Chapter Two - Financial Accounting in Islamic Banks
Introduction:
Islam placed great emphasis on accounting, particularly in matters related to financial transactions, as documented in Islamic jurisprudence.  There were specialists in bookkeeping, and the accountant was referred to as a "scribe" or "custodian of funds."  Many European accounting textbooks borrowed concepts and principles of accounting from Arab traders, reflecting the influence of Islamic accounting thought.  Islamic accounting has its roots in Islamic Sharia law and its principles are derived from Islamic jurisprudence of financial transactions.  It has a rich history of practical applications in the early Islamic state, exemplified by accounting systems used in the treasury, Islamic business accounting, and systems for calculating zakat (alms), endowments, inheritance, and other financial obligations.
  Since Islamic banks adhere to Islamic law in all their transactions, their accounting systems must be designed and operated in accordance with the fundamental principles of Islamic accounting.  It is inappropriate to apply the accounting principles and systems of conventional banks to them, based on the erroneous claim that accounting is universally the same, and that there is no such thing as "Islamic accounting" or "accounting in Islamic banks."
This chapter will provide a brief overview of Islamic banks (their evolution, concepts, objectives, and functions), as well as an overview of accounting in Islamic banks, focusing on the standards issued by the Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI).

Islamic Banks:
The emergence of Islamic banks, along with the variations in accounting interpretations and practices, led to the establishment of the Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI).  Its purpose is to issue accounting standards that comply with Islamic Sharia principles, thereby ensuring that the financial transactions of these banks provide reliable, comparable, and relevant information for users of financial statements.

The Historical Development of Islamic Banking:
  The origins of Islamic banking, in its broadest sense, date back to the early days of Islamic civilization.  This system included a legal framework comprising rules and regulations governing transactions, along with a judicial system to enforce legally binding contracts between the parties. The flourishing domestic and international trade during the early period of Islam led to the development of Islamic financial instruments such as deposits, money transfers, checks, bills of exchange, and other financial tools.

In the 4th century AH, the term "Juhabith" emerged, referring to moneychangers.  Over time, the meaning and functions of this term evolved, as these moneychangers engaged in activities such as money transfers, safekeeping of deposits, and investment through speculation and partnerships.

  The year 1940 can be considered the starting point of modern Islamic banking, as savings funds operating without interest were established in Malaysia. Ten years later, Pakistan began developing financial systems that adhered to Islamic principles. In the early 1960s, local savings institutions emerged; specifically, in 1963, the first Islamic bank in Egypt, the Mit Ghamr Nasser Bank (later known as the Savings Bank), was established.  Its aim was to provide interest-free loans to the poor.  Then, in 1969, Dar Al-Maal Al-Islami (Dallah al-Baraka) was established in Saudi Arabia, followed by the Islamic Development Bank in Jeddah, Saudi Arabia, in 1975.  Subsequently, Islamic banks proliferated across other Arab countries, such as Dar Al-Maal Al-Islami Saudi (1981), the Islamic Bank of Jordan, and the Dubai Islamic Bank, among others.

   Islamic banking spread widely during the 1990s.  In Algeria, Islamic banking began in 1990 with the establishment of the first Islamic bank (Al Baraka Bank). However, Islamic banking faced obstacles that hindered its growth, particularly due to the lack of a comprehensive legal and regulatory framework defining its parameters within the country.  The central bank lacked a qualified body to issue Sharia-compliant rulings on the banking products offered by conventional banks through their Islamic banking units. This issue also arose with previously established Islamic banks, whose compliance with Islamic law was never formally verified by the central bank, despite their operation for over 20 years, as was the case with Al Baraka Bank. Islamic banking in Algeria was primarily dominated by foreign (Gulf) banks, such as the Algerian branch of the Bahraini Al Baraka Bank Group, the Kuwaiti Gulf Bank of Algeria, and the Emirati Salaam Bank.  In November 2017, the government allowed three public banks to open Islamic banking counters: the National Bank for Popular Credit, the National Savings and Loan Fund, and the Local Development Bank.

Definition of a bank:  
The word "bank" is derived from the Arabic word meaning "place of exchange" and is used to refer to an institution that performs various financial transactions, such as accepting deposits, issuing currency, providing loans, and facilitating payments. It is an Arabic term that encompasses all financial institutions dealing with money.

The word "bank" does not have an origin in the Arabic language, as this concept was previously referred to only by the word "masrif" (money changer). A bank is an institution that performs all credit-related operations, including lending and borrowing, for commercial purposes, and also facilitates the management of funds and deposits. The word "bank" originally comes from English, where it referred to the type of table used by money changers in their work.  It also became common in Italian culture and throughout the European Union, eventually spreading to become the universally accepted term for this type of institution.

Definition of Islamic Banks:
  The literature offers several definitions of Islamic banks. Al-Khodari, for example, defines them as "financial institutions that provide banking services on a non-interest-based model, offering current accounts and accepting investment deposits. These deposits, along with the bank's own financial resources, are then used to finance commercial projects in accordance with Islamic principles."

 Principles Governing the Operations of Islamic Banks:
  In its operations, an Islamic bank adheres to a set of Islamic legal principles and guidelines when investing its funds:  
"Gain through risk" الغنم بالغرم (i.e., profits are contingent on risk) and 
"Return is linked to guarantee" الخراج بالضمان  (i.e., returns are tied to the security of the investment).

Objectives of Islamic banks:
·  Islamic banks aim to achieve the following objectives:
· Attracting deposits
· Islamic banks do not engage in interest-based lending;
· Investing funds and generating profits;
· Providing banking services to depositors;
· Expanding their geographical and social reach.

Functions of Islamic banks:
 The functions of Islamic banks include:
-  Managing investments on behalf of third parties (as an investment agent)
- Investing funds
- Providing banking services (opening accounts)
- Providing social services (granting interest-free loans, etc.)

Financial Statements: 
The functions performed by a bank necessitate the preparation of a suitable set of financial statements that accurately reflect these functions, their outcomes, and the rights of the bank and its stakeholders. The following are some appropriate financial statements:
1- Financial statements reflecting the bank's role as an investor and the rights it holds or owes, including:
· The balance sheet,
· The income statement,
· The cash flow statement,
· The statement of retained earnings or statement of changes in equity.
2- A financial statement reflecting the bank's role as a manager of restricted investments and the associated rights.
3- Two financial statements for the Zakat and charity fund (if the bank is responsible for collecting and distributing Zakat, either wholly or partially) and the loan fund.

An overview of the Accounting and Auditing Organization for Financial Institutions (AAOIFI
The Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI) stands as a pivotal autonomous, non-profit entity based in Bahrain. Established in 1990, its fundamental mission is to champion the development and global promulgation of Shari’ah-compliant standards across various domains, including accounting, auditing, governance, ethics, and direct Shari’ah interpretations for Islamic financial institutions (IFIs). The organization's influence extends far beyond mere regulatory compliance; it actively shapes the landscape of Islamic finance by providing a robust framework that ensures transparency, ethical conduct, and genuine adherence to Islamic principles.

AAOIFI's Organizational Structure
AAOIFI's robust organizational structure is designed to facilitate comprehensive standard-setting and global outreach. This multi-tiered setup ensures that both strategic oversight and specialized technical expertise contribute to its mission.

Governing Bodies and Committees
• General Assembly: This is the supreme authority, comprising all members of AAOIFI. Its responsibilities include approving fundamental changes,financial reports, appointing members to the Board of Trustees, and admitting new members
Board of Trustees: This body oversees the strategic direction of AAOIFI. It is supported by several committees, including:
• Executive Committee: Responsible for the day-to-day management and implementation of strategic decisions.
• Nomination Committee: Focuses on the selection and appointment of qualified individuals to various AAOIFI bodies.
• Audit and Governance Committee: Ensures the organizational integrity, financial oversight, and adherence to governance principles within
AAOIFI itself.

The Standard-Setting Boards
Crucially, AAOIFI relies on specialized technical boards composed of experts to develop its comprehensive standards:
• Accounting Board: Responsible for drafting and refining Financial Accounting Standards (FAS) for Islamic financial institutions.
• Shari’ah Board: Composed of leading Shari'ah scholars, this board ensures that all standards and financial products comply with Islamic legal
principles. This board is vital for maintaining the authenticity and religious legitimacy of Islamic finance.
• Governance and Ethics Board: Focuses on developing standards related to corporate governance and ethical conduct within IFIs, promoting accountability and responsible practices.
The General Secretariat, led by a full-time Secretary-General, acts as the executive arm, coordinating the efforts of these various bodies and ensuring the smooth operation of AAOIFI's activities.


Objectives of the Authority:
Within the framework of Islamic Sharia principles, the Authority aims to:
1. Develop standards for accounting, auditing, governance, and ethics related to the activities of Islamic financial institutions.
2. Disseminate knowledge and best practices in accounting, auditing, governance, and ethics for Islamic financial institutions through training, seminars, publications, research, reports, and other means.
3. Develop and issue accounting and auditing standards for Islamic financial institutions, and interpret them to harmonize accounting practices used by these institutions in preparing their financial statements, as well as to harmonize auditing procedures used in reviewing the financial statements of such institutions.
4. Achieve convergence in the approaches and applications of Sharia supervisory bodies of Islamic financial institutions to avoid conflicting rulings and practices, thus enhancing the role of these bodies. This is achieved by developing and issuing Sharia standards and requirements for investment, financing, and insurance products, and interpreting them.
5. Promote the use and application of the accounting, auditing, reporting, and guidance standards issued by the Authority regarding banking, investment, and insurance practices, by regulatory authorities, Islamic financial institutions, other entities conducting Islamic financial activities, and accounting and auditing firms.
6. Provide educational and training programs, including professional development programs, related to accounting, auditing, ethics, governance, and Sharia principles, to enhance knowledge of Islamic banking and finance. These training programs, assessments, and certifications are conducted by the Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI) or in coordination with other institutions. 6- Implementing other activities, including ensuring compliance with the accounting and auditing standards of the Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI).


The Board's publications: 
The Authority issues five types of standards:
- Ethical standards (2): These include the Code of Ethics for Accountants and External Auditors of Islamic Financial Institutions, and the Code of Ethics for their employees.
- Sharia standards (58): Examples include Murabaha (cost-plus financing), Ijarah (lease), Ijarah with option to purchase, Salam (forward sale), parallel Salam, Istisna'a (production contract), and parallel Istisna'a, etc.
- Accounting standards (26): Examples include presentation and disclosure in the financial statements of Islamic banks, investment accounts, Murabaha, and Murabaha for purchase orders, etc.
- Governance standards (7): These include Sharia supervision, internal Sharia audit, and the audit and governance committee for Islamic financial institutions.
- Auditing standards (5): These cover the objectives and principles of auditing, and the external auditor's report on compliance with the principles of Islamic Sharia, etc.

Financial Accounting in Islamic Banks:
Islamic banking accounting is based on the principles of Islamic accounting in terms of its concepts, characteristics, and foundations.  However, the methods and procedures may vary depending on the nature and size of the bank's activities and the environment in which it operates.
Objectives of Financial Accounting:
 The primary objective of financial accounting is to provide users with financial reports that help them make informed decisions regarding their relationships with the institution. This is achieved through the periodic issuance of financial statements that reflect the institution's financial position, operating results, and cash flows. Since those who deal with Islamic banks prioritize pleasing God through permissible (halal) investment and transactions, the objectives of financial accounting in Islamic banks differ from those of traditional accounting, reflecting the different objectives and information needs of their stakeholders.

Objectives of Financial Reporting: Financial reports intended for external users aim to provide information about:
- The bank's adherence to Islamic Sharia principles in its operations and transactions, and information that helps identify any Sharia-incompliant gains or expenditures—should they occur—and verifies the segregation and proper disposition of such gains (paragraph 37).
- The bank's financial resources and obligations arising from these resources, and the impact of transactions, events, and circumstances that lead to changes in resources and resulting obligations. This information should primarily assist users of the financial reports in assessing the adequacy of the bank's capital, evaluating the level of risk inherent in its investments, and assessing the liquidity of its assets and the liquidity requirements of its various obligations (paragraph 38).
- Information that assists the relevant authority in determining the Zakat (Islamic charitable tax) due on the bank's assets and the permissible uses of such Zakat (paragraph 39).
- Information that assists in estimating cash flows, their timing, and the level of risk associated with their realization (paragraph 40).
- Information that helps evaluate the bank's performance in fulfilling its fiduciary responsibility to manage and grow assets appropriately, and information on investment profit rates and the distribution of investment profits to shareholders and investment account holders (paragraph 41).
- Information about the bank's performance of its social responsibilities (paragraph 42).

The objectives of accounting for Islamic banks differ from those of conventional banks: 
 Accounting primarily aims to provide users of financial statements with information that helps them make informed decisions.  Since those who deal with Islamic banks are primarily concerned with pleasing God through permissible (halal) investment and transactions, and given that most current accounting standards originated in non-Islamic environments, it is natural that the objectives of financial accounting should differ, reflecting the distinct needs and objectives of the users. Furthermore, there are other reasons that necessitate the formulation of specific accounting objectives for Islamic banks, including: 1) The requirement for Islamic banks to adhere to Islamic Sharia law in all their transactions; 2) The fundamentally different nature of the operations of Islamic banks compared to conventional banks; and 3) The fact that Islamic banks operate without interest, while conventional banks are based on interest-based transactions. For these reasons, Islamic banks need to develop accounting standards that suit their operations.  However, there is no objection to the accounting standards body drawing upon appropriate objectives and clear concepts for financial reporting in Islamic banking, provided that these objectives are consistent with the principles of Islamic Sharia law.

- Financial Accounting –
 Accounting in Islam (concept, objectives, development, characteristics) - Accounting assumptions and principles from an Islamic perspective
The concept of accounting in Islam is a system of financial reporting guided by Shariah principles, emphasizing fairness, transparency, accuracy, social justice, and accountability to both God and society. It focuses on ensuring that transactions are equitable, resources are allocated justly, and all actions are recorded honestly, promoting mutual trust and shared responsibility among stakeholders, rather than solely focusing on personal gain. 
Accounting can be defined as the process of recording financial transactions pertaining to a business. It includes the summarizing, analyzing, and reporting of the company to analyze its performance.
Islamic Accounting is an accounting that integrates the Shariah Framework, which is based on Qur’an. There are two General Principles in the Islamic Accounting System – Justice and Benevolence
Basic Islamic Accounting Definitions
Assets
These are the things that have economic benefits and at the same time increase the cash flow.
Liabilities
These are enforceable obligations under Shariah Law. The obligations happen when there are transactions of receiving cash, goods, and services which have to be paid eventually and where there’s an involvement of any Islamic Bank.
Equity of Unrestricted Account Holders
These are the funds that the Islamic Bank receive from their Account Holders which they can use without any restriction for financing investments as stipulated in the Shariah Law.
Ownership Equity
This is the remaining  amount in the balance sheet after the deduction of the bank’s liabilities from the bank’s assets. It leads to the equity of unrestricted investments in Islamic Accounting.
Cash and Cash Equivalent
These are the local and foreign currency and demand deposits at other institutions within the framework of an Islamic Bank.
Restricted Investments
These are the funds that the Islamic Bank receives from the holders of restricted investment accounts. The bank doesn’t own the fund but only acts as a manager where the clients have to pay for the services of the bank for rendering such.
Zakath Funds
These are obligations of the Islamic People on their wealth and income as prescribed in the Qur’an. They have two roles if they choose the Islamic Bank. First, they need to compute for the Zakat Liability of their clients. Then, second and final, they need to compute the fees for processing the Zakat. This will serve as the income for the Islamic Bank.
Al-Qard Al Hasana Fund
These are revolving funds in which people in need can apply for an interest-free loan like when they have experienced a calamity.


Core Principles
· Fairness and Justice:
Financial dealings must be equitable and free from any form of exploitation. 
· Transparency:
All transactions and financial activities should be clear and accessible to all relevant parties. 
· Accountability:
Muslims are accountable not only to individuals but also to God (Allah) for all their actions, which are considered in the afterlife. 
· Truthfulness and Trust:
Honesty and integrity are foundational to all trade and accounting practices. 
· Risk and Profit Sharing:
Unlike conventional systems that often guarantee fixed returns, Islamic accounting is based on the principle of sharing both profits and losses. 
· Social Responsibility:
Accounting must consider the impact on all stakeholders, including employees, customers, and the environment, and promote the fair distribution of wealth. 
Key Aspects
· Shariah Compliance:
The entire accounting framework is built upon the Quran and the teachings of Prophet Muhammad (PBUH). 
· Broader Stakeholder Focus:
Islamic accounting recognizes a wider range of stakeholders beyond traditional shareholders to include the broader society. 
· Moral Framework:
Accountants operate within a moral framework, using financial information to foster good deeds and discourage wrongdoing. 
· Rejection of Harmful Practices:
It prohibits transactions involving Riba (interest), Gharar (uncertainty), and Maysir (gambling), and avoids investing in prohibited industries like alcohol. 
In essence, Islamic accounting is a unique approach that integrates spiritual and moral values into financial reporting, aiming to create a just and equitable economic system for individuals and society as a whole. 

