
some 2,00 public sector units were
privatized since 1980. The
corresponding number for privatized
companies globally for the same period
was 6,800.
Privatisation is the process whereby state
ownership of enterprises is transferred to
the private sector and is often accompanied
with deregulation. In broad terms,
sometimes the term "privatisation" is used
to mean increasing private sector (jointly)
with the public sector) role in industry and
business to inject commercial discipline
and market forces.
Governments pursue privatisation to
realise strategic objectives. In the short
run privatisation realizes liquid financial
assets which may be availed to bridge
budget deficits while in the long run it
enables optimum utilization of resources
to efficiently produce goods and services.
It is reported that from 1985 through
1993, deficit prone governments all over
the world unloaded state-owned
enterprises worth about US$ 239 billion.
In Europe for instance, the UK made US$
100 billion in proceeds of sale of British
Telecom, Gas and Electricity distribution
units. In September 1994, the French
Government announced plans to float 23%
of the car manufacturer Renault, one of 21
enterprises to be privatised in France.
According to business sources, Agip,
Lufthansa and Deutche Telekom may
also come up for privatisation.

p
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In Latin America, Mexico reportedly
realized US$ 22 billion from sales of
airlines, telephone companies, banks,
mining companies and public utilities.
Those funds were used to reduce
Mexico's external and internal debts. It
is reported that Argentina's privatisation
programme helped to achieve an eight
per cent increase in GDP in 1992.
Another benefit of privatisation in
emerging markets is the possible return
of 'home' funds' and brains from the
industrialized countries to participate in
economic growth of home countries.
Privatisation provides opportunities for
those funds and encourages
entrepreneurs who had emigrated several
years ago. due to difficult investment
climates in their own countries. Further
still, privatisation can help a country to
attract foreign capital and transfer
technology through development
projects and liberalisation schemes.
In some emerging markets, two trends
are quite evident; firstly, deregulation,
privatisation and encouragement of
foreign investments; secondly,
development of capital markets because
the return on investment in shares in
those emerging markets is normally
expected to be high.
Among countries that have embarked on
privatisation programmes are Malaysia,
Pakistan, Turkey, Saudi Arabia,
Indonesia, Morocco and Egypt. A recent
example of a successful privatisation
transaction comes from Pakistan where
10 per cent of shares of the Pakistan
Telecommunications Company was sold
for US$ 900 million.
Within the scope of GCC countries in

Saudi Arabia, there are pronouncements for
an increased role for the private sector and
there is evidence of re-transfer of funds from
abroad in to the Kingdom.
Public sector entities identified for
privatisation include Saudia, the country's
national carrier and the telephone company
among others. However, the biggest
privatisation news in the country is the
possibility that the giant manufacturing
conglomerate, Saudi Basic Industries
Corporation (SABIC) may be included in
future privatisation programs.
In the Sultanate of Oman, the government has
privatised some key institutions and more are
planned to be privatised in the future. The
latest move was the floatation of the shares of
the state-owned Oman Cement Company to
local and foreign investors. The private sector
will also be a key shareholder in a
petrochemical project to be set up outside
Muscat at a cost of approximately US$ 200
million in the Manah province.
Similarly, in Qatar, the government is
exploring private sector finance for
construction of it new airport and possible
privatisation of Qatar Telecommunication
Corporation.
Kuwait's biggest privatisation project,
Commercial Facilities Company (CFC), in
September 1994 has had remarkable success.
The initial offer by MA of 30 million shares
was heavily oversubscribed. It was increased
to 70 million shares which was also fully
subscribed. The Kuwaiti government is
expected to earn approximately US$ 164
million from the sale of its 40 per cent stake
in CFC. The success of this privatisation
removes the earlier uncertainty as to whether
demand exists for good domestic investment
and demonstrates that liquidity is available in

the local markets.
Bahrain also plans to further reduce its
shareholding in Bahrain Aluminium
Extrusion Company (Balexco) from 45%
to 20% by the end of this year.
Arguments against such privatisations
include:
• Public ownership serves economic as
well as social and political objectives since
the state may provide goods and services at
lower prices than the private sector.
• Public sector institutions provide
increasing job opportunities for local labour.
Privatisation raises the fear of job losses
and abolishes subsidies so essential to the
lower segment of the society.
• Privatisation may result in monopoly in
sectors such as electricity where
competition is non-existent in most
countries.
• In developing countries, capital markets
do not have sufficient depth to raise funds
necessary for purchase of units offered for
sale.
• Privatisation may increase wealth of the
rich as income distribution is not very
equitable in developing countries.
•
Privatisation deprives the future
generations of revenues that could be
generated by the privatisation of units by
future governments.
Arguments in favour of privatisation
include:
• There is a direct relationship between
private ownership productivity and
efficiency. This is so because private
management is free from non-economic
interferences and offers incentives to
management for meeting competitive
targets.
• Supervision and controls in the private
sector are direct and continuous in order to
protect the interests of shareholders.
• Government is saved the losses incurred
by public units which are traditionally
covered by state treasuries.
• Public sector units provide basic services
to the general public, the government may
partly disinvest some equity to the private
sector in order that efficiency is maintained
in the utility services. By part participation,
the government may still retain
representation on the board and other related
decision-making bodies which would
ensure checking of monopolistic trends

and allow only warranted equitable price
increases.
• Privatisation helps to generate enterprise
and energetic commercial activity. These
have an healthy effect on society as a whole.
Islam is all in favour of private enterprise.
It encourages people to strive to create
wealth for their own welfare and for the
welfare of society. For doing so, while they
need to utilise al I their resources and abilities,
they also require a conducive economic
environment for the purpose. Such an
environment can be provided by the
government through prudent policies which
include decontrol of state ownership and
proper regulatory procedures. It is under
this umbrella of facts that Islamic banks can
and should play a pivotal role in facilitating
privatisation of government owned assets
by first accepting privatisation as a
fundamental feature of their policies and
then considering it as their obligation to
facilitate the move from state to private
ownership of enterprise.
By the very nature of their operations, both
as commercial as development institutions,
Islamic banks have a clear advantage over
their conventional counterparts in so far as
their respective abilities to hold equities
directly in other companies are concerned.
While regulatory authorities in most of the
countries forbid conventional institutions
to purchase and hold equities in other
companies, Islamic banks face no such
problems.
Islamic banks can therefore, reinforce with
great vigour through:
• Direct or indirect equity participation in
privatized companies.
Evaluation of units offered for
•
privatisation with a view to ascertain their
net worth.
• Acting as advisers to the investors.
• Offering restructuring services.
• Utilising existing funds of their customers
for purchase of equities without necessarily
seeking their prior clearance as the said
funds are on a Mudaraba and discretionary
basis.
The privatisation process, however, can be
speeded up by:
• The development and enforcement of
flexible but effective regulatory framework.
This will help the growth of capital markets
and investment banks. It will also be
instrumental in attracting capital funds and

provide protection to investors.
• Establishment of data banks to provide
relevant, correct and timely information.
• Any privatisation policy should be
backed up by a powerful committee or
institution which should have the following
functions:
Study and analysis of public sector units
identified for privatisation. Productive units
should be offered for privatisation first.
Unproductive units should be rehabilitated
through financial and administrative
restructuring before offering them for
privatisation.; development of intensive
training programmes for public sector
employees in order to enhance their
efficiency and performance; consideration
of gradual foreign capital participation in
privatisation after selection of appropriate
and suitable sectors for this purpose as
well as specifying ratios of foreign
participation on condition of transfer of
technology; allocation of certain
percentage of shares for participation of
employees in their respective privatized
companies; representation of the state on
the boards of some of the privatized
companies to ensure adoption of balanced
resolutions and protection of national
interests.
Privatisation in any country may benefit
from the experiences of other countries.
The International Bank for Reconstruction
and Development (IBRD) has no doubt
amassed valuable information and has been
working with various privatisation schemes
of member countries. Such experience
may be usefully tapped and transferred to
countries that require it. Provision of
training by IBRD experts will greatly
reinforce local efforts in this direction.
Faysal Islamic Bank of Bahrain (FIBB) is
a serious player in the field of privatisation.
The role of Islamic banks in privatisation
is also evident from the recent participation
of FIBB in the PTC and Indosat issue in
Indonesia. Also to support the cause,
Albaraka Islamic Investment Company is
also participating in such privatisation
programs in different countries.
This is an abridged version of a paper
given at the "Investment Opportunities
and Challenges of Derivatives in the
Middle East" conference held in
Bahrain on 25-26 October, 1994.

January 1995 NEW HORIZON

13

FEATURE

Insurance And The Dialogue
With Islam
Ali Mohammed Ali examines the current perception of insurance in the Muslim world and looks at how
insurance can be reconciled within the parameters of Islam.

slam - is an all-pervasive religious
system, embracing all aspects of
an individuals life as well as social
concerns. The Islamic resurgence and
re-assertion of recent years has been
accompanied not merely by a strict
observance of Islamic rituals on the part
of individual Muslims, but also by a
growing demand for the extension of the
Shariah to regulate such social matters
as economic exchange, international
affairs and, of course politics. While much
is known about Islamic attitude in the
latter two spheres, the realm of economics
has received relatively less attention.

I

Muslims ardent desire to adopt any
institutions which will further their advance
to the forefront of the modem world,
provided that there be nothing in the nature
of such institutions that cannot be reconciled
with the spirit of their religion and the
principles of Islamic law.
It is not surprising that there is a heated
debate throughout the Muslim world over
the permissibility of insurance in Islam.
The Muslim community is divided on the
issue. Some hold it permissible in all its
forms; others reject it wholesale; and still
others accept it in some of its forms.
According to Dr. Mohamed Musleh-uddin,
author of the book 'Insurance and Islamic
Law', the tug of war is between the first two
the modernists and the orthodoxy,
represented by the religious scholars.
The modern contract of insurance is found
to be objectionable for the following main
reasons: it is seen as a wagering contract;
regarded by many as a form of gambling;
uncertain in nature; and that life insurance
14 January 1995 NEW HORIZON

is a device whereby an attempt is made to
supersede the will of God.
The objections of the scholars are
understandable. They argue that the
insurance contract is opposed to the ethical

insurance system in such a way that,
purified from all incompatible elements, i t
becomes a blessing for society.
Purely mutual institutions accord with the
spirit of Islamic law, but they are criticised

standards set by Islamic law. On the other
hand, the modernists in answer to these
objections, allege that while gambling is
playing with luck and detrimental to
society, insurance guards human beings
against dangers that beset their lives and
property.

by some as being unstable, and having no
reserves. This is not a serious defect, as
reserves may be built, with the consent of
members, for the welfare of the community,
in the form of a Waqf (endowment). Thus,
mutual associations may be formed on the
principle of assessment, every member
paying an agreed amount according to the
value of the insured property, as a first
contribution, while liable to pay an
additional sum (assessment), in proportion
to the first contribution, in case total losses
exceed the total of the first contribution.

Modernists contend that insurance is far
from uncertainty, especially, when it is
accompanied by a defin ite indemnity. They
argue that life insurance is not a device to
override the powers of God or to supersede
his Will, for it does not guarantee the nonoccurrence of an event, but rather,
indemnifies the insured against the
consequences of a specific event.
The foregoing arguments for and against

the contract of insurance are an outline of
the many arguments put forward by the two
camps.
Are modern insurance companies and their
current practices objectionable Islam ical ly.
Does that mean Islam is against the concept
of insurance itself? In general, it is only the
modern means and methods of these
insurance companies which are opposed. If
another alternative insurance system could
be employed, one which did not conflict
with Islamic modes of business transactions,
Muslims would welcome it.
It is possible, says, Professor Nejatullah
Siddiqui, the editor of the Journal of
Research in Islamic Economics (Jeddah),
to organise insurance under an Islamic

If, according to the annual account, losses
do not exceed the collected amount, and
there remains a surplus, the greater part of
it will be returned to the members, or
credited to reduce their future premiums
(in the case of policy renewal), the
remainder being carried to reserves. The
reserves built thus may be invested in
commercial pursuits permissible in Islam.
This mechanism was proposed by Dr.
Musleh-uddin, who believes that such a
scheme will be successful with private
mutual institutions.
In short, a well co-ordinated system of
insurance, social security and welfare,
should help develop an environment
conducive to the restoration of economic
efficiency, expansion and development.
This will be compatible with Islam if it
ensures the fulfilment of basic human needs
and the supremacy of justice and equality
as social needs.
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PAKISTAN

I

DB signs $65m deal with
Pakistan

The Islamic Development Bank has
signed a $65 million funding agreement
with Pakistan. IDB sources said the
accord to fund a project for distribution
of electricity from Hub power station to
Jamshoro, was signed by Osama Jafaar
Faquih, President of the IDB, and
Muhammad Shahid Amin, Pakistan
ambassador to the Kingdom. The
network to be installed is 200 kilometres
long and can carry 500 k.v. of power.
Earlier the original funding deal was
signed last week by the financing parties
which include IDB (sharing $47.5
million), Kuwait Finance House ($10
million), Faysal Islamic Bank of Bahrain
($6.5 million) and the Kuwait-based
International Investor ($1 million).
Total IDB funding offered to Pakistan to
date is in the region of $2.337 billion, of
which $237 million was given to finance
various educational, social, industrial
and energy related projects.

X

enel Group to finance $1.5b
Power Project in Pakistan

A $1.5 billion power project set up by a
Saudi businessman, with co-operation
from several other financial institutions,
will be commissioned tentatively by
1998 near Karachi and will produce
1292 mega watts of power, contributing
15 per cent of the total present
production capacity of Pakistan.
The Hubco power project is the largest
oil-fired power complex in the world
owned by the private sector. It is being
financed by the Chairman of the Xenel
Group, Muhammad Ali Alireza, as the
single largest equity investor in the
project. Alireza also hold the
chairmanship of Hubco.
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The plant, to be set up west of Karachi, is
being financed by the World Bank, the
Asian Development Bank, Citibank,
Faysal Islamic Bank of Bahrain, the
subsidiary of the Geneva-based Dar Al
Maal Al Islami Group, and several other
financial institutions.
The project was initially announced
months ago, but the shear scope and cost
of the project meant that its future was in
limbo for a while. Now the project seems
to be on track again.
The Chairman of the Institute of
Engineers, Pakistan (IEP), Ahmed Bilal
Mehboob announced the holding of a
technical seminar on the Hubco power
project, which will be organised on
January 8th. Alireza will attend the
seminar as the chief guest.
Asked about the details of the Hubco
project, Mehboob pointed out that "the
seminar, organized by the IEP-Saudi
Arabian Centre will explain the present
status of development in the sphere of
power generation in Pakistan and
disseminate a good deal of useful
knowledge to the participants".
The Hubco power project has been seen
as being very significant, especially in
view of the growing foreign participation
in the energy sector of Pakistan.
The USA has recently signed a $4 billion
energy deal with Pakistan, and a leading
businessman from Hong Kong, Gordon
Wu, has also endorsed to set up a coalfired power plant worth about $1 billion.
With total power production of Pakistan
in the region of 8000 mega watts,
including 800 mega watts from the
Mangla dam, Pakistan has been
experiencing serious power shortages,
especially in view of the fact that power
consumption grows by 10 per cent every
year. The port city of Karachi alone
consumes 800 mega watts of power.
Some of the major international

companies involved in Hubco include
Mitsui & Co. Ltd. of Japan, KNM
Consultants of the United States, Italian
Ansaldo, IHI Group of Japan,
Compenon Bernard of France and
British Electric International.

SAUDI ARABIA

L

ebanon Reconstruction
Fund Reaches $126m Mark

Enthusiastic participation of investors
from Saudi Arabia and other Gulf states
in the Lebanon Reconstruction Fund has
enabled it to reach the $126 million
mark.
Announcing this, Saleh Kamel,
chairman of Al-Tawfeek and Al-Amin
Companies, stated that the fund's
expected return is in the range of 25 per
cent. He made the announcement while
presiding over the third participants'
committee meeting of the fund held for
the first time in Beirut recently.
Giving details of the meeting, Waleed
M. Sheikh of the specialized funds
department of Al-Tawfeek Co. for
Investment Funds, a member of the
Jeddah-based Dallah Albaraka Group
said that the fund's investment in
Fabrsid - manufacturing wood and
aluminium products, kitchens;
Uniceramic Ltd - manufacturing ceramic
tiles; and Dallah Doumit Co. for food, a
dairy product plant currently in
production, had been "satisfactory".
The progress of the real estate
development projects such as Meshrif,
Motaileb and Broumana is according to
schedule whereas the Malibu project is
ahead of schedule in terms of
construction and marketing.
Many more new projects have recently
been envisaged such as the Lebanon
Development and Reconstruction

Board's bus project (transport),
Broumana and Fagra projects (real
estate), Tripoli Hospital project, Alba
Middle East Co. (vehicles of all sorts),
Al Moudawat Middle East Co. (plastics
project), Zahrani & Baddawi Power
Station, etc.
The fund encouraged investors to see
for themselves the development in the
fund's various on going projects,
Shaikh stated. The projects visited
included Meshrif, Malibu, Motaileb,
Fabrsid and Broumana and the
participants' reaction was "positive".
The fund's audited financial position up
to February, 1994 and unaudited
accounts up to August, 1994 were
presented to the participants.
Based on cash flow projections up to
June 1995, a final draw down was
approved by the participants'
committee.
The fund with an authorized capital of
$500 million and issued capital of $200
million for a term of ten years was
launched by Al Tawfeek Co. for
Investment Funds in December, 1992
for the specific purpose of
reconstruction of Lebanon.
The fund's strategy is to invest in real
estate development, reconstruction of
damaged or destroyed factories,
expansion of industrial units and
participation in the rebuilding of
Lebanese infrastructure. It is also
envisaged to participate in the
privatisation of the public sector
especially in energy, communications,
seaports, airports, major highways and
the like.
The fund prescribes $50,000 for
individuals and $100,000 for
institutions. The nominal unit price
share was fixed at $1,100. The
participation can be withdrawn after
two years. The response from investors
continues to be encouraging.

I

DB to Fund Jeddah Waste
Project

The Islamic Development Bank has
concluded an agreement to offer Jeddah
municipality a grant of $275,000 to fund a
solid waste feasibility study. The grant is
geared to allow Jeddah municipality to
prepare the feasibility study, technical
specifications as well as getting the
consultancy service required for its solid
waste project.
The deal signed by Osama Jafaar Faquih,
President of the IDB and Dr. Khalid Abdul
Ghani, Jeddah mayor.
The Islamic Development Bank has also
undertaken 21 transactions involving
exports of Saudi fertilizers and electric
cables to many member countries. The
transactions amounted to $108 million,

were concluded by the bank within the
framework of its objective to increase
trade between its member countries.

Iran
ifth Conference on Monetary

F and Foreign Exchange Policies.
Following the success of the 1994
Monetary and Banking Research
Institute's annual conference on the
monetary and foreign exchange policies
of Iran, and in an effort to promote
discussion, the fifth conference on
monetary and foreign exchange policies
will be held in Tehran in May, 1995.
Topics under discussion include: effect
of exchange rate adjustment policies on
the performance of different sectors of

SHALIMAR HOUSE RESTAURANT
We at Shalimar House Restaurant established
in 1958 in London's East End, will
prepare and deliver anywhere in the UK.
HALAL AND TRADITIONAL
PAKISTANI/MUGHLAI AND
TANDOORI CUISINE AT
HIGHLY COMPETITIVE RATES
Some of our specialities are:
Seekh Kebab, Batair, Paya, Maghaz
Chicken Tikka, Mutton Tikka

We are open 7 days a week
Book orders with
Nazeer Ahmed on

071-709 0144 / 0145

Fresh Tandoori dishes can be prepared
at your function using our own
mobile oven.

8 Hessel Street (off Commercial Road), London El 2LP
(TUBE: WHITECHAPEL / ALDGATE EAST)
Patrons please note that we do NOT have any branches

CATERERS TO THE INTERNATIONAL CENTRE FOR ISLAMIC STUDIES
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the economy in Iran; effects of exchange
rate adjustment policies on the
performance of the public enterprises in
Iran; liberalisation and recent
developments in foreign exchange rate
policies in Iran; central bank autonomy
and implementing anti-inflation policies;
external borrowing and economic
development: possible consequences; an
analytical survey regarding the credit
allocation policies within the banking
system of Iran and financial instruments
(investment and musharaka certificates)
for financing the needs of public and
private sector in the interest-free banking
system prevailing in Iran.
For further information regarding
participation in the conference, contact:
Monetary and Banking Institute
Conference Secretariat,
P.O. Box 16765-1654, Tehran, Iran
Tel: 237765 Fax: 8084509

Banking and Trade
in the Muslim World
EGYPT
• Egypt Set to Win MEDB Head Office.
Cairo looks likely to be chosen as the
headquarters of the Middle East
Development Bank, which was proposed
at the recent Casabl anca Conference. Broad
agreement on the Middle East Development
Bank's role has been reached between Israel,
Egypt, Jordan and the Palestinian National
Authority, although it is far from clear
whether it will be able to secure the $7bn to
$10bn in capital favoured by local
participants. Doubts remain about the
project in the industrial world, and
comments by Saudi Arabia that it might not
be needed at all still lie unresolved.

MALAYSIA
• Tajudin Elected President of IATA.
Malaysian Airlines President, Chairman
Datuk Tajudin Ramli has been elected
President of the International Air Transport
Association (IATA) at its recent assembly
in Mexico City.
18 January 1995 NEW HORIZON

He is the first Malaysian to head the
association which has 223 members,
comprising 197 active and 26 associate
members from around the world. He takes
over from Mexico's Gerardo dr Prevoisin.
On his appointment, Tajudin said it will not
only benefit the national carrier but also the
country. He said it was only fair forMalaysia
to play an active role in IATA following
requests by South-East Asian countries,
including Malaysia, for changes in the
association.
• BSN To Extend IGGO Service. Bank
Simpanan Nasional (BSN), which recently
launched its International Guarantee Giro
Order (IGGO) service with Bank Tabungan
Negara Indonesia (BTN), plans to extend
the service to other Asian countries.
Its Chairman, Datuk Ahm ad Zahid Hamidi
said the bank plans to introduce the service
in Myanmar, Laos, Cambodia, the
Philippines, Bangladesh and Pakistan.
"We have started negotiations with the
respective governments and hope to
implement the service in another country
by the middle of next year. Our aim is
specifically to help foreigners working in
Malaysia to send part of their income back
to third countries", he said at the IGGO
launch.

OMAN
• Muscat's Second largest Deficit. The
Central Bank of Oman has disclosed that
the country ran a current account deficit of
US$904 million in 1993, a level only
exceeded in the oil slump year of 1986,
when it ran up an $1.04 billion deficit. The
1993 deficit increase was largely due to a
fall in the trade balance from $1.65 billion
in 1992 to $1.1 billion in 1993.

SAUDI ARABIA
• Saudi Arabian Monetary Agency
Report. The annual report of the Saudi
Arabian Monetary Agency (SAMA) was
recently presented to King Fand by
Mohammad Aba Al-Khail, the Minister of
Finance and National Economy. Hammad
Al-Sayyari, the Governor of SAMA and
other senior officials of the Agency were

also present during the audience at AlYamama Palace in Riyadh.
Governor Al-Sayyari, in his speech cited
the outstanding performance of the
Kingdom in implementation of its
development plans, referring to the solid
foundations of the country's
infrastructure, public services and utilities.
"The Kingdom has accomplished sound
development over the last three decades...
Clearly, Saudi Arabia has managed to
lesson dependence on oil as its main
source of income. During fiscal year 1993,
the construction and building sector grew
by 7.3 per cent and the agricultural sector
by 5.3 per cent. The transport storage,
communication, wholesale and retail
trades registered growth of five per cent
each. The public utilities sector
(electricity, gas and water) grew by 3.7
per cent.
Al-Sayyari said the initial assessments
indicated that the growth trend of the
non-oil sector would continue despite an
overall decline of 1.2 per cent in 1993,
unfavourable international circumstances
and government measures to reduce
public spending to cope with the decline
in income.
Al-Sayyari stated that the wise economic
policies being pursued by the Kingdom
including the adoption of a free market
policy, respect for individual initiative
and private ownership, have created a
significant economic performance with
the private sector playing its full role.
The private sector has been able to increase
its real share in the gross national product
(GNP) over twenty years from 25 per
cent in 1973 to almost 48 percent in 1993.
High levels of liquidity in the private
sector mean that it is well placed to exploit
domestic investment opportunities, and
this in turn should reinforce economic
growth and compensate for the decline in
government expenditures", he said.
• Inter-GCC Trade Set to Rise. The
Gulf states should succeed in boosting

trade within the GCC as a result of meetings
in Riyadh an Bahrain intended to push
forward the creation of a genuine common
market amongst the six member countries.
The six Gulf Co-operation Council states
have now agreed on common tariffs for 41
per cent of their imports and appear to
have accepted that the remaining 59 per
cent will have common tariffs by the end
of 1997. The six are under pressure to
create a common market in order to
negotiate an effective agreement with the
European Union that would increase Gulf
petroleum exports to Europe. Full and
free access to these product markets would
bring substantial gains for the GCC
member states.

UNITED ARAB EMIRATES
• Gulf Bankers Call For Open
Markets. Two of the Middle East's most
prominent financial figures, Abdul Wahab
Al-Tammar, the former governor of
Kuwait's Central Bank) and Abdullah AlSaudi, former chief executive of Arab
Banking Corporation (ABC), have called
for a significant opening-up of banking in
the Gulf.
Al-Saudi, addressing a recent conference
in Dubai, hit out at what he called the
"parochial interests" of the Gulf countries
in pursuing protectionist policies to the
detriment of the region as a whole. Until
Gulf banks could pursue their business
more freely, Al-Saudi warned, they are
likely to satisfy the region's demand for
global financial services".
Al-Tammar advised financial institutions
to plan for a future based on a single GCC
market. In the same spirit, Arab Monetary
Fund (AMF) Director General Jasim AlMannai said the AMF was "trying to
establish the feasibility of setting up a
ratings agency with a major international
financial institutions to rate Arab
companies". Al-Mannai also disclosed
that the AMF is currently carrying out trial
runs on a stock market database linking
four exchanges in the Mashreq - those of
Bahrain, Kuwait, Jordan and Oman - with
exchanges in Tunisia and Morocco. The
goal was to try to identify investment

opportunities throughout the Arab world.
Al-Mannai urged Gulf states to set up a
consistent regulatory framework to
encourage a secondary capital market,
and introduce deposit insurance schemes
to boost stability.
•
Good Year for Jebel Ali. The
investment surge which has seen some
240 companies moving into the Jebel Ali
Free Zone since January 1993 stemmed
directly from legal changes in 1992 and
1993.
In the 16 months to October 1994, these
laws have brought around 50 new
companies from the GCC countries into
the Free Zone, raising the total number of
GCC companies in the zone to 196. Of
these, 158 are from the UAE itself. The
biggest foreign investor is Britain, which
accounts for 67 of the 700-plus companies
at Jebel Ali, compared to 44 from the

USA. There are 21 Saudi firms, along with
20 from Japan, 18 from France, 14 from
Hong Kong and 12 from Germany.
The zone, set up to provide a base for
manufacturing industries and product
distribution, has so far attracted well over
$1 billion in investments, and provides jobs
for more than 30,000 people. Manufacturing
is still the zone's forte, accounting for around
three-fifths of private capital investment,
even though their larger scale means that
less than one-third of the zone's companies
are involved in this sector. About a quarter
of all companies are involved in warehousing
and distribution, a similar proportion in
trade, and one-sixth in the service sector.
As well as generating an estimated $500
million a year for the local economy, the
Free Zone has contributed to a steady rise in
tonnage handled by the Dubai Ports
Authority at both Jebel Ali and Port Rashid.

CAN U AFFORD TO IGNORE THIS WARNING?

"0 You who believe! fear Allah, and give up what remains of your
demand for `Riba' (usury) if you are indeed believers. If you do it not,
take notice of war from Allah and His Messenger." - The Quran

Is Bank Interest "Riba"?
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return ticket to perform Haj or Umra. U can now obtain all three issues
for £3-95.
Please add for P+P55p (on U.K & E.C. orders) or £1-55 (on overseas
Airmail orders). Crossed chq/M.O. payable to Newmetlia Promotions
Ltd., Magazine Centre, 11 Newarke Street, LEICESTER LE1 5SS.
(U.K.)
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Change of Strategy & Attitudes
The Director General of the Institute of Islamic Banking and Insurance, Pakistan, Dr. Shahid Hasan Siddiqui, has
emphasised upon the need to take effective steps for the reformation of the process of Islamization of the banking system
in Pakistan.
Addressing a meeting in Karachi,
Pakistan, Dr. Siddiqui said that interest
is prohibited in Islam in all forms and
manifestations and is an article of faith
for Muslims. Discussing the rationale of
the prohibition of interest, he said," it is
generally felt that bank interest amounts
to exploitation of the borrower. The fact
of the matter is that it is the depositor
who is exploited most under the interestbased system of banking and it is only in
a small number of cases that interest
may amount to exploitation when the
borrower suffers losses".
"There are about 2 million borrowers out of
which about 32,000 borrowers have availed
70 per cent of the total advances. These
borrowers generally earn good profits from
finances availed from banks. 30 million
depositors are consistently receiving a
negative return on their deposits from banks
in Pakistan as the average rate of return is
10 per cent per annum but the net return to
depositors is only 6.5 per cent p.a. after
deduction of zakat and 10 per cent
withholding tax on the amount of return.
"Even if we accept the government claim
that inflation in the country is 12 per cent
(experts claim it to be 20 percent), depositors
suffer a net loss of 5.5 per cent per annum
on their savings which partly explains why
the rate of return on savings are so low in
Pakistan.
"This negative return on deposits is in
many ways exploitation. Banks on the other
hand including foreign banks operating
in Pakistan, earn huge profits. The
profitability of 5 major Pakistani banks is
comparatively low due to huge quantum of
overdue loans of about Rs. 84 billion
allowed to 6000 business houses. The loss
of income to banks on this account, is
estimated to be Rs. 13 billion per year
which is mostly passed on to depositors in
the form of low returns on their deposits.
20
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Dr. Siddiqui stressed that the profit-andloss sharing system and more particularly
Musharaka is the essence of the Islamic
banking system. Profits earned by
entrepreneurs is shared with the bank in an
agreed ratio as against pre-determined
fixed rates. The bank in turn, shares its
profits with its depositors/investors.
While commenting on the present state of
affairs of Islamization of banking system in
Pakistan, Dr. Siddiqui said that Pakistan
has resorted to compromised modes of
financing as a replacement of interest and
more controversially, most of the modes
adopted underthe banner of Islamic banking
in Pakistan resemble interest and fail to
fulfil the criteria laid down by Shariah.
They could have been acceptable for a
transitory period only but should not have
been allowed to perpetuated. "It appeared
that we are talking too much Islamic banking
but in practice, we are implementing too
little of it.
Dr. Siddiqui said "the requisites for total
implementation and success of Islamic
banking include re-shaping the society, restructuring the economic system and reframing the laws according to the dictates

of Islam. He emphasised that the task of
Islamization of the various systems with
special emphasis on the reformation of the
society should be taken in hand
simultaneously as Islam is an indivisible
whole code of life.
"Despite set - backs and obstacles,
tremendous progress has been recorded by
over 100 Islamic banks and financial
institutions which are operating in many
countries of the world and have drawn
world-wide attention.
Dr. Siddiqui suggested that while dealing
with the West, we should not all the time
criticise their systems or repeatedly say the
"interest is a curse". "The best course is
that we should emphasise that Islam,
Christianity and Judaism all prohibit
interest.

DIVERSITY IS OUR STRENGTH
— our growth speaks for itself

Beximco's 18 Companies employing over 6,500 persons
having total turnover of Taka 2.5 billion and total assets
exceeding Taka one billion are engaged in industrial
manufacturing, construction activities and international
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"Secondly emphasis the compatibility of
the modes of financing being practised by
Islamic banks & interest-based banks such
as equity financing and leasing.
"Finally and most importantly we should
stress the great potential of the Islamic
world which is to big to be ignored - all of
which provides solid ground for cooperation and exchange of business
between these two types of institutions.
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