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A PROPOSED INTRODUCTION OF ISLAMIC BANKS IN INDIA

Omar Khan

India, over millennia, hasbeen hometo peoplesof many different cultures, faiths, linguistic heritages,
castes, socioeconomic backgrounds, etc. Successful rulersof the past have bridged all of those gaps by
acknowledging the existence of differences among the people and creatively accommodating those
differences. Sincethe partition of Britain's South Asian coloniesinto Pakistan and Indiain 1947, it's
become ever moreimportant for Indiato stick to its secular, democratic ideds and continueto bridgethe
gapsthat exist withinitscitizenry through creative accommodations of difference. For over acentury now,
however, the M uslimminority in Indiahas been suffering at the hands of itsleaders miscalculationsand
mistakes, exploitation by mgjoritarians, and therelative apathy of severd Indiangovernments. Thecurrent
gatusof Indian Mudimsisaarmingly poor with higher illiteracy, higher unemployment, lower incomeand
higher poverty ratesthan the Hindu majority. Thisshould beof mgor concernto the Indian government
and the peopleof Indiaat large. Asasecular democracy, al citizenshave equal right to acertain quality of
lifeand no particular sub-group of the population should belagging behind in attaining and exercising that
right. Itisthe obligation of the government to ensurethat lagging minorities have thetoolswithwhichthey
can catch-up to therest of the nation. Onesuchtool iscredit, and only with proper credit can lagging
minorities catch-up and decrease the economic digparity between themand the mgority. Theestablishment
of full-fledged banks practicing |damic Finance isone step towards decreasing the economic disparity
between Indian Mudimsand therest of their countrymen. Thegovernment of I ndiashould bridgethe gap
between Indian Muslims and therest of the nation with a creative accommodation of difference; it should
reformitsbanking sector so asto allow the establishment of Idamic Banks.,

Today, the condition of the Indian Muslim minority is poor; encouraging and supporting Indian Muslim
entrepreneurship isof paramount importanceif the condition of thisminority groupisto beimproved. At
12% of the population (2000), Indian Mudimsare avery sgnificant minority. Thissignificant minority,
however, islagging behind the rest of the nation inkey socioeconomic dimensions (land ownership, income,
poverty, literacy, etc.). A recent survey by the National Sample Survey Organization' found that ahigher
proportion among | ndian M udimswere consuming 300 rupees ($6), or less, per month (thebottom 20%
of consumers) thanthe proportion among Hindus. Inrura areas, 29% of Mudimswereinthisbottom-fifth
consumption bracket while only 26% of Hinduswerein thisconsumption bracket. Thecontrast isgreater
inurban areaswhere 40% of Mudimswerefound to be consuming in the bottom-fifth bracket, compared
to 22% of Hindus. Assuming that consumption reflectsincome, thetrend isclear: Indian Muslimsare
earning lessthan Hindusin both rural and urban settings. This conclusionis strengthened by two further
pieces of data; Inrural areas, 51% of Muslims belong to the classwith“little or no ownership of land”
versus40% of Hindusand in urban areas, 43% of Hindus have at least one family member witharegular/
sdaried job, comparedto only 27% of Mudims. The survey aso found unemployment andilliteracy to be
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higher among Mudimsthan among Hindus, bothin rura and urban settings. The picture painted by the
National Sample Survey Organization survey isindeed ableak one, and the government should makeit a
priority to ensure that thelagging Mudim minority hasthetoolsit needsto better itscondition. The United
States, in 1971, responded to asmilar situation with itsminority population (consisting mainly of Blacks,

Hispanicsand NativeAmericansat thetime) by establishing the Minority Business Development Agency
(MBDA).? Themain purpose of the MBDA wasto give minoritiesin the USthe toolsthey needed to
improvetheir condition; the goal wasto develop business ownership among minorities. Therationale
behind encouraging minority business ownership included thefact that minority businesseshave aproven
record of filling a high proportion of their jobs with minority employees. Thus, unemployment and
underemployment among minority populations can be reduced by supporting minority entrepreneursin
developing businesses. Thiswill lead to not only anincreasein the economic standing of the minority
population asawhole, but a sharing of that increase across asignificant portion of that population. The
benefits of owning successful businessesare not limited to the economic sphere, the benefitsaso include
social prestigeand politica leverage—both of which tend to have positive externalitiesfor therest of the
minority population (and in effect, thewholesociety). One mgjor obstaclefacing minority entrepreneurs,

however, isaninability to obtain loans (lack of credit). Inoneof itsreports?, the National Commissionon
Minorities observed that minorities, and Muslims specifically, “face problemsin getting. . . bank credit.”

The Commission studied credit flow to minoritiesin the city of Saharanpur (U.P) and found that “inthe
year 1990-91, credit flow to minorities, in the city of Saharanpur was...13 percent of total against a
Muslim share of 31 percent intotal population.” By compiling data supplied by the Reserve Bank of
India?, the Commissionwas ableto ascertainthat Mudimsin I ndia haveonly 9% of thetota bank accourts,

though they make up 12% of the population. And more alarmingly, only 5% of theloans advanced have
goneto Mudims. Two gtriking possibilitiesarethat either the banksdiscriminate againg Mudimborrowers
or that Mudimsdon't seek credit (possibly dueto religiousabstentionfrominterest). Inether case, reform
of the banking establishment in Indiais possible and could very well lead to Mudim entrepreneurs having
better accessto the credit they need. Supporting Muslim entrepreneurship by reforming the banking
sector isvita in bettering the condition of India slargest minority.

The Idamically-based system of finance has provenitself to be entirely feasible and sound. At present,

thereare over 200 Idamic Financial Ingtitutions (I Fl) operating around the world in different social and

economic environments.* Moderate estimates indicate that there were about $160 hillion worth of
transactions by |FI’sin 1997 with an annual increase of 10-15 percent.® The main reason for the 20"
century re-development and growth of the Ilamic banking system isthe conventional banking sysem’s
heavy reliance oninterest-based financing. 1dam prohibits doing businesswith“riba’, or usury/interest.

The main challenge of an Idlamic Bank is somehow providing financing to consumers and borrowers
without charginginterest. Intellectualsand practitionershave met thischallenge with aheavy reliance on
equity-based finance, or profit-sharing. Many other interes-freefinancid instruments have been developed
and are being used by different | FI’sindifferent partsof theworld, but equity-based financeis perhapsthe
most significant instrument when considering the development of Muslimentrepreneursinindia. The
beauty of equity-based financeisthe emphasis on the expected profitability of businessventures. This
emphasisensuresthat entrepreneursfromall socia classes, regardless of thelr asset-base, can successfully
obtain credit. Mohammad Nejatullah Siddigi wrote®:
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“Interest-based loans go to those who arethe most credit-worthy. They do not necessarily go to
finance projects expected to be most productive (profitable)... A project of dubious prospects
may passif it comesfromaparty which hasassetsout of whichthe bank may recover the principa
withinterest. Amost promising project may fail to receive financeif it comesfromonewho does
not have other assets. Credit worthiness and not the expected profitability of the project to be
financed alocateinvestible fundsinthe present system. Thisisinefficient.”

With aheavy emphasis on equity and profit-sharing, the chief factor used to determinewhether aproject is
worthfinancing inthe Idamic systemisthe expected profitability of theproject. Withanemphasisonthis
factor, the expected profit from all venturesfinanced by the bank is maximized and society asawhole
benefits. With an emphasis on the assets of aborrower (credit-worthiness), expected profitsfromall
venturesfinanced inthe conventiona systemare not nearly ashigh and society sustainsacertain missed-
opportunity cost, even asbanksarerepaid their principal plusinterest. Entrepreneurslacking assetsare
unableto obtain credit and launch anenterprisein the conventiona system, again, dueto the emphasison
asset-based credit-worthiness. Thisiswhere the principle of social justice can be seenin the ISlamic
system: any entrepreneur with aprofitable proposal, regardless of asset-base, isdligiblefor credit and is
then able to establish asuccessful businessenterpriseand better hispostion. The successof that business
enterpriseisshared between the entrepreneur and the financiers (the bank and those depositorswho hold
Profit-Loss-Sharing accounts). Thus, agreater portion of society benefits from the success of small
business startupsand virtually all entrepreneurs, regardless of socioeconomic background, are ableto
launchthelr own ventures. If the busnessweretofall, thelossisshared with the bank, and the entrepreneur,
who took an acceptable risk in implementing his proposal, will not drown helplessly in debt due to
unforeseeable circumstances. Thesharing of risks, the sharing of profitsand the sharing of losseslead to
amore equitable outcomefor all of society and thisiswhat the structure of the Iamic banking system
promotes. Onemight be concerned about moral hazard and the possibility of fraudulent understatement of
profits. There are afew reasonsto rest assured that fraud will not be any more rampant in an Islamic
systemthaninthe conventiona system. Thefirgt isthat banks, when considering the expected profitability
of aventure, will surely consider thehistory of the entrepreneur. An entrepreneur withahistory of losses
and low-profitswill belesslikely to have his venture financed than one with a history of high-profits. In
addition, standardized audit and accounting procedures can help increase transparency between the
entrepreneur’s enterprise(s) and the bank, which will decrease the chances of fraud. And lastly, the
success of IFl’sinthe Gulf region and Southeast Asa serve asevidence that mora hazard issues can be
contained and dealt with, and that the systemitself issound. The emphasison equity-based finance and
social justice set the [lamic systemapart from the conventional banking system and helped propel its
phenomenal growth. All over theworld, invastly different economic and social contexts, the Ilamic
financial system hasprovenitself to be entirely functional and stable.

Certain Idamicfinancial solutionsexist inIndiatoday, but are nowhere near the ssandard of the global
Islamic finance industry. Strictly speaking, there are no ISamic Banksin India. There are, however,
varioustypesof Idamic Financial Organizations (1FO) that carry out financial transactionson an interest-
freebass. Oneestimate’ of the size of theinformal interest-freefinancial sector placesthe number of non-
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profit IFO'sat dightly over 300, withtotal demand depositsof at least Rs. 800 million. These organizations,
some dating back to pre-partition days, comein avariety of forms. There are Financial Associations of
Personswhicharenot registered under any provison of law, Interest-free Fundsor IdamicWdfare Societies
registered either under the SocietiesAct or the Trust Act, Idamic Cooperative Credit Societiesregistered
withtheregigrar of cooperative socities, and I damicinvestment companiesregistered under the Companies
Act. Financid Associations of Persons (ex: Barkat Association) have been successful in helping minority
businessmen establish themselves. They have been, however, dueto legal restrictions and lack of an
adeguate capital base, limited in scope and effectiveness. Interest-free Funds/Idamic Welfare Societies,
duetotheir lack of professona management, among other failings, have enjoyed extremely limited success
(having saved asmall portion of the indebted/impoverished class of Mudimsfromexploitative interest
rates). Idamic Cooperative Credit Societies (ex: Patni Cooperative Credit Society) have had, perhaps,
themog potentid to be successful under the current lega framework. Membersjoin asociety and contribute
sharesand membership fees. These societies extend interest-freeloansand invest their sharecapita in
equities of different sorts. The main problem facing such societiesistheir scope. Asnoncommercial
entities, they limit themsalvesto benefiting their own membersand tend to be more philanthropic in nature.
Also, thelaws applying to Cooperative Credit Societiesvary fromstate to state; no multi-state Ilamic
Cooperétive Credit Society hasbeen establishedto date. 1damicinvestment companiesaretheanswer to
Indian commercid banks' limitations; asIndian commercia banksaren't able to accept equity finance or
invest onaprofit/loss-sharing basis, it hasbeen up to the Idamicinvestment companiesto do so. Islamic
investment companies in India have been plagued with problems, however. Dishonesty, a lack of
professondismand inefficiency among management havebeencriticd to thefallure of many Idamicinvestment
companies. Thedtrict normsimposed by the Reserve Bank of Indiasince 1998, alack of support fromthe
Muslim community (largely dueto an absence of transparency), and the crash inthereal-estate market
(which many Idamicinvestment companieshad not diversified against) have caused the closure of many of
theldamicinvestment companiesthat werein businessonly 10yearsago. Thefutureof IndiasIFO'sisin
jeopardy dueto increased regulation by the Reserve Bank of India under the Non-Banking Financial
CompaniesAct of 1998. Complying withthisregulatory framework posesasignificant chalengefor such
smdl organizationsand increases operational expenses, which arebarely being met asis. Asdefromthe
aforementioned |FO’s, there are asmall number of productsaimed at Indian-Musliminvestorsworth
mentioning. Thefirstisthe Parsoli-IBF Equity Index®, launched in 2001, after the success of the Dow
Jonesldamic Index. The Parsoli-IBF Equity Index isastock index of companies onthe Nationa Stock
Exchangethat conformto certain Idamic principles. One such principleisthat the primary business of
these corporationscannot involvedcohol, tobacco, pornography, musc, cinema, pork, casnos, etc. Another
isthat their debt/asset ratio be lessthan 33 percent and their non-operating interest income hasto beless
than 5 percent (the fraction of money earned by interest is deducted from dividends and donated to
charity). Thesecond such product isthe “ Tata Core Sector Equity Fund”, launched by TataMutual
Fundsin 1995-96. The*Tata Core Sector Equity Fund” wastailored to suit the preferences of Mudlims
and other ethical investors (with no investment in“prohibited sectors’). Itisnow knownasthe“Tata
Select Equity Fund,” and even onthe TataMutua Fund homepage, thereisno indicationthat it isdesgned
for Idamically-consciousinvestors (asidefrom anote about the policy of non-investment in“prohibited
sectors’). Sinceitsinception thisfund has performed well, yielding an average annual return of 17.04%,
whichissignificantly higher than the Sensex and Nifty indices.® Ascan be seen by the recent introduction
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of Idamically-oriented investment products, thelong history of native-Indian Ilamic financia solutions,
and anIndian-Mudim population of 120 million, thereisahuge potentia for full-fledged |damic Banksin
India. A recent survey™ observed that 80% of Mudimsin urban Indiaarewilling to deposit or invest in
Idamic Financid Ingtitutions (IFI’s) onaProfit/Loss-Sharing (PLS) basis. 67% of Mudimsinurban India
arewillingto borrow fromIF’sonaPLSbass. However, only 13% of Mudimsin urban I ndiacurrently
have anaccount with an existing | damic Finance Organization, with 57.5% totdly unaware of their exigence.
Idamic finance, asit existsin Indiatoday isnot capable of properly serving that market; only with reform
and an appropriate marketing push from existing Idamic Finance Organizationsin India, foreign Idamic
Banksand the government, can the strength of I1damic financein India beincreased.

There aremany benefitsto the development of full-fledged Idamic Banksin India. Those benefitsinclude
apotential bettering of the condition of India slargest minority, better integration of that minority into
secular-democratic | ndia, increased savings acrossthe country and an increasein thenationd GDP growth
rate. Giventhelimited accessthat Indian Mudimentrepreneurshaveto credit, somereform of the banking

sector isnecessary. Reform by opening to Islamic Bankswould be beneficid for all entrepreneurswho
have profitable proposalsbut lack collateral. Those entrepreneursinclude, but aren’t limited to, many
economically-disadvantaged Indian Mudims. By helping economically-disadvantaged Indian Mudims
build minority businesses, the newly-created | damic Bankswill be helping to generatewedth for Muslim
business owners, create jobs for currently underemployed Muslim workers and will share the profits
generated by those minority businessesamong all of the depositorswho hold Profit/Loss-Sharing (PLS)

investment accounts. New wealth, wasted/neglected by the current system, will have been generated and
shared among a currently-disadvantaged segment of Indian society. 1lamic Bankswill be providing the
Mudim minority with the toolsthey needsto catch upto therest of thenation. Theincreased wedthinthe
Muslim community will surely trandate into greater involvement in Indian politicsand greater political

leverage for ahistoricaly-marginalized minority. Increased political involvement, decreased inequdlity,
business ownership, and wealth will dl serveto foster agreater senseof Indian-integration among Mudins.

Thet greater political leverageand integration will likely lead to adecrease in commund violence, aswill the
increasein small business ownership among Mudims (* Ashutosh Varshney'sinvestigation of the effects of
cross-communal Business organizationson communal violence comesto mind). Thebetter integration of

I ndian Mudimsand decreasein communal violence will directly benfit dl Indians. Thecreationof Mudim-

owned businesses, the decrease in Muslim underemployment/unemployment (increasein employment in
theformd sector), and the creation of interest-free savings avenueswill directly benefit Indian Mudimsand

indirectly benefit all Indians. All Indianswill benefit fromthe increasein Gross National Product, the
decreaseinwelfare expenditure, an increasein tax revenues (small businessesin the formal sector pay
more taxesthantheinformal sector), thecreation of new savings, and the mobilization of savingsthat had

hitherto been kept away from conventional banksfor religious reasons (abstention frominterest-based
transactions). Theincreased public and private savingswill combineto increasethe overdl national savings
rate (without any significant government intervention -all asaresult of the free market), thereby helping
maximize India’s growth potential (whichis phenomenal, according to a2001 study by McKinsey™).

Increased growth would also be the outcome of the efficient investment allocation provided by Idamic
Banks(emphasizing project profitahility rather than borrower’scredit-worthiness/assat-base). The success
of Idamic Banksintherest of theworld and the continued existence of | damic Finance Organizationsin
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thedry legd climate of Indiaare hopeful indicatorsof the potentia successof full-fledged Idamic Banksin
India. Improving the condition of India’sMudimminority, better integration of that minority into secular-
democratic India, increased savings and faster economic growth areall potential positive consequences of
alowing Idamic Banksto operateinIndia. The benefitsto Indiaof opening itself to full-fledged | damic
Banksare sgnificant and numerousenough that the opportunity cannot be easily neglected; I ndid sbanking
sector should be reformed so asto allow and encourage | damic Banksto enter the marketplace.

The cogsof establishing | damic Banksin Indiaincludelega reformand the development of anew regulatory
structure for interest-free banks. Withregard to the current legal environment in India, Ausaf Ahmad
wrote®:

“Indian Banksareregulated by the Indian Banking Regulation Act (1949), The Reserve Bank of
IndiaAct (1935), The Negotiable InstrumentsAct and the Cooperative SocietiesAct (1866).
None of theselaws admit the possibility of aninterest free bank. Hence, if and when aninterest
freebank isalowed to beestablished in India, relevant lawswill haveto be amended significantly
to admit such apossihility and to evolve adifferent system of regulation and control.”

Inorder to dlow the establishment of I damic Banksoperating without interest, al of the relevant banking
lawswill haveto beamended. Oneway of amending the lawswould be to maintainthe current legislation
withregard to conventiona banksbut to specificaly amend thelegidation o asto makethelawsingpplicable
to interest-freebanks. Amendmentswill have to expressly alow some regulatory authority the ability to
deem a bank capable of interest-free operations. Once that authority has deemed a bank capable of
interest-free operations, current legidation will no longer apply and anew set of lawswill apply. Those
new laws will govern their activities and subject them to some regulatory body. That newly-created
regulatory body would assigt in establishing and enforcing auditing and accounting standards, ensuring
trangparency in the dealings of interest-free banksand ensuring compliance with liquidity standards. The
regulatory body, in conjunction with industry experts, could also look into someform of deposit insurance
for account-holdersand someform of arating agency to judge the efficiency and managerial competency
of the newly-developing interest-free banks—helping to ensure the stability of the parallel interest-free
banking network being set up. Other specific policiesthat will need to be changed include the requirement
that non-banking financial companies (NBFC) invest at least 15 percent of thelr total invesment ininterest-
based government securities. Aside fromdropping such arequirement atogether, one easy aternativeisto
allow NBFC’sto invest in the equity of some public-sector enterprise. Taxation policy will also require
amendment. One specific instanceof atax policy that will need to be changed isthe current heavy taxation
of returns on equity investment (as opposed to the exemption of interest earnings). Such an uneven
approach to taxation would surely put interest-free banks, which thrive on equity and are prohibited from
working withinterest, at an unfair disadvantage. Thislegal reform and the development of new, parallel
regulatory authoritiesisno easy task. Thereare, however, experts from many different fieldswho can
coordinatethelr effortsand help to ensurethat thereformsareefficient and effectivein redizing theintention
of the government. Indianlegal experts, legal expertswho haveworked to regulate | lamic banksin parts
of theworld where interest-free banking has been set up parallel to the conventional system, industry
representatives, academicsand outside consultants who have assisted with theimplementation of similar
reformselsewhere canall be cdled uponto assist the government inthiseffort. Thecostsof establishing
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Idamic Banksin Indiaincludelega reformand the development of anew, paralle regulatory structurefor
interest-free Banks; those costs, asfar from negligible asthey may be, are nowhere near asgreat asthe
potential benefitsof establishing Islamic Banksin India

Theremay be somewho, even upon consdering the myriad benefits of damic banking in Indiamay till be
skeptical. Their skepticismmay be grounded in doubts about the efficiency of 1lamic Banks, doubts
about the gppeal of Idamic Banksto Muslimentrepreneurs, or adisbelief of the potentid for far-reaching
change. Their skepticism, however, ismisplaced. Inastudy of the efficiency of Idamic Banks®, Donsyah
Yudigirawrote:

“...the overdl efficiency results suggest that inefficiency across 18 Idamic banksare small at just
over 10 percent, whichis considerable compared to many conventional counterparts...ldamic
bankswithintheMiddle East region arelessefficient thanther counterpartsoutsidetheregion... The
reasonisthat I1damic banksfromoutside the Middle East region arerelatively new and very much
supported by their regulators. (Infant industriesthat are particularly supported by the governments
generally grow at maximum speed.)”

So theinefficiency of | damic Banks, according to thisstudy, isgreater than morefully developed conventiond
banks, but still relatively small. Weknow that thislevel of inefficiency is not worthy of concern, because
despitethisstructura inefficiency, full-fledged | damic Banksare hedlthy, dl over theworld. Withregardto
the existing structural inefficiency of 1lamic Banks, one thing to keep in mind isthat the conventional
banking system has had hundreds of yearsof evolution and development. In those hundredsof years, it
haswhittled downitsowninefficencies. Giventime, wewill surely see the same processes and development
intheldamicbankingindustry. Andinaddition, asYudistiralsstudy suggests, theinefficienciesthat do exist
can be mitigated by the support of the Indian government and the regulatorsit assignsto the“infant”
domedtic Idamic banking indugtry. Inresponseto doubtsabout the goped of Idamic Banksto disadvantaged
Mudim entrepreneursthere aretwo itemsworth mentioning. Thefirst isthat these disadvantaged Mudim
entrepreneursarefacing limited accessto credit dueto thecondition of the current banking sysem (corruption,
discrimination, emphasis on credit-worthiness/asset-base, use of interest, etc.). Assuch, they will really
havelittlealternativeto the interest-free Idamic Banks being created and there will bea certain “forced
appeal” to those banks. Secondly, in hisbook Entrepreneurship and Indian Mudlims, Dr. M. Akbar
indicatestheresults of astudy he conducted:

“...mogt surprising was the positive association between the degree of religious observance and
level of entrepreneurship. Higher ordersof entrepreneursdisplayed higher degree of religious
observance, asthey wanted to establishintheir society that they were not only better entrepreneurs
but were better Mudimsaswell.”

Thispositive correlation between religiosity and entrepreneurship reflectswell onthe natural appeal of
|damic Banksto disadvantaged Mudim entrepreneurs. Apparently, the moreentrepreneurid theindividud,
themorereligiousthey will be. By extenson, themoreentrepreneuria theindividua, themorelikely they
will beto utilize the shariah-compliant servicesof Idamic Banks. Theevidence, as presented by Dr. M.
Akbar, strongly supportsthe claimthat Ilamic Bankswill apped to Indian Mudimentrepreneurs. The
criticismthat the potential for far-reaching changeis not assolid asit may appear hasitsmerits. One has
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to acknowledgethat it isentirely possible that the estimated far-reaching effectswill not be realized (for
one of dozensof possiblereasons). Thethingto keep inmind, however, isthat even if those benefitsaren’t
fully realized, the only cost is awaste of time and some ineffectual banking reform. No matter what
happens, onamicro leve there will be some benefit to some entrepreneurs/individuas, evenif all of the
macro benefitsaren't fully realized. The Situation of Indian Muslimstoday isso poor that wetruly oweit
not only to our forefathersand our current generation to make things better, we also oweit to future
generationsof Indians. Better integration of Indian Mudims by socioeconomic betterment isimportant
enough for the nation asawholethat it’sworththerisk of potentially ineffectivelega reform. Despitethe
costsand thepossibility of alimited reaping of the potentia benefits of Idamic banking, the expected value
of suchreformsisquite high. The Indian people and the Indian government oweit to themselvesand all
other Indiansto attempt to solvethe problem of inadequate integration of the Mudimminority. Skepticism
grounded in doubts about the efficiency of 1damic Banks, doubtsabout the appeal of Idamic Banksto
Mudim entrepreneurs, or adisbelief of the potential for far-reaching change, ismisplaced. The Indian
people and the Indian government owe it to themselvesto attempt to reap the full benefits of Ilamic
banking inIndia

Themgor partiesinvolved withapro-Idamic banking reform of the | ndian banking sector arethe currently
exigting Idamic Finance Organizations (1FO) in India, foreign Idamic Banksand the Indian government;
each of these parties should take certain concrete sepstowardstheimplementation of suchreform. Indian
|FO'sshould cometo termswithwhat Donsyah Yudistirawrote: .. .thereare diseconomies of scale for
small to mediumIdamic banks which suggest that mergers and acquisitions should be encouraged...”
Redlizing that their operationsare not nearly asefficient or productive asthe operationsof larger ISamic
banking entities, the IFO’s should brace for mergers and acquisitionsand inthe meantime should focus
ther attention on collaborating with one another and foreign banksin creating an atmospherefor Idamic
Bankstothriveinlndia They canassg in creating that amosphere by assisting thegovernment inreforming
itsbanking lawsand creating anew regulatory body for Idamic Banks, and by promoting an understanding
of interest-free banking among the genera population. Foreign Islamic banks can sharetheir interest in
servicing the Indian market with the government, can plan for an efficient and effectivemove into the
marketplace, and canlook at the possibility of expanding the scopeof their operationsin Indiaby acquiring
loca IFO’s, many of whommay serviceareasthat would otherwise beimpractical to service. At thesame
time, they can use their working capital to back an Idamic banking marketing push, generating interest
among consumersintheir financia servicesand products. Foreign banks can also assst thel ndian authorities
in implementing their reform and devising their system of regulation by providing expert advice and
encouraging their native governments and native regulatory authorities to assist aswell. The Indian
government, remembering the Gopal Singh Pandl report, should renew itscommitment to giving the Indian
Mudimminority thetoolsit needsto helpitsdf. It should announceitsintentionto support the development
of Mudimbusinessesin order to facilitate abetter integration of Mudimsinto secular-democratic Indiaand
itsopennessto theinterest-free banking syssem. The government should consider its options. opening
Indiato foreign Idamic Banks, encouraging the development of local Idamic Banks, or theintroduction of
Idamic Windowsat nationalized banks. Indealing with the options available and determining how best to
enact reform, the government would bewiseto seek assistancefrom academics, |FO's, foreign banksand
regulators, lega expertsand outsde consultants. 1f IFO’s, foreignldamic Banksand the I ndian government
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collaborated and took certain concrete steps, al three parties could benefit from the reformof the Indian
banking sector and help facilitate the positive changesthat would be brought about by | lamic banking in
India

IndiraGandhi’sdogan, “garibi hatao” (eliminate poverty) isaspoignant and relevant today asit wasinthe
early 70's. Itspopularity serves asevidence of the belief among all Indiansthat those born into lower
gationsinlife, through no fault of their own, deserve achanceto better their own condition—andthat it is
the regponsibility of the government to help them havethat chance. Yet eventoday, horrible disparities
exist between different segments of Indian society. 1ncome, unemployment and literacy vary significantly
by caste, linguigtic identity and religiousidentity. We should do dl that we canto provide disadvantaged
minoritieswith thetoolsthey need to improvetheir condition. Thelndian banking sector has been opened
considerably in the past decade or so and openness to interest-free banks is a reasonable next step.
Idamic bankingisoneway to better provide the disadvantaged M udim minority (among others) with the
toolsit needsto improveitsstuation. The potentia benefits of allowing I damic banking include decreased
economic disparity between the Mudim minority and the rest of the nation, better integration of that Mudlim
minority, and increased nationa economic growth. By cresatively accommodating theideological differences
of itsMudim minority, and keeping an open mind about interest-free banking, the Indiacan postion itself
to reap these potential benefits. Thegovernment of | ndiacan grow one step closer to actualizing the pirit
of “garibi hatao” by reforming itsbanking sector and allowing the establishment of I1damic Banks.
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