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This thesis studies the accounting and reporting practices of Islamic banking in Jordan.
It aims to provide a set of explanations for different measurement and reporting policies
in these banks, and to identify the role of religion, among other factors, that have
affected the choices of accounting and reporting practices and regulations for Islamic
banking. This includes the study of the effect of religion and secular factors on the
perceptions of the need for special accounting practices, such as the standards of the
Accounting and Auditing Organisation for Islamic Financial Institutions (AAOIFI). The
research was accomplished by undertaking an interpretive case study of the accounting
and reporting practices of the Jordan Islamic Bank (JIB) over a period of 24 years; JIB
has constituted Islamic banking in Jordan for most of the period covered in this study.

It was found that religious considerations highly affected the choice of accounting
measurement rules and regulations at the establishment stage of JIB. However, it was
found that at a later stage, governmental regulations and commonly accepted practices
have had most obvious effects on the evolution of accounting and reporting. It is argued
that being exposed to a high secular environment had a large effect on the accounting
practices of JIB and the regulatory behaviour towards the bank. It 1s also argued that the
adoption of AAOIFI standards in 2001 in Jordan was mainly the result of pressure
within JIB to achieve its objectives, most importantly, presenting the Islamic status of
the bank. However, the adoption of AAOIFI standards led to an enhanced level of

disclosure by Islamic banks in Jordan. Regarding the need for special accounting
practices, it is argued that Islamic religion affects the constructions of and perceptions
about major transactions undertaken by JIB; however, for some transactions, as
practised and perceived in JIB, this does not necessarily imply the need for different
accounting treatments. Thus, conventional accounting standards such as International

Accounting Standards would be relevant to deal with these transactions as practised and
perceived in JIB. This is mainly due to highly secular effect on JIB practices. However,
this is not to rule out the need for special accounting standards such as AAOIFI. It is
argued that for some other transactions, AAOIFI standards are better able to deal with
them in the way they are practised and perceived in JIB, and the adoption of these
standards would reduce the agency problem associated with investment deposits in JIB.
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Chapter One

Introduction

1.1 Accounting and Islamic Religion

The effect of culture on accounting practices has been widely discussed (e.g. Gray,
1988; Perera, 1989; Salter and Niswander, 1995) often using the framework of cultural
values developed by Hofstede (1980). Hofstede (2001) discussed the likely effect of
religion on the four cultural values he identified and concluded that religion affects such
cultural values. As religion and culture are closely related (Nobes, 1998, p.176), and

culture affects accounting, then it could be argued that religion has an effect on

accounting.

I[slamic religion, with its emphasis on non-separation between sacred and secular
aspects of life, has more potential to affect accounting practices. This is clear from
studies on accounting practice in religious, non-profit organisations, while in churches,

accounting 1s seen as a support activity, and thus profane (Booth, 1993, p.46) and

accounting systems are not part of the sacred agenda and should not interfere with more
important spiritual matters (Laughlin, 1988, p.38)'. In Islamic religious organisations, it
i1s found that accounting is considered “one of the required sacred support tools”

(Abdul-Rahman and Goddard, 1998, p.192), and “the separation between the sacred and

secular activities 1s not as significant as that experienced by western Christian churches”

(Ibid, p.197).

Many scholars of Islamic accounting have discussed the likely effects of the Islamic

religion, at a normative level, on the accounting and reporting practices of Islamic

business enterprises (e.g. Abdel-Magid, 1981; Gambling and Karim, 1986 and 1991;
Hamid et al., 1993; Adnan and Gaffikin, 1997; Alam, 1997; Baydoun and Willett, 1997

' Although the “sacred-secular divide” portrayed by Laughlin (1988) and Booth (1993) has come under
recent challenge (e.g. Jacobs and Walker, 2004), much of the evidence contradicting the “divide” relates

to relatively minor rather than mainstream Christian groups.



and 2000; Suliman, 1998 and 2000; Lewis, 2001). The duty of Muslims to pay Zakah’
i1s identified as one of major issues that would affect accounting and financial reporting.
As Islamic principles require the valuation of assets subject to Zakah at current values,

many scholars argue for the use of current market values as the basis for Islamic
entities’ financial reporting, and the asset-liability approach for income measurement
purposes. The prohibition of interest in Islam and the use of alternative financial
transactions 1s another factor discussed by scholars of Islamic accounting as having an
effect on accounting. Some have argued that the prohibition of interest makes most of
the discounting-based accounting procedures unacceptable from the Islamic point of
view, and that the alternative transactions undertaken by Islamic entities are not covered
In conventional accounting standards. However, the studies above take a normative
ethical approach to accounting, as is the case for normative research in general; they do

not take into account the actual economic, regulatory and other factors that affect actual

practice.

1.2 Background to Islamic Banking

Islam, with estimated followers of one-fifth of the world’s population, provides a
comprehensive way of life. In addition to humans’ relation with God, it regulates
economic, soctal, and political affairs. The Quran (the holy words of God), and Sunah
(the Prophet Mohammed’s PBUH? sayings and deeds) are the main sources of Islamic
Sharia®. This represents the Islamic law of human conduct, which regulates all matters
of the lives of Muslims. On the economic side, Islam does not recognise the separation
between spiritfual and economic affairs. Islam encourages commerce and trade, but
requires that any transaction should be conducted in accordance with Sharia, which

prohibits - among other things - transactions involving Riba (interest), unlawful and

speculative trade, and which requires Muslims to pay the Zakabh.

2 Zakah is an Islamic religious tax, see chapter 2 for details.
* Peace be upon him: In Islam, whenever the Prophet Mohammed’s name is mentioned, it should be

followed by this phrase.
* The other sources of Islamic Sharia include Jjtihad (the diligent judgement of the scholars through

reasoning and logic), /imaa (a consensus or agreement of Islamic scholars on issues requiring Jjtihad) and
Qiyas (a comparison, used to make a judgement on issues which are not clear-cut in the Quran and

Sunah, by consideration of similar issues which have clear rulings).
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After fourteen centuries since the emergence of Islam, the increase in the number of
Muslims around the world who wanted to conduct their business transactions according
to Sharia, along with the increase of wealth in many Islamic countries after the oil
boom in the early 1970s, led to the emergence and expansion of what i1s known as
Islamic banking. Islamic banks provide financial services to Muslims who are keen to
adhere to their religious principles in their financial dealings (Karim, 1990a, p.299).
Islamic banks abolish interest from their transactions; instead of receiving and charging
interest, they utilise alternative types of investment and financing based on profit and
loss sharing, and mark-up arrangements. Islamic banks usually utilise Sharia

Supervisory Boards (SSB) to make sure that religious principles have been followed 1n

the bank’s transactions.

(

Islamic banking has recorded rapid expansion throughout the last 30 years. According
to the data gathered by the Institute of Islamic Banking and Insurance (2000), there are
more than 200 Islamic financial institutions operating in 63 countries around the world.
These Islamic financial institutions presently handle funds of over US$ 200 billions (EI-
Hawary et al., 2004, p.1). Over the 1990s, the assets of Islamic banks experienced an
annual growth of nineteen percent (Aggarwal and Yousef, 2000, p.99). The industry
attracted new players such as Citi-Bank and the Deutsch Bank (Drummond, 2000,
p.98). The expansion of Islamic banking is not limited to Islamic countries; many

institutions now operate in Europe and America.

1.3 Financial Accounting in Islamic Banks

Many Islamic bank transactions, at least in theory, are unique in nature and have no
equivalent in conventional banking practices. This has raised the 1ssue of the relevant
accounting treatments for Islamic bank transactions. To account for their transactions,
different Islamic banks around the world apply different accounting standards. In many
cases, they simply follow the conventional accounting standards applied in the countries
where they operate. Some utilise an in-house standard setting process, upon which the
SSB advises the management on the relevant accounting treatments that do not violate
Sharia. A mix of the above two approaches are to be found in some Islamic banks.

There have been arguments (Janahi, 1994; Hamat, 1994; Karim, 2001) that because of

the unique nature of some transactions In Islamic banks, Generally Accepted



Accounting Principles (GAAP), such as International Accounting Standards’® (IAS) are
not relevant. Such calls led to the establishment of the Accounting and Auditing
Organisation for Islamic Financial Institutions (AAOIFI). Currently, many Islamic
banks, such as banks in Bahrain, Sudan and Jordan follow the accounting standards set
by AAOIFI. It has been argued (e.g. Pomeranz, 1997; Karim, 1990a) that AAOIFI
standards aid the implementation of Islamic ethics, harmonise the accounting and
reporting practices of Islamic banks, enhance the perceived credibility of the financial
statements of these banks and cater for the uniqueness of Islamic bank transactions.
However, some have criticised AAOIFI on the basis that its standards mirror other
conventional international accounting standards (Maurer, 2002), and in many cases their

concepts are substantially unsuitable to Islam (Adnan and Gaffikin, 1997).

1.4 Identification of the Research Problems

There is a substantial body of research on Islamic accounting and accounting in Islamic
banks, which will be reviewed in Chapter 4. It reveals many interesting issues, as well

as many gaps, that deserve closer attention.

Many scholars of Islamic accounting have provided arguments regarding the effect of
I[slamic religion on the accounting practices. Such arguments took place at both
normative and practical Islamic bank transactions levels. The common theme in such
literature is that Zakah and the prohibition of interest have the most notable effects on
accounting practices. However, there are clear inconsistencies between researchers
about the main concepts of accounting from the Islamic perspective and in Islamic
banks; for example, some argue (e.g. Attiah, 1986 and 1989; Hmoud, 1982° and 1996)

for the use of historical cost and others (e.g. Gambling and Karim, 1991; Suliman,
2000) for the use of current values. Some scholars provide rationales grounded in Islam
for most of the concepts of Western accounting, while others are critical of some, or
most, of the Western accounting concepts. Nevertheless, as Chapter 4 will reveal, most

of these concepts are affected by Islamic principles. The literature also shows that the

> Starting from 2002, International Accounting Standards became International Financial Reporting

Standards.
% This is a book published in 1982, which, according to the author, Dr. Sami Hmoud, contains similar

material to that found in his Ph.D. thesis, which he submitted in 1976. In this thesis, whenever Hmoud
(1982) is mentioned, it refers to the book, taking into account that the principles and arguments included

were originally suggested in 1976.



accounting practices of Islamic banks are, or at least should be, affected by religious
principles, although such effect seems to occur at varying degrees. For example, some
Islamic banks follow AAOIFI standards, which take into account the effect of religious
principles on accounting; others follow SSB recommendations, and still others follow
mere conventional standards. However, the literature does not satisfactorily discuss why
some accounting practices were adopted and not others, and the extent of the religious-
sacred effects on Islamic bank accounting practices. In addition, the review of the
literature revealed that despite the arguments of non-relevance of conventional GAAP,
many banks still adopt them. Such adoption might be due to different factors, including
strong secular influences, which are manifested in the failure to perceive the sui generis
nature of Islamic banking transactions by those responsible for prescribing the

accounting practices of Islamic banks and those responsible for their regulation.

The question of how Islamic religion would affect the choice of particular accounting
and reporting policies is an important one, but such effect of religion has rarely been
investigated at the organisational level. It is recognised that religion is not the only
factor that would affect accounting practices; other contextual factors such as
regulations play a role. In addition, secular contexts around those practising transactions
would also affect their perceived view of accounting needs. Thus, the main issue this
thesis addresses is the effect of Islamic religion and secular effects on the accounting
practices of Islamic banks and on the regulations that govern them. To gain a rich
understanding of such effects at the different stages the Islamic banks pass through, the
present research is based on an in-depth interpretive case study that investigates
accounting and reporting in an Islamic bank throughout a period of 24 years. This will
allow us to understand the different factors, including religious ones that affect
accounting and financial reporting practice and the evolution of that practice.
Furthermore, it allows the identification of such matters as the rationales behind
adopting and changing accounting practice; the role of the SSB; the effect of different

interpretations of Sharia; and how religious considerations have been dealt with.

Regulation of accounting and financial reporting 1s a widely discussed subject in

accounting research in general, and accounting for Islamic banking in particular (e.g.
Karim, 1990 and 2001). Regulation is one of the factors that affect the accounting
practices of any organisation, and Islamic banks are no exception. Due to the special

nature of Islamic banking, in some countries (although not in others), Islamic banking is
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regulated under special regulations (e.g. Malaysia and Yemen), in some of them (e.g.

Jordan), the act that regulated the first Islamic bank (Jordan Islamic Bank) contained
accounting regulations. Yet, as far as the author of this thesis is aware, no previous

research discussed how religious-sacred issues would affect the setting up and the

evolution of accounting regulations for Islamic banks. This is another concern for this

thesis.

AAOIFI standards are a form of accounting regulation designed for Islamic banks. The
literature deals extensively with the need for uniform accounting standards for Islamic
banks, and many have made the case for AAOIFI standards. Although it is argued that
Islamic banks adopt these standards for reasons such as the need to enhance
comparability, the actual motives that lead many banks to adopt these standards are still
not clear. In addition, as discussed above, there is much disagreement among scholars
of Islamic accounting regarding the accounting concepts and principles that should be
adopted in Islamic banks. This is due largely to different interpretations of Sharia.
Although AAOIFI has 1ts own Sharia Committee, the disagreement between scholars
and banks might highlight the fact that while those 1nvolved in setting AAOIFI
standards will have a particular perception of the role and significance of their output,
which includes their view of Islamic Sharia and its interpretations, this may not be
shared completely by those responsible for adopting and applying the standards in
particular countries and banks. This highlights the need to understand the perceptions
within banks regarding AAOIFI standards, and their relevance to Islamic banks. This is
related to the issue discussed above regarding the effect of religion on accounting
practice and regulation, and how religion affects opinions on the need for such
accounting regulations. Furthermore, there still has been no broad investigation of the
effect of adopting AAOIFI standards on the measurement and reporting practices, and
the agency problem facing depositors in Islamic banks. AAOIFI standards were
introduced in Jordan in 2001. A study based around a Jordanian Islamic bank thus gives

an opportunity to understand the motives behind the adoption of these standards and the

effect they have on accounting and reporting in Islamic banks.

One of the main arguments for special accounting treatments for Islamic banks is the
claim that their transactions are different from those of conventional banks, so
conventional accounting standards cannot deal successfully with these banks (Khan,

1994; Hamat, 1994; Karim, 2001). This 1s because religious compliance, as discussed
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above, leads to different transactions that require special accounting treatments because
conventional accounting standards do not deal with such transactions. Even if particular
transactions are similar to those of conventional banks in some aspects, being Sharia
compliant may impose special accounting implications that are dealt with
inappropriately in conventional accounting standards. However, some scholars argue,
on religious grounds (e.g. Al-Azzizi 1998 and 2000), and on empirical grounds (e.g.
Kuran, 1995; Murinde and Naser, 1998) that some Islamic bank operations, as practised
in actual settings, are similar to transactions undertaken by conventional banks. The
implication of such a view is that, if the transactions of Islamic banks are similar in
substance to those of conventional banks, then conventional accounting standards such
as IAS would be relevant to Islamic banks. The debate on this issue has moved recently
to a higher epistemological level; following Hines (1988) and Morgan (1988),
researchers such as Archer and Karim (2001) argue that economic reality is part of
social reality, which 1s an intersubjective social construction. This may differ
internationally due to many factors including religion and the extent to which religious
concerns are perceived as being important, compared to secular affairs. Thus, different
religions, and the intensity with which religious beliefs permeate society in general
would affect the construction of reality of these transactions differently in different
locations. However, such a view has not yet been supported by empirical evidence. Part
of this thesis is devoted to the investigation of the substance of transactions undertaken

by the Jordan Islamic Bank (JIB) through an interpretive inquiry aiming to understand

perceived views about the substance of these transactions, and the religious effect on

views about these transactions.

1.5 Research Question and Objectives

The discussion above raises the important issue of the effect of religion on the

accounting practices and regulation in Islamic banks. The general research question that

arises from the above discussion and the forthcoming literature review is How would

religion, along with secular effects such as an environment dominated by conventional

banking, affect accounting practices and regulations?

In this regard, this thesis intends to understand how the religion of Islam affects the

choice of accounting policies in Islamic banking; the effect of Islam on the choice of
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accounting and reporting polices of Islamic banking should be clearer than other

organisations. This 1s because Islamic banks undertake transactions that are Sharia
compliant. For many of these transactions, there are accounting implications and they

require different treatments from conventional banking transactions. Secondly, Islamic
banks claim to follow Islamic principles, and the banks’ accounting is no exception. In
this regard, as Islamic banks undertake many transactions that are, at least theoretically,
different from conventional accounting transactions, and that are subject to Islamic
principles, this research will try to understand how the religious principles affected the
choice of accounting and reporting polices of these banks. In addition, when there are
special accounting regulations for Islamic banks (in the form of special regulations or
special accounting standards), the Islamic religion would affect the setting up, adoption

and evolution of such regulations, and this will be investigated 1n this study.

However, it is recognised that in many countries where Islamic banks operate, there are

strong secular effects, which are reflected in the form of similar regulatory treatment (at
regulations and regulators’ behaviour levels) towards Islamic banks. Such secular

effects are also clear from adopting conventional accounting treatments to deal with

Islamic banking transactions, especially those that are inappropriately accounted for
based on conventional accounting standards. These secular eftects, along with sacred
ones, might be due to the “conceptions” of those responsible for setting, regulating, and
dealing with accounting practices for “similarities”, and thus, do not perceive Islamic
banking practice as sui generis. This issue of conceptions and the understandings
(“Verstehen”) of those actors regarding the transactions they undertake and how this
affects the need for special accounting standards such as AAOIFI will be investigated.
In this interpretative investigation, I will reflect my own Verstehen of their Verstehen of

these transactions, and hence the associated “substance” and relevant accounting

treatments.

The above represents the general research question and themes of this research.
However, a set of sub-questions will be developed towards the end of Chapter 4,

alongside a theoretical framework for the effect of religion on the accounting practices
of Islamic banks. As this general research question and the themes deal with both
regulations and practice, they will be investigated in terms of regulatory behaviour

towards Islamic banking, the effect of regulations on Islamic banking, revenue
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measurement and recognition, the deposit system and perceptions of transactions. These

represent the units of analysis of this study (Yin, 1994 and 2003).

In more “practical” words, this research tries to provide a coherent set of explanations
and discussions regarding accounting practices in Islamic banks through studying the
secular-sacred dimensions in relation to accounting practices. This thesis discusses and
critically analyses measurements and reporting practices in Islamic banks through
different stages of their operations. It tries to understand how the accounting practices
are set and also the role of different contextual factors, including Islamic religion with
its diverse interpretations, on these practices. It also follows the evolution of accounting
practices over a long period of operation, including the period of adoption of AAOIFI,
and the motives for and outcomes from adopting these standards. Lastly, it aims to
investigate empirically the need for special accounting treatments for Islamic banks.
This includes understanding how banks structure their operations and how informants

within these banks perceive and understand transactions.

To achieve these objectives, an interpretive case study of Islamic banking in Jordan was
undertaken; as JIB represented the “Islamic banking” in Jordan for most of the period
covered in this study, this will be achieved through studying the case of JIB. Many parts
of the study take the form of historical inquiry as it investigates current 1ssues that have
a historical background. There have been calls for the use of interpretive inquiry in the
study of accounting history (e.g. Carnegie and Napier, 1996; Miller and Napier, 1993),

as it provides rich insights and enhances understanding of contemporary practice.

1.6 Scope of the Study

This thesis studies and analyses accounting measurement and reporting for Islamic
banks in Jordan by studying the case of JIB. As will be discussed in Chapter 5, there are
two Islamic banks in Jordan; full access was gained to only one of them, JIB, which has
been operating successfully since 1979. This bank was a leader in undertaking many

transactions, which spread to other Islamic banks at later stages. However, although JIB
undertakes the transactions that are most common 1n the Islamic banking industry, some

Islamic transactions were absent from its operations at the time in which the fieldwork

was undertaken.



This study builds on the literature of accounting theory, Islamic accounting, and

accounting for Islamic banks, in both Arabic and English languages. This is

supplemented by empirical data collected during the course of the study.

Thais thests discusses the different interpretations of Islamic Sharia regarding issues that
have potential effects on accounting and reporting practices in Islamic banks. However,
a discussion of the superiority of one interpretation over another is not essential to the

thesis, nor is it an objective to measure the degree of compliance of these banks to

Islamic principles.

1.7 Organisation of the Thesis

This thesis is divided into nine chapters. This chapter has introduced the concept of
Islamic banking and the major accounting issues facing Islamic banks. It has also
introduced the research problem and objectives. Chapter 2 1s devoted to theoretical
discussion of Islamic banking. In this chapter, the Islamic principles upon which Islamic
banks operate, especially those related to the prohibition of interest, are discussed. A
historical review of Islamic banking, the transactions of Islamic banks, and Sharia
supervision are discussed in this chapter as well. In addition, the regulatory frameworks

of Islamic banks in different countries are explained in this chapter.

Chapter 3 discusses theoretical issues from the conventional accounting literature that
relate to this research. It discusses the objectives of financial reporting, from a
conventional perspective, and theories regarding firms’ Incentives for providing

disclosures. It also discusses the theories of regulation and calls for and against the
regulation of accounting. The concepts of economic reality and substance over form

found in many accounting standards setting bodies’ frameworks are discussed, and the
case is made for the argument that economic reality 1s part of social reality, which is

intersubjectively constructed.

Chapter 4 reviews the literature concerning accounting in Islamic banks, both at

normative and empirical levels. It discusses different accounting concepts from the

Islamic perspective. In addition, the effect of the unique transactions undertaken by
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Islamic banks on accounting and reporting 1s discussed in this chapter. This chapter also
discusses the establishment of AAOIFI and the process for setting the accounting
practice of Islamic banks. Towards the end of the chapter, a theoretical framework for
the effect of religion on accounting practices of Islamic banks is set. In addition, the
theoretical claims emerging from the literature are set out in this chapter to be

investigated throughout later chapters. Furthermore, a set of research sub-questions i1s

developed.

The research methodology is discussed in Chapter 5. This chapter makes the case for
using the interpretive paradigm in accounting research. It discusses different research
paradigms with emphasis on the interpretive paradigm and the philosophical
assumptions that underpin this paradigm. Chapter 5 also discusses the case study
approach to accounting research and its benefits and limitations. It also provides an
overview of the case selected for the study. The research techniques, both qualitative

and quantitative, and the rationales for choosing them are discussed in the chapter as

well.

Chapters 6 to 8 are concerned with the empirical investigation of the study. To explain
the different factors that affected the establishment of Islamuc banks and their
accounting practices, Chapter 6 discusses the establishment of JIB, the motivations and
the processes of setting it up, and the different stages of regulating it and its early
accounting practice. This chapter critically analyses the effect of religion, among other
factors, on the setting up and regulation of Islamic banking and its accounting practices

at the early stage. This chapter heavily depends on both archival and oral historical

evidence.

Following the discussions on the establishment of JIB, Chapter 7 1s concerned with the
evolution of accounting in JIB. It discusses the different measurements and reporting

practices of JIB over 24 years. This includes the move to AAOIFI standards in 2001.

The chapter is largely based on inspection of annual reports and other documents and

acts, in addition to interviews with employees within JIB and the Central Bank of

Jordan (CBJ). The chapter identifies the different factors affecting the evolution of

accounting in Islamic banking in Jordan at three levels; the technical, measurement and
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reporting levels. Furthermore, it reveals the motives for adopting AAOIFI standards in

Jordan 1n 2001, the reasons for JIB management pressures to adopt these standards, and

the outcomes of adoption on accounting practice.

Chapter 8 discusses the need for special accounting standards and the substance of
Islamic banking transactions from informants’ perspectives. It investigates how JIB
constructs 1ts Islamic transactions and how informants perceive them. This 1s expected
to contribute to understanding of the need for special accounting treatment for

transactions undertaken by Islamic banks. In addition, this chapter highlights the agency
problem facing depositors 1in JIB and the effect of adopting AAOIFI standards on this

problem. Furthermore, the last section of the chapter deals with the use of annual

reports by JIB to construct an Islamic image of the bank and to reply to criticisms of its

operations.

Chapter 9 summarises the thesis and discusses the conclusions of the study. It also
shows the contributions of this study at theoretical, practical, and methodological levels.

This chapter also provides insights into future research in this area.
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Chapter Two

Islamic Banking: Theory and Practice

2.1 Introduction

The desire of pious Muslims to move towards an Islamic economic system was
reflected by the emergence and the rapid expansion of Islamic banking. Islamic banks
operate on different principles than conventional banks, most notably, the strict
prohibition of interest by Islamic Sharia. Applying such principles led to the emergence
of different kinds of transactions and deposit systems consistent with the Sharia.
However, the difference 1n nature compared to conventional banks raised the issue of
the regulatory framework for these banks, especially in countries where Islamic banks

operate side by side with conventional banks.

The objective of this chapter is to provide an introduction to Islamic banking theory and

practice. The second section of the chapter clarifies the basic principles upon which
Islamic banking operates. Section 2.3 deals with sources and uses of funds in Islamic

banks. A historical review of Islamic banking is provided in section 2.4. Section 2.5

deals with the issues of supervision and the regulation of Islamic banking. Section 2.6

deals with religious audit in these banks. All of this is summarised in section 2.7.

2.2 The Principles of Islamic Banking

Khan and Mirakhor (1986, p.36) argue that Islamic economy defines a complete system,

which prescribes specific patterns of economic behaviour for all individuals within an
Islamic way of life. The strict ban on interest represents the cornerstone and the nucleus
of the Islamic economic system (Igbal, 1997, p.42). However, the prohibition of interest
is not the only distinguishing principle; the system 1s also based on other principles.
Some of the core principles of the Islamic economic system, which represents the basis

upon which Islamic banks operate, are discussed 1n this section.
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2.2.1 The Prohibition of Riba

Definition of Riba
Islam strictly proscribes Riba or usury, as mentioned in many parts of the Quran and the
sayings of Prophet Mohammed (PBUH). Literally, Riba is growth, but this does not
imply that any growth of money is prohibited in Islam; growth from trading is allowed,
and encouraged. In the context of Islamic economy, Riba refers to “the premium that
must be paid by the borrower to the lender along with the principal amount as a
condition for the loan or for the extension of its maturity” (Talip and Phay, 1998, p.61).
This definition suggests that Riba i1s the same as interest. However, some Islamic
scholars (e.g. Hindi, 1996; Al-Sannhori’s and Moh’d Rida’s Fatwas '*%) argue that Riba,
as mentioned in the Quran, refers only to substantial rates of interest, and not that found
in conventional banking practice. However, God says in the holy Quran “Ye, who
believe, fear God and leave up what remains of your demand for Riba if you are indeed
believers. If you do not do 1t, take a notice of war from God and his apostle, but if you
turn back, you shall have your principal; deal not unjustly and not be dealt with
unjustly’’(Quran, 2: 278-9). This verse explicitly prevents the act of Riba; the use of the
word principal, ElI-Ashker (1987, p.38) suggests, defines clearly the meaning of Riba as
the difference between the amount borrowed (the principal) and the amount due to be
paid back. In 1965, the second conference of the Islamic Research Centre issued a

Fatwa stating that banking interest is the same as Riba (Al-Salouse, 1997, p.18).

Riba and Profit
A distinction between Riba and profit should be made. Riba, as discussed above, refers

to the act of lending money for a specific period and charging a fixed amount on the

capital. Profit results from trading activity, including a real transaction that includes
exchange of goods or services for money or other goods or services. According to the
word of God in the holy Quran: “God has permitted trading and forbidden Riba”
(Quran, 2: 275). The trade includes a risk or loss factor, which differentiates it from the
guaranteed nature of interest (Taylor and Evans, 1987, p.20). While interest is
contractually fixed, predetermined and does not depend on the utilisation of the amount
borrowed, profit is the result of taking risk and uncertainty (Ara Haq et al., 1997, p.75).
Siddiqi (1983) argues that profit from the Islamic perspective belongs to both enterprise

' As quoted by Al-Da’aour (1992, pp. 56-57).
? Fatwa is an Islamic religious opinion issued by one or more Islamic scholars with substantial religious

knowledge.
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and capital; should both entrepreneurship and money capital come from one person, all

profit should go to that person. Should enterprise and capital come from separate

parties, they should share profits as well as losses according to an agreed proportion.

The Time Value of Money

The prohibition of interest raises questions about the time value of money, a
controversial 1ssue in the Islamic literature. It is worth noting that charging higher prices

for objects if payments are deferred is permissible according to many Islamic scholars.

Many researchers (e.g. Gambling and Karim, 1991; Khan, 1994) are of the opinion that
Islam does not recognise the time value of money. The basis of their argument is that
time 1s not a production factor like labour and capital, thus 1t cannot generate a yield by
itself. Khan (1994, p.16) argues that the concept of the time value of money has rational
difficulties and violates the Sharia prohibition of interest. On the other hand, other
scholars (Saadallah, 1994; El-Gamal, 2000) argue that the acceptance of increased
prices for deferred sales implies that Islam recognises the time value of money, but
Sharia requires that such increases in price should result from an actual exchange
transaction that includes a risk factor. This includes not just money for money
exchange, but money for goods or services. El-Gamal (2000, p.34) suggests that jurists
justify price increase as compensation to traders or financial commercial intermediaries
for the opportunity cost of deferring the receipt of payments. Some scholars (e.g. Aisa,
1993; Daoud, 1997) have accepted the concept of the time value of money on the basis
that, in the case of inflation, the lender of the money will be deprived. They recommend
the use of indexation, which is seen by other scholars as “it will open the floodgates of

interest” (Siddiqi, 1983, p.44), and “being unjust for borrowers” (Al-Jundi, 1996,
p.100).

Rationales for the Prohibition of Riba
The rationales behind the prohibition of Riba in Islam are mostly social rationales; the
Islamic prevention of unfair dealing and exploitation of the needy are mentioned in
many parts of the Quran and the prophet Mohammed’s (PBUH) sayings. Mirza and
Baydoun (2000, p.36) argue that the use of Riba violates the principle of social justice,
which is very important in Islam, because it leads to rewards not justified by effort;
those who lend money on interest do not make efforts, or participate in the risks of

financed projects. Interest based transactions allow the lenders to receive the advantages
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associated with lending their money, while avoiding the risks and losses attached to

their ownership. This is what Gambling and Karim (1991, p.34) refer to as “unfair
trading”. Siddiqi (1983) questioned the rationales of shifting all the risks associated with
a project to the entrepreneur, while the supplier of capital is guaranteed a fixed positive
return. Siddiqi (1976) argues that consumption loans, which involve interest, violate the
basic function for which God created wealth, which envisages that the needy be
supported by those who have surplus wealth. Mullhem (2002) argues that Riba kills the

mercy between Muslims and prevents cooperation among them.

Talip and Phay (1998, p.65) suggest that the most apparent reason for the banning of
Riba is to enforce the spirit of brotherhood. The Islamic interest free loan called Quard
Hassan is widely used to finance social activities. In this kind of loan, the lender does
not charge interest, which enhances the spirit of brotherhood between Muslims. Interest-
based loans may lead to exploitation of the needy, usually 1n the favour of the wealthy;
lenders increase their wealth in an easy and secure way, while borrowers have to repay a

higher amount, whether they can afford to or not, which 1s not acceptable from the

Islamic point of view.

Banning Usury: the Position of Other Religions
The ban on usury has historical roots. Interest was forbidden by the code of
Hammurabi, and King Bocchoris of the Egyptian 24" Dynasty forbade taking interest in
excess of principal (Saleh, 1986, p.8). The Greek philosophers Aflaton and Socrates
also criticised usury (Al-Azzizi, 1998, p.7). The position against usury 1s not unique to
Islam; other religions such as Judaism and Christianity have a similar position. Visser
and Macintosh (1998) provide a historical review of the criticism of usury across
different religions; they point out that “usury... has been practised in various parts of the
world for at least four thousand years. During this time, there 1s substantial evidence of
intense criticism by various traditions and social reform on moral, ethical, religious and
legal grounds” (p.175). The prohibition of usury is mentioned 1n the Old Testament, but
while Israelites were forbidden to charge interest to each other, they were permitted to
lend at interest to non-Israelites (Keen, 1997, p.28). Christianity also has a position

against usury; although the Christian position against usury is based on Judaic roots, the

New Testament reference to usury intensifies the case (Visser and Macintosh 1998,
p.178). The church prohibited interest to the clergy in the fourth century, and in the fifth

century, it was extended to the laity; in the eighth century, usury became a criminal
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oftence (Al-Sadah, 2000, p.25). Martin Luther prohibited usury, and considered interest,
regardless of 1ts amount, as usury (Al-Matrik, 1993, p.16). Taylor and Evans (1987,
p.18) argue that, in the medieval period, the payment of interest was permitted to cover
the risks of non-payment, late re-payment, and the consequences arising from loss.
What was prohibited was any payment for a loan where there is no risk, no
inconvenience and no loss of opportunity. It can be seen that the Islamic position

matches other major religious positions, with a few differences.

2.2.2 The Prohibition of Gharar
Gharar can be defined as trade with excessive risk emerging from unknown factors.

Gharar deals with issues concerning contractual uncertainty arising from factors with
unknown outcome. An example of this 1s gambling or any transaction in which the
buyer pays much less than what the object is worth, and then takes the object at this
cheap price or loses the money; thus, the results depend on chance. Such transactions
are highly rnisky and may lead to undesirable consequences and enmity, besides getting
something for nothing, which is a sort of injustice (Al-Suwailem, 2000, p.65). Gharar
also includes any type of transaction in which the object may not yet exist, such as the
purchase of an unborn animal, because in such transactions the buyer does not know
what he or she 1s paying for. Sale before possession (even after ownership) may involve
Gharar, because the seller may fail to deliver the object 1n the future for reasons not
under his or her control. It 1s worth mentioning that contracts involving a risk factor are
not necessarily void from the Islamic point of view; profit and loss modes of finance,
such as Mudaraba’, in which one party provides funds, and the other invests these
funds, include a risk factor, and are Islamically acceptable and indeed preferable.

However, it is forbidden to undertake excessive risk on unpredictable outcomes.

The direct effect of prohibition on contemporary financial transactions is that options
and forward sales are not permitted (except for Salam sale, discussed later in this
chapter). With options, there are winners and losers, thus a gamble 1n which one party is
harmed by the transaction. The same applies to forward contracts, as, for example, in
currency forward contracts: if the price of the agreed upon currency increases to the

extent that it exceeds the exercise price, the seller will lose, and vice versa, which

includes trading of risks.

3 See section 2.3 below
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2.2.3 Zakah

Zakah literally means purification; it is one of the five pillars of Islam®, and is
mentioned in many parts of the Quran and the prophet Mohammed’s (PBUH) sayings.
It represents an annual payment that every Muslim who owns a minimum specified by
Sharia 1s obligated to make. The Islamic state may assume responsibility for collecting
and distributing Zakah, but where this is not the case, the individual i1s still obliged to
pay it. The Zakah should be paid to certain recipients specified in the Quran, including
the poor and needy, workers who collect Zakah, debtors in financial difficulty who are
not able to pay their debt, and volunteers who dedicate their efforts and time to

spreading the Islamic religion. It can be seen from this that Zakah has social objectives,

which implies that if individuals or businesses pay any other type of tax to the state,

they are still obliged to pay Zakah.

Whether Islamic businesses or only individuals should be obliged to pay Zakah is a
controversial issue in Islamic literature. Gambling and Karim (1991, p.103) argue that
Zakah 1s levied on individuals who are Muslims; entities should not be liable to Zakabh.
The Islamic Figh (religious knowledge) Academy, at its first Zakah conference held in
Kuwait in 1984, reached the conclusion that businesses, unless required by law or by
shareholders, are not required to pay Zakah (Shihadah, 1987, p.32). However, the law
may require Islamic banks to pay Zakah, such as the case of Saudi Arabia, or
shareholders and/ or depositors may ask the bank to pay Zakah on their behalf.

2.2.4 Lawful Transactions

As for individuals, businesses are not allowed to engage in activities that violate the
Sharia. Islamic banks, for example, cannot provide finance or other services to assist in
the manufacture of alcohol, pornographic production, gambling or casino activities,
since Islam prohibits them. In addition, Islam emphasises the concept of fair trade; any
contract undertaken by the banks should not include injustice to the other party. Most

Islamic banks have SSBs, which ensure that the activities of Islamic banks are lawful in

terms of them not violating Sharia.

* The five pillars of Islam are duties that every Muslim has to perform in order to be a Muslim. These are:
testimony (that Allah is one and Mohammed is his messenger), prayer, fasting at Ramadan, paying Zakah

and pilgrimage to Mecca.
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2.2.5 Social Responsibility

Islamic businesses as well as individuals have responsibilities towards the communities
in which they operate. The social roles of every Mushim are mentioned in many parts of
the Quran and Prophet Mohammed’s (PBUH) sayings; all Muslims are seen as brothers
and should help each other communally. Islamic banks usually undertake activities that
reflect their social role in the community. Social activities are emphasised in Islamic
banks’ articles of association as part of their objectives and functions (El-Ashker, 1987,
p.45). Islamic banks are described as having a “social face” (Mashhour, 1996, p.33).

Their social role is reflected in their provision of the Quard Hassan, which helps

borrowers to achieve social goals such as marriage. In addition, Islamic banks may

assume responsibility for paying Zakah and charity activities’.

2.3 The Operation of Islamic Banks

Islamic bank operations are similar to conventional banks’ 1n many respects; both have
equity as a component of capital structure; both provide banking services, such as letters
of credit and guarantee, and both provide property management. However, the

prohibition of interest creates differences in the sources and uses of funds. This section

provides a description of the main sources and uses of funds in Islamic banks.

2.3.1 The Sources of Funds for Islamic Banks

Equity
The capital of an Islamic bank includes owners’ equity, which may take the form of

ordinary shares, reserves, retained eamnings, and premiums. The ordinary shares do not
require the bank to pay a fixed amount of return to the shareholders; the dividends
depend on the ability of the bank to achieve profits from 1ts operations, such dividends
being neither fixed nor guaranteed. The funds of shareholders are used in bank
operations, and share the risks associated with those operations, which makes this
source of funds permissible in Sharia. However, the capital structure of an Islamic bank
would not include preferred shares because these shares require the bank to pay a fixed

rate of dividends, so that they do not share the risks of the bank operations, and the

fixed dividends for preferred shares take the form of interest.

* For more details of the social roles of Islamic banks, see Maali et al, 2003.
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Trust Accounts

These represent deposits received by the Islamic bank for purposes other than
investment; the bank operates as safe keeper for such deposits. They take the form of
the current accounts found in conventional banks. The relation between the bank and the
depositor 1s similar to the relation between the borrower and the lender. The holders of
such accounts are usually provided with cheque facilities and other banking services.
Since the bank guarantees the repayment of the whole amount of such accounts, they do
not share the risks of the banks’ operations; thus, the deposttors are not entitled to any
profits, regardless of the amount of their deposits. However, the bank may provide a
return on such guaranteed accounts as a gift (Talip and Phay, 1998, p.70). In addition,
in some cases, the clients may be allowed to have overdraft facilities without paying

interest; such facilities take the form of Quard Hassan (Suliman, 1996, p.23).

Investment Accounts
Investment accounts represent the major source of funds for Islamic banks (Al-Deehani

et al., 1999, p.249); Islamic banks accept deposits from individuals and businesses on
the basis of a new form of Mudaraba contract; this new form emerged from the writings
of Islamic scholars in the 1960s and 1970s. It differs from the original form of
Mudaraba contract, which is very similar to that of the Commenda used by Italian and

other merchants in the late Middle Ages (Karim, 2001, p.178).

In its original form, a Mudaraba contract is based on a combination of capital from one
or more parties (the provider of capital) and work by the other party (the entrepreneur or
Mudarib). Profits are shared by the two parties at a predetermined percentage, but in

case of loss, the capital provider bears all the financial losses, but not more than what
has been paid, and the other party receives no return on his/her work (Karim, 1995,
p.287). The provider of capital shares both the risks and the profits with the Mudarib,
but without interfering in the running of the business, which is the exclusive

responsibility of the Mudarib. While the financial losses are borne exclusively by the

provider of capital, if those losses are borne because of the Mudarib’s mismanagement

or negligence, the Mudarib will be held responsible for the losses. There are many

conditions for a Mudaraba contract to be acceptable from the Islamic perspective,

namely:
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1- The proportion of profits should be agreed between the two parties when
contracting, and should be a percentage, not a lump sum.

2- The capital provided should be in cash, and, according to some Islamic jurists,
could be in the form of non-monetary assets, but not in the form of debt

(AAOIFI, 1999, p.171).
3- The Mudarib 1s the one who works, and not the provider of capital (Abu-Zaid,

1996a, p28).

4- The Mudarib does not guarantee the capital nor any profit, except in case of

mismanagement or negligence.

5- The profits are considered as a recovery of capital, and thus cannot be
distributed between the Mudarib and the provider of capital before the
liquidation of the investment (Abu-Zaid, 1996a, p.43). Islamic scholars call this
Tandid, which is discussed in Chapter 4.

6- The non-permissibility of mixing different funds; for example, when two parties
engage in a Mudaraba contract, a third party cannot join after the start of the

financed project. This is because a miscalculation of profits may occur.

Such conditions made the onginal form of Mudaraba unsuitable as a working basis for

a sound deposit system for Islamic banks, because it is basically designed for only two
parties. In banks, thousands of depositors deposit and withdraw money at different
points of time, which requires mixing different funds (condition 6 above), and they
cannot wait for the liquidation of all financed projects, which may take a very long time,
to earn their profit (condition 5 above). Islamic scholars have tried to adapt the
Mudaraba contract to suit banking operations. The first serious attempt was that of Dr.
Mohammed Al-Arabi in 1967 (cited in Abu-Zaid, 1996a, p.46). Two more scholars
participated in the development of such model, Al-Sader (1974) and Hmoud in 1976
[hereafter referred to as Hmoud (1982)]. In the newly developed Mudaraba contract,
which is called “joint Mudaraba” (Hmoud 1982, p.410), the depositors enter into
individual Mudaraba contracts with the bank, the bank in this case being considered as
the entrepreneur (Mudarib). The depositors participate in the profits resulting from all
projects financed by their joint funds. Such a model relaxed many of the conditions
required in the original form, such as the “Tandid” which requires the liquidation of the
projects financed by the joint funds in order to distribute profits. In addition, the

depositors can deposit and withdraw funds at different points of time.
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However, guaranteeing deposits was a controversial 1ssue amongst the early developers
of the model. Al-Arabi (1967) rejected the guarantee of capital or profits to depositors,
basing his opinion on the analogy of the original Mudaraba contract, despite the
relaxation of many other conditions. Al-Sader (1974) called for absolution of the
depositors’ liability to loss; he even called for them to have a minimum percentage of
“profit” in the form of a gift in the case of losses. His position was a pragmatic one, 1n
which he tried to make the Islamic banks competitive with conventional banks. Hmoud
(1982) called for the guarantee of deposits as well, but not profits, basing his opinion on
the analogy of what is called “Ajeer Mushtarak”, meaning a joint worker who is liable,
from the Islamic perspective, to return what he 1s working on safely. Such views of
guarantee were highly criticised by many Islamic scholars (e.g. Siddiqi, 1983: Abu-
Zaid, 1996a and b). However, many of those opposed to guarantee confess that liability
as currently practised by Islamic banks is not what it would seem. Siddiqi (1983)
describes it as merely theoretical, both on economic and empirical grounds. Abu-Zaid

(1996b) argues that the liability issue has forced Islamic banks to make deposit systems

very similar to those of conventional banks.

There are two types of Mudaraba contract, in terms of the restrictions imposed by the
provider of funds regarding the way in which funds are invested, namely, unrestricted

and restricted Mudaraba contracts. In the unrestricted contract, the provider of funds

gives full authorisation to the Mudarib to invest the funds in the manner that the
entrepreneur deems appropriate. The Mudarib has full flexibility in mvesting the funds
and employing any commercial technique that does not violate the Sharia to generate

profits. In addition, the Mudarib can commingle funds with his/her own funds (Hamd

et al., 1993, p.140). In the restricted Mudaraba, the provider of funds puts restrictions
on the Mudarib regarding the way in which the funds are invested, for example the type
of goods traded, or the ability of the Mudarib to commingle these funds with his own,
which implies that the provider of funds would be able, to some extent, to control the

level of risks associated with the investment of funds. Based on these two types of

Mudaraba contract, Islamic banks have two types of investment account, unrestricted

and restricted investment accounts.
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Mugarada Bonds

Mugarada bonds are non-interest bearing bonds 1ssued by an Islamic bank at nominal
value on the basis of a Mudaraba contract, and therefore, they are also called Mudaraba
bonds. Islamic banks may issue such bonds to finance investment opportunities, which
the bank 1dentifies as viable, but lacks the necessary funds to finance them. The
maturity of the bonds is related to the liquidation of the financed project. The bank

theoretically does not guarantee the repayment of the bonds nor any profits. If the
project financed by the funds generates profits, they would be shared by the bank and

the holders of the bonds according to a predetermined percentage, but losses are borne

by the holders of the bonds.

2.3.2 The Uses of Funds for Islamic Banks

Islamic banks provide finance to customers through instruments based on profit and loss

sharing, and mark-up transactions. The most common modes of finance provided by

Islamic banks are:

2.3.2.1 Profit and Loss Sharing Financing

Profit and loss sharing financing is a distinctive feature of Islamic banking. It takes the
form of Mudaraba and Musharaka financing. There are many problems associated with
the use of such financing mechanisms by Islamic banks. A description of these

financing modes and their problems are discussed below.

Mudaraba Financing

In Mudaraba financing, the bank operates as a principal who provides funds for the
entrepreneur (Mudarib), who uses the funds to undertake a project. If the financed
project generates profits, both the bank and the Mudarib share them according to the
percentage specified in the contract, as discussed before. The financial losses are borne
exclusively by the bank; the liability of the Mudarib 1s Itmited to his efforts. In
Mudaraba financing, the bank cannot ask for a guarantee from the Mudarib for the

repayment of capital, since the bank bears the financial nisks. Some Islamic scholars

permit banks to ask for guarantees against the Mudarib’s omission (AAOIFI, 1999,
p.173).
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Mudaraba financing can take the form of Muzara financing, in which a bank provides

financing for individual farmers to plant the land. The harvest would be shared between

the bank and the farmer according to a predetermined percentage; if the land generates

no harvest, the bank receives nothing.

Musharaka Financing

Musharaka is an Arabic word meaning partnership; it represents a joint venture
arrangement, in which the Islamic bank and the client contribute jointly in financing and
managing a particular project. It can take either the form of decreasing participation, in
which the bank sells its shares to the client gradually, or constant participation, in which
the bank holds a share in the equity of the project, and keeps its share during the
lifetime of the project. In both types, the bank and the client participate in the work in
terms of expertise and capital; equality in any of them 1s not required. Islamic scholars
agree that, if the project generates losses, it should be divided between partners in
proportion to their respective share of capital (AAOIFI, 1990, p.200). There are
different opinions among Islamic scholars regarding the allocation of profits, if realised;
some Islamic scholars are of the opinion that profits should be allocated in accordance

with capital. Other scholars are of the opinion that profits can be allocated according to

the efforts of the partners doing the work, if they make this clear in the contract.

Problems of Profit and Loss Sharing Financing
Khan (2000, p.24) argues that Mudaraba and Musharaka are Islamically the best types

of financing, but they are not very much practised because of inherent risks and
problems, such as difficulties in monitoring large numbers of projects. For example, in
Mudaraba financing, the agent has the incentive to increase costs, since he or she will

share profits with the bank, but the bank will bear all the financial losses, which creates
an agency problem in this type of financing. In addition, for the entrepreneur,
Mudaraba financing is less risky than debt financing because, 1n case of loss, he or she
would not pay a fixed amount to the bank. Aggarwal and Yousef (2000) provide
evidence that Islamic banks tend to depend more on mark-up financing instruments
rather that profit and loss sharing instruments, which 1s attributable to the agency

problem associated with profit and loss arrangements. Nienhaus (1986) discusses
another problem associated with profit and loss modes of finance, which is, it leads in

mixed economies, where Islamic banks compete with conventional banks, to a

concentration of bad risks in the Islamic banks.
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2.3.2.2 Mark-up Financing

There are many mark-up financing modes, which dominate financing provided by
Islamic banks because they are less risky, if risky at all. The most well known mode is
Murabaha financing, which, as will be discussed below, 1s the preferred financing mode
in Islamic banks; however, it is also the mode that attracts the most criticism from many

Islamic scholars as being non-Sharia compliant. The following is a discussion of these

modes of financing.

Murabaha Financing

Murabaha 1s the sale of goods at cost plus an agreed mark-up. In its original form, the
buyer agrees with the seller on a commodity whose price includes a stated profit known
to both seller and purchaser. To be acceptable from the Sharia perspective, the buyer
should know the cost (which also includes any other costs incurred by the seller). In
addition, the seller should already possess the goods, or purchase them. It is important
that the seller possesses the goods before selling them to the client. In addition, one of
the conditions for the legality of the transaction is that it should not include any kind of
Riba (Hassanien, 1996, p.20). The original form of Murabaha was not suitable as a
financing instrument for use in Islamic banks, so a new form was developed, which is
called Murabaha to purchase orderer®. The first to introduce this form was Dr. Sami
Hmoud in his Ph.D. thesis’ in 1976 (Al-Maligi, 2000, p.440; Hassanien, 1996, p.21,
Wilson, 1997, p.8). In this form, the client specifies the goods to be acquired, and
specifies a particular supplier. The bank purchases the goods and resells them to the

client at a higher price; the total amount is paid by instalments. Thus, 1n the legal form,

this transaction includes two sales transactions, the first between the bank and the
supplier, and the second between the bank and the client. As is the practice, the client is
usually required to commit himself/herself before the commencement of any
transaction. This usually happens by asking the client to sign a commitment to buy
when he/she orders the goods. Thus, in the actual situation, the bank has no risk that the
client will not buy the product. However, Saadallah (1994) claims that the bank bears
some risk, since the bank buys the goods, and becomes responsible for them until the

client takes possession of them. Thus, the mark-up can be considered as a reward for the

® In the remainder of this thesis, whenever Murabaha is mentioned in the context of Islamic banking, it

refers to Murabaha to purchase order.
7 This Ph.D. thesis became the basis for the establishment of the Jordan Islamic Bank in 1979, as will be

discussed in detail in chapter 6.
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bank because of the risks it assumes. Such an argument lacks practicality, since Islamic
banks actually ask clients to pay an advance payment before commencement of the
transaction (Al-Maliqi, 2000, p.465). Thus, they secure their rights and prevent the
client from not undertaking the transaction. This transaction represents a financing

transaction because in most cases, the client pays the price of the commodity by

instalments.

In addition, the bank may ask for collateral to ensure repayment, which usually takes the
form of recourse to the goods financed. This makes such a mark-up instrument
favourable to Islamic banks, more than profit and loss sharing arrangements. It can be

seen that the bank bears no risk (other than the default risk), which contradicts the no

risk no profit rule.

Murabaha financing dominates the activities of Islamic banks, extending to over 90%
of financing activities In some banks (Hassanien, 1996, p.13). However, many
rescarchers and Islamic scholars express concerns about the permissibility of such
transactions. The most apparent criticism comes from, as discussed above, is the fact
that the transaction seems to be risk free and thus similar to Riba. Siddiqi (1983)
expresses this concern by arguing that Murabaha, instead of expanding the transition
from interest-based banking to interest free banking, tends to retard it by legitimising
the status quo. He further argues that Islamic banks, in this case, earn a predetermined
profit without bearing any nisk (Siddiqi, 1983, p.49). Al-Abadi (1988)° describes the
application of Murabaha in some Islamic banks as “only a financing instrument which
allows the banks to achieve what they call profit without providing anything but the
money, and without any risk... if we face a financing without risk, then this is the Riba,
even if it takes the form of sale” (p.5). In addition, the pre-determined profit in
Murabaha creates some suspicion. A study by Murinde and Naser (1998) on the
mortgage financing provided by a UK branch of one of the largest Islamic banking
corporations found that the mark-up used was similar to the pre-determined rate of
interest. However, against such intense criticism, other Islamic scholars (e.g. Hmoud,

1982 and 1988, Mulhem, 1989 and 2002, Hassanien, 1996) argue that Murabaha

8 Dr. Abdull-Salam Al-Abadi was one of the Fatwa Committee members that allowed the Jordan Islamic
Bank to undertake such transactions in 1979 after the suggestion of the original developer Dr. Sami

Hmoud who was the founder of this bank. Refer to Chapter 6 for details.
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financing differs from interest based loans in that actual exchange transactions take

place in Murabaha, with the bank, as a merchant, selling the goods to the client.

ljara and Ijara wa Igtina

Jjara 1n this context means rent; Islamic banks usually acquire long-term assets and
lease them to clients. Leasing may take the form of an operating lease, or a capital lease
In cases where the contract is long term or contains a promise of transfer of ownership

of the leased asset to the lessee, which is referred to as Jjara wa Igtina.

In an operating lease, the bank usually owns the asset for renting purposes, and the
client asks the bank to rent the asset for a specific period. In Jjara wa Igtina, the client
may ask the bank to purchase a fixed asset such as a machine or a building; then the

client enters into a long-term lease contract with the bank. The contract may contain a

promise to transfer ownership from the lessor to the lessee. Unhke Murabaha financing,

the bank is still the owner of the leased asset.

Perhaps the major distinction between Jjara wa Igtina and the well-known finance
leases is the issue as to which party is responsible for the repair of the asset during the

lease period. Sharia requires that the one with the legal title 1s responsible for the asset;
when the legal title of the asset is with the lessor, then the lessor is responsible for its
major maintenance. However, periodic operating maintenance is the responsibility of
the lessee (Zaid, 1996a, p.72). However, in the case where there 1s gradual transfer of
ownership of the asset, both the bank and the lessee are responsible for the asset, and

share the maintenance costs according to percentage of ownership.

Salam Financing
Salam is a forward sale contract, whereby the seller undertakes to deliver well-described

goods in the future for immediate payment. The Salam was known in the days of the
prophet Mohammed (PBUH), especially for farmers, who needed money to procure
seeds and feed their families until the time of harvest. The Islamic bank could use
Salam contracts to finance agricultural, industrial and any other type of commodities as

far as the goods could be well described. The Islamic bank pays the seller a full price for

a commodity, which the seller will deliver in the future. The bank benefits from the
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difference in the price it pays and the spot price. However, despite Salam contracts

being considered as having a very low level of risk, and being profitable, the use of

Salam contracts 1s very limited in Islamic banks, due to a lack of special capabilities

needed to undertake such contracts (Zaid, 1996b, p.58).

The Salam represents an exception to the rule that prohibits the sale of non-existing
objects because of Gharar. EI-Gamal (2001, p.39) argues that this exception was made
because of the economic benefits that would be lost if the contract were not available;

the seller receives the price and uses the money to acquire or produce the object of sale,

which would not exist otherwise.

Istisna

Istisna is a sale contract in which the seller (the Islamic bank 1n this case) undertakes to
manufacture or construct a commodity (which is usually a long-term asset) ordered by
the buyer. If the seller does not have the capacity to manufacture or construct the
commodity, it may contract 1t to a third party, which is known as parallel Istisna. Sharia
requires that the price should be agreed when signing the contract, and cannot be
changed for reasons such as increase in prices, but allows change 1n price if it is due to
change in the specification. Even though the bank is not itself involved in construction,
it still has sole responsibility for fulfilment of its obligations against the buyer; the

obligation cannot be transferred to another party.

Quard Hassan

Quard Hassan is a beneficence loan. It represents a non-interest bearing loan, intended
to allow the borrower to use the loan for a period of time on the basis that the same
amount of money would be repaid at the end of the period (AAOIFI, 1999, p.57). The
Islamic banks provide such loans for welfare purposes; usually, they are provided to
those embarking on a social activity, such as marnage or study, or those incurring
exceptional expenses arising from illness or accidents. Khan (2000, p.19) points out that
these loans can also be exceptionally provided for commercial purposes to clients in
difficulty who are already receiving some other kind of financing. The bank may ask for
collateral to ensure repayment, and may charge the borrower fees as administrative

expenses for handling the loan, which are not proportional to the period or the amount

of the loan.
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2.4 Islamic Banking: A Historical Review

Some Islamic modes of finance, which depend on profit and loss sharing, were known
even before the emergence of Islam. The old mode of Mudaraba, which in its current
modified form represents the major source of funds for Islamic banks, was practised by
Arabs 1n pre-Islamic times and later approved by the prophet Mohammed (PBUH) as
acceptable form of business (El-Ashker, 1987, p.75). In addition to Mudaraba, Muslims
utilised other forms of financing, such as Murabaha and Musharaka. Throughout
history, prior to domination by imperialist powers, Muslims managed their finances and
carried on domestic and international trade without recourse to interest. Profit sharing
and various kinds of participation arrangements served as adequate bases for savings
and investment (Siddiqi, 1983, p.9). Financiers as an alternative to bankers featured in

Islamic history, providing financing based on profit sharing (Wolfe 2000, p.1).

After the fourteenth century, for historical and political reasons, Islamic civilisation
began to stagnate. Gradually, the Islamic world lost its economic position and became
more influenced by western thought. The nineteenth century witnessed the

establishment of western banks in the Islamic world (Wilson, 1995, p.37); Islamic

financers almost disappeared, and Islamic modes of finance were replaced by interest-

based instruments.

The period from 1940-1970 witnessed the independence of many Muslim countries
around the world, including the Middle East. This, supported by many factors discussed
by El-Ashker (1987, pp. 28-29), which include the establishment of international

Islamic organisations and the revival of Islamic economic literature, led to an increase

in the number of Muslims wanting to conduct their business transactions according to
Islamic Sharia. This was reflected in the emergence of Islamic banking. The earliest
references to banking on the basis of profit sharing rather than interest were in the late
1940s (Siddiqi, 1976, p.220). Ten years from the emergence of such writings, the first
Islamic bank, the Farmer Credit Union, was established in Pakistan in the late 1950s,
followed by the Mit Gha<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>