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Executive Suaaary 

In co-op1ration with th• lalaaic Developaent lank, UNIDO recently 
(16-20 June 1986) held a workahop on the indu1trial financing activitiea 
of lalaaic bank• which waa attended by 36 r1pr1a1ntativea of lalaatc and 
non-lalaaic banks, int1rnatianal and regional developaent agencl1a and a 
repreaentativ• of the Organization of th• lalaaic Canf1r1nc1. Nine ataff 
•••b•r• of UNIDO participated. The ala of the wark1hap wa1 to deterain• 
the natur1 and acope of lalaaic bank•' current engageaent in induatrial 
financing, th• typea of financing ••chani••• they are currently uaint to 
proaote induatrial developaent, what ob•tacle1 haaper th• 11panaion of 
their activiti11 in thia field, and what ae11ur11 could be adapted to 
avercaae 1uch obatacl••· 

16 papers on a wide range of topic• were preaented <t the workahop. 
The principal laauea diacuaaed concerntd 1xl1tlng lalaaic f lnancin9 
inatruaenta and th• extent to which they are adequate for the financing 
probl••• of induatry, the reaaona why equity inv1ataent1 - and 
particularly •~uity inveataeP.ta in induatrial undertaking• - atill 
account for a relatively low proportion for l1l1aic bank• total outlay1 
and the technical probl••• of providing 1hort-tera faciliti•• and fi~ance 
for workin9 c~pital on a profit-1harln9 rather than inter1st-~hargin9 
ba•i•~ 

Several authors and •any sp1akers 1tr111ed the progr111 that had 
b••n achieved in Paki1tan toward• l1laai1in9 the b1nkin9 1yst•• and 
hailed th• •••rgenc• of th• Participation T•r• Certificate, r•c•ntly 
en1hrin•d in that country's co•••rcial law, 11 a viabl• 1lt1rnativ• to 
the int1r1st-b11ring ~orparate bond 10 widely u1ed in non-I1l1aic 
financial aarket1. 

lath th• papers presented and th• en1uin9 di1cu11ion 1how1d that 
th• provision of riak capital for indu1tri1l d1velopa1nt 1till account• 
for only a very 1a1ll part of I1l1aic bank•' outl1y1, tht oreater part 
being for financing f~r•ign trade a~d for inve1t11nt in activiti11 with a 
fi11d r1turn, 1uch 11 leasing, hire purch11e and arrangea1n~1 involvino 
purch11e of industrial input• and their reaale at 1 aark-up. The re11on1 
for thi1 reluctance to inveat in industrial project• appear to li• in tht 
uncertainti11 which aurro~nd th• return on 1quity inve1ta1nt1, both a1 
regards aaount and tia1-fr1a1 of receipt. The c11e study pr111nted by the 
repr11ent1tiv1 of th• J1l11ic Dev1lp1ent lank revealed 1 further hazards 
Unfor•••••bl• adv1r11 dev1lop•1nt1 ••Y coapel a bank to incr111• 
1ub1tanti1lly th• aaount of the planned inve1ta1nt in ord•r r••~u• a 
project that h11 run into dlfftculti11. 

In contr11t to typ11 of f inanctn~ which offer a fi11d return, th1 
choic• of •quity inv11ta1nt1 r1quir11 1 d19r11 of proJ1ct =~~,~~•• and 
apprai11l In t1r11 of it1 t1chnical, financial and 1ark1ttn1 viability 
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•hich fe• I1la•ic banks have the capacity to execute. "oreover, th• real 
probl••• co•••nc• only after i•pl•••ntation1 in order to 1afe1uard their 
intere1t1 1 bank• 1ay have to eaerci1e a de1r•• of •onitorint and active 
participation in th• •ana1e•1nt for •hich they lack th• nec•11ary 
experti••· Ev•n th• l1D8 •ith a lar1• prof111ional staff of econo•i1t1, 
financial analy1t1 and en1in11r1 ha1 ••p•rienced con1id1rabl1 probl••• in 
obtalnln9 a 11ti1factory return on .t1 equity inv11t1•nt1. 

The vi•• of aany participant• ••• that tht l1la1ic banks ur11ntly 
require UNID0'1 contlnulnt and increased a11i1tanc1 in a nu•b•r of ar111, 
1uch 11 1uidanc• in ho• to evaluate the viability of indu1trial project 
prapa11l1 1ub•itt1d ta thea, or 11n11e11nt trainint ta 1nabl1 th• banks' 
1t1ff ta h•lP ap•rate 1 project that ha• 1at into difficulti••· 

Ha•1v1r, furth1r r111arch ii alto n11d1d to refine the •1l1tin1 
lslaaic fln1ncin1 ••chani111, and particularly to find •ay1 of 1atl1fyin1 
th• lon1-t•r• f inanctn1 r1qulr111nt1 of indu1tr1~: praJ1ct1 1tv1n a 
d1po1it ba11 which i1 •111ntially 1hort-t1r1, 

Th• lack of a 1•1al and fiscal fraaework specifically tailored ta 
th• n11d1 of J1l11ic bankino ••• also co~1id•r•d a 1eriou1 obstacle. Thus 
10•• l1la1tc countri11 continue ta di1cri1inat1 a1ain1t profit and 1011 
1harin11 any distribution ta inv11tor1 ii tr•1t1d 11 an 1pprapri1tian gf 
profit and not· 11 a d•duction frRI profit for th• purpose of 1rrivin9 at 
taxable inco1e. Thia contra1t1 •ith interest pay••nt1, •hich are 
i1•-d1ductibl•· 

On• innovative paper proposed 1 for• of yt1ld to inv11tor1 
b111d on th• value 1d41d tdef in1d for th••• purpo111 at the 1xce11 of th1 
11llin1 price of 9ood1 over th• cost of their con1titu1nt raw and other 
•at1rial1> ~1n1r•t•d by an ent1rpri11, rather than the profit. Thi• type 
of r1turn on inv11t11ht would h1v1 the 1dv1nta91 of b1int 1111 
1u1c1ptibl1 to 1ani~ulation and 1111 1ubJ1ct to 1hort-t1r1 f luctuation1 
ihan n•t profit. Althouth di1cu111d only bri1fly, it app1ar1 that a yield 
b151d on v1lu1-adi•d would be p1r1i11ibl1 under l1la1ic bankint rul11, 
and concept therefor• d•11rv11 f urth1r 1tudy and r11•arch. 

Tht •ork1hop produc1d little in th1 •ay of ca11 1tudi11 on 
indu1trial proJ•ct1 f inanc•d by l1la•ic b1nt1. Thi ca•• atudy pr•11nt1d 
by th• l1D8 ••ntion1d above indicated that th• Ian~ w11 called upon to 
incr1a11 it• initial inv11t11nt by a factor of five, but did not indicate 
w~1th1r th1 proJtct ultiaAtlly yi1ld1d 1 a1ti1f1ctory return. And y1t a 
coll1ct~on of ca11 1tudi•• on induttrial proJ1ct1 4inanc1d by J1l1•ic 
b1nk1 •auld b1 of conaJd1r1bl1 value in bringint the 1p1cific probl••• of 
thi• type of financint out into the open, thereby allowint 1 frank 
di1cu11ton of the probl•••· An 1naly1ta of th• cau••• of 1ucc1a1 or 
failure in thi• activi~y •auld do 1uch to r11ov1 the pr111nt unc1rt1inty 
and would tho• that th•r• i1 no 1y1t1ry about 1ucc111ful indu1trial 
fin1ncln1. The t1chniqu11 are known and have b11n u11d with 1r11t 1ucc111 
and r1•ult1nt profit in a nu1b1r of countrl11, includint d1v1lopint on11. 

At a n11t 1ta11 in itt co-operation with th1 DIC and the 1111, 
UNJDO could 1nd11vour to obtain fro• l1la1ic bank• which have 11p1ri1nc1 
in thi• field, d1t1tl1 of both 1ucc111ful and 1111 1ucc111ful tndu1trial 
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proj1ct1 th1y h1v1 fin1nc1d, th• probl••• 1ncount1r1d, ho• th111 ••r• 
r11olv1d, 1nd th• ulti•1t1 r11ult1 of th1 inv11t•1nt in t1r•1 of yield. 
Such c111 1tudi11 •ould h1lp ta 1liain1t1 th• aura of •y1t1ry and 
unc1rt1inty •hich 1urround1 indu1tri1l f in1ncing at th1 pr111nt ti•• and 
1ncourag1 •or1 l1la1ic bank• to initiat1 op1ration1 in this activity. 

Thi •ork1hop conclud1d that UNID0'1 ••alth of 11p1rti11 in 
indu1trial financing 1hould b• ••d• availabl1 to I1la•ic bank• on an 
on-ooing ba1i1. Training of bank oflicial1 in proJ1ct pr1paration and 
aonitor1no t1chniqu11, •ork1hop1 on t~• u11 of UNIDO 1oft•ar1 off1ring 
11n1itivity analy1i1 and 1c1narto-buildinG option• for proJ1ct 
1valuatton, a11t1tanc1 •ith th• l•oal, financial and oroant1attonal 
a1p1ct1 of Joint v1ntur11, technical docu•1ntation on 11t1blt1hin9 n•• 
indu1tri11 in d1v1loptng countrt11, cl1aring-hou11 activiti11 to •atch 
indu1trial inv11ta1nt proJ1ct1 •ith appropriat1 1ourc11 of financ1 1 and 
th• 1xchan11 of infor•ation b•t•••n l1la•ic bank• on th1ir 1xp1ri1nc1 in 
th• fi1ld of industrial financing - th111 ar1 th1 aain ar1a1 •h•r• 
furth1r support fro• UNIDO i• urg1ntly r1quir1d. 
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THE ROLE OF THE ISLAMIC DEVELOPMENT BANK IN FINANCING INDUSTRIAL PROJECTS 

by A.R. Youssef 

In his paper on the rOle of the IsDB in financing industrial projects (33 

pages, plus four appeadices covering a further 28 pages) Mr. A.R. Yousef gives 

valuable insights into the operations of this leading Islamic finance 

institution, together with statistical material on how the total engagements 

are distributed over the various types of economic activity. The value of the 

material is enhanced by the annexure of a case study on a clinker grinding 

plant in which the IsDB took an equity participation. 

The salient features of the paper may be summarized as follows: 

Since its foundation in 1977, the IsDB has provided financing for industry 

(manufacturing and agro) totalling at least US$963 million in the form of 

equity participations (US$169 ~.tlion or just under 3% of the total outlays of 

US$5,897 million) and lines of equity to NDFis (US$84 million), leasing 

(US$489 being 9% of the total) plus lines of leasing (US$52 million), 

instalment sales (US$131 million) and technical assistance amounting to US$38 

million. This means that the bank's total engagement in finance for industry 

to date is of the order of only 16% of its total outlays. Equity participation 

was heavily biased towards chemi~als and petrochemicals (60% of the total), 

followed by textiles (6%). Participation in agro-industries accounted for 

under 4% of the total. 

According to the author, the performance of the equity projects has not, 

i~ the main, been satisfactory. Delays in implementation and start-up, the 

absence of essential infrastructural facilities, inadeq~ate marketing 

arrangments, human resource gaps and, above all, the depreciation of local 

c~rrencies vis-l-vis the Islamic dinar (which enjoys parity with the SOR) have 

all contributed to the poor results and have led the Bank to reappraise its 

equity participation policies. As the author points out, depreciation of local 

currency can make a project that is successful in terms of its contribution to 

the host country's economy unsatisfactory from the bank's viewpoint, because 

of the reduced valu~ to the bank both of the investment and of the profit 

distributions it generates. 
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While the paper does not quantify the outcome of the Bank's equit~ 

exposure, either in terms of the current value of investments versus their 

historical cost or in terms of their yield, the case study on the clinker 

grinding plant gives some indication of the magnitude of the problem. Here, a 

planned equity participation of US$4.68 million escalated into an exposure of 

US$20 million because the government of the country concerned, which was the 

only other sharehol<ler in the venture, was unable to meet its coanitment to 

provide electric power for the plant and clinker handling facilities at the 

port, and because owing to cost overruns the project, when ~he point of 

start-up was reached, had insufficient working capital to purchase raw 

materials. 

The experience of a decade in equity financing has led the IsDB to 

"reformulate its strategy to face the challenge of ;~dustrial development in 

the coming years." While the paper does not giv~ c. •• y details of what changes 

in its investment policies and practices wiii emerge from the reformulation, 

it may be expecteJ that more attention will be paid in the future to the 

impact on projects of currency depreciation by investigating whether the 

forecast return will be sufficient to offset the effects of such depreciation, 

aiter taking into account the state of the economy and its balance of payments 

and external debt ratios. Projects in countries with a chronic shortage of 

convertible currency should also be evaluated from the standpoint of their 

ability to generate the foreign currency needed for their operations, i.e. by 

exports. Industrial projects dependent on imported inputs which are oriented 

primarily towards the domestic market are clearly vulnerable on two counts: 

depreciation of the local currency will increase their operating costs and the 

shortage of foreign exchange may prevent them from purchasing ~ufficient raw 

materi&ls, with adverse effects on capacity utilization and sales revenues. 

Some comr.ients on the internal project appraisal guidelines developed by 

the B~nk may be apposite at this juncture: 

1. While the inrl~strial project appraisal guidelinefi i~ve!oped by the bank 

require a hreakdown of the capital cost between foreign and ~ocal 

currency, no such breakdown ;.s specified for the flow ~f revenues to be 

g~nerated by the project. Such a breakdown is however of considerable 
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value in determining the extent to which the foreign currency earnings of 

a project are sufficient to meet the foreign exchange comp~ne~t of its 

operating costs. Clearly, freeing project managers from dependence on 

(f~equently arbitrary) allocation of scarce foreign exchange will 

contribute to the project's viability. 

2. Certain key variables, such as annual profit and net assets would be best 

expressed in the bank's currency, based on conservative assumptions ~f 

likely exchange rate trends, in order to evaluate profit distributions 

and the project's residual value in the investor's currency. 

3. While the guidelines make provision for sensitivity analysis of the 

effrcts oo the project of changes in vital parameters such as sales and 

ra~ materi2l prices, they do not mention the design cf scenarios to 

reflect the effects of different visions of the future. The prese~Lation 

of ~arying scenarios based on more or less optimistic predictions of 

future economic develor-ment is a valuable forecasting tool, particularly 

when linked to prchability analysis of likely trends. 

The volume of equity participations by the IsDB does not as yet match the 

i~purtan~e which the bank attaches to this activity ~nd, as noted above, is 

outweighed by im.·olvement in other financing mechanisms such as leas:ng and 

instalment sale. These, while adhering to the letter of the Shari'ah are less 

close to its spirit, since the return to the bank is fixed in the initial 

contract (apart from s0ta1e flexibility rega=ding th~ date payments c0111111ence} 

and in no w3y dependent on the overall results of the venture. 

The lsDB's continueJ commitment to equity participation may be therefore 

ascribed more to the requirements of its Articles than tc any entht1siasm 

generated by successes achieved in this type of venture. 
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VAI.UE ADDED PARTICIPATION - A NEW FINANCING INSTRUMENT FOR ISLAMIC BANKS 

by Prof. V. Nienhaus 

Prof. Nienhaus's paper (40 pages) is concerned with what is perhaps the 

major unresolved problem of Islamic banking: the fact that given the 

conditions prevailing in many Islamic countries the uncertain outcome of 

profit-and-loss sharing ventures, although favoured by the Shari'ah, makes 

them somewhat hazardous, so that the major part of Islamic banks' earnings 

"originate from leasing, mark-up trade and similar forms of financing 

which ••• carry virtually no risk for the bank and come economically very close 

to conventional interest loans". 

As a result many Isl&mic banks are unable to provide their clients with 

"circulating" i.e. working capital, the purpose of which is to increase the 

value of all the project's assets, but can only finance transactions clearly 

identified with specific assets such as raw materials, machines or buildings. 

Other papers presented during the workshop indicate that some Islamic banks 

regard equity participation in new industrial ventures as a loss-making 

activity which can only be undertaken with profits earned in more conventional 

fields such as foreign trade financing, leasing and instalment sales. 

Prof. Nienhaus's researches into forms of business partnership 

permissible unler the Shari'ah have led him to the conclusion that the 

prohibition of 'riba' applies only to situations where the rate of return is 

fixed, regardless of the venture's outcome, as is the case with a loan bearing 

a fixed rate of interest. A business partnership where one of the partners 

sustains a loss while the other receives a profit may be permissible, provided 

such profit is not unconditional. 

Prof. Nienhaus points out that in early Islamic times there were no banks 

and that all the parties to a venture who had contributed capital were 

entitled to participate in managing the venture. All capital invested 

conferred equal rigllts and obligations. Today enterprises are not normally 

formed ad hoc merely to carry out individual commercial ventures but are 

established for an unlimited period and for the continuous creation of wealth. 
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In Prof. Nienhaus's view, modern enterprises use two kinds of capital: 

the inside or equity capital, provided by the proprietors of the enterprise, 

and the outside or loan capital, provided by financial intermediaries such as 

banks which in normal circumstances do not wish to participate in the 

management of the enterprise nor couait their capital for an ~ndefinite 

period. The goal of such intermediaries may be primarily to earn profits for 

themselves and their depositors (couaercial banks) or they may perceive their 

principal rOle as that of promoting the wealth and prosperity of the coumunity 

as a whole (national development finance institutions). 

The "continuous creation of wealth" which Prof. Nienhaus perceives as the 

objective of modern enterprises manifests itself in the "value added" 

resulting from the traditional combination of capital and labour. This may be 

defined as the difference between the value of sales on the one hand and the 

cost of bought-in materials and services on the other, and is represented by 

the total incomes paid to an enterprise's workforce, interest on loans and the 

net profit, part of which is distributed to the shareholders, part paid to the 

government in the form of taxes and part retained in the business to 

strengthen its capital base. 

Prof. Nienhaus's central argument is that it is this value added which 

embodies the wealth created by an enterprise and which must be shared in 

equitable proportions between those who have contributed to its creation. The 

proportion due to the workforce is normally fixed by tariff agreements and 

individual employment contracts and does not depend directly on th~ results of 

the enterprise's operations (for the sake of simplicity profit-sharing 

arrangements with the workforce are ignored) so that defining labour c~sts as 

a percentage of value added (which cannot be determined in advance) is not 

feasible. 

This means that only one of the two classes of capital contributors can 

receive a pre-determined proportion of the value; the other can receive only 

the retidue. Prof. Nienhaus suggests that it is the providers of outside 

capital who should be entitled to a fixed proportion of the value added. 
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The arguments he adduces elsewhere: that the outside capital providers do 

not participate in the management of the enterprise and cannot influence the 

outcome of its operations; that the figure of ne~ profit is much more 

susceptible to manipulation and short-term fluctuations than the value added 

figure, so that outside capital contributors with their relatively short-term 

commitment to the enterprise might, if entitled only to a share of the net 

profit, sustain a substantial loss in an atypical year without being able to 

recoup it with the profits of following years. 

The value added is also easier to ascertain with accuracy than the 

profit, since it is largely accounted for by the salaries and wages paid, the 

profit element being a relatively small proportion. 

According to Prof. Nienhaus, offering the providers of outside capital a 

fixed percentage ~f the value added does not violate the Shari'ah because the 

value added is not a predetermined figure, nor is it even of necessity a 

positive one: a negative value added is a possible, even if an extreme 

outcome. As previously stated, the fact that a provider of internal capital 

can sustain a loss while a provider of outside capital receives a profit does 

not in itself contravene the Shari'ah, only the predetermined profit, 

regardless of the results of the enterprise constitutes such a violation. 

The following simple examples (based on Prof. Nienhaus' work) provide an 

illustration of positive and negative value added. 

(1) 

Sales 

less boµght in materials 

" labour costs 

net profit 

value added (220 - 120) 

120 

30 

220 

170 

50 

••• 

100 
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If the outside capital receives an agreed 20% of value added, its share 

will be 20, leaving 30 (50 - 20) aR net profit for the inside capital. 

The following example demonstrates a profit situation for the outside 

capital and a loss situation for the inside capital: 

Sales 

less bought in materi~ls 
11 labour costs 

net profit 

"alue added unc!langed at 

120 

90 

220 

210 

100 

If the outside capital receives an agreed 20% of value added, its share 

will be 20, leaving -10 (10 - 20) as net profit for the inside capital. 

The following example demonstrates a loss situation for both outside and 

inside capital: 

Sales 220 

less bought in materials 230 
II labour costs 50 

28() 

net loss - 60 

=== 

value added (220 - 230) -10 

If the outside capital receives an agreed 20% of value added, their share 

of the loss will be 2, Leaving ~ (10 - 2) as the loss for the inside capital. 



- 11 -

According to Prof. Nienhaus, the exceptional nature of negative value 

added does not vitiate tt.e argument that a positive outcome is not 

'1nconditional. Therefore the prohibition of "riba" does not apply to a 

participation based on a percentage of value added. 

Value added participation, as Prof. Nienha~ss indicates, has advantages 

vis-l-vis profit and loss participation for both the entrepreneur and the 

investor. The advantage from the entrepreneur's point of view is that the cost 

of the fonds follows the trend of profits and losses so that in years with 

meagre or negative results the char~e is less than in successful ones, in 

contrast to a conventional interest-based loan. 

The attraction for the investor is that reduced profits, and even losses, 

do not deprive him of s~me return (unless of course the value added is 

negative, an extreme case), and that the value added figure can less easily be 

manipulated and artificially d~pressed than the figure of net profit. That 

also means he can reckon with a shorter term commitment with less danger of 

selecting a period in which a loss is incurred. Thus in view of Prof. Nienhaus 

value added participation (VAP) is superior to profit-and-loss sharing (PLS) 

in tenns of fairness. 

In the second part of his paper Prof. Nienhaus examines some accour t :_ng 

problems raised by the concept of VAP: 

(1) How should stocks of unsold goods be treated for the purpose of computing 

value added ? Should they be valued at selling price and added to actual 

sales, or should they be ignored and their cost of production eliminated from 

the cost of bought-in material ? Prof. Nienhaus concludes that in general the 

latter treatment is more appropriate, except in cases where sales fluctuate 

widely within a short period of time, while production continues at a 

consistent level. 

(2) Is d&preciation an appropriation of value added for the maintenance and 

renewal of fixed assets or is it an item of bought-in goods and services to be 

deducted from sales in arriving at value added ? 
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Prof. Nienhaus does not opt for either of these alternatives, leaving the 

question open. Since, however, the purpose of depreciation is not primarily to 

provide funds for asset replacement but to spread their cost over the period 

in which they are used by the enterprise for the purpose of earning profits, 

the ~reatment of depreciation as an item of bought-in goods and services would 

appear more appropriate. 

(3) Should extraordinary items be included for the purposes of calculating 

value added ? It is somewhat difficult to follow Prof. Nienhaus arguments, 

since he does not provide a clear definition of extraordinary items. Generally 

accepted accounting principles would indicate that extraordinary items which 

result from the normal operations of the enterprise, ~.g. t~e recovery of a 

debt previously written off as non-recoverable, might be included. "Windfall" 

items, such as a huge profit by a manufacturing concern on selling land 

surplus to requirements should on the other hand probably not be included, 

except to the extent the capital profit is attributable to the period under 

consideration. 

(4) Manipulation of the value added 

As Prof. Nienhaus correctly points out, manipulation of value added is 

much less simple than manipulation of profit. For example inflating management 

salaries will reduce the profit, so there is no effect on value added. 

Inflating the cost of bought iu materials or concealing sales would reduce 

value added, but involve deliberate and possibly criminal manipulation and are 

relatively easily detected. The danber is certainly much smaller than in the 

case of conventional profit and loss sharing. 

Determining the rate of VAP 

Since the value added cannot be determined precisely in advance, it is 

necessary to arrive at a forecast of it in order to determine an appropriate 

ret~rn on the investor's capital contribution. If the bank's forecast of value 

added is more optimistic than the entrepreneur's, it will be prepared to 

accept a lower percentage than the entrepreneur is willing to pay. 
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Thus if the bank ie prepared to invest 10,000 at an assumed return of 10% 

it will expect to receive 1,000 as its VAP. If its forecast of the value added 

is 100,000 it will be prepared to acc~pt a 1% rate of VAP. Meanwhile the 

entrepreneur estimates value added at 90,000. If his estimate is true he will 

pay the bank o~ly 900. Had the bank known his esti .. te and adopted it, the 

bank would have required a ?articipation percentage of 11.11% in order to 

achieve its desired return of l,OQO. 

It appears from the above chat in negotiations between providers of 

outside capital and users of outside capital, the pro~iders will take as 

p~ssimistic a view as p~ssible of the value added to be generated in order to 

raise the rate of the participation, while users of capital will for converse 

reasons take as optimistic a view as pJssible. This conflicts with Prof. 

Nienhaus statement that entr~preneurs may take a pessimistic view of future 

value added owing to their aversion to the risk of overstating profits, and 

may be prepared to accept higher rates of VAP in r'eturn for the "cushion" 

against the effects of losses which this type of financing offers as 

contrasted with fixed interest loans. 

The problem of forecasting value added applies mainly to new ?rojects. 

Where a participation in an existing enterprise is being negotiated there will 

be past figures on value added generated which will simplify the task of 

forecasting the future. 

Conclusions 

Prof. Nienhaus proposal for a new type of financing mechanism for Islamic 

banks is worthy of further investigation and analysis. As he himself 

indicates, a number of questions of detail remain to be answered. One of the 

most important concerns tax: is a distribution based on a percentage of value 

added a charge against or a distribution of profit ? The question is an 

important one because in many countries distributions of profit are 

effectively tax~d twice - the first time as part of the taxes assessed on the 

enterprise and the second time in the hands upon distribution. Clearly, the 

VAP concept would be much more attractive to entrepreneurs if tax authorities 

accepted the VAP as a deduction to be made in arriving at profits. 
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Some of the components of value added will need further refinement: 

depreciation, for example, should be defined only as the alllOunts Lequired to 

write fixed assets off over the estimated useful lives. Sp~cial fiscal 

depreciation granted to encourage investment in plant and machinery should be 

disregarded, since it could seriously distort value-added calculations in the 

short term. 

However the concept is one which, suitable refined, may provide a 

solution to one cf the main problems of Islamic banks: designing a mechanism 

to free funds for investment in industrial and other enterprises while 

avoiding ~h~ risks (particularly in the short term) of pure profit-and-loss 

sharing arrangements. 

There is a further dimension to VAP not mentioned by Prof. Nienhaus: 

negotiable VAP certificates could be issued which might contribute to the 

creation of a secondary capital market which on the one hand would provide a 

attractive haven for individual savings, and on the other enable Islamic banks 

to recycle their funds more rapidly as new opportunities for investment in 

Islamic countries arise. 
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INDUSTRIAL FINANCING ACTIVITIES OF ISLAMIC BANKS -

CONCEPTS AND PROSPECTS 

by A. Kabbara 

The author identifies a number of Islamic banks which are activ£ 1n 

financing industrial projects. Apart from the IsDB, he mentions the Faisal 

Islamic bank, the Dar Al-maal As-Islami Trust, Masraf Qater al-Islami and the 

Jordan Finance House. Among the obstacles to long-term industrial financing he 

highlights the characteristic short-term deposit structure of Islamic banks 

acd the fact that the principal long-term mechanisms currently available are 

of tne PLS type, with all the risks and uncertainties that these entail, 

particularly in the case of new projects. The Shari'ah does not permit the 

taking of collateral in cases of PLS types of association. This combined with 

the lack of an Islamic central bank to act as lender of the last resort means 

that Islamic banks have to ma~ntain much higher liquidity ratios (50-90% of 

deposits) than interest-based banks. 

Fixed return techniques such as leasing are less risky, since the leasing 

charge will normally be financed by the cash flow generated by the leased 

assets. However, in case of default the bank's only recourse is to repossess 

and dispose of the leased assets. Since leased plant is normally tailored to 

the needs of the lessee, this may be difficult and involve considerable loss. 

The bank's image may also suffer if it adopts harsh measures against clients 

whose problems are not necessarily of their own making. It is for this reason 

that in Western countries banks rarely engage in leasing, but establish 

specialized companies for this purpose. The development of leasing in Islamic 

countries is impeded by the lack of experts in the field. 

While the scope for equity participation through shares is limited for 

legal reasons in most IsDB member countries, the introduction of 

"Participation Term Certificates" (PTC), a type o{ redeemable share 

certificate, has had considerable success in Pakistan. The novelty of PTCs is 

that distributions to their holders are treated by the authorities as 

deductions from profits, thus giving such payments the same tax status as 

interest payments in the traditional banking system. 
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To &UDDarize, the reservations shown by lslaaic banks towards financing 

fi~ed investment and working capital of industrial projects, as opposed to 

financing specific transactions, are due to the lack of experts able to 

evaluate and monitor such projects and, in case of need, to take an active 

role in project managem£nt. 

The author's proposaL to establish an Islamic industrial bank to promote 

co-operation between NDFis and Islamic banks, to raise long-term funds for 

industrial development and to develop an Islamic capital market seems 

premature in view of the many unresolved problems, theoretical and practical, 

of Islamic banks' industrial financing activities, and given the existence of 

an Islamic fin2ncing institution, the IsDB, which has already gained 

considerable experience in this field. Instead, the need is for a series of 

measures to take eo111e of the mystery out of setting up and operating 

successful industrial projects in order that those Islamic banks which have 

not ventured into this field may be encouraged to do so, starting in a small 

way and increasing the scope of their activities as their experience and 

confidence grow. 
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INDUSTRIAL FINANCING TECHNIQUES OF ISLAMIC BANICS 

by Dr. z. Ahaad. 

Dr. Ahaad provides valuable insights into the industrial financing 

activities of the Massraf Faysal Al-lslaai (KFI) group of banks which operate 

under the umbrella of Daral Maal Al-lslami. KFI has devised a standard form of 

contract for its audarabah investaents under which th~ bank provides all the 

capital, ~-bile the client is responsible for production a~d sales. The finance 

is provided on the basis of detailed projections of cash flow and 

distributable revenue prepared by the client, continuously monitored by the 

bank. The client is also required to report quarterly any divergences of 

actual results over those budgeted. Depending on the terms of the agreement, 

the client is entitled to a share of the profits only, or may receive a fixed 

management fee and a correspondingly smaller share of profit. KFI's 

participation is restricted to recouping its investment plus a predetermined 

rate of return, the aim being to withdraw from the project when these targets 

have been met. KFI is entitled to step in and manage the project itself, 

should there be any breach of contract or should the operating results feil to 

attain the projected cash flow and/or distributable revenue. 

A second variant is the shirkah contract, whereby capital is provided by 

both KFI and the client, who continues to be resposible for supplying 

management and other services. 

In order to limit its investment in the riskier type of equity 

participation, KFI makes interest-free loans to mudarabah and shirkah clients 

which can be secured by promissory notes. One assumes that HFI includes the 

cost of such interest-free loans in its computation of the profitability of a 

given project, although the author does not specifically mention this aspect. 

HFI also utilizes the other instruments of Islamic banking: "cost-plus 

financing" (murabahah), leasing (ijara), and instalment purchase (ijara wa 

iqtina). 



- 18 -

Turning to the Islaaization of the banking systea in Pakistan, Dr. Ahaad 

stresses that the government has taken steps to institutionalize Islamic 

banking by embarking on the creation of a suitable legal and administrative 

fraaevork. Thus a '"Kudarabaha Companies and Mudarabah (Floatation and Control) 

Ordinance" was enacted in 1980 to establish the conditions on which audarabah 

operations can be carried on. And to "safeguard the banks against undue delays 

and defaults in repayaent by parties obtaining finance from the~", in 1984 the 

Banking Tribunals Ordinance ~~der which the courts can impose penalties on 

debtors who fail to meet their obligations towards the banking system. 

However, as Dr. Ahmad points out, auch ~emains to be done: mudarabaha is 

so far ~he only interest-free mode of financing used by banks and other 

financial institutions in ?akistan to have been regularized and standardized. 

In his concluding remarks, Dr. Ahmad stresses the need for tcaining 

programmes, not only to provide detailed guidance on implementing the various 

modes of financ:ng permissible under the Shari'ah, but also to equip the staff 

of Islamic banks with expertise in techniques of project appraisal, profit 

forecasting, sensitivity analysis, and the application of the various methods 

of computing return on investment. Islamic banks must also be able to evaluate 

the success of industrial projects by the use of monitoring syste1LS which will 

provide early warning of any problems. 
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ISLAMIC FINACCING MECHANISMS AVAILABJ~E FROM ISLAMIC BANKS 

AND THE NEED FOR NEW MECHANISMS 

by D. Koba.ad Gaaal Attia. 

In the author's discussion of leasing, he indicates that this aechanisa 

is able to provide a reliable return to short-term depositors by linking their 

return to the income earned from an individual leasing transaction or from the 

bank's leasing business in general. In his view it would even be feasible for 

banks to issue investment certificates representing the leased assets 

denominated in units of an appropriate size and sell them in a secondary 

.arket, thereby replenishing the bank's liquidity. The certificate's value at 

any given time w~u!d presumably be the relevant proportion of the outstanding 

leasing payments, lliacounted to its present value at the appropriate rate. 

Mr. Attia doea rot however explain what recourse the holder of such a 

certificate woul~ have against the lessee if for any reason he ceased to make 

the rental payments. Neither repossession nor legal action would appear 

realistic alternatives for a small investor. It might be possible for the bank 

which issued the certificates to act as trustee ("mudarib") on behalf of all 

the holders. 1bis aspect needs clarification before the issue of "leasing 

certificates" can be considered a viable financing instrument. 

According to Mr. Attia, some Islamic banks finance the wo~king capital of 

industrial enterprises by means of mudaraba and PLS. Pakistan has regulated 

this type of financing by means of the 1984 Banking and Financial Services 

Ordinance previously mentioned which provide for the use of fixed-term 

investment certificates and a class of redeemable participating capital. 

Outside Pakistan, Islamic banks provide working capital on a consortium basis 

and, at the end of a given accounting period, split the profit in proportion 

to the amount they have advanced, an appropriate share being attributed to the 

enterprise. However, this mechanism is only feasible in the case of relatively 

large companies with well organized and reliable financial accounting 

functions. It also requires very careful study of the project's strengths and 

weaknesses to avoid the bank becoming involved during a period when profits 

are low or losses are being incurred. 
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As regards the risks of PLS type investments, Hr Attia stresses the need 

for careful evaluation of projects before a financing decision is taken. 'nle 

shortage of staff skilled in such work leads him to propose a "pool of project 

evaluation within an international organization such as the IsDB or UNIDO" and 

"concentrated training progralml!es for officers of Islamic banks working in 

investment fields in order to acquire experience and dexterity". He also 

suggests the creation of an inv~stment guarantee corporation, jointly owned by 

Islamic banks and financed by a contribution from their profits, to make good 

losses incurred in unsuccessful investments. The weakness of this proposal 

appears to lie in the danger that Islamic banks would be less likely to 

de~elop the project evaluation and monitoring skills they need, if a safety 

net existed to rescue the~ fr0111 the effects of ill-considered investments. 
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NOTES ON CAPITAL MOVEMEJiJTS 1 TRADE LIB£ :J.LIZATION 

AND FINANCING ACTl\'ITIES OF ISLAMIC BANKS 

by Prof. V. Nie~~aus 

This paper provides some usef~l background on the political and economic 

backdrop against which the industrial financing activities of Islamic banks 

should be viewed, at least to the extent that these activities concern ore 
countries. He points out that attempts at economic integration by developing 

countries have been, in the main, disappointing, and that the ore is no 

exception. The costs and b~nefits of the removal of restrictions on trade and 

factor movements can turn out to be detrimental to the industrial development 

of the least advanced gember countries, since industries in these countries 

are often too inefficient to survive when exposed to intra-group competition 

upon elimination of tariff protection. Furthermore, if left to their own 

devices, new industries will tend to locate in those intra-group countries 

which offer a higher level of development in terms of labour force and 

infrastructure. 

To quote Nienhaus, the OIC "is probably the most heterogenous of all 

groupings worldwide striving for economic integration": 

the individual share of one quarter of the individual ore countries in 

aggregate GDP is near to nil, while the three largest member countries 

share 43% of the total; 

the share of manufacturing industry in national GDP ranges from 2% to 24%; 

the population of the largest country is 500 times that of the smallest 

one; 

p, capita income of the poorest country is USS 130, and of the richest 

US$ 22,870 (the most extreme range of per capita income that can be found 

in any existing integration grouping). 
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The above features partially explain the lack of success that the OIC 

countries have had in pursuing their quest for integration. The only OIC-vide 

integrative measure since the General Agreement for Economic, Technical and 

Commercial Co-operation among OIC member states is the Agreement for 

Promotion, Protection and Guarantee of Investments which was adopted in 1981 

but has not yet come into force because the number of ratifying States has not 

yet reached ten. 

As a kind of substitute for the above Investments Agreement, the lsDB and 

the Islamic Chamber of Coumerce, Industry and Commodity Exchange (ICCICE) have 

concentrated on promoting Islamic joint ventures. At present project partners 

are being sought for six such projects representing a total investment of us$ 
128 million. However, given the absence of any multilateral preferential trade 

agreement between the OIC countries, the products emanating from Islamic joint 

ventures are confined to the national markets of the countries vhere they are 

located. Exp~rts, if any, will tend to be to the industrialized countries of 

the North, and not to the other members of the group since trade between 

Islamic countrieE tends to be significant in quantity, concerns mainly raw 

materials, and is growing at a slower rate than the total trade of these 

countries. 

In Nienhaus's view, without trade liberalization measures, implementation 

of the OIC Investments Agreement and the partial freeing of capital movements 

it envisages "would operate in favour of the industrially more develop,od 

Islamic countries with large national markets, while the least developed and 

smaller Islamic countries would have even less chance of attracting investment 

and being chosen as the location for new industries than they would have in a 

ccnventional free trade area without free capital movement". In the OIC 

contex~, an "appropriate" tr&de liberalization scheme would allow the smaller, 

less developed countries access to wider markets, while retaining some for~ of 

protecLion to ensure that the increased efficiency resulting from intra-group 

competition was not achieved at their domestic induscries' expense. 

Nienhaus points out that trade promotion without trade liberalization may 

lead to the continuation ad infinitum of a distorted trade structure based on 

different national export promotion strategies of the group members, rather 
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than on intra-group coaparative advantage. He aentions in this connection the 

IsDB's recently established long-tena trade financing facility of US$ JOO 

aillion. According to its Articles of Agreeaent, the IsDB's funds should be 

employed primarily in project financing by aeans of equity participation, 

profit sharing or leasing. Funds surplus to this purpose aay be used for trade 

financing. However, the share of trade financing in total IsDB QUtlays 

increased from 30% in 1977 to 67% in 1985, and nearly two thirds of these were 

used to finance imports of petroleum end petroleum products. Thus about one 

half of total IsDB trade financing concerned exports of Islamic oil pr'>ciucers, 

and especially Saudi Arabia, Iraq and Kuwait while 10% to 15% were used for 

non-oil imports from Islamic countries. Only this relatively amall percentage 

may have had some impact on the industrial developl'lent of the Islamic 

countries. 

Prof. Nienhaus concludes that from the standpoint of the individual and 

collective development of the Islamic countries, the funds of the IsDB as an 

inter-governmental development bank would be better employed in setting up an 

industrial venture f;nancing scheme (which would also bring IsDB activities 

back in line with what was originally intended), leaving the financing of 

intra-Islamic trade to Islamic (and non-Islamic) co111Dercial banks. 

These should be willing, for pr~fit reasons, to provide the funds needed 

by mobilizing additional funds from their depositors and by channelling more 

of the available funds into trade activities. This would however provide only 

part of the solution. A "real" efficiency-improving re-allocation of 

industrial activities between the Islamic countries founded on intra-group 

compar~tive advantage can only be achieved by means of a liberalization of the 

movement of goods and/or factors. Therefore the Islamic countries must look 

for appropriate liberalization strategies and not only concentrate on trade 

and investment promotion. Entrepreneurs wy then find new fovestment 

opportunities in the re-structured industrial sectors and Islamic ~anks may 

find it attra~tive to finance the new industrial venturea. 




