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Curb the Number of
Conferences
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a financial
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can

also be overcoHfercnce<l.

is a limited number of conferences organised in key venues m ihc
main regions of the world where there is the keenest iniei. -i in
Islamic banking.

When it comes to Istaniic banking, monetary aulhonticA,
London. KuaJaLumpui and Bahrain seem to be the main cent i . - lor
organisations and bank.s appear lo be C( inpctm>; to oulsliigc cadi
Islamic banking, although Bahrain also has aspirations of bee* img
ofher. Judging by the number of confi ii-nn.'^ hi*li! liuinig
an international financial services sector. At the same time "I el'ian,
and the increasing interest shown in Lslainic banking;, linance and Islamabad and even Istanbul are the venues for regular conferences
insurance by Wc^lcrn instilulions. there is. no g<KKl rea.s(>n lo on Islamic banking.
suppose thai this romance with Islamie banking is going to wane
Perhaps the latter countries should stage one conference on Islamic
duritjg 1995.
banking perycar, Tiie case for London, Kuala Lumpur and Bahrain
i f anything the attraction towards Islam ic tinance is set to increa.sc perhaps st|^ii||;|||p per year but spaced accordi ngly can be jusii tied/ ^
especiallv should Citibank set M|i n- leporied wholly-owned Bahrain has; the highest concentration of Islamic banks anywhere;
l^laTnll.•bdnkinBahrain.^Iodhelpthccl)nlcrencecireuitwhenllle Malaysia is the only country in the world actively proiTioiiii" md
Gcnnans and the Japanese nnally disctwer Islamic banking.
developing a dual banking system; and London is the international
As stich bankers, institutioiis, lawyers and auditors and other centre forStiWfctiJJ^ Islamic trade finance.
interested parties will continue to be hungry lor inlbmiaiion and 1 lowe\. organisers will have to lighten up on the quality of topics,
statistics on Islamic banking and finance.
; Ghairrnati:|i||;;^||iii^^
to steer away from de scri pti^^
However, there have been an increasing nmnber of complainl.s historical country case studies and to focus on specifics and technical
alviut Ihe standard of bdth confeenies and speakers at some of the issues both i n the range of pnxlucls. Shanah issues, accounting
conferences. It would be in the interest of those Islamic financial standaTds|i;||pjl|tion and supervision, corporate disclosure and
instjttitioiis andrnimsfries
who willy-nilly encourage^ Iransparencysand so on.
conferences to be organised with scant regard l(> timing and
venues^ to exercise greater cautidn.
New Hori/on has in the past already stressed the iactor of
\-< inference fatigue'. • Sm^MMtx

In times of budget deficits, m the particiihir in the Gult countries,
and sluggish economic recovery in the West, it would be prudent
to exercise restraint in the number of intcrnationalconferences on
l.slaniic Finance to be organised during this year.
At the start of this year. New Horizon has already learnt of five

Perhaps a better suggestion would be lor organisers to target .iily
one eiMifercncceven fori ondon. BaliTiiin and KualaLumpui m l lo
d:\y more conferences to venues which are more itnportant hut
wliich itave yet to be exposed to Islamic banking.
Such venues would include iTankfiirt. i'aris, Tokyo, New York.
Djakarta arid Singapore. It is astonishing that no serious eont. < .nee
organiserhasGontemplafed taking Islamic banking and tlnaiKc to
I i.tnkUirt. which is vying with London to he the host venue of a
ftiture Eili^||i|i;;|ij;ntral Bank. :;H;i|:|:|i:;;|i:|i|i

Germany after all is the largest economy in the Huiopean I 'ni md
accnnling to a number of (iennan eeonomi.sts there are iii\,inn\
three in London.
siniilaritii|||||ii^tr;uJilionalGennanc()iTima^
New ii&xixm rfeCogni Ses thai conferences plaj^l Vital: ii u I essenlial banks andii|i|itibanks - if not on the specific Quranic prohibition
role in the promotion and explanation of Islamic banking and^ of interest buttm the basis of trust funding and mutual societies.
financenotonly to the financia} and regulatory
Islamic baiklifdoes not need mutual admiration societies and jet^:
public at large.
set talking: s M p . Confere^^^^
serve a purpo.se. but ilieir
However, ta-gaftisers must recognise
loo many conferences prolileiation ift propagating Islamic hanking .intl finance should be
in the short-term will do more long-temi damage. What is needed controlled, ••'•iiiiiiiiiiiis
conferepees being organise4;or;m^
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Consensus not Confusion
slamic banking is a
misnonicr. T l u K IS no
siK-h word as '!\Mik' in
the Quran. The word 'rii >. i ikxrs
not mean interest. The Arabic
wc>rd tbrintcrcst is 'faiz'.'I hcsL"
so-caUed Islamic banks i f i ;
just substituting mark-up and
;:;j||pfit for interest. But the
practice and sy stem is th viino
as the inleiCNl-baHxl s\.
ranted someone diirint: m oftchance discussion on Islamic,
banks in London recently.

What is disturbing, apart from the
obvious venom with which he was
trying to debunk Islamic banking in
its contemporary form, is that he is a
Muslim and a retired computer
consultant in the banking industry.
Whether his outburst and sentiments
on Islamic banking is due to confusion,
or a misunderstanding and lack of
knowledge of how modern Islamic
banks operate and in what regulatory
environment, or simply because he
has an axe to grind perhaps because of
a bad work experience with some
bank, is not clear.
Unfortunately, he is not the first
Muslim this writer has come across
who has expressed such sentiments.
Of course there are extremist Islamist
groups who debunk the whole idea of
a banking and money system. They
believe in one baitul-mal and prefer a
bartering system and using gold as a
standard. In other words, they want to
transform what was happening in 14th
century Arabia into a 21st century
setting.
Perhaps this man is influenced by

such thinking. But what is disconcerting
is that many who hold such sentiments
very often do so on the basis of easy
slogans, half-truths or half-lies, mmours
and a very limited knowledge of the
institutions and Islamic banking practice.
Islamic banks indeed have much to
answer for. I f there is one spectacular
operational failure associated with
Islamic banking over the last decade or
so, then it must be the inability to
articulate the basic tenets - both Shariah
and operational principles of profit-andloss (PLS) banking.
And Muslims and Islamic banks have
themselves to blame. The different use
of terminology; the differences in
interpretation of Islamic products by
different ulema, sometimes even from
thesameschool of Islamicjurispmdence;
the arrogance shown by some ulema
and bankers who think that because they
are from certain areas in the Muslim
world they have a god-given right to
interpreting the Quran and Hadith; the
failure to establish a professional
international Islamic banking Shariah
Council, unfettered by the politics of
Islam and of competing nationalisms;
and so on, have created an atmosphere
of confusion which at some stage might
threaten the continued credibility of
Islamic banking and finance as a viable
alternative to the conventional interestbased system offinancialmanagement.
At last November's second annual
Emirates International Financial Forum
held in Dubai, Abdul Wahab A l Tammar, a former governor of the
Central Bank of Kuwait and currendy a
director of Arab Banking Corporation
(ABC), indeed touched upon this point.
He identified the resolution of the
confusion on the question of interest as
one of the key future challenges for the
financial services industry in the Gulf
Co-operation Council (GCC) countries.

"Each of us will admit that there is a
genuine need to address this issue
objectively. Fatwas so far have varied
on the issue. Concern and confusion
in the minds of the people remain.
" I do sincerely believe that it falls
upon religious leaders and financial
experts to work closely together to
develop the right guidance for a
Muslim to manage hisfinancialaffairs.
Such joint-efforts should address the
relevant issues at their roots and should
not seek short-term patch-up solutions
to ad-hoc problems. I think such a
project is worth all the efforts, as the
reward will be immeasurable, not only
in terms of attaining the selfpurification each one of us yeams for,
but in terms of the tremendous
contribution to humanity should it
result in a genuine alternative to interest
as a remuneration for capital."
At the very same forum, another
speaker gave a paper on Islamic
banking. Sitting behind this writer was
none other than Eddie George, the
Governor of the Bank of England. The
Islamic banker used Arabic concepts
liberally without venturing any
explanation in Enghsh that Eddie
George was heard to quirp: " I don't
understand any of this. I wish he could
explain this in English."
1 doubt whether many Muslims would
have made much sense out of the
speech either. Islamic bankers must at
all times be aware that they do not live
and operate on acocoon. If they expect
others to adopt and partake in Islamic
banking then they should at least
articulate themselves and the
phenomenon
in a language
understandable to most if not all.
And clearing the confusion on the
concept of interest by adopting a
consensus among both the ulema and
the bankers is a good start.
February 1995 NEW HORIZON
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Islamic Banking Interaction With
Conventional Banks
In a speech delivered at the Institute of Islamic Banking and Insurance's December lecture, Duncan Smith, Head of the
Islamic Investment Unit of the United Bank of Kuwait, argues that interaction between the two banking systems is
necessary and inevitable.

A

t a recent conference on Islamic
banking, an issue which aroused
much debate was whether or not
conventional banks and Islamic banks
should or even could co-operate.
The anti-co-operation lobby's position which came largely from two groups from Western as well as Islamic sources was that Islamic banking should stay purely
in Islamicfinancialinstitutions. Conversely,
those in favour of co-operation, had a few
points to raise. Firstly, the more people
there are trying to find answers to some
fairly complex, practical questions the
better. Secondly, that philosophically and
more importantiy, financially, co-operation
leads to efficiency. In short, inefficiencies
within the current Islamicfinancialmarkets
can best be overcome by experts in Islamic
and Western banks working together.
New ideas on the co-operative theme can
be built, by looking at parallels in past and
current developments in conventional
banking and by what is happening in the
Islamic market.
The first parallel that can be drawn involves
the historical separation between
commercial and investment banks in many
Western countries, and notably the U.S.A.
Historically, there has been a division
between financial institutions which have,
as their bread-and-butter business, been
active in the routine deposit and loan
markets, dealing with the man or woman in
the street,financing,by loans or overdrafts,
corporate manufacturing or trading
activities and the investment banks or houses
4 Febmary 1995 NEW HORIZON

which have concentrated on the securities
markets, bonds and equities.
Before share capital and debts of companies
became regularly tradeable in paper form,
there was no separation between
commercial banking and investment
banking. In a very real sense, all banks
fulfilled the functions of both investment
banks and commercial banks.

frequendy international trading by low risk,
short term commercial facilities (through
Murabaha, Istisna or similar instmments).
On the other side specialist Islamic
investment boutiques are being established
in places like Bahrain, Kuwait, Qatar,
Pakistan and recently Malaysia. These new
entities given half the chance, will become
the Morgan Stanley's, Goldman Sachs and

From left to right: the Speaker of the December lecture on Islamic Banking
Interaction with Conventional Banks, Duncan Smith, the Chairman Mahmood
Faruqi and the Director General of the Institute, Ali Hassan Ali.

Here is the parallel; Islamic banking has
reached the point where similar types of
separation ordi vision of roles and functions
are emerging. This process is not however,
being driven by regulators and legislators.
On the one side are the well established
commercial Islamic banks, particularly in
the Gulf, which have developed to serve
the needs of the local centres in which they
are based, by taking quasi deposits through
savings accounts and financing local and

S.G. Warburg's of the Islamic financial
system. The function of the new Islamic
investment banks or companies will not be
to compete with the routine retail,
commercial aspects of the Islamic banks,
but rather to bring a new brand of innovation
and sophisticated Shariah-compatible
investment structures and products to the
Islamic financial market-place.
In this new set up where will the interaction
between Islamic and conventional banking

FEATURE

take place? Commercial Islamic banks and
commercial conventional banks have been
working closely together for fifteen years
or more.
What will bring the two systems into closer
interaction will be the development in
Islamic investment banking; specialised
structured financing and funds; Islamic
securities trading in a fully fledged
secondary market and eventually certain
types of derivative instruments which
conform to Islamic principles. It will be
interesting to see how commercial Islamic
banks react to the changes.
The growth in ethical investments by
Western investors is a large, well
documented topic, suffice to say that it has
many echoes in the Islamic investment
universe. But, to build further on this
thought, the last few years have witnessed
the worst bond markets (bond markets being
the flagship of the conventional financial
system) since 1926.
In fact (measured by the benchmark 5 year
treasury) the last current year has been

almost twice as bad as the previous worst
year (out of 70). By some calculations,
investors have seen 20 per cent or more
wiped off the capital value of holdings
which in years past have been seen as
very safe (like U.S. Government bonds,
for example). But what has happened in
the 'real' market? The most noticeable
thing has been the world-wide rise in the
price of commodities of basic items which
people use and consume such as coffee,
metals, oil, etc..
The events in Orange county, and to
some extent the large hedge funds point
to what has been happening and the
chaos that this can cause.
In the context of future interaction, and
in particular two distinct areas, ethical
investment and a need to concentrate on
financing real assets with real money,
the conventional financial system will
have a much more compelling reason to
interact with Islamic commercial and
investment banks in the future.
Imagine two quite separate systems, one

Islamic banking and one conventional, coexisting, with only sporadic interaction,
and that the Islamic banking system has
had something of a shock in the last year or
so. It has a new, dynamic and in a technical
sense, conventionally trained and
orientated set of Islamic investment bankers
challenging the old order.
The other system, the conventional
financial system, has had something of a
shock too. First the old orthodoxies of
amorality have been challenged by the
progress of ethical and so-called 'green
funds'. Second, there has been in some
quarters a cultural shift away from purely
paper, financial assets to real assets both in
the developed and the emerging markets.
The two systems may well be moving
closer together. As they move closer there
will be more interaction. More interaction
is not only beneficial to the Western as
well as the Islamic financial markets.
Interaction is necessary and in a global
market, inevitable.

c

NEW HORIZON SUBSCRIPTION F O R M

T3

O u-1 O
^ ^ (N
« ^ ^

(PLEASE WRITE IN BLOCK LETTERS)
NAME

(N 00
— — (N
•jj
t+J

ADDRESS

Telephone:

IS
2
n
H „ >,
e " a
•2

Fax:

1 I

oo r-~ vo
^ <s cn
^ t+< ^

s.
•a
3

Date:
1/we wish to subscribe to

copy/copies of the

NEW HORIZON and enclose a bankers draft/cheque on a UK
bank. The subscription should start with issue No
The Circulation Manager
NEW HORIZON
144-146 King's Cross Road
London W C I X 9DH

c

o

•a
'S S s

February 1995 NEW HORIZON

5

FEATURE

Islamic Banking in the 1990's Developments and Innovations
Adnan Al Bahar, Chairman and Managing Director of the International Investor, Kuwait, speaking at the Dubai
conference of Islamic Banking and Finance held in November 1994, discusses product innovation and the direction of
future developments of Islamic banking.

I

slamic banking is an industry that
has evolved, developed and
grown, and is here to stay. The
industry manages approximately $60 to
$80 billion dollars today, and is growing
at a rate of 15 per cent per annum.
Islamic banking will be responsible for
managing up to 50 per cent of savings in
the Islamic world in the coming 5 to 10
years.
The growth of Islamic banking is areflection
of the result of economic growth in the
Islamic worid fuelled primarily by oil
wealth. This growth made banking a
necessary service to a large segment of the
population. With banking becoming a
necessary service for the majority, it became
inevitable that the problems of conventional
banking and its conflicts with Islamic values
came to the surface leading to attention and
research being directed to the issue.
Looking ahead, a number of developments
will continue to feed this growth - the chief
of these being:
• Continued economic growth in some
parts of the Islamic world and the growing
size and wealth of middle-income groups
in Islamic countries.
• Transfer of wealth, especially in the oil
producing countries, from the State to
private investors, which is very much
the case today with most government
running deficits and wealth becoming
predominantly private owned.
• Institutional demand for Islamic banking
services driven primarily by the underlying
demand of clients; aclear example is pension
funds, where there is pressure from clients
on their long-term savings being invested
6 February 1995 NEIVHOR/ZOW

in an Islamically acceptable way.
• Growing support to the industry by
monetary authorities, as a result of the
growing realisation of the value of Islamic
banking as both a competitive and growing
local industry that is being attracted to base
itself in these markets, and an efficient
financial intermediation system for Islamic
countries, one that works much more in
harmony in these markets with less friction
as compared with conventional banking
and, hence having higher efficiency.
As a result of continuing growth of the
Islamic banking market share, and the need
to link this market with the global market,
there is a growing presence of Islamic
financial institutions in foreign markets
while their traditional counterparts are
retrenching to consolidate their operations
as a result of loss of market share at home
to Islamic banking and an attack on their
higher net-worth clients and corporate
clients by international financial institutions.
In addition traditional regional banks are
finding it difficult to add to value to
international clients that the global players
can not meet and exceed. On the other hand
Islamic financial institutions are gaining
market share and are not exposed to
competition from global players in their
home base because of their highly
specialized market niche, in addition to
their growing capability to deliver value to
their international corporate clients by
helping them tapamarket thattheirexisting
bankers can not help with.
Islamic banking started as a retail banking
industry and has since grown to commercial
banking and now on to merchant and

investment banking. From being referred
to as Islamic banking, it is now recognised
as an Islamic market. This market has
grown in size and new, longer term, more
sophisticated, investors have entered the
market. Competition among growing
number of Islamic banks has intensified.
All of this has resulted in improvements to
the product offering, narrowing of margins
and new products and solutions are starting
to emerge.
Before describing the process of product
innovation in Islamic bank, a few basic
issues need to be clarified. Issues that
although simple are often missed.
• The Islamic Shariah is a Muslim legal
system or law and like every system and
legal code, it addresses the broad issues
and measures by comparison and
precedence. The higher the authority that
ruled, the less likely it is that other bodies
will rule against it. Islamic banks' legal
committees are their legal advisers who
help them stay within the law. Successful
product developmentrequiresexperienced
Islamic bankers and scholars with Islamic
banking experience to be able to stay at the
leading edge.
Therefore, successes in gaining the leading
edge of quality go to those who can
resourcefully apply interactions of well
learned Islamic scholars with long
experience in the industry and Islamic
bankers who understand the Shariah,
specialists who have absorbed the
accumulated wisdom and up-to-date
experience of Islamic banking.
• Islamic banking, like the financial
industry, is heavily dependant on

FEATURE

credibility, not only from the financial
perspective but from the Islamic perspective
as well.
• Success in the Islamic banking industry,
again as is the case in every other industry,
places demands of commitment,
concentration, and living the experience on
a daily basis and on the home ground of this
industry where leading players are
competing aggressively for clients.
The key to successful product development
in Islamic banking, with a view not merely
to compete and survive but with the goal of
excelling in the industry, is to have an indepth understanding of the Islamic
foundations of these products and stmctures.
This is the case because 80 per cent of new
leading edge solutions are not total
breakthroughs but exciting wisdom in
different packages.
Looking at some basic structures with the
view to understand how these are seen by
the market and by Islamic bankers, an
insight into the development of some of the
'later products' that have been derived from
existing well documented structures can be
obtained.
The contract of Bale A l Salam has been
around for a long time but has been rarely
used until recendy. Bale A l Salam is a
trading contract for raw materials or
commodities, primarily used to finance
crops. It is based on a purchase agreement
with immediate payment and future
delivery. Salam was not used until it was
associated with the promise to purchase
from a third party. Armed with a
commitment to buy (promise), the bank
would then purchase by paying cash today
and taking delivery at a set future date. A
sale agreement would then be concluded
on the pre-agreed terms of the promise
which would be cash on delivery or on a
deferred payment.
Ijara is a rental agreement, as in the case of
renting premises or an automobile. The
asset remains with the lessor at the end of
the lease. As in the case of Al Salam, the

promise to purchase was introduced to add
a commitment to sell and a commitment to
purchase at the end of the Ijara, which
brought the Ijara closer to a leasing contract.
Further refinements were then made
including the addition of aone-way promise
for the lessor to sell at set prices at different
points in the life of the Ijara, with the lessee
being at option. This added an early
termination option.
Another feature that is now being realised
is the fact that a lease can be restructured.
These developments make Ijara one of the
most flexible financing agreements in
Islamic banking.
Bai A l Istisna is a totally new concept that
offers a number of future structuring
possibilities for trading and finance. It is a
contractual agreement for processed goods
and commodities. Itallows for cash payment
and future delivery or a future payment and
future delivery.
This instrument allows for pre-payment for
future delivery, or deferring both payment
and delivery. The bank is then able to presell to its clients for future delivery on cash
on delivery and then negotiate the purchase.
This trading contract opens the way for a
number of new opportunities, including
some form of futures contract trading of
processed commodities, as it allows for
deferringbothendsofthe contract - delivery
as well as payment. It is also currenfly
being used for short term working capital
finance. Istisna and Wakalah, will play a
key role in the short term investment and
working capital schemes in the future replacing the Murabaha as the short term
financing scheme, especially in its
international application.

central banks start to look at ways of using
the discount window with Islamic banks,
and ways to provide liquidity to those
banks when needed. This wdl further encourage the developments of leasing and
Istisna over the existing debt based contracts such as Murabaha.
• Equity investments will remain quite
restricdve and profit-and-loss sharing
agreements will see substantial growth in
their use, especially in the project finance
area and the financing of early stage
companies. The way to avoid company
ownership, with all of its problems, from
the Islamic perspective, especially for
companies that will still manage their
conventional finance, is to participate in
the project and not the company.
• Currency hedging techniques will have
to fiirther develop and one way, along this
road, is to trade commodities in different
forms and denominate these transactions
in different currencies.
A l l of this describes stt-ucturing works in
Islamic banking and the direction of
product development into the future. It is
critical to closely monitor the market and
the different forces shaping it, in order to
detect and track trends and needs and to
bring together the knowledge and wisdom
of learned Shariah scholars and the skills
of experienced Islamic bankers in order to
achieve and maintain a leading edge.

There are three broad areas which future
developments must be directed towards:

Islamic financial techniques and solutions
are growing and developing fast and are
growing
in
complexity
and
competitiveness. This is the result of
accumulated knowledge, applications of
wisdom, the entry of more demanding
clients to the market and intensifying
competition.

• The need to trade assets in their current
form, or after securitising them is becoming important especially for banks to renew
their capabilities to book new business. It is
also becoming even more important as

To lead and excel in such a market, players
must immerse themselves totally in the
business, look at it from the technician's
point of view and live with its daily
movement and change.
February 1995 NEW HORIZON
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Islamic Banking and its Impact
on the International
Financial Scene
Dr. Rodney Wilson of Durham University speaking at the Institute of Islamic Banking and Insurance last month
discusses the effect Islamic banking has had on Muslim and non-Muslim states since its introduction almost twenty
years ago.

M

odern Islamic banking institu-

even to London. The A l Rajhi money-

Even some European banks offer Islamic

tions first appeared in the

changing group applied for an Islamic

financial products, including Kleinwort

financial scene in the 1950's

banking licence in Saudi Arabia, and offered

Benson of London and the Swiss Banking

with the establishment of farmer credit

Islamic financial services intemadonally

CorporaUon. Islamic financial instruments

unions in Pakistan. Later in 1963 the Mit

through their London based investment

are increasingly accepted internationally,

Ghamr Savings Bank, a small rural in-

company. Prince Mohammed founded Dar

even in non-Islamic countries, and the

stitution in Egypt was founded. In 1971

A l Maal A l Islami, the house of Islamic

basic principles understood.

it was incorporated into a new govern-

funds, as an international financing

ment controlled institution, the Nasser

In Iran and Pakistan the entire financial

institution based in Geneva.

system was Islamised in the 1980s, and all

The new Islamic banks had to compete

banks in those countries operate under the

with the conventional riba based banks in

Shariah religious law. Not only is riba

Social Bank, which had responsibility
for the collection of zakat, the Islamic
wealth tax.

most Muslim countries, but appear to have

prohibited, but all deposits are accepted on

However the major expansion in Islamic

been particularly successful in attracting

a participatory basis and financing is

banking came in the 1970s with the

deposits. The Kuwait Finance House

entirely through Islamic instruments. It is

establishment of the Dubai Islamic Bank in

accounts for one fifth of total deposits in its

too early to assess the success of these

1975, the Faisal Islamic Banks in Egypt

home country, and the Jordan Islamic Bank

experiments, as Iran's economy was

and the Sudan in 1977, the Kuwait Finance

has succeeded in attracting deposits from

severely damaged in the lengthy war with

House the same year, the Jordan Islamic

poorer people who had not previously used

Iraq, and Pakistan has been subject to

banks.

political instability and ethnic tensions.

Islamic banking has now spread to Malaysia

It is clear, however, that Islamic banking is

and Indonesia, and Bank Islam Malaysia

no mere passing phenomenon. Ethical

has funded many promising industrial

concerns are perfecdy consistent with

ventures, including those run by Chinese

profitability, and the Islamic banks have

Gulf business interests strongly supported

speaking non-Moslems. Bank Muamalat

been able to harness long term savings on

the new Islamic banking movement. Prince

Indonesia would appear to have enormous

more favourable terms than secular

Mohammed bin Faisal of Saudi Arabia was

potential in arapidly industrialising country

institutions. The substitution of equity for

the instigator of the Faisal Islamic Banks.

with 160 million Muslims.

debt finance is advocated by many

Sheikh Saleh Kamel's Dallah group based

Some commercial banks have started

development agencies. Participatory

in Jeddah aided the Jordan Islamic Bank

offeringlslamicbankingfacilities, including

finance is especially suited for small

and funded the Albaraka Islamic Banks

the state owned banks in Egypt and the

business, and there is a venture capital gap

which spread from Turkey to Tunisia, and

National Commercial Bank in Saudi Arabia.

in many Muslim countries.

Bank in 1978 and thcBahrainlslamic Bank
in 1979. The impetus was pardy the oil
revenue boom in the Gulf and the growing
economic muscle of the more conservative
Muslim states of the Gulf.
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Islamic finance can meet these needs, and

Iraq Iran War and the fall in oil prices.

participating term certificates. The latter

provide a workable alternative to

For Islamic banks one of the major

were issued as a replacement for interest

conventional lending. Of course teething

challenges will remain how to handle their

based debentures and are based on the

problems have inevitably occurred, but the

liquidity. The banks have been more

principle of profit sharing, but in practice

experience so far is encouraging. The best

successful in attracting deposits than in

are less liquid than conventional bills or

motivation is moral rather than merely

identifying funding opportunities. Some

bonds.

financial,

financial

have merely catered for their liquidity needs

For such instruments to be traded in

intermediation has been welcomed by many

by redepositing funds with other institutions,

international markets they would have to

with considerable enthusiasm.

including western banks which have

be sponsored and accepted by the major

Islamic banking has become a $50 billion

undertaken to use the deposits in accordance

multinational banks. This is feasible i f

industry in terms of assets held. Yet this

with Islamic principles.

their was a demand from governments in

and

Islamic

the Islamic world to finance their foreign

represents less than one percent of bank
assets world-wide. There is clearly
considerable scope for expansion both in
countries with majority Muslim populations
and in the financial markets of West. At the
retail level it should be possible for Islamic
deposits to account for around one quarter
of the total in the Gulf states, Jordan and
Egypt by the year 2000. Progress in other
Arab states such as those of the Magreb
may depend on political developments.

Islamic banking has become a $50 billion
industry in terms of assets held. Yet this
represents less than one percent of bank
assets world-wide. There is clearly
considerable scope for expansion both in
countries

with

majority

Muslim

populations and in the financial markets
of West At the retail level it should be
possiblefor Islamic deposits to account for
around one quarter of the total in the Gulf

In Syria and Iraq, which at present have no

states, Jordan and Egypt by the year 2000.

Islamic banks, political factors will also be

Progress in other Arab states such as those

crucial. In the fastest developing Muslim

of the Magreb may depend on political

economies, Turkey and Malaysia, Islamic

developments.

banking is poised for expansion, with the
providing much

of the

momentum. In Turkey there are no official
impediments to Islamic banking, it is very
much up to the banks themselves, the crucial
factor being to convince the banking publ ic
through effective marketing.

financial systems developed, with a wider
range of products on offer, and more
emphasis on long term equity financing.
The Islamic Banking Law of 1983 has
proved successful, as the banks have been
able to maintain their deposit base in spite
of the financial difficulties caused by the

exchange receipts as a proxy for national
profits. Countries could obtain funding
from international markets on the basis of
projected foreign exchange receipts which
would give an indication of ability to repay.
The more favourable the projection for
foreign exchange receipts, the more
attractive would be the instraments for
investors and the greater the countiy's
capacity to tap international markets. I f
foreign exchange receipts were less than
those projected, then a lesser amount or

This may be satisfactory as a temporary

investors. If the foreign exchange receipts

expedient, but in the longer term Islamic

were higher than the amount forecast, then

banks will want to handle more of the

a profit rate above the benchmark would

business themselves rather than passing it

be paid. Clearly the forecast for foreign

to other institutions. To do this they will

exchange earnings is crucial.

need to build up theirexpertise andestablish
a wider range of business contacts, including

Iran and Pakistan should see their Islamic

worked out, such as growth in foreign

even no profit would be distributed to

increasing wealth of the Bumiputra in
Malaysia

spending through such instruments. Some
criteria for j D c r f o r m a n c e would have to be

those with non Muslims in the West.
One major problem is the absence of an
international market in Islamic financial
instmments. A number of instmments have
been issued in Pakistan and are traded within
that country including Mudaraba certificates
oflslamic investment companies, solidarity
bonds oflslamic insurance companies, and

These forecasts could be provided by the
Islamic Development Bank in co-operation
with the International Monetary Fund to
ensure international credibility. The
Mudaraba certificates could be issued for
a period not exceeding five years, as
forecasting foreign exchange receipts is
difficult. As the aim must be to make the
certificates attractive to international
investors, it seems appropriate that
February 1995 NEW HORIZON
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new, untried instruments, should be issued

context the number of individuals who are

has by far the largest stock market in the

for a shorter period than conventional

inaposition to provide Musharakafinancing

Islamic world, but much of the trading is

bonds.

is limited, although modern Musharaka

dominated by Chinese brokers dealing

It is important to bear in mind that this

funding through equity market participation

largely in the shares of companies with

type of Mudaraba finance represents

may have much smaller risks because of

only aminority statutory Bumiputra stake.

commercial funding, not foreign aid.

the ease of divestment.

The debate has included proposals to
Islamise the Kuala Lumpur stock market,

Muslim countries such as Malaysia and
Turkey are likely to benefit the most and
states like Sudan and Bangladesh the least.
This finance should not be seen as a
substitute for development assistance, but
rather is a way of attracting Euro market
funds, which would not otherwise have
gone into Islamic instruments. The
advantage is that the access to global capital
markets is enhanced for those Muslim states
that can best utilise intemational finance.
Such states are not competing with poor
Muslim countries for funding, but rather
with non Muslim newly industrialising
countries in East and South East Asia and
Latin America.

Perhaps the best method of Musharaka
financing in a modernfinancialcontext is
through Islamic banks. Because the banks
have the resources to build up diversified
Musharaka portfolios, they are able to
engage in such financing at much lower
risks to themselves. Yet Islamic banks
appear to concentrate excessively on short
term Murabaha financing, and have
neglected to a considerable extent the

which is regarded in some quarters as too
speculative. There are also proposals to
create an alternative Islamic market, while
leaving the main market free to operate in
its present form. Another more modest
possibility is simply to have Islamic
windows into the existing market, where
equities would be vetted to see if they are
halal from the point of view of the Islamic
investor.

possibility ofMusharaka. In sofar as they

Given the lack of development of stock

undertake longer

exchanges in much of the Islamic world,

term finance it is

through ijara or leasing. Although useful

one option for Islamic investors is to simply

for many Muslim businesses, this cannot place their funds in western markets. There
be regardedas a substitutefor Musharaka, has of course been much recycling of oil

Participatory finance through Musharaka

which involves risk sharing through

revenues from Muslim oil exporting

was one of the earliest forms of Islamic

partnership. Why have Islamic banks not

countries since the 1970s, both official and

finance, involving a partnership between

undertaken such financing to a greater

private, although the oil price falls and the

the provider of the capital and the user or

extent, andwhatcan be done to encourage defence expenditure needs arising out of

entrepreneur. Such financing was used

its development?

Private Arab investments in London, New

world, usually for the funding of small
businesses. Short term trade finance was
available through Murabaha arrangements,
but longerterm capital projects were funded
through Musharaka. There was usually a
formal contract between the parties

the Gulf war have eroded the official asset
holdings of Saudi Arabia and Kuwait.

widely and successfully in the Muslim
If Islamic banks could liquidate their
Musharaka investments they would be more
willing to undertake this type of financing.
Stock markets are underdeveloped in most
Muslim countries. One possibility would
be to have a parallel Islamic market which

York and other major international
financial centres remain considerable, with
these being channelled through commercial
banks, investment companies and to a
lesser extent unit trusts, or simply placed

specifying the amount of the funding, the

was mn on more ethical grounds, but from

directiy into equities and bonds.

proportion of the profit shares, what

a financial, and perhaps conceptual stand-

There has also been capital flight from

happened in the event of losses, and the

point, this is by no means straightforward.

countries facing political uncertainties in

There has been some debate over the merits

the Islamic worid, and often a natural

Traditional Musharaka can be looked upon

of having specifically Islamic stock

desire to maintain hard currency earnings

as a type of venture capital financing, with

exchange, mainly in Malaysia in the context

rather than repatriate funds into countries

relatively hi'^h risks involved for the

of securing greater access to the financial

where rigorous foreign exchange controls

provider of the funding. In this modem

markets for the Bumiputra. Kuala Lumpur

are in force. The attraction of holding

terms of divestment.
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assets denominated in stable currencies has

on their behalf. The prospects for

financing windows or products, but as

also kept funds in western markets,

developing unit tmst business are best

many of the Islamic insurance companies

especially from those countries with

where there are properly capitalised

are wholly owned subsidiaries of Islamic

rapidly depreciating currencies.

schemes with investible funds available,

banks, this may mean conflicts of interest.

In the last 10 years there has been an

but with the exception of some of the Gulf

With Islamic insurance only a tiny

increasing demand by clients from Islamic

states, notably Kuwait, this is seldom the

proportion of an underdeveloped insurance

countries and Muslim residents in the West

case in Muslim countries. The absence of

market, prospects for encouragement of

to ensure their funds in western markets are

major private pension providers reveals a

unit tmst development firom this source

placed and managed accordingly to the

significant gap in the financial services

remain limited.

Shariah law. What criteria should western

sector throughout the Islamic world.

investment management use if conformed

Insurance companies are often both unit

In the last 10 years there has been an

with such demands, and from where should

trust providers and users in western

increasing demand by clientsfrom Islamic

they get advice? There are of course

financial markets, but here again there is a

countries and Muslim residents in the

numerous Shariah advisers versed in Islamic

deficiency in most Muslim states. The

West to ensure their funds in western

law who can be called upon to advise,

insurance market is underdeveloped, with

markets are placed and managed

although it is best to engage someone with

few household policies, car insurance

accordingly to the Shariah law. What

an established reputation.

being the main consumer item. There are

criteria should western investment

Islamic objections to life insurance, but no

management use if conformed with such

prohibition of other types of insurance

demands, and from where should they

business. Indeed there are specific types

get advice ? There are of course numerous

of Islamic insurance provided under the

Shariah advisers versed in Islamic law

takafol principle, which stresses the

who can be called upon toadvise, although

solidarity of the insured. In practice this

substantial continuing funding.

it is best to engage someone with an

means that Islamic insurance is best

established reputation.

Constructing bankingfacilities for deposits

organised on a mutual basis, so there is no

on a Mudaraba basis is relatively

question of profits being made out of

straightforward, as there are well established

policy holders potential misfortune. The

This

procedures for profit sharing. More

concern is that with a conventional PLC

finance illustrates how the institutions

difficulty is likely to be experienced in

company, there is a potential conflict

involved are attempting to provide a

deploying the funding however, Murabaha

between the interests of the insured and

comprehensive service for the Muslim

mark-up trade financing being the most

those of the shareholders, and that the

saver and investor, as well as potentially

The other alternative is to enter an
arrangement with an institution which
already provides such services, through
either a one off deal, or alternatively on an
ongoing basis i f there is likely to be

straightforward type of deal i f suitable
financing opportunides can be idendfied.
The altemative is simply to redeposit the
money Islamically with an institution used
to working in this area.
In the Islamic world pension provision is
minimal outside the state sector, and most
government schemes are funded on a current
rather than a capital basis, with pensions
being financed out of current contributions
rather than past contributions by the
pensioners themselves and their employers

survey

of Islamic banking and

management's responsibility should be to

providing

the former rather than the latter.

provisions. There is evidendy a long way

insurance

and

pension

to go, but aconsiderable amount has already
Islamic insurance companies are free to
offer unit tmst products to their clients but
in practice none do, as all the companies
are small, and most focus their efforts on
the business market rather than a retail
base of personal clients. Some simply
obtain business from referrals by Islamic
banks, ratherthan seeking business through
their own efforts. One way of enhancing
business would be to seek custom from
conventional banks offering Islamic

been achieved, and a solid basis has been
laid for further developments. Islamic
finance has developed more instmments
than any other type of ethical investment.
There is much those involved in the latter
can learn from Muslim financial practices.
As ethical savings and investment increase
in popularity in the West, there are likely to
be considerable synergies with Islamic
financing.
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Development of Islamic Banking in
Malaysia
With Malaysia leading the way in the development of an Islamic financial sector, Dato Dr.Affifuddin bin Haji Omar,
Parliamentary Secretary to the Malaysian Government, discusses his government's strategy in promoting Islamic
banking.

T

he establishment of Islamic
financial institution in Malaysia
had begun in 1962 when the
Pilgrims Savings Corporation was set
up. The Malaysian Government, during
the
transitory
period
after
independence in 1957, realised that the
inactive participation of the Muslim
community in the banking sector was
mainly due to the fact that banking
institutions were based on interest.

This was evident especially during the
Haj. A large number of Muslims who
desired to perform Haj did not keep their
money with the bank, but, instead preferred
to keep the money in pillows, earthen jars
and other forms of traditional saving,
which often led to thefts and losses during
calamities.
In 1969, the operations of the Pilgrims
Savings Corporation (PSC) increased
when the govemment merged PSC with
the Pilgrims Affairs Office (PAO) based
in Penang. This gave birth to Pilgrims
Management and Fund Board (PMFB),
more populariy known as Tabung Haji
(TH). The main objective of T H was to
assist and look after the welfare of the
Muslims while during the pilgrimage and
also to mobilise Muslim investment more
effectively in accordance with the Islamic
principles.
After a span of three decades, it is realised
that the decision to establish Tabung Haji
was a right and wise one. Tabung Haji is
now a big conglomerate, actively involved
in a variety of economic enterprises in
commerce, industry,
housing
development and agriculture. Its
investment includes shares and
participation in subsidiaries, property, unit
12 February 1995 NEW HORIZON

tmsts and government securities. By the
end of 1993, the total resources of Tabung
Haji amounted to RM 2,066 million with
more than two million accounts.
Islamic banking, in Malaysia began with
the establishment of Bank Islam Malaysia
Berhad (BIMB) in 1983. The legal basis
for the setting-up of the bank was the
Islamic Banking Act of 1983. The Act
provided the Malaysia Central Bank the
powers to supervise and regulate Islamic
banks. At the same time the government
also enacted the Govemment Investment
Act, 1983, authorising the issue of
Government Investment Certificates,
which are bonds issued on an Islamic
basis. As the certificates are regarded as
liquid assets, the Islamic banks could invest
in the certificates to comply with the
prescribed liquidity requirement as well
as to park their temporary idle funds.
After a decade of Islamic banking, the
Malaysian Government is of the opinion
that the scope oflslamic banking services
should be broadened to enable all levels of
people in all walks of life to gain access to
Islamic banking. Bank Negara took up
the task of drawing the agenda for the
establishment of acomprehensive Islamic
banking system in Malaysia and oudined
the objectives to create:
• A comprehensive, viable and vibrant
Islamic system covering all aspects of
banking, serving all Malaysians, both
Muslims and non-Muslims.
•
A system which reflects the socioeconomic values of Islam, not merely on
the basis of a mechanism that does not
involve interest.
• A system functioning on aparallel basis

with the conventional system, not intending
to replace the conventional system.
In order to establish a worthwhile system.
Islamic banking requires three vital elements
- a large number of players, a broad variety of
instmments and an Islamic interbank money
market.
To achieve the first requirement, there must
be an adequate number of different types of
institutions participating in the system which
would provide depth. A scheme, known as
Skim Perbankan Tana Fadah (SPTF) was
developed by Bank Negara to allow
conventional financial institutions to offer
Islamic banking services.
The SPTF, launched on 4 March, 1993 on a
pilot basis involving three largest domestic
commercial banks, worked smoothly. On 5
July, 1993 BankNegaraissued specific guidelines on Islamic banking and announced that
any financial institution that met the
requirements of the guide-lines would be
allowed to participate in the scheme. At
present, a total of 25 financial institutions
have obtained government approval to
participate in the scheme, and 14 commercial
banks, nine financial companies and two
merchant banks with a total of 793 branches
offer SPTF facilities throughout the country.
As at 31 May, 1994, the deposits received by
the SPTF financial institutions amounted to
RM 960 million.
The second requirement of having a broad
variety of instruments, has been achieved
when, by the end of May 1994, a total of 23
Islamic banking products were successfully
developed to accommodate public needs.
The viability of the instruments have been
tested by Bank Islam Malaysia in its
operations in the past decade.
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The third requirement was met when the
Islamic interbank money market, was
implemented in the Malaysian financial
system with effect from 3 January, 1994.
The Islamic interbankmoney marketcovers
the following aspects:
• Interbank trading in Islamic financial
instmment, whereby the Bank Malaysia
and all the SPTF financial institutions are
allowed to trade in the Islamic financial
instruments, such as Islamic bankers
acceptances among themselves;
• Islamic interbank investments, whereby
a surplus SPTF bank can invest in another
SPTF bank which has a deficit on the basis
of Mudaraba (profit-sharing); and,
• Islamic interbank cheque clearing
system, whereby a new cheque clearing
system was devised to segregate the SPTF
cheques from the conventional cheques
and the clearing would be squared on the
principle of Mudaraba.
Malaysian approach to implementing a
successful Islamic banking system is geared
to a clear set of achievable objectives and
a commitment to gain those objectives on
as many a front as possible, on a step-by-

step basis, and thus to avoid costly mistakes
and the need to back track. There are,
however, some quarters which demand
that the conventional banking system should
be replaced entirely by Islamic banking.
It is however unwise to implement the
Islamic banking system through reinventing the wheel. It is not only
unrealistic, but also inconsistent with our
capability and knowledge.
At present, Malaysia has developed a
modern, sophisticated and viable Islamic
banking system. Therefore, in promoting
Islamic banking, the system should not be
overloaded with unnecessary work. The
workload can be greatly reduced if the
Islamic banking sector fully maximises the
potential, innovadon and advancement that
took place regularly in the conventional
banking system. The strategy should be to
allow both systems to operate side by side
and to let the public decide on the best
system which suits them.
Malaysian aspirations to have a worthwhile
Islamic banking system needs a concerted
and continuous effort, and the realisation
of current realities.

In a multi-racial and multi-religious country
like Malaysia, these considerations have
to be taken on a pmdent and strategic
premise. One should acknowledge the
fact that Islamic banking is still in its
infancy; butthe scope for its improvements
are vast.
The Govemment and Bank Negara are
closely monitoring the progress oflslamic
banking in the country. Quality would be
one of the main features oflslamic banking,
and steps are being taken to lay down a
strong foundation oflslamic ethics, sound
banking practices, pro-active marketing
and competitive pricing. The step-by-step
approach and concentration on inculcating
Islamic principles and norms wdl remain
the fundamental guidance towards the
future implementation oflslamic banking
in Malaysia.
This is an edited version of Dato Dr.
Affifuddin's opening address at the
Second Intemational Conference on
the 'Challenge
of
Interest-Free
Banking' held in Malaysia last year.

DIPLOMA
in
ISLAMIC BANKING & INSURANCE
Distance learning.
No classroom attendance.
For further details contact:
T H E INSTITUTE OF ISLAMIC BANKING & INSURANCE
ICIS House
144-146 King's Cross Road, London W C I X 9DH
Tel: 0171-833 8275
Fax: 0171-278 4797
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The Banking System and Economic
Development: The Case of l\irkey
Dr. Sabahuddin Zaim, of Sakarya University, Turkey, discusses the role Islamic banks can play in the economic
development of states and the influence Islamic banks have had in Turkey in attracting funds and using these resources
to develope Turkey's economy.

n a domestic banking system, tlie
channelling of savings to investment
on the one side, while functioning
as an intermediary in economic and
commercial transactions on the other side,
and dealing with monetary policy, has an
important function in economic
development. The banking sector is the
backbone of both internal and intemational
economic relations and can become the
main focus for economic development.

I

Islamic banking started officially in 1976
with the establishment of the Islamic
Development Bank in Jeddah, which was
the result of the previous quarter century' s
evolution oflslamic economics and finance.
The IDB, which was established by the
member countries of the Organisation of
Islamic Conference functioned according
to the Islamic profit-and-loss system.

particulariy Islamic financial institutions.
Many member countries of the OIC adopted
this second approach.
There were difficulties and deficiencies in
the evolutionary process of Islamic banking
in the case of both models.
• The absence of complete agreement on
the nature of Islamic society and of a
theoretical model of Islamic economics,
particularly by religious scholars and
economists.
• Deficiencies, and lack of knowledge by
both managers and businessmen about the
working of Islamic banking in the field of
Islamic economics.
• Lackofpoliticalwillofmembercountries
(states) has reduced the speed of Islamic
financial evolution.

• The establishment of a complete Islamic
banking and financial system based on the
model oflslamic economics, in the context
of an Islamic society and Islamic state,
leaving aside the previous system, which
was based on capitalist or socialist
ideologies. Iran, Pakistan and Sudan to a
limited extent, adopted this approach.

Islamic banking and especially the
Mudaraba instrument has an important role
in influencing in economic development.
Islamic banks take a share of the risks of the
businesses being financed, decreasing the
financial risk of the business, as compared
to interest-based banking. Especially, during
times of increases in interest rates and
financial risk, the Mudaraba system has an
encouraging effect on the confidence of the
entrepreneur.

• The preservation of the secular system,
based on capitalist or socialist ideologies,
but each country individually adopting a
gradual evolutionary strategy through the
establishment of Islamic institutions, and

It is argued that the uncertainty of profit in
Mudaraba contracts and secondly, the
increase of profit-evaluation expenses may
discourage investors. However there is not
enough evidence in practice, to justify such

Member countries of the OIC adopted
Islamic banking in two differing ways:
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misgivings. The increase of expenses in
project evaluation as a negative factor at
the micro-level, may be compensated by
anincrease in productivity and profitability,
as a positive factor at the macro-level. The
target of an Islamic bank should be to
encourage development from below, by
stimulating the saving capacities of small
savers, and guiding them through
institutions organized in the community,
towards Islamic banks.
Islamic banking as a method of project
evaluation, may shift from traditional forms
of in vestment project planning to the more
successful program planning. Strategic
investment program planning is strongly
orientated towards the bank's external
environment. There will be a need not just
for investment research, but more
particularly for a sophisticated investment
research program. This requires a multidisciplinary approach to the investment
process.
Relations and co-operation among the
Islamic banks at national and international
levels needs to be improved. The IDB and
the International Association of Islamic
Banks should assume more responsibility
in this area. The IDB should also have
responsibility for bringingtogetherprivate
and public capital resources in member
countries and acting as an intermediary in
channelling these resources to investment
projects in developing countries. Local
Islamic banks can work together thorough
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the IDB in aiding infrastructural and
institutional development.
Turkey can be regarded as one of the
countries which followed the second
approach in its development of Islamic
banking and in this respect Islamic banking
has not had a very influential effect on the
economic development of the country.
Decree no. 83/7506, dated 16, December
1983 of the Turkish law entitled
"Foundation o f Private Financial
Corporations", laid the groundwork for
Islamic banks to be set up in Turkey.
According to this legislation, Islamic
financial institutions could "collect funds,
in addition to their capital, for allocadon to
the economy by means of private current
accounts and those accounts giving the
right of participation in profit-and-loss
activities in Turkey as well as foreign
countries, and may according to the method
to be designated in notification, make
these funds available for the financing of
agricultural and commercial operations
and services; for joint ventures; for the
issue of letter of guarantees abroad; for the
financing of exports and imports; as well
as the supply of equipment related to
investments and the offering of this
equipment for sale or lease to firms by
instalments".

native capital. A PFC has the authority to
operate like any other Islamic bank. A l l
collected funds are classified under two
categories: current accounts and
participation accounts. As in many other
like Islamic banks. PFC'sudlize these funds
under the contract of:
•

Murabaha (providing funds for
production or consumption)

• Participation in profit and loss projects.
• Leasing.
• Providing funds for commodities based
on documents.
The most important function of PFC's has
been to attract the funds of those people
who were unwilling to invest their saving
in interest-based banks because of religious
obligations, into the economy. Later, this
lead to more people depositing their funds
in PFC s, because of expectations of higher
returns.

Although PFC's

their savings from eroding. Through real
estate, bank interest or foreign exchange.
With the emergence of PFC's on the
Turkish financial market, two more
alternatives were provided to savers. Either
to deposit their savings into PFC's on an
interest-free basis, or buy participating
shares on a profit-and-loss basis for a
particular period, in public investments
like bridges and dams. These share were
sold by the treasury.
Strong competition for funds already
existed from traditional banks and the real
estate sector. When the PFC's joined to
market, they had to compete with the
banks and the real estate sector for funds.
PFC' s had to provide higher rates of remm
to attract funds. Instead of channelling
these deposited funds into the industrial
development, providing long mns returns,
PFC's preferred to utilize these funds in
the commercial market, and obtain short
term higher returns, through Murabaha
financing.

developed rapidly, and

acquiredahigh percentage of growth, they
have managed only a modest share of the
total deposits

of the banking

approximately

three per cent of total

system,

deposits in 1993. In PFC's eight per cent of
deposits are in current accounts, while the
remainder

are

Islamic financial institutions are not subject
to Turkish banking law, because all
financial insdtudons known as "banks" in
Turkey are interest-based institutions.
Islamic financial institutions have been
given the title "private finance
corporations" (PFC), and have been
authorised to collect funds, on an interestfree basis and to operate through
participation in a profit-and-loss system.

participating

accounts.

in

profit-and-loss

Till date, four private finance corporation
(PFC) have been established; three of
which were set up with a combination of
Turkish and foreign capital, Faisal Finance,
Al B arakaFinance and Kuvey t Turk Evkaf
Finance, while Anadolu Finance has only

There are several reasons for the lack of use
of the Mudaraba transaction. Turkey has
suffered from a 15 year continuous period
of high inflation. Before Islamic banks
were set up in Turkey, people had three
alternatives in keeping the real value of

In the utilization of funds, 90 per cent of the
funds were directed through to murabaha
financing to the commercial and industrial
sectors. During the last two years, some
funds have been invested in the industrial
sector through the use of leasing contracts.
Mudaraba financing, an essential part of
the activities of PFC's, was seldom used.

PFC's have however made a positive
contribution to the Turkish economy by
attracting idle funds and utilizing these
mainly in the commercial sector and but
more particularly in foreign trade. However
as the total funds, attracted by the PFC's is
only 3 per cent of the total deposits of the
banking sector; they have made very little
impact on the development of the economy.
Funds which were collected by the PFC's
were not utilised in industrial investment.
In the other member countries of the OIC,
which followed the second model, the
case seems to be very similar to that of
Turkeys'. Islamic banks control about 20
- 25 per cent of the total deposits in Egypt
and Kuwait, 10% in Sudan and less in
others.
The evaluation of Mudaraba function of
the Islamic banking system, it seems may
only be possible in an Islamic state, where
the total banking system operates in a ribafree system.
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Islamic Banking
BAHRAIN

XT' aisal Islamic Bank
^ of Bahrain's Shares
listed on BSE
Faysal Islamic Bank of Bahrain (FIBB),
the Bahrain-based subsidiary of Dar Al
Maal Al-Islami Group, which achieved a
net profit of $11 million during the first
11 months of 1994, compared with $8.4
million during the same period in 1993,
has listed its shares on the Bahrain Stock
Exchange (BSE).
Its balance sheet footing as at November
1994 exceeded $2 bdlion. Total deposits
as at November 30, 1994, amounted to
$1.5 billion, an increase of 20 per cent
over the corresponding period in 1993.
This was achieved by introducing new
products which have been well received.
At a news conference convened recently
at the Trading Hall of the Bahrain Stock
Exchange, Nabil Nassief President and
Chief Executive Officer of Faisal Islamic
Bank of Bahrain referred to the most
recent sale of 40 per cent of FIBB's
operations in Pakistan through a
successful public floatation.
Despite the bearish market, the floatation
was oversubscribed by 2.7 times. FIBB is
also planning to set up a Securities House
in Bahrain under the name of Faysal
Securities and Financial Services
Company which will start operating
during the first quarter of 1995.

PAKISTAN

J DB gives $165 million
to Pakistan
The Islamic Development Bank has
signed to agreements with Pakistan worth
$165 million.
Under the first agreement, the bank will
finance import of cmde oil worth $100
million in favour of the Pakistan Oil
Refinery.
Under the second agreement, the bank
16
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will pay $65 million to finance a project
for equipping two lines for transmitting
electricity in favour of the Water and
Energy Development Board.

p

akistan needs Kisan
Bank based on
Islamic principles
Dr. Shahid Siddiqui, Director General of
the Institute of Islamic Banking and
Insurance, Asia and Pacific region, has
emphasised upon the need of establishing
a 'Kisan Bank' (fanners bank) in
Pakistan which in his view, should
function on Islamic banking principles.
Talking to newsmen, he also offered to
provide all possible assistance of his
Institute in preparing the feasibility report
of a Kisan Bank and in the development
of financial products and modus operandi
for its functioning, if required.
Commenting on a published report in a
section of press that the State Bank of
Pakistan was considering applications for
grant of permission to establish new
banks. He said that there was definitely
room for new banks as deposits of
scheduled banks in Pakistan registered a
rise of over 15 per cent in 1994, whereas
the share of total deposits of all the new
banks was only about four per cent of
total deposits of banks in Pakistan.
He also remarked that the total number of
commercial and investment banks,
modarabas, financial institutions and
leasing companies was in the region of
120 and that the State Bank was not fully
equipped to supervise them.
Emphasising the need to take suitable
steps in this direcdon, he opined that this
should not be allowed to come into the
way of organized expansion of banks and
financial institutions.
Dr. Siddiqui, however cautioned that the
criteria for granting licenses should be
strictly followed, which had not been
done in the past in some cases, he added.
He also emphasised on upholding higher
standards of professionalism in the

financial sector including central banks
and viewed that otherwise the position
might deteriorate further.
Dr. Siddiqui suggested that in addition
to commercial and investment banks
under the existing system, a Kisan bank
and a Export bank based on Islamic
principles should be established.
The manifesto of the Pakistan Peoples
Party contained a commitment to
establishing a Kisan bank but instead but
instead Kisan windows had been opened
only in the Agricultural Development
Bank of Pakistan, he commented.
This did not serve the purpose as neither
the objectives of the Shariah were being
met, nor substantial benefit was being
passed on to poor farmers, he remarked.
He further added that 70 per cent of the
population of the country was engaged
in agriculture and if a Kisan bank based
on Islamic principles could be set up to
provide financing to poorer fanners,
Pakistan could become the first country
in the world who could claim that
Islamic banking had been established for
seventy per cent of the population of the
country.
He reiterated that the Institute of Islamic
Banking and Insurance is ready to
provide all possible technical assistance
in this regard.

QATAR
^ slamic Insurance Firm
A Opens in Qatar
The first Islamic insurance company in
Qatar to operate on Islamic principles
opened on the 1st of January 1995, its
Chairman Nasser ibn Muhammad A l Fuhaid Al-Hajiri said.
The Qatar Islamic Insurance Company's
capital of 20 million riyals ($7.6 million)
is held by 198 Qatari nationals and two
Islamic banks. Its shares will not be
traded, Al-Hajiri said. "Unlike
conventional insurance companies,
premium payers will become partners in

N EWS

the company and will be entitled to a
share in the profits and losses of the
company," remarked Al-Hajiri.

SAUDI ARABIA

^

1-Rajhi Launches
Remittance Service
to Bangladesh
The Saudi bank, Al-Rajhi Banking and
Investment Corporation (ARABIC) will
shortly launch its' Express Remittance
Service' to Bangladesh, following the
signing of the memorandum of
understanding (MOU) with the Dhakabased Islami Bank Bangladesh Limited
(IBBL) in Riyadh recendy.
During the signing ceremony, the A l Rajhi Banking and Investment
Corporation was represented by
Assistant Deputy General Manager
Fahad Abdulla Abdulaziz Al-Rajhi.
who is also the Vice-Chairman of IIBL.
The Chairman of the Board of Directors
of IIBL Commodore M . A. Rehman
signed the MOU on behalf of the
Bangladeshi Bank.
Besides being involved in banking
business through the years, the IBBL
with substantial shares-stake by
individuals and institutions from Saudi
Arabia, has participated in building
national economy of Bangladesh
holding 35 per cent in national
fertilizers, 80 per cent in agricultural
machinery and 50 per cent in national
exports - although the bank's deposits is
only three per cent compared to the
cumulative deposits of other banks.
These statistics together with several
announcements for the overseas
Bangladeshi expats living in Saudi
Arabia were made joindy by Fahad
Abdulla Al-Rajhi and Commodore
Rahman.
Referring to this new service, Fahad A l Rajhi pointed out that the 'Express
Remittance Service' to be started early

MONITOR

next year will serve over 200,000
Bangladeshi expatriates living in Saudi
Arabia. With a growing number of
Bangladeshi expats coming to the Gulf
countries every day, they remit more than
a billion US dollars annually, which
include 80 per cent of the aforesaid
remittances sent alone from Saudi Arabia.
"Our very purpose of coming here is to
extend the facilities of the IBBL to the
Bangladeshi expats living in this region,"
said the visiting IBBL Chairman adding
that "expatriates from Bangladesh will
now be able to send remittances to their
family members within 48 hours at the
most."
"The system will be in operation with the
biggest network bank of Saudi Arabia,

who have over 391 branches in Saudi
Arabia covering all the major cities and
far-flung areas", said Rehman adding
that a special officer from IBBL will be
shortly posted to expedite the smooth
sailing of the remittance program.
The IBBL has also launched some funds
for expat remitters to help them to invest
in industrial projects, agricultural
schemes or other trading and
commercial activities especially in the
absence of any rehabilitative programs
initiated by the govemment or for that
matter any other institution.
Claiming the Express Remittances to be
delivered to the remotest part of
Bangladesh within 72 hours, Fahd A l Rajhi pointed out that the IBBL has also
established an Intemational Islamic
Foundation keeping in view 12.5 million

SHALIMAR HOUSE

RESTAURANT

We at Shalimar House Restaurant established
in 1958 in London's East End, will
prepare and deliver anywhere in the UK.
H A L A L AND T R A D I T I O N A L
P A K I S T A N I M U G H L A I AND
TANDOORI CUISINE A T
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 E l 2LP
(TUBE: W H I T E C t i A P E L / A L D G A T E E A S T )
Patron-! please note that we do N O T have any branches
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unemployed Muslim youths which
include over 5.4 million educated
unemployed.
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than 50 per cent ofjoint venture companies

said.

if the Foreign investment Board agree.

"Jordan has to launch a concerted effort to

Non-Iranian companies could also benefit

ensure that it gets a share of the billions of

T DB Honours Ex^ President

from many tax incentives and operating

dollars of Iraqi trade expected", he added.

rights enjoyed by domestic business, he

He stressed however that the sanctions

said.

would not be violated.

Dr. Ahmad Muhammad A l i ,

Mr Adeli, speaking recently said that Iran

Trade between Iraq and Jordan amounted

secretary general of the Makkah-based

planned to deregulate foreign trade. It would

to $700 million a year before the U.N.

Muslim World League (MWL) was

spend $72bn (£45bn) of hard currency on

Security Council imposed the sweeping

honoured by the Islamic Development

imports in the period of the new plan, based

trade embargo against Iraq. Oil imports

Bank for winning the IDB Prize in

on conservative assumption that oil prices

accounted for more than half that amount.

Islamic Banking for the year 1994.
A former IDB President, Dr. Ali was
honoured at a ceremony organised by the
bank at its headquarters in Jeddah and
attended by current IDB President
Osama Faquih and leading members of
the business and social community from

would rise from $ 14 a barrel to $ 16.5 in the

MALAYSIA

period.

•

Iran had completed five years in which real

Malaysia's govemment has warned foreign

growth had averaged 7.1 per cent a year, he

and local companies that they face severe

said. It had also diversified its exports,

penalties if aM$ 1.5bn ($600m) rail project

lifting non-oil exports to $5bn, from $lbn

is not finished on time. Prime Minister

a year over the same period.

Mahathir Mohamed said he was concerned

Malaysia Warns over Rail Deal.

inside Saudi Arabia and abroad. The

Mr Adeli disclosed that Iran plans to lower

about the delay in completing a 150km rail

prize amounted to a cash award of

domestic oil consumption by doubling the

electrification and double tracking scheme

$42,00 and a merit certificate. The prize,

price of oil products to consumers. With a

round Kuala Lumpur.

litre of petrol costing about 2.5 US cents,

Blame is focused mainly on Ansaldo

the country currently has the second

Transport! of Italy and local Sapura

cheapest oil product prices after Russia.

Holdings group which are carrying out

economics. Speakers at the ceremony

At a meeting with bankers and investors,

signalling work. The project is a year

praised Dr. Ali for his valuable

Mr Adeli played down decline over the

behind.

contribution to the advancement of

recent value of the Iranian currency, the rial

Islamic banks and called for more closer

and rising inflation.

co-operation and exchange of experience

JORDAN

in this area among Muslim countries.

•

instituted seven years ago, goes annually
to persons known for their outstanding
performance in Islamic banking and

Banking and Trade
in the Muslim World
IRAN
•

Iran to Welcome Foreign Investors.

Iran is seeking foreign investors for it new
five year plan starting in March. Mr
Mohammed Hossein Adeli, senior adviser
to the Iranian President, said a law on
foreign direct investment opened the way
for non-Iranian companies to obtain more
18 February 1995 WElVHOmZOA/

UAE
•

A R B I F T to be Privatized by Year-

End. The Arab Bank for Investment and

Jordan to Boost Ties with Iraq. A

Foreign Trade (ARBIFT), jointly owned

group of Jordanian industrialists headed

by the United Arab Emirates, Libya and

last month for neighbouring Iraq to make

Algeria is heading towards privatization, a

sure they don't miss out on business deals

UAE minister recendy announced.

once U.N. sanctions are lifted.

Ahmad Hamed Al-Tayer, UAE Minister

A l i Dajani of Amman's Chamber of

of State for Financial and Industrial Affairs

Industry said the 52-man delegation would

said in a statement to the local press that he

"look into requirements of both sides", for

expected the privatization of the bank to be

renewed trade.

completed

Iraq was Jordan's biggest trading partner
before the sanctions were imposed in
response to Iraq's invasion of Kuwait.
"Businessmen from all over the world are
flocking into Baghdad" to prepare for the
possible lifting of the sanctions, Dajani

administration two years ago announced

this

year.

The

U.S.

freezing assets of the $ 155 million bank in
the United States because of the Libyan
share in its capital.
Bank officials have said that the decision

NEWS
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tofreezeassets in the States had not affected

last year. Al-Isawi elaborated that the 73

anticipated.

the bank as it did not have any transactions

percentage points increase in aluminium

•

with the country. Al-Tayer said the banks'

prices, due to an agreement forged between

Privatized. The UAE Minister of State for

general assembly last year discussed the

the largest 6 aluminium companies, had

Finance and Industry Ahmad Hamed A l -

evaluation of the bank's shares and

mainly been responsible for the increase

Tayer has recently disclosed that the UAE

approved an increase in its capital to be

of the value added product of downstream

government is almost ready for the

covered by UAE's private sector.

industry in which aluminium was a product

privatization of the Emirates' General

He said the decision was to increase the

of significance.

Petroleum Corporation (EGPC). EGPC

bank's paid-up capital by $53 million to

Overall the industrial sector in UAE has

distributes petroleum products in Dubai,

raise it to $207 million privitization was

come across an important turning point.

Sharjah and the four smaller emirates.

also planned for other UAE government

The Offset Program was unleashed into a

Its privatization has long been considered ,

organisations including 40 per cent of the

new stage to start implementation of 3

since it is already operating in a commercial

General Petroleum Organisation.

major industrial projects including aircraft

atmosphere as a result of the creation in

Al-Tayer also expected a rise of 10 to 15

and ship maintenance projects.

1988 of a rival company, the Emirates

percent in the profits of 47 banks operating

An amount of 100 million dirhams has

Petroleum Products Company, which has

in the UAE during 1994. In 1993 these

been approved to finance industrial

developed a chain of petrol stations

banks reported a record profit of $531

projects with positive expectations

throughout the Northern Emirates.

Service Station Network to be

million compared to $321 million in 1992.
He attributed the increase to the good
performance of the UAE economy in
general and to the steps taken by the banks
to support their capital base and
competitiveness in response to the UAE
central bank's decision last year.
• UAEIndustryMayPost6% Growth.

BOOKS ON ISLAMIC
BANKING

Despite the present fluctuations in oil
prices, United Arab Emirates' industrial
sector is expected to maintain a growth
rate of 5 to 6 per cent for the next year. In
1994, the sector recorded a 5 per cent
growth rate, which was a continuadon of

Available from:
THE INSTITUTE OF ISLAMIC BANKING
and INSURANCE

the rate maintained for a preceding years.
Muhammad A l - I s a w i , Director of
economic research at Emirates Industrial
Bank, said

the

most significant

achievement realised by this sector was

Banking & Finance
Islamic Concept
£10

Islamic Banking and
Its Problems
£5.50

the increase of value added product in the
downstream industry as well as an increase
in the sector's contribution to the GNP
He confirmed that preliminary estimates
put value added product of downstream

ICIS House
144-146 King's Cross Road, London W C I X 9DH
Tel:: 0171-8.33 8275
Fax: 0171-278 4797

industry this year in the range of 11.4
billion dirhams compared to 10.89 billion
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Albaraka Bank Limited (South Africa)
So far SO good in the New South Africa

urban, Albaraka Bank
Limited (South Africa)
the 50:50 joint venture between the Albaraka Investment &
Development Company, headed by
Sheikh Saleh Kamel of Saudi Arabia
and local South African Muslim investors, can look forward to 1995
with some satisfaction.

D

Cash dividends for fiscal year 1994 were
up; profitability and assets increased;
the bank's deposits rose by some 60 per
cent; and net income showed healthy
growth. New branches were opened in
Laudium in Pretoria and in Cape Town and
more are to follow this year in Johannesburg.
All this during a year when the Albaraka
Bank's Chairman Dr. Younis Al-Tamimi
unexpectedly resigned. He was replaced by
Tarek Othman Al-Kasabi of Saudi Arabia
towards the end of last year.
That the bank did well during a period
when South Africa was entering a new era
but with much uncertainty and potenUal
instability augurs well for the future of the
bank.
According to Chairman Al-Kasabi, a
substantial increase in clientele and a 60.4
per cent growth in deposits from 79.9m
rands for the year ending Febmary 1993 to
116.6m rands for the year ending Febmary
1994, "illustrated that there is a growing
acceptance of the benefits and virtues of the
applicadon oflslamic economic principles
in South Africa. The wdlingness and
commitment of the local community to
recognise, subscribe to and apply these
principles in practice, vindicates the
establishment of the bank."
It is comforting to read in Albaraka Bank's
latest annual report that it "will continue its
efforts in playing a pivotal and meaningful
role towards the achievement of this goal."
For, judging from discussions with various
20 February 1995 WEIVHOR/ZO/V

South African Muslim businessmen and
potential depositors, Albaraka Bank
continues to have a credibility gap in some
parts of South Africa. South African
Muslims seem to be confused about the
question of a mark-up or profit which for
some reason usually corresponds with the
prevailing market borrowing rate. In reality
AlbarakaBank is also not price competitive.
Very often its trade and housing finance is
more expensive than the conventional
banks.
For a Muslim in a country where interest
rates are higher than 16 per cent in the
conventional banking sector, the fact that
an Islamic bank is more expensive in its
financing, is not a very good advert for the
Islamic banking movement. Another
common criticism from local Muslims is
that Albaraka's product range is extremely
limited - confined mainly to import and
export finance (Murabaha) and mortgage
propertyfinance.Albaraka hardly does any
Musharaka (equity financing), joint
ventures, leasing and Mudaraba (tmst
funding) - all classical Islamic banking
instmments.
Whether this is due to poor marketing
strategy or lack of explanation of their
Islamic banking products or for some other
reason such as the calibre of some of their
directors and shareholders, is not clear.
Although deposits are up by 60 per cent,
there is no indication by what percentage
the deposit base (the number of depositors)
has increased. It is of course possible to
substantially increase the volume of deposits
without a corresponding increase in the
number of depositors.
Nevertheless Albaraka Bank, says Chief
Executive Officer Ebrahim Vawda, will
steadily expand its operations in the region
starting with an increase in capital up to
50m rands, the new capitalisation level

being set by the South African Reserve
Bank (the central bank). At present the
authorised share capital of the Bank has
been increased to 20m rands from lOm
rands. This will inevitably have to be
increased to the required 50m rands once
an amendment in the Banks Act 1990
which is on the legisladve agenda in
parliament is adopted, most likely during
the first half of this year.
What is also encouraging is that the riskweighted capital adequacy ratio of
Albaraka in 1994 was 12.6 per cent - way
above the recommended 8 per cent under
the Basle Capital Adequacy requirements.
Albaraka Bank has a pledge from its major
Saudi shareholder Albaraka Investment &
Development Company to provide 50 per
cent of any required capital needed in the
future.
The Bank's shareholders during fiscal year
1994 received a double bonus - not only
did they get a 55 cents per share cash
dividend - which is up 37.5 per cent on
fiscal year 1993, but each shareholder also
got a capitalisation award of six new
ordinary shares of 10 rands each for every
existing ordinary par value shares of 10
rands each.
Following pressure by the Reserve Bank
on the banking sector in general, Albaraka
too focused on increased risk management
through enhancing its internal auditing
department and increasing its dividend
cover from 1.3 times to 2 times.
As to the future Mr Vawda is confident
that following the peaceful transition to a
national unity govemment in the New
South Africa, "Albaraka is ideally
positioned to take advantage of the
increasing number of opportunities arising
as a result of the renewed economic
confidence in this country. The bank will
pursue its efforts to improve its products
and services."
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Beximco's 18 Companies employing over 6,500 persons
having total turnover of Taka 2.5 billion and total assets
exceeding Taka one billion are engaged in industrial
manufacturing, construction activities and international
trading.
We are involved in marine food export, shrimp farming,
pharmaceuticals, agro-chemicals, garments, computers,
soil investigation, foundatidn and piling works, deep
tubewell drilling, bridges, superstructure and road
building, hydraulic structure and general construction,
besides being the world's largest jute yarn manufacturer.
We also handle over 3.5% of Bangladesh's total export.
We welcome co-operation w i t h others for technological
joint ventures and for investment in new activities.
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