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	1.

i. The most important development in the history of Islamic banking took place with the establishment of the Islamic Development Bank (IDB) in 1975. The IDB was established as an international financial institution in pursuance of the declaration of intent issued by a conference of finance ministers of Islamic countries held in Jeddah, Saudi Arabia, in December 1973. The declaration was signed by the representatives of 23 member countries of the OIC. The period between 1975 and 1990 was the most important period in the history of development of Islamic financial industry. During this period, it matured into a viable alternative model of financial intermediation. It won respect and credibility in terms of both theoretical developments and practical experiences. On the one hand, several financial products compatible with the Shari’a were developed and, on the other hand, Islamic banks showed good results while using these products. The period was not only marked by the establishment of a large number of Islamic financial institutions in the private corporate sector under different socio-economic conditions, but also witnessed the expression of intent from three countries – Pakistan, Iran and Sudan – gradually to eliminate interest from their entire economies and substitute it with a complete banking system based on Islamic principles. Several practical steps were also taken in these countries towards achieving that objective. Even more important was the fact that several important multinational banks started offering Islamic financial products. That was a clear recognition of the viability of the new model and its acceptance by international players. The International Monetary Fund (IMF) and the World Bank also recognized Islamic financial products as a genuine means of financial intermediation and produced papers to that effect.

ii

1. The company is not the one who assumes risks; nor the one taking any profit.

Instead, it is the participants, the policy holders, who cover each other.

2. All contributions (premiums) are accumulated into a fund. This fund is invested using Islamic modes of investment and the net profit resulting from these investments is credited back to the fund.

3. All claims are paid from this fund. The policy holders, as a group, are the owners of any net profit that remains after paying all the claims. They are also collectively responsible if the claims exceed the balance in the fund.

4. The company acts as a trustee on behalf of the participants to manage the operations of the takaful business. The relationship between the company and the policy holders is governed by the terms of mudarabah contract. Therefore, should there be a surplus from the operation, the company (mudarib) will share the surplus with the participants (rabb al-mal) according to a pre-agreed profit-sharing ratio.

iii. The main objectives of the ICD are to identify opportunities in the private sector that could function as engines of growth; to provide a wide range of Shari’a-compatible financial products and services; and to expand access to Islamic capital markets by private companies in IDB member countries.

iv. The Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI) is an Islamic international autonomous non-profit making corporate body that prepares accounting, auditing, governance, ethics and Shari’a standards for Islamic financial institutions. It was established in accordance with the Agreement of Association which was signed by Islamic financial institutions on 26 February 1990 in Algiers. It was registered in the Kingdom of Bahrain on 27 March 1991. The objectives of AAOIFI include:

(a) Develop accounting, auditing, governance and ethical ideas relating to the activities of Islamic financial institutions taking into consideration the international standards and practices which comply with Islamic Shari’a rules.

(b) Disseminate the accounting, auditing, governance and ethical ideas relating to the activities of Islamic financial institutions and their application through training seminars, publication of periodical newsletters, preparation of reports, research and through other means.

(c) Harmonize the accounting policies and procedures adopted by Islamic financial institutions through the preparation and issuance of accounting standards and the interpretations of the same to the said institutions.

(d) Improve the quality and uniformity of auditing and governance practices relating to Islamic financial institutions through the preparation and issuance of auditing and governance standards and the interpretation of the same to the said institutions.

(e) Promote good ethical practices relating to Islamic financial institutions through the

preparation and issuance of codes of ethics to these institutions.

(f) Achieve conformity or similarity – to whatever extent possible – in concepts and applications among the Shari’a supervisory boards of Islamic financial institutions to

avoid contradiction and inconsistency between the fatwas and the applications by these institutions, with a view to activating the role of the Shari’a supervisory boards

of Islamic financial institutions and central banks through the preparation, issuance

and interpretations of Shari’a standards and Shari’a rules for investment, financing

and insurance.

(g) Approach the concerned regulatory bodies, Islamic financial institutions, other financial institutions that offer Islamic financial services, and accounting and auditing firms in order to implement the standards, as well as the statements and guidelines that are published by AAOIFI. The AAOIFI standards were introduced for the first time in 1993 for Islamic financial institutions. Islamic financial institutions are adopting these standards in increasing numbers.

2.

i.Sudan

It all started with the process of the economy-wide Islamisation of the banking system in Sudan wish was not smooth and steady. The first attempt to Islamize the entire banking system was made in 1984 when a presidential decree was issued directing all commercial banks to stop interestbased dealings with immediate effect and to negotiate the conversion of their then existing interest-bearing deposits and advances into Islamically acceptable forms.

Meanwhile, foreign transactions were allowed to continue on the basis of interest temporarily. It was reported that this sudden change forced the banks to adopt the nearest Islamic alternative available, murabahah, within a short time this 90 per cent of their financial operations. It was also reported that the banks applied Islamic financing techniques only formally in their ledger books and in the reports submitted to the Central Bank of the country.

Policy makers in the Central Bank were also discontented with the procedure of transforming the banking system. They considered it as a mere political decision imposed by the government which had not been prepared for adequately by detailed studies. This experiment with economy-wide Islamization of the banking system came to an end in 1985 with the change in government. The government revived the process in May 1990 by reactivating an existing Islamic banking law. It issued a more comprehensive law in 1992 which envisioned an economy-wide Islamization of the financial system including the government sector. Reports indicate that the effort is much more earnest and much better organized this time. Now all banks are using Islamic modes of finance. An important development worth mentioning is the attempt being made to eliminate interest from the government sector, too. Other countries have found this a hard nut to crack. The government of Sudan has launched two funds based on the principle of musharakahto mobilize resources for the public sector. The first is the Government Musharakah Certificate (GMC). It is an instrument that enables the government to raise funds through issuing securities that promise the investor a negotiable return linked to developments in government revenue in return for their investment in the provision of general government services. The other is the Central Bank Musharakah Certificate (CMC).

This is an equity-based instrument that is issued against the government (or Central Bank) ownership in commercial banks. Under CMC, the Central Bank becomes a partner with the investors in profits of the underlying assets. The distribution of profit between the Central Bank and the investors is negotiable and the Certificate can be sold on the secondary market to another bank or the Central Bank. While GMC is still operating, CMC has been temporarily discontinued.

Iran

A new banking law, the Law for Usury-Free Banking Operations, was enacted in Iran in August 1983 to replace interest-based banking by interest-free banking. The law required the banks to convert their deposits to an interest-free basis within one year (and their other operations within three years) from the date of the passage of the law, and specified the types of transactions that must constitute the basis for asset and liability acquisition by banks. The law also specified the responsibilities of the central bank under the new system and the mechanics of the central bank’s control over the banking system.

The law allows the banks to accept three types of deposits: qard al-hasanah deposits, general term investment deposits and project-specific investment deposits. The qard alhasanah deposits comprise current as well as savings accounts which differ in their operational rules. The holders of current and savings accounts are guaranteed the safety of their principal amounts and are not entitled to any contractual return. However, banks are permitted to provide incentives to depositors through: (i) grant of prizes in cash or kind, (ii)reductions in or exemptions from service charges or agents’ fees payable to banks, and (iii) according priority in the use of banking finances.

Holders of term investment deposits are entitled to receive a variable return, depending on the profitability of a bank’s investments. The central bank fixes the minimum and maximum rates permissible. At the beginning of the year, ‘expected’ rates of profit are declared. 

However, the banks are required to calculate the ‘actual’ rates of return from their operations periodically and the difference between the ‘actual’ and ‘expected’ return is adjusted. The law allows the banks to undertake and/or ensure the repayment of the principal amounts of term investment deposits.

The third type of deposit accounts is project-specific, in which banks mobilize savings for specific investment projects. In this type of account, the rate of return is calculated at the end of the project. The bank charges only an administrative fee for its intermediation between savers and investors. The rest of the profit received by the bank is distributed among the deposit holders.

On the asset side, the law provides thirteen different modes of contract, through which finance can be provided. These are: (i) qard-al hasanah, (ii) mudarabah, (iii) civil partnership (musharaka tmadani), (iv) legal partnership (musharaka thaqooqi), (v) direct investment, (vi) instalment sales, (vii) hire purchase, (viii) forward deals (salaf), (ix) Jujalah, (x) muzarajah, (xi) musaqah, (xii) debt purchase, and (xiii) guarantee notes. However, in practice, instalment sales, civil partnerships and mudarabah in trade activities are the most dominant modes of finance used.

One important feature of Islamic banking in Iran is that banks are obliged to earmark a portion of their resources for grants of qard al-hasanah to help achieve the socio-economic objectives set out in the constitution of the country. In addition to banks a number of charity organizations have also been established under government patronage to grant qard al-hasanah. Besides qard al-hasanah, banks are authorized to extend financial assistance for productive ventures on a profit/loss sharing basis in accordance with the principles of mudarabah and musharakah. Banks are allowed to provide part of the capital of a new joint stock company and also to purchase shares of existing joint stock companies. Banks are authorized to provide working capital financing to productive units by purchasing raw materials, spare parts and other items on request for sale on the basis of deferred payment by instalments. Purchase of machinery and equipment for sale to their clients on a deferred payment basis is also allowed. Another mode is called salaf which is the same as baysalam, and is used for meeting working capital requirements through advance purchase of output.

Banks can engage in lease-purchase transactions. They can also provide finance on the basis of jujalah(commission for working as agent), muzarajah (financing of agricultural production on a profit-sharing basis), or musaqat (financing of orchard production on a profit-sharing basis). In addition to these modes of financing, banks are permitted to purchase debt instruments of less than one year’s maturity if these debts are issued against real assets.

Pakistan

The process of economy-wide Islamisation of the banking system in Pakistan was initiated soon after a declaration by the then President of Pakistan in February 1979 that the government planned to remove interest from the economy within a period of three years and that a decision had been taken to make a beginning in this direction with the elimination of interest from the operations of the House Building Finance Corporation, National Investment Trust and mutual funds of the Investment Corporation of Pakistan.

Within a few months of this announcement, these specialized financial institutions took the necessary steps to reorient their activities on a non-interest basis.

The conversion of the operations of commercial banks to a non-interest basis was a much more complex task and took a longer time span. To begin with, steps were taken in January 1981 to set up separate counters for accepting deposits on a profit- and loss-sharing basis in all the domestic branches of the five nationalized commercial banks. The parallel system, in which savers had the option to keep their money with the banks either in interest-bearing deposits or PLS deposits, continued to operate until the end of June 1985. As of July 1985, no banking company was allowed to accept any interest bearing deposits (except foreign currency deposits which continued to earn interest). As from that date, all deposits accepted by banking companies shared in the profit and loss of the bank, except deposits in current accounts on which no interest or profit was given and whose capital sum was guaranteed.

The central bank of the country issued instructions specifying twelve modes of financing in which funds mobilized by the banks can be employed. These were broadly classified into three groups: (i) loan financing; (ii) trade-related modes of financing; and (iii) investment modes of financing.

Loan financing took the form either of qard al-hasan loans given on compassionate grounds free of any interest or service charge (repayable if and when the borrower is able to repay) or of loans with a service charge not exceeding the proportionate cost of the operation.

Trade-related modes of financing included the following: (i) purchase of goods by banks and their sale to clients at an appropriate mark-up on a deferred payment basis, (ii) purchase of trade bills, (iii) purchase of moveable or immoveable property by the banks from their clients with buy-back agreement or otherwise, (iv) leasing, (v) hire-purchase, and (vi) financing for development of property on the basis of a development charge. Investment modes of financing included the following: (i) musharakah, (ii) equity participation and purchase of shares, (iii) purchase of Participation Term Certificates and mudarabah certificates, and (iv) rent sharing.

The central bank of the country was authorized to fix the minimum annual rate of profit which banks should keep in view while considering proposals for provision of finance, and the maximum rate of profit they were allowed to earn. These rates were to be changed from time to time. It was also laid down that should losses occur, these must be shared by all the financiers in proportion to the respective finances provided by them.

A gesture towards introducing the mudarabah technique of financing was made in June 1980 when a law was promulgated under which companies, banks and other financial institutions could register themselves as mudarabah companies and mobilize funds through the issuance of mudarabah certificates. Funds obtained through a mudarabah could only be used in such businesses as were permitted under the Shari’a, and needed prior clearance from a Religious Board established by the government specifically for the purpose. Though a number of steps were taken for the elimination of interest from the financial sector in Pakistan, the process of Islamisation was slow and selective. Nothing was done to eliminate interest from government transactions. 

Malaysia

Separate Islamic legislation and conventional banking regulations exist side by side in Malaysia. The Islamic financial system that has developed in Malaysia over the last two decades is emerging as a comprehensive Islamic financial system that operates in parallel with, and is able to compete on an even keel with, the more entrenched conventional financial system.

The development of Islamic finance as an important niche activity in Malaysia’s

International Offshore Financial Centre in Labuan this also complements the development of the domestic Islamic financial market. The legal framework for the establishment of Islamic banks was the Islamic Banking Act (IBA) that came into effect on 7 April 1983. The IBA provides Bank Negara Malaysia (BNM) with powers to supervise and regulate Islamic banks, similar to the case of other licensed banks.

The Government Investment Act 1983 was also enacted at the same time to empower the Government of Malaysia to issue Government Investment Certificates (GIC), which are government securities issued based on Shari’a principles. As the GIC are regarded as liquid assets, Islamic banks can invest in GIC to meet the prescribed liquidity requirements as well as to invest their surplus funds.

The first Islamic bank established in the country was Bank Islam Malaysia Berhad (BIMB), which commenced operations on 1 July 1983. After about two decades of operations, BIMB has proved to be a viable banking institution with its activity expanding rapidly throughout the country via a network of 80 branches and 1,200 employees. The bank was listed on the Main Board of the Kuala Lumpur Stock Exchange on 17 January 1992. On 1 October 1999, a second Islamic bank, Bank Muamalat Malaysia Berhad (BMMB), commenced operations.

The establishment of BMMB was the effect of the spin-off following the merger between Bank Bumiputra Malaysia Berhad (BBMB) and Bank of Commerce (Malaysia) Berhad (BOCB). Under the merger arrangement, the Islamic banking assets and liabilities of BBMB, BOCB and BBMB Kewangan Berhad (BBMBK) were transferred to BBMB, while the conventional operations of BBMB, BOCB and BBMBK were transferred to the BOCB. In addition, BMMB was given 40 branches of BBMB and BBMBK in various locations throughout Malaysia.

Recognizing that, like any banking system, an Islamic banking system requires three vital elements to qualify as a viable system (i.e., a large number of players, a broad variety of instruments, and an Islamic money market), BNM has adopted a step-by-step approach to achieve the above objectives.

The first step to spread the virtues of Islamic banking was to disseminate Islamic banking on a nation-wide basis, with as many players as possible so as to be able to reach all Malaysians. After a careful consideration of various factors, BNM decided to allow the existing banking institutions to offer Islamic banking services using their existing infrastructure and branches. The option was seen as the most effective and efficient mode of increasing the number of institutions offering Islamic banking services at the lowest cost and within the shortest time frame. Following from the above, on 4 March 1993 BNM introduced a scheme known as Skim Perbankan Tanpa Faedah (Interest-free Banking Scheme), or SPTF. More than 20 banks are now offering Islamic banking services. In addition, there are more than 50 Islamic investment funds. The Malaysian Financial Sector Master Plan launched in 2001 is the blueprint for the development of the financial sector over a 10-year period in Malaysia. The plan places importance on the development of Islamic banking and the takaful sector as an important component in the financial system.

To ensure the sound and stable development of the Islamic financial industry, it needs to be supported by a strong regulatory and supervisory framework. To fulfil this requirement, the Islamic Financial Services Board (IFSB) was established in 2002. The IFSB is an international body hosted by Malaysia. It has the important mandate of developing the prudential standards in accordance with the unique features of the Islamic financial institutions.

Bahrain

The Kingdom of Bahrain was amongst the first to recognize the importance of the concept of Islamic banking and finance and, as a consequence, has been both supportive of the development of the industry in general and welcoming to the new institutions in particular.

As a result, Bahrain has gathered a concentration of specialist Islamic institutions on its shores. The first Islamic bank in Bahrain was established in 1979, when the Bahrain Islamic Bank was licensed. Since then, the sector has grown considerably. Today Bahrain has the largest number of Islamic financial institutions not only in the Gulf but anywhere in the world. The Kingdom is playing host to 26 Islamic banks and financial institutions, five industry-support organizations, six Islamic insurance companies and 34 Islamic mutual funds. A comprehensive prudential set of regulations for Islamic banks was introduced in early 2000 by the Bahrain Monetary Agency (BMA). This is referred to as the Prudential Information and Regulations for Islamic Banks (PIRI) framework. The framework covers areas such as capital adequacy, asset quality, management of investment accounts, corporate governance and liquidity management.

Within such an environment, the Islamic financial industry in Bahrain will be able to enjoy sustainable growth based upon strong investor and customer confidence, attractive product design and expanding markets. Much is already in place. The Bahrain Monetary Agency’s statutory responsibility as the sole regulator for the financial sector and the sector’s adherence to the PIRI framework ensures that Islamic institutions will continue to operate according to standards comparable to those of the conventional financial sector.

The consistence product innovation continues apace. The ijarah and salam sukuk are now firmly established and the Agency is fully committed to a rolling programme of further issues as an integral part of the development of Bahrain as an international Islamic bond market. These initiatives have been matched on their part by the private sector. The introduction of an Islamic credit card, and research into takaful, are two outstanding examples of the degree of innovative thinking coming from the industry that is driving forward the parameters of Islamic banking and finance.
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