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Abstract

Islamic banks perform both commercial and investment banking services but do not establish

firewalls to separate these two services legally, financially, and managerially. Unlike conventional

commercial banks, Islamic banks are prohibited from charging or paying of interest. Instead, Islamic

banks offer profit-sharing investment accounts, such that investors’ return depends on the return on the

assets financed by the investors’ funds. Supervisory authorities in countries in which Islamic banks

operate have taken various approaches to regulate Islamic banking. Such variations appear to have

resulted in Islamic banks adopting different accounting treatments for investment accounts, although

most of the countries in which Islamic banks operate either look directly to international accounting

standards as their national standards or develop national standards based primarily on international

accounting standards. This rendered the financial statements of Islamic banks noncomparable. It also

implies that the calls for worldwide adherence to international accounting standards to achieve

harmonization in financial reporting, regardless of cultural differences that affect the way in which

business transactions are carried out (in substance as well as in form), should not go unchallenged. The

paper also casts light on the need to implement the accounting standards promulgated by the

Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI), because these

standards specifically cater for the unique characteristics of the contracts that govern the operations of

Islamic banks. D 2001 University of Illinois. All rights reserved.
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1. Introduction

Over the last 15 years there has been increasing interest in enhancing the harmonization of

accounting and financial reporting by banks. For example, as part of its harmonization

program, the European Union issued in 1986 the Council Directive which contains

regulations on the layout of bank balance sheets and profit and loss accounts.1 The

International Accounting Standards Committee (IASC) also issued International Accounting

Standard (IAS) No. 30: Disclosures in the Financial Statements of Banks and Similar

Financial Institutions (1990) and IAS No. 32: Financial Instruments: Disclosure and

Presentation (1995). And more recently, the Basle Committee (1998a, 1998b) and the

United Nations (1996b) issued studies that attempt to enhance transparency and compara-

bility in banks.

It is argued that the need for international accounting harmonization should be met

by an international accounting organization (Carsberg, 1998). Transnational institutions

(e.g., World Bank, United Nations, European Union, Organization of Economic

Cooperation and Development, and the Basle Committee) support the IASC as the

only plausible world harmonizer of accounting (Nobes, 1996). Furthermore, the IASC is

working with the International Organization of Securities Commissions (IOSCO) to

bring about the possibility that companies with stock market listings in many countries

can satisfy all the regulatory requirements with one set of accounting standards, IASC

standards. The IASC is also working with the Basle Committee on an exposure draft

that deals with accounting for financial assets and financial liabilities. This covers,

among other things, important matters relating to banks, e.g., how to deal with impaired

loans, how to report borrowings, and how to account for the effect of transactions

undertaken to hedge risks.

The recent global economic crisis also seems to have renewed support to the need for a

lingua franca of financial reporting, thereby giving further endorsement to the work of the

IASC as a vehicle for achieving international harmonization of financial reporting. For

example, it is reported that the Group of Seven leading industrial nations (G7) ‘‘will expect

nations to work towards a common accounting practice, which is obviously likely to work

towards companies adopting a common accounting standards.’’2 Furthermore, the World

Bank and the International Monetary Fund (IMF) could probably put more pressure on

regulators by tying their loans to use of IASs. It is also reported that the World Bank and IMF

agreed with the Big Five accounting firms that IASs and International Standards on Auditing

‘‘are the standards that should be used by financial institutions in those countries to

accomplish the World Bank and IMF objectives of fostering economic stability.’’3 The

World Bank would also like to see the Big Five accounting firms stop putting their names to

accounts drawn up under local standards that do not meet international reporting standards.4

1 For more details see Arthur Andersen & Co. (1987).
2 Accounting and Business (1998, p. 2).
3 IFAC Quarterly (1998, p. 7).
4 Accountancy International (1998, p. 6).
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These efforts tend to fall in line with the IASC’s aim in the longer term to develop ‘‘a single

set of high-quality accounting standards for all listed and other economically significant

business enterprises around the world’’ (IASC, 1998b).5

International accounting harmonization may be defined6,7 as ‘‘the process of bringing

international accounting standards into some sort of agreement so that the financial statements

from different countries are prepared according to a common set of principles of measurement

and disclosure’’ (Haskins, Ferris, & Selling, 1996, p. 29).

It is also argued that harmonization ‘‘(often equated with the adoption of IAS) . . .
implies that accounting is a transaction-specific activity and, therefore, the relationships

among transactions, events, and systems are universal in their application without regard

to geographic, temporal, or systematic differences’’ (Larson & Kenny, 1996, p. 5–6).

Hence, according to some (e.g., Briston & Wallace, 1990; Wyatt, 1991), harmonization

implies that accounting standards can be the same worldwide. This view is supported by

international standard-setters who argue that ‘‘I have never been convinced that cultural or

economic differences from country to country justify different accounting for similar

business activities in large organizations. Reasonable people, accepting the desirability of

harmonization, should be able to agree eventually on common solutions’’ (Carsberg,

1995, p. 4).

Wyatt (1992, p. 40) also claims that ‘‘the accounting issues in the international arena are

not fundamentally different from those in national arenas.’’

However, the above view of harmonization is challenged on the grounds that ‘‘the

movement towards international harmonization, whose principles should eventually lead to

a certain uniformity in accounting standards, comes into conflict with a number of objectives

of financial statements and, more fundamentally, with the economic, social and cultural

contexts of different accounting systems, and even with some manifestations of national

sovereignty’’ (Hoarau, 1995, p. 220).

Such a concern is shared by others who are of the opinion that ‘‘financial reporting and its

regulation may have multiple purposes reflecting each country’s social, cultural and political

environment. . . Thus the original idea of harmonization as moving towards uniformity in

accounting standards across countries may not be achieved as long as social, cultural and

political differences exist across countries’’ (Hussein, 1996, p. 95).

5 The US Financial Accounting Standards Board (FASB) shares the IASC aim that ‘‘ideally, the ultimate

outcome would be the worldwide use of a single set of high-quality accounting standards for both domestic and

cross-boarder financial reporting,’’ but differs with IASC in that ‘‘FASB might reorganize itself to become an

international standard setter or that an alternative international structure and process could be established that

meets the FASB’s fundamental objectives’’ (FASB, 1998, pp. 6, 7–8).
6 See also Nobes and Parker (1995), Tay and Parker (1990), and van der Tas (1988, 1992).
7 The literature (e.g., Most, 1994, p. 4) distinguishes between uniformity (the elimination of alternatives in

accounting for economic transactions, other events, and circumstances), standardization (the reduction of

alternatives while retaining a high degree of flexibility of accounting response), and harmonization (the

reconciliation of different accounting and financial reporting systems by fitting them into common broad

classifications, so that form becomes more standard while content retains significant differences).
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Hamid, Graig, and Clark (1993, p. 146) lend support to the cultural influence on the

international harmonization of accounting. They argue that ‘‘religion in general and Islam in

particular have the potential to extend [sic] a profound cultural influence in the quest for the

international harmonization of accounting.’’

This point is developed further later in the paper.

The accounting firms have also voiced their concern on the issue of harmonization. It is

claimed that ‘‘the harmonization of international accounting standards. . .is a worthy

objective, but a choice has to be made between the advantages of harmonized standards

and its disadvantages. Users should be particularly wary of cases where the same terminology

in different countries actually represents very different characteristics’’ (Price Waterhouse,

1990, p. 15).

Goeltz (1991, pp. 85, 86) goes further and argues that ‘‘full harmonization of

international accounting standards is probably neither practical nor truly valuable. . . A

well developed global capital market exists already. It has evolved without uniform

accounting standards.’’

In addition to the above, a study by the United Nations (1996a) outlines differences in

national accounting practices and the related obstacles to harmonization. The study suggests

that some differences are caused by unique historical events, some by forces external to a

country and some by different purposes for financial reporting. The latter is described as

the most fundamental of the causes of differences (see also Nobes, 1996).

Islamic banks are ethically funded organizations that are established in various parts of the

world, particularly in the Middle East. It is generally believed that Islamic banking started to

take off in the aftermath of the boom in the oil prices in 1973–1974 (Moore, 1997; Wilson,

1997). So far, in Iran, Sudan and, to some extent, Pakistan the whole banking system has been

transformed to comply with Islamic Shari’a.8 The growth of this industry has been

remarkable. It is reported that in 1996 the total assets of the 166 Islamic financial institutions

reached US$137 billion.9

Islam does not recognize the separation between spiritual and temporal affairs, and

considers commerce as a matter of morality and is subject to the precepts of the

Shari’a.10 Hence, Islamic banks, like other Islamic business organizations, are established

with the mandate to carry out their transactions in strict compliance with Islamic Shari’a

rules and principles. The business of Islamic banks, therefore, is driven by Shari’a

approved contracts.

8 Shari’a is the sacred law of Islam. It is derived from the Qur’an (The Muslim Holy book), the Sunna (the

sayings and deeds of Prophet Mohammed), Ijma (consensus), Qiyas (reasoning by analogy), and Maslaha

(consideration of the public good or common need).
9 The International Association of Islamic Banks (1996).
10 The blending of religion and business has also been recently appreciated in other firms. For example,

reflecting on the USA business environment Zelizer (1998, p. 8A) reports that ‘‘in the 21st century more religious

leaders will be found in the corporation than in the conventional church’’ and that ‘‘the gap between religion and

the corporate world is narrowing.’’
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Such an approach to business has implications for the validity of applying the concept

of ‘economic substance over legal form’ in accounting for the economic transactions

undertaken by Islamic banks. According to Gambling and Karim (1991, p. 103) ‘‘the

conceptual framework of accounting currently applied in the West finds its justification in

a dichotomy between business morality and private morality. As such, it cannot be

(unquestioningly) implemented in other societies which have revealed doctrines and morals

that govern all social, economic and political aspects of life.’’ Indeed, Western accounting

rules are presented as technical, not ethical rules (Karim, 1996a). Hence, in the context of

Islamic banks, if accounting information is to give a faithful representation of the

economic transactions or events that it purports to represent, it is necessary that they

are accounted for and presented in accordance with the substance as well as form of

Shari’a contracts that govern these transactions or events. For example, murabaha is not

an ‘in-substance’ purchase finance by a loan, and ijarah muntahia bittamleek is not an ‘in-

substance’ capital lease.11

In 1990, the Accounting and Auditing Organization for Islamic Financial Institutions

(AAOIFI), a private standard setting body, was established by Islamic banks and other

interested parties to prepare and promulgate accounting, (and recently) auditing and

governance standards based on the Shari’a precepts for Islamic financial institutions.

Karim (1990) claims that Islamic banks have taken the initiative to self-regulate

their financial reporting for fear that the regulatory bodies in the countries in which

they operate may otherwise intervene and mandate the accounting policies of

Islamic banks.

AAOIFI’s pronouncements are intended to serve Islamic banks in the various

countries in which they operate. However, like the IASC, AAOIFI has no power to

enforce its standards. Karim (1990) suggests that since Islamic banks mainly operate

in government-driven economies, AAOIFI might find that the only way to implement

its promulgated standards fully was by depending on the cooperation of the national

banking regulators.

This paper examines the impact of the religion of Islam on the international efforts to

harmonize accounting and financial reporting. Whilst earlier efforts (e.g., Hamid et al., 1993)

endeavored from a conceptual perspective to argue for the influence of the religion of Islam

on international harmonization of accounting, their work did not relate to IASs nor to the

accounting practices of Islamic banks.

The paper argues that the structure and processes of Islamic banks do not readily fit in

with those of conventional universal banking, which combines both commercial and

investment businesses. This seems to have resulted in supervisory bodies adopting different

approaches to regulate Islamic banking. Such variations in the regulation of Islamic banking

appear in turn to have resulted in Islamic banks adopting different accounting treatments for

the same transaction, although most of the countries in which these banks operate either

look directly to IASs as their national standards or develop national standards based

11 Murabaha and ijarah muntahia bittamleek are defined later in the paper.
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primarily on IASs.12 This rendered the financial statements of Islamic banks noncompar-

able, thereby departing from the concept of comparability which is considered in the IASC

(1989) Framework for the Preparation and Presentation of Financial Statements as one of

the four principal qualitative characteristics that make the information provided in the

financial statements useful for users. This implies that the calls for worldwide adherence to

IASs to achieve harmonization in financial reporting regardless of cultural differences

should not go unchallenged. Rather, Islamic banks should be asked to implement AAOIFI’s

standards, as is currently the case in some countries. This would render the financial

statements of these banks comparable because AAOIFI’s standards are specifically

developed to cater for the unique characteristics of the Shari’a contracts that govern the

Islamic banks’ financial instruments.

The remainder of this paper is organized as follows:

� A brief account of commercial and investment banking.
� An overview of the characteristics of Islamic banks and discusses investment accounts,

which represent one of the unique financial instruments that are used by Islamic banks

in their mobilization of funds.
� An examination of the approaches pursued by supervisory authorities to regulate

Islamic banking.
� A discussion of the different accounting treatments of investment accounts adopted by

Islamic banks prior to compliance with the pronouncements of AAOIFI.
� Concluding remarks.

2. Commercial and investment banking13

In the USA, UK, and Japan, commercial banking (broadly comprising receiving deposits,

effecting customers’ payment instructions, and providing finance in a variety of ways) is

separated from investment banking (including capital market activities on behalf of the bank,

investment management, and corporate financing and advice), although with varying degrees

and forms. However, recent market pressures, among other things, in these countries have

gradually led to the breaking down of this separation between the two types of banking, thereby

moving towards the German model of universal banking — banks being able to engage in

securities and other activities, including holding equity stakes in nonfinancial corporations.14

12 The problem is that the Islamic transactions do not correspond to the transactions for which the IASs were

intended, and may therefore be applied to them in different ways, none of which is satisfactory, e.g., the

application of IAS 31: Financial Reporting of Interests in Joint Ventures (1993) to mudaraba or musharaka (these

financial instruments are defined later in the paper).
13 The information on commercial and investment banking draws from Cranston (1997) and Dale (1996).
14 In practice not only does universal banking permit the combination of commercial and investment banks,

but in many places it also enables banks to provide a number of other services such as insurance, real-estate

brokerage, and travel agency (Cranston, 1997, p. 34).
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In the USA, the banking and securities business regulation takes legal form in the

famous 1933 Glass–Steagall Act, which imposes strict separation between commercial and

investment banking. According to this legislation banks are not permitted to undertake

securities business or to own securities firms. This is meant to ensure that the risks incurred

by commercial and investment banks are kept separate. In recent years the Glass–Steagall

Act has been under enormous pressure. Substantial effort has been put into exposing the

historical false underpinning of this Act and to demonstrating that the risks and abuses

were not as great as its proponents claimed.15 In addition, the USA regulatory authorities

have recently started to adopt a more liberal interpretation of this statute, thereby

permitting commercial banks to develop significant securities operations through special-

purpose affiliates.16

As in the USA, the separation between commercial and investment banking was also

enforced by law in Japan after World War II. However, in line with the general liberalization

of financial markets, the 1992 Financial System Reform Act allowed commercial banks and

securities firms to expand into each other’s business territory by establishing separate

subsidiaries.

In the UK, separation between commercial banking and investment banking (also known

in the UK as merchant banks or acceptance houses) was based on tradition:

The institutional history, rather than any policy decision that it was risky to associate

core [commercial] banking with securities activities, seems to explain the distinctive

spheres of activities. The separateness of functions was reinforced by conservatism and

cartelization: there was no desire on the part of insiders to change matters, and outsiders

could not break the mould. Certainly there was no major legal impediment to

multifunctional banking, in which commercial and investment banking are combined

(Cranston, 1997, pp. 21–22).

The amendment of the rules of the London Stock Exchange in 1986 to allow acquisition of

member firms by outsiders, including commercial banks, has eroded the traditional dis-

tinction between commercial and investment banking.17 Firewalls (to divide the different

firms in the conglomerate legally, financially, and managerially) are often erected to prevent a

securities subsidiary of a commercial bank exposing the bank to securities market risk as a

result of problems with the subsidiary.

In contrast to the USA, Japan, and the UK, the law and custom, in Germany have long

sanctioned universal banking:

Private bankers engaged in deposit taking, lending, and securities underwriting from the

eighteenth century, and the joint-stock banks of the nineteenth century operated as universal

banks from the outset (Cranston, 1997, p. 22).

15 See, for example, Benston (1990).
16 At the time of writing this paper, it was reported that the US Administration and Congress have reached an

agreement to roll back the restrictions of the Glass–Steagall and Bank Holding Company Act, thereby eliminating

barriers between banks, securities firms, and insurance companies (Labaton, 1999).
17 For more details on the integration of banking and securities business, see Dale (1992).
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In this structure the risks involved in commercial and investment banking are pooled.

In the European Community universal banking is also legally sanctioned. This is contained

in the Second Banking Directive and the Investment Services Directive. These laws were

drawn up on the assumption that universal banking would be the relevant model. A recent

study endorses this view: ‘‘Clearly, the future of banking systems will be the universal

banking model prevailing in Europe rather than the highly segmented American and Japanese

models’’ (United Nations, 1996b, p. 23).

Risk and conflict of interest are two of the main issues that lie behind the justification

of rules to separate commercial banking from investment banking. The main business risk

which commercial banks face is credit risk, whereas for investment banks it is security

market risk. Commercial banking involves nonmarketable assets, which are typically held

on the balance sheet until maturity, whereas investment banking involves marketable

securities that are of a rapid turnover nature. Given the different nature of the assets of

both types of banking, the issue is whether commercial banking should be allowed to

combine with the riskier business of investment banking and to be involved in the

underwriting activity which might lead to bank failures. A case in point is the mixed

banking-securities business of Barings Bank in the UK and the way in which its banking

arm was able to fund its risky securities operations in Singapore.18 Cranston (1997, p.

101) notes that ‘‘whereas the independent securities firm which collapses can probably be

wound up in an orderly fashion by selling off its marketable assets [with little difference

between the value of these assets on a going concern basis and in liquidation because

they are determined on a mark to market basis], if the securities side of a bank

collapses this may mortally wound the banking side [thereby exposing depositors to

heavy losses because banks’ assets are generally worth significantly less in liquidation

than on a going concern basis]. The funding base (deposits) of core banking is inherently

volatile and may evaporate on the slightest hint of trouble in a banking group as

a whole.’’

Firewalls are meant to be one of the means to address the risk of this contagion problem.

Firewalls should also enable the commercial banking side to resist calls for financial support

when the investment business of the bank is exposed to serious problems. However, it is

argued that not much seems to have been done as to how the potential contagion of risk can

be managed.19

Conflict of interest takes place, for example, if a commercial bank is allowed to underwrite

securities, as it may underwrite poor securities for a borrower to pay the bank’s poor loans

with this borrower. While a bank concerned with its reputation will refrain from such

behavior, less trustworthy banks may attempt to fool naı̈ve investors. The 1986 Financial

Services Act in the UK called for the erection of Chinese walls to restrict the flow of

information between related firms in a conglomerate, thereby preventing such conflicts of

interests from arising.

19 Cranston (1997, p. 104).

18 See Dale (1996) for more details on the case of Barings plc.
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Of particular relevance to this paper is the fiduciary service of investment management

that is provided by investment banks. According to Hitchins, Hogg, and Mallett (1996, p.

492) investment management is ‘‘a business in which institutions manage financial assets

for their own account or on behalf of clients. This may involve individual management

of a customer’s portfolio or may be performed through an investment vehicle which

pools investors’ funds to provide the investors with professional investment management.

In the former case, funds may be managed on an advisory basis where the fund manager

will act in accordance with specific instructions from their client or on a discretionary

basis whereby the fund manager takes responsibility for making investment decisions on

behalf of their clients. In pooled funds, units or shares in the fund are sold to the

investors and the proceeds are predominantly invested in securities to achieve stated

investment objectives.’’

Hitchins et al. (1996, p. 491) further state that ‘‘fiduciary services provide a bank with a

source of fee and commission income without . . . [exposing] a bank to market or credit risk

except to a very limited extent; however, they do create fiduciary risk, or the risk that the bank

will fail to carry out the customer’s instructions or will do so in a way that can be shown to be

negligent or unprofessional, with the result that the bank may be open to a claim for damages

and suffer a loss of reputation.’’

Income generated from managing these funds is recognized in the bank’s income state-

ment, although the funds themselves are treated off-balance sheet. Heffernan (1996) argues

that banks enter the off-balance sheet business because they believe it will enhance their

profitability, for different reasons. For example, off-balance sheet instruments may improve a

bank’s risk management techniques, thereby enhancing profitability and shareholder value

added. In addition, to the extent that regulators focus on bank balance sheets, off-balance

sheet business, as in the case of investment management, may make it easier for a bank to

meet capital and liquidity requirements.

Treating funds received on fiduciary basis as an off-balance sheet item is in line with

IASs. IAS 30 Disclosures in the Financial Statements of Banks and Similar Financial

Institutions, which is the only standard issued by the IASC specifically for banks, states

that ‘‘banks commonly act as trustees and in other fiduciary capacities that result in the

holding or placing of assets on behalf of individuals, trusts, retirement benefit plans, and

other institutions. Provided the trustee or similar relationship is legally supported, these

assets are not the assets of the bank and, therefore, are not included in its balance sheet’’

(IASC 1990, paragraph 55).

The next section provides an overview of the characteristics of Islamic banks and examines

the extent to which these characteristics fit in with those of commercial and investment

banking. The section also discusses investment accounts in detail. These accounts represent

one of the unique financial instruments that are used by Islamic banks in their mobilization of

funds. In the majority of Islamic banks, these accounts represent a high percentage of the total

balance sheet funding.20

20 See Karim (1996b) and Karim and Ali (1989).
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3. An overview of the characteristics of Islamic banks

Islamic banking is a type of universal banking. However, Islamic banks have their own

special characteristics. The majority of Islamic banks perform two basic functions, namely

investment management and commercial banking. Unlike conventional commercial banks,

Islamic banks do not pay or charge interest on lending or borrowing of money. This is because

the Shari’a strictly prohibits, among other things, the receipt and payment of riba (interest).21

Hence, Islamic banks cannot hold or issue interest-bearing securities such as treasury bills or

bonds. The banking services provided by Islamic banks to business customers are mainly

confined to letters of guarantee, letters of credit, and current/demand accounts. They also

provide other trade finance services via various types of contract which are mentioned below.

Investment management is the main service provided by almost all Islamic banks. As an

alternative to borrowing funds and paying interest on them, Islamic banks use a version of the

profit sharing mudaraba contract22 (explained in detail later) to mobilize funds in investment

accounts in order to invest them on behalf of holders of these accounts. This service is

performed also, but to a lesser extent, on the basis of the agency contract. As an alternative to

lending funds and charging interest on them, Islamic banks use various contracts (e.g.,

murabaha, musharaka, ijarah, salam, etc.)23 including the mudaraba contract to invest funds

under management as well as their shareholders’ funds.

Although Islamic banks tend to perform a hybrid of services of both commercial and

investment banking, the structure and processes of Islamic banks do not readily fit in with

those of conventional universal banking, which combines banking and investment businesses.

For example, unlike universal banks, Islamic banks do not erect firewalls to separate, legally,

financially, and managerially their investment and commercial banking services. Rather, the

majority of Islamic banks commingle investment accounts’ funds with their shareholders’

funds, invest both funds under the bank’s management in the same investment portfolio, and

report these investments and their results in the bank’s balance sheet and income statement.

Hence, investment accounts’ funds are not ‘ring fenced’ from the bank’s funds.

Furthermore, investment companies24 (e.g., mutual funds) ‘‘sell their capital to the public,

while Islamic banks accept deposits from the public. This implies that shareholders of an

investment company own a proportionate part of the company’s equity capital and are entitled

21 Riba is translated strictly as usury, but interpreted by modern Islamic scholars as being equivalent to interest

(see Mallat, 1988; Saleh, 1992; Taylor & Evans, 1987).

23 Murabaha is sale at cost plus an agreed upon margin of profit; musharaka is a form of partnership; ijarah is

leasing; and salam is a purchase of a commodity for deferred delivery in exchange for immediate payment. For

more details on these and other contracts see AAOIFI (1998).
24 It is worth noting that there are Islamic investment companies (e.g., Al-Tawfeek Investment-Bahrain,

International Investor-Kuwait) and Islamic Investment Banks (e.g., First Islamic Investment Bank-Bahrain, Al-

Tawfeek Investment Bank-Pakistan), which do not perform any commercial banking operations. Whilst central

banks supervise Islamic investments banks, in some countries Islamic investment companies are regulated by a

different body.

22 The original form of the mudaraba contract is very similar to that of the commenda contract in general use

by Italian and other merchants in the late middle ages and early modern period; see Bryer, 1993; Çizakça, 1996.

R.A.A. Karim / The International Journal of Accounting 36 (2001) 169–193178



to a number of rights, including receiving a regular flow of information on developments of

the company’s business and exerting voting rights corresponding to their shares on important

matters, such as changes in investment policy. Hence, they are [in principle] in a position to

influence strategic decisions. By contrast, depositors in an Islamic bank are entitled to share

the bank’s net profit (or loss). . . Moreover, depositors have no voting rights because they do

not own any portion of the bank’s equity capital. Hence, they cannot influence the bank’s

investment policy’’ (Errico & Farahbaksh, 1998, p. 11).25

And unlike those of investment companies, Islamic banks’ financed assets are neither

marketable securities nor are they measured on the basis of ‘‘mark to market’’ or fair

value.26,27 Rather, as mentioned above, the assets of Islamic banks are governed by

various forms and are stated at cost and/or the lower of cost and market. However, given

that Islamic banks cannot hold treasury bills or bonds or other interest yielding securities,

it is claimed that bank supervisors would have difficulty in putting a value on the assets

of these banks. Steele (1984) argues that this is because ‘‘the traditional banking system

has much of its assets in fixed interest instruments and it is comparatively easy to value

that. . . But it is very difficult indeed to value an Islamic asset such as a share in a joint

venture; . . .and the. . . [bank supervisors] would have to send a team of experienced

accountants into every Islamic bank. . ., to try to put a proper and cautious value on

its assets.’’

Furthermore, the characteristics of Islamic banks tend to raise a set of issues

concerning corporate governance and agency problems (Archer & Karim, 1997; Archer,

Karim, & Al-Deehani, 1998) that have no parallels in either commercial banks or

investment banks.

The mudaraba contract has detailed juristic rules that are derived from the Shari’a28 and

which regulate the relationship between investment account holders (IAH) as providers of

funds and the bank in its capacity as mudarib (entrepreneur). The mudaraba contract is a

profit sharing financial instrument29 that is neither a financial liability nor an equity

instrument in the normal sense. Unlike equity instruments, investment accounts are

25 As mentioned later, the mudaraba contract does not allow investment account holders to interfere in the

management of the bank.
26 For more details see Karim (1995a).
27 In the terms of IAS 39 Financial Instruments: Recognition and Measurement, Islamic banks’ assets are

neither (a) held for trading nor (b) available for sale. Note that the IAS 39 measurement basis for such category of

assets is cost or amortized cost subject to review for impairment (and not fair value). In general, AAOIFI standards

do not differ from IASs when the substance of the transaction is the same.
28 For a comprehensive coverage of these details see Udovitch (1970) and Vogel and Hayes (1998).
29 The mudaraba contract is not similar to a joint venture, which is the subject matter of IAS 31: Financial

Reporting of Interests in Joint Venture. A joint venture is defined as ‘‘a contractual arrangement whereby two or

more parties undertake an economic activity which is subject to joint control’’ (IAS 31, paragraph 2). However, in

a joint venture, as envisioned in IAS 31, the power to govern the financial and operating policies of an economic

activity is shared by two or more parties, whereas in the mudaraba contract the power to govern the financial and

operating policies of the activity is the sole prerogative of the mudarib (i.e., the bank). IAH have no right to

intervene in these policies.
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redeemable at maturity or at the initiative of their holders,30 but (usually) not without the

prior consent of the bank. Islamic banks can refuse to pay IAH until the results of

the investments financed by IAHs’ funds are determined. In addition, IAHs do not have

the benefit of a board of directors to monitor management on their behalf.31 On the other

hand, unlike debt instruments, investment accounts are not a liability of the bank because

they earn their returns by sharing in the profits generated from their funds, and also bear

their share in any losses incurred. Furthermore, Islamic banks do not guarantee the value

of these investment accounts. Thus, holders of these accounts have a claim on the bank’s

earnings or assets, which ranks pari passu with that of the shareholders.32 The fact that the

mudaraba contract is neither a debt nor an equity instrument means that it is not a hybrid

instrument comprising debt and equity (for example, it is not debt with an embedded

equity derivative).

In the unrestricted type of mudaraba, IAHs authorize the bank to invest their funds at

its discretion including commingling the IAHs’ funds with those of shareholders. In the

restricted mudaraba, IAH specify to the bank, among other conditions,33 the type of

investment in which their funds should be invested, e.g., real estate, currencies, leasing,

etc. However, in both types of mudaraba IAH do not have the right to interfere in the

management of the fund, and violation of this condition can nullify the contract. Hence,

although holders of both types of investment accounts are exposed to different degrees of

risk, their relationship with the management of the bank is subject to the same

monitoring arrangements.

The aggregate investment portfolio of an Islamic bank is usually financed by IAHs’

funds, plus some of shareholders’ equity and other sources of funds (e.g., current

accounts), the latter being mobilized on bases other than the mudaraba contract. If the

aggregate investment portfolio yields a positive return, then the shares of profit are

allocated between the parties to the contract, IAH and the bank, according to their

proportionate shares of their respective investments in the portfolio. The bank’s share of

profit relates to both its shareholders’ funds and to other funds invested in the investment

portfolio that do not participate in profit-sharing (e.g., current accounts which are capital-

protected but nonparticipating).34 It is to be noted that shareholders’ funds invested in the

investment portfolio (and elsewhere) and the other nonparticipating funds are not covered

by the mudaraba contract, and are not governed by its rules. Hence, the bank’s

shareholders receive the entire profit from these sources, and IAH cannot claim any profit

share from them. The bank also receives what is called the mudarib share of profit, based

in principle on a predetermined percentage of the profit attributable to the IAH, which is

30 In this respect (but not in others) they resemble ‘‘puttable stock’’; however, the put option is usually not

absolute, but subject to the bank’s agreement to its exercise.
31 For more details see Archer et al. (1998).
32 For more details see Al-Deehani, Karim, and Murinde (1999).
33 For other types of restrictions see AAOIFI (1993, paragraphs 12, 13).
34 Shareholders receive profit generated from investing the other sources of funds because in case of loss

providers of these funds are compensated from shareholders’ equity.
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specified in the contract. This is a reward for the managerial effort of the bank in managing

the funds of IAH. The mudarib share of profit allocated to the bank constitutes a return to

the bank’s shareholders.

If the bank’s aggregate investment portfolio yields a negative return, then, according to

the mudaraba contract, this loss should be borne by the IAH and shareholders pro rata to

their respective investments in this portfolio, bearing in mind what was said in the previous

paragraph. Like that of shareholders, the liability of IAH is limited to the amount of their

investment and no more. In the case of a negative return, in addition to the shareholders’

proportion of the loss which is determined pro-rata as indicated above, the bank in its

capacity as mudarib receives no profit on behalf of its shareholders (the mudarib share

having a lower bound of zero). However, according to the mudaraba contract, if the loss is

due to misconduct or negligence of the mudarib, then the Islamic bank has to make good

the loss.35

The above analysis indicates that the structure and processes of Islamic banks do not

readily fit in with those of universal banking, which combines both banking and investment

activities. The next section examines the approaches adopted by the supervisory authorities to

regulate Islamic banks.

4. Banking regulation of Islamic banks

It seems that so far the supervisory authorities in the countries in which Islamic banks

operate have not appreciated the implications of the unique characteristics of Islamic banks.36

Errico and Farahbaksh (1998, p. 5) note that ‘‘until now the issue of what standards used for

conventional banks should apply to Islamic banks has received little attention, even in

countries where all banks follow Islamic principles.’’

For example, a central banker claims that ‘‘in a dual banking system, the supervision

of banks basically applies to both Islamic and conventional banks. So far there are no

particular banking regulations that apply specifically to Islamic Banks. With some

degree of changes in terminology, the prudential regulations for conventional banks

have been adopted to Islamic banks. All provisions for conventional banks. . .are also

applied to Sharia Banks. The implementation of banking supervision for profit sharing

banks, however, differs slightly from those of a conventional bank’’ (Joyosumarto

1995, p. 12).

The above view is not widely shared. For example, there has been concern about the

implication of applying the Basle capital adequacy ratio to Islamic banks (Dale, 1997; Karim,

1996b). At issue is whether investment accounts ‘‘be defined as a bank deposit. . .[or] as
investments in a collective investment scheme’’ (Ainley, 1997, p. 73). Karim (1996b)

proposes four possible scenarios for the treatment of investment accounts in the calculation

35 For more details see AAOIFI (1996, 1997).
36 For more details on issues relating to the supervision of Islamic banks, see Wilson (1997).
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of the capital adequacy ratio for Islamic banks. Each scenario, it is argued, tends to have

implications for the financial and marketing strategies of Islamic banks.

Furthermore, Errico and Farahbaksh (1998, p. 3) argue that ‘‘a number of standards

and best practices established by the Basle Committee on Banking Supervision. . .are
not always applicable [as they stand] to Islamic banking. An appropriate regulatory

framework governing Islamic banks needs to place greater emphasis on the management

of operational risks and information disclosure issues than is normally the case in

conventional banking.’’

So far, there are no generally accepted guidelines on which central banks, in the

countries in which Islamic banks operate, would base the treatment of profit sharing

investment accounts for the purpose of calculating the capital adequacy ratio for

these banks.37

There is also lack of agreed upon guidelines on the liquidity requirements of Islamic banks

(Karim, 1995b; Khalid, 1995). Khalid (1995, p. 125) argues that ‘‘the conceptual difference

which gives rise to different liquidity ratios between an Islamic bank and a conventional bank

is that for a conventional bank, all its deposits represent its direct liability to the depositors.

The same is true for Islamic bank, but only in the case of deposits in the current and savings

accounts. In the case of general investment accounts and special investment accounts, the

Islamic bank does not borrow or guarantee the fund.’’

The lack of common understanding of the unique characteristics of Islamic banking

seems to have been reflected, among other things, in the various approaches taken by

supervisory authorities to regulate Islamic banking. These approaches can be categorized

into three groups.

The first group of countries (e.g., UAE, Iran, Sudan, Turkey, Yemen, and Malaysia) have

enacted Islamic banking in their laws. However, the laws of Islamic banking in some

countries in this group (e.g., Malaysia, Iran, Sudan, and Turkey) suggest that they are framed

mainly from a commercial banking perspective. For example, in Iran (where the whole

banking system has been transformed to comply with Islamic Shari’a) ‘‘The Law for Usury-

free Banking’’ specifies the aims of the banking system to include, among other things:

‘‘Creation of a monetary and credit system. . .’’ The Law also provides brief details on the

mobilization of funds in current accounts, savings accounts, and ‘‘long-term investment

deposits,’’ and on the providing of finance to various industries using Islamic financial

instruments.38 In Turkey, the ‘‘Decree on the Establishment of Special Finance Houses’’ also

provides details on mobilization of funds in current accounts and participation accounts, and

the utilization of these funds. In Malaysia, the ‘‘Islamic Banking Act 1983’’ defines

‘‘investment account liabilities’’ to mean ‘‘the deposit liabilities at that [Islamic] bank in

respect of funds placed by a depositor with that bank. . .under an agreement to share the

profits and losses of that bank on the investment of such funds.’’ The Act consistently refers

37 Due to the absence of such guidelines, AAOIFI has issued a Statement on the Purpose and Calculation of

the Capital Adequacy Ratio for Islamic Banks (AAOIFI, 1999a).
38 These instruments are mentioned earlier in the section that provides an overview of the characteristics of

Islamic banks.
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to the Islamic bank lending or advancing of money.39 In Sudan (where the whole banking

system also has been transformed to comply with Islamic Shari’a), the ‘‘Banking Regulation

Law 1991’’ attempts to differentiate between a bank and a financial institution as follows. The

former performs all commercial banking activities in addition to accepting investment

accounts. A financial institution is defined as an investment company established for the

purpose of investments and performs banking activities. However, this differentiation does

not seem clear as both types of institutions perform both types of functions. The laws of the

other countries in the same group (e.g., UAE and Yemen) explicitly mention that Islamic

banks may perform both banking and investment business, but make a brief reference to

investment banking.

However, none of the laws in the countries that have promulgated an Islamic banking act

provides guidance on issues that are pertinent to investment business. As examples, one may

cite the disclosure of specified information to investors to assess the risk of their investments,

the fiduciary responsibility of the bank, insider dealing, and guidance on the conflict of

interest that may arise from investing both separately and jointly shareholders’ funds and

IAHs’ funds.

The second group of countries (e.g., Bahrain, Qatar, Saudi Arabia, Egypt, and Jordan)40

has not so far enacted laws to regulate Islamic banks. Rather, Islamic banks operate within

the laws that govern all the banks in these countries. These laws mainly focus on commercial

banking. The third group of countries (e.g., Lebanon) also has not enacted Islamic banking

law, but subjected Islamic banks to their fiduciary law. Whilst in all three groups Islamic

banks are supervised by the central bank, in some countries (e.g., Kuwait) Islamic banks are

supervised by the Ministry of Commerce.

The next section discusses the relationship between the approaches adopted by various

countries to regulate Islamic banking and the accounting treatments of investment accounts

by Islamic banks. These discussions will be used to illustrate how difficult it would be to

compare the financial statements of Islamic banks if they continued adhering or were asked to

adhere to IASs, supposedly in the interests of achieving international harmonization of

financial reporting.

5. Accounting treatments of investment accounts prior to self-regulation

Prior to the promulgation of AAOIFI’s Financial Accounting Statement No. 2: Concepts of

Financial Accounting for Islamic Banks and Financial Institutions (FAS 2), Islamic banks did

not differentiate between restricted and unrestricted mudaraba in their accounting treatment

of investment accounts.41 In addition, Islamic banks were divided on the accounting

39 See, for example, Articles 16(4); 19(1)(b); 24(1)(b).
40 A special law was enacted for the first Islamic bank established in Egypt and Jordan. The other Islamic

banks in these two countries that were established later are regulated by the general banking law.
41 According to AAOIFI (1993), unrestricted investment accounts should be treated on balance sheet, while

restricted investment accounts should be treated off balance sheet.
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treatment of investment accounts. It is worth noting that most of the countries in which

Islamic banks operate either look directly to IASs as their national standards or develop

national standards based primarily on IASs.42

As outlined in the section that deals with banking regulation of Islamic banks, there seem

to be three approaches adopted by supervisory authorities to regulate Islamic banking. These

are depicted in Fig. 1. The first approach is characterization of a group of countries that

sought specifically to cover Islamic banking in their national legislation. The financial

statements prepared by the Islamic banks (e.g., Kuwait Turkish Evkaf Finance House-Turkey,

Bank Islam Berhad Malaysia, Faisal Islamic Bank-Sudan, Dubai Islamic Bank, Tadamon

Islamic Bank-Yemen) that operate in these countries show that these banks have treated

investment accounts as an on-balance sheet item and classified these accounts as a liability.

This treatment, which is similar to that of deposits in commercial banks, is not unexpected

since the laws that govern these banks were either framed mainly from a commercial banking

perspective or made only brief reference in their laws to investment banking.

The second approach is represented by a group of countries (e.g., Bahrain, Qatar, Saudi

Arabia, Egypt, and Jordan) that have subjected Islamic banks to the general law that governs

all banks without specifying how investment accounts should be reported. This leaves open

the accounting treatment of investment accounts within this group, so that it falls into two

categories (see Fig. 1). The first category of Islamic banks have treated investment accounts

as an on-balance sheet item, while those in the second category (e.g., Faysal Islamic Bank of

Bahrain, Arab Islamic Bank-Bahrain, and Al Rajhi Banking and Investment-Saudi Arabia)

have treated investment accounts as an off-balance sheet item. Some Islamic banks (e.g.,

Bahrain Islamic Bank, Qatar Islamic Bank, Jordan Islamic Bank, Faisal Islamic Bank in

Egypt) in the first category that have treated investment accounts on the balance sheet have

reported them as a liability, while others (Arab Banking Corporation Islamic Bank in Bahrain)

have treated these accounts as part of equity.

The third approach represents a group of countries (e.g., Lebanon) that subjected Islamic

banks to their ‘‘fiduciary’’ (i.e., investor protection) law. Islamic banks (e.g., Al-Baraka Bank-

Lebanon) are required by law to treat investment accounts as an off-balance sheet item,

similar to managed mutual funds (the presumed model).

Islamic banks that have treated investment accounts as a liability item would justify such a

treatment on the grounds that investment accounts are more akin to deposits in a commercial

bank. Such a justification is not entirely unfounded. As noted in the Section 4, in the

42 The International Accounting Standards Committee newsletter, Insight (October 1997), reported

the following:

A preliminary IASC staff analysis of the responses to a 1996 survey conducted for IASC has found that

56 of 67 countries either look directly to IAS as their national standards or develop national standards

based primarily on IAS (p.15).

The following countries in which Islamic banks operate are reported in the IASC survey: Kuwait, Pakistan,

Malaysia, Jordan, Sudan, Iran, Tunisia, and Turkey. Although not mentioned in the IASC survey, the following

countries also look directly to IASs as their national standards or develop national standards based primarily on

IASs: Bahrain, Saudi Arabia, UAE, Qatar, Lebanon, and Egypt.
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Malaysian Islamic Banking Act investment accounts are referred to as ‘‘investment account

liabilities.’’ Although the Islamic bank is not contractually liable to absorb losses, it would be

under commercial pressure to meet IAH’s expectations and compensate holders of these

accounts in order to maintain the bank’s reputation and goodwill.43 These Islamic banks (and

by implication their auditors)44 would argue that they were accounting for the economic

substance of the transaction rather than the legal form of the mudaraba contract.45

Such a treatment of investment accounts would tend to satisfy the features that IASs

require to be considered when deciding whether an item qualifies to be treated as a liability.

According to the IASC Framework for the Preparation and Presentation of Financial

Statements: ‘‘In assessing whether an item meets the definition of an asset, liability or equity,

attention needs to be given to its underlying substance and economic reality and not merely

its legal form’’ (IASC, 1989, paragraph 51).

43 AAOIFI’s Statement on the Purpose and Calculation of the Capital Adequacy Ratio for Islamic Banks

(AAOIFI, 1999a) takes into consideration what it terms ‘‘displaced commercial risk.’’ The Statement states that

‘‘An Islamic bank is liable to find itself under commercial pressure to pay a rate of return to its PSIA-holders

[profit sharing investment account holders] which is sufficient to induce those investors to maintain their funds

with the bank, rather than withdrawing them and investing them elsewhere’’ (p. 7). Furthermore, AAOIFI’s

Financial Accounting Standard No. 11: Provisions and Reserves (AAOIFI, 1999b) requires Islamic banks to

disclose any amounts paid by the Islamic bank from its mudarib share to investment account holders in order to

increase the latter’s rate of return.
44 A cursory examination of the annual reports of Islamic banks indicates that the ‘‘Big Five’’ accounting firms

audit most of these banks.
45 It is worth noting that unlike the IASC Framework for the Preparation and Presentation of Financial

Statements (1989), AAOIFI (1993) makes no reference to the concept of substance over form.

Fig. 1. Regulatory framework of Islamic banking.
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However, the above analysis raises the fundamental issue of whether the separation

between the economic substance of a transaction and its legal form is valid in the case of

transactions governed by Islamic Shari’a. Compliance with Shari’a precepts is not simply a

matter of form, but affects the substance of the transaction. For example, murabaha and

ijarah muntahia bittamleek are distinguished from their conventional equivalents (asset-based

loans and capital or finance leases) not merely by the absence of interest, but in the

assumption of asset risk by the financier. In the case of murabaha, the financier bears the

asset risk until delivery and passage of title to the customer.46

As stated earlier in the paper, Islamic banks are driven by Shari’a approved contracts

because they have to comply with Islamic Shari’a rules and principles in all their transactions:

Islamic banks were developed on a foundation that does not permit the separation between

temporal and religious matters. That foundation requires compliance with Shari’a as a basis

for all aspects of life. This covers not only religious worship but also business transactions

which should comply with Shari’a precepts (AAOIFI, paragraph 8).

Islamic banks that have treated investment accounts as part of equity on the balance sheet

have classified these accounts as participating shares or what is known as class ‘‘B’’ shares.

According to these banks, both investment accounts and participating shares are financial

instruments that are used to mobilize funds. Moreover, the economic substance of both

instruments is the same, namely their return is based on that of the underlying assets. Hence,

this group of Islamic banks and their auditors who have supported this treatment of

investment accounts on the balance sheet would justify it on the basis of their interpretation

of IAS 32, which states in the section relating to the presentation of liabilities and equity that

‘‘the issuer of a financial instrument should classify the instrument, or its component parts, as

a liability or as equity in accordance with the substance of the contractual arrangement on

initial recognition and the definitions of a financial liability and on an equity instrument’’

(IASC, 1995, paragraph 18).

Islamic banks in the above two groups that treated investment accounts on the balance

sheet recorded the application of the funds of investment accounts as assets. This does not

satisfy the definition of an asset under IASs. According to the IASC Framework for the

Preparation and Presentation of Financial Statements, ‘‘an asset is a resource controlled by

the enterprise as a result of past events and from which future economic benefits are

expected to flow to the enterprise’’ (IASC, 1989, paragraph 49(a)). However, the control

and use of assets represented by investment accounts result in a flow of future economic

benefits to the Islamic bank only in the form of the mudarib share, which may have a lower

bound of zero.

Islamic banks that have treated investment accounts as an off-balance sheet item would

argue that the nature of these accounts is similar to that of funds under management. Put

another way, these Islamic banks would suggest that investment accounts should be

accounted for from the perspective of the investment management function performed by

Islamic banks. These Islamic banks would support their argument by claiming that their

46 For ijarah muntahia bittamleek see footnote 48.
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accounting treatment of these accounts was based on their (and by implication their

auditors’) interpretation of IAS 30. According to IAS 30, if a bank acts in a fiduciary

capacity that results in the holding or placing of assets on behalf of individuals, then these

assets are not the assets of the bank and, therefore, are not included in its balance sheet.47

This reasoning is applied not just to restricted investment accounts, but also to unrestricted

investment accounts.

However, informed market players would question such a treatment of unrestricted

investment accounts, thereby casting doubt on both the relevance of IASs for Islamic banks

and the auditors’ opinion on the financial statements of these banks. For example, the 1995,

1996, and 1997 financial statements of Faysal Islamic Bank-Bahrain (FIBB) are audited by

Price Waterhouse who has issued an unqualified opinion and stated that the accounts are in

accordance with IASs. Yet, in December 1996 Capital Intelligence, one of the few rating

agencies that rate a number of Islamic banks, qualified its rating of FIBB. Capital Intelligence

(1997) states that its qualification of FIBB was ‘‘due to the large degree of uncertainty

concerning the effect the transfer of off-balance sheet unrestricted investment accounts to the

balance sheet (in compliance with the introduction of [AAOIFI’s] Islamic Financial

Accounting Standard (IFAS) No 1), would have on the Bank’s liquidity and capital adequacy

ratios’’ (p. 3).

Capital Intelligence (1998) further claims that in its opinion, ‘‘the supplementary

information [presented by FIBB based on AAOIFI’s standards] enables one to form a more

accurate picture of the financial health of FIBB. For example, under the new accounting

treatment (including unrestricted investment accounts on balance sheet). . .profitability ratios

such as return on average assets become more meaningful (2.06% as opposed to 6.4% using

IAS). . . Thus in analyzing the composition of FIBB’s asset structure, we have assumed

unrestricted investments to be part of the Bank’s balance sheet, since they have a direct effect

on the Bank’s liquidity and profitability and give a more accurate reflection of the magnitude

of business operations’’ (p. 3).

On the other hand, since IASs do not provide specific guidelines for the accounting

treatment of investment accounts (as well as other Islamic financial instruments),48 they may

have provided Islamic banks with an opportunity to choose the accounting treatment that

satisfies their objectives. For example, the treatment of investment accounts as an off-balance

47 IAS 30, paragraph 55.
48 For example, ijarah muntahia bittamleek (a lease contract that ends up with the transfer of ownership of

leased assets to the lessee). Prior to the promulgation of AAOIFI’s Financial Accounting Standard No. 8: Ijarah

and Ijarah Muntahia Bittamleek, most Islamic banks that used IASs accounted for this financial instrument as a

finance lease. However, contrary to the requirements of IASs, the Shari’a precepts that govern this financial

instrument do not allow for the substantial transfer of all significant risks and rewards from the Islamic banks as

lessors to the lessee. Some Islamic banks presented the assets of this financial instrument on their balance sheet as

leased assets while other Islamic banks presented them as receivables. However, Islamic banks that presented

these assets as leased assets did not deduct any amount for their depreciation possibly based on the Islamic banks’

interpretation of IAS 16: Property, Plant and Equipment (revised 1993), thereby overstating their reported profit.

On the other hand, the accounting treatment of this financial instrument as receivables may benefit the Islamic

bank if the provision for doubtful debts would be less than the amount that would be provided for depreciation if

they were treated as leased assets.
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sheet item would appeal to the Islamic banks that considered it was not in their interest to

have these accounts included in the calculation of their capital adequacy ratio in order not to

be asked to increase their equity capital.49 Another possible reason that would make this

treatment appealing to these banks is that it enables them to hide negative information relating

to investment accounts, especially losses due to misconduct or negligence. In this respect it

should be noted that IASs are silent on the disclosure of losses incurred in the investment

portfolio funded by investment accounts.

The external auditors of these Islamic banks would also have a vested interest in

supporting the off-balance sheet treatment of these accounts. Since external auditors may

not be directly responsible for making a full audit of off-balance sheet items, this treatment

would reduce the risk of legal liability to which they would be exposed. Hence, losses due to

misconduct or negligence, which according to the mudaraba contract should not be borne by

IAHs, may go undetected.

Given that, in the majority of Islamic banks, investment accounts represent a very high

percentage of the total balance sheet funding, Islamic banks that have treated investment

accounts on the balance sheet may have given more consideration to the size of their balance

sheet totals. However, since the balance sheet model based on IASs and other accounting

standards assumes that funds can only be mobilized through debt and/or equity, this group of

Islamic banks had no choice but to treat investment accounts either as a liability or as equity

depending on whether they treated these accounts as deposits or as an unsecuritized equity or,

in rare cases, securitized financial instrument, respectively.

The theme emerging from the preceding analysis suggests that although the three different

accounting treatments of investment accounts tended to be based on each group’s interpre-

tation of the IAS that was believed to be relevant to the mudaraba contract, these treatments

rendered the financial statements of Islamic banks noncomparable. This draws attention to the

fact that IASs are insufficient to cater for the unique characteristics of the financial

instruments used by Islamic banks. Karim (1996a) gives support to this proposition by

arguing why accounting standards (e.g., IASs) developed for secular business organizations

are of limited applicability to Islamic banks.

The above implies that the use of IASs as a vehicle for achieving international

harmonization of financial reporting will not be effective in making financial reporting by

Islamic banks more comparable, and may have the opposite effect because of the ‘‘slack’’

resulting from the inadequate ‘‘fit’’ of IASs to Islamic transactions. It also provides a case for

regulating the financial reporting by Islamic banks by reference to accounting standards that

cater to the unique characteristics of the financial instruments used by Islamic banks, in order

to make the financial statements of these banks more comparable.50 This lends support to the

theoretical proposition that the factor of culture, namely religion, would influence the

international harmonization of accounting and financial reporting.

49 In some of the largest Islamic banks the shareholdings are concentrated in a few hands, for example, Dar-

Al-Mal Group, Dalla Albaraka Group, and Al Rajhi Corporation for Banking and Investment.
50 See Karim (1996a) for other attributes of the mudaraba contract, namely economic consequences which are

a central feature that is embodied in the rules of this contract, but are not recognized in the conceptual framework

of the IASC.
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6. Concluding remarks

Islamic banks are established with a mandate to adhere to Islamic Shari’a rules and

principles in all their transactions. The majority of Islamic banks perform both commercial

and investment banking services. However, unlike conventional commercial and investment

banks, Islamic banks do not establish firewalls to separate legally, financially, and mana-

gerially these two services. Rather, the majority of Islamic banks commingle their own funds

with those of IAHs, invest both funds under the bank’s management in the same investment

portfolio, and report these investments and their results in the bank’s balance sheet and

income statement.

Supervisory authorities in countries in which Islamic banks operate have taken various

approaches to regulate Islamic banking. These include promulgating Islamic banking acts to

regulate Islamic banks, subjecting Islamic banks to existing fiduciary laws, and regulating

Islamic banks by the laws that govern all banks. The paper suggests that the perspective

adopted by the supervisory authorities to regulate Islamic banking tended to influence the

accounting treatment of investment accounts adopted by Islamic banks, although most of the

countries in which these banks operate either look directly to IASs as their national standards

or develop national standards based primarily on IASs. This has rendered the financial

statements of Islamic banks noncomparable.

The above implies that the calls to use IASs as a vehicle to achieving international

harmonization of financial reporting must not go unchallenged, so far as Islamic banks are

concerned. Rather, the case of Islamic banks casts light on the need to develop and implement

accounting standards that specifically cater for the unique characteristics of the contracts that

govern the operations of these banks.

In fact, Islamic banks have gone a long way towards achieving this objective. In 1990,

AAOIFI was established to prepare and promulgate accounting, (and recently) auditing and

governance standards. To date, AAOIFI has issued 14 accounting standards, including two

statements that represent a conceptual framework that guides the preparation of its standards.

In addition to market pressures for compliance coming from international credit rating

agencies, the supervisory authorities in both Sudan and Bahrain have required Islamic

financial institutions to comply with AAOIFI’s standards. Efforts are underway in other

countries (e.g., Malaysia, Qatar) that may result in adherence to standards based primarily on

AAOIFI’s standards. Some Islamic banks (e.g., Bank Islam Berhad Malaysia, Islamic

Development Bank) have also started to voluntarily use AAOIFI’s accounting standards to

prepare their financial statements.

However, there seem to be several factors that have contributed to the low implementation

of AAOIFI’s standards in the countries in which Islamic banks operate. These include, among

others, the lack of appreciation by the relevant agencies that are responsible for enforcing

accounting standards of the benefits that can be gained by implementing AAOIFI’s standards,

namely (a) rendering the financial statements of Islamic banks comparable and transparent;

and (b) providing relevant and reliable information to users of financial statements of Islamic

banks. This would require AAOIFI to exert more efforts to have its standards recognized by

an increasing number of countries.
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The broad acceptance for AAOIFI’s standards will tend to challenge the call for worldwide

adherence to IASs to achieve international harmonization in financial reporting regardless of

cultural differences. They also raise the issue of what collaborative relationship could

productively be established between specialized regulatory bodies such as AAOIFI, and

‘‘general purpose’’ regulatory bodies such as the IASC, IOSCO, and the Basle Committee on

Banking Supervision.

Acknowledgments

The author would like to acknowledge the helpful comments of Simon Archer and two

anonymous referees on an earlier draft. The usual caveats apply.

References

Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI) (1993). Concepts of financial

accounting for Islamic banks and financial institutions (Financial accounting statement no. 2). Manama,

Bahrain: AAOIFI.

Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI) (1996). Mudaraba financing

(Financial Accounting Standard No. 3). Manama, Bahrain: AAOIFI.

Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI) (1997). Equity of

investment account holders and their equivalent (Financial Accounting Standard No. 6). Manama,

Bahrain: AAOIFI.

Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI) (1998). Accounting and

auditing standards for Islamic financial institutions. Manama, Bahrain: AAOIFI.

Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI) (1999a). Statement on the

purpose and calculation of capital adequacy ratio for Islamic banks. Manama, Bahrain: AAOIFI.

Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI) (1999b). Provisions and

reserves (Financial Accounting Standard No. 11). Manama, Bahrain: AAOIFI.

Ainley, M. (1997, October). Under a veil of regulation. The Banker, 73–74.

Al-Deehani, T., Karim, R. A. A., &Murinde, V. (1999). The capital structure of Islamic banks under the contractual

obligation of profit sharing. International Journal of Theoretical and Applied Finance, 2 (3), 243–283.

Archer, S., & Karim, R. A. A. (1997). Agency theory, corporate governance, and the accounting regulation of

Islamic banks. Research in Accounting Regulation, Suppl. 1, 97–114.

Archer, S., Karim, R. A. A., & Al-Deehani, T. (1998). Financial contracting, governance structures and the

accounting regulation of Islamic banks: an analysis in terms of agency theory and transaction cost economics.

Journal of Management and Governance, 2, 149–170.

Arthur Andersen & Co. (1987, July). EEC harmonization of financial reporting by financial institutions.

Barking at the watchdogs. (1998). Accountancy International, 6.

Basle Committee on Banking Supervision. (1998a, September). Enhancing bank transparency. Basle: Switzerland.

Basle Committee on Banking Supervision (1998b, October). Sound practices for loan accounting, credit risk

disclosure and related matters. Consultative Paper, Basle: Switzerland.

Benston, G. (1990). The separation of commercial and investment banking. New York: OUP.

Briston, R. J., & Wallace, R. S. O. (1990). Accounting education and corporate disclosure regulation in Tanzania.

In: R. S. O. Wallace, J. M. Samuels, & R. J. Briston (Eds.), Research in Third World accounting, (vol. 1, pp.

281–299). Greenwich, CT: JAI Press.

R.A.A. Karim / The International Journal of Accounting 36 (2001) 169–193190



Bryer, R. (1993). Double-entry bookkeeping and the birth of capitalism: accounting further commercial revolution

in Northern Italy. Critical Perspectives on Accounting, 4 (2), 113–140.

Capital Intelligence (1997, December). Rating report: Faysal Islamic Bank of Bahrain EC.

Capital Intelligence (1998, October). Rating report: Faysal Islamic Bank of Bahrain EC.

Carsberg, B. (1995, September). Standard setting for the world. IASC Insight, 3–4.

Carsberg, B. (1998, October). Accounting for world harmony. The Banker, 18–19.
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