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INTRODUCTION

Prohibition of interest is ordained in Islam in all forms and intent. This Prohibition is strict, absolute and unambiguous. The Holy Quran in verse 278 of Surah AL-Baqarah

says:

'0 ye who believe! fear Allah and give up what remains of your demand for riba, if ye are indeed believers." and verse 2: 279 says "If you do it not, take notice of war from Allah and His Messenger. But if ye turn back, ye shall have your capital sums. Deal not unjustly and you shall not be dealt with unjustly."

It therefore, follows that:

a) In money lending transactions, anything recovered or paid in excess of the principle amount as per agreed arrangements is Riba and is strictly prohibited by Islam. It does not make any difference by whatever name it is called, Riba, usury, interest, profit, markup or service charge etc.

b) Interest is prohibited as it leads to injustices (ZULM) and Islam is against all forms of injustices and exploitations and pleads an economic system, which aims at securing extensive socio-economic justice.

There could be no denying of the fact that under the interest-based system of banking or in a system not strictly based on the principles and spirit of Shariah, depositors as well as borrowers are exploited in one form or the other. It is however, significant to note that, as in the case of conventional banking, the depositors are being exploited most under the system and practices enforced by banks and financial institutions operating in Pakistan and indeed world-wide under the banner of Islamic banking.

What Islam wants is that in case the entrepreneurs earn profit from the finances provided to them by banks, these must be shared with the banks. The banks, on the other hand, must share their profit with their depositors / investors. A large number of depositors would thus hopefully be able to get significantly higher rates of return from the banks leading to over-all prosperity. It will be only then that justice would be ensured between the parties and the banks would start moving towards the path of making a positive contribution towards the achievement of socio-economic objectives.

It is significant to note that in Islamic banking we are concerned with ratios of profit loss al1d not on rates of markup & interest etc.

QUAID'S VIS.ION

The father of the nation, Quaid-i-Azam Muhammad Ali Jinnah while delivering his inaugural address at State Bank of Pakistan on July 1, 1948 said:

"I shall watch with keenness the work of your Research Organization (SBP) in evolving banking practices compatible with Islamic ideals of social and economic life"

It is regretted that even after 55 years, this responsibility has not been fulfilled by SBP.

THE ERA OF GEN. ZIA

On receipt of an interim report from Council of Islamic Ideology (CII), General Muhammad Zia-ul-Haq on the occasion of Eid-e-Milad-un-Nabi birthday of the Holy Prophet (peace be upon him), declared on 12 Rabiul-Awwal, 1399 (February 10, 1979) at the then National Assembly Hall, Islamabad that 'Insha Allah' the enforcement of interest-free Islamic economic system will be completed in three years time.

It was however, on June 20, 1984 that State Bank issued BCD Circular 13, wherein it was laid dawn that no bank in Pakistan would accept interest -bearing deposits in local Currency and that all financing provided by banks shall be on the basis of any of the 12 permissible modes of financing which were duly specified. State Bank termed this as "Shift over to Islamic Modes of Financing". Most of these modes however, contain provisions which either violate Shariah or can at best be termed as second line fixed return techniques thereby not fulfilling the objectives of the Shariah in the real sense.

It is interesting to note that the then Military Government had ensured that no petition could be filed in the Federal Shariat Court (FSC) in this regards as on June 25, 1980 Gen. Zia excluded the Jurisdiction of FSC for entertaining any petition to consider fiscal issues including interest. (Article 203 -B(C) of the Constitution. The jurisdiction of the FSC was however, restored on June 26, 1990.)

JUDGEMENT OF FEDERAL SHARIAT COURT (FSC)

At the end of Gen. Zia's Era, the FSC in its judgement dated December 14, 1991 declared that various provisions of the laws involving riba (Interest) being repugnant to the injunctions of Islam would cease to have effect as from July 1, 1992. The Court also decreed that the mark-up system as in vogue in banks in Pakistan under the banner of Islamic System of Banking against the injunctions of Islam as it is nothing but interest. This system is however, still being followed by banks in Pakistan after about 11 years of this judgement.

JUDGEMENT OF SHARIAT APPELLATE BENCH OF SUPREME COURT OF PAKISTAN (SAB)

The Shariat Appellate Bench of Supreme Court (SAB) in its judgement dated December 23, 1999 held that all prevailing forms of interest fall within the definition of Riba, which is strictly prohibited by Holy Quran. The SAB therefore, declared that the present interest-based financial system of Pakistan is against the injunctions of Islam and in order to bring it in conformity with the Shariah, it has to be subject to radical changes. The SAB while providing guidelines for transformation of the existing system into the Islamic one also laid down a time-frame for implementation of its various directives.

It however, soon became clear that the government lacks political will to implement the judgement according to its true spirit.

PROHIBITION OF RIBA ORDINANCE

The Federal Minister for Religious Affairs on May 8, 2001 however, made the following declarations:

I. The Prohibition of Riba Ordinance was being giving final touches and, once okayed by the Federal Cabinet, will become a law at 12midnight of June 30, 2001.
II. The July I, 2001 will be a historic day when the present government will be privileged to introduce the Riba free system in the country.

This Ordinance has not been issued even after expiry of over twenty months time and there is no indication that such an ordinance would see the light of the day in coming years.

SHARIAT APPELLATE BENCH (SAB) GRANTS EXTENSION

On an appeal of the Government-Owned UBL against the order dated December 23, 1999 of SAB, the Learned Bench on June 14,2001 allowed extension till June 30,2002- the original dead-line for the implementation of the judgement was June 30, 2001.

The following are some of the observations of the judgement of SAB from which many meaningful conclusions can be drawn:

i. "The learned Attorney General has further stated at the Bar that the Government of Pakistan is honest and sincere for the implementation of the judgement of the Shariat Bench of this Court dated 23.12.1999 but they are facing practical difficulties because the same shall have the effect of introducing a new Economic System in the country and the personnel and the institutions which are to implement it are to be trained and educated." (Its appears that this amounts to acceptance of the judgement dated December 23, 1999 of SAB by the government.)

ii. "After hearing both sides and the learned Attorney General for Pakistan we do not doubt the intentions and sincerity of the Government, because according to the documents produced by the learned Attorney General, the work is being done and obviously it would "take more time as it is a gigantic task and requires deeper application of mind by all concerned."

iii. "However, we would only allow time to the Government till 30.6.2002 within which time the Government will take effective steps for the implementation of the judgement and the court would also be in a position to know as to what substantial steps have been taken so that their bona fides may be judged."

SUPREME COURT SAB SETS ASIDE JUDGEMENTS

On a civil Shariat Review Petition No.1 of 2000 filed by Government -owned UBL, the SAB on June 24, 2002 i.e. merely six days before the final date of implementation of the judgement dated December 23, 1999, set aside the judgements of the FSC dated November 14, 1991 and its own Bench judgement dated December 23, 1999 and remitted the case to FSC for determination afresh.

In the support of UBL Petition, the Ministry of Finance and SBP had earlier submitted to the SAB Affidavits highlighting the problems in the transformation of the entire financial system from interest based to Islamic system. It is significant to note that the judgement dated June 24, 2002 mainly comprises the views of petitioners representing the government.

SOME OBSTACLES: SUBMISSIONS OF THE FEDERAL GOVERMENT

It will be recalled that the Appeal filed in 1992 by the Federal Government in the Shariat Appellate Bench had mentioned various obstacles in the implementation of the judgement dated November 14, 1991 of the FSC. Some of the obstacles pointed out were:-

a) Banks have not found financing on Musharaka basis as feasible in the prevailing circumstances

b) The domestic borrowing is resorted to by the government for partially meeting the budget deficit for which main instrument is on pre-determined rate of interest.

c) The government has to resort to interest based external borrowings to finance trade deficit and for development purposes etc.

It is interesting to note that the para 24 of the Appeal of the Federal Government filed in 1992 observes:-

"The best way for dealing with this problem (external interest-based debt) is to pursue policies and programme which aim at achieving self-reliance through phasing out of budgetary and balance of payments deficit. This is being done…..”

It is however, observed with regret that since then the successive governments instead of taking steps for achieving self-reliance, resorted to more and more domestic and external debt at an accelerated pace. The country therefore, drifted further away from self-reliance.

The following Table shows the accelerated pace of dependence on debt based economy even after the above commitment given to the Court:-











Rupees in billion
	SNo.

1
	Item

2
	June 1991

3
	June 2002

4
	Rise
5(4-3)

	I
	Domestic debt
	445
	1695
	1250

	ii
	External debt
	421
	2065
	1644

	iii
	Total debt (i + ii)
	866
	3760
	2894

	iv
	Total debt servicing 
	73
	412
	339


* In addition to this, foreign currency deposits of $10.2 billion were also utilized.

These statistics clearly indicate that the un-friendly climate for the elimination of riba from the economy as prevailing in 1992 has now in fact been transformed into a hostile climate. It is unfortunate that while the successive governments have been raising the slogans of self-reliance but, for all practical purposes, have chosen to remain in comfort zone by enhancing reliance on interest-based external and domestic debts.

It is significant to note that this writer has presented a detailed strategy before the SAB of Supreme Court for taking the country out of debt trap, which has been incorporated in the judgement. The Learned Chairman of the Bench has observed:

"It is unfortunate that we are not in a position to comment on this proposed solution as neither the representatives of the State Bank of Pakistan nor of the Finance Division or the Law Division thought it fit to attend the hearings even to note these contentions or to submit written submissions in respect thereof”.

It may also be noted that in the Appeal filed by the Federal Government in 1992, it was mentioned that banks have not found financing on Musharaka basis as feasible. It is accepted and recognized that in the present scenario, banks in Pakistan providing large scale financing on Musharaka basis without adequate safe guards can suffer serious setbacks if entrepreneurs availing finances from the banks maintain false books of accounts to conceal their true profits thereby denying the due share of profit to banks. It is however, quite obvious that these and other problems connected with large scale financing on Musharaka basis are not insurmountable.

EXTRACT FROM THE JUDGEMENT OE SHARIAT APPELLATE BENCH OF SUPREME COURT OF PAKISTAN (SAB)

The following are some extracts form the judgement dated December 23, 1999 or Mr. Justice Khalil-ur-Rehman, Chairman of SAB in respect of submissions made by this writer before the bench. These could be helpful in the transformations of the existing banking system into an Islamic banking system as also for promoting the Islamic system of banking.

i. "…..That interest-based banking system has failed due to corruption by the bankers and the interest-free banking system may also face the same fate at their (Bankers') hands and in the circumstances the Islamic Banking System may not prove successful."

ii. "He (Dr. Shahid Hasan Siddiqui) proposed that all modes of deposits / mobilization and utilization thereof must be based, as far as possible on profit and loss sharing system and the Government must restore its credibility by resolving the issue of imposing curbs on withdrawals from foreign currency account; that Kissan bank and a Model Islamic Bank which should operate on 100 per cent profit and loss haring basis have to be established which would be able to offer much higher rates of return to the depositors even in the first year of their operation; that all major banks and DFIs should have an Islamic banking division and the same should be upgraded in the State Bank. Dealing with bank advances with up to date mark-up, the economic expert said that no new loan on mark-up or interest should be allowed with immediate effect and at least 75 per cent of new financing should be on Musharaka."

iii. "Mr. Shahid Siddiqui in his address submitted that firstly the borrowing is to be resorted to by a Muslim as a last resort as otherwise Islamic economic system contemplates for other arrangements like Musharaka, Mudarabah and profit and loss sharing systems for growth of business and industry .He added that veil of incorporation should not be allowed to be used as a shield to commit fraud and avoid the liabilities incurred."

iv. "However, it is appropriate at this stage to take due notice of some of the submissions emphatically canvassed by the economists and bankers, particularly of Mr. Muhammad Umar Chapra and Mr. Shahid Siddiqui to the effect that no banking system can successfully operate and particularly the Islamic Finance if the lending institutions, corporate bodies, firms and individuals do not on their own abide by their commitments in time in making repayments and are not otherwise made to repay financial assistance / loan received by them according to the agreed upon time limit."

TRUE MODES OF FINANCING

To replace interest, the ideal mode of financing under the Islamic banking system is financing on Profit & Loss Sharing (PLS). While designing an alternate to interest-based system, it was realized that large scale resorting to PLS system of Islamic banking could pose serious risks and hazards to Islamic banks due to wide-spread tendency to adopt un- ethical accounting practices to conceal true profits, high rate of illiteracy and host of other reasons.

It was therefore, considered necessary to devise various other modes of financing in addition to Mudarabah & Musharaka based on PLS system and of course, Qard-Hasan. These modes being the second line fixed return techniques include financing on basis of mark-up, Leasing, Hire- purchase and rent sharing etc.

It may be mentioned that these types of products cannot generally be expected either to remove the injustices of the interest-based system or to contribute to the achievement of socio- economic objectives which Islam seeks to achieve. The fact however, remains that these modes bear pre-determined fixed rates of return .wherein neither the operational losses are shared by the banks nor the returns charged are dependent on the operational results of the entrepreneur.

It was only in the initial stages of transformation of the conventional banking system to Islamic banking system in Pakistan that the second line fixed return techniques could have been adopted by Islamic banks in, 1980s with proviso that gradual shift to PLS system will take place. These techniques can not under any circumstances be allowed to be perpetuated.

As the single largest mode of financing adopted by Islamic banks is on the basis of Murabaha, it is now proposed to briefly examine this mode.

Murabaha in ancient Islamic Connotations referred to a particular kind of simple sale and had no relevance whatsoever with a transaction of financing. In view of the difficulties and risks visualized in adopting PLS system of Islamic banking on a large scale, in recent times, the Murabaha, for all practically purposes was transformed from the sale transaction to a mode of financing.

In this mode, the batik, at the request of its client, purchases the specified goods from a third party against payment. Immediately on the transfer of ownership of the goods as also obtaining its physical or, in most cases, the constructive possession, the bank sells these goods to the client at cost plus an agreed fixed profit margin. The client then takes physical possession of the goods and undertakes to pay the price to the bank either in installment or in lump sum, at an agreed later date.

The instances are not lacking where customers of the bank and the seller of the goods are sister concerns. In yet many other cases, the customers of the bank purchase the commodities themselves as agents of the bank and then they repurchase the same commodity from the bank for a cost plus profit to be paid at a mutually agreed later date. In many cases of Murabaha, there is therefore, only a change of name.

It is however, felt that there could be no objection if an Islamic bank, in addi1ion to its norn1al banking business, separately establishes a Merchant Banking Division wherein various types of goods are purchased and then offered for sale to other prospective buyers at a profit. There are however, serious reservations to the wide spread use of Murabaha technique as a mode of finance where the bank purchases the commodity only after the customer has agreed in principle to purchase it from the bank at a profit -mark-up. It must therefore, be appreciated that under Murabaha, a trading transaction is being transformed into a mode of finance just to meet the Shariah requirements.

While referring to the alternate modes of financing based on Murabaha and Ijara (Leasing) etc., Justice Taqi (1995) observes that if designed to fulfill the Shariah requirements, these modes can be adopted as transitory measure. He however, cautions that "-----there should be a gap between purchasing the commodity and selling it to the customer and the risk of owning the commodity during the period should be borne with all its basic components and all its essential consequences."

In actual practice, practically there is no gap as in many cases, the bank makes the payment almost simultaneously or even after the goods are delivered at the premises of the client. The bank thus does not in fact assume any risk including even the risk of the goods, during the short period, the bank is supposed to own and possess these goods. The bank however, gets a return at pre-determined fixed rate, which is not dependent on the operational results of the entrepreneur. This in any case, does not appear to be in conformity with the requirements of Shariah.

Justice Taqi (1998) rightly observes:

a) The Islamic banks arc using the instrument of Murabaha and Ijara within the framework of the conventional benchmarks like Libor etc. where the net result does not differ much from the interest-based transactions.

b) By not even gradually enhancing the financing on PLS basis, the basic philosophy of Islamic banking seems to be totally neglected by the Islamic banks.

c) The Shariah Scholars have allowed the use of fixed return financing techniques i.e. Murabaha & leasing etc only in those spheres where Musharaka can not work

d) When the common people realize that the net result in the transaction of the Islamic banks is the same as was in the transactions of conventional banks, they become skeptical towards the function of Islamic banks. It therefore, becomes very difficult to argue for the case of Islamic bring before the common people, especially before the non- Muslims who feel that it is nothing but a matter of twisting of documents only.

Prof. Nijatullah Siddiqui (1995) says:-

"The payment obligations of the firms operating with Murabaha -financed goods and services are independent of the profitability of the enterprise, unlike Profit - Sharing, thus exposing it to the charge of being inequitable, as in the case of debt financing".

While commenting on "Mark-up" system he opines: -

"I would prefer that Bai' Mu 'ajjal is removed from the list of permissible methods altogether. Even if we concede its permissibility in legal form, we have the overriding legal maxim that anything leading to something prohibited stands prohibited. It will be advisable to apply this maxim to Bai'Mu 'ajjal in order to save interest-free banking from being sabotaged from within." (1983)

At this point it is important to mention that Mau1ana Maududi (1967) had observed:-

"Islam says in clear terms that the lender is not justified in earning a fixed rate of profit, irrespective of the operational results of the business."

It therefore, appears that, in most cases, the fixed returns charged by banks on transactions which are financial in nature are not permissible simply by providing them a cover of Murabaha or the like modes which are in fact transactions of sale.

It was over two decades ago that The Council of Islamic Ideology, Pakistan observed:-

"----- ideally the real alternatives to interest under an Islamic economic system are profit / loss-sharing and Qard-Hasan." 

While referring to other modes of financing such as Bai-Mu 'ajjal, Hire Purchase & Leasing etc. the Council observed: -

"It is, therefore, imperative that the use of these methods should be kept to the minimum extent that may be unavoidably necessary under the given conditions and that their use as general techniques of financing must never be allowed."

The Council in this report cautioned:

"It would not be advisable to use it widely or indiscriminately in view of the danger attached to it of opening a back door for dealing on the basis of interest."

"The basis of this technique, though not prohibited according to Hanafi and Hanabali Schools of Fiqh and that too in exceptional circumstances, its wide spread use is not permissible as mark-up does not differ in essence from the interest system."

The Council (1983: 77) however, complained: "It is unfortunate that this warning was disregarded and the mark up system was made the pivot of the new arrangements."

The Federal Shariat Court, Pakistan in its Judgement dated November 14, 1991 also referred to the following observations of the Council:-

"The fact of the matter is that "mark-up" is a crude trading practice which has been permitted by certain religious scholars under specified conditions. Its permissibility is questioned by other scholars. In any case, it is a device, which is relevant in the contract of transactions between a seller and buyer of goods. Banks are not trading organizations. They are essentially financial institutions which mobilise funds from the general public and make them available to productive undertakings."

Dr. Hasanuzzaman (1994) says:

“----- ghost of interest is haunting banks to calculate a fixed rate percent per annum in many modes of financing including Murabaha (Bai-Mu 'ajjal .Mark-up) etc. The spirit behind all these contracts seems to make a sure earning comparable with prevalent rate of interest and as far as possible, avoid losses which otherwise could occur."

He adds that "they (Second line techniques), have failed to do away with undesirable aspects of interest thereby they have retained what an Islamic bank should eliminate."

The Supreme Court of Pakistan (2000) in its' historic judgement delivered on December 23 1999 i.e. after about sixteen years of the observations, of The Council of Islamic Ideology, referred to above, inter-alia gave the following verdict:-

a) "The major condition for the permissibility of a mark-up transaction is that it should not be charged on lending or advancing money. It must be based on the genuine sale of a commodity with all its substantive consequences."

b) “----- Murabaha or Bia Mu 'ajjal is a transaction of sale effected on the basis of deferred payment."

c) "We are conscious of the fact that the transaction of a sale of Murabaha based on mark-up, even after fulfilling its necessary conditions is not an ideal mode for the extensive use of Islamic banks, Still, the banks will have to resort to this transaction in certain cases, especially in the initial phase of transformation."

Looking at the Murabaha from yet another angle, it is important to note that Almighty Allah has condemned riba in harshest possible terms perhaps only second to "Shirk". It does not appeal to the mind that by simply assuming some risks by banks in financing through Murabaha and the like during "shifting of stocks" from the godown of the seller to the entrepreneur {party availing finance from the bank) which can also be practically avoided and ensuring a fixed return on financing while not sharing in the operational losses of the entrepreneur, which is the essence of Islamic banking, the objectives of the Shariah are met.

A comparison of the salient features of the Financing on PLS basis and the Second line fixed return techniques being adopted by Islamic Banks world wide is given below:

FINANCING ON PLS BASIS VS SECOND LINE FIXED RETURN THCHNIQUES

UNDER THE BANNER OF ISLAMIC BANKING.

	SNo.
	FINANCING ON PLS BASIS
	FINANCING ON SECOND LINE TECHNIQUES

	1
	Unanimously held as an ideal mode of financing in an Islamic framework.
	A sale transaction which was transformed about two decades as a second line mode of financing and that too for transitory period. Reservations are expressed by many scholars and economists about the permissibility of this mode of financing for banks.

	2
	Inequitable distribution of income and wealth will be significantly removed.
	Inequitable distribution of income and wealth continues like interest-based system.

	3
	Depositors are likely to get higher returns leading to prosperity.
	Returns are practically based on the bench marks of the interest-based system. Depositors are thus continued to be exploited.



	4
	Justice between the parties is ensured as the returns to the bank on its financing is dependent on operational results of the entrepreneur.
	Injustice of interest-based system continues as bank is guaranteed a fixed return irrespective of the loss sustained by the entrepreneur. The return to bank is positive and predetermined in the shape of agreed price.

	5
	Bank shares in the losses entrepreneurs in the ratio respective capitals which is essence of Islamic banking.
	Banks do not assume any responsibility of the operational losses of the entrepreneurs. This is similar to interest- based system which amounts to injustice.



	6
	Inflation is likely to be controlled to some extent.
	Same as under the interest-based system.

	7
	Progress towards Self-reliance will hopefully be made through enhanced rate of savings and investments.
	Same as under the interest-based system

	8
	May lead to more efficient and optimum allocation of resources as compared to interest-based system.
	Same as under the interest-based system,


It is believed that the financing on PLS system of Islamic banking in a conducive environment would not only ensure a healthier financing portfolio and of course higher rates of return to depositors but would also lead to optimum allocation of resources for over-all economic growth and/welfare of the society, individually and collectively.

It is however, accepted that the banks allowing financing on PLS basis are exposed to risk of losses as even a profitable company may sustain genuine losses due to various factors even beyond their control. The assuming of this risk is the essence of PLS mode of financing as all business transactions have an inseparable risk factor. It should not therefore, deter banks from making funds available on PLS basis to sound entities in feasible projects in the normal course of business.

In actual practice however, we find that traders and industrialists etc. generally earn substantial profit with the funds of a large number of depositors but they do not share these profits with the banks for onward passing on the share to the depositors. This injustice can be avoided if banks accept deposit on PLS basis according to its true spirit and also allow bulk of financing on the same basis. This will bring prosperity in the society, as a large number of depositors will hopefully be receiving higher rates of return on their deposits.

EXPLOITATIVE BANKING SYSTEM

The following statistics of Scheduled Banks in Pakistan as on June 30,2002 indicate that the present banking system under the banner of "Islamic Banking System" is unjust and exploitative:-

i. Total numbers of depositors …………………………………… 28.3 million

ii. Total quantum of deposits ……………………………….. Rs. 1421 billion

iii. Total number of borrowers …………………………………… 2.3 million

iv. Total quantum of advances ………………………………….. Rs. 885 billion

v. Total number of borrowers availing

most advances ……….……………………………………  26,746 borrowers

vi. Total quantum of advances availed by 26746 borrowers --74 percent of total advances …………………………………………………….… Rs.660 billion

vii. Provisions held for meeting losses due to non-recovery of stuck up advances mainly from few thousand borrowers(provisions have , been built up by transferring funds from the income of banks / DFls) ……………………………………………….

viii. Total amount of stuck up advances …………………….. Rs. 260 billion

ix. Possible loss of interest on stuck-up advances mentioned at viii above. , ………………………

x. Advances written off during last 17 years, or so by banks / DFls ……………………………..

ISLAMIC BANKING -HOW WEST PERCIEVES IT?

A number of Western bankers have repeatedly posed a rather cynical question to this writer: As to what is the real difference between interest-based banking system and the Islamic system of banking as being practiced by Islamic banks worldwide? However, even they concede that the PLS system of Islamic banking, if practiced in right earnest, could ensure socio-economic justice across the globe.

It is also worth noting that few months ago, an Internationally circulated magazine, The "NEWSWEEK", published from New York, while examining the Islamic banking system, made the following observations:

"Purists think schemes like Malaysia's housing "loans", for instance, violate the spirit of Shariah banking. Shahid Hasan Siddiqui, a Pakistani banker and critic of the system, recently wrote, "It must be kept in view that the Islamization of the banking system is a part of the overall Islamic value system and is not merely refraining from interest-based transactions." Siddiqui and other strict Muslims would have Islamic banking remain true to Muslim values, such as the promotion of socioeconomic justice and the fair distribution of wealth. They reject the sleight-of-hand accounting that allows institutions to claim they are not charging interest, preferring schemes where two parties simply share the profits or losses of buy-and-sell transactions. "

RECENT INITIATIVES OF SBP

SBP, vide BPD circular No.01 dated January 1, 2003, has announced that as per laid down criteria, it would consider granting approval for:

i. Establishment of full-fledged Islamic bank(s) in the private sector;

ii. Setting up of subsidiaries for Islamic Banking by existing commercial banks; and

iii. Allowing Stand-alone branches for Islamic banking in the existing commercial banks.

The above policy decision clearly establishes that in Pakistan the interest-based banking and Islamic banking systems would run side by side. In such an eventuality, there seems to be no possibility of the elimination of interest from the economy in foreseeable future. Further, in case these new banks / subsidiaries and branches, being established for promotion of Islamic banking, resort to large scale financing on second line fixed return non-participating modes (e.g. Murabaha etc.,) the cause of Islamic banking would never be fulfilled even by these new initiatives for promotion of Islamic banking. Unfortunately this seems to be the case.

It is therefore, visualised that Pakistan would now be following the path which has been adopted by Islamic banks worldwide during last over 20 years or so. Needless to mention that these Islamic banks operating worldwide have failed to achieve the objectives of the elimination of Riba by Islam and the net result of their financing is practically .the same as in the case of advances under the interest-based system of banking.

DESIGNTNG THE NEW SYSTEM

While designing the Islamic System of Banking in conformity with the spirit of Shariah, the following questions must be posed and answered:-

i. Whether banks operating under the banner of Islamic banking by adopting proposed modes of deposits mobilization / investments and proposed modes of financing would succeed in the elimination of injustices of the interest-based system as ordained by Holy Qur'an (2:279)?

ii. Whether banks operating under the banner of Islamic banking by adopting these new products would contribute to the attainment of socio-economic justice in line with the objectives of Islamic economic system?

iii. Whether banks operating under the banner of Islamic banking by adopting these new modes of financing would be desisting from following the bench marks of interest- based system under Bai-Murabaha, Bai-Mu'ajjal or the like modes of financing?

iv. Whether the net result in modes referred to at (ii & iii) above would really differ from the interest-based loaning?

v. Whether by adopting the modes referred to at (ii & iii) above, banks operating under the banner of Islamic banking would assume any responsibility for the operational losses of the party availing finances from them?

vi. Whether sharing in the operational losses not the essence of Islamic system of banking?

vii. Whether large scale financing on a perpetual basis, on modes approved for "Sale transactions", can continue to be made for an indefinite period by Islamic banks which are not trading houses but are financial institutions?

MODEL ISLAMIC BANK

In view of the position explained here-in-above and considering the real difficulties in presently adopting the PLS system of Islamic banking for the entire financing for trade, industry and agriculture, it is believed that the need of the hour is to establish Model Islamic Bank in Pakistan in the public sector. The Proposed Model Bank would be a commercial bank. While the objective of the Bank would be to earn profit, it would identify itself with the Shariah as regards objectives, principles, practices and operations. The Proposed Bank would undertake all normal banking business as is done by interest- based banks but the Provisions of Shariah would be kept in view at all times.

The proposed Model Bank would accept deposits/investments on PLS basis (other than demand deposits) and would 'also allow financing only on this basis. The operations of the Bank will be supervised from Shariah point of view by a board of religious scholars.

The proposed Bank would develop risk-bearing but competitive products for deposits / investments wherein depositors / investors are given reasonable assurance of higher returns as also of safety of their funds. This Bank would also develop innovative but competitive products for financing which are not only compatible with Shariah but also cater to the needs of traders and industrialists etc., in the modern complex world which is ever changing.

The sponsor directors of the Proposed Model Bank should be Muslim Scholars, Jurists, chartered accountants, economists, bankers and investors. All these persons should be men of integrity and of highest reputation. They should also have unshakable faith and commitment in the Islamic banking system and should have good knowledge of its principles, products and procedures.

These persons would take up the challenging assignment for the pleasure of Allah and for proving that Islamic banking in its totality is not only workable but would Insh Allah also pay rich dividends in material terms to all those who deal with or work for the Bank.

It is sincerely believed that .the proposal of Model Islamic Bank is not only feasible but is the need of the hour. The successful operational results of this Bank would also motivate the existing Islamic banks to enhance their share of financing on PLS basis.

NOTEOF CAUTION

It is seriously apprehended that if the present sad state of affairs is allowed to continue, even many innocent Muslims may develop doubts about the feasibility, practicability and usefulness of the "Islamic system of banking" notwithstanding that the fault lies with us and not with the system.

The large scale financing by banks on second line techniques is some times advocated on the ground that the size of Islamic banks is too small. The combined assets of 200 Islamic banks and financial institutions are almost 1/3 of the quantum of individual assets of some of the largest conventional banks. Since Islamic banks have to compete with these banks, they generally tend to avoid indulging in risky financing based on PLS. To make the situation worse, some of the Islamic banks find it more feasible to divert part of their funds received from Muslims to multinationals and large corporations of the West.

The Arab world including GCC countries and rich citizens of many others Muslim countries are reported to be maintaining huge deposits with conventional banks operating in the West. The quantum of these deposits is estimated to be more than the total external debt of Muslim countries.

The placement of these funds by Muslims is enabling the imperialistic powers to exploit the Islamic world by simply providing them loans and credits out of these deposits. The placement of funds in this manner by Muslims is clearly not in conformity with the directives of Qur'an and Sunnah.

The Ummah must keep in mind that according to injunctions of Islam, surplus wealth of Muslims can no be utilized for strengthening the Capitalistic System or for the benefit of non-believers or enemies of Islam. This wealth should therefore, be profitability invested for the common benefit of Ummah, initially in their own country / region. The need of the hour is that a' Fatwa ' is issued on the subject immediately.

If only a portion of these funds is brought back to the respective Islamic countries, the size of many Islamic banks would become large enough to enable them to diversify their financing portfolio including more and more financing on PLS basis with greater sense of confidence.

NEED FOR CHANGE

It is important to appreciate that the requisites for total implementation and success of Islamic banking in Pakistan include re-shaping the society, re-structuring of the economic system and re-framing of the laws according to the dictates of Islam. The most important and difficult task however, is the reformation of society which has to be undertaken as an on-going process.

We therefore, need to change our priorities and at least as much emphasis should be laid on improving the ethics, honesty and values of the society as is being done for promotion of "Riba-free banking". This will then create a conducive environment for more and more financing under profit and loss sharing system of Islamic banking.

If banks in Pakistan succeed in demonstrating a practical example of socio-economic justice by rapidly enhancing their share of financing on PLS basis and achieve satisfactory operational results, the dawn of an era of justice would be witnessed where the fruits of Islamic system would be available to large number of people leading to over all social and economic prosperity.
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