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Abstract

Overview of the services of Islamic Banking System and
potential for implementation problems in Lebanon.

By:

Jeanette Kaddissi, Master of Business Administration
Notre Dame University, 1997.

Major Professor: Philippe w. Zgheib, Ph.D.
Department: Business Administration and Economics.

This study presents a brief and a quick overview of the Islamic banking

system which is finding its way as a new competitive system. Islamic banking

is mainly directed towards fulfilling and respecting Islamic fundamental laws

of monetary relations among Muslims. This study concisely summarizes

services offered by Islamic Banking, then determines potential problems that

could be encountered by this new system in the Lebanese economy.

(74 pages)



Glossary: *

Murabah a:

This is a contract sale between the bank and its client for the sale of

goods at a price which includes a profit margin agreed by both parties. As a

financing technique it involves the purchase of goods by the bank as requested

by its client. The goods are sold to the client with a mark-up. Repayment,

usually in installments, is specified in the contract.

Mudaraba:

This is an agreement made between two parties: one which provides 100

per cent of the capital for the project and another party known as mudarib, who

manages the project using his entrepreneurial skills. Profits arising from the

project are distributed according to a pre-determined ratio. Any losses accruing

are borne by the provider of capital. The provider of capital has no control

over the management of the project.

Mush araka:

This Islamic financing technique involves a partnership between two

parties who both provide capital towards the financing of a project. Both

parties share profits on a pre-agreed ratio, but losses are shared on the basis of

equity participation. Management of the project may be carried out by both the
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parties or by just one party. This is a very flexible partnership arrangement

where the sharing of the profits and management can be negotiated and pre-

agreed by all parties.

Quard Hassan:

An interest-free loan given either for welfare purposes or for bridging

short-term funding requirements. The borrower is required to pay back only

the amount borrowed.

Rib a:

Literally, an increase or addition. Technically it denotes, in a loan

transaction, any increase or advantage obtained by the lender as a condition of

the loan. In a commodity exchange it denotes any disparity in the quantity or

time of delivery.

Sit ariah:

Islamic canon law derived from three sources - the Quran, the Hadith

(sayings of the Profit Muhammad), and the Sunnah (practice and traditions of

the Profit Muhammad).
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Zakat:

There are two types of Zakat:

- Zakat al fitr, which is payable by every Muslim able to pay, at the end of

Ramadan (the month of fasting).

- Zakat al maal is an annual levy on the wealth of a Muslim (above a certain

level). The rate paid differs according to the type of property owned. This tax

is earmarked, among others, for the poor and needy.

*(sozirce .. Islamic Banker, May 1997)



Chapter I

Introduction

In recent years, the world has witnessed active movements in the Islamic

world: political, social and economic. Our main interest is to follow these

movements on the economic side; Muslims proclaimed that an economic

system based on the principles of the Islamic law is feasibleëven after-fourteen

centuries of the emergence of their religion. In order to practice what they

preach, Muslims have decided to put the system into effect. And the major

movement that was realized is the establishment of Islamic financial institutions

and other business enterprises. The basic purpose of this research is to detail

and discuss one of the Islamic financial institutions which is the Islamic

banking system, whose main- operations and services do not oppose the Shariah.

The Shariah position is quite simply that if you lend money, then you do not get

interest at all. However, if you want to go into a venture with him, then you

share in the risk with him. In the Islamic system the capitalist enters in the risk

with the party doing the work, while in the Riba system (see the glossary for

definition), the owner of the capital puts his money at no risk at all. The basis
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of Islamic banking is therefore risk-sharing, hence the profit-or-loss system

(PLS).

This document contains five chapters, a bibliography, and three

appendices.

The first chapter, which is the introduction, is subdivided into two major

parts; the first part gives us a general definition of Islamic Banks, their

objectives and their aspects. And the second part covers the features of Islamic

banks which are the interest and the Zakat.

The second chapter, justifies why this paper was to be conducted and

provides information about the establishment and the evolution of the system in

countries like: Pakistan, Egypt, Kuwait, Iran, Bahrain, and Saudi Arabia..

Islamic Banks became a necessity for Muslim people who believe in their

religion and want to live in subordination to the Islamic beliefs and values,

moreover it is to be introduced to Lebanon sooner or later. These potential

customer who want to deal with such a system, don't know how it is operating,

therefore this study was necessary to explore the justifications behind

establishing an Islamic Bank.

In the third chapter, two main objectives to be met were listed. The first

one is to list and define the operations and services offered by the system which

are mainly: Musharaka, Murabaha, Mudaraba, Mutajara, Ijara, and social

services. And the second objective is to determine the problems that might face

the system if it is to be introduced in the Lebanese economy. That include:
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legislative problems, competitions with the commercial banks and the relation

with the central Bank.

The fourth chapter talks about the methodology that was adopted

throughout the research, in order to meet the two objectives of the previous

chapter, interviews were held with religious figures in the country, with the

First Vice Governor of the Central bank, with the manager of external relation

in Banque du Liban (Banque Du Liban is also referred to throughout this

research as the Central Bank), with deputies in the parliament, and with

researchers that have been conducting similar research. In order to support this

research, many readings were done from books available in Lebanon, and from

books, magazines, and articles imported from London and Saudi Arabia.

The fifth and the last chapter of this research includes the results and the

recommendations. The appendices are attached to this thesis due to their

pertinence and relevance for any further research in this field.

A part of this research is going to tackle the different features of a new

financial system which is trying to find its own way and its own position in the

international financial market. This financial system is the Islamic Banking

System whose main purpose is to exclude interest, known in Islam as "Riba",

from the financial transactions and relations among the different sectors in the

whole economy.

The economy as we know it today is mainly the heritage of the western

commercial practices. Following the commercial revolution and mainly

following the industrial revolution, the west gained more amplitude in the



In

world's economy. Thus, subsequently western culture had an increasing effect

on the world's commercial culture till the stage was reached where the world's

economic and commercial concepts are the pure results of western thought (Al

Shirazy, 1994, p 9).

Before going any further we have to define what is meant when using

the word "western"; this word is used to refer to Europe and U.S.A starting the

late 18th century. The west's concept of an economy consists of factors of

production and of products. Therefore, one of the most important pillars of this

economic system was the rate of return which measures the success of any

commercial transaction. What I do mean to say is that the economic and

commercial cultures took a deviant trajectory from that of human culture in the

sense that the purpose of the commercial-economic culture is its continuity and

self perpetuity. This represents the view of many people and many scholars

that reproach to the western economic and commercial culture its lack of

humanity (Al Shirazy, 1984, p 15). Furthermore, during the past decade many

scholars predicted the collapse of the western financial and monetary system

that was gradually being metamorphosed to rely on financial and money market

instruments that increase wealth through denominating values to instruments

that are not very much attached to any physical presence of any assets that

denominate future value allowing speculation. And this fact will allow entire

sectors of the world's economy to rely on debt and to proliferate on speculation

and interest.	 This issue is of a very controversial nature and historical

precedents till present proved neither right nor wrong. However my-aim is to -
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show that many people share this vision of the world's economy and among

those are the adepts of Islam.

Islam for Muslims organizes the believer's relation with God as well as

his practical life. They believe that Islam includes the norms for any social

conduct and activity among which is commerce or the economy from Islam's

perspective. The western hegemony has to be repelled and Muslims have to

go back to Islam to organize their practical life. From this logic there was a

necessity to develop the economic and commercial concepts that abide to

shariaa (Qur'an, Sunnah, Ijmaa') in order to form an Islamic economy

(Chambour, 1997). And what is meant by Islamic economy is an economy that

doesn't contradict the teachings -of Islam, The -inajor.pointjvithin this context

is the interest concept for that according to Islam interest is one of the ugliest

facets of the inhuman economy as we know it today. Muslim believers argue

that Islam provides the basis for commercial and economic activities that are

fair in the sense that they include the human factor as a moral goal where the

benefit of humanity should be the ultimate goal of any economic activity and

where this human factor is not considered only as one of the factors of

production. It is fair to say that western scholars acknowledge this lack of

humanity but concluded that out of this conglomeration of selfish individual

acts a positive social impact will be distilled through the incremental creation

of wealth (Chambour, 1997). Therefore there was the need for financial

institutions that could operate conformingly or in a non contradictory manner

with the Shariah.	 From this perspective we can say that there is an Islamic



financial activitiesactivities but not an Islamic banking sector in the sense that the word

banking is inconsistent with the activities performed by a financial institution

that peifonns Islamic financial activities. Furthermore the word banking comes

from the Latin, western and Judeo-Christian commercial concepts. This

objection was raised by many Islamic scholars who just wanted to show that

the use of the phrase "Islamic banking" was just for practicality services despite

the contradiction in principles (Al Sadder, 1990, p 16).

Before going into details with objectives, aspects and features of Islamic

banking, we have to give an overview about the time value of money in the

western and in the oriental culture, and the money multiplier.

Time value of money:

In the Webster's Collegiate Dictionary, "interest" is defined as: "money

paid for use of money lent or for forbearance of debt, a charge for borrowed

money that is generally a percentage of the amount borrowed". In biblical

times, interest on money was considered to be usury ( Islamic literature makes

no distinction between usury and interest, referring to both as "Riba"). Usury

was forbidden between Jews but not for aliens who borrowed money from Jews

to develop trade. Generally, the Christian rules relating to interest, as well as to

loans, were tied to spiritual rather than economic aspects of society. Time

interpretation was that interest was usury and therefore forbidden because a

greater value was taken from the borrower than was given, resulting in an

injustice to the borrower. This view prevailed into the 14th century but was
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modified later in order to accommodate industrial and exchange development

Buyers on credit, discounts on bills of exchange, partnerships combining

money with labor, and other related dealings gradually were allowed as the

influence of the Church declined and the individualism of Protestantismn rose

(Abdeen and Shook, 1984, p 16). Protestantism advocatedadvocated entrepreneurialsrn

leading to a growing importance of capital and means to evaluate the marginal

benefit that would accrue from lending any accumulated capital to any person

in order to invest it. From this point it is quite easy to observe the origins of the

concept of time value of money, where accumulated wealth was transformed

into money earning assets. On the other hand, the oriental culture viewed the

means by which to increase any accumulated amount of money was through the

mechanisms of changing hands. So time in the west became the ultimate

measuring criteria for profits to be incurred on any accumulated money thus the

dichotomy was done between money and its owners. While on the other hand

the oriental culture still identified the money with its owners and lenders rather

than aggregating the whole of the personally accumulated wealth into what is

later to be known as the economy's savings (Taky, 1988, pp. 318-325).

Several stages in the philosophical development of the interest concept took

place during the 18th, 19th and early 20th centuries. The French Physiocrats,

led by Jack Turgot, began the process by distinguishing between money and

capital. Turgot argued that the productivity of capital and abundance of capital

were necessary for all enterprise and that low money interest rates were both

the cause and index of abundant capital (Abdeen and Shook, 1984, p16).
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Classical economists, including Adam Smith and David Ricardo,

contended that interest was the compensation which borrowers paid lenders for

the profit made by use of the borrowed capital. Smith adopted the position that

interest was the reward or inducement paid for utilizing savings, and that

employing capital in production resulted in an increased value of the product

over the labor value. Ricardo on the other hand, attributed all value to labor

(Abdeen and Shook, 1984, p 17).

Money multiplier:

Throughout this paper, whenever we refer to conventional bank we

implicitly define conventional banks as Fractional Reserve Banking System,

which is a system in which banks hold reserves that are only a fraction of their

deposits. Speaking of reserves, it is useful to mention that the Required

Reserve Ratio, RRR (which is the minimum portion of deposits that must be

legally held as reserves) in the USA approximates 18 to 20 % of the bank's

total deposits. As to Lebanon, till 1995 the RRR was 60 % and then it was

adjusted to 40 % of the bank's total Lebanese deposits. The importance of the

RRR steams from the fact that this ratio determines the amplitude of the money

multiplier which is the ultimate change in checking deposits (bank money)

caused by a $ 1 initial change in bank reserves: in a simple banking system,

equal to 1/RRR. Since the money multiplier is inversely related to the

Required Reserve Ratio, the larger the RRR the smaller is the multiplier and the

smaller the multiplier, the smaller is its effect on growth of the money supply,

since in each round a bank would have to hold back more and lend out less of



new deposits ( Mc.Connell and Brue, 1990, pp. 314-315). What is meant by

the definition of the money multiplier, is that each one dollar in deposit will

result in a certain amount in loan that is one minus reserve, and this loan will

go into deposits again. Aggregating this process, the result would be that this

one dollar will be transformed to one dollar plus the amount that is added

through the multiplier effect which is hR. So the one dollar will be

transformed into $ 1 * multiplier or $ 1 * (1/R).

Objectives and aspects bf Islamic Banking

The Islamic Bank is a banking establislunent that solicits funds and

employs them in accordance with the Islamic Shariah, for the purpose of

building Islamic solidarity and insuring justice of distribution and employment

of funds in accordance with the Islamic principles. It is a financial, investment,

development and--social institution that follows Islamic principles in all of its

operations and it generally has the following objectives: to remove the burden

of the sin of Riba from Uminat Al Islam (Islamic Nation), to promote

economic unity, to assist Muslim States, to promote Islamic religious, political

and cultural unity, to assist Muslims in the development of their commercial

and industrial potential and to provide an innate Islamic basis for full economic
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cooperation with the non-Muslim "people of the book" in conformity with the

Holy Quran's law (Abdeen and Shook, 1984, p 171).

The ideology of Islamic banks derives its logic and beliefs from Islamic

Shariah and these banks don't consider their purpose to be only economic but

rather spiritual and religious. When accepting deposits, the purpose is not to

increase its power to lend and collect interest but to make the Muslims think

about savings and to plan for their families future. Due to the prohibition of

interest from its operations, Islamic Bank is forced to search for investment

oppqrtunities in all sectors of the economy: agricultural, industrial, commercial,

service and others, and for investment projects that give a long term social

return such as those in infrastructure (Abdeen and Shook, 1984, p 173). These

projects are evaluated by the research division which is responsible of

preparing the feasibility study and making the appropriate recommendations for

the selection of investments. The research department team has to be equipped

with technical know-how, knowledge of the market, the financial conditions,

and the Islamic principles.

Features of Islamic Banking

The Islamic financial system thus has two basic features: the prohibition

of interest and the imposition of the Islamic religious tax (zakat).
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I- Interest:

The equivalent of interest in Islam is Riba, which is according to the

Sheik Abdul Latif Ziadeh, former judge in the Islamic Court in Tripoli, is

defined as the exploitation of the person who is in need of money by taking

interest, as a cost of the money borrowed (Ziadeh, 1996). The fact of giving a

loan for the purpose of receiving a certain amount of money is deemed, in

Islam, an unlawful act. The interest of the cost of money deposited in

commercial banks is considered bluntly as Riba, and the depositor must refuse

to receive interest on his money or to get any type of benefits (Ziadeh ,1996).

Riba connotes the meaning of increase, the verb of which is "yarbu" meaning it

increases. This is the general linguistic meaning of the word which;is not

necessary confined to the act of lending money at interest. But when used in

the Qur'an the word is defined by the article "a!" meaning "the" in a particular

reference to the act of giving money at a fixed increase. Hence, the verb

"yurabi" refer to the act of giving loans at a fixed increase, and "inurabi" is the

person who does such an act (El Ashker, 1987, p 38). Riba is the cause of

immorality and other social and economic ills because it breaks the bonds of

natural relations between human beings, and it leads to inequality between the

lender and the borrower. It unjustly enables the rich to continue to dominate

the poor and needy (Abdeen and Shook, 1984, p 164). The prohibition of

interest is mentioned in the Qur'an in 4 references:

In the first, the Qur'an states: "That which ye give in usury in order that it may

increase on people's property hath no increase with Allah; but that which ye
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give in charity, seeking Allah's countenance, hath increase manifold" (Qur'an,

30:39).

In the second, it states that the taking of interest is forbidden and will surely be

punished (Qur'an, 4:160,161).

In the third, it states: "Devour not usury, doubling and quadrupling (the sum

lent) (Qur'an, 3:130,13 1).

In the fourth, it states: "Those that live on Riba (interest) shall rise up before

God like men whom Satan has demented by his touch; for they claini that Riba

is like trading. But God has permitted trading and forbidden Riba" (Qur'an,

2:275). In Islam those who deal with interest the eternal fire penalty is severe.

However gains that are derived from trading are permitted because they are the

result of risk and effort, and traders are blessed because the seller offers time

buyer his commodity in which he invested his labor and his capital

(Euromnoney, 1979, p 53).

Riba is classified into 2 main types: loan Riba (stipulated in the Qur'an), and

commodity Riba (stated in the Traditions).

Loan Riba is referred to in the Islamic literature as Riba al-Jahihia (al-Jahilia is

a description of the period before Islam), Riba al-Duyun (Duyun means loans),

Riba al-Nasia (meaning Riba associated with the payment period), and Riba al-

Qur'an (as stated in the Qur'an).

Commodity Riba is divided into 2 types: Riba which is associated with the

exchange of an object for the same kind of object for an increase in quantity



(this isis called Riba al-Fadi), and Riba which is associated with the exchange of

an object for the same object or for a different object of the same kind with a

delayed delivery (this is called Riba al-Nasiah) (Taky, 1989, PP . 10-17).

2- Zakat:

Because of the historical importance of the zakat institution, it is

essential to explain briefly its meaning and its role in Islamic economic and

social well-being. The exact meaning of the word Zakat is: growth and by

extension, growth is the purity of the soul through honest actions and dealings.

The literal meaning of Zakat is purity and there is no equivalent word that

the same meaning in other languages. Zakat is a form of tax on the net

accumulated wealth, the rate of which ranges between 2.5% (on net worth

which includes industrial assets and real estate) and 10% (on agricultural

production) (Yakan, 1997).

Zakat is one of the devices to help proper allocation of wealth in the

community, Islain is not against being rich, but is concerned how wealth is

used; and whenever it is used in ways that do not promote economic

development in the community it is highly condemned. The Qur'an states:

'Proclaim a woeful punishment to those that hoard up gold and silver and do

not spend it in God's cause. The day will surely come when their treasures

shall be heated in the fire of Hell, and their foreheads, sides and backs branded

with them. Their tormentors will say to them: "These are the riches which you



hoarded. TasteTaste then the punishment which is your due" (Qur'an, 9:34,35) (El

Askker 1987, p16).

The basis of an Islamic economic system is the belief that God is the

creator of the earth and of man whom He has made His vice-regent on earth

and it is wrong for a man to treasure money, it should be put to productive use

for the good of himself and the community (Proctor, 1980, p 31). Moreover a

Muslim businessman would not seek to maximize profits for the purpose of

accumulating wealth, money is seen as all which may be employed in

commercial or industrial investment, it is used as a measurement of the value of

physical and financial capital (Metwally, 1987, p 2).

Zakat is the third in importance among the five pillars of Islam, it is

obligatory to every Muslim, man or woman in order to satisfy the needs of all

those who are unable to help themselves because of some inability one which

they have no control. Those who don't pay zakat will be burned with their

hoarded wealth on their foreheads, sides and backs in hell. It also subsidizes

establishments and works of public welfare for the benefit and progress of the

Islamic states. The state does not benefit from zakat and even not impose it

,however, it is the responsibility of the state to watch over the institution in

charge of collecting zakat (Najjar, 1996, p 4). Besides its social role, it purifies

time soul of the giver, it has been called spending in the name of Allah (God)

and it is indicative of its real spirit. It is widely believed by all Muslims that

once the able gives Zakat to the poor, God will bless its wealth and may double

or triple it in size (Najjar, 1996, p 1).
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Chapter II

Islamic Banking

The Islamic economic system is based upon a set of principles found in

the Quran. It has to be based on the Quranic concept of social Justice. The

Islamic financial system, therefore, cannot be introduced totally by eliminating

Riba buib of social justice and introducing

laws and instruments that will help in maintaining justice, equity and fairness.

The Islamic Banking System was established because the Muslims felt that they

are in need of a certain banking system which does not deal with interest and

does not contradict with "Al-Sharia'a". In this situation, there was an

unanimous agreement among the Sharia' a scholars on the issue of preventing

Muslims from dealing with interest in order that they do not contradict the

Islamic doctrine and for the purpose of keeping individuals closer to their

values and customs (Obeidy, 1996)

Therefore, Islamic Banking became a necessity for Muslim believers.

The idea came to implementation in many Islamic countries like Pakistan,

Egypt, Iran, Kuwait, Saudi Arabia..., the gulf states became the primary



advocates forfor the proliferation of the system. According to Dr. Obeidy, the

introduction of a new Islamic Bank in Lebanon would be a very constructive

step toward improving the economic life cycle and enriching the current

banking system. Moreover, he stated that this bank should have the opportunity

to enter the Lebanese market in order to evaluate its prospective local

performance, especially because Islamic banks are expected to decrease the

level of unemployment in the economy and to present more investment

opportunities to people (Obeidy, 1996). Lebanon is a country where many

religions co-exist, however Lebanese Muslims form the majority of the

population. Therefore Islamic banking was to be introduced in Lebanon,

sooner or later, as it is gaining ground in countries like Pakistan, Egypt,

Kuwait, Iran, Bahrain and Saudi Arabia, where the Muslim population has

significant demographic weight (Chambour, 1997).

The Islamic Development Bank (1DB) and the Kuwait Finance House

(KFH) made the initiative by submitting to the Lebanese parliament a law

proposal to establish an Islamic bank in Lebanon in which they will be the main

investors. However this proposal was refused and a parliamentary committee

was formed to establish a law that would bind and govern any Islamic bank that

is to be opened in Lebanon. And what is worth mentioning is that on the 18th

of September 1997 the Lebanese parliament voted to postpone the project

(Chambour, 1997). Recent studies by the central bank have shown that about

$900 million to $ 1 billion are being saved by Muslims without depositing them

in any financial institutions due to the Shariah teaching where interest is
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prohibited (Al Anwar, 1996). Eventhough Islamic banking system is necessary

for Lebanese people, the practicality of its implementation is still a

controversial matter. Moreover, many Muslim believers do want an Islamic

Banking System but don't know how it operates and whether opting to it could

be feasible. Therefore, this study was necessary to explore the justifications

behind establishing an Islamic bank and to inform about its operations and to

discern some of the problems that might face this system in Lebanon.

Furthermore, Lebanese Christians were kind of opposed and skeptical

towards this systems and this study could be useful to someone having this

skepticism in order to be informed on this issue in a more global manner. One

more point to be added is that this study tried tofoflow the lawproposal in the

political and parliamentary maze so as to assess the prospects of this project in

Lebanon.

Establishment of Islamic Banking System

Until the early part of the 20' 11 century, Islamic banking was subject to

many theoretical discussions, It was not possible to initiate a program of

practical implementation of Islamic banking on a scale that could produce a

solution of the economic problems confronting the world and offer greater

social benefits to the Islamic world. Most efforts to introduce Islamic banking

in earlier years were through isolated private and individual initiatives. These

efforts, accompanied with the huge and extremely powerful operations of non
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Islamic banks, were unable to make any significant impact (Mallat, 1988, pp.

47-48). However, the individual and private initiatives in the field of Islamic

banking thus provided an excellent example on which the infrastructure of

interest free banking could be built.

Few pioneering Islamic banks were established in Egypt in 1963, on a

very limited scale, and operated as rural social banks along the Nile Delta.

These Islamic banks proved to be worth pursuing and had as an inspiration to

people to promote more substantial movements toward a new Islamic economy

and financial system (Siddiqui, 1983, pp. 87-88). However and because of the

lack of government support to these banks, they suffered from many problem,

but the system was revived in 1970 when Egypt and Pakistan proposed the

establishment of Islamic banking during the second meeting of the foreign

ministers of Islamic countries. Time proposal was approved in 1973 and 1974

when the ministers of finance of the Islamic countries held 2 meetings in

Jeddah and announced the establishment of the Islamic Development Bank

(1DB) and the bank formally opened in October 1975 (Abdeen and Shook,

1984, p 165). The purpose of the 1DB is to encourage economic development

and social progress of member countries and Muslim communities in

accordance with the principles of the Shariah. The bank has many functions

such as to participate in equity capital of productive projects in member

countries and to invest in their economic and social infrastructure projects.

Also it makes loans to the private and public sectors for the financing of

productive projects and enterprises in member countries. Moreover, it is also
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required to establish and operate special funds for specific purpose including a

fund for assistance to Muslim communities in non member countries (Islamic

Development Bank, 1975-1976 pp. 2-5).

Evolution of Islamic Banking System

Many Islamic financial institutions are now functioning in various parts

of the Muslim world. They fall into two broad categories: they are either

Islamic commercial banks or Islamic investment and international holding

companiesThe rstcategoryincludes..FaisaL Islamic Banks in Egyptan4; . . -.

Sudan, the Kuwait Finance House, The Dubai Islamic bank, the Jordan Islamic

Bank... etc. The second category is having either a national or an international

mandate like Dar Al-Ma! Al Islami (Geneva) and the Islamic Investment

Company (Bahamas) (Siddiqui, 1983, pp. 91-92)

The main objectives of these institutions include the undertaking of all financial

operations required by Muslims in the framework of the principals of the

"Shariah"

As time passes, the Islamic banking system showed a greater expansion in

different Islamic and non Islamic countries. Achievements that have taken

place in different countries are the following:
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1)	 Pakistan:

The first attempt at establishing an Islamic financial institution in

the modern Islamic world began in Pakistan in the late 1950s with the

establishment of a local Islamic bank in a rural area. The process of

islamisation of the financial system in Pakistan was initiated in 1979, when the

specialized credit institutions in the public sector reoriented their financial

activities toward non-interest bearing operations (El Ashker, 1987, p 32).

Many steps were done in order to Islamise the economic system

in the country such as: The application of an Islamic taxation system, the

establishment of the Zakat institution and the elimination of interest from the

financial system and its substitution by a system of profit and loss sharing. 	 -

However many difficulties were facing the application of these steps, so the

government in Pakistan decided to go in several phases (Arabia, 1984, p 44).

The first phase was in July 1979, when interest was eliminated from the

operations of three institutions:

1) The National Investment Trust, which was established in November 1962

under the auspices of the government to mobilize savings for investment in the

corporate sector in order to broaden the base of holdings. After the Islainized

conversion, the NIT income from dividends and capital gains increased by 34%

in the year 1979-80;
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2) the House Building Finance Corporation, which was established in 1952,

its interest based transactions were substituted by profit and loss sharing

schemes, the scheme has been very well received, and;

3) the Mutual Funds of the Investment Corporation of Pakistan, which was

established in 1966, it has been performing the functions of an investment bank

whose main objectives are to develop the capital market and broaden equity

investments. After the conversion, the performance of ICP was successful.

Small business finance corporations were put on interest free basis added to

interest free loans to farmers (El Ashker, 1987, pp. 33-37) . The second phase

was done in 1980 when there was the promulgation of the Mudaraba ordinance

and the -.amendrnent! ofbanking1aws to allow4for the: elimination of interest. In

January 1981, all branches of the Pakistan nationalized commercial banks

started business based on profit-loss sharing, and an interest free loan (Quard

Hassan) was introduced to finance students' studies . By June 1984, $22

billion had been deposited in Islamic banks accounts. At the beginning of

1985, the entire banking system of Pakistan was converted to the Islamic

system. The investment Corporation of Pakistan has offered from 1980 to its

investors a sharing account program (Presley, 1988, p 119).

2)	 Egypt:

After Pakistan, Islamic banks expanded their operations to Egypt by the year

1963 by establishing the Mit Ghamr Savings Bank in a rural area of the Nile
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Delta. The operations were based on the same Islamic principles of no interest

to depositors or from the borrowers. The borrower had to have a deposit in the

bank for a certain period before he could be considered for credit facilities.

After that, more and more branches were opened in different parts of the

country implying the success of the system. However and because of the

changes in the political atmosphere in the country, the project suffered a

setback, but was revived in 1971 under Sadat's regime with state funding and a

new name, the Nasser Social Bank (El Ashker, 1987, p 38).

After that there was the Faisal Islamic Bank of Egypt who started

operations in 1978. It has an impressive performance with total assets in excess

of $2 billion by 1986 and net profits of $106 million. Faisal Islamic Bank has

24 branches which is the largest network of any Islamic Bank fi-om Iswan to

Alexandria in addition Islamic International Bank for Investment and

Development which was founded in 1981 as a separate firm has 7 branches

mainly in Cairo and Delta. These institutions account for 17% of private

deposits in Egypt and pose a real challenge to the four big public Egyptian

banks which resulted from Jamal Abdi Nasser Nationalization of the financial

system (Presley, 1988, p 125).

3)	 Kuwait:

Kuwait Finance House was established in 1977 and operated on interest

free basis from the beginning. It is the largest and the most successful of the
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Islamic commercial banks which have been established in the last 2 decade. It

accounts for almost one-fifth of total bank deposits in Kuwait, the highest

market share of any Islamic commercial bank in a national market. It is the

leading Islamic bank in terms of assets and 30111 in the league of Arab

coimnercial banks. Only 5 years after being established, the KFH was the 6thi

amongst Kuwait's banks in terms of deposits (Wilson, 1990, pp. 129-132). The

KFH was set up as an Islamic investment bank operating under a special

government decree which recognized the Islamic nature of the institution. The

government played an important role in the establishment of the KFH

subscribing 49% of the paid up capital. Its eight branches in Kuwait made

rapid progress and their deposits rose from 149 million Kuwaiti Dinar in 1980

to 474 million (1(D) in 1982. Moreover, in 1985, their total assets exceeded

(KD) 803 million and its net profit was 17 million (KD) (Presley, 1988, p127).

Its success shows that it serves much more than a niche market, and it has

aimed to attract customers by emphasizing its Islamic identity while at the same

time stressing its modernity. It has aimed to win clients by providing as full a

range of banking services as the other commercial bank in Kuwait (Wilson,

1990, p 173).

4)	 Iran:

Islamic banks have begun to play an important role in Iran in January

1984 following a bill approved by the Iranian government in August 1983.
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After that date no customer was allowed to open a new interest-earning account

or make a new interest-bearing deposit, neither were the banks allowed interest-

bearing loans. As of March 1985, interest had been abolished and transactions

were conducted on an Islamic basis. The Islamic banking transactions have

amounted to over 100 billion Iranian Rial. By October 1983, 20,000 bank

employees had attended training courses (Wilson, 1990, p 151)

5) Bahrain:

The Massraf Faisal Al-Islarni of Bahrain began operations in December

1982, and in 1985 its total assets had grown to $677 million with profits of 2.6

million dollar. Moreover, the Bahrain Islamic Bank is also successful; it

operates with three branches and accounts for around 16% of total deposits in

Bahrain (Presley, 1988, p 130).

6) Saudi Arabia:

Prince Mohammed Al Saud funded the dar Al-Mal Islami banking group

which is today registered in the Bahamas, with group administration in Geneva,

Switzerland, and a wide ranging of an international network of subsidiaries and

affiliations.

Islamic Development Bank in Saudi Arabia represents the only aid institution

which operates in accordance with the Sharia law and which was specifically

created to bridge the gap between rich and poor Muslims countries. In



-25-

addition, Al Rajhi group, the largest chain of money changing establishments in

Saudi Arabia, is now a designated Islamic financial institution which claims

that all its transactions are conducted in accordance with the Sharia law

(Presley, 1988, p 131).

The operations of the Islamic banking system are not restricted only to

the Arab world. They have expanded toward the Western countries. For

instance, Al Baraka group have their own outlets in London through Al Baraka

International Limited which is fully licensed deposit taker (trade union) in the

United Kingdom providing a range of mainly trade-related banking services

such as documentary credits. A separate investment company run by Al Baraka

group has also operated from,:London since .1983. - An advisory office for

Islamic investment is also maintained in London by the Saudi Arabian Al Rajhi

group through a U.K registered company named Al Rajhi company for Islamic

Investments. There are commercial banks in UK and other European countries

which serve both interest based and non interest based operations. Most of the

Euro-Arab banks; for example, offer Islamic trade and finance on Muralah-a

basis. The Union Bank of Switzerland adopted an Islamic Unit Trust in 1986

which used the principles of ethical investment to construct a portfolio that

would be considered "Halal" for Muslim clients (Iqbal and Mirakhor, 1987, pp.

65-66 ). Recently in 1994, Chase Manhattan bank in the United States of

America has opened a department that works according to Islamic principles.

Moreover, the Islamic Bank International (IBI) in Denmark has recently

opened an account in 3 major foreign currencies namely, the US dollar, the
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Deutsch Mark of Germany and the pound sterling of UK, and the minimum

funds accepted for the opening of these accounts must not be less than $10,000

or its equivalent. (Mallat, 1988, p 51).

In addition, the Murabaha financing (seethe definition in the Glossary)

has gained momentum in Islamic banking operations. For example, Al Rajhi

group, London branch, a subsidiary of Al Rajhi Islamic Bank of Saudi Arabia

has so far confined its operations to Murabaha with a turn over of US $3 billion

in the first 3 years of operations. Furthermore, in the Islamic bank in

Luxembourg, Murabaha financing reached around 37% of its total financing in

the year ending 30t1 of June 1994 (Mallat, 1988, pp. 55-56).
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Chapter III

Objectives

The research has two main objectives: the first one consists of defining

the operations and services of the Islamic Banking System, and the second one 	 -

consists of determining the potential problems that faced the Islamic banking

System, in countries where it is functioning, and might face the system in

Lebanon.

Defining the services of Islamic banks.

The paper's first objective is to list and define the main instruments of

Islamic Banking namely: Musharaka, Murabaha, Mudaraba, Mutajara, Ijara and

social services. According to advocates of the Islamic Banking System most of

the conventional bank services can be provided through the above mentioned

instruments, yet with small modifications (Muad, 1997). Therefore they

advocate that the system is practical and achievable. It is the purpose of this

study to define each individual service provided by the Islamic banking system.
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Determining the potential problems, and their effect

on the market potential

The second objective is to try to discern the problems that might face

and that are facing Islamic Banking. In spite of the great achievements that

Islamic Banks have succeeded to reach in different countries, many problems

limit their expansion not because of the Islamic Banking System itself, but

because of the environment in which they are operating which is in most of the

countries-except Iran, Sudan and Pakistan- a non Islamic economic

environment. These problems fall mainly into two categories: legislative and

cultural. The cultural clash is inevitable for Islamic Banking as it is, is a whole

new system based on Islamic doctrine in a world already formatted on a totally

different system. Even in Islamic countries (like Iran, Sudan, Pakistan and

Egypt), the system faced serious problems, so what could be the extrapolation

for a multicultural and multi religious country. Providing a legislation for

Islamic banking proved also to be very problematic and controversial. The

point was to put this system under the supervision and monitoring of the

Central Bank, like any other, yet to ensure that none of the Shariah rules would

be violated and all of this should be done under the equity umbrella that should

be provided to all by the legislative process. One further point the

compatibility of this system with the conventional system in an interactive

economy where both have to mutually interact.
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Chapter IV

Methodology

Field survey and research.

The same methodology was followed for both objectives; to determine

and find the possible problems that might face the Islamic banking system once

it is established in the Lebanese market, and to list and define the operations

and services of an Islamic Bank. Interviews were conducted with experts in

the field, like deputies in the parliament who were and still are following up the

case, religious figures, scholars, and researchers in the same topic. First of all

I have taken appointments with them, and went personally to conduct the

interviews. Many commercial bank managers didn't have any substantial

information concerning the subject. Subjects that were discussed had been

prepared in advance and were almost the same for all the interviews; Issues of

interest included:

a) a general overview of the Islamic Banking system and its international

expansion and evolution; b) a general overview of its services; c) problems in

general that faced the system worldwide in Islamic and non Islamic countries;

d) specific problems that might face the Islamic banking system if established
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in Lebanon and its possible implications on the Lebanese economy and society;

e) patterns of behavior of Lebanese people and the interest rate; f) advantages

of the System and; g) its applicability in the Lebanese Market.

Interviews were done with:

• Dr. Zouhair Obeidy, former deputy in the Lebanese parliament who is

following up the case in the parliament. The interview was held on April 18,

1996 for almost an hour and a half, in Beirut in his office in the" Islamic

Jamaa" headquarter.

Dr. Maher Moraaby, Chairman of Sociology Faculty at the Lebanese

University. The interview was held on May 7, 1996 for one hour at the

Lebanese University in Tripoli.

Sheikh Abdul-Latif Ziadeh, former Judge of the Islamic Court in Tripoli.

The interview was held on May 24, 1996 for almost half an hour.

Dr. Fathi Yakan, a former deputy and very influential member in the"

Islamic Jamaa" The interview was held on July 25, 1997 for almost half an

hour in his office in Abu Samra.

• Mr. Hicham Tabacli, Credit and Marketing Manager in Bank Al Baraka.

The interview was held on August 17, 1997 for one hour in the bank's office

in Beirut.

• Miss Souha Mu'ad, a lecturer at A.U.B, a scholar and a researcher on this

issue. The interview was held on August 17, 1997 for almost half an hour in

Bank Al Baraka Beirut.
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. Dr. Nasser Saidi, Premier Vice Gouverneur in Banque Du Liban. The

interview was held on August 15, 1997 for almost ten minutes.

. Mr. Toufic Chambour, external relations manager in Banque Du Liban. The

first and second interview were held respectively on August 25, and

September 8, 1997 in his office in Banque Du Liban. The third interview

was held on September 14, 1997 in his sister's house in Bechmezzine, El

Koura.



-32-

Chapter V

Results and Conclusion

The following are the results of the two objectives of the research: to

define the operations and the services of the system, and to determine the

potential problems and their effect on the market potential.

Operations and Services of the System

The Islamic Banking System, like the commercial banking provides the

following services:

Current Accounts:

Like commercial banks, Islamic banks offer current accounts to their

depositors for the purpose of keeping liquidity with them and paying checks

drawn on them through the normal and international clearing system used by

commercial banks. The current accounts are payable on demand, and they do

not yield interest or profit to their owners. Unlike some conventional banks,

the Islamic system does not apply the value date system to the current accounts.

This type of account is an interest-free account (Qard Hassan) as it is

considered as a service to the depositors (El Ashkar, 1987, p 123). Islamic

banks may open a current account to a second party in any foreign currency;
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however the bank retains the right to reject to perform this service for a certain

customer without divulging the reason, and this right also exists for

conventional banks (this account must be in credits all the time and there will

be no over drafts).

Saving Accounts:

The saving accounts excluding blocked accounts, are payable on

demand. The procedures and formalities used for depositing and withdrawing

are almost identical in both systems. However, in the Islamic bank, the

depositor who opens a saving account may or may not give the bank the right to

invest the deposited money (Wilson, 1990, p 29). Due to the fact that interest

is prohibited in Islamic banks, profits or losses are incurred achieved from

investing a certain part of these types of deposits in short-term projects or

investments. Usually, the profits of saving accounts are less than the profits of

fixed investments deposit accounts because of the short range nature of the

projects the funds are allocated to and because the saving deposits can be

withdrawn on demand at any time. But savings account are less risky; the

account fund cannot be reduced by any losses the bank may suffer. However,

if the depositor chooses not to give that right to the bank, the saving account

would be similar to a current account, and a check account may be used

(Abdeen and Shook, 1984, p 175).
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Investment Deposit Accounts:

The investment deposit accounts are also called" Islamic Participating

Accounts". Islamic Banks accept deposits in the form of investment accounts,

and invest the deposited funds on behalf of the depositors in economic sectors

or projects whose operations conform to Islamic principles. The investment

deposits are entitled to a portion of the return on investment according to the

amount of the deposit and the time involved. For this reason, the investment

accounts are grouped into two main kinds: specified and unspecified. (The

account also bears its share in losses).

In the specified accounts, the depositor authorizes the bank to invest the

deposited sum in particular projects or sectors. Therefore, these accounts are

sometimes called "conditional" or "limited investment accounts", for they are

assigned to specific projects or sectors (Wilson, 1990, p 32). In the unspecified

accounts, the depositor gives the Islamic bank an unconditional authorization to

invest the deposited money without any restriction as to projects or sectors.

These accounts are held for short-term periods (ranging from three to twelve

months), or for long term period (up to 5 years).

Financial services:

With the conventional banking system loans are performed through a

simple financing mechanism where the banks act as financial intermediaries by

accepting deposits from people and lending them to the borrowers, regardless
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of whether these borrowers are individuals or business entities. In this system,

the main profits of the bank are gained from the difference between the interest

earned from borrowers and the interest paid to depositors (Wilson, 1990, p38).

With the Islamic banking system, the bank's profits are earned in a different

and a more complicated way. In this system, money does not earn money

without a collaboration between capital and effort. Therefore, depositors do

not earn an automatic fixed return on their deposits as in the conventional

system. The expected earnings of depositors are directly related to the profits

earned by entrepreneurs (Khan and Mirakhor, 1987, p 76). Moreover,

financing instruments vary to suit the financial needs in the market and to

provide short, medium and long-term funds. These Islamic instruments are:

Mudaraba, Musharaka, Murabaha, Mutajara, Ijara and social services.

Mudaraba:

This mean of financing is the Mudaraba or "capital trust" which was a

pre-Islamic custom used to finance a significant portion of the caravan trade

in the Arabian Peninsula, where the savings of the elderly, women, children

and sick people were given to merchants of the Quresh tribe for an agreed-

upon part of the generated profit from certain trade or venture activities. The

Mudaraba is a contract in profit sharing, with one party providing funds and

the other the work. These operations tend to concentrate on small businesses

that depend heavily on expertise with small capital such as small art and

craft workshops. The Mudaraba is a contract between two parties: The
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Islamic bank as the investor (Rabbel-Mal) providing a second party, the

entrepreneur (Mudareb), with financial resources to finance a particular

project. In this case, profits are shared between the two parties in a

proportion agreed upon in advance, profits range on average between 20 %

and 60 % and may be distributed during or at the end of the contract. Any

profits received by the Mudareb become his, even if a loss occurs later.

Losses are the liability of the bank, and the Mudareb loses only his efforts

and his expected share in profits (Tabach, 1997). The Mudaraba is adopted

in different medium to long term project trade financing. If the partners of

the Mudaraba want to renew it, a new contract must be negotiated, but only

after the old one has been terminated and the rights and liabilities of the

parties concerned have been reached. Moreover, before the liquidation and

the distribution of profits, the Mudareb possesses the right not only to his

share in the profit but also to any gain or appreciation in the value of the

output or the assets that might occur during the life of the Mudaraba contract

(Khan and Mirakhor, 1987, p 78).

Mudaraba might be considered as a solution to the economic dilemma of

how the owner of monetary assets and the businessman can be brought

together on common ground, it coordinates the interests of the two parties

and fits the objectives of Islamic system. It also offers an opportunity for

collective investment to those who lack managerial, technical skills, and the

ability to take risks because of the small size of their savings (Abdeen and

Shook, 1984, pp. 188-189).
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Mush araka:

The second mean of financing is the Musharaka which is a well

established partnership contract in Islamic law and was operating in the early

Islamic period. The Musharaka financing ranges from 7 to 10 per cent of the

total financing instruments of Islamic banks. The Musharaka is also a contract

between an Islamic bank and a customer or business entity for achieving certain

operations and may terminate within a specified period of time or when certain

conditions are met (Tabach, 1997). The customer has to provide extensive data

to the batik on entrepreneurial results, capital structure, balances, profit and loss

records, and income records covering the last 3 years. Moreover he shall

provide a description of the project to be undertaken, stating the capital to be

provided by the bank, and estimates of profits for each yearly quarter for as

long as the project is to run (Khan and Mirakhor, 1987, pp. 80-8 1). Unlike the

Mudaraba, the two partners in the Musharaka participate in the capital of the

project. Profits are shared and allocated according to an agreed proportion,

these shares are not uniform in all cases; for example, a client may participate

with the bank in financing a commercial or industrial project whereby he

contributes 25% and the bank 75% of the needed capital. The agreement

provides that the client manages the project, and in return he receives 20 - 40%

of the actual realized profit. It would be expected that the greater the amount

of work and the higher the level of expertise, the higher the percentage.

However, if losses occur, they are distributed on the partners in proportion to
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their contribution to the capital (Tabach, 1997). So as we can see the

difference between Mudaraba and Mushafaka lies in the fact that in the

Mudaraba, the Mudareb bears the loss; the entrepreneur loses the reward for his

efforts but does not bear any of the financial loss as long as he is not negligent

(in case of negligence, the entrepreneur has to repay the original sum to the

Mudareb). While in the Musharaka, if the business incurs a loss, both parties

bear the loss. As the profits and losses need to be recorded, only those

companies with regular bookkeeping are eligible for Musharaka contracts. The

bank here doesn't usually interfere in the business unless the profit drops below

the planned level, though this depends on the amount of capital supplied by the

bank. In all cases, the bank maintains the right to inspect business operations

with a direct access to accounting records, and to ask for guarantees and

collateral from the client, not in the capacity of the client as a participating

partner but as a manager , of the project, in order to assure the bank of honest

and efficient management (Wilson, 1990, p 186). The Musharaka does not

guarantee a fixed return for the partner; it also finances private or public

companies for both short and long-term periods. The Musharaka consists of

two main types of agreements:

1) Musharaka related to certain projects and terminating with the project's

completion; and 2) The redeemable Musharaka which could be renewed after

the mutual assent of both parties. This renewal is usually done when the

project is still beneficial for both the bank and the customer.
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Murabah a:

The third financing instrument in Islamic banks is the Murabaha

which is mostly for short term operations, it is a resale contract named by

jurists as "Bai Maujjal" or deferred sale. It is used for financing the purchase

or import of capital goods, consumable goods, raw materials, or equipments

(Tabach, 1997). In the Murabaha, the customer provides the bank with the

specifications of the goods to be purchased, and the Islamic bank studies the

documents with reference to the price, specification, and conditions for

payment. In many cases the bank may be able to obtain the same goods or

equipments at more favorable conditions than those obtained by the customer.

After the agreement of both parts, the bank and the customer, on the terms of

the deal, the bank purchases the goods or equipments, and the customer

receives the ownership at a later date when the installment of value of the deal

has been completed (Khan and Morakhor, 1987, p89). The sale price which is

agreed upon in advance is calculated as follows: purchase price + mark up =

sale price. We should note here that the mark up is not the same for all the

operations, when calculated, many factors are taken into account such as the

profitability of the commodity (the higher the profitability the higher the mark

up), the necessity of goods to the average consumer (mark ups on alimentary

goods are lower than those on other goods), the amount of work involved

(imported goods have higher mark up than locally purchased goods), and the

degree of risk involved (risk from buying goods abroad is higher than risk from

buying locally). The average annual mark up rate is between 10 and 15% (El





right toto sell them in the open market, deduct its due from the proceeds and refer

to the client with difference, since the goods were purchased in the first place at

the request of the client (Tabach, 1997).

Mutajara:

The forth financing instrument is the Mutajara which is very close to

Murabaha. Mutajara arises when the client finances the purchase of the goods

by using his own funds, and the bank acts as an agent which charges a service

fee only (Khan and Mirakhor, 1987, pp. 95-96).

Ijara:

The fifth financing instrument is the Ijara which occurs when an

individual or a company requests the bank to buy a certain equipment that the

client intends to rent. When there is an Ijara financing, the bank evaluates the

financial position of the client and the expected inflows of the lease contract in

the same way as in lease financing in a conventional bank with one difference

which is the exclusion of interest (Khan and Mirakhor, 1987, pp. 99-100).

In the Islamic Banking System there are two types of leasing: 1) the direct

leasing finance that occurs when the Islamic bank allows the client to use a

certain amount of the bank's funds for a limited period of time ranging from

few days to few years. The bank purchases a capital asset and leases it to the

lessee in return for an agreed upon annual or monthly rent; and 2) the lease and

purchase finance which is also called Ijara Wa Iktina, and it occurs when the

Islamic bank buys the capital asset and rents it to the customer who promises
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to purchase the asset within a certain period. The rental payment may be either

a certain fixed amount or a combination of a certain percentage of the profits

generated by the asset and the rental charge. When the total rental charges

equal the cost of the asset, the asset ownership will be transferred to the lessee.

The transfer of the ownership of the assets depends on the nature of payment.

If the two parties agree on a lump sum payment, the transfer of the ownership

to the lessee when the amount agreed upon is paid. However, if the lessee is to

pay the price on an installment basis, the transfer of the ownership will be

gradual and the bank's title decreases proportionally, as well as the rental fees.

with the successive payments (Iqbal and Mirakhor, 1987, pp. 187-189).

Social Services:

The other main part of the Islamic Banking operations is the social

services which include a) beneficial or Benevolent loans (Kard Al-Hasan), b)

Funds for social purposes, c) Zakat and donations, and d) other social services

it is important to notice that Islam prohibits interest, but it allows, lending and

borrowing of money among people for the purpose of helping needy people.

these loans are payable within a specified period either by installment or lump-

sum amount (Khan and Mirakhor, 1987, plo2).

a) The most important and used social services in the Islamic Banking System

is the Benevolent or beneficial Loans, where the bank does not expect any

direct return when these loans are made . This service embodies one of the

most important objective of Islamic Banking which is the economic welfare of
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society. Benevolent Loans are made for productive purposes in various fields in

order to help the needy people to start independent lives and to raise their

standard of living, and to help needy students (Repayment starts two years after

the completion of studies and is to be finished within ten years) (Al Shirazy,

1994, pp. 198-201).

b) Funds for social services have independent management and their accounting

will be separate from the accounting of the other operations of the bank.

Almost all the existing Islamic banks offer these funds, for example the Islamic

Development Bank allocates funds for the Islamic Research and training

Institutes, the war refugees in many countries around the world, the educational

assistance to schools and colleges in occupied Palestine and other countries,

for special assistance for construction of mosques and for many other Islamic

causes (Al Sader, 1990, p 165).

c) Zakat and donations are collected from individuals and organizations by

Islamic banks, and special departments will be responsible of distributing the

zakat on their behalf in accordance with the Islamic Shariah. The amount of

Zakat may be distributed to deserving individuals either by the government

who receives the Zakat amount from the Zakat fund of the country, or directly

by the banks (Al Sader, 1990, p 169).

d) Other social services offered by the banks include social, cultural, scientific,

educational, and health services. The Islamic banks may lend money on an

interest-free basis to a number of beneficiaries which might include: a)

depositors who maintain regular accounts; b) shareholders; c) companies or
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clients who have already been financed by the bank; and d) education,

marriages, and other social purposes.

Problems facing the system.

Problems that faced the Islamic Banking system, in countries where it is

applicable now, and might face the system in Lebanon are determined as

follows: legislative and cultural problems, competition with conventional

banks, interaction between Islamic and conventional banks, and lack of

planning.

Legislative and czlturál-iiobTé1ii

Islamic banks faced in many countries major problems at the

establishment and branching out phase . In order to open an Islamic bank in any

country, a special law must be promulgated by the legislative authority, which

is not always easy. For example in Syria, the Damascus government has

refused to let any Islamic institution challenge the monopoly of the state owned

Commercial Bank of Syria. In Iraq, the negotiations with the Kuwait Finance

House about opening a branch in Baghdad have been stopped because of the

recent Gulf war (Wilson, 1990, p 198). Moreover, many countries adopting the

conventional banking system are either refusing or discouraging the

establishment of Islamic banks on their territories because of religious and

ethnic causes like in France or due to political causes as in many Islamic
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countries like Algeria and Tunisia where the Muslim fundamentalists have

threatened the local governments.

Problems may arise when Islamic banks are established especially in a

non Islamic social environment. In many countries, the Central Bank obliges

the commercial banks to invest a certain amount of money in governmental

securities. This issue creates a big problem for Islamic banks since their

principles prevent them from dealing in any kind of securities that generate

predetermined interest or Riba (Tabach, 1997). In addition to this difficulty,

many other problems between Islamic banks and the local Central Bank will

also appear such as the federal funds and the legal reserve issues. With

relevance to Islamic banks from the legislative perspective, and if the proposed

law doesn't set a required reserved ratio, regardless of the fact that Islamic

banks don't aggregate their deposits and then lend out of them, so, in this case

the money multiplier effect will be ambiguous in the amplitude. This

ambiguity results from the fact that if Islamic banks were left with the freedom

to determine the reserve amount, if any, to be held from each deposit, then the

money multiplier will be the aggregate result of those bank determined

reserves, thus the multiplier will change according to the bank's will and with it

will change the Central Bank's ability to control the money supply. Again if

Islamic banks would still operate under the fiduciary deposit legislation, then

these activities will be considered as off balance sheet activities, then their

deposits will not be subject to reserve rate requirements leading to the same

result where the Central Bank will not be able to control completely the money
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supply in the market by increasing or decreasing the legal reserve, or the

discount rate (Obeidy, 1996). The Lebanese legislative process began in

January 1996 when the fiduciary deposits law was passed allowing the Al

Baraka Bank to offer Islamic Banking instruments while operating as a

conventional bank. This was done by accounting to these operations as off

balance sheet activities. This process was incomplete and did not satisfy

neither the Central bank, who was not quiet satisfied with the accounting

treatment of the bank's activities as off balance sheet, nor those who wanted an

Islamic bank because Al Baraka bank activities in Lebanon didn't confonn

totally with the Shariah and we are referring to Shariah as the basic teachings of

Islam based on Qur'anic texts which specifically forbid dealing with interests,

on this reference, there is a general consensus on the part of Islamic scholars.

The second step was mentioned earlier; when the Kuwait Finance House and

the Islamic Development Bank submitted a law proposal that was rejected then

a parliamentary committee was formed and came up with a new law proposal

that was to be the basis for monitoring and regulating any Islamic bank to be

opened in Lebanon. Again this proposal was subject to controversy and

criticism and it was postponed on the 18th of September. The main reason for

the law proposal's postponing was that the Central Bank didn't quiet approve

of it since it wanted a foreign institution (like Kuwait Finance House) to be the

guarantor of such a bank, especially that their deposits are not protected by the

deposit insurance funds. Furthermore, many experts in the field criticized the

proposal because according to their view it diminishes the Central Bank's
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authority and blur the authority lines especially between the central bank's

prerogatives and that of the committee to be formed (the committee consists of

monetary and Shariah experts).

The following are: 1) the proposed plan for establishing an Islamic bank

in Lebanon with the cooperation of Kuwait Finance House (KFH) and the

Islamic Development Banking (1DB); and 2) the difference between the old and

the new proposal law.

A proposed plan has been put by the KFH with the cooperation of 1DB to

establish an Islamic bank in Lebanon. The proposed plan consists of

establishing a Lebanese corporation through a special decree and this

corporation is to be known as Kuwait and Lebanese Finance House, and we

will refer to it as "the company" throughout the text.

The company's activities:

- The company will perform banking operations that don't operate on the basis

of predetermined interests. Also the company will perform investments,

financing, exchange, fiduciary operations and all the operations that can be

described as Islamic banking tools namely Musharaka, Murabaha, Mudaraba

and leasing. The company will perform its operations either for its account of

for the account of 3rd parties, and those operations will be done either from the

company's private funds or from the clients deposits and this is to be done in a

manner that do not contradicts with the Shariah.

- The company has to put at least 30 % from the company's capital and funds

into investment in Lebanon.



- The company has the right to deposit the excess money in any currency, at the

Banque Du Liban (BDL) also this latter has the same reciprocal right. And

those transactions are to be done according to an agreed upon system that is to

be made by BDL.

The company's legal framework:

- The company is to be exempt from the first two paragraphs of the article 152

from " 1_1L' -	 " or "Legislation on Money and Credit" and it is permitted

for the company to go into partnership and contribution investments without

abiding by the decree 153 of the same law.

- The company has to abide by all the laws and decrees and those of the

CC L.fl, u. jl	 " , the commerce law and the bank secrecy law.

The company's monitoring:

- The central administration of BDL and the banking monitoring committee

have the responsibility and the right to set and adjust all the legal elements that

are related to the budget and its different branch outs. This is meant to insure

the good relations between the company and its depositors as well as those

dealing with it so as to preserve the company's liquidity and good performance.

The company's operations:

- The company can acquire physical assets including real estate to achieve the

objective stipulated within the law in condition that the acquisition period do

not go beyond 20 yeas.



The company's capital:

- The company's capital was determined to be $50 million to be divided as 40

% owned by the KFH, 20 % owned by the 1DB and the remaining 40 % will

be subject to subscription from the part of Lebanese companies and individuals.

No single investor other that the KFH and the 1DB has the right to possess

directly or indirectly more than S % of the company's capital.

Time divulge of the companp 's information:

- The company has to inform its customers and to get their approval when she

is doing any consultancy work for the benefits of its agents.

- The company has to right down its operations and the implementations of

these operations on a daily basis and in a detailed accurate manner. This also

applies when the company is doing operations for its own account. As for the

operations for any 2nd party, the central administration of BDL and the bank

monitoring committee will provide samples of the necessary paper work to

write down these operations in an accurate detailed and traceable manner so as

to be able to show all the information needed to all those that are concerned.

Th efoun ding and the management company:

- The company's founder committee consists of:

-a representative of KFH.

-a representative of 1DB.
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- an appointed representative from the part of the Ministry of Finance.

This committee will establish the company's rules and regulations that have to

get the approval of the BDL central administration.

The company's consulting committee:

The founding committee and henceafter the regular committees will appoint a

consulting committee that consists of 3 specialized advisors in the Shariah and

in monitory and banking transactions. This appointment will be for 3 years and

is renewable. The committee's duties will consists of reviewing the

regulations, operations and contracts to make sure that nothing will be

contradictory with the Shariah. Furthermore, the committee would submit

suggestions to the stockholders committee and the company's board of

directors for the same reason mentioned above. Also it has the right to review

any demand that is submitted to it by any second party dealing with the

company and thus providing the appropriate recommendation to the company's

management.

The parliamentary committee that was responsible to study the KFH and 1DB

proposal issued a law proposal for establishing any Islamic bank in Lebanon.

This proposal was submitted after rejecting the KFH and 1DB proposal. The 2

proposals were very similar however the first proposal was meant to establish a

branch of the KFH in Lebanon with the cooperation with the 1DB. The second

was meant to form a legal framework upon which Islamic banks would operate

in Lebanon.	 Another major difference was that 30 % instead of 40 % of any



Islamic BankBank stock has to be owned by Lebanese nationals. Furthermore not

one person can directly or indirectly can acquire more than 10 % of the

company's stock while in the KFH proposal 60 % was to be owned by KFH

and 1DB and 40 % by Lebanese companies and individuals. (source: Souha

Mu'ad, 1997)

C'ornpetition with conventional banks

From the most serious obstacles limiting the expansion of Islamic Banks

is the competition with conventional banks. People who are used to dealing

with conventional banks for a long period of time find it difficult to deal with a

new system whose principles are vague or new for them. In addition, people

who are generally risk averters prefer to earn fixed interest rates rather than

unknown and variable profits or losses. This is because of the

misunderstanding of the real concept of the Islamic Banking System along with

the inadequate available information concerning the operations of these banks

(Chambour, 1997).

The interaction between Islamic and conventional banks

Other problems facing Islamic banks operating under a non Islamic

banking system result from the relationship between the Islamic and

conventional banks. Business relations among depositors in both Islamic and

conventional banks imply financial transactions between those two different

kinds of banks. These transactions like check clearing, and money value of
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drafts, usually involve interest rates which violate the basic principle of the

Islamic banking system (Chambour, 1997).

The absence of a complete network of Islamic banks around the world is

also another disadvantage to the new system since it creates a problem for those

banks: for example, many depositors who are willing to import goods from

foreign countries should open a credit letter. Other depositors in Islamic banks

want for example to transfer a certain amount of money to their parents or

friends in other countries (Moraaby, 1996). These two and other possible cases

oblige the Islamic banks to cooperate with conventional banks in different

countries to fulfill their transactions. This cooperation forces Islamic banks to

enter the world of interest which contradicts with the basic elements and

principles on which Islamic bank exist.

Lack of Planning

Moreover, another drawback to the Islamic banking system is the lack of

planning that threatens Islamic Banks by causing serious financial problems for

some banks and by destroying the reputation of others. An illustration of this

lack of planning occurred in Kuwait with the "Kuwait Finance House" in Souk

El Manakh in Kuwait in 1987. During that year, the "Kuwait Finance House"

which is an Islamic bank was offering to its depositors a profit level of 15%

while the interest rates in Kuwaiti conventional banks were only around 4%. In

addition to that, one conventional bank went bankrupt and the whole chain of

conventional banks in Kuwait was affected. Thus, a big number of people
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withdrew their deposits from the conventional banks and deposited them in the

"Kuwait Finance House". This wide transfer of funds caused a surplus of

money in that Islamic bank which was not prepared for such a case. In this

situation "The Kuwait Finance House" was obliged to store huge amounts of

uninvested funds because the bank was neither allowed to deposit funds in

other institutions nor permitted to give loans on an interest basis (Beauge,

1990, pp. 55-56). Then, the profit generated by the bank's investments during

that year was quite low especially after the distribution of profits among all the

depositors. and the average profit was less than 3 %. As a result, a real

problem has risen for both the bank and the depositors and caused the bank's

crisis.

Recommendations:

Islamic Banking in Lebanon like in many other countries, faces many

problems even before its establishing, this problem has a larger amplitude in

Lebanon since it is a multicultural and a multi religious country. The

legislative maze in which the Islamic banking law passed is a clear illustration

of the political factors that were intermingled in this legislative process.

Islamic banking in itself could be a viable and a practical system if the proper

legislation permits it to be established and then soundly regulates its activities
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to ensure the proper functioning of this system. Islamic banking needs to be

developed in the sense that it needs to fine tune its services and policies in

order to be more interactive and competitive with commercial banks in an

economy that is going global by the day. Furthermore, advocates and

practitioners of such a system should find better means of communication with

the populas to properly convey the purpose, functioning, and practicality of the

Islamic Banking System. Again the importance of this latter point should be

emphasized in a country where there was a religious civil war for over 17 years

and where prejudgments proliferate on the very fertile ground of sectarianism

and fundamentalism.
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