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INTRODUCTION

The Islamic Development Bank put forward
the idea of establishing financial
accounting standards for the Islamic
Banks in the meeting held in Istanbul in
140711. The idea was welcomed by all
Islamic Banks. Since then the work has
proceeded actively in developing this
concept through the activities of the
Steering Committee, the Follow-up
Committee then the Preparatory Committee.
A number of specialfzed brothers inter-
ested in establishing financial account-
ing standards for Islamic Banks parti-
cipated in the work of these committees.
The successive committees, during their
various work stages followed a scienti-
fic approach depending on research and
investigation. The Committee also
sought the services of experts special-
fzed in this field, prepared studies and
reports and organized workshops for
discussion and exchanging views. This
persistant effort aimed at building up
an important part in the structure of
Islamic bhanking resulting in the estab-
lishment of the Fimancfal accounting
Organization for Islamic Banks and
Financial Institutions.

Through the persistent and continuous
efforts of the varfous committees a good
1ot of reports and researches were
compiled covering all relevant aspects.
Those who dedicated thefr time and
effort to this concept believe that it
{s {important to continue the study and
research to develop all the matters
related to the financial accounting
standards for Islamic Banks, so {1t has
heen agreed to entrust these researches
and reports to those who are specialized,
interested and the researchers whether in
the Islamic Banks, universities and
institutes or elsewhere. The researches
and reports were compiled in five volumes
copies of which will be lodged in the
Islamic Development Bank 1{brary to be
available to those who are {interested in
reviewing them. The first volume covers
the period from March 1987 to September
1987. The second volume covers the
period from September 1987 to March 1988.
The third volume covers the perfod from
March 1988 to March 1989. The fourth
volume covers the period from March 1989
to October 1989. the fifth volume covers
the work of the Executive Committee of
the Supervisory Committee for the period
from October 1989 to January 1990.

May God Almighty bestow success on us.
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Background

At the meeting with the Islamic Banks held in March
1987 on the occasion of the 1lth Anpual Meeting of IDB in
Istanbul, a paper was presented by IDB on the need for
setting up accounting standards for Islamic Banks and it was
suggested that a Workshop on the subject be held to¢ examine

the subject and make recommendations to the Islamic Banks.

The Workshop on accounting standards for Islamic Banks
was held on 7-8th Sebtember 1987 at the IDB Headquarters in
Jeddah. Several Islemic Banks’' representatives attended the
Workshop. The missions from the IDB also visited most of the
Islamic Banks apnd had briefed them on the subject matters
which would be covered by the Workshop. The participants to
the Workshop represented Bankers from Islamic Banks,
Accountants, Auditors,. representatives from Government
regulatory agéncies and experts on Shari’ah. Papers were
presented at the Workshop on the need and rationale for
accounting standards for 1Islamic Banks and an approach to

establishing accounfing standards for Islamic Banks.

The Workshop participants agreed that there was a need
for accounting standards for Islamic Banks within the
Sha}i’ah framework and formed a Steering Committee, whose
members were from verious disciplines. The IDB financially
supported the holding of the Workshop on the work of the

Steering Committee as it was of a pioneering nature.
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The Steering Committee was assigned the responsibility
of suggesting a framework for promulgating accounting
- standards for Islamic Banks including the accounting

5.

standards body. The Steering Committee was also assigned the
responsibility of presenting its report to the meeting with

Islamic Banks on the occasion of the 12th ennual meeting of

IDB on 18 Rajab, 1408H (6 March 1988) in Tunis.

The Steering Committee’s brief was to examine the
significant differences in treatment within various Islamic
Banks and how to go about in setting up an accounting
standard setting body for Islamic Banks. An experienced
consultant from a firm of accountants and auditors was hired
to study the ways and means of setting up a body for Islamic
Banks, based on a detailed study of the International
accounting standards bodies and how these were set up in

Western countries and financially supported.

The report on establishing financial accounting
standards was wéll received by the Islamic Bank participants.
However, some participants raised points in the report which
needed further exemination. To resolve the above problems
and to study the subject further, the Islamic Baﬁks suggested
and elected a new Follow—-up Committee of 18 members including
several representatives from Islamic Banks, under the
Chairmanship of Br. Abdul Aziz Rashed of Saudi Arabia who was

also the Chairman of the Steering Committee.
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Decisions (Resolutions) of the Islamic Banks Meeting:
18 Rajab 1408H (6th March, 1988)

While summing up the decisions of the meeting, the

Chairman stated that:

ii.

iii.

iv.

.B.

As proposed by the various representatives, a Follow-up
Committee for Accounting S8Standards for Islamic Banks
would be set up. Of this Committee, about 50 percent of
the members nominated are Chief or Senior Executives of

Islamic Banks.

This Committee will uqdertake the task of laying down
the terms . of reference for this Committee 1in

consultations with the Islamic Banks.

To prepare a report suggesting various alternatives and
options duly incorporating all the observetions and
comments made by the representatives in the meeting for

submission to the Islamic Banks.
To convene a meeting in Jeddah before the next Annual
Meeting to discuss the report and to identify one

particular option agreeable to all.

In accordance with the resolutions of the Islamic Banks

meeting of 18 Rajab 1408H (6 March, 1888) in Tunis, a one day

Seminar was held at IDB headgquerters in Jeddah on 21 Rabi’

Thani 1409H (30 November 1988).
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Seminar participants

A total of thirty-nine participants attended the
seminar, of which thirty-two were non-1IDB staff. Eleven
member countries were represented: Bangladesh, Egypt, Jordan,
Kuwait, Malaysia, Pakistan, Qatar, Saudi Arabia, Sudan,

Tunis, UAE.

Participants included senior officials, including
General Managers in some cases, from fifteen fslamic Banks.
Other professions represented in the seminar included ©public
accountants, Academicians, Shari’ah scholars and Central
Bankers. A detailed list of the participants appears at

Annex I.

Seminar Program

As charged by the Tunis meeting of Islamic Banks, the
basic objective of the Seminar was to present =a report on
the various alternative structures for promulgating
accounting 5tandards for Islamic Banks, and to identify one
option agreeable to all. A detailed program, designed to

achieve this objective, is given below:
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21 Rabi®’® Thani 1409H (November 30, 1988)

SEMINAR
Registration 8-30 -
Recitation of Qur’an 9-00 -
Inaugural address 9-05 -
Chairman’s address 9-20 -
COFFEE BREAK 9-30 -

Theory session on the paper entitled

"The Conceptual difference between

financial accounting for Islamic Banks

and Financial Accounting for Western
Commercial Banks followed by discussion 9-45 -

Empirical Paper concerning Report on
the field visits to Islamic Banks
followed by discussion 10-30 -

Paper on Establishing Accounting
Standards for Islamic Banks -
Consideration of Alternative Structures

for the Standard Setting Process 11-15 -

LUNCH/PRAYER BREAK 12-00 -

Discussion on the above paper 1-00 -

BREAK FOR PRAYER 3-30 -

Meeting of the Follow-up

Committee (FCASIB) 4-00
4. Resolutions of the Seminar

9-20
9-30

9-45

10-30

11-15

12-00
1-00

3-30

The following are the main decisions endorsed

participants of the Seminar:

by

the
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i. It was unanimously agreed that there is a need for

accounting stendards for Islemic Banks.

ii. Islamic Banks and other concerned end relevant
institutions (such as Central Banks, etc.) in all
countries should cooperatively establish accounting

standards for all Islamic Banks.

iii. Islamic Banks should endorse the creation of a fimancial
Accounting Standards Board. Islamic Banks would appoint
board members and seiect its Chairman*. Board members

would serve on a part-itime basis.

iv. The Accounting Standards Board should be represented by:
Islamic Benkers; Accountants in public practice;

Academicians; Fuqaha; outside users of financial
statements (e.g. investors, depositors, etc.); and other

relevant institutions (e.g. Central Bankers, etc.).

v. The following size and composition of the Accounting

Standards Board was endorsed:

E 3 It was felt that although the complete independence of the
Board is desirable, in current circumstance such an ideal
objective may not be possible. Therefore, the majority
decided to go for this option as being less complex and more
acceptable to Islamic Banks.



Total size: 21 members.

Composition: 6 Islamic Banks + 6 Accountants in Public
Practice + 3 Fuqaha + 2 Academicians + 2
users + 2 representatives of relevant

institutions (especially Central Banks).

vi. The Accounting Standards Board (with or without an
independent foundation) should be assisted by full-time

staff.

vii, The Seminar proposed that the Follow-up Committee
prepare a full report based on the abéve decisions,
including suggestions for future action. This report
will be despatched to Islamic Banks, prior to their
meeting on 17 Rajab 1409H (23 February, 1989) in

Morocco.

KRA/muc {(ASIB15.KRA).
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SEMINAR PARTICIPANTS

1. Abdul Aziz Al Rasheed Al Rashed CPA
Chairman Auditor, IDB, Riyadh

Chairman, Corporate Law
Authority, Islamabad

2. Irtiza Hussein

Professor in Law &
Shariah, Khartoum Univ.
Also member Shariah
Advisory Board, Faisal
Islamic Bank, Sudan

3. Dr. Siddig Al Darir

4, Dr. Riffat A. Abdel Karim: Lecturer,
Kuwait University

5. Abdelgadir Banaga H Baeshen & Banaga,
Auditors Partner, Jeddah

Director, Baeshan &
Banaga, Jeddah.

6. Javed Igbal Chowdhury

v

7. Samir T. Badawi : Managing Partner
Whinney Murray, Jeddah

8. Mohamed Tawfigq : Director of Finance
Al Baraka, Jeddah

General Manager

9, Dr. Sami Hamoud
: Al Baraka Research, Amman

Executive Vice President
Al Baraka Bank,Bangladesh

10. Mohamed Yusuf Chowdhury
11. Dr.Khalid M.Boodai : Director of Finance,
Kuwait Finance House

General Manager,
Faisal Islamic Bank,Cairo

12, Abdel Hamid Abu Musa

13. aAbdul Hafz Mahmoud : Finance Manager,
Faisal Islamic Bank,Cairo

*

Finance Manager,
Bait El Tamwil El Tunisie
Tunis

14, Fraj Zaag

General Manager,
Jordan Islamic Bank, JIB
Jordan

15. Musa Abdul Aziz Shihaden

-
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17.

18.

19.

20.

21.

22.

23.

24.

25.

26.

27.
28.
29.

30-

31.

Bassam Wajih Sadek Saudi

Ibrahim Al Abbasi
Choudhry Mohamed Wasi
Ismail Ismail Khafagi

Mohamed Al Faowmi

Abdul Majeed Mansour
Abdullah

El Rasheed Saad Elsoofi

Nawaizh Ali Zaidi

Majeed Uddin EKhan

Idris Moﬁammad Tahir

Ahmad Tajudin Abdul
Rahman

Nor Mohamed Yakocop
Dr.Awang Adek Hussin

Abdul Mohsin Saleh
Al Rajhi

Mohamed Alavi Thiban

Ismail Hassan Mohamed

e
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Dy. Finance Manager,
Jordan Islamic Bank, JIR
Jordan

Auditor of Jordan Islamic
Bank, (JIB), Jordan

Internal Auditor
Qatar Islamic Bank

Finance Manager
Qatar Islamic Bank

Dubai Islamic Bank

Deputy General Manager
Sudanese Islamic Bank

Assistant General Manager
Tadamon Islamic Bank,
Sudan

Director Islamic Banks
Pakistan Banking Council

Senior Vice President
Bankers Equity Limited,
Pakistan

Bank Islam Malaysia BHD

Bank Islam Malaysia BHD

Bank Negara Malaysia
Bank Negara Malaysia

Western Regional Manager
Al Rajhi Banking &
Investment Corporation
Saudi Arabia

Accounts Manager,
Al-Rajhi, Riyadh

Chairman, Misr American
International Bank, Cairo



32, Dr. Abdullah Muhammad
Al-Faisal*

33. Dr. Abdul Rehman
Al-Humaid*

34 Dr. Aslam Niaz

35. Shamshad Nabi
36. Dr. Jaloul Sasi
37. Dr. Ausaf Ahmad

38. Dr. Abdullah Gul

39. Kazim Raza Awan

.e

.

Professor of Accounting
Riyadh University

Professor of Accounting
Riyadh University

Officer-in-Chargé,
IRTI/IDB

IDB T&F Department

IDB Internal Audit Dept.
IRTI, iDB

IRTI, 1IDB

IRTI, IDB

* Consultants to Follow up Committee.
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THE COMCEPTUAL DEIFFERENCE BETWEN
FINANCIAL ACCOUNTING FOR ISLAMIC BANKS
AND FINANCIAL ACCOUNTING FOR WESTERN

COMMERCIAL BANKS

PREPARED BY
M. SABRY HEAKAL
FOR
THE FOLLOW UP COMMITTEE



INTRODUCTION *

It is esential for all parties concerned with the esfab]ishment of account-

ing standards for islamic banks to recognize the following:

a} The difficult task ahead of any accounting standards board in estab-
lishing standards for islamic banks;
b) The danger associated with the lack of relevant generally accepted

accounting standards for islamic banks.

Establishing accounting standards for Islamic Banks is not a simple process
of modifying what has been established for western commercial banks to fit
the unique aspects of is]amic Banking transactions. This paper attembts to
demonstrate the conceptual differences between financial accounting for

Islamic Banks and financial accounting for western commercial banks.

This paper also attempts to define, on & conceptual basis, the danger

resulting from the lack of accounting standards for Islamic Banks.

382(108) : 1-



I. THE MATURE OF FINANCIAL ACCOUNTING AND FINANCIAL ACCOUNTING STANDARDS

-”

A) THE NATURE OF FINANCIAL ACCOUNTING

.-

Financial accounting is often described as a language of business. Its
. "' .
function is to express transactions, events and circumstances affecting a

particular entity in a way that reflect their true economic substance.

The economic substance of any business transaction revolves around the
risks and rewards suffered or enjoyed by each party to the transaction.
Those risks and rewards are determined by many variables including the

following:

1)  The intent of the parties to the trnasaction;

2) The laws that govern the rights and obligations of each party
to the transaction;

3) The business customs and practices that govern Lhe relationship
between the parties to the transaction.

Yariable that determine the risks and rewards suiffered or enjoyed ars
very much a function of the time and place of the trangaction. For
example, the risks and rewards associated with accepting a deposit in
a commercial bank in the United States today are not the same as those
associated with accepting a deposit twenty years ago. Likewise, the
risks and rewards associated with accepting a deposit in a Pakistani
bank are different from thosg associated with accepting a deposit in a

commercial bank in the United States.

Financial accounting is not intended to add economic substance that is
not already established by the risks and rewqrds associated with a

transaction or an event or a set of ¢ircumstnces. Rather, it is

383(10B) : -2~



intended to capture, express and reflect those risks and rewards
suffered or enjoyed by an entity as a result of its transactions

events and circumstances.

Financial accounting is also often described as an informéfion system. As
an information system, it is intended to provide reliable information

that is relevant to how economic decisions are made by those who nszed

the information. Decisions are never made in a vaccum. To be sure,

the legal, economic, social and cultural environment of the time and

place very much affect how decisions are made. To be usueful, financial
accounting must not oniy capture, express and reflect the economic
substance of iransactions, events and circumstances, it must also

report the type of information resulting from this process that is

most relevant to how decisions are made by those who need the inform-

ation. .

B)  THE MATURE OF ACCOUMTING STANDARDS

Accounting standards are gquidelines intended to regulate the processes
of financial accounting. These processes can be grouped in three
broad categories as follows:
1)  RECOGNITION
This process is concsrnad with identifying the types of transac-
tions, events and circumstances, affecting an entity that should

be recognized and when they should be recognized.

2)  MEASUREMENT AND RECORDING

This process is concerned with quantifying and recording the
risks suffered and rewards enjoyed by the entity as a result of

jts transactions, events and circumstances.

384(108) ~3-
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REPORTING

T

This process is concerned with the presentation of the results of
the first two processes in a clear and meaningful set of financial
statements and the disclosures that are always necessary to

prevent those statements from misleading the user.

Accounting standards, therefore, must aiways deal with those thres
broad categories of processes. To be effective, accounting standards
must always be derived from: {a) a good understénding of the economic
substance of transactions, events and circumstances, and (b) a good
understanding of the financial accounting information needs of those
who need the information. Without such an understanding, accounting

standards run the risk of being irrelevant.

The next section of this paper will address the differences between
the Islamic Banks and western commercial banks with respect to the
economic substance of their respective transactions events and circum-
stances and the information needs of the users of their respective

financial statements.



II. THE CONCEPTUAL DIFFERENCE BETWEEN FINANCIAL ACCOUNTING FOR ISLAMIC

BANKS AMD FINANCIAL ACCOUNTING FOR W RN COMMERCIAL BANKS

The conceptual difference between financial accounting for islamic
banks and financial accounting for western commercial banks stems from .
two causes as follows: :
1} Differences in the economic sudstance of transactions, events

and circumstances of each group of banks,
2) Differences in the financial accounting information require-

ments of those who make decisions about each group of banks in

reliance on such information.

1)  ECOMOMIC SUBSTANCE DIFFERENCES

There should not be any disaqreement that the economic substance

(1)

of islamic banking transactions is significantly different than

the economic substance of western commercial banking transactions.

Western commercial banking transactions are rooted in the concept
that money has a time value aside from its value as a medium of
exchange. This concept means that current units of a given
currency {e.g. dollars) can be exchanged for future units of the
same currency (e.g., dollars can be borrowed or loaned) at a
price {i.e. interest) which measures the time value of the uniis
of currency that is borrowed or loaned. It should be noted

that expectations about inflation and credit risk will always
affect the rate at which interest will be charged on money loaned

or borrwed. However, those are not the only reasons why money

(1} This statement assumes that islamic banking transactions are carried out

3B6

in conformity with shariaa.



has a2 time value. If we were to assume a risk and inflation free

(2)

.environment, money would still have a time-value.

The tfﬁe value of money is a concept which permeates all business
activities in western societies and is recognized socially, legally
and financially as a way of doing business. Western commercial
banks make their income by borrowing money from depositors and
others at one price {i.e. interest rate) and lending money to
borrowers at a different price. Their interest income streams

and their interest expense streams resulting from their lending

and borrowing activities are earned and incurred through the passage
of time and in proportion to the amount of funds loaned or borrowed
yhich are outstanding at any one point in time. W¥estern commercial
banks accepts certain unique risks and enjoy certain unique rewards
in this process. Aside from‘credit risk, i.e., the bank's inability
to collect the money it has loaned, it faces the risks of unmatiched

= e

maturities and different interest rate sensitivities between its

.. -

- ea - ——

assets and liabilities. Thesa two risks are referred to as interest

rate risks. The rewards enjoyed by the bank result from its ability

to manage these risks risks in a way that yields a sufficient positive

F

-

interest margin over time.

Islamic banking transactions are rooted in the teachings of Shariaa.
Among other things, Shariaa does not recognize that money has time

value. Accordingly, the payment or receipt of interest is pronibited.

{2} In a risk and inflation free invironment, the time value of money would
be a measure of the opportunity lost to the lender by loaning the money
instead of using it for current consumption or investing it in another
investment opportunity.

387(108) ' -8~
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Banks who follow shariaa do not make their income by borrowing money
from depositirs and others at one price and lending it at a different
price. Rather, they make their income by obtaining funds from
depositors and invest these funds along with owners funds in a
variety of investment and trading activities. Peturns on investments
and trading activities are generally shared with.-depositors.unlike a
western commercial bank, the earning process of an islamic bank is
not tied to the passage of time. Also, unlike a western commercial
bank, depositors of aﬁ islamic bank are not guaranteed or promised

any particular rate of return on their deposits in advancs. Rather,

_they share in the results of the banks' trading and investing

activities.

Islamic banks do not face the types of riks faced by western
commercial banks. An islamic bank does not face interest rats

risks even through it might face some credit risk on its murabzhe
operations. The main risks faced by an islamic bank are invest-
menfzand trading risks. The rewards enjoyed by the Islamic Bank
results from its ability to manage these risks in a manner that
yields acceptable rates of returns to those who provided its invest-

ment funds {owners and denositors}.

FINANCIAL ACCOUNTING IFNROMATION REQUIREMENT DIFFERENCES

it ought to be obvious from the economic substances differences
discussed above that the financial accounting information require-
ments of users of financial statements are different between

those of a western commercial bank and those of an islamic bank.
Both types of users need,'among other things, information that

would help them assess how successful management was in managing

-7-
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the risks facing the bank in the past and the risks currently

present in éhe banks financial position. however, the types of
financial accounting information responsive to those needs are
obviously different between the;wesfern commercial bank and the

islamic bank.

The types of financial accounting information which are generally

considered useful about a western commercial bank include:

a} Interest margins achieved by the bank in the past (i.e.,
have successful management was in the past in managing
interest rate riks). |

b} Credit losses realized by the bank in the past (i.e.,
how successful management was in the past in managing credit
risk?

¢} Estimated credit losses present in the bank's loan port- N
folio at the balance sheet date {(i.e. credit risk presant in
existing loans and other assets).

H) Maturities and interest rates present in the bank's assets and
1iabilities at the balance sheet date (i.e., interest rats
risks pfesent in existing assets and liabilities).

e) Off balance sheet financing information (i.e. interest
rate risks present and not associated with recorded assets
and liabilities).

f} Circumstances facing the bank as of the date the financial
statements are issued which are indicative of deteriorations

(i.e. increase) in the risks facing the bank since the date

of the balance sheet.
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On the other hand, the types of financial accounting information

which would be useful about an islamic bani include:

a)

c)

e}

g)

Trading and investing returns achieved in the past by type of
trading and investing actiV?ty (i.e. how successful management
was in managing trading and {nvestment risks).

Credit losses realized by the bank in the past, {i.e., how
successful management was in the past in managing credit
risk).

Estimatéd credit losses present in amounts due to the bank.
Distribution of bank assets at the balance sheet dats by

type of trading and investing activities, (i.e. investing

and tfeding risks present in existing assets.)

Distribution of invested funds by source {i.e., owners,
denositors).

Returns distributed in the past to owners and depositors.

Circumstances facing the bank as oi the date the financial

statements are issued which are indicative of detarioraztion

in the risks {i.e. increase) facing the bank since the balance

sheet date.



II1.

THE NEED FOR ACCOUNTING STANDARDS FOR ISLAMIC BANKS

A} THE STANDARD SETTING PROCESS

The standard setting process ought to be focussed on establishing relevant
standards. To be reTevant,-standardg must be based on an adequate
understanding of the economic substanée of islamic banking transactions
and the types of the financial accounting information that would be useful
to users of the bank's financial statements. Undsrstanding the econbmic
substance of transaction and the information requirements of users

ought to be translated into:

a) Objectives of financial accounting for islamic banks; and

b) Basic concepts of financial accounting for islamic banks.

Objectives and concepts once defined provide the necessary
foundation that should be used to establish accounting standards

that are relevant and consistent with each other.

Standard setting for islamic banks is not a simple process of taking
from the west and modifying to fif isiamic banks. This paper has
demonstrated conceptually that there are sionificant differences
between western commercial banks and isTamic banks either in tsrms
of the economiic substence of their transactions or the financial
accounting information requirements for the users of their financial

statements.

B) THE DANGER RESULTING FROM THE LAC( OF RELEYANT ACCOUNTING STANDARDS

3812

FOR ISLAMIC BANKS

Isiamic banking is a relatively recent development. It provides,
perhaps, the only common investment vehicle for those who desire to

invest their money in accordance with shariaa. Hanaging an islamic

- -10-
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bank is a trust that ought tc be discharged periodically. The financial
statements are the basic mean by which_managémeﬁf of the islamic bank
dishcarge that trust periodically. The financial statements of an
istamic bank might“also be the only mgan currently available for
management to inform current and prosp;ctive investors and depositors
of how well it did in discharging its trust in comparisonrwith other

islamic banks or other islamic investment venicles.

The credibility of these financial statements is very much dependant
on the quality of the standards used in their prepzration. Lack of
such standards erodes investors and depositors confidence in the
financial statements. Erosicn of investors and despositors confidence
in the islamic banks' financial statements will, sooner or later, lezd
to the flight of invested funds away from islamic bank;. History has
repeatedly demonstrated this sequence of events. Islamic banks ougnht

to take the initiative in avoiding this historical sequence of events.

-11-
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REPORT ON THE FIELD VISIT TQ
ISLAMIC BANKS
INTRODUCT ION
The spread of multi branch Islamic banks throughout the world; the

diveraity of their operatfons and the grreat volume of thelr ddsels have

led to a reconsideration of conventfonal accounting systems; an
assessment of thefr capability in measuring financial events, and
reporting results of operatfons to interested users such as owners,
depositors and others. This trend of thought coincides with the basic
concept employed by Isiamic banks in their dealing with owners of

funds on the ona.hand and areas iterested {n the employment of those funds
on the other. This concept {s based on the principles of Sharfa and s
governed by the Islamic transactional jurisprudence, as contrasted to

the concepts which govern the operations of traditional commercial

banks which basically depend on western economic thought and locally

orfented Taws and regu1at1ons.

This trend of thought has led to the formation of a committee entrusted
with finding the necessary means to stﬁdy all aspects of this {ssue
with the objective of establishing accounting staﬁdards consistent

with the stated objectives of Islamic banks. The committee held
several meatings in the course of the year 1987 which ended in the
submittal of a written report to the meeting of Islamic bank repre-
sentatives held in Tunis in December 1987. After discussion of the
said report, representatives reso1ved.that the committee should continue
{ts efforts and seek the assistance of competent experts in order to
shed more 1ight on this {ssue and submit another report on théir
findings to the upcoming annual meeting of Islamic 8anks' repre-

deulalfves.
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REPORT ON THE FIELD VISIT TO
ISLAMIC BANKS

We were commissioned by this steering committee to work as consultants
and to make field visits to a 1imited number of Islamic banks. A
representative sample of major categorfes of the Islamic bank population
has beén defined, as follows:
~ Al Baraka Islamic Investment Bank - Bahrain
-  Dubal Islamic Bank - Dubai
-  Habib Bank Lim{ted, Karachi
- Bankers' Equity Limited, Karachi

The objactives of this field visit were stated as follows:

1)  Acquaint officials of these banks at top executive levels of the
notion of laying down accountancy standards for Islamic banks;
explain the need for such standards and review the measures taken
to date in the direction of establishing these standards.,

2) Discuss the quéstionnaire form already sent to these banks to ensure
the possibil{ity of fi11{ng 1t out and returning same as soon as
possible,

3)  Survey accounting systems applicable {n each bank with respect to

3B18

measurement of financing and 1nvestmeﬁt operations and reporting
of results to all interested users of the financial statements.

4) Solicit the opinion of Islamic bank executives with regard to the
cfficfency of app1icabl§ systems and the problems encountered in the
measurement and reporting of results taking into consideration
the difference between tha basic principles and practices
édopted by Islamic banks and those applied to commercial banks.

5)  Ascertain the comparability of Islamic bank activities in an attempt

at specifying aspects of similarfty and difference in accounting

-2
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REPORT ON THE FIELO VISIT TO
ISLAMIC BANKS
practices of respective banks, taking into consideration the necessity
to reach an agreement on basic principles with an allowance for
variations in subdivisions, {n conformity with doctrinal schools
which agree on basic principles and given 1eeway.for varfations on

further ramifications of those principles.

report, therefore, aims at the following:

Gfve a brief account of information already collected 1n the

fleld visit;

Analyse results obtained from questionnafres duly filled-in and
returned from respective Isiamic banks;

List recommendations of the task force delineated frem the findings
arrived at on the basis of interviews and questionnaire data

assaciated with the field visit.
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REPORT ON THE FIELD YISIT TO
ISLAMIC BANKS

SUMMARY OF INFORMATION COLLECTED DURING THE FIELD VISIT

The work team conducted interviews with officials from the four visited
Islamic banks during which the main significant points relevant to the
establ{shment of accounting standards for Islamic banks were discussed.
A:cuﬁntfng practices governing sources and applicacion of funas as

well as applicable methods of measurement and reporting were also
tackled. The work team further reviewed laws and regulatfons as well
as forms containing the principal output of accounting processes in
those barks. On the basis of the above collected information the work
team summed up basic findings as a result of this field visit and

classified them under the following categories:

1) classification of financial institution

2) Financial activities

3) Measurement and realisation of income

4) computation and appropriation of net income
.,,5) Presentation of sources and application of funds

6) Presentation of the income statement

e
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-REPORT ON THE FIELD VISIT TO
ISLAMIC BANKS

1. CLASSIFICIATION OF FINANCIAL INSTITUTIONMS:

Financial fnstitutions visited by the work team may be classified into

three categories as follows:
3

Catégorx 1:

This{consists of financial {nstitutions which carry out all conventional
coﬁmérc1a1 banking activities in conformity with effective Taws and

regulations of the hosting countries. This category is represented by Dubai
Is1am1c Bank and Habib Bank Lim{ted.

.Categorz 2:

lﬁnghesa are financial 1nst1tut10ns which carry out full banking services

.__r-‘

:.ta nationa1s of other than the hosting country, eg. Al-Barakah Islamic

R
N [_Banhsfbr Investment.

‘-‘

Categor! 3:
Thfgéreprosants financial institutions basically concerned with the

‘fnvéstment of stockholder funds in financing various economic activities,

- e.gw Bankers' Eqdjty Ltd. Karachi.

2.

FIMAHCIAL ACTIVITIES:

Fothwing 13 an overview of the basic features relating to the financial

actfvities of these three categories of banks. This descriptive account

i;‘is_based on a thorough study of the accounting principles applied 1n those

and detailed discussions with their chief executive officers.

-+ | L
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REPORT ON THE FIELD VISIT TO
ISLAMIC BANKS

1}  Sources of Financing

Basfc sources of financing are classified as follows:

..A}  QOwners' Funds

e
cuf

This covers all subscription funds provided by bank stock

holders; accumulated reserves-general and statutory as

-]
—

stipulated by effective laws and regulatfons of hosting
countries; and reatained earnings.

Investors' Funds

4
o2 1)

=

-

3

¥

s
)

This covers a1l amounts deposited with the bank for various
term {nvestment purposes. Investors’ funds may be subdivided

as follows:

Public Invastments:

This type of investment covers all invested funds
Trrespective of term of {nvestment and without consider-
ation to investor specified conditions. The bank
employs these funds with other owners' funds which
altogether form a joint fund owned by both owners

and {nvestors. Each bank employs a variety of market-
ing techniques to attract {investor fund which include,
but are not 1im{tad to, investment saving accounts with

authgrisation to grant the respective bank absolute

-r1ght of tnvestment, and to employ {nvestment deposits

for various terms.

Private Investments

These cover 211 funds deposited for investment purposes

" in accordance with predetermined connditions as specified

.
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by respective inwestors; Thegse funds are employed by
the bank in its capacity as a portfolis manager and their

respective accounts are maintatned separate from those

- ‘_ of the bank.

iii} Current Accounts

This source covers all amounts deposited with Islamic Banks
under "current accounts®. This arrangement allows depositors
the right of funds withdrawal at any time, without any
investment obl{igations on part of banks. These accounts are
further subdivided into c¢lient current accounts_and corres-

pondent current accounts.

[

TR MC I T (R

21}5?A9911cat10n of Funds

=

- A} Liquid Funds

Thig {tem covers cash funds maintained at the bank's treasury,

:‘:App11cation of funds 1s basically classiffed as follows:

with correspondent banks, or with the central bank.

-iBI Qardul Hasan

H
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by respective investors. These funds are employed by
the bank in its capacity as a portfolio manager and their
respective accounts ara maintained separate from those

of the bank.

i1i) Current Accounts

This source covers all amounts deposited with Islami¢ Banks
under “current accounts". This arrangement allows depositors
the right of funds withdrawal at any time, without any
Investment oblfgations on part of banks. These accounts are
further subdivided into ETien; current accounts_and corres-

pondent current accounts.

- 2) Application of Funds

Application of funds {s basically classified as follows:

A} Liqufd Funds
This {tem covers cash funds maintafned at the bank's treasury,

1

with correspondent banks, or with the central bank.

B} Qardul Hasan
This {tem covers Toans which the bank decides to grant to
certain hodies or individuals as non-interest bearing or
gratuitous loans. Such loans are governed by the Islamic
doctrinal Taw (shariaa).

- : €} Low Cost Loans

Tﬁis {tem covers loans which are granted on the bas{is that

the borrower shall {ncur administrative (overhead) costs of

3822 | 7
b
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loan processing without charging any interest. Habib Bank

1s particularly specialised in this kind of facilfty.

D) Murabaha Investments

This covers tnvestment in business transactions by which a
bank buys goods and service needed by debtors and resells
such goods and services at higher price with deferred
payment, Means of marketing this type of {nvestment vary
from one bank to another, which 1nclude but is not limited
to traditional murabaha, purchase of securities and current
as weli as non-current asset sale/repurchase agreements,

bes{des international trade transactions.

E) Musharaka/Ownership Investments:

This covers funds invested by the bank in commercial,
industrial, agricultural or service projects in its capacity
as partner.or sole proprietor of such projects. Methods of
marketing this facil{ty vary from one Islamic bank to
another, e.g. formation of companies, total or partial

acquisition of companies, and purchase of properties etc.

F)  Investment 1n Leasehold Agreements
This covers funds invested by the bank fn the purchase of

assets to be leased to clients on tha bas{s of short or long

tern agreements.

3B23 . 8-
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Income

Islamic banks' {ncome {s generated from the following application
of funds:

A)  Income from Liquid Funds

As a basic principle of Islami¢ banking 11quid funds cannot
be used as a source of income. However, in certain circum-
‘ stances 1t may be imperative for Islami¢ banks to earn
income from such funds, eg income earned from deposits
maintained with the Central Bank or with correspondent

banks.

B) Income from Qardul Hasan (Gratuftous Loans)

As a matter of principle, Qardul Hasan should not generate
any income to the lending bank. However, in certain cases
the borrower fs charged with loan service charges which are

consi{derad 2 source of income to the bank.

C) Income from Mﬁrabaha
| This {tem rapresents the difference between the price of
futures sale and the purchase price of respective goods or
services. Most often, time factor {s deemed to be the

basic factor which determines the price of sale to clients,

D} Income from Musharaka

This 1tem consists of the bank's share of income generated
from partic{pation with other bodies in varifous projects.

This {ncome is determined either in case of computation of

=9- | CL !D
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income generated from such projects or actual distribution of

profits.

E) Income from leasehold agreements

This {tem represents direct {ncome generated from the lease

of assets purchased with the objective of leasing them to

clients.

F) Bank's share of income from private investments:

This {tem consists of income generated from the management of

specific purpose investments.

4}  Expenses:

Classification of expenses varies from ona bank to another. Some
banks treat profits distributed to investors as basic elements

of axpense to be added to other traditional ftems of expense, as
1t is generally the case with commercial banks. Other banks
treat income realised for investors as profit appropriation
rather thaﬁ an expense, in which case only traditional bank

expenses are treated as a basic element of expense.

MEASUREMENT AND REALISATION OF INCOME

Sources of an Islamic bank income may be divided into two catego-
ries: (1) returns of specific amounts and specific terms such as
those generated from statutory deposits maintained with the

central bank and {ncome from murabaha transactions and leasehold

agreements. Income from this type of investments 1s realised in

=-10=-
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conformity with tradftfonal accountancy practfces, whereby {t {s
treated as {ncome of the financfal year in which 1t {s realised
in accordance with the accrual concept; (2) fncome from invest-
ments of unlimited amount/term, such as returns on musharaka or
direct investment. This type of income cannot be measured or
recognised without evidence on part of the bank to have real{sed
ﬁrofit from musharaka transactions/direct investment, or actual

distribution of {ncome.

COMPUTATION AND APPROPRIATION OF NET INCOME:

Computation of net income varies from-one bank to another,
Certain banke treat {nvestment return paid to investors as an
expense deductible from gross income; other banks treat this
return as an appropriatfon of {ncome to be deducted from net

income proposed for distribution.

Net {ncome 1s appropriated in various ways of which are the

following:

A) Give priority to stock holders:

"According to this method income of the bank from all soruces
1s netted out with the exception of private {nvestments.

A predetermined percentage is then appropriated for share-
holders and the remaining net {ncome {is distributed to
1nvestors according to their different categories and

tarms of {nvestment with particular consideration to time

factors and volume of investment {also called TIGER method).

‘oll-
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c)

D)

REPORT ON THE FIELD VISIT TO
ISLAMIC BANKS

Charge Investment Income with Management Changes:

According to this method, bank income from all sources,

P.5

except for private investments, is computed and relevant manage-

ment fees are deducted and treated as return due to owners.

Net income 1s then appropriated to both investors and owners
in accordance with the percentage of {nvestment ownership.
Appropriated amount of return on investment will be distri-
buted to investors of various categories in 1ine with the

type and term of {nvestment.

Charge Investment Management Expenses to

shareholders  Account 7

According to thfs method, bank's income from all sources,
except for private investment, is nettedrout. Suitable return
on {nvestments {s then appropriated and distributed to
invastors with particular consideration to volume and term

of 1nvestment as stated above. The balance of net income

after‘appropriation {s treated as proposad dividend.

Distribution of Net Income to Equity Owners

According to this method net income {s fota11y distributed
to equity owners in 1ine with normal techniques applied by
commercial banks., This method {s applied when banks do not

maintain any deposit accounts.

.12
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REPORT ON THE FIELD VISIT TO
ISLAMIC BANKS

PRESENTATION OF SOURCES AND APPLICATION OF FUNDS

Islamic banks vary in their presentation of financial statement

{tems. Some banks sti11 follow the conventional accounting system
and maintain the same titles used by commercial banks, to the extent
that users of financial statements of these Islamic Banks cannot
determine the nature of their activities or differentiate them from
other commerc1a1 banks. Other Islamic banks use captions which denote
tha nature of their activities. However, they classify Fin;nciaI
statement {tems in groups which are legally different from the actual
contants of those ftems. An example of the first case 1s that one
bank prepares 1ts financial statements in 1ine with the conventionai
accounting system whereby it classifies source§ of funds into owners'
equity, reserves, deposits and other accounts, and due to banks.
Application of funds is classified into 1iquid funds, due from banks,
call deposits, short and long term {nvestments, and other assets. 1In
the second case sources of funds are classified into owners' equity,
short and long term 11ab11{t1es; and application of funds 1s classi-
fied into cash on hand and in banks, murabaha and musharaka contract
financing, investments of various types and fixed assets.

LY

PRESENTATION OF THE INCOME STATEMENT

Method of income statemeﬁt presentation differs from one Islamic
Bank to another. In some banks income statements contained ail

the conventional titles of income and expense {tems of commerc{al

alda

P.5



=1

NOV 23 7889 15:S2 AL RASHED C.P.A.RIYADH 463-2400 P.

REPORT ON THE FIELD YISIT TO
ISLAMIC BANKS
Lo banks. Other 1slamic Banks adopt typical commercial bank {ncome

statements with difference only at the level of caption titles.

Upon review of the accounting systems of Islamic banks subject of
- this field survey, substantial var{ation was noticed in the
measurement of financial events relevant to sources and applica-
tion of funds. Variation was also noticed in the method of income
appropriation to owners and investors, besides other material
differences in the method of disclosure and presentation of

financial statement {tams,

4A2 -14-
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QUESTIONNAIRE DATA ANALYSIS

A questionnaire form was sent to all Islamic banks to solicit statis-
tical, organisational and financial information and to enquire on the
extent of need for Islamic bank accounting standards and ways of

standard preparation; Nine duly filled out questionnaire forms were

returned covering the following:

Part 1
This part contains questions covering statistical information on the
respective bank, partfcularly its legal form, number of branches,
total assets,_tota1 deposits, total owners' equity, number of deposit
accounts, and 1ts financial year. Information coniained in this part
was tabulated 1n table (1). Assuming that these banks make a
reprasentative sample of 211 Islamic Banks, data presented in this
table clearly indicate the varying sizes of these banks as manifested
in the number of branches, total assets, total deposits, and number of
deposit accounts. Al1 the banks 1n the sample were 1imited 11ability
companies although 1t is presumed that banks usually take the legal
form of jofnt-stock companies. As for the financial year, some of
these banks adopt the HTJra.{1unar} calendar, others use the Gregorian

calendar and stills others use fiscal years of their own.

Part 2
This part of the questionnafre tackled the bank's relatfonship with

regulatory agencies. Data collectaed in this part {s reflected in table
"¢" which shows the following:

15~
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ISLAMIC BANKS

The majority of Islamic Banks subject to this study are controlled
by regulatory agencies, sither a central bank or another government
agency in charge of controiling banking activities at the state level.

This relationships calls for the preparatfon and submittal of
perfodic reports to thesa regulatory agencies {n conformity with
relevant instructions, applicable to the particular case of the
respective country.

This relationhip also calls for cccasional examipation of Islamic
Banks by regulatory agencies. Examination methods and procedures
vary from one country to another.

" Reports submitted to regulatory authorities usually contain

ordinary financial statements, perodic reports on matters such as
1iquidity, deposits, appropriation of bank's investment portfolio
besides responses to other requirements which may vary from one
country to another.

Frequency of perfodic reporting varies from one bank to another
and ranges from weekly to annual reporting. This 1s governed by
the controls extended ovar the preparation of financial statements,
particularly those related to standards of measurement, general

- presentation and disclosure, frequency and method of financial

statement pubifcation.

pPart 3

Part 3 of this questionnaire was designed to derive information relevant

to the preparatfon of financial statements. Table 3 below shows the

results of analysing answars contained therein which are summed up as

follows:

A

B)

Islamic Banks subject to this study prepare and publish their

financial reports on an annual basis.

Usars of these reports are equity owneks. regulatory agencies

and suppliers.

-16-
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REPORT ON THE FIELD VISIT TO
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Accounting standards applfed in the preparation of financial

P.19

statements vary from one bank to another, Some of these banks abide

by guidelines issued by regulatory agencies; other banks ahply
{nternational standards; others apply commercial bank standards
or have standards of their own.

Islamic bank prepared financfal statements are noncomparable.

Pudlished financial statements are reviewed by fndependent auditors.

Equity owners use financial statements in the evaluation of bank
management's performance, bank's financial posftion and profit-
abi11ty, comparison with other banks and with other investments.
Deposftors use financial statements to be acquainted with the per-
formance of bank's management, bank's financial position and
profitability, to compare the bank's performance and return on
investments with that of other banks, and to assess the extent of
security provided by the bank to their deposits.

Regulatory agencies use financial statements to evaluate the

level of financing, 1iquidity and financial information available
to interested users through the presentation of financial state-
mants,

Most Islamic banks subject to this study emphasised their interest
in establishing Islamic Bank accounting standards and confirmed
the nonavailability of unified standards of this sort at the
present time,

Most Islamfc banks subject to this study do not believe that
Islamic banks, at the present time, apply unified accounting

standards.

-17-
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Islamic banks are not certain of the degree of disclosure and
standardization of the financial statements {ssued by other

banks.

Part 4

This part of the questionnaire 1s desfgned to collect information on

accounting standards applicable in [slamic banks and on the banks'

opinion with respect to the definition of an accounting standard, the

1ikelihood of applying commercial bank accounting standards to Islamic

banks, the extent of need for accounting standards in Islamic banks,

the proper area to be entrusted with the preparation of those standards,

costs incurred thereof, and benefits obtained from such standards.

Table {4) summarises this {nformation as follows:

A)

B)

¢)

D)

4A6

The questionnaire contained three deffnftions of an accounting
standard as follows:

1) A procedure or a rule that should be strictly followed in
recording and/or summarising certain types of financial
data.

2} A guideline for the recognftion, measurement and reporting
the results of a particular transaction, event or a set of
circumgtances that have an impact or a potential impact on
,;hekfinancial condition or resuits of operations of the

dn -

3) None of the above {plans provide your own definition of
what is meant by an accounting standard}:

Islamic banks subject of this study agree on the possibility of
applying accounting standards followed by commercial banks if
they ares subjected to substantial changes.

Islamic banks agree that the concept of Islamic banking requires
the davelopment of accounting standards.

Most Islamic Banks studfad agree on the necessity of forming an
independent body to develop such standards; other prupose that
standard setting should be handled by a group of Islamic Banks.

-18-
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E) Islamic banks unanimously agree that benefits derived from standard
development are equal or exceed costs {nvelved or problems and
difficulties which may be encountered in standard application.

F)  Most Islamic Banks concur that the ex{stence of accounting
standards will foster the development and widespread circulation
of Islamic banking concept.

G) Some Islamic banks conceive the ex{stence of conflict of interest
between bank's management and interested users of the financial
statements.

Part §

This part of the questionnaire is designed to obtain information on the

opinfon of the studied Islamic banks with respect to the method by

which Islamic bank accounting standards are published. Opinfons on

this subject are stated in table "5" below and summarised 1n the follow-

ing points,

A)

B)

c)

D}

4A7

One bank reported that {t did not receive recommendations of the
commi{ttee 1n charge of deve]opin? procedures for the preparation
of proposed standards, hence ¢ould not f111 out the required
information in this part of the questionnaire,

Most of the -remaining banks, with the exception of some’ bank,
emphasised the necessity of forming an independent body to be
incharge of development and publication of the required standards.

Most banks, with the exception of some, agreed on the porposed
organisation structures (of the board of trustees and board of
directors), They also agreed on the proposed relevant authorities
and responsibilities.

In the commentary section on the other areas not covered by the
quastionnaires, ona bank proposed to put central banks in the
picture in one way or another in the establishment of structures
for the preparation of standards. Another bank proposed the
formation of a legal body to be in charge of definition and
documentation of practices which conform to Islamic Shariaa.

-19-
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CONCLUSION:

- As a result of this field visit and analyis of questionnaire data the

4A26

following findings are concluded:

A)  There 1s a difference of aopinion over the bank's measurement of
income and timing of {ts realisation. This ﬁifferehce leads to
the fact that noh~-income items are included {n net income or non-
inclusion of realised income 1n the financial statements of a
given financtal year. This may deprive investors from the return
realised on their investments which may be channelled to other

depositors. A1l of these problems could be attributed to the

application of a traditional accounting system which is characterised

by periodic reporting and adoption of the accrual concept.

B} There {s a difference of opinfon over the measurement of expenses

and their matching with revenues. Lack of matching may result in

changing certain expenses to income which may have no direct or
indirect relationship, which means that certain deposits will
fncur expenses that are not related to their 1nvestﬁents to the

effect of exempting other depositors from such expenses.

C} There {s & difference over the method of net income distribution
‘batween owners and depasitors. A variety of techniques are

presently appltied which do not lead to the same result.

D) ~There is a difference of opinion over the method of bank asset

measuramant which 1s also a result of the difference over the

-20-
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E)

F)

G)

H)

REPORT ON THE FIELD YISIT TO
ISLAMIC BANKS
measurement of income/expenses and the differentiation between

bank's assets and depositors' assets.

There 1s a difference of opinion over the measurement of bank's
obligations due to the lack of a clear-cut understanding with
respect to the depositor/bank relationship. Islamic banks still
treat the depositor as a creditor although the bank does not

guarantee the security of depositor investment accounts.

There 1s a difference in the measurement of owners equity. For
example, formation of reserves (provision) in certain banks is
made prior to allocation of net 1ﬁcome to stockholders and
depositors., Such provisions would, therefore, contain part of
the depositor funds. In Commercial banks, on the other hand,

such deductions fall within the scope of owners’ equ1ty;

There 1s a differenca in the method of prasentation and item

titles used in the financial statements. Certafin banks still
apply the tr§d1t1ona1 accounting system and 1ts usual form of
presentat1on‘and classification of accounts which does not
ﬁrovide interested users (of the financial statements) with

sufficient Informatfon on the actual relationship between the

Islamic bank and depositors on the one hand, and the Islamic Bank -

fields of its funds investment on the other hand.

There 1s a varfation in the method and degree of d1sc1o§ure from
one bank to another, which leads to difficulties of comparability

of data from different banks.

P. 14
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1) There is a difference in concepts adopfod by various banks which

could be attributed to controversy of comprehension at the level
of actual application.

In cons{deration of the above, the study group emphasises the need to
the following:

A)

B)

C)

D)

Clear cut definition of Banking practices which conform with the
goals of Sharia.

Clear~cut definition of a conceptual design for Islamic Bank
Accounting, including, but not 1imited to, a specifically defined
accounting ﬁoriod and g clear definition of congepts 11ke invastment,
deposit, loan, and items of the financfal stateﬁents.

On the basfs of accepted practiéas and specific definition of

~concepts, appropriate accounting standards may be established to

measure such practices in conformity with defined concepts. This
need was clearly felt by the work group during the field visits
and further confirmed by the results obtained from the analysis

of the respective questfonnaire.

It 1s further necessary to form an independent organisation to be
entrusted with dovoIOpmnnt‘and publication of accounting standards
for Islamic banks. This organisation should {nclude members

with sufficient professional knowledge of financial matters and of
Sharia related issues.

=f2a
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APPENDIX 1

COPIES OF QUESTIONNAIRE FORMS
DULY FILLED IN 8Y RESPECTIVE BANKS

P.16
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TABLE NO. (1) CENSUS INFORMATION

1 1 | [ I | ] ] - | 1 | | | 1
{ Particulars ] 1 1 2 1 3 | 4 | 5 I_ 6 | 7 | 8 I 9 | 10 1 1 { 12 (13 |
i ] f ] ) ] | i 1 i | I 1T Kuala § y
| Head Office JKuwait [Karachi |Karachi ]Karachi |Karachi |Karachi |Khartoum] Doha | Duba{ | Oman ] Cafro | Lumpur | Tumis 1}
| | | ] ] | | | T 1 | | [ I |
| Nusmber of bramches | | 691 | 1878 7 1265 | 1342 | 1588 | 14 | | 41 13 | 10 21 [4 |
] 1 I ] | | | | 1 | i PbTic | wita ] |
|_Legal Form JLtd Liab]Ltd LiabjLtd Liabjltd LiabjiLtd liab{Ltd LiablLtd LiabjLtd Lilb:Ltd Liab | Cempany | - Liabi¥ity | LiabiTity|
I 1 | { | 1 | 1 | | |
| Total Assets 1 1057 m] 1795 w]}46199 m| 36720 m| 92273 m| 79153 m| 270 m] 1560 mi 1913 m| 21390507211505123000] 992.3 M R} 141741719]
1 -] K.D. } Rupee ; Rupee = Rupee | Rupee | Rupee |S Pounds| @ Riyal [Dirhas URE|Jordn Dnr | USS fMalaysian uss |
{ 1 ] H 1 [ | I | 1
{ Date Financlal Statements [ 31712 | 31/12 { 31712 | 31/12 | 31712 { 31/12 |30 l!hul 130 Dhul |} 31/12 ! W/ HidraYr. | 30/8 Calendar ’
: prepared { : . : : I } | Hijja ) #ijja ] ] | ! Year I
] 1 ] } ! ]

| Total Deposits ] 904 m| 17337 w] 86118 wm| 22591 m| 63200 m) 56484 m| 182 m 1364 m| 1822 w{174619508 |150469000 | 825.7 N R] 82611423 :
] 1 X.0. E Rupee = Rupee } Rupee } Rupee : Rupee |s Pnundsm Riyal :nirhm um‘:':.lonh Dnr ) USS jMalaysian | WSS i
| | 1 ] ! |
| Total Owmership Equity | 2w 3I6lwm 5933m 1245 m 2620 m| 2801 nl n ul 93 m| 91 m} 10123397 | 1 7909 N R} 51268123 |
1 ]T K.D. ; Rupee } Rupee | Rupee | Rupes : Rupee |S Pounds|Q Riyal jB{rham UAEiJordn Dwr.| - |Malaysian | US$ |
| | i | i | { | | i
| Yolune of dep. Accounts } - 1 35um 9 o Im 4 m! Smj 14506 | 20000 | S1706 ( 100,000 | 400,000 | 155,822 n) 682 1
| : 1 I | i ] | 1 | | i | ] I }

1) Kewait Finance House (2) Umited Pakistan Bank (3) Habib Bank Limited

4) United Lslamic Bank (S) wational Bank of Pakistan {6] Unfted Bank Ltd.

7) Islamic Bank of the Sudan {8) Qatar Islamic bank (9) Dubai Islanmic Bank

10) 1slsmic Bank of Jordan (11) Faisal TIslamfc Bank (Egypt} (12) 1slastc Bank of Malaysia

13) 1slamfic Bank of Tunis

4019520
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TABLE NO. 2 - ISLAMIC BANK RELATIONS WITH REGULATORY AGENCIES

I "B a n k s - T
| Particulars — 1 2z 3 L3 5 L] 7 — 8 I
| ' |
{ 1} Is the bank regulated by a | | i { i {
l goversmeatal agency? | o { Yes I Yes . : Yes i Yes } Yes I Yes I Yes 1
| | I | { | | |
{ 2) Does the bank submit periodicy i { | | ! ] 1 |
I reports to the requlatory | | | | { 1 | | |
i agency? ] - i Yes I Yes I Yes | Yes ) Yes | TYes I Yes |
1 | i | I | | o ] |
1 3) Do reports Include financlal | 1 { l l | | | i
{ Statements? | - : ‘ Yes I Yes I Yes i VYes | Yes [ Yes ! VYes |
i ] | I Y| ] | !
| 4) Frequency of reports, 1f any?| - [Weekly, | Monthly | Monthly | Monthly | Monthly | Honthly/ | Moothly/ |
i i Monthly, | Annually | [ ’ | | Aamuat | Ansual i
| i Quarterly, | . | | | ] | }
| | |6 monthly, | I I | | I |
1 ] IAually § i | | i | i
| I I | ] | | { { |
] 5} Are fipancial statements i | | | | I I | |
} audited by an {ndependent i | | { | | i { |
i Auditor? | - : Yes I Yes | VYes 1 Yes I Yes | Yes I Yes |
i ] l i | | | L |
| 61 Arel there latory guide- | 1 I ] -1 I | | |
t Vinbks pver':?:g {tem prepara-| i 1 | i { | 1 1
i tion of Financia) statements?| - | Yes | Yes I Yes | No } Yes I VYes I Yes |
| i i i | ! | 1 | |
I 7) Tz the bank subject to t | | | [ | | | |
1 periodic examination by the | 1 ! N | { | ! |
I regul atory agency? : - i Yes t Yes [ Yes | Yes | Yes ' Yes ! Yes 1
) I | | | | | I {
1 ! 1 _ i | l 1 1 | |
Banks:

1} KXuwalt Finance Homse

4) (Qatar Islamic Bank
7) Islamic Bank of Malazla

4p122

{2) Pakistani Islamic Board
{5) TIslamic Bank of Jerdan
(8} Islamic Bank of Tunisfa

-24-

{(3) Sudanese Islamic Bank
(6} Faisal Islamic Bask (Egypt)
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TABLE NO. 3 - FINANCIAL INFORMATION REPORTING

T @ a n ks
Particulars T Z 3 q 5 b ¥ ]
1} frequency of preparing F.S. | 1 I i i
for gemeral distributfon Anmually | Annually Annually Annually 1Six monthly|Quarterly |Anmual {Monthly
! . { { 1 |
] | | | |
2} Are Financlal Statements | 1 ( | |
sudited by an {ndependent i | | . 1 |
auditor? . Yes | Yes Yes Yes i Yes | Yes | Yes i TYes
| | | | |
{ { | | I

|
i
1
|
|
i
|
:
3) Users of Finaacial Statements| Owners, | Owners, Owners, | Owners, |Owners, |IReg. Agen- |Owners, de-{Dwners,
I
|
|
|
|
1
|
1

[ —— A el e L

Govi. Agen| Govi. Agen| Govt. Agen] Deposftors{reg. agen- |cies jpositors Re|Reg. Agen-
-cies ] ~cies -cles Govt. Agen]cics corres| lagencies, |[cies
Securities| - ~cies J-pondents |other i
. market ] |ete | |bodies |
| | l | 1
4) Are F.S. published in the | 1 | 1
Newspapers? Yes i Yes Yes Yes Yes i Yes i Yes ] %o
| ! { (
} | !

|
|
L .
5) Accounting standards used in [Min of Com.|Govt.guide-|Internation| Inhouse {InternationjCommercial |Intermation} Internmal

P ————— PP BT e e bt e R
o oo o
e T e S D GEE b T g Sy S St D S e AN G Smm R S R e e e S L S e B S fa T S — S S S o Sy

preparing Financial State~  imnstructionsilines ]-al stamd- ldeveloped (-al stand- |bank accosn}-al acctg. | guidelimes
sents |Accountinug JAccounting |ards, Govt.|guidelines Jards, regu-|-ting Istandards |
{standards |Standards [Agency | jlatory agem]standards |Reg. agencyt
junder |of Mia. of |guidelines } I~cy stand- | |standards |
11slamic Commerce | ] lards, Coma.] iComs. bank |
lguidelines |Special 1 I |bank, Stands tinhouse devi
|are not |Accounting | I |1nhouse dev] |-eloped |
lavailable |Practices | ) j-eloped 1 ifinaacial
| | | | Istandards | . Iguidel ines |
| | | | i | I ¥
6) Who decides on selection of |Birectors, |Govi. i - lAvditor, | - { Executive B8oard of JAuditors
accounting standards? JCEQ |Ageacles | {Finance i | Committee |Directors |Association
] I . 1 |Dept. | { | [of Tunis
1 { | ) I | ! i
7) Does Board of Directors | | | 1 ¢ t t |
approve selected standards? | Ho ] No 1 Yes 1 Yes I Yes i VYes | Yes | Mo
i i | ! | i | 1
| | | | | | | |
8] Does the bank periodically | | 1 1 | | ) 1
nake use of other Islamic | | | | | i I |
banks" similar cases? { No | No | - | Yes ] No |  No { VYes | Yes
| | ] )} 1 1 1 1 1

- 48344 - ~2%~ 1 -
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REPORT ON THE FIELD YISIT 10
ISLAMIC BANKS

TABLE HO. 4 - ACCOUNTING STANDARDS FOR LSLAMIC BANKS

B & n £ s
| Z 3 L | 3

Particulars

]

s et e e . ——— e T Sl S S S S G Gl St S g o S o W o — o — e —

1} Defipition of an accaunting
standard In the bank's
opinion:

Refer to definitions stated
{n appendix 4/1.

(A}
(8)
(c)

Yes . Yes

Yes

'SR
nwn
-t

]

v

Yes Yes

L I |

S e A — S e G B S G -
— N — —— G —— W S
R Sy Yy A Y S—————
. dt gy oy — i Y Y d— o ny Wms] g
—— e P —————— —
— P S Som oy o ——

2} Does the bank believe that
dccoumting standards used by
commercial bdanks are appli-

Jcable jwith minor |with signi-
cable to Islamic banks?

imodifica- |ficant
|tion Jmodifica-

. |tion
3] Does the bank agree that

Islamic banking concept
requires established
special accounting

standards? lYes

-y
m
[

Yes Yes Yes Yes

I

l

[

|

}

|

|

|

|

|

l

|

———=w~= APPLICABLE WITH SIGMIFICANT MODIFICATION —----]Tnappli- [Applicable [Applicable

|

!

{

]

|

|

|

|

| Yes
1
|

- .
——————— — S ——— ——
— G Sk S Sp e S —— —

S — — i ——— i —

4} Who is in charge of estah-
1ishing Islamic bank
accounting standards?

| jistamic
0SED OF YARIOUS MEMBERS IMDEPCNDENT BODY ~--~~ |Banks®

{group

Istamic
Banks*
group

5} Do you agqree that the body
entrusted with establishing
accounting standards for
Islamic banks should be
independent? Yes No

Yes No

e e e e e B e e . B e e . e . B e e g e e e

6} Do you believe that bank's
managencnt should be entrusted
with establishing accounting |
standards 1 No

=
-]

Yes Yes No No

. — — i e . S S A S — A P o S () B S St NS (o S S A B e A AR S S S e S ]

l.
N S

——— T — e W ey G S Gy e SR W S S W S SPes Ml e
it gy o G W SR e B Y S G A S T D A e S —

. —— — — —— — i S = —
S e T — — —— — — T — — )
— i M Sy S e e SN S e —f—
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RCPORT ON THE FIELD VISIY Tg

ISLAMIC BANKS
| ] B a n k s |
I Particulars [ 2z 3 L] 5 [ 7 |
i ‘. | l
I 7) Do you agree with the commit-{ | | | | i | { |
1 tee's recomendations with | [ | | ! i } | )
[ respect to the dutfes and | | I I l 1 I l 1
| responsibilitles of the i I { I i i I | |
| Standards Board? | Yes | Yes | | Yes ] Yes | Yes { Yes | !
] i | | | ] | 1 ] {
| | | | | | l | | |
{1 8) Da you agree with the pro- | ! [ { | | | | |
| posed_process that must be | } | I l | | | I
1 followed by the standards | [ ( i | | | 1 }
] Board when establishing 1 I | | 1 | | { !
{ standards? [ Yes | Yes | - i Yes | Yes | Yes [ Yes I 1
| I 1 | { | | I | i
| I | | | ] ! { | |
1 9] Is there any farther informa-| | | | { I | | ]
1 tion you would 1ike to add: | - IThe bank's | - IA legista- | - I - i - ! |
I with regard to the body in | jopinion | Itive commit| | i | i
] change of standard prepara- | 1should be | i~tee should] 1 ) ] i
1 tion. . 1 Isought i |be created | l { t [}
| I jprior to | [to define | [ | i i
| I {the commen-| | and approve| | | i I
} | jcement of | {banking I | | | |
| | Jwork in es-] ipractices | | | | |
{ l Jtablishing | jwhich coin-| | | 1 |
| i {accounting | Icide with | | I | |
1 1 |standards. | 11s1amic | | ] I H
| | i | - 1Doctrinal |} | | | |
I I l { ILaw (Sharia) { i | \
| [ 1 l | { | | | |
1 l | I | { | | | |
i | \ | ] | | ! i |
. .

o~ -
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DISCUSSION PAPER
ESTABLISHING ACCOUNTING STANDARDS FOR
[SLAMIC EANKS
CONSIDERATIONS OF ALTERNATIVE STRUCTURES
FOR THE STANDARO SETTING PROCESS

PREPARED BY
THE FOLLOW UP COMMITTEE

3A1



BACKGROUND

INTRODUCTION

At the meeting of the Islamic Banks at Istanbul held on 27th March 1987, a
paper was presented by the Islamic Development Bank (IDB) on the need to
establish accounting standards for Islamic Banks. Participants at the meeting
agreed that a workshop should be convened at the headquarters of the IDB in

Jeddah on the 7th and 8th of September 1987 to discuss the subject.
Two papers were presented at the workshop as follows:

i}  The need and rationale for setting up accounting standards for Islamic

Banks.

1i) An approach to establishing Accounting Standards for Islamic Banks.

The workshop decided to appoint a steering committee. Members of the
committee included Public Accountants, Islamic Banks, academicians, and
Sharjaa experts. The Steering Committee was requested to (a) investigate
the experience of other countries in establishing accounting standards; (b)
consider alternative structures for the accounting standards setting
process; and (c) recommend a structure for the promulgation of accounting

standards for Islamic Béﬁks.

The IDB agreed to fund the work of the steering committee.

WORK OF THE STEERING COMMITTEE

The Steering Committee was gquided in its work and deliberations by the

workshop resolution which. stipulated that any recommended structure for the
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BACKGROUND

promulgation of accounting standards for Islamic Banks should have the

following characteristics:

a) The body must be independent.

b). The constituents affected by the promulgated standards should be repre-
sented in the recommended structure including, Islamic banks, professional
accounting bodies; academician, fugqaha, capital market organizations and
governmental regulatory agencies. ‘

c) The body established to develop accounting standards must adopt a due
process that is fair and is perceived as being fair.

d)  The body must be adequately funded.

é) The authority of the body must be recognized by those who must comply

with its pronouncements.

The Steering Committee proceeded to carry out its chage as follows:

1) A consultant was requested to prepare a comparative study on the
accounting standards setting process in the United States, England
and at the international Jevel. The study was completed and presented
to the Steering Committee. |

2) The steering committee met with the consultant to:

a) Review the results of the comparative study; and
b)  Identify the basic standard setting process issues for which
alternative solutions must be identified and considered.

3) The consultant prepared a comprehensive list of issues and related
alternatives and presented them to representatives of the Steering

Committee to obtain their views.

3A3 -2~



4)

5)

6)

7)

8)

9)

BACKGROUND

Views of the Steering Committee on the standard setting process

issues were discussed with represéntatives of the committee and a
tentative agreement was reached.on the basic structure.

The consultant was requested to pfepare recommendations for an account-
ing standards setting bédy for Islamic Banks based on the tentative
agreement on the basic structure.

Recommendations were prepared by the consultant and submitted to the
Steering Committee for review and consideration.

The steering Committee met with the consultant to discuss and consider
the recommendations. Several modifications were agreed to.

A final report titled "Establishing Accounting Standards for Islamic
Banks" was prepared and sent to Islamic Banks.

The Steering Committee presented the final report to representatives of

the Islamic Banks meeting in Tunis on the 6th of March 1988.

10) The Steering committee ceased to exist as it has completed the task

assigned to by the workshop in Jeddah.

RESOLUTION OF THE ISLAMIC BANKS' MEETING IN TUNIS ON THE 6TH OF MARCH 1988

Representatives of the Islamic Banks, meeting in Tunis on the 6th of March

1988, were in full agreement about the need for establishing accounting.

standards for Islamic Banks. However, certain questions were raised

regarding the Steering Committee's recommendations. Those questions

centered around the need to consider alternative structures for promulgat-

ing accounting standards, for Islamic Banks. Accordingly, representatives

of the Islamic banks at the Tunis meeting agreed to appoint a follow-up

committee with the following charges:

3A4
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BACKGROUND

1) To develop its own terms of reference in consulfations with the Islamic
Banks. .

2) To prepare a report suggesting various-alternatives and options duly
incorporating all the observations and comments made by the representa-
tives at the meeting in Tunis for submission to the Islamic Banks.

3) To convene a meeting in Jeddah before the next Annual Meeting of
Islamic Banks to discuss the report and to identify one particular

option agreeable to all.

It should be noted that about 50% of the Follow Up Committee members are
chief or senior executives of Islamic Banks. In addition, several members
of the previous Steering Committee were selected to serve on the Follow-Up

Committee.

WORK QF THE FOLLOW-UP COMMITTEE

After consultation and deliberations, the Follow-Up Committee agreed to

proceed as follows:

1) Prepare a comprehensive questionnaire to solicit, among other things,
the Islamic Banks !iews on {a) accounting standards, (b) the-process
of establishing accounting standards and (c) the Steering Commitiee
recommendations.

2) Conduct a limited~number of interviews with Islamic Banks to gain an in
depth understanding of existing practices-and the practicaI‘problems
associated with establishing accounting standards.

3) Compile and analyze the results of the questionnaire.

4) Compile and analyze the results of the interviews.

5) Prepare a paper summarizing the results of the questionnaire and

interviews.
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BACKGROUND

6) Prepare a discussion pages setting forth a1terﬁative structures for
standard setting. -

7)  Convene a meeting in Jeddah of representative of Isamic Banks to
discuss the results of the questionnaire and interviews and solicit
their views on the alternatives identified in the discussion paper.

8) Prepare & report recommending one alternative and submit the report to
the Islamic Banks.

9) Present the report to the Annual meeting of Islamic Banks in Moracco.

The Follow Up Committee retained three consultants to assist with the

discharge of these tasks.

OBJECTIVES 0F THIS PAPER

The objectives of this paper are:

1) To identify as many pratical alternatives as possible for establishing
accounting standards for Islamic Banks for discussion at the November 30,
1988 meeting of representatives of Islamic banks in Jeddah.

2) To present discussion of each alternative without reaching any conclusions.
Conclusion will be reached by the Follow Up Committee after soliciting
advisory conclusions from participants at the November 30, 1988 meeting in

Jeddah.
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ISSUES AND ALTERNATIVES

ISSUE NO. 1 ~ Who should establish accounting standards for Islamic Banks?

ALTERNATIVES

a) Each Islamic bank should establish its own accounting standards.

b) All Islamic Banks within a particular country should cooperatively
establish accounting Standards for Islamic Banks in that country.

¢} The Islamic Banks in all countries should cooperatively establish
accounting standards for all Islamic Banks.

d) The Central bank in each country should establish accounting
standards for Islamic Banks in that country.

e) The Central Banks of all countries with Islamic Banks should cooper-
atively establish accounting standards for Islamiclbanks in all
countries.

f)  The IDB should establish accounting standards for Islamic Banks.

DISCUSSION

1)  Alternative (a) is an endorsement of the status quo. Although it
provides each bank with the maximum degree of flexibility in accounting
for the transactio;s, events and circumstances affecting its financial

position and results of operations, it has the following disadvantages.

0 Potential lack of comparability between the financial statements

of Islamic Banks even at the country level.

0 Lack of comparability between the financial statements of Islamic

Banks may reduce users' confidence in those financial statements.

3A7 -6~



ISSUES AND ALTERNATIVES

0 The overall cost of establishing accounting:standards for Islamic
Banks will be the high. Each bank, at
least in theory,vwi11 be duplicating efforts to establish account-
ing standards.

0 One of the main premises of Islamic Banking is that all transactions
are conducted in accordance with the Shariaa. Shariaa is universal,
i.e., is not based on local laws which are unique to a particular
country. Accordngly, similar transactions should be subject to
the same accounting standards irregardless of which bank is

conducting them. This alternative may not achieve this objective.

2) Alternative (b} represents a slight improvement over alternative (a).
It has the potential for an increased degree of comparability of an
confidence in the financial statements of Islamic banks' within a
particular country. However, it has the following disadvantages:

0 Potential lack of comparability of financial statements of
Islamic Banks issued in different countries.

Q The overall cost of establishing accounting standards for all
Istamic banks, although might be lower than under alternative
(a), will still be high. Each country, at least in theory, will be
duplicating efforts to establish accounting standards for Islamic
Banks.

0 This alternative is also in-consistent with the premise thaf
Islamic banking transactions are conducted in accordance with
Shariaa. Accordingly similar islamic banking transactions ‘should
be subject to the same accounting standards, irregardless of

which country they are conducted in.

4
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3)

4)

ISSUES AND ALTERNATIVES

Alternative {c) has the obvious following advantages:

0 The potential of achieving a higher degree of'comparabi1ity of
and confidence in the financial statements of Islamic Banks than
alternatives (a) or (b).

0 Lower cost of developing accounting standards than alternatives
{a) or (b) since duplicate efforts will not be necessary at the
bank or the country levels.

0 Consistency with the basic premise underlying Islamic banking
transactions i.e., they are conduted in accordance with Shariaa.

o High potential for general acceptance of established accounting
standards since ;uch standards will have resulted from a cooperative

efforts of all islamic banks.

There are, however, practical issues associated with this alternative
such as, the form and structure of the cooperation, funding and
representation. These issues are specifically addressed later in

this paper.

Alternatives {d) and (e) have the advantage of a potentially higher
degree of compliance with promulgated standards than all other
alternatives. However, these two alternatives suffer from the following
disadvantages:
0 jhe promulgated accounting standards are likely to have a
very narrow focus. The perspective of central banks might not
adequately take into consideration the information needs of other’
interested users (e.g. current and potential owners and depositors,

etc.).
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5)

3A10

1SSUES AND ALTERNATIVES

0 The promulgated accounting standards are likely to be in the form
of rigid rules as opposed to guide]ines. )

0 The speed by which standards can be issued will be very much affected-.
by the bureaucratic rountines that must be followed by central
banks.

0 The extent to which input from Islamic Bankers and others will be
sought or considered will be a function of the competing demands
on the central bankers' time and their interest in the subject
matter.
In addition, alternative {(d) has the disadvantage of a potential
lack of comparability between financial statements issued by
Islamic Banks in different countries. On the other hand, alter-
native {e) has significant practical problems associated with it.
Those center around the fiscal and monetary policy differences
between countries which could cause agreement on standards by different

central banks to be very difficult to achieve.

Alternative (f) _has some advantages. Those Center around the ease by
which it could be implemented. However, the IDB has indicated repeatedly
in the past that their role is one of a facilitator, i.e., getting

the islamic bankers to agree on a structure for the promulgation of
accounting standards without assuming the full responsibility for

promultating those standars.



ISSUES AND ALTERNATIVES

ADYISORY CONCLUSION

a)

b)

c)

d)

e)

f)

ISSUE NO. 1 - who should establish Accountingistandards for Islamic Banks?

Each Islamic bank should establish its own accounting standards
Yes No
A1l Islamic Banks within a particu]ér country should cooperatively
establish accounting standards for Islamic banks in that country.
Yes No
The Islamic Banks in all countries should cooperatively establish
accounting standards for all islamic banks.
Yes No
The central bank in each country should establish accounting standards
for islamic banks in that country.
Yes No
The central banks of all countries with islamic banks should coopera-
tively estab]fsh accounting standards for islamic banks in all countries.
Yes NO
The IDB should establish accounting standards for Islamic Banks.

Yes No

3A11(108) | -10-



ISSUES AND ALTERNATIVES

ISSUE NO. 2 - If accounting standards were to be established through the cooper-
ative efforts of all Islamic banks, what form should this

cooperation take?

ALTERNATIYES

a) Islamic banks should endorse the creation of a financial accounting
standards board. Islamic Banks would appoint board members and select its

chairman. Board members would serve on a part-time basis.

b) Islamic banks should endorse the creation of an independent financial
accounting foundation. The foundation would be governed by a part time
boara of trustees. The board of Trustees would appoint an accounting
standards Board and select its chairman. .The board of Trustees would
oversee the financial and administrative aspects of the operations of
accounting standards board. The accounting standards board would serve on

a part time basis.

DISCYSSION

Alternative (a) presents less complexity than alternative {b). Accordingly,

it might be easier to iﬁp]ement than alternative (bl. In addition, it could be

argued that the chances for acceptance of the promulgated standards by islamic

banks might be higher under alternative (a) since the standard board would be

appointed by the banks. However alternative (a) has the following disadvantages:

0 The Standards Board should might be percieved by outside users of the
financial statements of islamic banks as being an arm of those banks. Under
these circumstances, general acceptance of standards promulgated by such

a board will likely to suffer. Without general acceptance by users, of

3A12 ~11-



[SSUES AND ALTERNATIVES

the standards governing the preparation of the financia] statements,
the credibility of those statements might not be enhanced. Expereience
with the standards setting process in the United States.énd other
western countries has shown that it is important for the standard
setting process to be percieved byt outside user of the financial
statements as being independent from those who prepare the financial

statements.

0 Accounting standards are develeoped in the main for the benefit of
those who do not have the power or authority to obtain information
that is relevant to their decision making needs, i.e., outside users.
A standards board that is controlled by the islamic banks might run
the risk of not taking adequate consideration of the information needs

of outside users.

In spite of its comp]gxibity, alternative {b) has several advantages as follows:

0 It enhances the independence of the standard setting process.

0 It provides a mechanism through the board of trustee for an objective
evaluation of the effectiveness of the standards board in promulgating
standards.

0 It enhances the Tikelihood of serious consideration of the information
needs of outside users in the standard setting process.

0 It provides for th separation between the sources of funds needed to
carry out the operations of the standards board and standard setting.

Under this alternative the board of trustees would be responsible for

3A13 ~12-



ISSUES AND ALTERNATIVES

raising the funds needed for the standard setting process. Yet the board of

trustees would not have any technical authority with respect to standards

setting.

ADVISORY CONCLUSION

ISSUE MO. 2 - If accounting standards were to be established through the cooper-
ative efforts of all islamic banks, what form should this
cooperation take?

Alternative (a)

Yes Mo

Alternative (b)

Yes No

3A14 -13-



ISSUES AND ALTERNATIVES

ISSUE NO. 3 - If an accounting standards board were to be established to
promulgate standards for islamic banks, who should be represented

on the baord?

ALTERNATIVES

a) Accountants in Public practice, Islamic bankers, accounting educators,
Fﬂqaha and outside users of financial statements (e.g. investors,
depositors etc.)

b} Same as (a) with the addition of central bankers.

c¢) Same as (a) without outside users of financial statements. Independent

auditors represent outside-users.

DISCUSSION

A1l of the three alternatives, with varying degrees of emphais, recognize
that interest in the promulgation of accounting standards for islamic banks
is not limited to islamic banks. Alternatives (a) and (b) recognize

that outside users' point of view must be addressed and that the

best way to achieve that is to have them direct]y represented on the
standards board. Alternative (b) recognizes that central banks are an
important constituency. Their representation on the standards board would
enhance the chances that the promulgated standards would be accepted by
that important constituency. Both alternatives (a) and (b) might result in
difficulties in identifying suitable outside users of financial statements
to serve on board. ‘Alternative (c), on the other hand, avoids those
difficulties by assuming that independent auditors would serve as adequate

surrogates for outside users. However, experience with the standard setting

3A15(108) -14-



ISSUES AND ALTERNATIVES

process in the United States and other western countries suggests that independent

auditors are not always good surrogates for outside users.

ADYISORY CONCLUSIOM

ISSUE NO. 3 - If an accounting standards board were to be established to promul-
gate standards for Islamic banks, who should be represepted on
the baord?
1) Alternative (a)

Yes No

2) Alternative (b)

Yes No

3) Alternative (c)

Yes No
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ISSUES AND ALTERNATIVES

ISSUE NO. 4 - Size and composition of the accounting standards board?

ALTERNATIVES

a)

21 members (7 Islamic banks, 7 accountants in public practice,

2 accounting Educators, 2 Fuquaha and 3 users of financial

standards)

b} 9 members {4 Islamic bankers, 2 accountants in public practice,
2 fughaha and 1 accounting educator) No need to bring users.
Independent accountants represent them.

DISCUSSION

The main issues with respect to the size of the board have to do with:

1)

b}

Its efficiency (e.g., the larger the size the less efficient the board);
and
Its adequacy, so that significant interested groups and countries

affected by its pronouncements would be represented.

Experience with part-time standard setting boards in the Unitéd
States, England and at the international levels suggests that a
board consisting o% up to twency one members seems to be small

enough to be efficient and large enough to provide for a variety

of views and backgrounds.

The main issue with respect to the composition of fhe standards board
has to do with the relative size of representation by different
constituencies on the baord. Under alternative (a) Islamic bankers

and accountants in public practice would have 14 seats on the board
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ISSUES AND ALTERNATIVES

with £he remaining 7 seats a115cated between other constituencies.
Islamic bankers and accountants in public practice are two groups who
would play an important role in encouraging compliance with the
promulgated standards. Further, knowledge of these two groups with
respect to the economic substance of islamic banking transactions and
alternative methods of measurement and presentation of the results of

these transactions would be essential.

ADYISORY CONCLUSION

ISSUE NO. 4 - Size and composition of the accounting standards board?

Alternative (a)

Yes No

Alternative b}

Yes Mo

—_——— ——
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ISSUES AND ALTERNATIVES

ISSUE NO. 5 ~ If an independent foundation were to be created to sponser the
standard setting process for Islamic Banks, what would be
the appropriate size and composition of its board of

Trustees?

ALTERNATIVES

a) 21 members {8 Islamic bankers, 4 accountants in public practice,
2 Fugaha, 1 accounting educator, 2 central bankers, 4 outside users)
b} 9 members (4 Islamic bankers, 1 Fagaih, 2 educators, 2 accountants
in public practice) No need to bring outside users becaue
of difficulties in selection.
c} Institutional representation (e.g., the IDB, Islamic Banking groups,
other Islamic Institutions). Size of the board of trustees under
this alternative would depend on the number of such institutions that

can be identified and coopted.

DISCUSSION

The main isues with respect to the size of the board of trustees have

to do with: :

1} It adequacy, so that significant interested groups would be
represented. this would be essential from the standpoint of its
ability to diversify the sources of funds needed for operation of
the standard setting process. In addition, fund solicitation
efforts will usually require a significant amount of efforts, at
leaét initially. This is particularly true, in this case, since
islamic banks and their constituencies are not located in one country.

2) Its efficiency with respect to taking action.
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ISSUES AND ALTERNATIVES

The first two alternatives (a) and (b) represent a balance with different
emphasis between adequacy and efficiency. Whereas the balance in the
first alternative is slanted towards the adequacy of the board to carryout
its fund raising responsibilities, fhe balance in the second alternative is

slanted towards its ability to make decision efficiently.

The third alternative might present the same issues as the first two alterna-
tives depending on the number of Islamic financial institufions that are

identified and coopted. It might have the advantage, however, of the ease of
selection of members of the board of trustees and the that such institu-

tions might have with respect to fund raising.

ADVISORY CONCLUSION

ISSUE NO. 5 - If an independent foundation were to be created to sponsor the
-standard setting process for Islamic banks, what would be the

appropriate size and composition of its board of trustees?

1) alternative (a)

Yes No

——

2} alternative (b)

Yes No

3) "alternative (c¢)

Yes No
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ISSUES AND ALTERNATIVES

ISSUE NO. 6 - If an accounting standard board were to be established, either
within the frame of an independent foundation or without an
independeﬁt foundation, should it be assisted by a full-time

staff.

ALTERNATIVES

a) No, specific project committees could be constituted to assist the board
when needed.

b)  Yes

DISCUSSION

The main issues, with respect to the need for full time technical staff to

assist the board, center around the following:

1) The tasks that need to be performed in order for the standards board to
be effective. These tasks may be described in broad categories as

follows:

a) Monitoring emerging issues and accounting practices.
b} Preparing project agenda

¢} Preparing proj;ct plans

d) Conducting research

e) Preparing discussion memoranda or. discussion papers
f)  Drafting preliminary views for exposure

g) Obtaining feedback to prelimary views

h) Finalizing standards

i) Drafting standard documents.

k)  Providing technical implementation consulting assistance.
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2)

3)

4)

5)

ISSUES AND ALTERNATIVES

The cost associated with a full time technical staff of the caliber that

would be necessary for the smooth operation of the standards board.

The efficiency of performing the tasks associated with standard setting

through part time project teams.

The cost associated with the use of part time project committees since
members of such committees are not likely to be selected from ons

country.

The need for the baord to establish its presence immediately and

continuously.

ADYISORY CONCLUSION

ISSUE NO. 6 - Should the standards board be assisted by full time technical

staff?
1) Yes
2) No

-
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1.

Background

102

1.4

At the meeting with the Islamic Banks held in March
1987 on the occasion of the 1llth Annual Meeting of IDB in
Istanbul, a paper was presented by IDB on the need for
setting up accounting standards for Islamic Banks and it
was suggested that a Workshop on the subject be held to

examine the subject and make recommendations to the Islamic

Banks.

The Workshop on accounting standards for Islamic Banks
was held on 7-8th September 1987 at the IDB Headquarters in
Jeddah. Several Islamic Banks representatives attended the
Workshop. The missions from the IDB also visited most of
the Islamic Banks and had briefed them on the subject
matters which would be covered by the Workshop. The
participants to the Workshop represented Bankers from
Islamic Banks, Accountants, BRuditors, representativesvfrom
Government regulatory agencies and. experts on Sharizh.
Papers were presented at the Workshop on the nead and
rationale for accounting standards for Islamic Banks and an

approach to establishing accounting standards for Islamic

Banks.

The Workshop participants agreed that there was a need
for accounting standards for Islamic Banks within the
Shariah framework and formed a Steering Committee, whose
members were from various disciplines. The IDB financially
supported the holding of the Workshop on the work of the

Steering Committee as it was of a pioneering nature.

The Steering Conmittee was assigned the responsibility
of suggesting a framework for promulgating accounting
standards for Islamic Banks including the accounting
standards body. The Steering Committee was also assigned
the responsibility of presenting its report to the meeting
with Islamic Banks on the occasion of the 12th annual
meeting of IDB on 18 Rajab, 1408H (6 March 1988) in Tunis.




1.5

l.6

The BSteering Committee's brief was to examine the
significant differences in treatment within various Islamic
Banks and how to go about in setting up an accounting
standard setting body for Islamic Banks. An experienced
consultant from a firm of accountants and auditors was
hired to study the ways and means of setting up a body for
Islamic Banks, based on a detailed study of the
International accounting standards bodies and how these

were set up in Western countries and financially

supported.

The report on establishing financial accounting
standards was well received by the Islamic Bank
participants. However, some participants raised points in
the report which needed furt'her examination. To resolve
the above problems and to study the subject further, the
Islamic Banks suggested and elected a new Follow-up
Committee of 18 members including several representatives
from Islamic Banks, under the Chairmanship of Br. Abdul
Aziz Rashed of Saudi Arabia who was also the Chairman of

the Steering Committee.

2. Composition and Terms of Reference
of the Follow—up Cammittee

2.1

At Tunis, on the occasion of the 12th annual meeting
of the Board of Governors of the Islamic Development Bank
(IDB), the Islamic Banks met on 18 Rajab, 14088 (6 March,
1988). A Follow-up Committee for Accounting Standards for
Islamic Banks (FCASIB) was elected, composed of the

following:
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COMMITTEE MEMBERS

. Abdul Aziz al Rashed

Chairman

Dr. Abdul Halim Ismail

. Dr. Sami Hamoud

Irtiza Hussein

Dr. Siddig Al Darir

Dr. Khalid M. Boodai

. Dr. Rifaat A. Abéel Karim

Abdel Hamid Abu Musa

Dr. Ahmed Kamal A.Al Magd

Moncef Cheikh Rouhou

Musa Abdul Aziz Shihade

Mohamed Tawfig

Ismail Hassan Mohammad

Abdelgadir Banaga

Samir T. Badawi

Shamshad Nabi

Co—opted Members

17.

18.

Dr .Ausaf Ahmed

Kazim Raza Awarn
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External Auditor, IDB

Managing Director
Bank Islam Malaysia BHD

Managing Director

A)l Baraka Research, Amman
Chairman, Corporate Law Authorit
Islamabad

Professor in Law & Shariah
Khartoum University,
Shariah Advisory Board,
Faisal Islamic Bank, Sudan

Director of Finance
Kuwait Finance House

Lecturer, Accounting & Finance
Kuwait University

General Manager
Faisal Islamic Bank, Cairo

Islamic International Bank for
Investment and Development, Cair

General Manangex
Bait El Tamwil El1 Tunisie, Tunis

General Manager
Jordan Islamic Bank, Jordan

Director of Finance
Al Baraka, Jeddah

Chairman, MISR American
International Bank, Cairo

Baeshen & Banaga
Auditor, Jeddah

Managing Partner
Whinney Murray, Jeddah

IDB T&F Department

IRTI/IDB

Coordinator, IRTI/IDB



2.2 Decisions (Resolutions) of the Islamic
Banks Meeting : 6th March, 1988, in Tunis

while summing up the decisions of the meeting, the
Chairman stated that:

i) As proposed by the various representatives, a
Follow-up Committee for Accounting Standards for
Islamic Banks would be set up. Of this Committee,
about 50 percent of the members nominated are Chief or

Senior Executives of Islamic Banks.

ii) This Committee will undertake the task of laying down
the terms of reference for this Committee in

consultations with the Islamic Banks.

iii) To prepare a report suggesting various alternatives
and options duly incorporating all the observations
and comments made by the representatives in the

meeting for submission to the Islamic Banks.
iv}) To convene a meeting in Jeddah before the next Annual
Meeting to discuss the report and to identify one

particular option agreeable to all.

3. Follow-up Committee Meeting of 7 March 1988

3.1 The first meeting of the Follow-up Committee was held
in Tunis on March 7, 1988. The following decisions were

taken:

i) Appointment of Al Rashed as the Chairman of the
Committee.

ii) Designate members residing mainly in Saudi Arabia as
an Executive Sub-Committee.



iii) Hold a seminar for Islamic Bankers and interested

iv)

users of Financial Statements of Islamic Banks before
Rajab 1409H (February, 1989) Meeting of Islamic Banks

in Rabat, Morocco.

Convene a meeting of the whole Follow-up Committee in

Jeddah as soon as possible to consider a detailed plan
of action. In particular, the full committee would:

a)

b)

c)

d)

e)

£)

discuss a letter to be sent to Islamic Banks
informing them of the formation of the committee
and its charges and requesting their formal views
on the establishment of accounting standards for

Islamic Banks,

review transcripts. of the proceedings of the

Islamic Banks meeting in Tunisia,

review an outline of the proposed seminar for
Islamic Bankers and interested users of financial

statements of Islamic Banks,

develop a work program for carrying out the

committee charges,

approve, modify or reject the charges of the
committee. A proposed set of committee charges
were circulated at this meeting. (See, Section 3.2
for details). These are to be reviewed by
Committee members before the next meeting in
Jeddah,

approve, modi fy or reject the Executive
Sub-Committee charges (a draft of these charges
will be circulated to the whole comittee before the

next meeting),
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3.2

Based on the decisions of the Islamic Banks meeting of

6 March 1988 (See, Section 2 ) the detailed charges of

the Follow-up Cormittee are as follows:

i)

ii)

iii).

iv)

v)

Communicate with all Islamic Banks regarding the
formation of the follow-up committee and its charges.

Study all the views that were expressed at the meeting
in Tunis with respect to the formation of a separate
financial accounting foundation for Islamic Banks and
consider  their implication  with respect to

establishing financial accounting standards.

Seek the views of all Islamic Banks on the formation

of a financial accounting foundation and the process

"of establishing financial accounting standards.

Identify and consider alternative options to the

formation of a financial accounting foundation.

Prepare and submit a report to all Islamic Banks not
later than January 31, 1989%. It is anticipated that
this report will contain the following:

a) Description of the Committee's methodology.

b) Description of the alternative option identified
and considered by the Committee for  the
establishment of accounting standards for Islamic
Banks including the formation of a separate

foundation.

c) Description of the Committee's views with respect
to the alternative options for the establishment of

accounting standards.

d) The Committee's recommendation as to the option
that should be adopted by Islamic Banks for



establishing accounting standards including the

reasoning why that option should be adopted.

e) An implementation plan for the option recommended
by the Committee.

vi) Present the Committee's recommendations to the 1989
annual meeting of Islamic Banks in Morocco with the

Islamic Development Bank for ratification.

vii) The follow-up committee will develop its own operating
procedures for carrying out its charges on a timely

basis.

Actions taken to implement the decisions of the
Follow-up Committee meeting of 7 March, 1988.

4.1

4.3

4‘4

On the recommendations of the Tunis meeting, the
Islaﬁic Research and Training Institute (IRTI) of IDB weas
involved in the work of the Feollow-up Committee. Dr. Ausaf
dhmed from IRTI was coopted as a Member, and Kazim Raza

Awan was made Coordinator.

The Chairman provided detailed terms of reference for
the Cocordinator. The latter sorted out the files and
documents of the Steering Committee. These are available
in IRTI for reference purposes. The Coordinator was also
made responsible to follow~up on the decisions of the

Committee.

A report on the activities of the Steering Committee
and the proposed charges and objectives of the Follow-up
Committee (FC) was prepared for the Tenth Meeting of
Directors of Operations/Investment of Islamic Banks held in
Cairo on 29 - 31 March, 1988.

Minutes and transcripts of the Tunis meeting were
prepared. Copies of the tape recordings were alsc made.
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These have been made available to interested parties and FC

members on request.

4.5

Under the directives of the Chairman, the Coordinator

started preparations for the next FC meeting (11 June,

1988): Visas, dates, venue and other formalities in liaison

with the designated FC members were undertaken.

Follow—-up Camittee Meeting : 11 June, 1988.

5.1

5.2

FC met at IDB headquarters in Jeddah.

A letter to be sent to all Islamic Banks {(IBs) on the

following outline:

a)

b)

c)

d)

.e)

£}

g)

h)

Proposed outline for letter to Islamic Banks

Brief historical background of Steering Committee;
stressing proposed mechanism for  promulgating

standards.

Brief description of Steering Committee

recommendations.
Description of proceedings of meeting in Tunis.

Formation of committee and reference to its attached

charges.

Request their feedback on committee charges

{questionnaire).

Request their input and feedback on Steering

Committee.
Recommendations (questionnaire).

Annex to letters, information about importance of

standards with practice from some IBs.



5.3

5.4

Choice of Consultants and their terms of reference

(TOR} were decided. Dr. Sabry Heikal would be requested to

continue as advisor, to cut costs local consultants would

be hired eépecially to carry out the field work.

Terms of reference to include:

i) Preparation of letters to IBS.

ii) Preparation of questionnaire.

iii) visit at least 4 IBS.

iv) Prepare papers for workshop.

The contents of letter and questionnaire to be

prepared by Consultants to concentrate on:

a)

b)

c)

d)

e)

£)

Study what happened in Tunis ?

Review meetings of Islamic Banks to identify areas
discussed to come up with classification of issues.
What is basic reason for raising them - is it lack of

clarity or a fundamental issue, etc.?

Provide suggestions to respond to these problems

and issues.

Study the accounts of financial accounting in general
within  Shariah  principles. Identify major

differences.

Consider accounting standards and show by example the
effect of not having acceptable accounting standards.

Show in study what kind of benefits can be derived
from accounting standards for Islamic Banks,

investors, banking executives, central banks, etc.



5!6

5.8

10

g) How to issue standards ? Case studies might help but

concentrate on how to promulgate these standards.

The Chairman observed that the Committee task is not
with setting up standards but to set-up the mechanism for

setting standards.

Budget for FC and its activities decided at roughly US
§ 100,000. Kuwait Finance House committed to contribute
§ 20,000. The same amount was pledged by Al Baraka. The
balance not exceeding 30% of the total to be given by IDB.
However, costs of attending FC meetings and seminar by
representatives of IBs will be borne by respective IBs as

per decision of IDB management.

The Vice President of IDB, Br. Ousmane Seck, assured
the meeting of IDB firmness to assist the FC in completing

its tasks.

In order to facilitate the work of the Follow-up
Committee, especially in view of the budget and time
constraints, an Executive Committee of the following was

formed:

Abdul Aziz Al Rashed, Chairman
Abdelgadir Banaga

Samir Badawi

Mohammad Towfig

Khalid Boodai

Shamshad Naﬁi

Ausaf Ahmad

Kazim Raza Awan, Co~ordinator

Executive Committee is to meet as often as required.

First meeting - 18 June, 1988.



6.

11
5.9 Follow-up Committee to meet : (a) lst week Of Octcober,
1988 to discuss arrangements for seminar, (b) lst week of

December, 1988 to finalize report for Morocco.

Executive Comnittee meeting of 18 June, 1988.

6.1 To implement the FC's programme the Executive
Conmittee met on 18 June, 1988 to clear future course of

action in detail.
6.2 The Chairman summarised the programme as follows:

a) The procedures to be followed and the tasks oOf the
- Coordinator were detailed - regarding the recording of

minutes, recording of meeting, transcriptions, etc.

b) Cleared 11 June, 1988 FC heeting minutes for

distribution to members.

c) Selected consultants. Determined their budget and

discussed in detail their tasks.

d) The seminar will address:

- What are the alternative mechanisms for accounting
standards. Present some kind of criteria (money,

independence, etc.)] to select one of these

- Study minutes of Tunis meeting (and tapes) and

address every question raised;

- Prepare report on how the previous committee's

recommendatons were arrived at;

- Theoretical study basis of accounting standards in
West and in Shariah (value for time. Address basic

principles);
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- Summarise/analyse the answers from the
questionnaires. Address the important views/issues

related to the objective of the committee;

— Define accounting standards and show by example
why they are important and for whom ? Benefits to

users very important.

v) Who should attend ? It was the overall agreement in
the meeting that invitations should be made at the
level of senior management, 1i.e. General Manager,
Financial Controller, etc. Suggestions were also made
to include the external auditors, Shariah scholars,
interested users and newspapers. However, there were
some doubts expressed about the advisability of

inviting newspapers.

vi) Selection of Consultants: The Chairman had made
contacts with Dr. Sabry Heakal, Dr. Abdul Rehman Al
Humaid, Dr. Abdullah A. Faisal (the latter two are
Professors of Accounting in King Saud University,
Riyadh) for their services as Consultants. They
agreed to work together at his request. Apart from
Dr. Sabry Heakal, since other two personalities are
from Saudi Arabia, they will be able to keep close
contacts between them and comunicate with Dr. Heakal
whenever necessary, who will not be making any trip to
Saudi Arabia. This arrngement was found to be
suitable by the Committee. As regards the fees, the
Chairman informed that it will be within the amount of
US § 30,000. The Chaimman indicated that he will be
assuming work as Coordinator between the Consultants

as much as possible.

7. MActions taken to implement decisions of
EC meeting of 18 June, 1988.

7.1 Minutes of FC's 11 June meeting were sent to all

members after clearance from Chairman.



7.2

7.3

7.4

7.5
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Lack of support staff prevented the coordinators from
transplanting the minutes of FC/EC meetings into Arabic.

Apart from minutes, proceedings of all the EC meetings
are recorded and cassettes have been made available on

request to FC members and consultants.

The Chairman in consultation with the EC appointed two
Professors of Accounting from King Saud University as
Consultants: Dr. Abdullah Al Faisal and Dr. Abdul Rehman
Humaid. They agreeed on terms and conditions. Dr. Sabry
Heakal also agreed to be the US based consultant for a lump

sum payment.

On the instructions of the Chairman} the Coordinator:

i) Prepared and despatched 3 files, containing all the
relevant material for the consultants to begin their

task.
ii) Tunis meeting recordings were also sent.

iii) A couplete set of documents was sent to Br. Mohammad
Towfiq of Al Baraka (new EC members) via Dr. Abdul
Razzak Kamel, Head of IDB's Islamic Banking Unit.

iv) Prepared detailed reports for follow up of FC/EC's

decision - placed to Chairman for approval.

v) Kept in constant touch with EC members for relevant

actions.

vi) Prepared a detailed survey of the bottlenecks and
possible solutions to implement the TOR of the

coordinator.

vii) Sent for information purposes to all FC members draft
copies of minutes of all meetings up to 18 June

meeting of EC.
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viii) Br. Shamshad Nabi prepared draft budget of FC for
discussion at the next EC meeting.

ix) Outside translator/transcriber hired to prepare a

sample transcription. Estimates of cost also
discussed.

7.6 A meeting of the EC was called for 12 July, it had to

be cancelled because of non—availability of members. The

Chairman, however, met several times with the local based
consultants to discuss the implementation of the prograrme
and Dr. Sabry Heakal was contacted by telephone. A
tentative time-table for the tasks of the consultants was

established to implement the following:

i) Preparation of letters to IBs
ii) Preparation of questionnaire
iii) visit to 4 IBS
iv) Preparation of papers for seminar
v} Preparation of report for Morocco meeting of IBs

8. EC meeting of Augqust 31, 1988.

8.1 The EC discussed the tentative time table of the
consultants work programme. After lengthy discussions the
following work plan was agreed upon:

Topic Person Responsible Date
Input for Questionnaire A. Banaga; S. Badawi;gSub- 4.9.88
for Islamic Banks (IBs) A. Ahmed; S. Nabi; Commi-

K. Awan. ttee
Draft Questionnaire Sub~Committee 6.9.88
and
Fax to Chairman K. Awan 6.9.88
Send copies of indivi- K. Awan 7.9.88

dual contribution to

Chairman by mail



Togic

Consultant to revise
Questionnaire and
letter. Send to IDB.

Distribute to
Sub-Conmittee

Finalize

Questionnaire and letter.

Send Questionnaire
with letter (including
invitation) to IBS.

Response from at
least one IDB

Visit to IBS
Complete follow-up
with other IBs
Response from IBs

Analyse results of
field work

Draft report/discussion

paper: field work plus
theoretical aspects

Distribute report/
discussion paper to EC

EC meeting in Jeddah -

Approve and send report/
discussion paper to full

FCASIB

FCASIB meeting to
inform, review and

" coordinate views for
seminar

Seminar

8.2 In view

15

Person Responsible

Al-Rashed/
Consultant

K. Awan
Sub-Committee to meet

at IDB

K. Awan

Designated EC member
(see Annexure I)

Consultants
Designated EC member
(see Annex I)

Mainly Consultants and
designated EC members
Consultants

K. Awan

K. Awan

EC

FCASIB

FCASIB and other
participants

Date

10.09.88

12.09.88

14.09.88

16.09.88

30.09.88

16.09.88
7.10.88

By 7.10.88
{within 3 weelk

30.10.88
{23 days)

8.11.88

8.11.88

15.11.88

29.11.88

30.11.83

s)

of the fact that the proposed meeting of

FCASIB to be held in the lst week of October 1988, could
not be accommodated due to the tight schedule of work,
was decided that a detailed letter ought to be sent to all

it



8‘3

8.4

8.5
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the members of FCASIB from the Executive Committee. This

letter would inform them of:

i) History of EC's meetings
ii) Minutes of meetings
iii) Questionnaire copy and letters to IBs

iv) Future programme

It would explain the reasons for the changes

considered necessary by the Executive Committee.

The Coordinator will follow-up the progress of
contacts with IBs by designated Executive Committee members

every 3/4 days.

IDB's management recommended that meribers of FCASIB
who represent IBs ought to pay their own air-fares and
hotel expenses while attending meetings of FCASIB. The
proposed budget was discussed and further revised. It was
decided that the total budget would be for US $ 100,000,
financed by US § 20,000 each from Kuwait Finance House and
Al-Baraka Group. The balance to be provided by IDB. Br.
Shamshad Nabi was given the task of following up this
matter with IDB's Management.

The Coordinator informed the Executive Committee that
selected OIC Central Banks are meeting at IDB Headquarters
on November 26~27, 1988. The Tunis meeting of IBs had
suggested that Central Banks of OIC should also be informed
of FCASIB's work. In view of this the Chairman suggested
that Br. Shamshad Nabi and the Coordinator would draft a
brief progress report of FCASIB's endeavours. This report
will be sent to the Chairman by mid-September and the
Committee will decide who will present it to the Central
Bank's meeting, provided the item is included in the agenda

by IDB's Management.
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9. Actions taken to implement decisions of
EC meeting of 31 August, 1988 meeting.

9.1 The revised programme of EC/FC was telefaxed to all FC
members for approval on September 5, 1988. See Annex II.
Most FC members sent their approval of the new work plan
plus changes in the budget to the Coordinator.

9.2 Inputs for questionnaire and letters from various EC
members to be sent to IBs were sent to consultants as per

schedule.

9.3 A Sub-Committee of the EC of members based in Jeddah
-was formed to coordinate and finalise the gquestionnaire and
letter. This Sub-Committee received these documents;
discussed them on 14.9.1988 in Jeddah. Their views were

communicated to the consultants.

9.4 The Sub-Committee also discussed the list of expected
participants and the subjects/topics to be coversd@ during

the proposed seminar.

9.5 The first complete draft of the questionnaire and
letter to IBs prepared by the Consultants and the Chairman
was received by the Coordinator on 13 September 1988. This
was put up for discussion in the following EC meeting on 14

September.

9.6 Due to a shortage of time the IDB meeting of Central
Banks could not include the accounting standards report in

its agenda.

10. EC meeting of 14 September 1988.

10.1 It was decided that the Consultants would visit at
least four IBs:
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a) Al Baraka Bahrain

b) Dubai Islamic Bank

c) Faisal Islamic Bank of Egypt

d) Pakistan (Habib Bank + Bankers Equity)

1) The Coordinator would arrange the itinerary,
tickets and meetings with the help of relevant FC

members.

ii) The questionnaire prepared by the Consultants with
inputs from EC members after a few amendments was

finalized.

iii) The questionnaires + letters + some other relevant
decuments would be despatched to all IBs by
September 18, 1988 addressed to Chief Executives.

iv) It was decided that one report would be presented
to the seminar for IBs, covering the theoretical
aspects and the analysis of the field work.

‘v) Participants for seminar are to include all IBs;
users; professional bodies; regulatory agencies;

and central banks.

vi) Seminar to be held on 30 November, 1988 as it would
be the most suitable date.

1l. Actions taken to implement decisions of
EC meeting of 14 September 1988 meeting.

11.1

11.2

The Chairman telefaxed a final version of the letter +

questionnaire to be sent to Coordinator.

Questionnaires with the detailed letter and asking for
nominations for services were despatched to 36 Islamic
Banks, including Pakistan, Iran and Al-Rajhi in Saudi
Arabia on 18 September, 1988.
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Arrangements for consultants' field trips were made by

Cctober 10.

Follow-up of questionnaires was carried out by the
Coordinator on a regular basis through telephone calls;
reminders by faxes/telexes. Also FC members were urged to
help. See Annex I for persons designated for following up

with IBs.

Consultants completed their field trips between 8 -~ 14
October, 1988.

12. EC meeting of 22 October, 1988.

12.1

12.2

12.3

1.2-4

12.5

Progress made on questionnaires and nominations for
the seminar from the IBs was reviewed. Due to the low
response it was decided to- send an Arabic version of the
letter sent earlier to the Chairmen of the IBs. Due to
time reguired for processing visas nominations were to be

solicited on an urgent basis.

FC mempers, particularly the Chairman and Consultants
would attempt to invite the Chairmen of Al Baraka and

Faisal Islamic Banks; and prominent users of IBs.

The EC discussed the results of the consultants' field
trip. Several suggestions were made particularly on the
need to review different alternatives for pranulgating
accounting standards as suggested in Tunis. Dr. Sabry
Heakal would attempt this part of the report, the other
consultants would prepare the empirical part of the study.

In view of the importance of Central Banks, it was
decided to send the letter sent to IBs to the main Central
Banks so as to keep them informed, and invite them for the

seminar.

The seminar will be on 30 November. The full FC will
meet on 29 Novembér.
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13. Actions taken to implement decisions of
EC meeting of 22 October 1988.

13.1

13.2

13.3

13.4

13.5

13.6

The Arabic translation of the letters sent to IBs was
despatched by 5 November 1988 by express de;ivery.

The english version of the letters was sent to 10
Central Banks. The Malaysian Central Bank will send
representatives to attend the seminar. The Pakistan State
Bank 1s expected to send the completed questionnaire as

well.

Due to the concerted efforts of the FC members and
consultants, a significant response from IBs to attend the

seminar has been achieved.

A briefing of the activities of the Follow-up
Committee for Accounting Standards was given to IBs by IDB
at the 1llth meeting of Directors of Operations/Investment
of Islamic Banks held in Sudan in November 1988.

EC members visited IBs that they deal with and invited
further responses to the questionnaire. The Chairman met
with the Chairman of Al-Rajhi to inform him of the FCs
programme and invite him to the seminar.

The consultants prepared a draft report to be

presented at the next EC meeting.

14. EC meeting of 15 November 1988.

14.1

Various ideas were discussed to increase participation
to the seminar. So far 35 nominations, including FC
members have been received. Fourteen representatives from
10 IBs have confirmed their attendance. And one Central
Bank (Malaysia) will also attend. Chairman suggested that
Pakistani Banks should also be represented at the Morocco
meeting. A separate briefing session for the Chairmen of

IBs may be arranged before Moroccoo.
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A detailed programme for the seminar and FC meeting of
29 -~ 30 November was chalked ocut.

It was reported that 8 caunpleted questionnaires had

been received so far.

The Consultants presented their report. It was
discussed in detail and amendments were suggested. Dr.
Sabry Heakal was requested to attend the seminar to present
the theoretical pért of the report. The other consultants
would also be present to report on the enpiri&:al part of
the report.

15. Actions taken to implement decisions of the
EC meeting of 15 November 1988 meeting.

15.1

15.2

15.3

15.4

Visas and other arrangements for the FC meeting and

seminar have been more or less completed.
Ten questionnaires have been received from:

Kuwait Finance House; Suudanese Islamic Bank; BEST,
Tunis; Qatar Islamic Bank; Faisal Islamic Bank,
Egypt:; Jordan Islamic Bank; Malaysian Islamic Bank;
United Bank Limited, Pakistan; Habib Bank,
Pakistan; and Bankers Equity Limited, Pakistan.

This represents a sample of one-third of the total
numbers of IBs contacted.

Copies of questionnaire will be available at the
seminar so that the remaining IBs may take the opportunity

to coamplete them.

Efforts are continuing to invite Chairmen of some of
the main IBs and also to include users.for the seminar. So
far 36 nominations have been received. Fifteen

representatives from eleven IBs have confirmed attendance.



le6.

22

15.5 The Consultants have revised their reports. After
translation into Arabic the reports will be dispatched

to all FC members before the seminar.

15.6 The Chairman, in view of the considerable efforts
made by the EC in accordance with 1its brief, has
directed the Coordinator to prepare this report as a
summary of all the activities carried out by the FC and
EC since Tunis. Minutes of all meetings referred to
here as well as audioc recordings are available with the

Coordinator.

Follow-up Committee Meeting of 29 November, 1988

16.1 The Follow-up Committee met at IDB headquarters in
Jeddah. This meeting was called to;

i) Brief the FC on the activities of the Executive
Comnittee

ii) Discuss the three papers prepared by the
consultants

iii) Finalize arrangements for the seminar to be held
on 30 November, 1988.

16.2 The coordinator of FCASIB highlighted the

activities of the FC as contained in this report,

circulated to the meeting.

16.3 The reports of the consultants were discussed at
length particular emphasis was placed on devising a
unanimous approach to find one alternative for
promulgating accounting standards. The FC decided that
the seminar would be free to discuss all the possible
alternatives and in concluding a specific alternative
would be highlighted.
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16.4 A detailed programme for the seminar was agreed

upon.

Seminar (Second Workshop) held on 310 November 1988

17.1 A total of thirty-nine participants attended the
seminar (at IDB headquarters), of which thirty-two were
non-IDB staff. Eleven member countries were
represented: Bangladesh, Egypt, Jordan, Kuwait,
Malaysia, Pakistan, Qatar, Saudi Arabia, Sudan, Tunis,
UAE.

17.2 Participants included senior officials, including
General Managers in some cases, from fifteen Islamic
Banks. Other professions represented in the seminar
included public accountants, academicians, Shari'ah

scholars and Central Bankers

17.3 As charged by the Tunis meeting of Islamic Banks,
the basic objective of the seminar was to present a
report on the various alternative structures for
promulgating accounting standards for Islamic Banks,

and to identify one option agreeable to all.

17.4 Resolutions of the Seminar;

i) It was unanimously agreed that there is a need for

accounting standards for Islamic Banks.

ii) Islamic Banks and other concerned and relevant
institutions {such as Central Banks, etc.) in all
countries should cooperatively establish accounting

standards for all Islamic Banks.
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Islamic Banks should endorse the creation of a

financial Accounting Standards Board.

The Accounting Standards Board should be

represented by: 1Islamic Bankers; Accountants in
public practice; Academicians; Fugaha: outside
users of financial statements (e.g. investors,
depositors, etc.); and other relevant institutions

{e.g. Central Bankers, etc.).

The following size and composition of the

Accounting Standards Board was endorsed:
Total size: 21 members.

Composition: 6 Islamic Banks plus 6 Accountants
in Public Practice plus 3 Fugaha
plus 2 Academicians plus 2 users
plus 2 representatives of relevant
institutions (especially Central
Banks).

The Accounting Standards Board (with or without an
independent foundation)} should be assisted by
full-time staff,

The Seminar proposed that the Follow-up Committee

prepare a full report based on the above
decisions, including suggestions for future
action. This report will be dispatched to Islamic
Banks, prior to their meeting on 17 Rajab 1409H
(23 February, 1989) in Morocco.
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Follow-up Committee Meeting of 30 November, 1988

18.1 This meeting reviewed the suggestions of the

seminar and agreed on the following:

i) The Accounting Standards Board of 21 members, may
form an Executive Committee of 4-5 members which
would meet more frequently, discuss the various
issues and submit its recommendation for the

congideration of the full Board.

1i) Regardless of whether a Standards Board is
approved or not, FCASIB should recommend the
setting up of a Supervisory Committee to undertake

the following jobs:

- establish the Legal Foundation for the Board;

- select the Board or Foundation Members
depending on the decision of the Islamic
Banks; and

- prepare bye-laws and take other steps towards
the establishment of the Board.

iii) With regard to the financial matters involved in
respect of the Board, it was suggested that these
should be looked into by the Committee proposed at

(ii) above.

18.2 It was decided that the Consultants should prepare:
the draft of the Report and submit it to the Executive
Committee of <the FCASIB. The executive Committee
would consider the Report and present it for
finalization at the next meeting of the Follow-up
Committee to be held in January, 1989. In that meeting
the procedure to be followed for presentation at the
Morocco Meeting of Islamic banks would also be decided

upon.
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EC Meeting of 30 November 1988

19.1 The meeting was convened to suggest the broad
areas to be covered by the Consultant's final report
for Rabat.

19.2 The following areas were suggested:

1) Introduction

ii) Background

a) Historical background upto Tunis meeting, the
assignments given at the Tunis meeting and
the work done by the Follow-up Committee till
the holding of the Seminar.

b) The ﬁrite-up on Seminar should contain
reference to the theoretical and empirical
part and the conclusions. Mainly in summary

form.
1ii) Alternatives:

a) The emphasis in the Report should be on the
alternatives and the mechanism to be adopted

for implementing the recommended approach.

b) The recommendations/mechanism for the
recommended approach should include the
proposal for the establishment of a Committee

with the following terms of reference:

- selection of the Board;

- preparation of the budget;
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- preparation of bye-laws;
- due process j? also other procedures;

- timetable.

These items should be just listed in the
Report and no elaboration is required to be
given,

iv) Conclusions/Recommendations

Actions taken to Implement Decisions of the
EC Meeting of 30 November 1988

20.1 To implement the timetable for completing the
consultants' report on time, the following measures

were taken:

i) The draft minutes of the seminar, meetings of the
Follow-up Committee and the Executive Committee
were prepared by 4 December, 1988. These were
circulated to all members of FCASIB.

ii) The Seminar report was sent to all participants by
10 December 1988.

1ii) The first draft of the Report was submitted by the
Consultants to the Chairman on 14 December, 1988.
The draft was sent to Members of the Executive

Committee by Fax on 16 December, 1988.

iv) Members of the Executive Committee sent their
comments on the draft Report to Coordinator, IDB
by 21 December, 1988.

v} Consultant's Report was available by 4 January,
1989.
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Follow-up Committee Meeting of 5 January, 1989

21.1 The Committee discussed at length the contents of
the report to be presented to the Rabat Meeting of
Islamic Banks. In this regards it was agreed that the
Islamic banks Meeting may be given an idea about the
cost, organization structure of the proposed
Supervisory Committee, ¢the Board and the issue of
control, continuity and other affairs of the Board etc.

It was finally agreed that:

i) A commendation could be made to the Rabat Meeting
of Islamic Banks for the establishment of a
Supervisory Committee. This Committee may be
assigned with the various tasks as indicated under
the Recommended Plan of Action to be part of the
final §¢part. In this respect consensus was also

arrived on the following points:

a) The initial term of the members of the

Supervisory Committee would be three years;

b) The Supervisory Comnittee would serve as a
link between the 1Islamic Banks and the
Accounting Standards Board and submit an
Yearly Report to the annual meeting of

Islamic Banks:

c) The Standing Committee will supervise and
nonitor the work of the Accounting Standards

Board;

d) The Supervisory Committee would have the
right to select Members of the Standards
Board for the first term. As regards the
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other details in this respect, i.e. the
tenure of Members of the Board, the procedure
to be followed for selection of Members of
the Board for the second term, etc., these
were left for decision by the Standing
Committee at the time of drafting of bye-~laws
and regulations of the Board.

e) The question as to whether the Supervisory
Committee should consist of only
representatives o¢f the 1Islamic Banks or
whether Members from other institutions or
professions could also be nominated on the
Committee was also discussed. Finally, it was
agreed to present the two options to the
Rabat Meeting of Islanic Banks for a

decision.

With regard to the Budget, it was pointed out that
it should consgist of expenditure for the
Supervisory Committee, the Accounting Standards
Board and the permanent staff. With regard to the
sources for the funds the following suggestions

were made:

a) The Members of the Supervisory Committee
representing Islamic Bank should bear the

cost of their visits to the meetings;

b) In addition to voluntary contributions form
the Islamic Banks, if any, all the Islamic
Banks should participate in the nominal
amount to meet the expenses of the permanent
staff;
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c) IRTI/IDB may be requested to continue to
provide facilities for hosting the meetings
of the Committee and the Board.

21.2 On the dquestion of report to be presented
in Morocco, the Chairman stated that the Follow-up
Committee will be meeting in Rabat, Morocco on 22
February, 1989, one day prior to the Islamic Banks
neeting to be held on 23rd February, 1989. By
consensus, it was agreed that the following members
will be responsible for the presentation of the report

of the Follow-up Committee:

1. Brief Introduction Mr. Abdul Aziz Al-Rashid

2. Theoretical Dr. Rifaat Abdul Karim
{about 5 minutes)

3. Needs and Importance Mr. Irtiza Hussein
(10 minutes)

4, Historical Mr. Samir B adawi
(10 minutes)

5. Work done from Tunis Mr. Abdelgadir Banaga
to Maghrib (5 minutes)

6. Plan of Action and Dr. Khalid Boodail
Recommendations
(10-15 minutes)

7. Cost/Budget Mr. Shamshad Nabi
(5 minutes)

8. Resolution IDB Representative

21.3 Keeping in view the previous experience, the
Follow-up Committee must be required to keep informed
the representatives of the banks before coming to the
meeting at Rabat. FCASIB members were assigned
individual banks to keep them abreast of the efforts of

the committee and the recommendations.
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22. EC Meeting of 15 January, 1983

22.1 At this meeting the following tasks were completed

and assigned:

i) A recommended plan of action was approved to be

included in the report for the Rabat meeting.

ii}) Other adjustments and last minute editing of the

report wastallocated to the coordinator.

iii) The tentative budget for the Supervisory Committee
and Standards Setting Award was disciissed.

Revisions were suggested.

iv}) Individual sectionsto be presented in Rabat were
discussed. To avoid duplication these are to be
made available to the Coordinator for circulation
to all members of FCASIB.

v) Reminders to be sent to FCASIB menbers for their

followLAP work on informing Islamic Banks.

vi) Brief summary of FCASIB work and proposals to be
prepared by Shamshad Nabi and Coordinator. This
will be s8ent to prominent Chairman of 1Islamic

Banks.

22.2 Because of need for prior circulation of report to
Islamic Banks, it was decided that all the requisite
tasks should be completed prior to January 22, 1989.

22.3 The final meeting of FCASIB will be held on day
before the Islamic Banks meeting on 23 February, 1989.

rpt2.08.ka.snr.
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EXECUTIVE SUMMARY OF REPORT ON

"THE CONCEPT OF ESTABLISHING ACCOUNTING STANDARD
FOR ISLAMIC BANKS"

Prepared by

The Follow-up Committee for Accounting Standards
Istamic Banks (FCASIB)

Jeddah, January 1989
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1. Historical Background

1.1 At the meeting with the Islamic Banks held in March 1987

1.2

1.3

on the occasion of the 11th Annual Meeting of the Islamic
Development Bank (IDB) in Istanbul, a paper was presented
by IDB on the need for setting up accounting standards for
Islamic Banks and it was suggested that a Workshop on the
subject be held to examine the subject and make recommen-

dations to the Islamic Banks.

The Workshop on accounting standards for Islamic banks

was held on 7-8 September 1987 at the IDB Headquarters in
Jeddah, The parti-
cipants to the Workshop represented Bankers from Islamic
Banks, Accountants, Auditors, representatives from Govern-
ment regulatory agencies and experts on Shari‘ah. The
participants agreed that there was a need for accounting
standards for Islamic banks within the Shari'ah framework
and formed a Steering Committee, whose members were from
various disciplines. The IDB financially supported the
holding of the Workshop on the work of the Steering

Committee as it was of a pioneering nature.

The Steering Committee was assigned the responsibility of
suggesting a framework for promulgating accounting stand-
ards for Islamic banks including the accounting standards
body. Their report was presented to the meeting with

Islamic banks on the occasion of the 12 Annual Meeting of

IDB on 18 Rajab, 14084 (6 March, 1988) in Tunis.




1.4 The participants of the 12th Annual Meeting of IDB  empha-
sized that the standards are badly needed. And although this
report wasrwe11 recefved, some participants raised points
in the report which needed further examination. The
Islamic banks elected a new Follow-up Committee of 18 members
including several senior officials from Islamic Banks to

study the subjett further.
1.5 The Follow-up Committee (FC) was given the following tasks:

i) To prepare a report comprising alternatives and options
for setting Accounting Standards for Islamic Banks tak-
ing into consideration the observations and comments
made by the Islamic Banks rebresentatives in the Tunis
meeting; and to submit a report to ;?e Islamic Banks

meeting in Rabat on 23 February, 1989.

ii) To convene a meeting in IDB Headquarters in Jeddah to
be attended by IBs' representatives before the Rabat
{ meeting to discuss the report and to identify one

particular alternative agreeable to all.

1.6 The FC and its Executive Committee (EC) met almost every
fortnight to fulfil its briefs {including the hiring of
three consultants; dispatching letters including a histori-
cal background and questionnaires to all Islamic Banks;and

conducting visits to selected Islamic Banks):

i} A report was duly prepared incorporating the researches

prepar ed, results of questionnaires and field visits

5A25 -2-
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1.7

and alternatives for promulgating standards.

ii) This report was discussed at a seminar held at IDB
Headquarter in Jeddah on 30 November 1988. About 40
participants, including a number of senior represen-

tatives from 15 Islamic Banks attended.

A comprehensive report was prepared including the results

of the actions - mentioned in item (1.6}, and the plan of
action prepared by FCASIB. The report was sent to the
Islamic Banks together with a copy of the researches and the

findings of the seminar - . wentioned in item (1.6.2).

Seminar Recommendations

After thoroughly discussing the various alternatives presented

the following was agreed upon:

i)

i)

1i1)

iv)

It was unanimously agreed that there is a need for account-

ing standards for Islamic Banks.

Islamic Banks and other concerned and relevant institutions
(such as Central Banks, etc.) 1n all countries should
cooperatively establish accounting standards for all Islamic

banks.

Islamic Banks should endorse the creation of a financial

Accounting Standards Board.

The Accounting Standards Board should be represented by:
Islamic Bankers; Accountants in public bractice; Academi-

cians; Fuqaha; outside users of financial statements .

-3-



- -

5A27

v)

vi}

vii)

(e.g. investors, depositors, etc.); and other relevant insti-

tutions (e.g. Central Bankers, etc.).

The following size and composition of the Accounting Stand-

ards Board was endorsed; total number being 21 members.

Composition: 6 Islamic Banks plus 6 Accountants in Pub-
Tic Practice plus 3 Fugaha plus 2 Academi-
cians plus 2 users plus 2 representatives of
relevant institutions (especially Central

Banks).

The Accounting Standards Setting Board should be assisted by
full-time staff.

The Seminar proposed that the Follow-up Committee prepare a
full report based on the above, including a plan of action
for setting the standards. This report will be despatched
to Islamic Banks, prior to their meeting on 17 Rajab 1409H
(23 February, 1989} in Morocco.

Recommended Plan of Action for Setting Standards

After thorough discussions and the study of several alternatives,

it was perceived that the best methods to set Accounting Stand-

ards for Islamic Banks are as follows:

3.1

The Islamic Banks and related financial institutions would

endorse the creation of:

a) Supervisory Committee and

b} Standards Setting Board which is to be assisted by full
time staff.
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3.2 The Supervisory Committee would implement the following:

3.3

3.4

i} Register the Board as an autonomous legal entity.

1i) Prepare statute and by-law for the Board.
j1i) Prepare 3-year Budget and allocate sources of funds.

iv)  Appoint members of the Standards Setting Board. Sugges-

tion is for twenty-one members The composition is as

follows:

6 Islamic Banks plus 6 Accountants in Public Practice

plus 3 Fugaha plus 2 Academicians plus 2 users plus

2 representatives of relevant institutions (especially

Central Banks).

The Rabat meeting is to decide upon one of the following
two alternatives regarding the membership of the Supervisory

Commi ttee: ‘.

a) Exclusively from Islamic Banks
b) Both Islamic Banks and other {e.g. Accountants in Public

practice; Central Banks; etc.).

The size and composition of the Supervisory Committee is also

to be decided by the Rabat meeting.

Indicative Budget

4.1

Supervisory Committee:

Given the assumption that the total number on the Supervi-
sory Committee will not exceed 21; Islamic Bank representa-
tives on these bodies will meet their own expenses; and
the Supervisory Committee will carry out specified tasks

then meet once a year after the establishment of the Board;

~5a



the tentative expenditures are estimated as:

a)

b)

Non-recurring expenditures:

These include expenses of the Committees several meet-
ings during the first year, to establish the Standards
Setting Board, draw up the Committee’'s and Board's bye-
laws, and to raise funds amounting to US $ 50,000

required for these purposes until the establishment of

~the Board.

Meeting Expenses

3 meetings @ US $ 15,000/- per meeting,
air fares, local transportation and

actual expenses at hotels. 45,000
Stationery, telex, telephone, fax 5,000
30,000

£

Annual expenditures

These expenditures cover the annual meetings' expenses
amounting to US $ 20,000.

1 meeting @ US $ 15,000/~ per meeting 15,000

Miscellaneous Expenditure 5,000

4,2 Standard Setting Board:

Given the assumption that the total number on the Standard

Setting Board will not exceed (21); Islamic Bank represen-

tatives will meet their own expenses; and the Board will

meet four times per year; and that during the first year

the Board draw up the Standards Setting Programme and pre-

pare the objectives and concepts of financial accounting

for Islamic Banks in addition to one financial abcounting

5A29
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standard for Islamic Banks, the tentative expenditures

are estimated as:

a)

(1)

(2)

(3)

b)

5A30

Re-curring Expenditures:

Board meetings

21 members - 4 meetings @ US $ 20,000/-

per meeting, air fares, local transporta-

tion and actual expenses at hotels.

Permanent Staff - Salarfes & Benefits

Executive Director
2 Professional staff members

Secretary to Executive Director

1 Stenographer
1 Administrative Assistant
1 Messenger

Premises rent and other
administrative expenses

Rent of premises

Cooling, Lighting, Office
cleaning

Telephone, telex, fax
Stationery

Travelling

Library

Miscellaneous

Capital expenditure

Office partitioning & fixtures
Office furniture & fittings

125,000
150,000

40,000
30,000
30,000
15,000

20,000

20,000
20,000
5,000
10,000
2,500
2,500

20,000
80,000

Us s

80,000

390,000

80,000

100,000
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INTRODUCTION

At the meeting of Islamic Banks held in Tunis in March 1987, a follow-up
committee was formed and charged with establishing accounting standards for
Islamic Banks. The Committee was also requested to submit to §he upcoming
meeting {to be held in Morocco ) a report on its activities and to present
a proposal delineating a specific method for establishing accounting
standards. In response whereof this report has been prenared to cover the

following:

I. Historical survey.
I1. Summary of papers presented to the Second Workshop.
III. Alternatives for establishing acccunting stiandards for Islamic bank.

IV. Recommended Plan of Action.
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1 ~ HISTORICAL DEVELOPMENT OF THE PhOJECT-

INCEPTION OF THE CONCEPT (March 1987)

The spread of multi branch Isiamic banks throughout the worid; the
diversity of their operations and the great volume of their assets
have led to a reconsideration of conventional accounting systems; an
assessment of their capability in measuring financial events, and
reporting resuits of operations to interested usars such as owners,
denositors and others. This trend of thought coincides with the
basic concept emp]éyed by Islamic banks in their dealing with ownars
of funds on the one hénd and areas concerned with the employment of
those funds on the other. This concept is basad on the principles
of Sharia.and is governed by the Islamic transactional jurispruden;e,
as contrasted to the concepts which govern the cperations of tradi-
tional commercial banks which basically depand on western econcmic

thought and Tocally oriented laws and reguiations.

From this perspective it was felt that there is an immediate nead
for the establishment of accounting standards which would govern the
functions of measurementi, presentation and general disclosure in
Islamic Banks. This need was apparent due to the fact that Islamic
bank activities are significantly different from those of commercial
banks, and, because the nature of relationship between parfies
concerned with funding the activities in Islamic Banks are different

from those of western commercial banks.
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This trend of thoughtfhas led the Islamic Development Bank to come up
with the initiative of establishing accounting standards for Islamic
banks at the annual meeting of Islamic Banks held at Istanbul on the
27th of March 1987. This initiative was discussed by participants in
the meeting who agreed that a workshop should be convened to discuss
the subject from all dimensions and to submit a proposal for further

development.

FIRST WORKSHOP (September 1987):

In Tine with the resolution made by the meeting of the Islamic banks at
Istanbul held on 27th March 1987, a workshop was convened at the head-
quarters of the IDB in Jeddah on the 7th and 8th of September 1987 to

discuss the subject.

Two papers were presented at the workshop, as follows:

i) The nesd and rationale for setting up accounting standards for
Islamic Banks;

ii) An approach to establishing Accounting Standards for Islamic
Banks.

The workshop decided to appoint a steering committse. Hembers of the
committee included Public Accountants, Islamic Banks, &cademicians, and
Sharia experts. The Steering Committee was requested to: (a] investigate
the experience of other countries in establishing accounting standards;
(b) consider a1ternative structures for the accounting standards

setting process; and (c) recommend a structure for the promulgation

of accounting standards for Islamic Banks. The IDB agreed to fund

the work of the steering committee.
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THE STEERING COMMITTEE (Until March 1988):

The first workshop defined the terms of reference for the Steering

Committee as follows:

a)

b)

c)

d)

e)

Accounting standards for Islamic Banks should be established by an
independent body.

The constituents affected by the promulgated standards should be
represented in the recommended sfructure including, Islamic

banks, professional accounting bodies; acadsmicians, fugahs,
capital market organizations and governmental regulatory acsnciss.
The body established to develop accounting standards must adopt a
due process that is fair and is perceived as being fair.

The body must be adequatsly funded.

The authority of the body must be recognized by those who must

comply with its pronouncements.

The Steering Committee proceeded to carry out its charge as follgws:

1)

2)

A consultant was requested to prepare a comparative study on the
accounting standards setting process in the United States,
England and at the international level. Tne study was complatad
and presented to the Steering Committee.

The steering committee met with the consultant to:

a) Review the results of the comparative study; and

b} Identify the basic standard setting process issues for wnich

alternative solutions must be identified and considered.



3)

4)

6)
7)

8)

10)

The consultant prepared a comprehensive 1isf of issues and
relafed alternatives and presented them to representatives of the
Steering Committee to cbtain their views.
Views of the Steering Committee on the standard setting process
issues were discussed with representatives of the committee and a
tentative agreement was reached on the basic structure.
The consultant was requested to prepare recommendations for an
accounting standards setting body for Islamic Banks based on the
tentative agreement on the basic structure.
Recommendations were prepared by. the consultant and submittad to
the Steering Committee for review and consideration.
The steering Committee met with the consultant to discuss and con-
sider the recommendations. Several modifications were agrsad to.
A final report titled "Establishing Accounting Standards for
Islamic 3anks" was prepared and sent to Islamic Banks.
The Steering Committee presented the final report to representa-
tives of the Islamic Banks meeting in Tunis on the 6th of March
1988.
The Steering committee ceasad to exist as it has completed the

task assigned to it by the workshop in Jeddzh.

D)  THE ISLAMIC BANKS' MEETING IN TUNIS(MARCH 1988)

Representatives of the Islamic Banks, meeting in Tunis on the 6th of

March 1988, were in full agreement about the nead for establishing

accounting standards for Islamic Banks. However, certain questions
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were raised regardihg the Steering Committee’§ recomhendétions. Those

questions centered around the need to consider alternative structures

for promulgating accounting standards for Islamic Banks. Accordingly,
representatives of the Islamic banks at the Tunis mezting agread to
appoint a follow-up committee with the following charges:

1) To develop its own terms of reference in consultations with the
Islamic Banks.

2) To prepare a report suggesting various alternatives and cptions
duly incorpdrating all the observations and comments mads by the
representatives-at the meeting in Tunis for submission to the
Islamic Banks.

3) To convene a meeting in Jeddah before the next Annual Mesting of
Islamic Banks to discuss the report and to identify ons particular

option agreeable to all.

It should be noted that about 50% of the Follow Up Committee members
are chief or senior executives of Islamic Banks. In addition, saveral
members of the previous Steering Committes were selected to serve on

the Follow-Up Comnmittes.

E)  THE FOLLOW-UP COMMITTEE (UNTIL 29 NOYEMBER 1988)

In conformity with the recommendations of the Tunis meeting, the
committee held several meetings in Jeddah and Riyadh (a full report of
the following Committee's activities is given in Appendix 5) and resolved

to commission three experts to assist in the conduct of a study the

4811 _6-



4812

findings of which would be presented to the Second Workshop on Islamic

Bank Accounting Standards. The committee defined the following steps

to proceed with this study:

1)

2)

3}

4)

5)

6)

7)

8)

Prepare a comprehensive questionnaire to solicit, among other
things, the Islamic Banks views on (a) accounting staﬁdards, (b)
the process of establishing accounting standards and (¢) the
Steering Committee recommendations.

Conduct a limitad number of interviews with Islamic Banks to gain

an in depth understanding of existing practices and the practical

“problems associated with establishing accounting standards.

Compile and analyze the results of the questionnaire.

Compile and analyze the results of the interviews.

Prepare a paper summarizing the results of the questionnairz and
interviews.

Prepare discussion paper setting forth aiternative structures for
standard setting.

Convene a meeting in Jeddah of representative of Isamic Banks to
discuss the results of the questionnairs and interviews and
solicit their views -on the alternatives identified in the discus-
sion paper.

Prepare a report on the findings of the studies conducted by the
Consultants for presentation at the second workshop of Isiamic

Banks to be convened in Jeddah.



F)

The follow-up committee held several meetings in Riyadh and Jeddah to
discuss with the consultants the findings of their studies and the

final draft of reports which will be presented to the second workshop.

SECOND WORKSHOP (NQVEMBER 30, 1988)

A second workshop was held at the IDB headquarters in Jeddah. It was
attended by members of the follow-up committes and 2 large number of
representatives from Islamic Banks besides the Committee's commissioned
consultants, who presented their report. After discussions and delibera-
tions of the concepts presented, participants in the workshop resolved
as follows: - )
Al  Reemphasise the need for Islamic bank accounting standards.
B} Emphasise the necessity for a body incharge of establishing

such accounting standards and their development.
C) Present specific recommendations to representatives of Islemic

banks at their upcoming meeting in Morocco on 2ll aspects of

forming such a body.
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11 - SUMMARY OF PAPERS PRESENTED TO THE SECOND WORKSHQP

&

As stated before, three consultants were commissioned to study the subject
of establishing accounting standards for Islamic banks. The consultants
presented their findings in three papers to the participants in the Second
workshop convened in Jeddah on November 30, 1988. The three papers covered
the conceptual and practical aspects as well as the method of establishing
standards. Following is a brief survey of these thres papers. For further
details reference may be made to the full text of respective papers in
appendices 1 to 3.

A)  THE CONCEPTUAL DIFFER%NCE BETWEEN FiNANCIAL ACCOUNTING

FOR ISLAMIC BANKS AMD FINANCIAL ACCOUNTING FOR WESTERN
COMMERCTAL BANKS:

1) OBJECTIVE
This paper aims at delineating the conceptuzl differences hetween
financial accounting for Islamic banks and financial accounting
for Western Commercial banks. It tackles, at the conceptual lavel,
the risks involved in the nonavailability of accounting standards
for Islamic banks.

2)  CONTENTS
This paper presents an overview of the nature of financial
accounting, the nature of accounting standards, the conceptual
difference between financial accounting for Islamic banks and-
financial accounting for Western Commercial banks, and the neesd
of Islamic banks for such standards.

3) COMCLUSIOM

This paper concludes that, at the conceptual level, accounting
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standards applid%ble to commercial banks cannot be adopted by
Islamic banks. This is due to economic substance differences and
information requirement differences. The nead is therefore,
evident for Islamic bank standards because if this requirement is
not fulfilled investors and depositors confidence in the financial
statements of Islamic Banks will be eroded, which will, sooner or
Jater, lead to the flight of invested funds away from Islamic
Banks. Such a danger would negatively affect the entire

concept of Islamic banking.

B}  REPORT ON THE FTELD VISIT TO ISLAMIC BANKS

1)  O0BJECTIVE
This paper aims at shedding some light on the findings of the
field visit made by the follow-up committes's commissioned

consultants whose stated objectives were as follows:

i}  Acquaint officials of visited banks at top executive levels
of the notion of laying down accauntancy standards for Islami¢
banks; explain the need for such standards and review the
measures takan to date in the direction of establishing
these standards.

i1} Discuss the questionnaire form already sent to these banks
to ensure the possibility of filling it out and returning
same as soon as possible.

iii)  Survey accounting systems applicable in each bank with
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2)

4818 .

vi)

v)

respect tormeasurement of financing and nvestment opera-
tions and reporting of results to all interested users of
the financial statements.

Solicit the opinion of Islamic bank executives with regard
to the efficiency of épp]icab]e systems and the problems
encountered in the measurement and reporting of results
taking into consideration the difference between the basic
principles and practices adopted by Islamic banks and thoss
applied to commercial banks.

Ascertain the comparability of Islamic bank activities in an
attempt at specifying aspects of similarity and difference
in accounting practices of respective banks, taking inte
consideration the necessity to reach an agreement on basic
principles with an allowance for variations in subdivisions,
in-conformity with doctrinal schools which agree on basic
principles and give leeway for variations on further

ramifications of shose principles.

This report also gives an analytical account of questionnaire

data obtained from Islamic banks and concludes with overall

recommendations on the basis of findings of both the field visit

-~ and the questionnaire.

CONTENTS

This paper gives a descriptive account of the information collec-

ted during the field visit. Financial institutions interviewed
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were classified into categories according to their financial
activities, measurement and realisation of income, computation and
appropriation of net income, presentation of sources and applica-
tion of funds and the presentation of income statement. Question-
naire findings were also analysed and classified into census
information on Islamic Banks, relations of Islamic banks with
regulatory agencies, financial information regorting, information
on accounting standards for Islamic banks, and the opinion of Islamic
banks on the process of establishing accounting standards for
Islamic banks. The report concludes with overall recommandations
made on the basis of field visit findings and questionnairs

analysis.

3)  CONCLUSION

As a result of this field visit and analysis of questionnaire data

the following findings are concluded:

i} There is a difference of opinion over the bank's measurement
of income and timing of its realisation. This differencs
leads to the fact that ngn-income items are included in net
income or realisaed income is not included in the financial
statements of a given financial year. This may deprive
investors from the return realised on their investments

which may be channelled to other depositors. All of these
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ii)

iii)

iv)

problems could be attributed to the app1ication of a tradi-
tional accounting system which is characterised by periodic

reparting and adoption of the accrual concept.

There is a difference of opinion aover the measurement of
expenses and their matching with revenues. Lack of matching
may result in charging certain expensas to income with which
they may have no direct or indirect relationship. Tnis
means that certain deposits will incur expenses that ars not
related to their investments, hence exempt other depositors

from such expenses.

There is & difference gver the method of net income distri-

bution between owners and depositors. A variety of tschniques

are presently applied which do not Tead to the same result.

There is a difference of opinion over the method of bank
asset measurement which is also a result of the difference
over the measurement of income/expense and the differenti-

ation between bank's assets and depositors’ assets.

There is a difference of opinion over the measurement of the
bank's obligations due to the lack of a clear-cut understand-
ing with respect to the depositor/bank relationsnip.

Islamic banks still treat the depositor as a creditor
although the bank does not guarantee the security of depositor

investment accounts.
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vi)

vii)

viii)

ix)

4821

There isvafdifference in the measurement of owners' equity.
For example, formation of reserves (provision) in certain
banks is made prior to allocation of net income to stock-
holders and depositors. Such provisions would, therefore,
contain part of the depositor funds. In Commercial banks,
on the other hand, such deductions fall within the scope of

owners' equity.

There is a difference in the method of presentation and item
titles used in the financial statements. Certain banks

still app]y'ihe traditiona{ accounting systiem and its usual
form of presentation and c1assificatioﬁ of accounts which
does not provide interested users (of the financial state-
ments) with sufficient information on the actual relationship
be;ween the Islamic bank and depositors on the one hend, and
the Islamic Bank fields of its funds investment on the other

hand.

There is a variation in the method and degqree of disclosure
from one bank to another, which leads to difficulties of

comparability of data from different banks.

There is a difference in concepts adoptad by various banks
which could be attributed to a controversy of comprehension

at the level of actual application.
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In consideration of the above, the study gfoup emphasises the need for

the following:

i)

ii)

-ii1)

iv)

Clear-cut definition of Banking practices which conform with the

goals of Shariaa.

Clear~cut definition of a conceptual design for Islamic Bank
Accounting, including, but not 1imited to, a specifically defined
accounting period and a clear definition of concepts like investment,

deposit, loan, and items of the financial statements.

On the basis of accepted p;actices and specific definition of
concepts, appropriate accounting standards may be established to
measure such practices in conformity with defined concepts. This
need was clearly felt by the work group during the field visits
and further confirmed by the results obtained from the analysis

of the respective questionnaire.

It is further necessary to form an independent organisation to be
entrusted with development and publication of accounting standards
for Islamic banks. This organisation should include members

with sufficient professional knowladge of financial matters and of

Shariaa related issues.
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C) DISCUSSION PAPER ESTABLISHING ACCOUNTING STANDARDS FOR ISLAMIC
BANKS-CONSIDERATION OF ALTERNATIVE STRUCTURES FOR THE STANDARD
SETTING PROCESS:

1}  OBJECTIVE
This paper aims at identifying, for discussion purposes, as many
practical alternatives as possible in order to establish accounting

standards for Islamic Banks.

2)  CONTENTS
This paper presents the following six issues for discussion:

ISSUE NO. 1:-Who should establish accounting standards for

Islamic Banks?

ISSUE NO. 2: If accounting standards were to be established

through the cooperative efforts of all Islamic
banks, what form should this cooperation take?

ISSUE NO. 3: If an accounting standards board were to be

established to promulgate standards for Islamic
Banks, who should be representad on the board?

ISSUE NO. 4: Size and composition of the accounting standards

board?

ISSUE NO. 5: If an independent foundation were %o be creatsd

to sponsor the standard setting process for
IsTamic Banks, what would be the appropriate
size and composition of its board of Trustees?

ISSUE NO. 6: If an accounting standard board were to be estab-

lished, either within the frame of an independent
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foundation or without an independent‘foundation,

should it be assisted by a full-time staff?

Following the presentation of each issue, a number of alternatives
were discussed; pros and cons of each such alternative were also
delineated. For further details on any of the thres papers reference

can be made to appendices 1 to 3.
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IIT - ALTERNATIVES FOR ESTABLISHING ACCOUNTING STANDARDS
FUR ISLAMIC BANKS

Each of the above stated six issues and relevant alternatives were discussed
separately and positive features as well as limitations of each alternative
were defined. Participants in the second workshop made certain recommenda-
tions for establishing accounting standards for Islamic Banks. Following is
a survey of those alternatives, the method adopted for establishing standards
and the steps necessary to put this proposal into effect.

A}  ALTERNATIVES AVAILABLE; ADVANTAGES AND DISADVANTAGES
OF EACH ALTERMATIVE:

ISSUE NO. 1 - Who should establish acéounting standards for Islanic
Banks?

ALTERNATIVES

a) Each Islamic bank should establish its own accounting standards.

b) A1l Islamic Banks within a particular country should cooperatively
establish accounting Standards for Islamic Banks in that country.

¢) The Islamic Banks in all countries should cooperatively establish
accounting standards for all Islamic Banks.

d) The Central bank in each country should establish accounting
standards for Islamic Banks in that country.

e} . Tne Central Banks of all countries with Islamic Banks should cooper-
atively establish accounting standards for Islamic banks in &1l
countries; |

f)  The IDB should establish accounting standards for Islamic Banks.
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DISCUSSION

"

1}  Alternative (a) is an endorsement of the status quo. Although it

provides each bank with the maximum degree of flexibility in

accounting for the transactions, events and circumstances affect-

ing its financial position and results of operations, it has the

following disadvantages.

0

4B26

Potential lack of comparability between the financial
statements of Islamic Banks even at tha country level.

Lack of comparabiiity between the financial statements of
Islamic Banks may reduce users' confidence in those financial
statements.

The overall cost of establishing accounting standards for
[slamic Banks will be the high. Each bank, at least in
theory, will be duplicating efforts to establish accounting
standards.

One of the main premises of Islamic Banking is that all
transactions are conducted in accordance with the Shariaa.
Sharjaa is universal, j.e., is not based on Tocal laws which
are unique to a particular country. Accordingly, similar
transactions should be subject to the same accounting
standards regardless of which bank is conducting them. This

alternative may not achieve this objective.
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2) Alternative (b} represents a slight improJement over alternative
(a). It has the potential for an increased degree of compar-
ability of confidence in the financial statements of Islamic
banks' within a particular country. However, it has the following
disadvantages:

0 Potential lack of comparability of financial statements of
Islamic Banks issued in different countries.

0 The overall cost of establishing accounting standards for
all Islamic banks, although might be lower than under
alternative. (a), will still be high. Each country, at least
in theory, will be duplicating efforts to establish account-
ing standards for Islamic Banks.

0 This alternative is also inconsistent with the premise that
Islamic banking transactions are conducted in accordzncs
with Shariaa. Accordingly similar Islamic banking trznsac-
tions should be subject to the same accounting standards,

irrespective of which country they are conducted in.

3) Alternative (c) has the obvious following advantages:
0 The potential of achieving a higher degree of comparability
of and confidence in the financial statements of Islamic
Banks than alternatives (a) or {b).
0 Lower cost of developing accounting standards than altasrna-
tives (a) or (b) since duplicate efforts will not be necessary

at the bank or the country levels.
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4)

4828 -

Consistency with the basic premise underlying Islamic
banking transactions i.e., they are conducted in accordance
with Shariaa.

High potential for general acceptance of established account-
ing standards since such standards will have resultad from

cooperative efforts of all Islamic banks.

There are, however, practical issues associated with this altarna-

tive such as, the form and structure of the cooperation, funding

and representation. These jssues are specifically addressad

" later in this paper.

Alternatives (d) and (e) have the advantage of a potantially

higher deares of ccmpliance with promulgatzd standards than all

other alternatives. However, these two altsrnatives suffer irom

the follbwing disadvantages:

o]

The promulgated accounting standards arz2 likely to have a
very narrow focus. The perspective of central banks might
not adequately take into consideration the information neesds
of other interested users (e.g. current and potential owners
and depositors, etc.).

The promulgated accounting standards are likely to be in the
form of rigid rules as opposed to guidelines.

The speed by which standards can be issued will be very much
affected by the bureaucratic rountines that must be followed

by central banks.
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5)

The extent:to which input from Islamic Bankers and others
will be sought or considered will be a function of the
competing demands on the central bankers' time and their

interest in the subject matter.

In addition, alternative (d) has the disadvantaée of a
potential lack of comparability between financial statements
issued by Islamic Banks in different countries. O0On the
other hand, alternative (e) has significant practical
problems asgociated with it. Those center around the fiscal
and monetary policy differences between countries which
could cause agreement on standards by different central

banks to be very difficult to achieve.

Alternative (f) has some advantages. Those center around the
ease by‘which it could be implemented. However, the IDB has
indicated repeatedly in the past that their role is one of a

- facilitator, i.e., getting the islamic banksrs to agres on a
structure for the promulgation of accounting staﬁdards without

assuming the full responsibility for promultzting those standards.

ISSUE NO. 2 - If accounting standards were to be established through

4829’

the cooperative efforts of all Islamic banks, what form

should this cooperation take?
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ALTERNATIVES

a) Islamic banks should endorse the creation of a financial accounting
standards board. Islamic Banks would appoint board members and
select its chairman. Board members would serve on a part-time

basis.

b]  Islamic banks should endorse the creation of an independent
financial accounting foundation. The foundation would be governad
by a part time board of trustees. The board of Trustees would
appoint an accounting standards Board and sa]éct its chairman.
The board of Trustess would oversee the financial and administra-
tive aspects of the operations of accounting standards board.

The accounting standards board would serve on a part time basis.

DISCUSSION

Alternative ta) presents less complexity than alternative (b}.
Accordingly, it micht be easier to implement thzn alternative (b). 1In
addition, it could be argued that the chances for acceptance of the
promulgated standards by Islamic banks might be higher under &lterna-
tive (a) since the standard board would be appointad by the banks.
However, alternative (a) has the following disadvantages:

0 The Standards Board might be percieved by outside users of the

financial statements of Isliamic banks as being an arm of those
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banks. Under these circumstances, general acceptéhce of standards
promulgated by such a board will likely to suffer. Without
general acceptance by users of the standards governing the
preparation of the financial statements, the credibility of those
statements might not be enhanced. Expereience with the standards
setting process in the United States and other western countries
has shown that it is important for the standard setting process
to be percieved by the outside user of the financial statements

as being independent from those who prepare the financial

- statements.

Accounting standards are developed in the main for the bensfit
of those who do not have the power or autnority to obtain infor-
mation that is relevant to their decision making needs, i.2.,
outside users. A standards board that is controlled by the
IsTamic banks might run the risk of not taking adequate consider-

ation of the information needs of outside users.

In spite of its complexibity, alternative (b) has several advantages

as follows:

0 It enhances the independence of the standard setting process.

0 It provides a mechanism through the board of trustees for an
objective evaluation of the effectiveness of the standards board
in promulgating standards.

0 It enhances the likelihood of serious consideration of the infor

5A4

-mation needs of outside users in the standard setting process.
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0 It provides for the separation between the sources of funds
needed to carry out the operations of the standards board and
standard setting. Under this alternative the board of trustces
would be responsible for raising the funds needed for the
standard setting process. Yet the baord of trustees would not

have any technical authority with respect to standards setting.

ISSUE NO. 3 - If an accounting standards board were to be estabiished
to promulgate standards for Islamic banks, who shculd be

representad on the board?

ALTERNATIVES

a} Accountants in Public practice, Islamic bankars, accounting

[1¢]
£y

educators, Fuqaha and outside users of financial statements (e.qg.
investors, depositors etc.)

b) Same as (a) with the addition of central bankers.

¢) Same as (a) without outside users of financial statements.

Independent auditors represent outside users.

DISCUSSION

A1l of the three alternatives, with varying degress of emphasis,
recognize that interest in the promulgation of accounting standards
for Islamic banks is not Timited to Islamic banks. Alternatives (a)
and {b) recognize that outside users' point of view must be addrassed

and that the best way to achieve that is to have them directly

5A5 - ~25-



5A6 -

represented on the standards board. Alternative {b) recognizes that
central banks are an important constituency. Their representation on
the standards board would enhance the chances that the promulgated
standards would be accepted by that important constituency. Both
alternatives (a) and (b) might result in difficulties in jdentifying
suitable outside users of financial statements to serve on board.
Alternative (c), on the other hand, avoids those difficulties by
assuming that independent auditors would serve as adequate surrogatss
for outside users. However, experience with the standard setting
process in the Unitsd-States and other western countries suggests that
independent auditors are not always good surrogates for outside

users.

ISSUE NO. ¢ - Size and composition of the Accounting Standard Sozrd?

ALTERMNATIVES

a} 21 members {7 Islamic banks, 7 accountants in public practice,
2 accounting Educators, 2 Fuqaha and 3 users of financial
standards)

b} 9 members (4 Islamic bankers, 2 accountants in public practice,
2 fugaha and 1 accounting educator) No need to bring users.

Independent accountants represent them.
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DISCUSSION <

The main issues with respect to the size of the board have to do with:

1)

b)

Its efficiency (e.g., the larger the size the less efficient the
board); and
Its adequacy, so that significant interested groups and countries

affected by its pronouncements would be represented.

Experience with part-time standard setting boards in the United
States, England and at the international levels suggests that a

board consisting of up to twenty one members seems to be small

- enough to be efficient and large enough to provide for a variety

of views and backgrounds.

The main issue with respect to the composition of the standards
board has to do with the relative size of representation by
different constituepcies on the board. Under alternative (e)
Islamic bankers and accountants in public practice would have 14
seats on the board. with the remaining 7 seats allocated betwesn
other constituencies. Islamic bankers and accounfants in public
practice are two groups who would play an important role in
encouraging compliance with the promulgated standards. Further,
knowledge of these two groups with respect to the economic
substance of Islamic banking transactions and alternative methods
of measurement and presentation of the results of these transac-

tions would be essential.
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ISSUE NO. 5 -~ If an-independent foundation were to be created to

sponser the standard setting process for Islamic Banks,
what would be the appropriate size and composition of

its board of Trustees?

ALTERNATIVES

a)

21 members (8 Islamic bankers, 4 accountants in public practice,

2 Fugaha, 1 accounting educator, 2 central bankers, 4 outside

users)

b} 9 members (4 Islamic bankers, 1 Fagaih, 2 educators, 2 accountants
in public pract{ée} No need to-Bring outside users because
of difficulties in selection. '

c) Institutfona] representation {(e.g., the ID8, Islamic Banking
group, other Islamic Institutions). Size of the board of trustaes
under this alternative would depend on the number of such insti-
tutions that can be identified and coopted.

DISCUSSION

The main jssues with respect to the size of the board of trustses

have to do with:

1)

Its adequacy, so that significant interested groups would be
represented. This would be essential from the standpoint of
its abiiity to diversify the sources of funds needed for opera-
tion of the standard setting process. In addition, fund soli-

citation efforts will usually require a significant amount of
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efforts, at Teast initially. This is particularly true, in this
case, since Islamic banks and their constituencies are not
located in one country.

2) Its efficiency with respect to taking action.

The first two alternatives (a) and (b) represent a balance with
different emphasis between adequacy and efficiency. Whereas ths

balance in the first alternative is slanted towards the adequacy of

~ the board to carry.out its fund raising responsibilities, the balance

in the second alternative is slanted towards its ability to make

decision efficiently.

The third alternative might present the same issues as the first two
alternatives depending on the number of Islamic finanﬁia] institutions
that are identified and coopted. It might have the advantage, nowever,
of the ease 6f selection of members of the board of trustses and the

ability that such institutions might have with respect to fund raising.

ISSUE NO. 6 - If an accounting standard board were to be established,

either within the frame of an independent foundation or
without an independent foundation, should it be assistzd

by a full-time staff?
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ALTERNATIVES

a)

b)

No, specific project committees could be constituted to assist
the board when needed.

Yes

DISCUSSION

The main issues, with respect to the need for full time technical

1)

2)

5A10

staff to assist the board, center around the following:
The tasks that need to be performed in order for the standards

board to be effactive. Thesa tasks may be described in broad

‘categories as follows:

a) Monitoring emerging issues and accounting practices.
b) Preparing project agenda

¢c) Preparing project plans

d) Conducting research

e) Preﬁaring discussion memoranda or discussion papers
f)  Drafting preliminary views for exposure

a) Obtaining feedback to preliminary views

h) Finalizing standards

i} Drafting standard documents.

k} Providing tschnical implementation consulting assistancs.

The cost associated with a full time tachnical staff of the
caliber that would be necessary for the smooth operation of the

standards board.

-30-



5A11

3)

4)

5)

The efficiency'bf performing the tasks associated with standard
setting through part time project teams.

The cost associated with the use of part time project committees
since members of such committees are not 1ikely to be selected
from one country.

The need for the board to establish its prasence immediately and

continuously.
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ALTERNATIVES RECOMMENDED BY THE SECOND WORKSHOP FOR ESTABLISHING ACCOUNTING

STANOARDS

Advantages and disadvantages of available alternatives and feasibility
of implementation were discussed at the second workshop. New ideas
were also tackled especially those relevant to the advent of the
concept of international Islamic banking and adoption of a methodology
by which accounting standards can be established and promulgated.

From discussion and delibesrations, the workshop provided the following
concepts which wou1d_form a basis for recommended Plan of Action {or

discussion at the upcoming annual meeting of Islamic banks:

i)  that the Islamic banks and other related financial institutions
such as central banks would cooperatively establish accounting
standards for all Islamic banks in all countries. The adoptiion
of this alternative is to account, in the first place, for the
international trend in the promulgation of accounting standards
for Islamic banks and to recognise the significant role of other
financial institutions who would complement the process of
establishing such standards. This, in fact, represents alternative
"C" to issue MNo. 1 duly adapted to cover reiated financial insti-

tutions.

2)  that Islamic Banks and related financial institutions would endorse
the creation of a part-time financial accounting standards board for

Islamic Banks.
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This represents alternative "A" of issue No. 2 duly adapted to
include other related institutions. Also a Supervisory Committes
should be set up from Islamic Banks; or from Islamic Banks and

other related institutions.

3} That the accounting standards board would consist of accountants
in public practice, Islamic bankers, accounting educators, fugaha,
outside users of the financial statements (e.g. investors, depositors,
etc.) and representatives of related financial institutions (central
bankers). This represents alternative "A" of issue No. 3 duly

amended.

4) That the accounting standards board would be composed of 21 members,

as follows:

Islamic banks

Accountants in public practice
Accounting Educator

Educator in an allied specialty
Fugaha

Users of Islamic bank finncial statements

6
6
1
1
3
2
Central bankers 2
Members: 21

This basically represents the adoption of alternative "A" of
Issue No. 4 duly adapted to include more members. This is

attributed to the willingness of participants to expand the
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5)

6)

7)

base of representétion in the board's membership in order to

include all users of financial statements of Islamic Banks.

Due to the adoption of alternative "A" of issue No. 2, a
committee should be set up from Islamic Banks; or from Islamic
Banks and other related institutions to establish the Board,

select its members and draw up its statute.

It was considered necessary to appoint full time staff to
assist the prospective accounting standards board in the per-
formance of its functions, due to the fact that all members of

this board will operate'on a part-time basis.

The Follow up Committee was assigned the task of preparing a
suggested plan of action for presentation at the forthcoming

meeting of Islamic Banks.
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IV  RECOMMENDED PLAN OF ACTION FOR ESTABLISHING
ACCOUNTING STANDARDS FOR ISLAMIC BANKS

The Committee proposes to endorse the following steps which form an

action plan for establishing accounting standards for Islamic Banks:

1} Islamic banks and other related financial institutions would
cooperatively establish accounting standards for all Islamic

banks in all countries.

2) Islamic banks and related financial institutions would endorse
the creation of a Supervisory Committee and Standards Setting

Board which would be assisted by full time staffy.

The Committee and the Board will continue as long as setting
and amending criteria are required, according to the Banks'
point of view. However, the membership of the Supervisory
Committee and the Accounting Standards Setting Board would

be chamgeable as provided in the statute.

3) The Supervisory Committee to be entrusted with implementing the

following:

a) Register the body as an autonomous legal entity.

b) Prepare statute and other operational and executive
bye-laws for the body.

¢) Prepare 3-year budget and allocate sources of funds.

d) Appoint members of the Standards Board. The board would
consist of 21 members (6 Islamic bankers, 6 accountants
in public practice, 2 academic educators, one of them
is specialized in accountancy, 3 Fugaha, 2 external users
of Islamic bank financial statements, and 2 central
bankers). .
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4)

Supervisory Committee Membership:
The Follow-up Committee considered the two following alternatives

and decided to submit both alternatives to this meeting:

Alternative {A}: Members to consist of Islamic Banks only.

Alternative (B): Members to consist of Islamic Banks and others.

Alternative {A) is easier to accomplish. However, interest in
the Islamic Banks' position, by investors, depositors, auditors,
regulatory authorites and the shareholders, and the impact of
their decisions on the Bank's activity require that the Standards
Setting Body is perceived as beiné independent from any one

related single group.

For the sake of continuity the Executive Committee strongly feels
that the chairman of the Standards Setting Board ought to be a

member of the supervisory committee also.

As for the number and composition of members of the supervisory

committee, it is left for this meeting to decide."
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V. BUDGET ESTIMATES FOR THE SUPERYISORY COMMITTEE FOR
——mmmmm

SUPERVISORY COMMITTEE

(A} The Executive Summary includes the tasks
to be performed once by the Committee,
until the establishment of the Standards
Setting Board.

{B) llon-recurring expenditure Meeting Expenses

3 meetings @ US $ 15,000/- per meeting,
air fares, local transportation and actual
expenses at hotels.

Stationery, telex, telephone, fax

(C) Annual Recurring Expenditure

1 HMeeting @ US § 15,000/- per meeting
Miscellaneous Expenditure

ACCOUNTING STANDARDS BOARD

A}  Board Meetings

21 members - 4 meetings @ US $ 20,000/- per
meeting, air fares, local transportation and
actual expenses at hotels.

B) Permanent Staff - Salaries & Benefits

Executive Director 125,000
2 Professional staff members 150,000
Secretary to Executive Director 40,000
1 Stenographer 30,000
1 Administrative Assistant 30,000
1 Messenger 15,000
Rent of premises 20,000
Cooling, Lighting, Office cleaning 20,000
Telephone, telex, fax 20,000
Stationery 5,000
Travelling 10,000
Library 2,500
Miscellaneous 2,500

C} Capital Expenditure

Office partitioning & fixtures 20,000
Office furniture & fittings 80,000
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RECOMMENDATIONS 0F RABAT meerme

INTRO

Realizing the 1importance of setting up accounting
standards for Islamic Banking Operations, tha Islamic Banks
as well as users of their finanhcial statements, including
public accountants, central bankers, lnvestors and others,
should be involved in this process. Accordingly, the Islamic
Banks meeting inh Rabat on 17 Rajab 1409H (23 February,
1989), adopted the following recommendations:

a) The creation of a Supervisory Committee which will
be responsible for promotion and development of
accounting standardd for Islamic Banks in
accordance with the statute and by laws of the
Board. This Committea will consist of 17 members
as follows:

Islamic Bankers

Accountante in Public Practice

Fugaha

Academician

Users of financial statements
(Depositors, investotsd; atc)

2 Representatives of Regqulatory Agencies
(especlally Central Banks)
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b) Accounting Standards Setting Board consisting of 21
members which is to be assisted by a full time staff:

Islamic Bankers

Accountants in practice

Fugaha

Academicians -

Userd of fihancial statements
Reptesentatived of ftegulatoty Agencies

N NN WO

‘¢) A Preparatory Committee considting of 11 members with
the following tetms of reférehce:

i) MNominate the Supetvisory Committee members
-11) Prepare statuts and by-laws for the Board

iii) prepare 3-year budgeE and allocate sources of
funds ¥

iv) Presents its recommendations to a meeting of
Heads of Islamie Banks within six months to
trevliew and apprbve

d) udget fi e at o
- Approximatély Us$ 50,000/~
- Islamic Banks will bear thelr own costs for

attending meetings and IDB will fund the
difference





