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Foreword

The last decade has seen an unprecedented growth not only in the practice of Islamic banking and finance but also in the literature on Islamic finance. This book, however, is not merely another addition to the available literature. It has a marked distinction. It not only places theory and practice in one place along with Sharī’ah (Islamic law) underpinnings, but also provides an objective assessment of conformation of the practice to the theory. A good coverage of recent innovation in Islamic financial products is also a distinguishing feature of this book.

Islamic finance is a subject that has now been recognized as a distinct academic discipline to be included in the curricula of economics, business, finance and management faculties of institutions of higher learning. There are several universities and institutions, both in Muslim and other countries, that are teaching courses on Islamic banking and finance. These teaching programmes, however, have been seriously constrained by the non-availability of a standard textbook to be followed. I can say with confidence that this book carries the status of a textbook to be prescribed in the senior levels of undergraduate programmes as well as in graduate programmes in the relevant faculties.

Islamic finance is still a new subject. There is great interest in conducting research on different aspects of its theory and practice in the contemporary set-up. Students of economics and finance keenly look for topics of research in this field. The analytical approach adopted in this book is conducive to bringing to light potential areas of research. Thus, research students in the area of Islamic finance should find this book a must read.

The author of the book has a long experience of research in the State Bank of Pakistan (the central bank of the country), which has played, during the last decade, a significant role in promoting Islamic finance in the country. By virtue of his position in the research department of the State Bank of Pakistan, he has a very valuable insight into the operations of Islamic banks as well as their feasibility to survive in competition with the conventional banks in the country. His approach in presenting the material in this book is very pragmatic.  The book, thus, is a useful guide to all those who would like to establish an Islamic bank or would like to work in Islamic financial institutions.

I congratulate the author as well as the publisher in bringing out this useful book.

 

M. Fahim Khan  
Division Chief 
Islamic Research and Training Institute 
Islamic Development Bank 
Jeddah, Saudi Arabia




Preface

Islamic scholars have been critically examining the modus operandi of modern commercial banks ever since their establishment in the Muslim world in the last decade of the nineteenth century. As time passed, the consensus emerged among the scholars that the system was against the principles of Sharī’ah, mainly because of paying/charging returns on loans and debts. Keeping in mind that direct or indirect intermediation between resource surplus and resource deficit units was necessary to fulfil the growing needs of human societies and for the development of business and industry, Islamic scholars and economists started offering conceptual models of banking and finance as a substitute for the interest-based financial system by the middle of the twentieth century.

Institutions offering Islamic financial services started emerging in the 1960s in isolation, but the movement of Islamic banking and finance gained real momentum with the establishment of Dubai Islamic Bank and the Jeddah-based Islamic Development Bank in 1975. In the evolutionary process, the initial theoretical model of two-tier Mudarabah developed into a versatile model enabling the Islamic financial institutions (IFIs) to conduct trading and leasing business to earn profit and pass on a part of the same to the savers/investors. To complete the cycle of Islamic finance, institutions offering Takaful services started emerging in 1979 as a substitute for the modern insurance system.

While the increasing involvement of the Sharī’ah scholars, creative work by research institutions like the IRTI (IDB) and the issuance of Sharī’ah Standards by the AAOIFI (Bahrain) provided a critically needed base to the emerging financial discipline, participation of the world’s top banking institutions like HSBC, BNP Paribas and Citigroup in the 1990s provided a driving force to transform it from a niche discipline to a global industry. The establishment of the Islamic Financial Services Board (IFSB) in 2002, as a standard-setting institution, also paved the way for making Islamic finance a globally acceptable proposition. It provided impetus for the promotion and standardization of financial operations of Islamic financial institutions (IFIs), involving consultations among the relevant regulating authorities and the international financial institutions. The emergence of Sukuk as investment and liquidity management instruments in the last six years not only tended to complete the investment cycle in the emerging financial structure, but also provided a powerful driving force for its development, with huge potential ahead.

The above progress reveals that the Islamic finance industry has crossed the significant milestone of having increasingly wider acceptance at a global level. The amazing development so far, the present state of affairs and the challenges ahead give rise to some crucial considerations for the experts, policymakers and practitioners in Islamic finance. First, the rapid growth of the industry over the last decade has enhanced the demand for committed, devoted and professionally trained personnel for Islamic banking operations. Second, the industry, as it has emerged, is facing a credibility challenge on the grounds of lack of awareness among the public and also due to the general perception that Islamic banks’ present framework, with a reliance on debt-creating modes like Murabaha, might not be helpful in realizing the objectives that its pioneers had visualized for transforming the interest-based financial system to a system compatible with the tenets of the Sharī’ah.

Bankers, the business community, industrialists, Sharī’ah scholars and the general public need to know what Islamic finance is, what its features are and how it works. In particular, students of business and finance, the product developers for the emerging industry and the personnel involved in operations need to have proper knowledge of the principles of Islamic finance, the essential requirements of different Islamic modes of financing and how they can be applied to various operations and services of banks and financial institutions. Accordingly, the availability of any comprehensive book, covering both theory and practical aspects of Islamic finance, is regarded a prerequisite for promoting Islamic banking and finance.

In the above scenario, I was asked by John Wiley & Sons to produce a write-up that could serve as a textbook for students, bankers and all others who want to understand the philosophy, modes, instruments and operations of Islamic banking and financial institutions. I accepted the challenge and worked on the outline, covering Islamic economics as the basis of Islamic finance, principles of Islamic finance, the main features of Islamic commercial law, modes, products and procedures to be adopted by Islamic financial institutions and the role Islamic finance can play in the development of the financial system and economies. The book contains discussion on the basic modes, followed by the procedures that IFIs are using or may adopt to fund a variety of clients, ensuring Sharī’ah compliance. Practical and operational aspects covering deposit and fund management by Islamic banks involving financing of various sectors of the economy, risk management, accounting treatment and the working of Islamic financial markets and instruments have been discussed in suitable detail.

The external reviewer of Wiley, while giving his expert opinion on the original manuscript, suggested adding a chapter on appraisal of common criticism of Islamic banking and finance. Although such discussions were there in scattered places in the book, covering all criticism and misconceptions about the principles and operations of Islamic banks in one chapter in the final manuscript will hopefully help readers to remove confusion, besides adding value to the book.

In preparing the book, I have benefited from the traditional books of Islamic jurisprudence, the literature available so far on Islamic banking and finance, resolutions of the Islamic Fiqh Council of the OIC - the highest body representing Sharī’ah scholars of all major Islamic countries, the Sharī’ah Standards developed by the AAOIFI and rulings of the Sharī’ah boards of some Islamic banks. As such, it reflects the consensus/mainstream viewpoint relating to principles of the Islamic financial system, modes of financing and their essential Sharī’ah requirements that are recognized on a wider scale and are the bases for Islamic banking practices in the Middle East and other parts of the world. In places, the minority view in respect of some products has also been included to give a measure of dissent.

Among those who accept the prohibition of interest, there are two approaches: according to the mainstream approach, IFIs can use both categories of Islamic modes, while some believe that Islamic banking, in letter and spirit, means only Shirkah-based transactions. The latter perception is that Islamic finance, which was originally conceived as a two-tier Mudarabah, has shifted to debt-creating modes that are almost similar to the interest-based products of the banks, and as such, Islamic banks’ business also yields fixed returns as in the case of the interest-based system. According to the mainstream approach, however, the issue of mode selection is one of a preference for some over others and not one of prohibition of debt-creating/fixed-return modes, and hence IFIs can use both categories of modes subject to observance of the Sharī’ah rules relating to trade and lease transactions and keeping in mind the risk profile of the savers/investors and the nature of business, profitability and cash flow of the entrepreneurs seeking facilities from the Islamic banks.

The message this author intends to convey is that IFIs need to carefully observe the principles of Islamic finance with Sharī’ah inspiration while using any of the permitted modes. It is, however, a fact that an important factor determining the integrity of their operations, besides Sharī’ah compliance and the professional competence of their incumbents, is the possible impact of Islamic banks’ operations on the clients and the society or economy. A common question faced by the practitioners is whether the Islamic banking in vogue will be able to remove distortions created by the interest-based system, even in the long run. It requires, on the one hand, that the role of partnership modes and equity-based capital in Islamic banks’ operations needs to be enhanced and, on the other hand, the stakeholders need to be educated and apprised that all Islamic modes can play a positive role in development and capital formation, if used by banks observing the Sharī’ah rules. Further, banking is only one part, though the most strategic one, of the overall system of finance and economics. Fiscal, credit and monetary policies of the states have a crucial impact on the financial business in any economy. This would require the creation of real-asset-based money only and promoting retail and corporate financial services on the basis of fair play and risk-sharing. Therefore, for sustainable and all-pervasive development of economies and the welfare of human beings as a whole, the real-asset-based system of finance with care for socio-economic ethics needs to be introduced gradually on a wider scale.

I hope that the work in hand will prove to be a useful source material for understanding the principles, modes and operations of Islamic finance for all those who want to have such knowledge, especially those who intend to apply it for providing Sharī’ah-compliant solutions to investors and fund users.

I pray to the Almighty to accord His acceptance to this effort, made solely to spread knowledge about and promote observance of the injunctions of the Sharī’ah in economic and financial dealings, and make this book a means of disseminating the concept of Islamic banking and finance, forgiving me for any inadvertent errors and omissions.

 

Muhammad Ayub 
Director 
Training, Development and Shariah Aspects 
Institute of Islamic Banking and Insurance (IIBI) 
London
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Part I

Fundamentals




1

Introduction




1.1 ECONOMIC SCENARIO IN THE NEOCLASSICAL FRAMEWORK 

Since the failure of the centralized economic system of the East in the 1980s, the efforts of economists, experts, policymakers and governments around the world have been focused on strengthening market forces to achieve optimal economic growth and sustainable development at national and global levels. However, despite some trivial development, market forces have failed to achieve balanced and equitable growth, not only at individual countries’ level but also regionally among both developed and developing countries.

While the capitalist system, canonized at Bretton Woods in 1944, allowed a free hand to the capitalist countries and within them the firms and individuals to maximize their profits with minimal consideration of the human aspects, norms and ethics, the post-Bretton Woods system, based on excessive creation of monies, particularly the US Dollar, resulted in “oceans” of poverty around the world.1

Communism was the opposite of capitalism as far as the capitalization of resources was concerned, while ownership was hypothetical and control was centralized. Due to this extremist unbalanced behaviour, it had to go after completing its short cycle of less than a century.

Capitalism does not monopolize all resources directly but through several diversified media with different levels and distribution controls, like a master-slave set-up. Due to strong political and institutional support at international level, effectively giving veto to big powers over the activities of the IMF and the World Bank, neocapitalism has taken a longer time cycle, but as all limits have been crossed, it could at any time lead to collapse, inflicting heavy losses on the global economy.

“Greed” - the unbridled pursuit of wealth - has become the most popular slogan of individuals and particularly of the corporate world, leaving the masses to misfortune. Money created out of nothing has strengthened the exploitation mechanism and widened the gap between the haves and the have-nots. The resultant economic scenario has led to the following concerns for mankind: • human behaviour guided only by self-interest - no concern for behavioural aspects;
• no discipline in the creation of high-powered money, leading to unjust and exploitative payment systems and illegitimate control over the resources of weaker individuals and nations;
• contradictory policies - leaving the crucial functions of providing health, education and the basic needs of the masses to a market characterized by forces like “self interest”, liberalization and deregulation, under the banner of alleviating poverty and increasing literacy levels, etc. is clearly contradictory;
• no or dubious concern for human dignity and rights;
• no care for the weak and the oppressed classes;
• no concern for justice, fair play and equity;
• the influential and the elite exploiting the weak - leading to a phenomenal concentration of wealth together with large-scale hunger and poverty;
• unhindered unethical practices like deceitful advertisements to allure consumers, leading to hefty salary packages for the marketing “experts” and leaving the real contributors to national and global production and the consumers at the mercy of market forces.



The following remarks of Keynes about harmony between private and social interests aptly sum up the actual situation in the world and lend support to the above view:

“The world is not so governed from above that private and social interests always coincide. It is not so managed here below that in practice they coincide. It is not a correct deduction from the principles of economics that enlightened self-interest always operates in the public interest. Nor is it true that self-interest generally is enlightened; more often individuals acting separately to promote their own ends are too ignorant or too weak to attain even these.” 2





1.2 CONVENTIONAL DEBT: A RECIPE FOR EXPLOITATION 

The grim situation briefly portrayed above is not limited to the poor or the least developed countries in Africa, Asia and other areas of the planet. Inequity has become the hallmark and the most serious problem facing mankind in all societies. Masses of people in almost all emerging/developing, Islamic and non-Islamic, and even developed and industrialized economies are facing the same fate. The interest-based financial system is a major hurdle in achieving distributive justice. It is creating unrepayable debt - making a class of people richer and leaving others poorer and oppressed.

Excessive debt and its servicing are the striking features of the interest-based mechanism: yesterday’s debt can be repaid by taking out more debt today. It is not only stifling economic growth but also crippling the efforts made by the World Bank, IMF and other donors to reduce poverty in poor countries. It also distorts the payments systems, on account of which the concern for just and fair incomes and earnings is being accorded the least consideration. No one cares who is going to pay the debt: which future generations and from where? This kind of behaviour - avoiding the payment of currently owed debt - is not acceptable under any divine religion. In Islamic Sharī’ah, debt liability is subject to strict accountability on the Day of Judgement.

The economic problems of underdeveloped countries (UDCs) have emanated largely from their excessive debt accumulation. The cost incurred in the form of interest has to be paid by successive governments through increasing rates, taxes and charges on consumption goods and utilities. For servicing the debts, governments raise taxes without providing any socio-economic amenities or quid pro quo. Their foreign exchange earnings, including export proceeds and remittances of expatriates, are also consumed by debt servicing.

This has led to an ever-increasing share of risk-free capital, vis-à-vis risk-based capital and business, resulting in business failures, unemployment and, ultimately, gross inequalities of income and wealth. It has exerted disastrous effects by reinforcing the tendency towards wealth accumulation in fewer hands together with large-scale hunger and poverty. The unproductive and wasteful spending both by individuals and governments, which the interest-based mechanism and easily available credit have the tendency to promote, has led to a decline in savings, real investments and employment opportunities. The system, combined with inflation, becomes a recipe for economic instability and chaos. This affects the poor and the middle class, who together comprise the major part of the population, and thereby the level of national savings, leading the economies into a vicious circle of poverty and gross injustice.

So-called debt relief packages have failed to resolve the real issue of poverty alleviation. In the recent past, debt relief has been provided to 27 countries, most of which are from Sub-Saharan Africa. According to a World Bank report, the debt stock of these countries has been reduced by two-thirds.3 Due to such efforts, the external debt burden of developing countries as a group has decreased to some extent (from 45 % of GNI in 1999 to about 40 % in 2003) but that has not been universal and there are many countries that have not been provided any relief. In addition, the aggregate declines in external indebtedness of developing countries have been offset by rises in domestic debts, exposing them to enhanced risks with regard to the scale of the overall debt burden arising from higher interest rates on domestic borrowing in almost all developing countries. Further, trade barriers imposed by developed countries on the products of poor and developing countries have not been lifted, which smacks of an exploitative approach on the part of the rich nations.

Leaving aside the poor and developing countries, even the developed countries have become accustomed to the bane of debt. On account of the continued and repeated current account deficits of the United States, it has been transformed from a significant international investor in the 1970s to the world’s largest debtor country. As of today, only US nationals are apparently immune from the devastation of debt and that is by dint of the US Dollar being the major reserve currency, despite the fact that it has become a zero-saving nation with unparalleled individual, institutional and national debt. In 2004, while the US deficit was $668 billion, or 5.7 % of GDP, its net external liabilities were estimated at over $2.7 trillion (23 % of US GDP, or 7.5 % of world GDP). In 2005 it jumped to $805 billion and is likely to hit 12 % of GDP by the end of the decade.4 American national debt has passed $9 trillion. The late eminent columnist Art Buchwald termed it “The $9-trillion heist”. 5

The real story of modern empire, writes John Perkins, is that it “exploits desperate people and is executing history’s most brutal, selfish and ultimately self-destructive resource-grab.” The empire that spends trillions of dollars created out of thin air on wars and for bribing the corrupt has not been able to spend the mere 40 billion dollars that, as per United Nations estimates, would be sufficient to provide clean water, adequate diets, sanitation services and basic education to every person on the planet.6 “Part of America’s current prosperity is based not on genuine gains in income, nor on high productivity growth, but on the borrowing from the future”, states The Economist under the caption of “Danger time for America” in its issue of 14th February, 2006.

The system has generated inequality at alarming levels, even in developed countries like the US and Britain. As a national objective, therefore, GDP growth no longer makes such obvious sense .7 In the US, inequality has increased since 1973, as demonstrated by the Gini coefficient - a measure of inequality of income distribution in an economy. It increased from 0.394 in 1970 to 0.408 in 1990 and to 0.462 in 2000. The current value of the Gini coefficient in the US resembles its value in developing countries. The same is the case in Britain. Emerging economies like China are also facing the same problem of inequity and a widening gap between the haves and the have-nots, despite the highly impressive performance of macroeconomic indicators.

Financing of the huge deficit with the fragile global politics could seriously destabilize the international markets and economies. Up until now the system has worked because the US has the right to print dollars. As long as the world accepts the Dollar as the standard currency, excessive debt does not pose a serious problem. However, if another currency comes along or any of the US creditors like Japan or China decide to call in their debts, the situation may become out of control.8

Since the collapse of the Bretton Woods system in 1971, the central focus of the IMF policies has been to safeguard the US interests, whatever her policies,9 which has created so much vulnerability that now its critics are not only the protesters against globalization in various parts of the world, but also senior officials of the IMF in Washington. In the wake of US financial imbalances that placed the global economy at risk, the IMF criticized US economic policies during their spring meetings in 2006, but the US response was to tell the Fund to mind its own business.10




1.3 GROWTH PER SE MAY NOT LEAD TO SOCIO-ECONOMIC JUSTICE 

For about half a century, the major objective of economic policy has been to promote growth in the overall pursuit of development and happiness of the population. However, it has been observed that because of rising inequality, growth alone is not a reliable indicator of socio-economic development. Despite growth in many parts of the world, a large number of people are unemployed, half-fed and ill-treated as a result of unhindered market forces. Steady-state growth models and “trickle-down” theory have demonstrated conclusively that they enhance inequalities of asset distribution by enabling the powerful and better-endowed groups to grow at an even faster rate than which they were growing before, leaving the masses in deeper misery.11

John Perkins, in the preface to his book, Confessions of an Economic Hitman, while analysing the dangerous world situation, writes: “The idea that all economic growth benefits humankind and that the greater the growth, the more widespread the benefits, . . . is of course erroneous . . . It benefits only a small portion of the population . . . may result in increasingly desperate circumstances for the majority . . . When men and women are rewarded for greed, greed becomes a corrupting motivator.” He also points to the problems arising from fallacious concepts about economic development. 12

A number of emerging economies are showing impressive growth rates. But economic growth under neoliberalism is not serving the welfare function; rather it is enhancing poverty because the benefits do not trickle down by themselves, due to distortions created by vested interests in a free market functioning without proper surveillance, disclosure and transparency that, in truth, reinforces skewed income distribution patterns. China, one of the fastest growing economies with a growth rate in double digits, is facing the same problem. The lot of the country’s poor, particularly in rural areas, has got worse, as the previous communist system guaranteed certain basic needs including food, health care and primary education. The support systems have collapsed due to the shift to a market-based economic system. 13

In cases where the wealth and assets are concentrated in big business and industrial segments in urban areas and the countryside is feudalistic, even the impressively high growth rate of the economy and sectors like industry and agriculture will not lead to better income distribution and poverty alleviation. As such, experience has proved that poverty does not reduce even by governments spending on health, education or infrastructure, because the basic tools of exploitation continue to work and such spending is not directed to the fulfilment of the basic needs of the masses. The resultant large-scale poverty is a hurdle to industrial investment and growth, as it lessens the consumers’ demand for manufactured goods due to high inequitous income distribution. There must, therefore, be a revolutionary redistribution of assets and income prior to stabilization if the growth is desired to reduce asset distributional inequalities.

The deepening imbalances in external payments in developing and emerging economies and financing needs associated with those imbalances have created serious concerns in global policy circles and the capital markets. This may affect the external finance and commodities in which emerging market economies operate.14 Any abrupt and disorderly adjustment of the exchange rate of major currencies or rises in interest rates may disturb all major economic indicators in these economies. This would have serious consequences for developing countries.

While it is a fact that there is no short cut method of relieving poor individuals and nations of past debt, policymakers will have to make concrete efforts to change the basis and the procedure of fund mobilization, both from internal and external sources. The solution lies in replacing risk-free with risk-related capital and making efforts to ensure inflow of foreign resources in the form of direct and portfolio investments. Borrowed funds are mainly squandered and it is imperative to replace them with asset and risk-based investments through fully thought-out and long-term proactive policies.




1.4 SOCIAL WELFARE ACTIVITIES OF THE STATES 

Almost all present governments spend huge amounts of money on social security nets, but that expense does not tend to mitigate the ill effects of the injustice inflicted by the tools of conventional economics and finance and the resultant inequitous distribution of income and resources by unhindered market forces. Imbalances created by the system as a whole cannot be corrected only by a government’s selective spending; it rather leads to moral hazard in a number of socio-economic directions. Compared with the problems created by the system, such social welfare activities cannot cater to the needs of the millions of poor or the vulnerable groups in any society. 15 In addition to strengthening, restructuring and expanding the social safety nets to provide support to the deserving segments of society, there must be a big change in the system at a broader level so that weaker groups can get their due share at the stage of production and distribution of wealth and assets among various factors of production.

That is why, despite heavy spending by governments and high levels of technological and industrial development, even the countries with massive resources have been unable to realize their normative goals, due mainly to the fact that there is a conflict between the operative tools of conventional economics and their normative goals. The interest-based system of creation and allocation of funds and market-based monetary policy have been viciously anti-poor and an important cause of unemployment and asset and income distributional injustice at national and global levels. Governments and central banks are becoming more and more passive to the fate of the masses in all economies, facilitating profit maximization by the corporate sector and those who are already rich.




1.5 THE MAIN CULPRIT 

Obviously, there has been a long list of factors responsible for the failure of the global economic system in amicably solving the economic problems of mankind and ensuring justice, equity and fair play. However, the main two factors are the inefficient modus operandi of economic management with practically no concern over poverty or exploitation of the weak, and the functioning of money, finance and the financial markets that play the most strategic role in creating, distributing and transferring resources and wealth at national and global levels. Governments, in a bid to allow free interaction of market forces, have not been properly fulfilling their overseeing function with the objective of protecting the main stakeholders and vulnerable segments of society. As a result, vested interests have been creating distortions in the markets to artificially control and determine the supply of goods and transfer of resources to the privileged classes.

As the major tool in the hands of governments is money, one factor that has to be taken care of to realize the overall objective of equitable and sustainable economic growth for welfare of mankind is the area of money and finance. The institution of interest, on the basis of which governments and the public and private sector corporations borrow funds, creates parasites in society and thereby the gap between the rich and the poor keeps on widening. According to the late Yusuf Ali (the eminent translator of the Holy Qur’an into English): “Whereas legitimate trade or industry increases the prosperity and stability of men and nations, dependence over usury would merely encourage a race of idlers, cruel bloodsuckers and worthless fellows who do not know their own good and therefore are akin to madmen” (translation of verse 2: 275). It is a ground reality that the interest-based system, irrespective of the rate, is creating “idlers” and “cruel bloodsuckers”.

The prohibition of interest in all revealed religions that we shall discuss in the following chapters essentially implies that there can be no gain without risk-sharing, which implies that if someone wishes to get a return, he must also be liable for the loss, if any. “No risk, no gain” is actually the basic juristic principle of Sharī’ah and a normative rule of justice. The liability to bear a possible loss can motivate investors to be more careful in making their investments. This can help remove the moral hazard that is associated with risk-free gains on financial investments and, thereby, inject greater discipline into the financial system.




1.6 THE NEED OF THE HOUR 

There are many opinions about the ultimate cause of the crisis. However, sensible people have long been calling for comprehensive reform of the financial system to help prevent chaos and spread of financial crisis, or at least minimize their frequency and severity. A vast majority of Muslim jurists and scholars believe that the ultimate cause lies in disregarding the prohibition of interest, which is an important teaching of all major religions.

The state of affairs in the global economy and glaring inequalities both at inter and intra national levels necessitate the evolution of a system that could lead to a balanced, sustainable and equitable economic order in the world at large. This requires economists and policymakers to develop an economic system based on the ideals of socio-economic justice and fair play. By fulfilling this mission they would be giving to humanity the message of peace, happiness, welfare and prosperity.

In particular, the economists who have been working on Islamic economics for the last few decades and trying to conceive a model that could lead to balanced and equitable growth that benefits individuals as well as societies must undertake the job with dedication and fervour. While doing this, one thing that they should take seriously is that justice/fair play is the raison d’etre of any economic system that is to be sustainable in the long run, and in the Islamic worldview, it cannot be given up for any other consideration whatsoever.

The major element creating injustice is “interest”. Replacing this with a risk-related capital and investment mechanism could help solve many socio-economic ills. There are a number of other benefits that can be derived from the prohibition of interest. Among these are the  injection of a moral dimension into the financial system along with greater equity and market discipline to make the financial system more equitable, healthier and stable. 16




1.7 ECONOMICS AND RELIGION 

Economists have been debating the impact of religion on economic performance for many years. This aspect will be discussed in detail in the next chapter. Here, a brief introduction will suffice.

Whether economics should be mixed with religion is a significant question these days. More specifically, can Islam be helpful in economic development or it is a drag on economic growth? Any detail on this aspect is not within the remit of this book, which has to focus on finance, the most strategic part of any economic system. A large number of scholars have blamed the relative poverty of Muslims today on their religious beliefs. But Marcus Noland, an eminent economist, maintains that this long-standing view is wrong: “There is nothing inherent about these [Islamic] societies that they have to perform poorly,” says the economist with the Institute for International Economics in Washington, “If anything, Islam promotes growth . . . ”.17

While discussing the role of religion in economics one must distinguish economics as a science from an economic system. An economic system has to be discussed as a thought based upon any ideology, while economic science should be considered as a science which deals with the creation of wealth. An economic system relates to management of wealth distribution in a society that tends to solve economic problems of various groups by enabling or restricting them from utilizing the means of production and satisfaction. Thus, the system comprises the following three main elements:1. Ownership of property, commodities and wealth.
2. Disposal of ownership.
3. Distribution of wealth among the people.


Commodities are possessed for their benefits, which represent the suitability of a commodity to satisfy any human need. Goods/assets are possessed as a result of work, inheritance, purchasing/obtaining property for sustenance, governments granting possession of something to the citizens and transfer payments or goods granted as gifts (without giving anything in exchange). From this perspective, the Islamic economic system is different from the other systems only to the extent of ownership and distribution of resources among the factors of production and various groups of society, with a defined role of the State to ensure that injustice is not done to any of the individuals, parties or groups.18

Islamic economics, in fact, can promote a balance between the social and economic aspects of human society, the self and social interests and between the individual, family, society and the State. It can effectively address issues like income distribution and poverty alleviation, which capitalism has not been able to address. At the global level, it may be helpful in eliminating the sources of instability, thus making the world a happier place with harmony among followers of various religions.

In the contemporary world, we have macro-level evidence of distributive justice and development. The trickle-down theory (TDT) adopted in Malaysia during 1957-1970 failed miserably and resulted in the tragedy of 13th May (1969) race riots in the country. Then the Malaysian government adopted a policy which applied the core value of Islam, i.e. justice with fairness, that has contributed significantly to the country’s miraculous achievement in the last three decades. Although the government could not fully apply the Sharī’ah principles, it adopted a pragmatic policy (New Economic Policy) that had the twin objectives of eradicating poverty and restructuring society to ensure justice with fairness. This policy of higher growth with distributive justice emerged as a direct response to the failure of the growth alone development policy (TDT) pursued during the 1960s. Success at the macro-level did act as a contributory factor to compensate the failure of some institutions and values at the micro-level.

Based on the principles laid down in the Holy Qur’an and the Sunnah of the Prophet, Muhammad (pbuh), the Islamic system played a strategic role in the development of human society from the second half of the seventh to the tenth century AD. The early Muslims excelled in all the fields of knowledge of their times, besides understanding and practising the tenets of Islam.

The period from the Pious Caliphate after the demise of the holy Prophet (pbuh) up to the 11th century AD represented the zenith of Muslim glory. Muslims were able to develop and extract wealth from their lands and through their world trade, strengthen their defence, protect their people and guide them in the Islamic way of life.

As the expanding frontiers of the Islamic State gave birth to monetary issues, mercantilism, urbanization and socio-economic problems, they developed the system and theories to resolve the emerging issues. A large number of individual scholars and thinkers of the Middle Ages developed a number of branches of knowledge, including economic principles, that could be considered as the basis of the modern political economy and economic thought. As such, the Medieval Age was considered the golden period of Muslim history.19

With intellectual regressiveness, the Muslim civilization began to wither, becoming more and more preoccupied with minor issues. The Industrial Revolution was totally missed. This regressiveness continued until the British and French instigated rebellion against Turkish rule and brought about the downfall of the Ottoman Empire, the last Muslim world power, replacing it with European colonies. It was only after World War II that these colonies became independent.




1.8 ISLAMIC PRINCIPLES CAN MAKE THE DIFFERENCE 

The above discussion implies that problems have emanated from1. The unchecked creation of money.
2. A reliance on market forces without any ethical limits. 
3. An emphasis on growth and profit per se without regard to the distribution aspect.
4. The negative role of the State and the regulators in allowing the pursuit of greed and unchecked profit.


Islamic principles of economics and finance provide checks for all these factors. They focus on clarity and lack of ambiguity, just and fair treatment for all and care for the rights of others. But these principles are necessarily ethical and, as a ray of hope, some senior policymakers have been witnessed talking about ethics. These principles need to be adopted for the relief of mankind.

Market mechanisms, private property and enterprise, self-interest and competition are integral parts of Islamic economics, just as in the case of a free-market system. After the goods are produced, these are consumed or used in the process of further production through the two main contracts, namely sale/purchase (trading) and leasing, that can be entered into by individuals, partnership firms and corporations. For undertaking these transactions properly, Islamic jurisprudence provides other contracts/subcontracts along with detailed rules.

The fundamental feature of Islamic economics and finance is socio-economic and distributive justice. It also has a comprehensive system of ethics and moral values. It does not allow the destruction of output by, say, dumping into the oceans or burning, to force up or to maintain prices fictitiously at a higher level. Under the effective supervision of the government, markets can function freely under a competitive price mechanism, transparency and disclosures, subject to the condition that they are not distorted by the influential and stronger segments of a society. Within this overall framework, individuals have the right of ownership and freedom of enterprise, and can get return or profit by creating additional value and sharing gains and losses. The State has to undertake an overseeing role so that a closer linkage between real economy and finance can contribute to growth and evenly shared income.

The Islamic economic system prohibits commercial interest, excessive uncertainty, gambling and all other games of chance and emphasizes a social welfare system based on mutual help, character building, behavioural changes, the system of Zakat (the religious obligation of every Muslim who has wealth in excess of his consumption needs at the nonprogressive rate - generally 2.5 % of net wealth or 5 or 10 % in the case of agricultural produce above a minimum limit - Zakat money has to be distributed among the have-nots and the needy as per the tenet of the Holy Qur’an given in verse 9: 60) and care and dignity for the poor. It accepts the right of capital to enjoy a just return with the condition that it also bears the liability or risk of any loss. Any entitlement to profit or return comes from value addition and bearing the business risk, the nature of which will be different in different business contracts or transactions based on partnership, trading or leasing.

The main principle governing permission to trade/exchange, subject to fulfilment of certain rules, and prohibition of Riba (interest), games of chance or gambling and other illegal contracts is that all gains and receipts in exchange transactions must be accompanied by any consideration stipulated with free will and mutual consent of the parties. Contracts covering various transactions have been classified as commutative and noncommutative (Uqood-e-Mu‘awadha and Uqood Ghair Mu‘awadha - discussed in Chapter 5). While profit or return is valid in the case of the former, like the contracts of sale and leasing, no return can be  taken in respect of the latter, as in the case of gifts, guarantees20 and loans, as loaning, guaranteeing or gifting are considered by Islamic Sharī’ah as gratuitous and benevolent acts.

Loans are granted for timely help of the needy and the debtor cannot be charged any amount over the amount of loan or debt. However, a loan has to be repaid one way or the other until the creditor gives relaxation or the debtor is declared insolvent. Accountability of loans or debts in the Hereafter remains intact, even in the case of insolvency, until the creditor waives the amount of debt.




1.9 REGULATING TRADE AND BUSINESS 

Islam recognizes the role of markets and freedom of individuals in business and trade. Trade and business practices have contributed a lot to the development of the economies of Europe, the East and Far East. As expressed by Gordon Brown, the then Chancellor of the UK’s Exchequer: “It was mainly through peaceful trade that the faith of Islam arrived in different countries”.21 Islamic finance, by offering trade-based models of financial intermediation, can provide an opportunity for closer interaction between Muslim and non-Muslim communities and enhance social cohesion among various societies. It may bring nations and countries closer through trade based on ethical values and some standards of justice and fair play. However Islam also recognizes the possible adverse impact of totally unregulated businesses on the various sections of society, particularly the poor and the disadvantaged.

All of this implies that economists and policymakers should concentrate mainly on two areas to streamline the global economic system and place it on a sound footing. First, the role of government, which has been a highly contested issue between the neoclassical/liberals and the conservatives over the last few decades. In view of the bitter experience of capitalism, with a passive government role resulting in growth for only a few individuals and groups and leaving the majority of human beings in utter poverty, economists should consent as a group that governments must perform an active role, not for conducting various businesses, but for ensuring the proper and smooth functioning of market forces with accountability and transparency, so that vested interests cannot manipulate through their malpractices. Concepts that have emerged in conventional economics and finance in recent years, like ethical finance, green funds and socially responsible investments, tend to imply a closer link between the desirable objectives of any economic system caring for human beings and the world as a whole.

The second area is that of money, banking and finance - financial instruments, institutions and the markets. Islamic finance requires that all financial transactions and the instruments must be represented by genuine assets and business transactions as per their respective rules and norms relating to fair play, transparency and justice. It is true that the gold standard cannot be adopted again, but there must be some foolproof criteria for the creation of money. The principles of Islamic finance - that all financial assets must be based on real assets (not necessarily gold or silver) on the one hand, and that the time factor in business transactions has value only through the pricing of goods and their usufructs on the other - provide the best such criteria. This could provide a paradigm shift for financial services by seeking a moral compass for the system based on market forces by linking them with the real economy. The only requirement is that the economists and the people at the helm of affairs start thinking seriously without any preconceived biases and prejudices.

Creating financial assets out of nothing and putting others at undefined risk is tantamount to cheating and fraud, which should no longer be allowed if peace, tranquility and human dignity are the objectives, as the so-called super powers, human rights organizations and other democratic groups often proclaim. There has to be some sound basis for the creation of money, because the absence of such a basis has resulted in injustice and imbalances in the global system and economies. The piling up of fictitious assets without any real economic activity and the unjust transference of risk to others should not be acceptable to minds concerned with human rights and dignity. As such, all financial assets must be based on real assets and business activities.

If the financial system at national and global levels, along with its tools and instruments, was based on a just and equitable foundation, governments could easily formulate and implement policies for the proper functioning of market forces, leading to fair distribution of income and allocation of resources. This would be accomplished indirectly through fiscal, taxation and monetary policies and directly through control over rogue forces to facilitate smooth market functioning. Therefore, economists should proceed to suggesting a proactive facilitative role for regulators and governments. This is particularly required for the functioning of the financial system, as it is like a heart in the human body and the major tool for efficient and balanced flow of resources among various groups in society. It is pleasant to read the then Chancellor of the UK’s Exchequer Gordon Brown quoting a Hadith of the holy Prophet (pbuh) relevant to this discussion: “The Ummah, the Muslim global community, is like the human body, when one part feels pain, the other parts must reflect the pain - a truth of relevance in and beyond the Muslim world that emphasizes our duty to strangers, our concern for outsiders, the hand of friendship across continents”.22

When economists, even many of those sitting in Washington and London, deem the imbalances a huge threat to world development, peace and prosperity, they may call for the application of a system according to which all financial assets have to be based on some real assets and economic activities conducted on the basis of such assets. Applying these principles to the supply and demand of money and management of savings, investments and financial assets could lead to sustainable and equitable growth and development, leading to the happiness of mankind as a whole.

The allocation of funds on the basis of interest needs to be replaced by risk-related placement under the principle of partnership and other contracts based on genuine and valid trading and leasing activities, implying that the fund owners should share both the risk and the return with the users of the funds. All parties to a contract have to undertake respective liabilities for entitlement to profit and the deciding factor is the nature of the transaction. The parties owning risk and reward at various stages in the process of undertaking transactions will charge differently in business activities based on trading, leasing or the Shirkah (partnership) principles. But the risk will have to be borne one way or the other, which can be mitigated but not totally eliminated if profit generated from such a transaction has to be legitimized.




1.10 ISLAMIC FINANCE PASSING SIGNIFICANT MILESTONES 

Islamic principles of economics and finance, briefly laid down above, have already proved their ability to attract policymakers and practitioners from all over the world to develop the edifice of an efficient financial system on this basis. From the dawn of the 21st century, Islamic finance has been developing so vigorously that it has evolved from a nascent industry to a global market, where Muslim and non-Muslim are working together and learning from each other for the development of relevant products and services. It has passed the significant milestones of existence, recognition by the global financial authorities and most recently in delivery of sophisticated and lucrative financial services with competitive pricing and sufficient care for Sharī’ah compliance.

All of this was achieved within just 25 years. Until the early 1970s, Islamic banking was an academic dream, of which few people were aware, even educated Muslims; now it has become a widely known practical reality. It made headway in the 1980s as a new system of financial intermediation, in spite of an unfavourable environment and without the help of the auxiliary or shared institutions needed for its successful operation.

Its recognition around the world relates to its workability and viability. It has also attracted the attention of mega international financial institutions, regulators like the Federal Reserve Board, FSA of England, international financial institutions like the IMF and the World Bank and prestigious centres of learning like Harvard and Rice Universities in the United States and the London School of Economics, Loughborough and Durham Universities in Britain, International Islamic Universities in Malaysia and Pakistan and a number of other institutions in Saudi Arabia and Egypt.

Islamic banking and finance is being practised in over 75 countries around the world, with about 550 Islamic financial institutions in the field. A number of international institutions and regional financial centres are playing a crucial role in the standardization of Islamic finance products and thus enhancing its credibility. Almost all multinational conventional finance groups are offering Islamic financial products through specially created subsidiaries or windows. It is a healthy sign of good and ethical business in future that will increase the prosperity and peace of mind of millions of people who were previously either keeping away from the conventional banking system or feeling guilty due to the involvement of interest in their transactions, otherwise prohibited in all revealed religions.

The development of standard-setting bodies and global facilitators like the Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI), the Islamic Financial Services Board (IFSB), the International Islamic Financial Market (IIFM) and the Liquidity Management Centre (LMC) is providing recognition for Islamic finance and enhancing its credibility to both customers and regulators. Bahrain, Malaysia, Saudi Arabia and Dubai have been serving as its hub for about the last two decades. Now, London and Singapore are also striving to become centres for Islamic finance. Britain’s then Chancellor of the Exchequer Gordon Brown told the Islamic Finance and Trade Conference held in London in June 2006 that he wants to make London a global centre for Islamic finance by offering regulatory and tax regime measures to support the creation of Islamic finance products.23

Demand for Islamic finance is on the rise, both in Muslim majority and Muslim minority countries. In the UK, for example, the Islamic Bank of Britain (IBB) is working as a full-fledged Islamic bank with seven branches (planned to increase to 12 branches by the end of 2007). The first customer to open an account in the Leicester branch of IBB was a non-Muslim who travelled over 100 miles because of the ethics and transparency offered by an Islamic bank.24 Besides this, the European Islamic Investment Bank (EIIB), HSBC Amanah, Alburaq (a subsidiary of Arab Banking Corporation), Lloyds TSB, ABC International Bank Bristol & West Building Society, KPMG, Clifford Chance, Norton Rose, Dawnay Day and 1st Ethical are among those offering services also to non-Muslim customers. In Malaysia, about 40 % of Islamic banks’ clients are non-Muslims. In the US and North America, a large number of institutions are providing Islamic financial services, mainly to the Muslim community.

Prospects for the future are expected to be better, particularly if the instability that now prevails in the international financial system continues to accentuate and leads to a realization that it cannot be removed by making cosmetic changes in the system but rather by injecting into the system greater market discipline. This discipline is ingrained in Islamic finance principles.




1.11 COULD IT WORK TO ACHIEVE THE OBJECTIVES? 

The question is: will Islamic economics and finance theories sooner or later reach a point where they provide a better alternative to the world at large? The question is quite a complex one; it has many dimensions to think over and requires courage to fix the targets. Economics is the most strategic part of everyday life - given much emphasis in Islam due to its social implications - but unfortunately it is not being developed and implemented anywhere at State level. Unless the policymakers, regulators and central monetary bodies take solid steps for Research & Development, followed by practical application, any selective and half-hearted application by individual IFIs might not be able to provide a better alternative for governing global finance and economies.

Now the foundations have been laid, if the majority of the world’s 1.2 billion Muslim population chose to abide strictly by the tenet of the Sharī’ah, i.e. charging or paying interest is forbidden, many of the Islamic governments, investment institutions and ultimately the bulk of global commerce would transform to the natural instruments of business based on fair play and justice. If the human rights groups and those believing in ethics also joined hands and worked together for the cause they proclaim, many serious issues including hunger, poverty and social conflict could be resolved and the countries and the people could come closer, making the planet a more peaceful place to live.

But the point worth consideration by the experts in Islamic finance is that the system has to be developed to make it not only legally or formally Sharī’ah compliant, but also to change its basis and the mindset of the stakeholders and the market players in such a manner that it could be helpful in realizing the objective proclaimed by the pioneers of Islamic finance theory. The message this author wants to convey is that Islamic financial institutions which look at the products offered by the conventional system and mould them to see how they can formally or legally fit in the Islamic perspective without regard to their impact on various segments in society can only undermine the integrity of the Islamic theory of finance. Compliance to principles should be Sharī’ah inspired and must, therefore, be the foremost consideration before the product developers, implementers and regulators.

Good ethics, which play an important role in the functioning of Islamic finance theory, are missing in present human society, including Islamic countries. In this area, governments, academicians and other opinion makers will have to do a lot of work to persuade the policymakers and educate the masses not to compromise on the rules of fair dealing and justice, both at national and international levels. It may take a long time, but we have to move in the right direction if the objective is to be realized sooner or later.

Keeping in mind the low ethical standards in almost all present societies, it will be a challenging task, but if conducted with dedication and effective coordination on a large scale, it is not impossible. Islamic countries have to set the precedent by applying the system in line with its principles vehemently and vigorously so that others have no choice but to follow it. In addition to raising risk-based capital at national levels, inflow of borrowed capital needs to be replaced with direct and portfolio investment. Governments will have to do a lot in this regard, especially by playing a facilitation role while ensuring that vested interests do not exploit the masses in general and the weak and the poor in particular. There has never been a “perfect” society in all respects, and there will not be in future. Always there have been elements creating distortions. It is the State that has to save the masses and society from such rogue elements or vested interests.




1.12 ABOUT THIS BOOK 

This book relates to one part of the agenda prescribed above and that is deliberating upon the principles and the practices of Islamic finance. A financial system provides operating tools and instruments to an economic system, on the basis of which it tends to achieve its objectives. Likewise, Islamic finance is only one, but the most effective, part of the overall Islamic economic system and not the all-conclusive part. Its importance as the most effective part, however, has to be recognized because the flow of money, and thus transfer of resources, to various segments in a society is controlled by the banking and financial system, which, at its current stage of development, works like the blood circulating in the human body.

As regards the interpretation of the tenets of the Sharī’ah, the book represents the mainstream view of Islamic finance for the reason of its recognition at a wider scale and also because it is the basis for Islamic banking practices in the Middle East and other parts of the world. The Sharī’ah principles, accounting, risk management and other performance standards as being developed by the standard-setting institutions like the AAOIFI and the IFSB, are also based on the mainstream view. This should not be taken as a big problem for readers or the system, as practices based on the minority view in respect of a few concepts are in the process of transformation to make them compatible with the mainstream view and philosophy.

The challenges facing Islamic finance include educating and creating awareness among the stakeholders on a large scale and convincing people that the theory of Islamic finance is workable on a sustainable basis. A number of myths occupy peoples’ minds about the Islamic financial system. Removing those myths and promoting Research & Development is crucial in promoting the system. Policymakers, bankers, the business community, industrialists, Sharī’ah scholars, students of business schools and the people at large need to know what  Islamic finance is, what its features and philosophy are and how it works. In particular, the product developers, those responsible for implementation and also the financial experts need to be familiar with the essential requirements of different Islamic modes of business, enabling them to provide financial services relating to retail, corporate and government sectors ensuring Sharī’ah compliance and the best operating procedures. This book is an effort in this regard to make available a textbook-type resource to students, bankers, the business community and the general public. Hopefully it will be useful in providing a sound understanding about the principles of Islamic finance and how they work to form a viable system.

The nature, scope, objectives and main features of the Islamic economic system are discussed briefly, just to lay a foundation for discussion while studying and understanding the Islamic financial system. The main body of the book is devoted to explaining the philosophy and concepts of Islamic finance, how it has to be applied at the micro-level and what its prospects and challenges are. The book comprises three parts, each part spanning a number of chapters.

Part I discusses the need for, basis and overall structure of Islamic economics, presenting a framework under which the Islamic financial system is supposed to work. It explains the philosophy and the main features of Islamic finance that form the basis of operations for Islamic financial institutions (IFIs). The major prohibitions that IFIs are required to observe are also discussed in this part. As the prohibition of Riba is the least controversial issue, more emphasis in discussion has been given to the connotation of the term Riba and how it encompasses various forms of present-day business and finance.

Part II provides an overview of the Islamic law of contracts and elaborates upon basic requirements of various transactions to be undertaken by IFIs, enabling readers to understand what the nature of various contracts is. While conventional banks’ main function is loaning, Islamic banks’ activities pertain to trading, leasing and other real sector business through a number of business structures. Rules of trading and loans and debts are, therefore, crucial for Islamic banking practitioners. Spanning three chapters, this part explains the components of major contracts like those of sale, loans and debts and some related subcontracts like Hawalah (assignment of debt) Kafalah (guarantee/surety) and Rahn (pledge).

Part III, the most strategic part, gives an overview of financial products in conventional and Islamic perspectives and discusses the main Islamic modes of business and investment and how they have to be used by IFIs as modes of financing. Explanations of the concepts of credit and forward sales (Murabaha-Mu‘ajjal, Salam and Istisna‘a), leasing of assets and services (Ijarah), partnership-based modes like Musharakah, Mudarabah and Diminishing Musharakah are followed by the procedures that IFIs could adopt for respective modes to facilitate a variety of clients, ensuring Sharī’ah compliance.

Chapter 13 discusses some accessory contracts that could be used by IFIs (along with other main contracts) like Wakalah (agency), Tawarruq (acquiring cash through trade activities), Ju‘alah (stipend or reward for doing any defined job) and Istijrar (repeat sale/purchase or supply contract).

Chapter 14 contains some guiding principles on the application of the system on both the deposit and the asset sides, the issues involved in product development, deposit management and financing of specific areas.

Chapter 15 discusses the most vital and recently emerging topics in Islamic finance - Sukuk and securitization, elaborating upon the concepts and discussing the procedures. It  explains how the concept of Sukuk can be used to realize the huge potential of Islamic finance.

Chapter 16 is devoted to the concept, practice and potential of Takaful - the Islamic alternative to insurance - the development of which is necessary to complete the cycle of Islamic banking and finance.

Islamic banking theory, as well as practice, is subject to a large number of objections and criticism, not only by those who have doubts about the prohibition of modern commercial interest, but also by those who visualize an ideal and absolutely “pure” system having socio-economic benefits within a given timeframe. Chapter 17 is devoted to the appraisal of such criticism.

Chapter 18 - The Way Forward - concludes the book by discussing the prospects, issues and challenges facing the Islamic finance movement and how and to what extent it can play its role for the socio-economic development of societies.




2

Distinguishing Features of the Islamic  Economic System




2.1 INTRODUCTION 

The global economic scenario as described in Chapter 1 necessitates the evolution of a system that could lead to a balanced, sustainable and equitable economic order in the world at large for the benefit of individuals and societies. Islamic economic principles can become a basis for promoting a balance between the social and economic aspects of human society, the self and social interests, and between the individual, family, society and the State. At the global level, it could be helpful in eliminating sources of instability, thus making the world a happier place with harmony among followers of various religions.

Although the aspects directly related to the subject of this book pertain to banking and finance, it is worthwhile to discuss the overall framework of Islamic economics within which the Islamic financial system is supposed to work. Accordingly, this chapter will discuss the fundamentals of the Islamic economic worldview having a direct or indirect impact upon the business of Islamic financial institutions and the markets.




2.2 ISLAMIC SHARI’AH AND ITS OBJECTIVES 

Before we discuss economics and economic aspects of human beings in the light of Islamic Sharī’ah (Sharī’ah in brief) we should explain what Islamic Sharī’ah is and what its objectives (Maqāsid) are. This is because all business and financial contracts in the framework of Islamic finance have to conform to the Sharī’ah rules with the objective of helping to achieve Maqasid al Sharī’ah. Sharī’ah refers to a code of law or divine injunctions that regulate the conduct of human beings in their individual and collective lives. In addition to some general rules there are some specific branches of these injunctions which are: Aqaid, or matters of belief and worship; Akhlāq, or matters for disciplining one’s self; Ahkam, or socio-economic and legal systems; Frāidh, or obligations; and Nawahi, or prohibitions. Islamic economics directly or indirectly deals with all these disciplines.


2.2.1 Sources of Sharī’ah Tenets 

The primary source of the divine law is the revelation - the Holy Qur’ān and Sunnah of the holy Prophet (pbuh) (Muslims believe in terms of Qur’ānic injunctions that an established Sunnah of the prophet is based on the revelation).25 Accepting the revelation as the source of tenets and information requires complete submission to Sharī’ah rules. According to Islamic belief, the Qur’ān is the last revealed book from the Almighty, free from any tampering until the Hereafter (Qur’ān; 15: 9); obedience to the injunctions contained in it is considered necessary by all Muslims, at least conceptually. The Sunnah, which consists of the sayings of and the actions done and/or approved by the holy Prophet (pbuh), is an equally important source of information in Islamic law. The importance of sticking to the Sunnah is obvious from the following verse of the Holy Qur’ān: Allah says, “Indeed you have in the Messenger of Allah an excellent example for the one who hopes in Allah and looks to the Last Day”  (33: 21). The Exalted also says: “So if you obey him (i.e. Muhammad, pbuh), only then you will be guided” (24: 54). Almost all Muslims believe that obedience to the orders of the holy Prophet is necessary for being a Muslim.

The other sources of Sharī’ah tenets are Ijma‘a (consensus) and Qiyas (analogy), which are based on Ijtihad. Ijtihad, the mental effort of scholars having juristic expertise to find solutions to emerging problems and issues, and Qiyas, or finding solutions through analogy in the light of the text of the Qur’ān and Sunnah, are the secondary sources for derivation of rules and regulation for any upcoming events or issues. Ijma‘a of the Companions of the holy Prophet is considered by the overwhelming majority of Muslims an important source for the derivation of laws subsequently. The general welfare/interest (Maslaha-e-Mursalah) of human beings and ‘Urf (prevalent practice) are also important tools in the hands of Islamic jurists that are kept in mind for deciding the Sharī’ah position of various contracts and activities without compromising on the basic tenets contained in the Qur’ān and Sunnah. The jurists, Sharī’ah scholars, Sharī’ah boards of Islamic banks and other institutions dealing with Sharī’ah matters are required to suggest solutions and issue edicts regarding various activities on the basis of the above sources of Sharī’ah.

Sharī’ah rules can be divided into Dos (orders to undertake any act) and Don’ts (prohibition from some acts), which can further be divided into the rituals (matters of worship) that are considered as rights of Allah (SWT) and the matters for disciplining human life that constitute the rights of human beings. While the former acts (rituals or matters relating to belief and worship in the form of Fraidh or obligations) have to be accomplished strictly according to the Sharī’ah tenets, the latter matters that pertain to socio-economic rights and obligations are governed by the rule of “General Permissibility” (Ibāhatul Asliyah), which means that all acts and things which have not been expressly prohibited by the original sources of Sharī’ah are permissible. It is pertinent to observe, however, that while Allah (SWT) may like to forgive any of the lapses by Muslims in respect of His rights (first category), lapses in respect of the rights of human beings would have to be forgiven only by the aggrieved person(s). Further, it is a cardinal principle of Islam that everyone is accountable for his acts and the accountability is individual, both in rituals and in socio-economic contracts.


2.2.2 Objectives (Maqasid) of Sharī’ah 

The study of objectives is significant, as they reflect the spirit of the Sharī’ah and help jurists in determining the prohibition or permissibility of any matters on the basis of Ijtihad and Qiyas. Catering to the well-being of the people in the worldly life as well as in the Hereafter or relieving them of hardship is the basic objective of Sharī’ah. Islam takes a positive view of life considering man as the viceroy of God. Virtue does not mean abandoning the beauties of life, but enjoying those while remaining within the framework of the values through which Islam seeks to maximize human welfare. It requires living a morally responsible life, earning only by fair means and considering wealth as a stewardship for which account is to be rendered to Allah Almighty.

According to conventional economics, livelihood is the fundamental problem of man and economic development is the ultimate goal of human life. According to Islamic economics, livelihood is necessary and indispensable but is not the true and the only purpose of human life; the life hereafter is the real factor to be taken care of. This way, Islam also caters for the welfare of man in the Hereafter. Wealth in all its possible forms is created by Allah, it belongs to Allah; He has delegated the right of property to man for use and He has the right to demand that man subordinates his use of wealth to the commandments of Allah. “He it is who made you vicegerents in the earth” (6: 165) and “does the man think that he will be just left to himself” (75: 36). Wealth has to be used in such a way that it ensures success in this world and the world hereafter.

The overall objective of Sharī’ah behind these injunctions is the happiness and well-being of human beings in this world and the world hereafter. The concept of happiness from the Islamic perspective is different from the concept of pleasure - the major objective of positive economics. Accordingly, everything which guarantees well-being and fulfils the supreme interests of mankind is included in the objectives of Sharī’ah. These objectives have been identified by jurists like Ghazali, Shatbi and subsequently by Tahir ibne Ashoor by an inductive survey of the Holy Qur’ān and Sunnah. The objectives can be divided into primary and secondary objectives.


Primary Objectives 

The primary objectives that Sharī’ah tends to realize are the protection and preservation of:1. Religion.
2. Life.
3. Progeny - family unit.
4. Property.
5. Intellect.
6. Honour.


The protection of religion means achieving the purpose of worship of Allah (SWT). In Islam there is a comprehensive system of beliefs and Sharī’ah makes it the responsibility of the State to implement Sharī’ah requirements in respect of beliefs.

The protection and preservation of human life refers to the sanctity of life as emphasized in the Qur’ān and Sunnah. There is the law of Qisas to punish those who cause any harm to human life. This objective also refers to the provision of basic necessities to all human beings.

The protection of progeny or the family unit relates to marriage and the family institution, whose purposes are: procreation, protection against lack of chastity and the proper upbringing of children, enabling them to become good human beings and Muslims and to bring peace and tranquility to society. Means to realize this objective are the promotion of the marriage contract, tenets relating to family life and the prohibition of adultery.

The protection of wealth and property refers to the sanctity of the wealth of all members of society, with an emphasis on valid (Halal) earning and discouragement of a concentration of wealth leading to a vast gap between the poor and the rich and the inability of the former to meet their basic needs of food, health and fundamental education. For this purpose, Islam provides a comprehensive law governing Mu‘amalat or transactions among members of a society.

The promotion of human intellect refers to acquiring knowledge, thus enabling people to differentiate between good and bad and to play their part in enhancing the welfare of human society as a whole.

The protection of human honour and dignity refers to the prohibition of false accusations, the right to privacy and the sanctity of private life.26


Secondary Objectives 

The above primary objectives of Sharī’ah lead to a number of secondary objectives, which are:1. The establishment of justice and equity in society.
2. The promotion of social security, mutual help and solidarity, particularly to help the poor and the needy in meeting their basic needs.
3. The maintenance of peace and security.
4. The promotion of cooperation in matters of goodness and prohibition of evil deeds and actions.
5. The promotion of supreme universal moral values and all actions necessary for the preservation and authority of nature.


Relating the objectives of Sharī’ah with human welfare, Muhammad Umer Chapra, an economist at the Jeddah-based Islamic Development Bank (IDB), contends:

“However, if well-being were to be defined in a way that rises above the materialist and hedonist sense and incorporates humanitarian and spiritual goals, then economics may not be able to avoid a discussion of what these goals are and how they may be realized. These goals may include not only economic well being, but also human brotherhood and socio-economic justice, mental peace and happiness, and family as well as social harmony. One of the tests for the realization of these goals may be the extent to which social equality, need fulfilment of all, full employment, equitable distribution of income and wealth, and economic stability have been attained without a heavy debt-servicing burden, high rates of inflation, undue depletion of nonrenewable resources, or damage to the ecosystem in a way that endangers life on Earth. Another test may be the realization of family and social solidarity, which would become reflected in the mutual care of members of society for each other, particularly the children, the aged, the sick, and the vulnerable, and absence, or at least minimization, of broken families, juvenile delinquency, crime, and social unrest.”


He adds:

“The spiritual and humanitarian goals stated above are of equal, if not of greater importance . . . The material and the spiritual aspects of well-being are not, therefore, independent of each other. They are closely interrelated. Greater family harmony may help raise better individuals to operate in the market, and better social harmony may create a more conducive environment for effective government and accelerated development. If this is true, then the emphasis on serving self-interest and maximizing wealth and consumption may have to be toned down to some extent to serve social interest and optimize human well-being. Some uses of resources that serve self-interest and fit well into the hedonist framework may have to be reduced to fulfil the needs of all individuals in society and thereby promote family and social harmony.”27


Hence, from the study of the Qurā’n and Sunnah, some basic socio-economic rights of human beings have been identified. These rights are:1. The right to safety.
2. The right to be informed.
3. The right to choose.
4. The right to be heard.
5. The right to satisfaction of basic needs.
6. The right to redress.
7. The right to education.
8. The right to a healthy environment.


Islam requires rulers and various regulators in the system to protect the masses from harm and hardship caused by unscrupulous factors in society through strong and effective laws, and they should be respected in the sense of fulfilment of all socio-economic rights. The State must also curb institutional and other malpractices.




2.3 WHY STUDY ISLAMIC ECONOMICS? 

A cursory look at the above objectives will reveal that economic aspects or matters relating to the sustenance of human beings command a central place in the realm of Sharī’ah. Man is largely concerned in his life with two main aspects, namely material resources/means of sustenance and religious beliefs. Studying economics is important for the dual purpose of having better sustenance and religious imperatives. Islam does not like the concept of the “pious person” as distinct from the “worldly person”. It enjoins a system of devotions/worship as well as guides on the economy, political affairs and international relations. Regarding this integrated approach, the Holy Qur’ān says:

It is not righteousness that ye turn your faces towards East or West; but it is righteousness to believe in Allah and the Last Day, and the Angels, and the Book and the Messengers; to spend of your substance, out of love for Him, for your kin, for orphans, for the needy, for the wayfarer, for those who ask, and for the ransom of slaves; to be steadfast in prayer, and practise regular charity, to fulfil the contracts which we have made; and to be firm and patient, in pain (or suffering) and adversity, and throughout all periods of panic. Such are the people of truth, God fearing. (2: 177)


Professor Dr Anis Ahmad explains beautifully the implications of the above verse of the Holy Qur’ān by saying:

“While the verse begins with a reference to spending substantially for one’s kin, it immediately refers to orphans, the needy, travellers and others who may fall in to the category of strangers. . . . An objective analysis of the Qur’ānic teachings informs us about the social and human dimensions of the Qur’ānic message. A book which does not want any human being to be enslaved politically, economically, culturally and educationally, is relevant for all human beings. Muslims and others should directly undertake an unbiased, critical and objective analysis of the Qur’ān so as to understand its message to humanity. The ethic-centric approach of the Qur’ān makes its teachings valuable and relevant for all who are concerned with the future of humanity. It offers the most reliable way of building a sustainable and peaceful world order.”28


Thus, Islam emphasizes fair and equitable distribution of resources and meeting the needs of economically feeble people as part of devotion, worship and faith. It induces its followers to relate their piety (Taqwa) with social realities. It persuades a person to share the blessings and bounties of Allah with others as a matter of obligation by declaring that Taqwa encompasses not only the love of Allah, but also the love of fellow human beings, who should be treated as part of an extended human family. This refers in a way to the need to study the economic aspects of mankind.

M.A. Mannan has indicated seven reasons or socio-economic imperatives for the study of Islamic economics, which are broadly covered by the above two factors. These imperatives are ideological, economic, social, ethical, political, historical and international. To him:

“The significance of the study of Islamic economics lies in its balanced focus on the production of goods and services as well as other determinants of the ‘quality of life’ for which value judgement may be needed within the Islamic value framework. Accordingly, Islamic economics being an integrated body of knowledge does overlap with other disciplines such as religion, sociology, political science in a much more significant way than secular economics. The fact is that Islamic economics cannot remain neutral between different ends. It is concerned with what is and what ought to be, in the light of the Sharī’ah. Therefore, it involves the study of social, political, ethical and moral issues affecting the economic problems directly or indirectly.”29


The Islamic world as a whole is underdeveloped and backward when compared to the Western developed countries. Some Muslim economists have been emphasizing for many years the study and development of Islamic economics to help the underdeveloped countries come out of the vicious circle of poverty, ignorance and illiteracy. But the backwardness and underdevelopment of the Muslim world is not the only imperative for the study of Islamic economics. The global socio-economic situation in the world, which indicates the failure of all secularist systems, also calls for finding any better alternative for solving the problems of massive underdevelopment and injustice in the world, where the rich and the affluent, both in the developed and the developing world, have increasingly become accustomed to “hyper-consumption”, leaving billions of human beings starved, illiterate and lacking any socio-cultural position. This luxurious and conspicuous/lavish consumption has led to a general trend of spending to enhance social status as well as to get pleasure.30

As a direct result of this trend, “Trickle-down” and all other economic theories that referred to automatic care of the poor when the growth rate or national income rises have failed. The Western concept of the welfare state has now been replaced by “the least government is the best government”. The market is now the engine of economic growth and State intervention in removing income disparities between households and various groups in society is more of a myth than a reality. This system is producing poverty.

Even the normative part in modern capitalist economies is the outcome of the Enlightenment movement, the worldview of which was basically secularist. It considered all the revealed truths of religion as “simply figments of the imagination, nonexistent, indeed at the bottom priestly inventions designed to keep men ignorant of the ways of Reason and Nature”. This weakened the hold of religion and the collective sanction it provides to moral values, and thus deprived society of morally-oriented filtering, motivating and restructuring mechanisms .31

As the main theme of the Islamic economic system revolves around care for the poor and socio-economic justice, studying Islamic economics should be a strategic activity for economists and policymakers. The Islamic economic system can be studied properly only in the context of the Islamic way of life as a whole. The Holy Qur’ān gives broad principles of values regarding the economic aspects of man’s life, like an owner’s attitude towards his property, society’s attitude towards the needy, the cooperative basis of the economic relationship and the bias against a concentration of wealth. The individual must be mindful of other ends while planning for economic ends. He has to subject each and every activity to thorough scrutiny, avoiding all those forms which are injurious to social interest.


2.3.1 The Role of Islamic Economists 

The early Islamic jurists mainly advised individuals and rulers on behaviour in economic matters and economic policies. In the later period, they also analysed such economic thoughts as trading, prices, money, profit-sharing, taxes, development, etc. They gave special importance to ethics and moral purposes and focused on justice, need fulfilment, efficiency, freedom, growth and development. Those who did work of outstanding nature included Imams of juristic schools of thought like Abu Hanifa, Malik, Shafii, Ahmad ibn-e-Hanbal, Zaid bin Ali, and others like Muhammad bin Hasan al Sheibani, Abu Yusuf, Yahya bin Adam, Abu Ubaid, Qudama bin Jafar, Ali ibn Muhammad Al Mawardi, Nizamul Mulk Tusi, Nasiruddin Tusi, Abu Hamid Muhammad Ghazali, Ibn Taymiyah, Ibn Qayyim, Ibn Khaldun, al Maqrizi and Shah Waliullah. The contributions from a few of the jurists are briefly given hereunder:• Ibn Khaldun’s32 empirical social inquiry gave him the unique perception of causal interdependence of political and economic power as well as pressures which are generated by vested interests in an organized society.
• With regard to the activity of public and private sectors in an economy, it may be relevant to point out that Ibn Khaldun, in his Muqaddamah (literally an “Introduction to History”, which has been described by the renowned historian Professor Arnold Toynbee as “the greatest work of its kind that has been created by any man in any time or place”) strongly supported free private enterprise and advocated that “capitalists amongst the inhabitants of cities need rank and protection”. He was against government meddling with the market mechanism by inequitable taxation or by direct participation in production and distribution. He believed that a State monopoly in commerce and agriculture ruins the economy.
• Ibn Khaldun anticipated Adam Smith in his theory of labour value; Malthus for the theory of population and Keynes for a normative role for the State. He also presented a coherent theory of economic growth. As such, he can be treated as the founder of economic science. His ideas on the market system, production, exchange and consumption of wealth, macroeconomics, taxation, role of the government, money, labour, etc. provide a valuable study of economic thought and the system.
• Ibn Khaldun states: “The finances of a ruler can be increased and his financial resources improved only through the revenue from the taxes. The revenue from taxes can be improved only through the equitable treatment of people with property and regard for them . . . other means taken by the ruler, such as engaging in commerce and agriculture, soon turn out to be harmful to the subjects, to be ruinous to revenue and to decrease cultural activities”. Also, like Adam Smith, Ibn Khaldun noticed that productivity depends on the extent of the market, division of labour and specialization.
• With his profound historical, political and economic insight, Ibn Khaldun warned that the growth of absolute power in the State is the cause of decline of economic prosperity. For, according to him, absolute power has to be preserved by expanding bureaucracy, the army and the police, which have to be supported by increased taxation, confiscation and, worst still, by direct interference of the State in economic activity by engaging in commerce and industry.
• Ibn Taymiyah33 discussed the concepts of Thaman-e-mithl (normal/market price or wage), economic freedom, pricing in the market, the role of the ombudsman and the functions of the government in the development of a smooth and just socio-economic order.
• The thirteenth century Memorandum of Nasiruddin Tusi laid down guidance for the Mongol kings on the financial administration of the then Iran.
• Shah Waliullah discussed basic principles on production and exchange of wealth.34 



With regard to the contribution of the Islamic world to trade and economics in the Middle Ages, Maurice Lombard, in his book The Golden Age of Islam (originally published in 1971 in French and translated into English in 1975) writes:

“The Muslim East provided the driving force behind economic and cultural life; the West was a Void - an area in which all commercial and intellectual activity had ceased after the decline and fall of Rome and the subsequent barbarian invasions. . . . Great ports provided the Muslim World with ships, dockyards, and seafaring populations. There were three enormous complexes: first, shipping in the Persian Gulf and the Red Sea, which Arab and Persian sailors opened up towards the Indian Ocean and which was complemented by the river-boats of the Euphrates and Tigris; next, the ports of Syria and Egypt, foremost of which was Alexandria, backed by the river-boats of the Nile; finally, the ports on the Sicilian Strait and the Strait of Gibraltar, supported by the river-boats on the Guadalquivir. Caravan towns also possessed transport systems which dominated the Mesopotamian routes (running westwards towards Syria and eastwards towards Iran and central Asia), the Arabian routes, and the Berber trading routes crossing the Sahara. (p. 8)

The centre of the Muslim World was situated in the Isthmus region, bounded by the Persian Gulf, the Red Sea, the Mediterranean, the Black Sea, and the Caspian Sea. It was, therefore, set at the intersection of two major economic units: the Indian Ocean area and the Mediterranean area. These two territories, united in Hellenistic times but later split into two rival worlds, the Roman-Byzantine and the Parthico-Sassanian, were now reunited by the Muslim conquest, so as to form a new, vast territory which was economically one. This unity rested on large-scale trading relations along caravan and maritime routes, on one main currency, the Muslim Dinar, and one international commercial language, Arabic. . . . Finally, the unity mentioned above was helped by the reintroduction into world trade of the great consumer markets of the western Mediterranean . . . ” (p. 9)



With regard to the growth of money in the Islamic economy in the 10th century, he says:

“Finally, monetary economy was important, and was expressed in an abundant minting of dinars made possible by the influx of new gold and the development of credit, which doubled the circulation of currency. In the ninth century, . . . the growth of wealth and commercial transactions was so great that actual cash could be seen changing hands in the smallest townships where, hitherto, simple barter had been the only method in use. And so the enlarged area of money circulation was matched by a greater power wielded by town over country.”


Referring to the fall of the Muslim world he says:

“(it) received a mortal blow in the form of the crises, the disturbances, the invasions of the second half of the eleventh century. They impeded the powerful flow of trade, thereby provoking the decline of the cities. Henceforward the Muslim World was not a united whole, but divided. There was a Turkish Islam, a Persian Islam, a Syrian Islam, an Egyptian Islam, and a Maghreb Islam. Gone was the single Muslim civilization and in its place was a resurgence of regional particularisms, embodied in a number of different Muslim civilizations. (pp. 10, 11)

However, even during its economic decline, the Muslim World long continued to influence the world in the realms of science, medicine and philosophy. It played a conspicuous part in medicine especially, not only during the Renaissance but right up to the nineteenth century.” (For detail, see pp. 236-239).



After the start of the Renaissance movement in the late 19th century, Islamic economics started re-emerging as an intelligent academic pursuit. Scholars like Syed Qutab, Syed Abul A’ala Mawdudi, Hifzurrehman Sweharvi, Muhammad Yusufuddin, Syed Baqar Sadre, and Dr Hameedullah can be considered pioneers and scholars of the first generation in the Modern World who initiated the process of defining modern economic thought in the light of the principles of Islam. Formal work on Islamic economics in the modern world that has led to a vigorous revival of Islamic economic thought has been done by a large number of economists, notable among which are Anwar Iqbal Qureshi, Ahmad al Najjar, Nejatullah Siddiqi, Sheikh Mahmud Ahmad, Mahmud Abud Saud, Muhammad Umar Zubair, Monzar Kahaf, S.M. Hasanuz Zaman, Anas Zarqa, M.A. Mannan, Mohamed Ali Elgari, M. Umer Chapra, Abbas Mirakhor, Mohsin S. Khan, Fahim Khan, Munawar Iqbal, Khurshid Ahmad and many others.

Contemporary Islamic economists (of the second and the third generation) have discussed almost all areas of modern economics including market forces, production, distribution, consumption and allocation of resources, efficiency, scarcity, choice and opportunity cost, the role of money, individual-society-State relationships, individual self-interest, the welfare economy, mutual help (social welfare function), ethics and, last but not least, government budgeting and finance and the economic responsibility of the State.

Considerable work has been done by well-known economists including Mohsin Khan, Abbas Mirakhor, Zuber Iqbal, Nejatullah Siddiqi, Anas Zarqa, Monzar Kahaf and other Islamic economists of the second and third generations, as mentioned above, on various segments of economic management. These works largely pertain to interest-free banking and interest-free investment and production. Also, a good deal of work has been done on fiscal policy, Zakat, auditing and accounting, banking regulations and supervision.

But all of these are segments and have not been put together into a comprehensive model. These segments (with variations) are being practised/implemented in several countries. However, even in the contents and implementation of these segments, there is a lack of uniformity. This is yet another problem which needs to be addressed both at scholarly and operational levels.

The work is being done in different areas. But, Islamic economics in the form of a complete model and a welfare function may take a longer time. It is obvious that where value judgements are involved, quantification, and hence uniformity, is not possible, with clear  implications for both the formulation and implementation of policies. Before this is done, Islamic economics can be introduced in parts only. This choice rests with individual countries.


2.4 ISLAMIC ECONOMICS: WHAT SHOULD IT BE? 

To understand the possible structure of Islamic economics, enabling a society to realize the objectives identified above, we may first of all discuss the concepts of economics proper and normative economics. Economics proper, which is also called positive economics, is concerned exclusively with the scientific explanation of behaviour under conditions of scarcity. It is a science, value neutral and is concerned with empirical and not normative aspects. Even where it deals with values and purposes, it deals with them objectively as facts, which, along with other relevant data, determine what is or may be, but not what should be. It describes, but does not prescribe. The definition of “Economics” by Lionel Robbins is an example of positive economics.35

The second kind of economics is normative or welfare economics, which is sometimes called “political economy”. In the case of normative economics, policy recommendations must involve some value judgements. The Islamic approach is that economic development and creation of abundant wealth are means to satisfy human needs and support society. These are not sought for boasting or spending in offence, arrogance or oppression. Linking this world with the Hereafter, Islam enjoins Muslims to seek the Hereafter through what they earn and not to forget their share of the worldly life. The Holy Qurā’n says:

“And seek the abode of the Hereafter in that which Allah has given you, and do not neglect your portion of worldly life, and be kind as Allah has been kind to you, and seek not disorder/corruption in the earth”. (28: 77)


Therefore, Islamic rules of economics make it binding for human beings not only to abide by the Sharī’ah tenets relating to dos and don’ts but also to keep in mind the impact of their activities on others and society as a whole. To realize the goal, the State should try to control the wants of the people through a filtering process, motivate the people to abstain from activities injurious to others and restructure the socio-economic system for the transfer of resources from one use/sector to others to ultimately realize the dual objective. 36

It is the welfare content which makes normative economics different from positive economics. Broadly, welfare economics comprises the aims, goals and aspirations of society and these are reduced into the utilitarian principle of greatest satisfaction of the maximum number of people in society. Islamic economics tries mostly to remove injustice and inequality for promoting progress. To realize the objective, it accepts the basic concomitants of the system of market economy, like the innate right of ownership, freedom of enterprise and the competitive environment in business and industry. However, the vision of Islam in this regard is different from the role models of present market systems which have become outdated with the march of events. The Sharī’ah indicates the directions of transformation towards a social order of justice, well-being, security and knowledge, but it does not impose these laws. It tends to provide equal chances to all for earning a livelihood leading to equitable, not equal, distribution of income and wealth, just like blood in the human body that is not distributed among various organs of the body equally because of the different nature of the jobs rendered by each organ.

It is also because of the noncoercive nature of Sharī’ah that the market is relied upon as a natural phenomenon of ethical human transformation. The holy Prophet (pbuh) categorically discouraged intervention for price fixation as long as price fluctuations occurred due to market forces alone. But when undue monopolistic and unjust pricing, production and distributional practices were existent, Al-Hisbah (the institution of the ombudsman) was empowered as a social regulatory body to check these imbalances for purposes of re-establishing a better semblance of market-driven exchanges in the light of the just order that Sharī’ah aims at in society at large.




2.4.1 Islamic Economics Defined 

Islamic economics has been defined differently by different economists/scholars, keeping in mind specific aspects of human life. To Ibn Khaldun, economics meant the desire for food and other requirements and efforts to obtain them; and a science which deals with management of households and cities in accordance with dictates of reason as well as ethics, so that the masses may be directed towards a behaviour that leads to the preservation and performance of their species.

Mohsin S. Khan, a senior economist at the IMF, says:

“Broadly speaking, the term ‘Islamic Economics’ defines a complete system that prescribes a specific pattern of social and economic behaviour for all individuals. It deals with a wide-ranging set of issues, such as property rights, incentive system, allocation of resources, types of economic freedom, system of economic decision-making and proper role of the government. The over-riding objective of the system is social justice and specific patterns of income and wealth distribution and consequently economic policies are to be designed to achieve these ends.”


S.M. Hasanuz Zaman, an IDB Laureate in Islamic economics, has critically examined definitions by a number of scholars and given his own definition:

“Islamic Economics is the knowledge of application of injunctions and rules of the Sharī’ah that stop injustice in the acquisition and disposition of material resources in order to provide satisfaction to individuals and enable them to perform their obligations to Allah and society.”37


This implies that Islamic economics is a social science which studies the economic problems of people in the light of the values of Islam. One way of looking at Islamic economics would be the use of resources for the welfare of the people within the framework of Sharī’ah. Once a framework of the Sharī’ah has been adopted, it will determine various aspects of economic management like the contents of production, trade, finance, distribution and many other things.

Islamic economics deals with issues like how to create, distribute, own and enhance property and wealth, how to spend and dispose of it for the benefit of individuals as well as societies. The means of production of goods are almost the same for all nations, as economic science is universal for all nations. As such, an Islamic economy would also be producing/providing all goods and services required for the “welfare” of mankind. But the economic system that determines how to distribute the wealth and how to possess, spend or dispose of it, is different for different nations depending upon their ideology, and here lies the difference between the Islamic economic system and the capitalistic or the socialistic systems.

The integrated model of the Islamic social framework is based, among other things, on the following criteria, which provide a positive motivation for economic activities, steered by the concept of a fair balance between material and spiritual needs and between the individual’s and social needs:1. Equilibrium between work and worship.
2. Human equality.
3. Mutual responsibilities in society.
4. Distributive justice.
5. Balanced and beneficent use of the “bounties of God”.
6. Limited sovereignty of individuals in terms of “self interest” for the benefit of fellow beings and society.
7. The principle of co-existence.
8. The freedom of conscience.





2.5 PARAPHERNALIA OF ISLAMIC ECONOMICS 

The objective of the Islamic economic system, like any other economic system, is the realization of efficiency and equity in allocation and distribution of resources, for which it recognizes the role of market forces and the freedom of individuals. But it also recognizes the possible adverse impact of the totally unregulated market on various sections of society, particularly the poor and the disadvantaged. The pure materialistic “positive” approach has never been capable of serving social interests and realizing such goals. The “invisible hand” of market forces, as contended by Adam Smith, has failed to fulfil the social obligations required for the ultimate socio-economic outcome of human actions. Hence, Islamic economics provides ample room for State intervention to achieve an optimal mix of functioning of market players guided by individual self-interest and serving the social interest by the State’s facilitation and overseeing activities.

The urge for maximization of wealth by individuals without taking care of its impact on the well-being of others or society as a whole cannot generate long-term sustainable growth and well-being of individuals or societies. Therefore, both positive and normative objectives are to be realized through market functioning supported by State facilitation and intervention aimed at realization of socio-economic goals like need-fulfilment, an optimum and stable growth rate, equitable distribution of income and wealth with class and ecological coherence.

As indicated above, an economic system has to be discussed as a thought based upon any ideology, while economic science should be considered a science which deals with the creation of wealth. An economic system relates to the management of wealth distribution in a society and enables or restricts its members from utilizing the means of production and satisfaction. Production of goods and services and their distribution among various groups in society, sources of funds for the State and their spending were the main areas of Islamic economics and the system up to the Middle Ages. Commercial activities of that period depicted a number of techniques of production, distribution, trade, payment and mobility of money and credit.

Thus, the system comprises the following three main elements: 1. Ownership of commodities and wealth. 38 
2. Transfer of the ownership.
3. Distribution of wealth among the people.


The variables and thoughts used in economic analysis include the determinants of the level of income and employment, money and banking, fiscal and monetary policies, national income accounting, economic growth, demand and supply of money and stability. Details may also include expenditure, the savings-investment relationship, the savings-income relationship, consumption and investment functions, the potential level of output, employment, labour force and profit as aggregate variables. All these determinants will correspond to principal Islamic values and tenets.

The abolition of interest (Riba), promotion of trading and other real business activities, establishment of profit-sharing as a tool, the application of Zakat and avoidance of wasteful consumption (Isrābf) along with an effective overseeing role of the State constitute the key macroeconomic features of an ideal Islamic economy. Study of these variables would indicate the state of any Islamic economy, its stability, weaknesses and strengths and various relationships among producers and users of resources.


2.5.1 Ownership of Resources and Property Rights 

Islamic economics, based on the paradigm of socio-economic justice, takes its roots from the belief that all resources in the world belong to its Creator, One God; human beings are holding these resources in trust. Behaving as vicegerent of the Creator, they are free to earn and spend the wealth according to His orders given to mankind through His Messengers. Man has to enjoy and use wealth under Allah’s command. Islam has given the individual the freedom to earn a livelihood. Likewise, Islam has given every individual the right to enjoy whatever wealth he has earned by legal means and whatever wealth he has received through the Islamic law of inheritance.

Ownership by man is thus Divine permission for utilizing the goods and assets. The Holy Qur’ān says: “And give them from the Mal of Allah, which He gave to you.” (24: 33). It also says: “And spend from what He put you in charge of ” (57: 7). As such, Islam has set the limits and the means through which individuals, groups, the public and the State can possess property in such a way that acquisition in varying degree is within reach of all the people, despite disparities in their abilities. These limits are in terms of the quality or the means of acquiring and not in terms of quantity of wealth, as this resists human beings’ strife to work diligently. Limits in terms of quality are necessary, otherwise human greed could corrupt the economy and cause chaotic relationships in society. It also conforms to human nature so as to satisfy their basic needs and enable people to benefit from comforts.

The following are the means of possessing goods: work, inheritance, purchasing/obtaining property for sustenance, properties granted as gifts and the State granting possession of something to the citizens. To facilitate the acquisition of property and wealth, Islam has indicated legal means of ownership and its transfer through a variety of contracts. General rules for these contracts have also been defined in detail with the possibility of resolving any contemporary issues through Ijtihad, subject to observance of allowed limits. These rules allow man to utilize the resources by consuming them, benefiting from them or exchanging them via a number of contracts like sale, loan, lease or gift. Rules pertaining to investment of wealth/property have also been laid down.

Along with property rights, income and profit entitlement are established in Islamic economics. This must occur through the effort, work or taking responsibility (Dhaman) and distribution by means like partnership, trade, joint ventures, loans, various vehicles of transfer incomes like grants and Zakat and the control of waste. Hence, the Islamic economy has a linkage between the market functions of productive involvement and growth and the institutional functions of policy and control.


2.5.2 Islamic Welfare Approach 

The concept of welfare in Islam is neither exclusively materialistic nor absolutely spiritual. It has rather dovetailed the spiritual and material aspects of life so that they may serve as a source of mutual strength and as the foundation of true human welfare and happiness.

Study of the teachings of the Holy Qur’ān and Sunnah leads us to some basic principles of the economic system of Islam, which encourage human beings’ development, enforce justice, stop exploitation and tend to set up a contented and satisfied society that can be termed a real welfare society. In addition to achieving optimum produce in both public and private sectors, allocation and distribution of resources and produce must take a course that fulfils the basic human needs of all, irrespective of the colour, race and/or creed of the people. The fulfilment of basic needs makes society tranquil, comfortable, healthy and efficient, and able to contribute properly towards the realization and perpetuation of human welfare. On account of the crucial importance of need fulfilment, it needs to be discussed in detail.

As indicated above, the economic system of Islam tends to ensure the satisfaction of all the basic needs (food, clothing and housing) of every individual, without any distinction, and to provide resources to enjoy from living in a particular society. So individuals and society are both important to make a contented and happy economy and society. All individuals are linked with one another by certain relationships in social and economic dealings. Therefore, the standard of living in an Islamic society has to be raised by securing the basic rights for every individual in terms of need fulfilment side by side with enabling them to secure comforts and prosperity.

In order to meet the basic needs of each and every member of a society, Islam urges all to earn and seek the provisions for use by mankind. Islamic economy achieves this objective by obliging each capable person to work, enabling him to fulfil his and his dependents’  basic needs. A number of verses of the Holy Qur’ān and traditions of the holy Prophet (pbuh) reveal that Islam obliges individuals to earn and use the wealth so as to develop the economy for the betterment of society. It is the State’s responsibility to take measures and adopt policies to enable those who are willing to work and anxious to work to find employment.

The principle backed by self-interest alone as a secular core value is in direct conflict with the core Islamic value of “moderation”, which would mean necessities of life together with some comforts aimed at minimizing the hardships of life. Hence, items of luxury and conspicuous consumption are not encouraged in the Islamic worldview of development.

If some individuals are unable to earn and fulfil their needs, Sharī’ah obliges their fellow beings-depending upon the nature of the relationship like neighbours, relatives, etc. -to support them in fulfilling their basic needs. If there is nobody to support such people, Islam obliges the State to be responsible for the support of all citizens, particularly mentally or physically disabled people and the destitute. The holy Prophet has said: “The Imam (ruler) is incharge (Rā‘iee) and he is responsible for his citizens.”

As regards basic needs, there is total agreement among Islamic economists that it is the most important objective of the Islamic distributive policy. However, there may be some difference of opinion as to which needs should be guaranteed and how these should be fulfilled. Nevertheless, maximization of Falah (welfare in this world and the Hereafter) has firm relevance with the Islamic concept of development, which can be achieved through obedience to Allah (SWT) in worship (Ibadat) as well as Mu‘āmalāt, including all kinds of economic activities related to production, consumption, exchange and distribution. As long as seeking the pleasure of Allah is set as the final goal, the latter will be in perfect conformity with the former.

This describes the contents of the Islamic welfare function, incorporating a collection of value judgements covering all noble things in life. However, by going beyond material welfare and for a reward in the world hereafter, these elements of the welfare function are virtually impossible to quantify. That is what constitutes the greatest challenge for Islamic economists. As pointed out by Umer Chapra:

“There is, however, no theoretical macroeconomic model that would show how the Islamic values and institutions, and different sectors of the economy, society and polity would interact to help realize the vision. . . . The field where very little progress has been made is microeconomics. It has not been possible to establish the relationship among the macroeconomic goals and the behaviour of different economic agents and the kind of socio-economic and political reform that the realization of goals may require.”39



2.5.3 The Factors of Production 

The Qur’ānic injunctions on distribution of wealth help a lot in introducing a broader basis of the distribution of income and wealth and require that in the process of distribution, none of the factors of production is deprived of its share nor does it exploit any other. Land, labour and capital jointly create value. As a result, the land-owner, the labourer and the owner of capital should jointly share the produce. The distinctive feature of the Islamic system is that capital has to bear the loss, if any. In addition to this, Islam compulsorily retains a portion of the produced wealth as Zakat for those who are prevented from contributing their share in production due to any social, physical or economic handicap.

Capitalism has four factors of production:1. Capital - the produced means of production - its compensation is “interest”.
2. Land that includes all natural resources - things which are being used as means of production without having previously undergone any process of human activity - its compensation is the rent.
3. Labour - any effort or physical exertion on the part of human beings - its compensation is wages. 
4. The entrepreneur or organization - which brings together the other three factors, makes use of them and bears the risk of profit and loss in production - its compensation is “profit”.


The factors of production in Islamic economics are:1. Capital - includes those means of production which cannot be used in the process of production until and unless they are either wholly consumed or completely altered in form during the production process; it cannot fetch any rent. “Profit” is compensation of capital in the Islamic framework, but it comes with responsibility or liability. So the profit on any capital is the residual revenue of a business conducted with that capital after making payment to all other parties; if the residual is negative, the capital owner has to suffer a loss that is the shortfall in the principal employed in the business.
2. Land - all such means of production which are used in the process of production in such a way that their corpus and original form remains unaltered. Their compensation is rental; these can be lent or leased. For example, an owner of a factory would claim rent of land and that of the installed machinery and plant; similarly, owners of houses, vehicles, machines, etc. are entitled to rent.
3. Labour - that is, human exertion, whether physical or mental and also includes organization and planning. Its compensation is wages.


Profit, according to Islamic theory, is the result of the productivity of capital that an entrepreneur has invested or a reward for his workmanship or for shouldering responsibility. It is not a reward for capital or for enterprise per se. An entrepreneur who, for example, brings together factors like land, labour, machinery and uses his own financial resources (money capital), has to pay wages and rental for the use of land or machinery as per agreed terms; he will make a profit on his capital or reward for his entrepreneurship only if there is some residual after payment of the rental, wages and other expenses on raw materials, etc.

If the money capital is taken as a loan, the entrepreneur is bound to repay the same amount of loan without any addition or shortfall, irrespective of the fact that he earned a profit or incurred any loss in the business. In a case where the whole or a part of the money capital is taken from anyone else who wants a profit on it, and the business suffers a loss, the money capital would pro rata reduce and the provider of the capital would be obliged to accept the shortfall or erosion of the whole amount. Therefore, a capital provider or an entrepreneur is not entitled to profit simply by virtue of being a capital owner or an entrepreneur. All participants in a joint business have similar rights and liabilities according to the nature of the activity or the terms of the agreement.

The above discussion is suggestive of five factors of production, namely: land, capital, labour, management and responsibility/liability. While land as a factor of production includes all nonconsumable assets that can be rented, the concept of capital requires some detail. This is so because of a different treatment of capital in the conventional economic theory which narrows down the concept by restricting capital to borrowed money; hence its claim on interest, which is discarded by Islam. Money itself is not recognized as capital and as such it cannot earn a profit in itself. It cannot claim the rent as it is consumed and its form changes when it is used. As the provider of funds is liable to loss, if any, he is an entrepreneur as well. He will get a profit/loss for his capital and wages/remuneration for his entrepreneurship/labour. If he does not manage the business himself and provides capital to any other individual/group of individuals for any business, he will have a share in the profit while the manager of the business will get “wages” in the form of a share in the profit. But  if the business suffers a loss, the capital owner will bear the loss while the manager’s labour will be wasted.

The responsibility to get a job done is also a factor; it may be taken by a single person or a group of people joining together as business partners. A number of financers may join together to contract a partnership and pursue any business of their choice, themselves or through hired managers. They may also get the job done by signing subpartnerships with other contractors or companies. They would all share the profits of such business. They may also assign the job to big business organizations and firms to complete different jobs on an offered bid price. The reward for taking the responsibility to coordinate the services and supplies and get the work done according to the terms of the contract is also profit.


2.5.4 Restrained Individual Freedom 

The “laissez faire” that is the basis of conventional economics has a built-in possibility of distortions in the smooth functioning of the market economy, mainly on account of the unbridled “profit motive” leading to a focus on enrichment without any care for the impact on others or society. Even though the Great Depression and the resultant Keynesian revolution tended to undermine this faith in the efficacy of market forces, the recent disenchantment with a large government role in the economy has restored it and there is a call for liberalism or return, as early as possible, to the classical model with “minimum” government intervention.40

State intervention with a secular approach cannot produce long-term solid results for society either. This is because the “profit motive” in the absence of any ethical norms, finds loopholes for misdeeds, injustice and corruption. Even socially undesirable professions like gambling and sex-related industries become part and parcel of public policy, leading to socio-economic problems as most capitalists invest their money in lucrative unhealthy practices and not in socially desirable sectors like education, health, housing and commodity producing sectors including agriculture and industry.

Islamic economics is not devoid of money matters, because those form the greater part of any economy. However, it maintains a balance between production and consumption and cares about distribution. It draws a line of demarcation between good and evil or lawful and unlawful. The overall message that we derive from the literature on the philosophy and the nature of the Islamic economic system is that it is a means to achieve development in terms of complete human personality from all dimensions - material, world and ethical, of individuals and of society as a whole. It pays due attention to causes, effects and consequences of actions.

There are certain curbs and some checks imposed by Sharī’ah on consumers’ behaviour. Individuals are not at large to exercise their own will in terms of choice. Some basic rules have been laid down to govern intensity of wealth-gaining and income-consuming activities of society. It does not stand neutral as regards ends and means. It is religion-based, valuation-oriented, morality-judged and spiritually-bound. It is positive and normative science, as it links materialistic and moralistic requirements of changing nature. Thus, the scope of Islamic economics is the administration of scarce resources in human society in the light of the ethical concept of welfare in Islam.

All types of work except those leading to indecency or socio-economic loss to other individuals and society are permissible. A basic principle of the Islamic legal system is that an activity or a commodity that is not prohibited through the Sharī’ah texts is permissible. Thus, man has to observe the prohibitions only. Islamic economics would mean undertaking all activities individually or collectively that are not prohibited and that could add to the welfare and happiness of human beings.

The most important prohibitions in the field of economics are the prohibition of interest, hazard and gambling due to their extremely harmful impacts on society. Such limitations are necessary for the fulfilment of the overall objectives of the Sharī’ah for making society happy and satisfied, both materially and spiritually.


2.5.5 Liberalism versus State Intervention 

The individual self-interest of conventional economics leads to maximization of wealth and want satisfaction, independent of its impact on the rest of society. The concept of “positive-ness” has been expressed in terms of unrestrained individual freedom, making economics “entirely neutral between ends”. Further, it is believed that market forces will themselves create “order” and “harmony”, and lead to “efficiency” and “equity”. The government should hence abstain from intervening.

The concept of Pareto efficiency in conventional economics is based on the assumption that the market will automatically take care of “equity” and that the market equilibrium will be a Pareto optimum, leading to realization of normative goals at least in the long run. It leads to the common belief of modern economics that any intervention in the framework of Pareto optimality would lead to less efficient results. This framework is, however, based on some assumptions like harmony between individual preferences and social interest, equal distribution of income and wealth, a true reflection of the urgency of wants by prices and perfect competition. Since no real world market is likely to satisfy these assumptions, there is a considerable distortion in the expression of priorities in the markets. Hence, the Pareto efficiency or Pareto optimality concept that generates conflict in society does not fit properly in the philosophy of Islamic economics. It reflects a built-in bias against the realization of normative goals if reliance is placed primarily on prices for allocation and distribution of resources. 41

Society is for the individuals who are responsible for their actions and accountable to the one creator for their conduct. The individual has a right to participate in economic activities for his sustenance and the tasks relating to social well-being, subject to the limitations and injunctions of the Qur’ān and the Sunnah. The crucial involvement of individuals for the collective benefit of society has been aptly described by the holy Prophet (pbuh) in a parable, as reported by Imam Bukhari in his “Sahih” and as given below:

“Those who accept and abide by the limits ordained by Allah and those who transgress may be likened to two groups sharing a boat; one group occupying the upper deck and the other the hold. Whenever those in the hold required water they had to go up to draw it. So they thought among themselves; why not have a hole in the bottom and thus save inconvenience to those in the top? Now if those on the top do not dissuade and prevent them, all are lost. If they do, all are saved.”


This shows that society cannot remain as a silent spectator to any harmful act of individuals and individual freedom does not imply unrestricted power to endanger the health of society as a whole. Social authority in the form of the State is recognized by Islam for the prevention of exploitation and moral degeneration as well as for the promotion of the material and spiritual interests of men and women. The Holy Qur’ān says: “O ye who believe! Obey Allah, obey the Messenger and those of you who are in authority.” Thus, a purposeful relationship based on goodwill and cooperation is found in the individual-State relationship. The rulers cease to deserve obedience should they transgress the Sharī’ah. The holy Prophet has said: “Obedience, (to rulers) is not valid where a disobedience to Allah is involved”.

As such, Islamic economics requires balanced growth in any society encompassing both material and spiritual satisfaction of the individual as well as society. Material wealth, industrial inventions, technological development, etc. are important factors in Islamic economics, but the spiritual and social aspects like the patterns of relationships amongst human beings and between man and God and the emerging perceptions about affairs of life are equally important factors, leading to optimal realization of the objectives of the Islamic Sharī’ah. The State can introduce necessary laws to ensure social justice and to put an end to economic exploitation and oppression and the Holy Qur’ān gives the Islamic State the necessary legal authority to do so (see Qur’ān; 22: 41).

The Islamic economic system gives an important overseeing role to the State and regulators in order to create harmony between individuals and social benefits. Freedom available to individuals for undertaking economic activities does not mean that anyone can engage in trade and business that is harmful to society. Belief in one God and accountability in the life Hereafter is the central point of all human activities, which can mainly be divided into the rights of the Creator and the rights of fellow beings. All human beings are accountable to Him in the Hereafter with regard to both types of rights and will be rewarded or punished according to the individuals’ deeds without any injustice.42

In an Islamic economy, the State is bound to take measures not to allow forces with vested interests to distort the functioning of market forces.43 A large number of references from the Holy Qur’ān and the Sunnah reveal that Islam has accepted the law of demand and supply as a principle but has subjected it to some limitations to avoid any moral and social ills and problems. The ultimate objective of an Islamic economy is to establish social justice. The other objectives, such as best use of resources, freedom of work and business, meeting the requirements of the deprived and establishing human dignity, etc. are only there to assist in achieving the ultimate objective. Therefore, it is not lawful to allow the operation of such economic activities that might disturb the balance and real and genuine economic and social justice.

The literature on Islamic economics emphasizes four types of action by government in economic life. These are:1. Ensuring compliance with the Islamic code of conduct by individuals through education and, whenever necessary, through compulsion.
2. The maintenance of healthy conditions in the market to ensure its proper functioning. 
3. Modification of the allocation of resources and distribution of income affected by the market mechanism by guiding and regulating it as well as direct intervention and participation, if needed, in the process.
4. Taking positive steps in the field of production and capital formation to accelerate growth.


The Islamic State can impose some limitations with a view to avoiding distortions and keeping in mind the well-being of society as a whole. All members of a society, regardless of differences in gender and religion, are allowed to undertake any of the permissible (Halal) businesses, but this is subject to the condition that it should not harm others. Once the Pious Caliph, Umar Farooq (Allah be pleased with him) asked a person who was selling a commodity at a much lower price than the market price to increase the price/rate or to leave the market.

Ibnul Qayyim has explained the functions of an Islamic State in the following words:

“Allah has sent down Prophets and revealed Books to establish justice which is the fundamental and basic objective of the whole creation. Everything revealed by Allah proves that the ultimate goal of revelation is the establishment of a just and balanced way of life. In whatever way the law may be made it must aim at establishing justice and fair play. The most important thing is the purpose and objective of law and not how it has been derived or enacted. But Allah, by giving us a number of laws, has set examples and reasonable basis for framing and enacting laws. The lawful government policies and directives are, therefore, considered a part of Sharī’ah and not a violation of it. To define them as government policies is only a matter of terminology, but these are, in fact, a part of Sharī’ah; the only condition is that such government policies and directives must be based on justice and fair play.” (Ilāmul Muwaqqi’in)


It is, therefore, established that the responsibility of the government is to maintain a balance of economic activities and services. If the balance is distorted by economic agents with vested interests, the State has to restore the balance. Qur’ān’s disapproval of the concentration of wealth (59: 7) and emphasis on justice (14: 90) is beyond any doubt. On account of this, one of the important duties of an Islamic government will be to recover wealth usurped through illegal means and return it to its genuine owners or to deposit it with the State exchequer. For checking all irregularities, Islamic economics introduces the institution of “Hisbah” that must be run by people of high integrity.

Umer Chapra has listed the following functions of the State in the field of economics and finance:44 1. Eradication of poverty, maintaining law and order, ensuring full employment and achieving an optimum rate of growth.
2. Economic planning.
3. Ensuring social and economic justice.
4. Stability in the value of money. This is vitally important not only for the continued long-term growth of an economy but also for social justice and economic welfare. The Holy Qur’an says: “And give full measure and weight with justice” (6: 152). “So give full measure and weight without defrauding men in their belongings and do not corrupt the world after its reform” (7: 85; see also, 11: 84-85, 17: 35 and 26: 181). Money being a measure of value, any continuous and significant erosion in its real value may be interpreted in the light of the Qur’ān to be tantamount to corrupting the world because of the adverse effect this erosion has on social justice and general welfare, which are among the central goals of the Islamic system. In the mutually interdependent global economy of today, it may not be fully possible for the small and open economy of an individual Muslim country to achieve the desired stability. However, what it does imply is that an Islamic state should itself be clear about its role with respect to price stability and should be determined to contribute whatever it can to the attainment of that goal.45 
5. Harmonizing international relations and national defence. The Islamic State should encourage and support any constructive move towards peace, and should honour all treaties and agreements to which it is a partner. Nevertheless, it should do its utmost to strengthen its defence so as to prevent or frustrate any aggression against its faith, territory, freedom and resources.46 


As a corollary, governments and the central banks/monetary authorities would be required to ensure that banking and non-banking financial institutions function smoothly and the interests of all stakeholders, particularly small savers and the masses in general, were protected and the cartels and monopolies did not exploit them. Regulators would also ensure that the institutions did not get involved in antisocial activities injurious to individuals, society and human beings at large.

Leaving the most strategic sector of money and finance to market forces without any effective overseeing role is bound ultimately to generate disastrous effects for the long-term health of economies. Governments/regulators must devise and adopt fiscal and monetary policies in their respective ambits in such a way that an expected rate of return emerging from real sector business in the economies becomes the benchmark and an effective signal for the efficient allocation of funds to various sectors.




2.6 SUMMARY 

Banking and finance are parts of economics or the economic system, as the rules governing activities of banks and financial institutions stem from the overall economic framework in which these institutions operate. It is, therefore, worthwhile to discuss the structure of Islamic economics under which the Islamic financial system is supposed to work. In this chapter we have discussed the fundamentals of the Islamic economic worldview having direct or indirect impact upon the business of Islamic financial institutions and markets.

All economic and financial contracts in the framework of Islamic finance have to conform to the Sharī’ah rules, with the objective of helping to achieve the well-being of people in the worldly life as well as in the Hereafter. Hence, studying economics is important for the dual purpose of having better sustenance and the religious imperatives. The sources of rules dealing with economic aspects of human beings are the Holy Qur’ān and Sunnah of His last Messenger, Muhammad (pbuh). In addition to the Qur’ān and Sunnah, Ijma‘a, Qiyas and Ijtihad provide a hierarchical framework of sources of rules governing Islamic economics and finance.

Islam has provided basic principles for the economic activities of human beings. In the Middle Ages, Muslim scholars provided the driving force behind the then economic activities and cultural life. Contemporary Islamic economists have discussed almost all areas of modern economics; but all these are segments that need to be put together into a comprehensive model.

Profit, according to Islamic theory, is the result of the productivity of capital that an entrepreneur has invested or a reward for his workmanship or for shouldering responsibility. As capital provider he has to bear the loss, if any, and as entrepreneur he has to pay the wages, rentals and other expenses and gets the residual, if any. All participants in a joint business have similar rights and liabilities according to the nature of the activity or the terms of the agreement.

Islamic rules of economics make it binding for human beings not only to abide by the Sharī’ah tenets relating to dos and don’ts but also to keep in mind the impact of their activities on others and society as a whole. To realize the goal, the State should facilitate business in such a way that various stakeholders and parties involved do not exploit each other. To ensure that the basic needs of all are fulfilled, it should try to maintain socio-economic justice and to control the wants of the people through a filtering process, motivate the people to abstain from activities injurious to others and restructure the system for transfer of resources from one use/sector to others to ultimately realize the dual objective of balanced growth with need fulfilment.

Islam adopts a balanced approach between an individual’s freedom and the well-being of society. It likes the market mechanism to balance the demand and supply of goods for the dispensation of economic justice, the ultimate benefit of society and for the efficient allocation of resources. All efforts made for self-interest which are not in harmony with social interests are antisocial activities and, therefore, not allowed. In other words, for the smooth functioning of the global economic system and welfare of mankind, there is a need to reform the institutional set-up to the effect that private and social interests coincide. This is feasible only if the socio-economic system of all societies is organized such that fair dealing is ensured with all factors of production and that all channels of unjust earnings are effectively closed.

For the smooth and proper functioning of the banking and finance sectors, governments and regulators should be obliged to perform an effective overseeing role to ensure that market forces and different stakeholders do not exploit one another. For justice, fairness and the longer term health of the system, they have to ensure that monetary growth is “adequate” and not “excessive” or “deficient”.




3

The Main Prohibitions and Business Ethics in  Islamic Economics and Finance




3.1 INTRODUCTION 

In the previous chapter we discussed the main features of Islamic economics and the Islamic economic system, with the objective of distinguishing them from conventional economics. Now we proceed to discuss the fundamentals of Islamic business and finance, including the basic prohibitions, encouragements, norms and ethics governing economic and business activities in the framework of the Sharī’ah.

Islam has constrained the freedom to engage in business and financial transactions on the basis of a number of prohibitions, ethics and norms. Besides some major prohibitions, Islamic law has prescribed a number of other norms and boundaries in order to avoid inequitable gains and injustice. As Sharī’ah compliance is the raison d’etre of the Islamic financial system, concern for the Sharī’ah tenets should dominate all other concerns of Islamic financial institutions. It is only through the compliance of Islamic banking operations with the norms and the principles of the Sharī’ah that the system can develop on a sustainable basis and can ensure fairness for investors, the business community and institutions.

This chapter is organized to include discussion of the major prohibitions and norms that determine the overall limitations, working beyond which would create Sharī’ah compliance problems for Islamic financial institutions and observance of which is necessary for the integrity and credibility of the Islamic finance movement. The prohibitions that we shall discuss here include that of Riba, commonly known as “interest” in conventional commercial terminology, Maisir and Qimar (gambling) and Gharar or excessive uncertainty about the subject matter and/or the price in exchanges and the norms and ethics of business and finance in the Islamic framework. These norms and ethics require that all economic agents in a society must avoid injustice and unfair dealing with others and that harm should not be inflicted upon anyone. Invalid contracts on account of any contractual deficiencies are not the subject of this chapter but will be discussed in Chapter 5. Similarly, principles and features of Islamic banking and the financial system will be discussed separately in the next chapter.




3.2 THE BASIC PROHIBITIONS 

As a rule, Islamic law does not recognize transactions that have a proven illegitimate factor and/or object. For that purpose, Sharī’ah has identified some elements which are to be avoided in commerce or business transactions. In this regard, the prohibition of Riba, Gharar and gambling is the most strategic factor that defines invalid and voidable contracts and demarcates the overall limits which should not be crossed. We will elaborate upon these one by one.


3.2.1 Prohibition of Riba 

It is important to observe at the very beginning that there is no difference of opinion among Muslims about the prohibition of Riba and all Muslim sects consider indulgence in Riba-based transactions a severe sin. This is because the primary sources of Sharī’ah, i.e. the Holy Qur’an and Sunnah, strongly condemn Riba. However, there have been differences regarding the meaning of Riba or what constitutes Riba, which must be avoided for the conformity of economic activities to the tenets of the Sharī’ah.

There are a number of myths and much confusion, even among devoted and pious Muslims. While some liberal Muslims consider that commercial interest is not Riba prohibited by Islam, many pious and devoted Muslims have the belief that any prefixed return in all types of transactions is Riba and therefore prohibited. Many in the business community consider that in Islamic banking, costless money should be available. A number of economists and policymakers believe that the profit margin on credit sales by Islamic banks resembles Riba.

These myths have to be removed, particularly among the three main stakeholders, i.e. Sharī’ah scholars, academicians and bankers. If they properly understand and accordingly educate the masses, only then will people in general have firm confidence about the concepts and the working of the new system. Therefore, besides the prohibition of Riba, we will discuss the connotation of Riba to explain what types of transactions Islamic banks have to avoid.


Prohibition of Riba in the Qur’an and Sunnah 

A number of verses of the Holy Qur’ān expressly prohibit Riba. Although some indications of displeasure against Riba were given in the Makkah period, the express prohibition was imposed by Islam sometime before the battle of ’Uhad in the year 3 AH.47 Final and repeated prohibition came in the year 10 AH, about two weeks before the passing away of the holy Prophet (pbuh). From the Holy Qur’an, verses on Riba in order of revelation are given below:• Surah al-Rum, verse 39 “That which you give as Riba to increase the people’s wealth increases not with God; but that which you give in charity, seeking the goodwill of God, multiplies manifold.” (30: 39)


• Surah al-Nisa’, verse 161 “And for their taking Riba although it was forbidden for them, and their wrongful appropriation of other people’s property. We have prepared for those among them who reject faith a grievous punishment.” (4: 161)


• Surah Al-e-Imran, verse 130 “O believers, take not doubled and redoubled Riba, and fear Allah so that you may prosper. Fear the fire which has been prepared for those who reject faith, and obey Allah and the Prophet so that you may get mercy.” (3: 130)

(This verse contains a clear prohibition for Muslims and it can firmly be said that it is the first verse of the Holy Qur’ān through which the practice of Riba was forbidden for Muslims in express terms. This was sometime around the battle of ’Uhad).48


• Surah al-Baqarah, verses 275-281 — “Those who take Riba shall be raised like those who have been driven to madness by the touch of the Devil; this is because they say: ‘Trade is just like interest’ while God has permitted trade and forbidden interest. Hence those who have received the admonition from their Lord and desist, may keep their previous gains, their case being entrusted to God; but those who revert, shall be the inhabitants of the fire and abide therein forever.” (275)
— “Allah deprives Riba of all blessing but blesses charity; He loves not the ungrateful sinner.” (276)
— “O, believers, fear Allah, and give up what is still due to you from Riba if you are true believers.” (278)
— “If you do not do so, then take notice of war from Allah and His Messenger. But, if you repent, you can have your principal. Neither should you commit injustice nor should you be subjected to it.” (279)
— “And if the debtor is in misery, let him have respite until it is easier, but if you forego it as charity, it is better for you if you realize.” (280)
— “And be fearful of the Day when you shall be returned to the Allah, then everybody shall be paid in full what he has earned and they shall not be wronged.” (281)





The above verses indicate the clear prohibition of Riba. Verses of Surah al-Baqarah, given in bullet point 4 above, not only describe the prohibition of Riba, but also give a comprehensive principle for determining whether a transaction involves Riba or not. About the background of the revelation of verses 278 and 279 of this set of Qur’ānic tenets, Shaikh Taqi Usmani says:

“After the conquest of Makkah, the holy Prophet (pbuh) had declared as void all the amounts of Riba that were due at that time. The declaration embodied that nobody could claim any interest on any loan advanced by him. Then the holy Prophet (pbuh) proceeded to Taaif, which could not be conquered, but later on the inhabitants of Taaif, who belonged mostly to the tribe of Thaqif, came to him and after embracing Islam surrendered to the holy Prophet (pbuh) and entered into a treaty with him. One of the proposed clauses of the treaty was that Banu Thaqif would not forego the amounts of interest due on their debtors but their creditors would forego the amounts of interest. The holy Prophet (pbuh) instead of signing that treaty simply ordered to write a sentence on the proposed draft that Banu Thaqif will have the same rights as other Muslims have. Banu Thaqif, having the impression that their proposed treaty was accepted by the holy Prophet (pbuh), claimed the amount of interest from Banu Amr Ibnal-Mughirah, but they declined to pay interest on the ground that Riba was prohibited after embracing Islam. The matter was placed before Attaab ibn Aseed (God be pleased with him), the Governor of Makkah. Banu Thaqif argued that according to the treaty they were not bound to forego the amounts of interest. Attaab ibn Aseed placed the matter before the holy Prophet (pbuh) on which the following verses of Surah al-Baqarah were revealed:

‘O those who believe, fear Allah and give up what still remains of the Riba if you are believers. But if you do not do so, then listen to the declaration of war from Allah and His Messenger. And if you repent, yours is your principal. Neither you wrong, nor be wronged.’ (278-279)


At that point of time, Banu Thaqif surrendered and said that they had no power to wage war against Allah and his Messenger”.49



A large number of traditions of the holy Prophet (pbuh) pertain to various aspects of Riba, like its prohibition, the severity of its sin and its forms. For the sake of brevity, we will give here only some of them to derive important implications and rules relating to transactions in the present age. In line with the verses of the Holy Qur’ān, the following Ahādith (traditions) of the holy Prophet (pbuh) reiterate the prohibition of Riba:1. From Jabir (Gbpwh): “The Prophet (pbuh) cursed the receiver and the payer of interest, the one who records it and the witnesses to the transaction and said: ‘They are all alike [in guilt]’.”50 
2. From Anas ibn Malik (Gbpwh): “The Prophet said: ‘When one of you grants a loan and the borrower offers him a dish, he should not accept it; and if the borrower offers a ride on an animal, he should not ride, unless the two of them have been previously accustomed to exchanging such favours mutually’.”51 
3. Zaid B. Aslam reported that interest in pagan times was of this nature: “When a person owed money to another man for a certain period and the period expired, the creditor would ask: ‘you pay me the amount or pay the extra’. If he paid the amount, it was well and good, otherwise the creditor increased the loan amount and extended the period for payment again.”52 
4. The holy Prophet (Pbuh) announced the prohibition of Riba in express terms at the occasion of his last Hajj, which was the most attended gathering of his Companions. The Prophet said: “Every form of Riba is cancelled; capital indeed is yours which you shall have; wrong not and you shall not be wronged. Allah has given His Commandment totally prohibiting Riba. I start with the amount of Riba which people owe to my uncle Abbas and declare it all cancelled”. He then, on behalf of his uncle, cancelled the total amount of Riba due on his loan capital from his debtors.53 
5. The holy Prophet (Pbuh) said, “Gold for gold, silver for silver, wheat for wheat, barley for barley, dates for dates and salt for salt - like for like, equal for equal, and hand to hand; if the commodities differ, then you may sell as you wish, provided that the exchange is hand to hand.”54 
6. Bilal (Gbpwh) once visited the Messenger of Allah (pbuh) with some high quality dates, the Prophet (pbuh) inquired about their source. Bilal explained that he traded two volumes of lower quality dates for one volume of that of the higher quality. The Prophet (pbuh) said: “This is precisely the forbidden Riba! Do not do this. Instead, sell the first type of dates, and use the proceeds to buy the others.”55 
7. A man deputed by the holy Prophet (pbuh) for the collection of Zakat/Ushr from Khyber brought for him dates of very fine quality. Upon the Prophet’s asking him whether all the dates of Khyber were such, the man replied that this was not the case and added that he exchanged a Sa‘a (a measure) of this kind for two or three (of the other kind). The holy Prophet replied: “Do not do so. Sell (the lower quality dates) for dirhams and then use the dirhams to buy better quality dates. (When dates are exchanged against dates) they should be equal in weight.”56 



Riba in Loans/Debts 

From the above references from the Qur’ān and Sunnah we can derive a number of results regarding the severity of the sin of Riba, its forms and its connotation. First, indulging in Riba-based transactions is tantamount to being at war with Allah (SWT) and His Messenger, which no one should even think of. Not only the lenders but also borrowers and other parties involved commit sin by paying interest or by giving a helping hand in interest-based business. If a destitute is constrained to borrow on interest in case of compulsion to fulfil his basic food needs, there is the possibility of granting limited permission to borrow on interest. But a person who takes advantage of interest-based loans for luxurious consumption or for the development of his businesses is culpable as per the above tenets.

What the Qur’ānic verses have discussed is the Riba on loans and debts. As is discussed in detail in Chapter 5, a loan (Qard) is any commodity or amount of money taken from any other person with liability to return or pay back the same or similar commodity or amount of money when demanded back by the creditor. A debt (Dayn) is a liability to pay which results from any credit transaction like a purchase/sale on credit or due rentals in Ijarah (leasing). The amount of debt has to be paid back at a stipulated time and the creditor (in case of debt) has no right to demand payment of the debt before the mutually agreed time. The principle that the Holy Qur’ān has given in verses 2: 278 and 279 is that in both loans and debts, the creditor has the right to the Ra’asul-māl (principal amount) only; in the former case, exactly the amount given as the loan and in the latter case, the liability or the amount of debt generated from the credit transaction. Any amount, big or small, over and above the principal of loan or debt would be Riba. As conventional banks’ financing falls into the category of loans on which they charge a premium, it falls under the purview of Riba as prohibited by the Holy Qur’ān. As such, there should be no doubt that commercial interest as in vogue is Riba in the light of the principle given by the Holy Qur’ān.

The word “Riba”, meaning prohibited gain, has been explained in the Holy Qur’ān by juxtaposing it against (profit from) sale. It explains that all income and earnings, salaries and wages, remuneration and profits, usury and interest, rent and hire, etc. can be categorized either as:• profit from trade and business along with its liability - which is permitted; or
• return on cash or a converted form of cash without bearing liability in terms of the result of deployed cash or capital - which is prohibited.



Riba, according to the criterion, would include all gains from loans and debts and anything over and above the principal of loans and debts and covers all forms of “interest” on commercial or personal loans. As such, conventional interest is Riba. It is interest or Riba on loans and debts which we discuss in detail below.


How to Distinguish 

The question arises, how does one distinguish between various types of transactions to judge their permissibility or prohibition? The answer lies in differentiating the contracts on the basis of their nature; all real sector business transactions involve:1. Sale/purchase that may be either cash or credit.
2. Loaning.
3. Leasing.


When executed, these transactions have different implications in respect of transfer of ownership, risk and liability.

In Bai‘, or sale, ownership of the commodity being sold is transferred to the buyer just at the time the sale is executed and this transfer is definite and permanent. It makes no difference whether the payment of the price is on the spot or deferred. This ownership transfer is against on-the-spot or credit payment that may also involve a profit margin for the seller. In the case of Salam, a special kind of forward sale, although goods have to be delivered at a future stipulated time, both parties are obliged to give/take ownership at a specified time on agreed terms, irrespective of whether the price rises or falls at the time of delivery. If the transaction is that of a gift (Hibah), ownership of assets will transfer there and then on a permanent basis free of any payment.

A loan, which is always free of any charge in Islamic finance, leads to the temporary transfer of ownership of goods/assets free of any payment, meaning that the debtor is liable to return or pay back the same asset to the creditor. Riba (in loans or debts) also means the temporary transfer of ownership of goods/assets, but that transfer involves payment of interest, which is prohibited.

Ijarah is a totally different transaction in that ownership of the leased asset does not transfer and only the usufruct of the asset is made available to the lessee against the payment of rent. As ownership remains with the lessor, he is entitled to rental and is also liable for expenses relating to ownership and loss of the asset, if any. It is important to observe, however, that anything which cannot be used without consuming its corpus, or which changes its shape altogether in the process of its use, cannot be leased out, this includes yarn, money, edibles, fuel, etc. Yarn, when used, takes the form of cloth; it can be bought and sold but not leased. That is why, in Islamic finance, taking rent on leasing of assets like houses, vehicles, etc. is permissible while charging rent on money is prohibited.

Hence, we have to determine whether a transaction is that of a sale or a loan; and if it is a credit sale, at what time the sale transaction is executed and generates a debt, after which the seller will not be in a position to charge any addition over the price. Verse 2: 275 of the Holy Qur’ān has very important implications in respect of payment of debts/liabilities arising from credit transactions. It reports the usurers saying: “The sale is very similar to Riba.” Their objection was that one can increase the price of a commodity in the original transaction of sale because of its being based on a deferred payment, which is treated as a valid sale. But if they add to the due amount after the maturity date and the debtor is not able to pay, it is termed Riba, while the increase in both cases is similar.57 The Holy Qur’ān’s reply to the above approach is that “God has permitted trading and prohibited Riba,” meaning that so long as price is not stipulated, parties can bargain; once the sale is executed and liability in the form of a payable price determined, this becomes a debt which has to be paid without any increase or further income to the seller.

The principle that anything over and above the amount of loans and debts amounts to Riba is also proved by the above tradition numbers 2 and 3. While the second tradition prohibits one from taking even a small benefit from the debtor, the latter indicates that debt liability cannot increase in the case of a payment default by the debtor. Tradition number 3 reflects both the cases of simple loans and debts arising from credit transactions. One can bargain on price keeping in mind the credit period given for payment of the price, but when the credit price is settled and liability generated, the principle is the same for loans or debts - there should be no increase over the receivable amount.

On the basis of the clear text of the Qur’ān and Sunnah as given above, the word “interest” is now commonly understood as Riba, although Riba is a much wider term than “interest”. While “interest”, which is a monetary charge levied for the use of money for the sake of money, is always Riba, the latter (Riba) is not restricted to only interest. Riba also applies to nonmonetary exchanges and includes sale/exchange transactions, which has important implications even today, particularly in respect of foreign exchange transactions. This we shall explain in the following sections.


Some Misconceptions 

Owing to the fact that interest is a focal point in modern economic life, and especially that it is embedded in the operations of existing financial institutions, a number of scholars have been interpreting it in a manner which is radically different from the understanding of the majority of Muslim scholars throughout the history of Islam and that is also sharply in conflict with the categorical statements of the holy Prophet (pbuh). Islam accepts no distinction, in so far as prohibition is concerned, between “reasonable” and “exorbitant” rates of interest and thus what came to be regarded as the difference between usury and interest, or between returns or bonuses on loans for consumption and those for production purposes and so on.58 Below, we briefly give some misgivings and their possible replies.

According to some scholars only a specific form of Riba, i.e. Riba al-jahiliyyah that was prevalent at the time the Holy Qur’ān was revealed, falls under the Qur’ānic prohibition. Riba al-jahiliyyah, according to them, was when the lender asked the borrower at the maturity date if he would settle the debt or swap it for another larger debt of longer maturity period.59  The difference between the maturity value of the old and new debt amounted to Riba. These scholars say that if some charge is added to the loan at the very beginning, it will not be Riba. This is, however, not correct, as a number of forms of Riba were prevalent in the pre-Islamic period, including addition over loans and debts, and all of them were prohibited by Islam.

It may be noted that even if we accept that only the stated form of Riba was present, the conventional system of time-based compounding of debt still clearly falls into that category. Interest on loans/deposits as applied by conventional banks is rather worse than that form of Riba which was charged only when the borrower was not able to return the loan at maturity, as present-day interest is charged both at the beginning when the transaction is executed and in the case of overdue payments.

Sometimes it is misunderstood that only a high rate of interest is prohibited and any normal charge on loans or debts does not come under the purview of prohibition. On the basis of verse 3: 130 (given earlier) it is argued that a loan involves Riba only if it carries the condition of doubling and redoubling, and the word “Riba” refers only to usurious loans on which an excessive rate of interest is charged by the creditors, which entails exploitation. It is added that modern banking interest cannot be termed “Riba” as the rate of interest is not excessive or exploitative.

However, the argument is not tenable as per the tenets of the Holy Qur’ān. The Qur’ān makes it very clear that in a loan transaction, and for that matter a trade transaction culminating in a debt contract, any addition chargeable to the principal amount is Riba. The Qur’ān says: “If you repent, then you have your principal only”. Believers have been ordered to give up whatever amount of Riba is outstanding. Otherwise they will be considered at war with Allah and his Prophet (pbuh). Further, “rate” is a relative term and any rate will, over time, double and redouble the principal; hence, any addition over the amount of debt per se  is prohibited, irrespective of the rate.60

Exegetist Ibne Jarir Tabari, while explaining verse (2: 279) says that creditors are entitled to only the original amount of debt without any addition or profit.61 Daaera-e-Maarif al Islami (the Encyclopaedia of Islam in Urdu) has given a convincing argument to clarify this confusion: “Allah says in Surah Al-Māidah ‘and sell not Signs of Allah for a low price’ (5: 44). Would this mean that selling the Signs of Allah for a high price is permissible? Definitely not! Similarly, the verse 3: 130 will not permit one to charge any rate or anything over and above the principal of a receivable.”62

It is also argued by a few that Umar the Great (Gbpwh) stated that the Prophet (pbuh) passed away before giving any specific direction with regard to differences of opinion about the meaning of Riba. The Shariat Appellate Bench (SAB) of the Supreme Court of Pakistan has discussed this issue in detail in its judgement and concluded that Umar the Great (Gbpwh) had not even the slightest doubt about the prohibition of Riba Al-Nasiah that is involved in all types of modern commercial laws.63

In addition, it is argued that there was no commercial interest in Arabia at the time of revelation of the Holy Qur’ān; only a particular form (may be on consumption loans) was prohibited. This also is not correct. The SAB has elaborated upon this aspect in detail, as evidenced by some of their findings that we reproduce below:

“It is not to say that commercial or productive loans were not in vogue when Riba was prohibited. More than enough material has now come on the record to prove that commercial and productive loans were not foreign to the Arabs, and that loans were advanced for productive purposes both before and after the advent of Islam.

All kinds of commercial, industrial and agricultural loans advanced on the basis of interest were prevalent in the Byzantine Empire ruling in Syria, to the extent that Justinian, the Byzantine Emperor (527-565 AD) had to promulgate a law determining the rates of interest which could be charged from different types of borrowers.

The Arabs, especially of Makkah, had constant business relations with Syria, one of the most civilized provinces of the Byzantine Empire. The Arab trade caravans used to export goods to and import other goods from Syria.

The above material is more than enough to prove that the concept of commercial loans was not alien to the holy Prophet (pbuh) or his companions when Riba was prohibited. Therefore, it is not correct to say that the prohibition of Riba was restricted to consumption loans only and it did not refer to commercial loans.



The SAB concluded:

“It is thus clear that the permissibility of interest can neither be based on the financial position of the debtor nor on the purpose for which money is borrowed, and therefore, the distinction between consumption loans and productive loans in this respect is contrary to the well-established principles”.64


Some people favour an interest-based system on the basis of the “Principle of Necessity”. However, adverse impacts of interest on the world economy in general and the economies of developing countries in particular imply that it is the biggest threat to the developing economies, a belief also held by many renowned economists.65

Interest is sometimes legalized on account of inflation and decreases in the purchasing power of lent money. This is also not a valid argument. When any currency depreciates, it makes no difference whether it is in the pocket of someone who has lent some money or it is with the borrower/debtor - depreciation equally affects money in the pocket of a person and money with the person to whom he has given the credit. If a person lends for the reason that the money in his pocket will lose its value while lending, i.e. it would be beneficial for him on account of indexation, this would also involve interest on the basis of the rule that all loans that seek benefit involve Riba. Therefore, indexation of financial obligations also leads to Riba.66

Finally, the supporters of interest argue that today’s debtors are not poor people; charging interest from them is not unjust. However, this argument strengthens the case against interest because the relatively richer class takes funds at cheaper rates vis-à-vis their profits. They give a small part of the profit in the form of interest to the banks, which is treated as an expense and ultimately charged to the consumers. Thus, the rich become richer leaving the poor poorer. If some of them incur loss, they are bound to suffer that loss. To avoid this they often resort to unethical practices, causing harm to society as a whole. Interest leads to exploitation by any of the parties, i.e. debtor or creditor, and hence it is prohibited irrespective of who is the exploiter in any particular transaction. The conventional financial system has become a means for exploiting savers or depositors and the general public.


Riba in Sale/Exchange Transactions 

The last three traditions given above relate to the prohibition of Riba in sale or exchange contracts. In particular, the fifth tradition forms the basis of elaborate juristic rules on Riba prohibition in sale contracts and other exchange transactions. This type of Riba is termed “Riba Al-Fadl”.

Exchange rules are different for different contracts and types of assets. We have briefly discussed contracts in the preceding section. Assets could be consumables, durables, monetary units or media of exchange like gold, silver or other currencies, shares representing pools of assets, etc. Goods other than monetary units are traded on market-based pricing. Gold, silver or any monetary units (Athman) are governed by specific rules that have been discussed by jurists under the caption of Bai‘ al Sarf (sale of Athman). Usufructs and services are covered by the rules of Ijarah or Ujrah (leasing/hiring of services). Loans and debts are governed by the rules relating to their repayment and assignment.

The well-known Hadith on the exchange of six commodities and the other traditions about the exchange of low quality dates for a lesser amount of better quality dates deal with Riba in exchange transactions and have far-reaching implications in respect of business activities in the Islamic framework. Later jurists have extended the scope of this kind of Riba to other commodities on the basis of analogical reasoning (Qiyas) and the ‘Illah (effective cause) of prohibition.

According to the rules of exchange of monetary units (Bai‘ al Sarf), if any article is sold for an article of the same kind, the exchange must be on the spot (without delay) and the articles must be equal in weight. In this context, jurists have held lengthy discussions, keeping in mind the two types of ‘Illah that play an effective role in the exchange: the unit of value (Thamaniyyah) and the edibility. The commentator of Sahih Muslim, Imam Nawavi has summarized these rules in the following way:• When the underlying ‘Illah of the two goods being exchanged is different, shortfall/excess and delay both are permissible, e.g. the exchange of gold for wheat or dollars for a car.
• When the commodities of exchange are similar, excess and delay both are prohibited, e.g. gold for gold or wheat for wheat, dollars for dollars, etc.67 
• When the commodities of exchange are heterogeneous but the ‘Illah is the same, as in the case of exchanging gold for silver or US Dollars for Japanese Yen (medium of exchange) or wheat for rice (the ‘Illah being edibility), then excess/deficiency is allowed, but delay in exchange is not allowed.



In the present scenario, the major ‘Illah, or cause, on the basis of which one may extend the rules of Riba to other commodities by analogy is their being used in lieu of money. There is consensus among scholars that the rules of Riba apply to anything that serves the function of money. This may be gold, silver, any paper currency or IOUs.


Connotation of the Term Riba 

On the basis of the above detailed discussion, we are now in a position to explain what the term Riba connotes in the perspective of present-day business and finance. The literal meaning of Riba is excess and in the terminology of the Sharī’ah, it means an addition, however slight, over and above the principal of a loan or debt. Nasiah means delay or delaying the delivery of a commodity in a contract. The term Riba Al-Nasiah, therefore, means the benefit or excess that arises from the delay of counter value in an exchange based on loans or sales. More precisely, it is the potential benefit to be derived during the period of delay stipulated for either of the exchanged/counter currency values. Riba Al-Nasiah relates to loan transactions and is also termed Riba Al-Qur’ān. Riba Al-Fadl that relates to exchange/sale transactions is the quality premium in the exchange of low quality for better quality goods of the same genus, e.g. in the exchange of dates for dates, wheat for wheat, etc.

Hence, Riba includes both usury and interest as used in modern commercial terminology. The word “interest” by and large has now been accepted and is understood as Riba. Conventional banks’ loan transactions carrying interest involve both Riba Al-Nasiah and Riba Al-Fadl - an extra amount of money is paid at the time when payment becomes due as per the loan contract.

Keeping in mind all types of transaction, a broader definition of Riba would be the following:

“Riba means and includes any increase over and above the principal amount payable in a contract obligation, not covered by a corresponding increase in labour, commodity, risk or expertise.”


This definition requires that all accruals should correspond to liability and risk and excludes from Riba the profit charged in trading and Shirkah, commission or service charged in Ujrah and Wakalah and the rentals charged in Ijarah.

The definition of Riba by Justice Wajihuddin Ahmad, a member of the Shariat Appellate Bench of the Supreme Court of Pakistan, which he indicated in his separate part of judgement, is worth mentioning:

“Riba in Islam encompasses every return and all excess arising purely in consideration of time allowed for the use of money or of any other thing of value lent as also every such increase on goods exchanged violative of any or all of the mandates of saw’am-bi-sawaa’ (meaning equal for equal), Mithlam-bi-mithlin (like for like) and Yadam-bi-yadin (hand to hand or on the spot), where the exchange, subject to the ahādith, is of like commodities for at least that in Yadam-bi-yadin, if such exchange be in dissimilar articles.”68



Prohibition of Riba in Other Revealed Religions 

It is pertinent to observe that Islam is not alone in prohibiting Riba. The institution of interest is repugnant to the teachings of all revealed religions and from the purely religious point of view, there have never been two views about its prohibition. Similarly, none of the revealed religions has accepted “interest” as the cost of using capital as commonly understood in conventional economics. A detailed discussion of the tenets of various religions on Riba is not the purpose of this chapter. We shall refer to this aspect only briefly.

Debate has been ongoing for a long time with regard to bank interest or commercial interest and whether it is Riba or not. The majority of ancient philosophers and Greek and Roman thinkers forbade interest in their day. The Old and the New Testaments similarly prohibited it.69 The logic as to why religions, including Islam, have prohibited interest is that it exerts disastrous effects on human societies by reinforcing the tendency of wealth accumulation in fewer hands. It leads to an ever-increasing share of risk-free capital vis-à-vis risk-related capital, resulting in business failures, unemployment and ultimately to gross inequalities of income and wealth that are bound to end up in social strife and economic chaos. Islam is opposed to exploitation in every form and stands for fair and equitable dealings among all human beings. 70

Riba, the term used for any rate of return on the principal of loans/debts, has been erroneously divided into two parts, i.e. the permitted cost of capital use and the prohibited high rates. In English terminology, the Latin word “usury” was used as the equivalent of Riba. It means the use of anything and in the case of loans it means the use of borrowed capital; hence, usury means the price paid for the use of money. In medieval times, the word “interest” was identified as something different from usury. The Encyclopedia Britannica  has dealt in detail with the split of Riba into two parts. Division was made by the King (and the Church) of England in 1545 into a legal maximum that was termed interest and another over and above the legal maximum. The confusion was confounded by the inception of paper money/fiduciary money/token money.

The movement for the acceptability of “interest” on theoretical grounds was launched effectively by Calvin and Molinaeus in the middle of the sixteenth century. With the development of trade and commerce, opportunities for investment of money increased and economists and experts started justifying interest, at least on loans for commercial and productive purposes. The movement gathered momentum with the advent of the Industrial Revolution in the eighteenth century and ultimately overshadowed all arguments and rationale from those who tried to defend the Divine prohibition of interest and save mankind from its disastrous effects. EH Net Encyclopedia has concluded the following in this regard:

“Most nations continue to regulate usury, which is now, in the West, defined as contracting to charge interest on a loan without risk to the lender at an interest rate greater than that set by the law. However, moral arguments are still being made about whether or not contracting for any interest is permissible. Because both the Bible and the Qur’ān can be read as forbidding usury, there will always be moral, as well as social and economic reasons for arguing about the permissibility of lending at interest.71 ”


The views of J.L. Hanson, expressed in his Dictionary of Commerce and Economics, are worth quoting here:

“Usury: A term now restricted to the charging of a very high rate of interest on a loan, but formerly used in connection with interest whether the rate charged was high or low. The medieval church, following the law of Moses and the writings of Aristotle and other Greek philosophers, condemned the payment of interest on a loan as usury and unjust. The usury laws passed in the sixteenth century prohibited a rate of interest in England in excess of 5 per cent.” (pp. 470-471)



The Rationale for the Prohibition of Interest 

Different quarters have expressed different opinions with regard to the rationale or purpose of prohibiting interest by the Sharī’ah. As a whole, socio-economic and distributive justice, intergenerational equity, economic instability and ecological destruction are considered the basis of the prohibition of interest. Keeping in mind all relevant texts and the principles of Islamic law, the only reason that appears convincing is that of distributive justice, because the prohibition of Riba is intended to prevent the accumulation of wealth in a few hands; that is, it is not to be allowed to “circulate among the rich” (Holy Qur’ān, 59: 7). Therefore, the major purpose of Riba prohibition is to block the means that lead to the accumulation of wealth in the hands of a few, whether they are banks or individuals.

To many people, the matter of Riba prohibition is simply a matter of ritual obedience. Sharī’ah text prohibits Riba, therefore it should be taken as prohibited; it is not necessary to know the rationale. Some say that prohibition of Riba prevents a life of luxury, prohibits hoarding and leads to broad-based development. Still others believe that it prevents injustice and, therefore, injustice is the only cause of prohibition. On this basis they differentiate between interest and usury and claim that modern commercial interest is not oppressive as it was in the past. They hold this viewpoint for vagueness of the term (Zulm), as it provides flexibility in expressing opinions freely. However, it is not right to stress only this reason.

The rationale for prohibition of charging interest from someone who is constrained to borrow to meet his essential consumption requirements is obvious. But interest on loans taken for productive purposes is also prohibited because it is not an equitable form of transaction.72 When money is invested in a productive undertaking, the amount of profit that may accrue is not known beforehand and there is also the possibility of a loss. Therefore, the charging of a fixed and predetermined rate of interest on loans for productive purposes cannot be morally justified. Justice demands that the provider of money capital should share the risk with the entrepreneur if he wishes to earn a profit. Thus, there is a basic difference between Islam and capitalism in regard to the treatment of money capital as a factor of production. Whereas in the capitalistic system, money capital is treated on a par with labour and land, each being entitled to a return irrespective of profit or loss, this is not so in Islam, which treats money capital on a par with enterprise.73

The institution of interest creates parasites in society and thereby the gap between the rich and the poor keeps on widening. According to Allama Yusuf Ali (the eminent translator of the Holy Qur’ān into English): “Whereas legitimate trade or industry increases the prosperity and stability of men and nations, dependence over usury would merely encourage a race of idlers, cruel bloodsuckers and worthless fellows who do not know their own good and therefore are akin to madmen”. The distinction between “usury” and “interest” in this context is meaningless. Any rate, i.e. anything above zero, would lead to exploitation in the long run, as can be witnessed in the case of developing countries where all economic problems happen to be the direct result of an interest-based system - low levels of savings, heavy budgetary deficits, inflation along with recession, high debt servicing and unemployment. What is considered a reasonable rate today may be regarded as “usurious” tomorrow. And what may be “usurious” today, may be treated as just “interest” tomorrow because of the inflation rate prevailing in an economy. The distinction between interest and usury is made just to deceive mankind and to allow the same old robbery in a more presentable form.

The general view of conventional economists has been that interest plays an important role in promoting savings, investment and economic development. However, this is not the case in a real sense and the reality on the ground indicates the reverse. The level of savings in an economy is determined by a large number of factors - the rate of return on savings being just one determinant. The income level in any economy, the pattern of income distribution, the rate of inflation, stability in the economy and fiscal measures of the government are much more important than the role of interest in savings and investment. Similarly, the conventional view that borrowing enhances productivity and capacity to repay is not true. Many economists have been pointing out for a long time the harmful impact of the institution of interest on national and global economies.74

The interest-based financial system is creating unrepayable debt - making a class of people richer and leaving others poorer and oppressed. Today, all developing countries are caught up in a sophisticated debt trap owing to the most striking feature of the interest-based mechanism: yesterday’s debt can be repaid by taking out more debt today. The unproductive and wasteful spending both by individuals and governments, which the interest-based and easily available credit system has the tendency to promote, has led to a decline in savings, real investment and employment opportunities in almost all countries around the world. The system, combined with inflation, becomes a recipe for total economic instability. This affects the poor and the middle class, which comprise the major part of the population, and thereby the level of national savings.

It has been proved by empirical evidence that credit, compared with equity, does not play any critical role in modern investment and business spending. Contrary to the popular misconception, a major part of funds which finance business needs in the US, for example, are raised as equity (and not loans) on the open market, i.e. common stocks. Kester (1986) lists debt-to-equity ratios for major categories of business in the US and Japan, and shows that most of these ratios are substantially below unity, so that equity financing is much more prevalent than debt financing. This amount of debt would be reduced even further were it not for the artificial tax advantage of debt-based financing in these countries (since interest payments can be written off). Mohsin S. Khan (1986) has shown that interest-based credit increases the risk of banking crises. If collateral is sufficient, modern banks will finance projects even with poor feasibility. This results in business failures.

It is a proven fact and also a ground reality that, at the global level, debt has been used by capitalist countries and the multilateral institutions as a tool of control. The Ottoman Empire was subjected to European influence through the institution of interest-based debt.75 The role of the IMF and the World Bank is also to subjugate the indebted countries to the will of the rich countries. The Economist, against the backdrop of America’s war against terrorism after September 11, 2001, puts the caption: “The IMF and the World Bank: Bribing Allies” and contends that the two institutions that are driven by political considerations have become a part of America’s arsenal.

James Robertson has succinctly explained how the interest-based system works to favour the rich and what role the present money system plays in the following words:

“The pervasive role of interest in the economic system results in the systematic transfer of money from those who have less to those who have more. Again, this transfer of resources from poor to rich has been made shockingly clear by the Third World debt crisis; but is applied universally. It is partly because those who have more money to lend get more in interest than those who have less; those who have less often have to borrow more; and partly because the cost of interest repayments now forms a substantial element in the cost of all goods and services . . . When we look at the money system that way and when we begin to think about how it should be redesigned to carry out its functions fairly and efficiently as part of an enabling and conserving economy, the arguments for an interest-free inflation-free money system for the twenty-first century seem to be very strong.”76


An interest-based system generates unemployment because capital and wealth flow in the direction of high and risk-free return without regard to the efficiency of the fund-borrowing sectors. Thus, it has a built-in tendency to increase risk-free capital vis-à-vis risk-based capital. Why would a person invest his own resources to establish a factory, wherein he will have to deal with unionized labour and many other problems, when he can earn a high return by investing money in any risk-free financial paper issued by the government to meet its revenue expenditures? This results in recession, unemployment, bankruptcies and stagflation.

Wayne A.M. Visser and Alastair McIntosh of the Centre for Human Ecology have described the extensive history of the critique of usury and come to the conclusion that the present global economic system is more usurious/interest-based than ever before. In their opinion, the reasons cited in the critique of usury seem more pressing and relevant now than ever:

“In particular, it is the belief of the authors that individuals or organisations in the West with money to invest, especially those which like to consider themselves as being ethical, might have rather more to learn from Islam than is generally acknowledged. But first, society needs to be re-conscientised to the relevance of the age-old usury debate in modern times.”77



Riba and other Factor Payments 

The guaranteed reward on capital in the form of interest marks a fundamental difference between the manner in which the Islamic and conventional economic systems view and use money. Capital as a factor of production in Islamic finance constitutes those things which can be used in the production process only if they are wholly consumed, such as gold or silver in the past and/or money in the present age. In other words, they cannot be lent or leased. Therefore, one cannot derive any benefit from money unless one gives it up in exchange for commodities or services using the structure of any of the valid contracts of sale or lease.

Capital in the above perspective is entitled to profit provided it also takes liability of the risk of loss. Fixed assets like buildings and machinery have claims on rent. Labour includes all sorts of human effort, rendered both physically and mentally, and is entitled to wages/salaries. The entrepreneur gets his reward for his physical as well as his mental exertion and not in exchange for the liability of the risk of loss of capital. Islam views the risk of loss as being attributable to capital that is money itself.

Hence, there is no place for “interest”. That is to say, a person who wants to invest his money in any business must take the risk of loss, only then is he entitled to profit. The one who provides land gets rent or revenue, and the provider of labour gets a salary or wages. Should any joint business fail, the provider of capital would lose his money, the provider of land would lose rent and the provider of labour would lose salary. If a man owns his business, he gets or loses all three rewards. Details about this aspect have been given in Chapter 2.


3.2.2 Prohibition of Gharar 

The second major prohibition is that of Gharar, which refers to the uncertainty or hazard caused by lack of clarity regarding the subject matter or the price in a contract or exchange. A sale or any other business contract which entails an element of Gharar is prohibited. “Gharar” means hazard, chance, stake or risk (Khatar). Khatar/Gharar is found if the liability of any of the parties to a contract is uncertain or contingent; delivery of one of the exchange items is not in the control of any party or the payment from one side is uncertain. In the legal terminology of jurists, “Gharar” is the sale of a thing which is not present at hand or the sale of a thing whose “Aqibah” (consequence) is not known or a sale involving hazard in which one does not know whether it will come to be or not, e.g. the sale of a fish in water, or a bird in the air. Material available about Gharar in the literature on Islamic economics and finance is far less than that on Riba. However, the jurists have tried to discuss different aspects to determine whether or not any transaction would be non-Sharī’ah compliant due to the involvement of Gharar.

Uncertainty cannot be avoided altogether in any business. Risk-taking is rather a condition for the entitlement to profit in business. The problem, however, was that the extent of uncertainty making any transaction Haram had not been clearly defined. Lately, scholars have differentiated between Gharar-e-Kathir and Gharar Qalil (too much and nominal uncertainty) and declared that only those transactions that involve too much or excessive uncertainty in respect of the subject matter and the price in a contract should be prohibited. Therefore, although it has been more difficult to define than “Riba”, a consensus has emerged in the recent past regarding its extent rendering any transaction valid or void. Accordingly, Gharar is considered to be of less significance than Riba. While the slightest involvement of Riba makes a transaction non-Sharī’ah-compliant, some degree of Gharar in the sense of uncertainty is acceptable in the Islamic structure of business and finance.

However, many areas still need Ijtihad, particularly in terms of Takaful operations, the secondary market for Sharī’ah-compliant securities and the possible involvement of various derivatives in Islamic finance.

Imam Malik defines Gharar as the sale of an object which is not present and thus whose quality of being good or bad is not known to the buyer: as in the sale of a runaway slave or an animal which has been lost by its owner, or the sale of an offspring still in the womb of its mother,78 or buying of olives with olive oil, or sesame with sesame oil or butter with butter oil. These are all illegal sales according to Imam Malik because of the involvement of the element of chance.

As indicated above, Gharar includes ambiguity/uncertainty about the end result of a contract and the nature and/or quality and specifications of the subject matter of the contract or the rights and obligations of the parties, possession and/or delivery of the item of exchange. In other words, it relates to uncertainty in the basic elements of any agreement: subject matter, consideration and liabilities. The sale of a thing over which the seller has no control, like an escaped animal or any bird flying in the air, or a contract in which the price has not been finalized or the future performance date is not known involves Gharar, making the transaction illegal. In some other cases, however, jurists differ slightly about the coverage of Gharar.79

A number of Companions of the holy Prophet (pbuh) have reported the prohibition of Bai‘ al Gharar from the holy Prophet. While a number of books of Hadith and Islamic jurisprudence mention this special form of prohibited Bai‘, the term Gharar is generally used as a cardinal principle of Islamic law on Bai‘. For example, Imam Bukhari in his Sahih, has not reported the Hadith on Bai‘ al Gharar but captioned a chapter “Al Gharar Sale and Habal-al-Hablah” (i.e. sale of what is in the womb of the animal). Under this heading, he reports the Hadith forbidding the Habal-al-Hablah and trading by “Mulamasah” (sale by touching) and “Munabadhah” (e.g. bartering items without inspection). Al ’Ayny, in his Sharah on Bukhari, has explained why the reference to Gharar is contained only in the heading of a chapter, which does not include a Hadith on Gharar as such. He says that the Hadith forbids the Habal-al-Hablah sale, which is a form of Gharar. Thus, Imam Bukhari refers to the multiple forms of Gharar, of which he has singled out “Habal-al-Hablah”, a device by which a particular item refers to all items of similar description.80 From this, the jurists derive the general legal principle that a contract must not be doubtful and uncertain as far as the rights and obligations of the parties are concerned, otherwise it would be tantamount to deceiving any of the parties. The object of the contract must be precisely determined, price and terms must be clear and known (Ma‘lum). This is generally true of all objects which can be measured, counted or weighed and which are subject to the prohibition of Riba.

According to Sharī’ah scholars, to become prohibited, a hazard or uncertainty would be major and remunerative, e.g. when involved in sale contracts it should affect the principal aspects of the contract, and it may not be the need of any valid contract like that of Salam and Istisna‘a. Gharar can be avoided if some standards of certainty are met, such as in the case of Salam, where a number of conditions are required to be fulfilled. The vendor must be able to deliver the commodity to the purchaser. Therefore, Salam cannot be conducted in respect of those goods that are normally not available in the market at the stipulated time of delivery. It is prohibited to sell any undeliverable goods. The commodity must be clearly known and its quantity must be determined to the contracting parties.

As indicated above, Gharar relates more to “uncertainty” than to risk as used in commercial terminology. This uncertainty relates to the existence of the subject matter, rights of or benefits to the parties and the consequences of the contract. Some jurists apply it to cases of doubtfulness, e.g. whether or not something will take place. This excludes “unknown” objects.81 On the other hand, the Zahiri school of thought applies it only to the unknown to the exclusion of the “doubtful”. Thus, according to Ibn Hazm, Gharar in sales occurs when the purchaser does not know what he has bought and the seller does not know what he has sold.82 However, the majority of jurists include both the unknown and the doubtful to render a transaction Gharar-based and thus prohibited. In particular, the Malikites widen the scope of Gharar on the basis of which eminent contemporary scholar Shaikh Al-Dhareer has classified the principles covering Gharar under the following headings :83

I. Gharar in the terms and essence of the contract includes:a. Two sales in one.
b. Downpayment (‘Arbūn) sale.
c. “pebble”, “touch” and “toss” sales.84 
d. Suspended (Mu‘allaq) sale.
e. Future sale.

II Gharar in the object of the contract includes:a. Ignorance about the genus.
b. Ignorance about the species.
c. Ignorance about attributes.
d. Ignorance about the quantity of the object.
e. Ignorance about the specific identity of the object.
f. Ignorance about the time of payment in deferred sales.
g. Explicit or probable inability to deliver the object.
h. Contracting on a nonexistent object.
i. Not seeing the object.


In order to avoid uncertainty, Islamic law denies the power to sell in the following three situations:1. Things which, as the object of a legal transaction, do not exist.
2. Things which exist but which are not in possession of the seller or the availability of which may not be expected.
3. Things which are exchanged on the basis of uncertain delivery and payment.


Such transactions are prohibited to avoid fraudulent activities, disputes and injustice in trade, as a sale involving Gharar may cause a vendor to consume or erode the property of others unlawfully. Abdullah ibn Abbas (Gbpwh) extended the prohibition of Bai‘ al Gharar to Bai‘ al-Ghāib (the sale of absent or concealed goods). The latter contract is considered as falling within the notion of Gharar, since the object of sale is uncertain and the purchaser has the right of option (Khiyār) to revoke the contract upon sight.

Examples of Gharar are: ignorance about the species being sold, about the quantity of the object and the price, lack of specification of the item being sold, e.g. saying: “I sell you one of the houses of this project” without specifying that house, sale of debt (assignment without recourse to the seller) is prohibited as realization of the debt in the future is not certain, ignorance of the time of payment in deferred sales, contracting on a nonexistent object and/or the inability to deliver the object, indicating more than one price or option in a contract unless one is specifically chosen. As this uncertainty may lead to undue benefit to one party at the cost of the other, Gharar sometimes also implies deceit.

Gharar also means deception through ignorance by one or more parties to a contract. The following are some more examples of Gharar:1. Selling goods that the seller is unable to deliver, as this involves counterparty or settlement risk. This is why, for goods to be covered under the subject of Salam (which is permitted), it is necessary that the relevant commodity might be available in the market at least at the time when delivery has been stipulated.
2. Making a contract conditional on an unknown event, such as “. . . when it rains”.
3. Two sales in one transaction in such a way that two different prices are given for one article, one for cash and one for credit, without specifying at which price one buys the item with the understanding that the sale is binding on the buyer at either price; or selling  two different articles at one price, one for immediate remittance and the other for a deferred one while the sales are conditional upon one another.
4. Making the contracts too complex to clearly define the benefits/liabilities of the parties. That is why the holy Prophet (pbuh) has prohibited combining two sales in one. Shaikh Siddiq Al-Darir opines in this regard: “. . . the two sales are concluded jointly as when the seller says: ‘I sell you my house at such a price if you sell me your car at such a price’. Such a sale is forbidden because of Gharar in the contract: the person who sells the item at a hundred in cash and at a hundred and ten a year hence does not know which of the two sales will take place and he who sells his house provided the other would sell him his car does not know whether this contract will be accomplished or not, since the fulfilment of the first sale is conditional upon the fulfilment of the second. Gharar exists in both cases: in the first case, the sale price is not specified; in the second, the sale may or may not take place.”
5. Selling goods on the basis of false description.
6. All contracts where value-relevant information is not clearly available to the parties. A number of invalid sales are included in this category. It may include:— Selling known or unknown goods against an unknown price, such as the sale of milk in the udder of a cow; selling the contents of a sealed box; or someone may say: “I sell you whatever is in my pocket”.
— Selling goods without proper description, such as selling the lot of cloth upon which the stone thrown will fall (Bai‘ al Hasat) or clothes with unspecified quality of cloth, size and design.
— Selling goods without specifying the price, such as selling at the “market price”.
— Selling goods without allowing the buyer to properly examine the goods.85 




Jahl (ignorance or nonclarity about the parties or their rights and obligations, the goods or the price) is also a part of Gharar. The absence of Jahl requires that the commodity must be defined and its specifications clearly indicated. The purchaser should know about the existence and condition of the goods and the vendor should be able to deliver them on the agreed terms and at the agreed time. In other words, one should not undertake anything or any act blindly without sufficient knowledge, or risk oneself in adventure without knowing the outcome or the consequences.

The general principles for avoiding Gharar in sales transactions that can be concluded from the above discussion are: the contracts must be free from excessive uncertainty about the subject matter and its counter value in exchanges; the commodity must be defined, determined and deliverable and clearly known to the contracting parties; quality and quantity must be stipulated; a contract must not be doubtful or uncertain so far as the rights and obligations of the contracting parties are concerned; there should be no Jahl or uncertainty about availability, existence and deliverability of goods and the parties should know the actual state of the goods.


3.2.3 Prohibition of Maisir/Qimār (Games of Chance) 

The words Maisir and Qimār are used in the Arabic language identically. Maisir refers to easily available wealth or acquisition of wealth by chance, whether or not it deprives the other’s right. Qimar means the game of chance - one gains at the cost of other(s); a person puts his money or a part of his wealth at stake wherein the amount of money at risk might bring huge sums of money or might be lost or damaged. While the word used in the Holy Qur’ān for prohibition of gambling and wagering is “Maisir” (verses 2: 219 and 5: 90, 91), the Hadith literature discusses this act generally in the name of “Qimār”.

According to the jurists, the difference between Maisir and Qimar is that the latter is an important kind of the former. “Maisir”, derived from “Yusr”, means wishing something valuable with ease and without paying an equivalent compensation (‘Iwad) for it or without working for it, or without undertaking any liability against it, by way of a game of chance. “Qimār” also means receipt of money, benefit or usufruct at the cost of others, having entitlement to that money or benefit by resorting to chance. Both words are applicable to games of chance. References from the Holy Qur’an in this regard are:• “O you who believe! intoxicants and gambling, sacrificing to stones, and divination by arrows, are abominable actions of Satan; so abstain from them, that you may prosper.” (5: 90)
• “Satan intends to excite enmity and hatred among you with intoxicants and gambling, and hinder you from the remembrance of Allah, and from prayer; will ye not then abstain?” (5: 91)
• “They ask thee concerning wine and gambling. Say: ‘In them is great sin and some benefits for people; but the sin is greater than the benefits’.” (4: 219)



Gambling is a form of Gharar because the gambler is ignorant of the result of the gamble. A person puts his money at stake wherein the amount being risked might bring huge sums of money or might be lost or damaged. Present-day lotteries are also a kind of gambling.

According to Pakistan’s Federal Shariat Court (FSC), a lottery in which coupons or tabs are given and inducement or incentives are provided by an uncertain and unknown event depending on chance, or disproportionate prizes are distributed by the drawing of lots and where a participating person intends to avail themselves of a chance at prizes is repugnant to the tenets of the Sharī’ah. The FSC adds that a scheme wherein the investors’ money is safe and intact, but the prizes to be given are related to interest generated from capital accumulated through it, is also repugnant to the tenets of the Sharī’ah due to the involvement of Qimār.

Maisir and Qimār are involved in a number of conventional financial transactions and bank schemes/products which Islamic banks have to avoid. Conventional insurance is not Sharī’ah-compliant due to the involvement of both Riba and Maisir. Governments and public/private sector corporations mobilize resources on the basis of lottery and draws, which come under the banner of gambling and are, therefore, prohibited. Present futures and options contracts that are settled through price differences only are covered under gambling.

In Webster’s dictionary, a lottery has been defined as “a distribution of prizes by lots or chance”. In practice, a number of forms of lottery are prevalent, some of which might be valid, but the majority are invalid from the Sharī’ah point of view. It is necessary to have a test to decide which are permitted and which are not. An analysis of the Qur’ānic verses and the holy Prophet’s traditions would show that in valid lotteries, no one should have any personal right or vested interest in the matter and no one should be deprived of what he had already had or contributed to the process. Further, if the exigency of a situation dictates that some out of them have to forego any right or fulfil any liability, the solution in the absence  of any other valid or agreed formula is not to decide arbitrarily but through drawing of lots, as in the case of the holy Prophet Younus (pbuh).86

Again, wherever a donor, grantor or a man in authority has to select some people who have equal footing in order to confer some right, privilege or concession on them, the matter could be decided by drawing of lots. Such a form of lottery in such cases is permissible. Sometimes, entrepreneurs offer products whereby, when sold for a price, any additional product is given to the purchaser as an incentive, without any scheme of drawing of prizes or lots. This is also permissible as the purchaser knows what he is purchasing and the vendor knows what he is offering for sale and what its price is. The price being known and the property being sold are available for inspection and there is no element of chance. Such a sale, though induced and publicized with a reward to attract customers, is not hit by any provision or tenets of the Sharī’ah.

However, wherever it is a question of causing loss to some in the drawing of lots with the result that others benefit at the cost of those who lose, it will be the prohibited type. A lottery in which the incentive provided to the investors is disproportionate prizes distributed by drawing of lots, or where a participating person intends to avail themselves of a chance at prizes, is repugnant to the injunctions of Islam.87

In some other schemes, tickets, coupons or tabs are given on the purchase of the product, leading further to the drawing of lots. In such cases the inducement is by an uncertain and unknown event, depending on chance, and such a promotion of sale is clearly hit by the injunction of Islam, generally prohibiting gambling, wagering and swearing. Exaggerated publicity and misstatements tend to deceive the clients by giving the impression that everyone will become a millionaire, while the probability of the “bumper prize” is one or two in hundreds of thousands and for even the lowest prizes is one in many thousands of wagers.

Another aspect worth discussion is that such schemes involve Riba, Gharar and Jahl in addition to Qimār or gambling. The proceeds of such schemes take the form of debt and the prize paid is a part of the predetermined additional payment made by the banks (borrower) to the lender. While the winners of prizes take the interest money through lottery, the non-winners wait for their chance. According to the Sharī’ah principles, if the intention of a purchaser of an exhibition ticket is basically to win the prize, the buyer of the ticket will be a sinner. Therefore, not only the money pooled for prizes is illegal, but the method of its distribution through the lottery system also resembles gambling.

Most of the lotteries operated by governments, financial institutions and NGOs are repugnant to the tenets of the Sharī’ah because the incentives provided to the investors are not the profits accruing on the investment but disproportionate prizes distributed by drawing of lots. Besides, the attraction is not to give a helping hand to charitable and philanthropic purposes but to avail oneself of a chance at prizes, thereby disobeying the commandment of the Holy Qur’ān on the subject.

More relevant to a discussion on financial institutions are lotteries or prize-carrying schemes/bonds that banks launch from time to time. Can Islamic banks launch any such bonds or schemes? We discuss this aspect below.

In prize bond schemes, although investors’ money may remain safe, the prizes are related to the interest generated from the capital so accumulated. Precalculated interest is distributed among the bondholders. There is also the aspect of the chance for a few to get a prize without undertaking any liability or doing work for it, at the cost of other bondholders. Therefore, conventional prize-carrying schemes are repugnant to the tenets of the Sharī’ah due to the involvement of both Riba and Maisir.

Banks running such schemes normally do not give any return to the participants of the scheme. Some others give a very meagre return to general participants of the scheme and give the difference between the meagre rate given to the majority of the participants and huge prizes to a few out of hundreds of thousands of participants. This causes loss to the majority to give undue advantage to some of the participants of the schemes. Moreover, the attraction in these schemes is to avail oneself of a chance at a prize and become a millionaire overnight. It is not only un-Islamic but also against the common norms of morality and sound economic principles. Such schemes divert the flow of scarce resources from real sector economic activities to games of chance and speculation.




3.3 BUSINESS ETHICS AND NORMS 

In addition to the major prohibitions, including Riba, Gharar and gambling, the Islamic Sharī’ah has enunciated a set of principles that provide a basic framework for the conduct of economic activities in general, and financial and commercial transactions in particular. The Holy Qur’ān and the Sunnah refer to a number of norms and principles which govern the rights and obligations of parties to the contracts. Principles enunciating justice, mutual help, free consent and honesty on the part of the parties to a contract, avoiding fraud, misrepresentation and misstatement of facts and negation of injustice or exploitation provide grounds for valid contracts.88

These norms are related to the accountability of human beings before Allah (SWT) and therefore have different implications from those of the norms of mainstream business ethics. Islam teaches belief in the Hereafter, which requires that man should not usurp anyone’s rights. It is a principle of Sharī’ah that while Allah (SWT) may pardon the faults committed against His rights (neglect of worship, for example), he does not pardon the harm done by a man to fellow beings or even to other creatures. So, giving people their due right is the cardinal principle of the Islamic system of ethics. Some encouragements like benevolence, purification of income, proper transparency and disclosures, documentation of transactions leading to precision about the rights and liabilities of the parties and comprehensive ethics requiring care for others are also part of the Islamic framework of business norms. Below, we briefly give some important norms.


3.3.1 Justice and Fair Dealing 

The foremost principle governing all economic activities is justice, which means fair dealing with all and keeping a balance. Justice keeps the sky and the earth in their right places and is the cementing force between various segments in a society. The Holy Qur’ān says: “. . . And let not the enmity and hatred of others make you avoid justice. Be just; that is nearest to piety... ” (5: 8). Stressing this point, the Qur’ān further says: “You who believe stand steadfast before Allah as witness for (truth and) fair play” (4: 135). This makes the point clear that whoever believes in God has to be just with everyone - even with enemies. In another place, the Qur’ān says: “And eat up not one another’s property unjustly (in any illegal way, e.g. stealing, robbing, deceiving, etc.) nor give bribery to the rulers that you may knowingly eat up a part of the property of others sinfully” (2: 188).

Islam thus requires that the rights and obligations of any person are neither greater nor lesser in any way than the rights and obligations of other people. Business rules are equally applicable to all. No one can take the property of others wrongfully. In his celebrated speech at the time of the last pilgrimage, the holy Prophet (pbuh) declared the inviolability of the rights of human beings in all the three categories of person, property and honour.

In the early Islamic era and subsequently up to the Middle Ages, a lot of emphasis was given to the character building of the masses to ensure justice, fair play with one another and the resultant harmony in society. Many remarkable events of justice and equity are recorded in Islamic history. It was through this deep sense of true justice and equality that Islam played a remarkable role in the development of human society. A number of norms and good practices stem from the overall principles of fair play and justice. These are briefly discussed below.


Honesty and Gentleness 

Honesty, truthfulness and care for others are the basic lessons taught to Muslims by the Sharī’ah, with relatively more emphasis in respect of business transactions. The holy Prophet (pbuh) has said: “The truthful and honest merchant shall be with the Prophets, the truthful and the martyrs on the day of Resurrection.” He also said: “It is not lawful for a Muslim to sell to his brother something defective without pointing out the defect”. Cheating others and telling lies is considered a great sin. Allah’s Apostle used to invoke Allah in the prayer saying: “O Allah, I seek refuge with you from all sins, and from being in debt.” Someone said: “O Allah’s Apostle! You very often seek refuge with Allah from being in debt”. He replied: “If a person is in debt, he tells lies when he speaks, and breaks his promise when he promises.”89 This does not mean that taking a loan is prohibited; the holy Prophet (pbuh) borrowed for himself and also for the Islamic State, as is discussed in Chapter 7. The emphasis is on honesty and speaking the truth and avoiding the sinful act of telling lies; so loans should be taken out only in the case of severe personal or genuine business need.

Ibn Umar (Gbpwh) narrates: “A man came to the Prophet (pbuh) and said: ‘I am often betrayed in bargaining.’ The Prophet advised him: ‘When you buy something, say (to the seller): “No deception”.’ The man used to say so afterwards”. In the case of deception one is entitled to rescind the contract. Similarly, Ghaban, which means misappropriation or defrauding others in respect of specifications of the goods and their prices, is prohibited with the purpose of ensuring that the seller gives the commodity as per its known and apparent characteristics and charges the fair price. The Holy Qur’ān says: “Fill the measure when you measure, and weigh with a perfectly right balance.” (17: 35; also verses 86: 1-6).

Another feature of a good businessman is that he avoids harshness and is gentle with other parties and stakeholders. As reported by Imam Bukhari, Allah’s Apostle said: “May Allah have mercy on a person who is gentle when he sells, when he buys and when he demands his rights.” The person who is liable to pay or undertake any liability is duty bound not to react even if the person who has some right to receive becomes aggressive in demanding his right. Creditors have also been encouraged to be gentle and even give more time if the debtor is really in trouble.

The holy Prophet once said: “Whoever takes the money of the people with the intention of repaying it, Allah would (arrange to) repay it on his behalf, and whoever takes it in order to spoil it, then Allah would spoil him.” A man demanded his debts (in the form of a camel) from the holy Prophet in such a rude manner that his Companions intended to harm him, but the Prophet said: “Leave him, no doubt, for he (the creditor) has the right to demand it (harshly). Buy a camel and give it to him.” They said: “The camel that is available is older/better than the camel he demands.” The Prophet said: “Buy it and give it to him, for the best among you are those who repay their debts handsomely.”

It is important to observe, however, that the nature of treatment in the institutional set-up of business is different from any individual-to-individual business relationship. If someone waives the debt payable by any destitute or a person with a genuine problem, he is doing a noble job, as per the instructions of the Holy Qur’ān. But institutions like banks, which manage public money as a trust, cannot and should not give a free hand to those who wilfully default in fulfilling their obligations. That is why all Islamic banks have been allowed by their Sharī’ah boards to impose fines on defaulters with the objective of disciplining their clients and as a deterrent against wilful default. Abu Huraira narrates: “Allah’s Apostle said, ‘Procrastination (delay) in repaying debts by a wealthy person is injustice’.” The amount of fine or penalty is used for charitable purposes and is not credited to the P & L Account of the banks. This aspect is discussed in more detail in Chapter 7.


Prohibition of Najash 

Bidding up the price without an intention to take delivery of the commodity is termed “Najash” and is not permissible. The Prophet (pbuh) has said: “A Najish (one who serves as an agent to bid up the price in an auction) is a cursed taker of Riba.”90 As reported by Hakim in his Sahih, the Prophet said: “If anyone interferes in the market to create a rise in prices, God has right to cast him face down in Hell.” This practice is not only unethical, but also harmful for society, as it creates distortions in the market.


Prohibition of Khalabah (Misleading Marketing) 

Khalabah means misleading, like pursuing unaware and simple clients by overprojecting the quality of a commodity. It is prohibited due to being unethical: one presents his product in such a way that factually it is not so. Accordingly, manipulation and excessive marketing not based on facts about the wares are prohibited. As reported by Imam Muslim in his Sahih, the holy Prophet said: “Refrain from swearing much while selling or doing business, for it may increase business (in the beginning) but brings destruction (ultimately).” Misleading advertising is covered under this prohibition.


Disclosure, Transparency and Facilitating Inspection 

The Sharī’ah attaches great importance to the role of information in the market. One must give ample opportunity to the client to see and check the commodity that he is going to buy. Inaccurate or deceptive information is forbidden and considered a sin. The holy Prophet said: “Deceiving a Mustarsal (an unknowing entrant into the market) is Riba”.91 The concealment of any information vital for the contract is tantamount to a violation of the Islamic norms of business and the informationally disadvantaged party in a contract has the right to rescind the contract.

A number of traditions of the holy Prophet (pbuh) stress the need for proper information and disclosure and prohibit such practices that may hinder information about the value and quality of the commodities to the buyers and the sellers. Keeping silent and not letting the buyer know of any defect that is in the knowledge of the seller is considered dishonesty. The holy Prophet (pbuh) once passed by a man who was selling grain. He asked him: “How are you selling it?” The man then informed him. The Prophet (pbuh) then put his hand in the heap of grain and found it wet inside. Then he said: “He who deceives other people is not one of us.”

At the time of the holy Prophet (pbuh), when market information was not available to the people of far-flung tribes who used to bring their produce for sale to the towns, the holy Prophet said: “Do not go in advance to meet Rukban (grain dealers coming to the town to sell goods) to buy their goods, nor should one of you sell over the head of another nor increase the price to excite another to buy Najash” (Sahih Bukhari). This tenet of the holy Prophet means that the grain dealers should come to the town’s market and sell their wares at a price determined by the forces of demand and supply. All parties in the market must have enough information about the quality, value of the product, purchasing power of the clients and demand for the product. The wares being sold should be capable of inspection to enable both parties to reasonably know the benefits in case the contract is finalized. For the purpose of transparency, therefore, transactions should be executed within the market or the place where people are aware of the demand and supply situation and are in a position to trade taking into account all relevant information.

Holding any value-related information or structuring a contract in such a way that parties to the contract are not aware of the specifications of the subject matter or its counter value amounts to Gharar and Jahl, which are prohibited as discussed earlier. Hence, the Islamic ethical system requires that all information relevant to valuation of the assets should be equally accessible to all investors in the market. It is consistent with the parties’ right to have necessary information and freedom from misrepresentation.


3.3.2 Fulfilling the Covenants and Paying Liabilities 

Out of twelve commandments given to Muslims by the Holy Qur’ān in Surah Bani Israel, a few relate to fulfilling covenants and not usurping the wealth of the weak in society. “And keep the covenant. Lo! Of the covenant it will be asked” (17: 34).

Business and financial contracts result in rights and liabilities of the parties and the liable party must fulfil the liability as per the agreement or the contract. Sharī’ah emphasizes fulfilment not only of contracts but also promises or unilateral agreements. One of the symbols of hypocrites indicated by the Sharī’ah is that they do not fulfil their promises. We shall discuss this aspect in detail in Chapter 5. It is pertinent to indicate briefly that contemporary scholars unanimously consider promises binding. In Islamic finance, the concept of promise is invoked in Murabaha to Purchase Orderer, leasing, Diminishing Musharakah, etc. In all these arrangements, if the promisor does not fulfil the promise, the promisee has the right to recover the actual loss incurred by him due to the breach of promise.


3.3.3 Mutual Cooperation and Removal of Hardship 

Mutual help, solidarity and joint indemnification of losses and harm are other important norms of the Islamic economic framework compared to the conventional economic structure, where cut-throat competition causes a number of unethical practices like fraud and forgery. Islam cherishes that a person helps others in times of need and prohibits any such action that may cause any loss or harm to others. The Holy Qur’ān says: “Assist one another in the doing of good and righteousness. Assist not one another in sin and transgression, and keep your duty to Allah” (5: 2). The holy Prophet has encouraged mutual assistance by saying: “The Believers, in their affection, mercy and sympathy towards each other are like one human body - if one of its organs suffers and complains, the entire body responds with insomnia and fever” (Sahih Muslim).

Accordingly, a number of practices or schemes of mutual help like ‘Āqilah, Dhamān Khatr al-Tariq, etc. that were prevalent in the pre-Islam period were validated by Islam. ‘Āqilah (kin or persons of relationship) was a custom in some tribes at the time of the holy Prophet (pbuh) that worked on the principle of shared responsibility and mutual help. In case of natural calamity, everybody used to contribute something until the disaster was relieved. Similarly, this principle was used in respect of a blood money payment, which was made by the whole tribe. In this way, the burden and the losses were distributed. Under Dhaman Khatr al-Tariq, losses suffered by traders during journeys due to hazards on trade routes were indemnified from jointly created funds. Islam accepted this principle of reciprocal compensation and joint responsibility. This principle is the foundation of the institution of “Takaful” - an alternative to conventional insurance in Islamic finance.


3.3.4 Free Marketing and Fair Pricing 

Islam provides a basic freedom to enter into any type of Halal business or transaction. However, this does not imply unbridled freedom to contract. Exchange is permitted only when undertaken in permissible commodities and according to the rules and principles laid down by the Sharī’ah in respect of various types of transactions like Bai‘, Ijarah and services. Jurists have discussed these rules in detail and we shall also elaborate upon them in the relevant places in this book.

Islam envisages a free market where fair prices are determined by the forces of demand and supply. Prices will be considered fair only if they are the outcome of genuinely free functioning of market forces. There should be no interference in the free play of the forces of demand and supply, so as to avoid injustice on behalf of suppliers of goods and consumers. The holy Prophet has prohibited Ghaban-e-Fahish, which means selling something at a higher price and giving the impression to the client that he is being charged according to the market rate.

The price of any commodity is determined by keeping in mind the input and production costs, storage, transportation and other costs, if any, and the profit margin of the trader. If a person starts selling his goods in the market at less than the cost price out of his piety and philanthropy, he will be creating problems for others, as a result of which the supply of that commodity may suffer in the future and ultimately people may suffer. That is why the second Caliph of Islam, Umar (Gbpwh), asked a trader who was selling at less than  the market price to raise the rate to the market level or leave the market. Islam cherishes philanthropy, but requires that it must not create problems for genuine businesses.

However, if parties with vested interests hinder the proper functioning of market forces or indulge in hoarding for creating artificial scarcity, the State or the regulators are duty bound to take proper steps to ensure that the forces of demand and supply work genuinely and there is no artificial manipulation. Therefore, to safeguard the interests of all stakeholders, the Islamic state should not allow the creation of distortions.92 However, permission to interfere is subject to the condition that it is intended to remove market anomalies caused by impairing the conditions of free competition.

Islamic banks will have to follow the rules prescribed by the Sharī’ah for trading and other business. With regard to principles concerning operations in the market, the Jeddah-based Council of the Islamic Fiqh Academy of the OIC in its fifth session (10-15th December, 1988) held that:1. The basic principle in the Qur’an and the Sunnah of the holy Prophet (pbuh) is that a person should be free to buy and sell and dispose of his possessions and money, within the framework of the Islamic Sharī’ah in accordance with the divine Command: (“O you who believe! Consume not each other’s property in vanities, unless there is trade based on mutual acceptance”).
2. There is no restriction on the percentage of profit which a trader may make in his transactions. It is generally left to the merchants themselves, the business environment and the nature of the merchant and of the goods. Care should be given, however, to ethics recommended by Sharī’ah, such as moderation, contentment and leniency.
3. Sharī’ah texts have spelt out the necessity to keep the transactions away from illicit acts like fraud, cheating, deceit, forgery, concealment of actual features and benefits which are detrimental to the well-being of society and individuals.
4. Government should not be involved in fixing prices except only when obvious pitfalls are noticed within the market and prices due to artificial factors. In this case, the government should intervene by applying adequate means to get rid of these factors, the causes of defects, excessive price increases and fraud.



3.3.5 Freedom from Dharar (Detriment) 

This refers to saving others from any harm due to a contract between two parties. The concept of rights and liabilities is there in Islam like other systems. Of course, the rights are much more strongly enforced in the Islamic framework, with a provision of right/option for the informationally disadvantaged party to reverse its position. The State and regulators are duty bound to ensure fair play and justice for all and that the forces with vested interests do not create hardship for the masses.

If the regulators come to the conclusion that the majority of investors are naïve and irrational, they can take a paternal approach to protect them from the unhealthy practices of any of the market players. They also need to provide the general public necessary information about the nature of business activities. Even if relevant information is available to them, they may lack the ability to properly analyse that information, and may take irrational investment decisions. Investors may also over-react to any disinformation and behave in an irrational way. In such cases, the State needs to take proper steps to guide the general investors so as to protect them from losses that could be possible due to unhealthy practices in the market.

If a contract between two parties executed with their mutual consent is detrimental to the interests of a third party, the latter may enjoy certain rights and options. A case in point is the pre-emptive right (Shuf‘ah) of a partner in joint ownership. This pre-emptive right may be extended by analogy to a situation where existing minority shareholders in joint stock companies could be adversely affected by any decision of the controlling shareholders, such as selling additional stocks to the public, effecting a change in management, mergers and acquisitions, etc.93




3.4 SUMMARY AND CONCLUSION 

We have discussed the fundamental Islamic prohibitions, their implications for various transactions, some encouragements regarding economic behaviour and Islamic commercial ethics that have important bearing on financial transactions in the framework of Sharī’ah. Riba, Gharar and games of chance are the main prohibitions which have to be avoided for the conformity of transactions with the tenets of the Sharī’ah. In addition to these prohibitions, Islam has prescribed a moral/behavioural standard that is almost common in all civilized societies of the world.

Effort has been made to ascertain what constitutes Riba. Any increase over the principal amount of a loan/debt against nothing but time is Riba. As a logical corollary to the prohibition of Riba, the Sharī’ah has prohibited all benefits accruing to a person without any labour, risk or expertise. Any person who wishes to earn profit on his monetary investment must bear the loss or damages accruing to the business where his money capital has been used.

Lending in Islam is a virtuous activity since the lender has to give away the lent goods/money to the borrower for the period of the loan without seeking any compensation. If the value of that loan decreases due to inflation, it is as if the lender has done a larger virtue. The Holy Qur’ān encourages giving extra time to borrowers who are in difficulty or faced with financial constraint. Therefore, the Fiqh Academy of the OIC has categorically ruled out as strictly forbidden the commonly suggested solution of the indexation of a lent amount of money to the cost of living, interest rates, GNP growth rates, the price of gold or some other commodities. However, one can lend in terms of gold or any other currency which is considered not vulnerable to inflation. In this case too, debt liability cannot increase due to inflation.

Gharar means excessive uncertainty in any business or contract about the subject of a contract or its price, or mere speculative risk. It leads to the undue loss of one party and the unjustified enrichment of the other. It includes ambiguity/uncertainty about the ultimate result of a contract and the nature and/or quality and specifications of the subject matter of the contract or the rights and obligations of the parties. A sale or any other business contract which entails an element of Gharar is prohibited. According to Sharī’ah scholars, to become prohibited, a hazard or uncertainty would be major, remunerative, it should affect the principal aspects of the contract, and it may not be the need of any valid contract like that of Salam and Istisna‘a.

Gharar can be avoided if some standards of certainty are met. In the case of a valid Salam, a number of conditions are required to be fulfilled. The vendor must be able to deliver the commodity to the purchaser. It is prohibited to sell any undeliverable goods. The commodity must be clearly known and its quantity must be determined to the contracting parties. Jahl (ignorance) is a part of Gharar and means lack of clear understanding of the specifications about the very nature of the contract or the subject matter.

The holy Prophet (pbuh) has prohibited some types of sale due to the Gharar element. Most of these forms are rarely of concern in the present-day economic system. However, many contemporary financial transactions like forwards, futures, options and other derivative securities involve major Gharar to an extent which renders them invalid. Similarly, the contracts where both the price and the commodity are to be delivered at a future date remain inconclusive, and therefore invalid, due to the element of Gharar.

Gambling is a form of Gharar because the gambler is ignorant of the result of the gamble. Governments and public/private sector corporations mobilize funds on the basis of lotteries and draws, which come under the banner of gambling and are, therefore, prohibited. Draw-based prize schemes launched by financial institutions are also repugnant to the tenets of the Sharī’ah due to the involvement of both Riba and Maisir.

Transactions should conform to certain ethical standards, e.g. trustworthiness in business transactions and generosity in bargaining. Acts like false swearing, lying and hiding facts in any bargains must also be avoided. Fair dealing encompassing honesty, straightforwardness, free consent and negation of misstatement, misrepresentation and exaggerated description of products are important pillars of business ethics as per Islamic Sharī’ah. Sharī’ah does not approve of publicity which leads to concealing facts about the business, exaggeration about the product or the financial position of any entity.
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Istisna‘a
1. The subject of Istisnaa is always a thing
which needs manufacturing.

2. The price in Istisnaa does not
necessarily need (o be paid in full in

advance.

Salam

1. The Salam subject can be cither
natural products of manufactured
go0ds.

2. The price has to be paid in full in
advance
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Nature of risk

5. The lessee may use the asset
carelessly. requiring the bank
10 bear major maintenance
expenditure.

6. Rate of retun risk due (o inflation.

7. Sale of asset at maturity  the
customer may not buy.

Mitigating tool
A trust receipt should be obtained from the
customer 1o bind him to use the asset as &
trustee. Tt may be mentioned in the trust
receipt that loss due to negligence of the
customer shall be borne by the customer
himself

“This risk can be covered through
benchmarked floating rental rate, which is
permissible subject 10 4 loor and & cap.
Only those assets should be leased that have
sufficient resale value that the bank could
sell them in the market. Alternatively, a
separate promise (o purchase at the end of
the lease term can be obtained from the
customer,
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Production finance for input and
pesticides
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Risks
1. Counterparty and delivery risk

« Singe the price of Salam goods is given
in advance, the customer may default
after accepting the payment.

o In the case of different goods and
consignmens, there could be disputes
regarding price, quantity and quality.

 Defective goods could be supplic.

« Goods may be delivered late.

2. Commodity - price risk

« Since the nature of a Salam contract is
the forward purchase of goods, the price
of the commodity may be lower than the
market price or the price that was
originally expected/considered t0 be in
the market at the time of deliver.

3. Commuodity - marketing risk

 The bank might not be able to market the
‘200ds timely, resulting in possible asset
Toss and locking of funds in goods.

Management

 The hank can liquidate the security
and can purchase the same goods
from the market

« In the Salam MoU, time, quality,
quantity and the time of each
commodity must be given

« Collateralisecurity and performance
bonds can be taken to miigate the.
loss

A penalty clause can be embedded
in the contract as a deterrent
against late delivery. The penally
amount would go to charity.

« ‘The bank can undertake Parallel
Salam and can also take a “promise
10 purchase” from a third party.

nk should purchase only
200ds which have g0od
‘marketing potential and take
binding promises from prospective
buyers along with a sufficient
amount of Hamish Jiddiyah.
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Originator's perspective

o mitigates liquidity risk of an
illiquid asset;

 reduced cost of funding;

 takes assets off balance sheet,
without 10ss of ust

 reduced cost of finance if SPV is
serving as multiple originators by
pooling assets.

Investors” perspective

o foreign exchange risk is reduced
i underlying asset is denominated in
multiple currencies

« pooling of diversified assets with
heterogencous risk mitigates earnings
risk;

o undivided ownership of the asset is an
added protection
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“The Islamic bank is not the owner of the materials  Security is available with
in the possession of the manufacturer for the the bank.

purpose of producing the asset. It can have o clai
in the case of any nonperformance.
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Nature of Risk
Customer refuses o purchase goods
after taking possession as agent.

Customer did not purchase fresh
assets/goods; has already purchased
and now wants funds for the payment
10 the supplier: involves Bai® al ‘Inah,
50 non-Shart‘ah-compliant.

Mitigating Tool(s)
Promise to purchase the ordered goods is
obiained from customers. Also, Hamish
Jiddiyah may be taken, from which the
bank can cover its actual loss

o Make direct payment (o supplier
through DD/PO.

« Obtain invoice of goods purchased. Date
o invoice should ot b carler than the
date of agency agreement and not later
than the declaration or offer o purchase.

« In addition to invoice, obtain any other
evidence, e.g. gate pass, inward register,
entry in stock register, truck receipt

« Physical inspection of goods.





OEBPS/ayub_9780470687710_oeb_001_r1.jpg
Understanding Islamic Finance

Muhammad Ayub

John Wiley & Sons, Ltd
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European depository receipts
Export finance scheme

Emirates Islamic Bank (credit card)

Fixed deposit receipts

Future flow securitization

Free on board

Fixed retum securities

Federal Shariat Court (Pakistan)

God be pleased with him and God be pleased with them — 2 salutation Mus]
with the names of the Companions of the holy Prophet of Iskun

Gulf Cooperation Council
General Council for Islumic Banks
Gross domestic product

Global depository receipts
Government investment certificates (Malaysi
Government investment issues (Malaysia)
Government Musharakah certificates (Suda
Gross national income

Iskamic Bank

Iskamic banking branches (stand-alone)
Islamic Dinar

Islamic Development Bank

Islamic depository receipts

Islamic export refinance scheme

Istamic i

W Financial Institutions

titute o Islamic Economics (Is
I Insttute of Iskamic Thought
Iskamic inter-bank money market (Malaysia)
International Islamic Rating Agency
International Islamic University

International Monetary Fund

Iskamic micro-finance institutions

Initial public offering (shares)

Iskamic Research Institute (Islamabad, Pakistan)
Internal rating system

Islamic Research and Tr
Islamic Trade Centre
Jordan Ilamic Bank
Letter of eredit

Letter of guarantee

Least developed countries

Lender of ast resort

Liquidity Management Centre (Bahrain-based)
Lahore University of Management Sciences
Malaysian government seurities

Mudarabah inter-bank investments

Murabaha to Purchase Orderer

Mudarabah Sukuk

2 Instiute, research and training arm of DB (leddab)
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Nature of risk

1. The bank has purchased the asset
as per the undertaking by the
customer, but the latter refuses ©
take the asset on lease.

2. The customer may default in
payment of the due rental. The
bank might not be able 10 recover
even s investment; the asset is
taken back, but it does not cover
the loss.

3. Asset risk of major
maintenance/destruction
arly termination of lease

agreement.

4

Mitigating tool
A binding promise 10 lease should be
obtained from the customer at the time of
booking/purchase of the asset by the bank.
Hamish Jiddiyah should also be taken from
the client. The bank can sell the asset in the
open market and the actual loss can be
recovered from the Hamish Jiddiyah,

An undertaking should be obtained from the
customer 1o pay a certain amount (o charity
in the case of late payment of rental. This
amount will go 1o the Charity Account. Any
actual loss can be recovered from Hamish
Jiddiyah. Securities/collateral can also be
realized.

“This risk can be managed through a Takaful
facility.

Keeping in mind the market value, the bank
can also take the asset back and sl in the
market 10 redeem its investment. In more.
risky cases, an undertaking 1o purchase the
asset at a pre-agreed price schedule can be
obtained from the custorn
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Current deposits

Savings deposits

General investment term deposits
Special investment deposits

Individual portfolios
Liquidity generation

Amanah - Qard to bank; no return payable
Mudarabah

Mudarabah

Mudarabah, closed-and open-ended mutus
funds, Wakalatul Istismir

Mudarabah, Wakalatul Istismar

Tawarrug - reverse Murabaha, sale 0 any
3rd party
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The Islamic bank gets delivery of inferior quality ~ The bank can obtain a
manufactured goods, which also may affect the. ‘euarantee of quality from
original contract, the original supplier.
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Tubewells, tractors, trailers, farm
machinery and transport (includs
fishing boats)

Plough cattle, milk cattle and other
livestock; dairy and poultry

Storage and other farm construction
(sheds for animals, fencing, etc.)
Land development

Orchards, nurseries, forestry

Tjarah Munahia-bi-Tamleck, Salam,
Murababa

Murabaha, Salam
Diminishing Musharakah or rentsharing

Operating Tjarah, Salam
Salam, Musagat
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Goods/asset have been used by
customer before offer and acceptance;
do not exist when Murabaha is
excuted, 50 non-Shart‘ah-compliant.
In transit, risk of destruction of goods
before offer and acceptance without
agent's negligence.

Overdue.

Default risk.

Supplier may not perform his
obligation.

Purchase from or resale 1o
associates/subsidiaries

Reducing the time interval when offer is o
be made periodically; physical inspection
of g0ods on a random basis,

During transit, goods are owned by the
bank and all risks belong o the bank. This
sk can be mitigated through oblaining
Takaful cover.

Undertaking from the customer is obained
10 give a certain amount to charity in the
case of late payment.

Securities/collateral can be realized to
recover loss.

“The agent, in his personal capacity, can
‘uarantee the performance of the supplier.
Obtain related party information from the
financial statements of the company or by
any other source
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Features Diminishing Tarah Murabaha
Musharakah

Period Long-term Long-term ‘Shortlong.term.

Rate Fixed/variable Fixed/variable Fixed

Prepayment allowed  Yes Yes Not allowed as

system

Risk of the asset Joint Financier Financier/customer

Uses Nonconsumable Nonconsumable Any Halal assets
assets assets

Late payments Controllable Contollable Loss to the bank
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4. Asset-holding risk

« ‘The Islamic bank has (o accept the goods
and bear the holding cost up 1o the point
of onward delivery.

5. Early termination chances
o The client may refund the price taken in
advance and refuse (o supply the goods,

6. Parallel Salam

hi not supply the
‘200ds at the seutled time; the buyer in
Parallel Salam may sue the bank for
timely supply.

Making the Salam seller the bank's
agent (0 dispose of the goods is
also a good risk-mitigating 100l.

This cost may be recovered in
parallel transactions with proper
market survey. feasibility and
study of the traders” practice in the
relevant area.

Salam is  binding contract; the
seller cannot unilaterally terminate
the contract, A penalty can be
‘embedded in the contract to
discourage this practice; the
penalty amount would go to
charity.

“The bank may purchase a similar
asset from the spot market for
supply to the buyer and recover the
Toss, if any, from the seller in the
original Salam.
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1DB originator of

Trust Assets
Transfor of ownership of Iy Procesds to IDB from sale
Trust assats to ICD H of assets
1CD Buys Trust
Assets from IDB
Transfor of ownership of Procesds to 1CD ffom sale
Trust assats to SPV. of assets
1CD Wakil Solidarity Trust Services
Appointed by SPVITru: 1DB Guarantor
SPV.
Distributions from Trust 4 Proceeds from investors who.
Assets secure the cerlifcates.

Investors/Subscriber
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Type of contract Liquidity Guarantee Rate of return

Debt-creating modes
Qard al Hasan — Collateral Nil

Credit sales Nonliquid Collateral Known

Salam Nonliquid Collateral Unknown/knows
Istisnaa Nonliquid Collateral Unknown/known

Semi-debt modes
Tarsh Liquid Collateral Known

Sharing modes

Musharakah Penalty for misconduct Unknown
Restricted Mudarsbah Penalty for misconduct Unknown
General Mudarabah Penalty for misconduct Unknowr
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MTB
NBECs
NBFls
NDFls
NIB
NIBAF
NPL

T™CL

ubcs
uwL
uws
VRS
WTO

Malaysian treasury bills
Non-bank financial companies

Non-bank financial insitutions

National development finance insttutions

Noninterest based system

National Insttute of Barking and Finance

Noperforming loans.

National savings schemes

Overdraft

Organization of Islamic Countries

Open market operations

Payment against documents

¢ be upon Him (used with the name of the holy Prophet of Islam)
Profivloss sharing

Partcipation term certficates (Musharakah-based investment certificates)
Research and development

Repurchase offer

Retum on equity

Shariat Appellate Bench (of the Supreme Court of Pakistan) that gave an historic
judgement on Riba in 1999

Saudi Arabian Monetary Agency

Salam certificate

i supervisory committee
Solidariy Trust Services (SPV 10 issue IDB's trust certificas)
Subbanab wa Ta'ala (the term that Mustims use with the mame of Allah Almigh)
Traveller's cheque
Term deposit receipts
Trickle-down theory (in economic development and growth)
Term fimance cerifcates
Time multiple counte loan
Trustreceipt
Underdeveloped countries
s (in Takafulinsurance)
nderviritng surplus (in Takafulinsurance)
Variable return securities
World Trade Organization
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I the leased vehicle is stolen or
completely destroyed, the conventional
leasing company would continue
charging the lease rent until the,
settlement of the insurance clai,

In some conventional leases, the lessor
s given an unrestricted power 0
terminate the lease unilaterally at his
sole discreion.

Inmost contemporary financial leases, an
extra amount s charged f rentis not paid
ontime. This extra amount s taken by the
leasing institutions into their income.
“Thisis prohibited due to heing Riba.

Under conventional leasing contracts
vehicle s automatically transferred
10 the name of the customer

upon completion of the lease period.
Upfront payment has to be made in the
form of downpayment, the first year's
insurance premium and other insurance
expenses, first month'’s rental, etc.

the

Under the Islamic system, rent is
consideration for usage of the leased
asset, and if the asset has been stolen or
destroyed, the concept of rental becomes
Void. As such, an Islamic bank cannol
charge the rental.

Tjarah is & binding contract and if there
is 10 contravention on the part of the
lessee, the lease cannot be terminated by
any one party. It can be provided in the
agreement that if the lessee contravenes
any terms of the agreement, the lessor
has a right to terminate the lease
contract unilaterally,

Under jarah, the lessee may be asked o
undertake that if he fails 1o pay rent on
its due date, he will pay a certain
amount to a charity but the bank cannot
charge any further return.

In Tjarah, the customer is not obliged to
purchase the vehicle. He may purchase
the asset through a formal sale deed if
he considers it beneficial for him.
Islamic banks normally take only a
security deposit, which s refundable if
the lease is not finalized. The bank has
the authority to recover only actual
expenses not including the cost of funds.
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Project finance

Working capital finance

Export finance — preshipment

Import finance
Cash finance
Export finance — post shipment (bill
discounting)

Letter of credit
Leter of guarantee

Musharakah, Mudarabah-based TFCs,
syndication through Mudarabah, Murabaha,
Istisna‘a, ljarah/Ujrah

Murabaha, Salam, Musharakah in single
transactions

Salam/lstisna‘a plus Murabaha and Wakalah,
Murabaha, Musharakih

Murabaha, Musharakah

Salam, Istisna‘a, Tawarrug (sale 10 3rd party)
Qurdal Hasan in local currency (spot rate)
and promise 1o sell forcign exchange in future
market ~ exchange rate differential bank’s
income; Murabaha if funds needed for next
consignment

Commission, Ujrah along with Murabaha, etc.
Kafalah, service charge






OEBPS/ayub_9780470687710_oeb_050_r1.gif
Source(s)

Issuels)

Fatwah by Shaikh al-Azbar Shaikh Jad al-Hag Ali Jad
al-Hag in 1995 (al-lisadul Iskami, July 1995)

Fawab issued in 3 judicial conference held in Makkah
in Shaban 1398 AH

“The unanimous decisions of the Muslim scholars in a
seminar held in Morocco on 6th May, 1972

Verdict of the Supreme Court of Egypt on 27th
December, 1926

Fawab issued by the Nationl Rel
(Malaysia) in 1972

‘Two Fatawa issued by Shaikh Mo
ex-Grand Mufti of Egypt) in 19001901

Aunanimous fatwal issued by the ulama in the Muslim
League Conference, held in Cairo in 1965

Fatawa issued by the Higher Council of Saudi Uluma
in 1397 Al

Fatawa issued by the Figh Council of Muslim World
League in 1398 AH

Fatawa issued by Shi
Ezypy) in 1906

ikh Mohd Bagit (the ex-Muft of

Against lfe insurance

Against the validity of insurance

surance

Against lfe
Against lfe insurance
ust the validity of conventional

our of the

n

alidity of insurance

Against lfe insurance

In favour of insurance under an slamic
model
In favour of insurance under an Islamic
model
vour of insurance

In
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Money market — inter-bank
Liquidity management

Fund management

Trading in Sukuk, stocks
Forex operations

Mudarabah with or without allocation of assets
Sale/purchase of permissible securities,
Parallel Salam, Tawarrug

Mudarabah, Wakalatul Istismar, trading in
permissible stocks and Sukuk

Depending upon the nature of instruments
Unilateral promise to buysell foreign
exchange simultancously at pre-agreed rate
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Sitara Musharakah Term  Corporate Pak Rs. 360M 5 years  Shirkah-based profit/loss
Finance

Solidarity Trust Coporate USS400M 5 years Based on performance of
tes IDB mixed portiolio. IDB guar-
antee
Sovereign  USS 100M Fixed, 425%

Sovereign  USS 70M
Sovereign  USS 80M
Sovereign  USS SOM
Sovereign  USS 80M 3%
Sovercign  USS 100M Fixed, 375%
Sovereign  USS 250M 5 years 0.6% above LIBOR
Sovereign  USS 200M 5 years Floating rate refere
overeizn 106M  10yeurs Fised, 5.125%
Ist Iskamic Investment Corporate USS75M 3 years LIBOR-related
Bank, Bahrain
Malaysia Global Tjarah
Dubai Civil Aviation
Sukuk
Durrat Real Estae Sukuk — Sovercign  USS 120M
Sarawak ljorah Sukuk  Sovercign  USS 350M
Nakheel Sukuk Corporate  USS 3,52
Tjarah Sukuk. Pakistan  Sovereign  USS 600M

4%
4%
3%

overeign  USS 600M
overeign  USS 1000M

0.95% above LIBOR
Fixed

1.25% above LIBOR
1:25% above LIBOR
1.209% above LIBOR
220% above LIBOR
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Mudarabah/Musharakah cerificates or
Sukuk

L

Kk based on freehold existi

assets
Tjarah Sul

K of existing assets subject (o
Kuk based on fuure tangible

e
Tjarah S
assets
Sukuk based on existing specified
Sukuk based on described future services

Salam Sukuk
Istisnaa Sukuk

Sukuk issued on Mudarabah basis for
Murabaha sales ~ Murabaha Sukuk.

Tradable at market price after the
commencement of the activity for which the
funds were raised

Tradable at market price.

“Tradable at market price or at a rate agreed
upon at the date of redemption.

Tradable at market price only after the asset is
ascertained and leased.

“Tradable prior (0 sub-

asing of such servi

“Tradable at market price only after the source of
the service is ascertained.

Not tradable except a the face value.

“Tradble if funds converted into assets and
before sale to the orderer.

Tradable before sale of the goods to the
end-buyer or if receivables (if inventory is

n 50%: afer sale of the
‘200ds and without inventory of more than 50%.
adable only at face value with recourse.
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SALAM SELLER

SALAM
PURCHASER

Delivary o
Commodity

ISLAMIC BANK

Purchaser|

Sallr

\

Salam on
Credit
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Features. Salam Itisna‘a Musharakah/
Mudarabah
Period Shortterm Shortlong-term ‘Shortlong-term
Rate Fixed Fixed Variable
Prepayment allowed  No May be strucured  Yes
Risk of the asset Financier/eustomer Joint
Uses Salum compatible Assets to be ‘Any Hlal
manufactured business
Loss to the bank Noissue

Late payments
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Sale of Istisna‘a goods is not allowed before taking  The bank can take a

physical possession. This may lead to assel, price  “promise o purchase” from

and marketing risk. 4 third party and can make
amangements for sale
through agency.
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Direet leasefljarah

Sale and Lease-back

The assets that can be financed under direet
lease are trucks. because the bank has to
purchase the same from the market,

Documentation required

© Agency agreement and letter of agency
 Undertaking to ljarah

— description of the Ijarah asset
— schedule of arsh rentals

— receipt of asset

promissory note

 Tjarah rental sehedule

« Unilateral promise to selljpurchase Tara
asset

Sale deed at the end.

“The assets that can be financed under a sale
and lease-back arrangement are the dyeing
plant, looms and company cars (already
owned by the clien).

Documentation required

ale decd of cars and p
indertaking (0 ljarah
Tjarah agreement
Description of ljarah assets
Tjarab rental schedule

Demand promissory note
 Promise to sellpurchase ljarah assets.

For sale and lease-back, an IFl must consider
the need and willingness of the client to
avoid interest and work with an Iskamic bank.
Further, it will add the condition that ABC
Texile will not ask for carly retirement
before one year.






OEBPS/ayub_9780470687710_msr_cvt_r1.jpg
- &
l’lndevstammm;






OEBPS/ayub_9780470687710_oeb_006_r1.gif
Deposit () Weightage  Weighted averag

[ ) (©=A'B)
3000 06 1300 o 396%
000 07 2800 I8 160%
3000 i 3000 197 656%
10000 7600 500
1 csone

2 Drion





OEBPS/ayub_9780470687710_oeb_030_r1.gif
Perallis silsimara - For Guiliing Profect Fbance

CD =b & D

(Fsts o Offcss)

Receivables assigned.
to/Bank





OEBPS/ayub_9780470687710_oeb_027_r1.gif
3. Istisna‘a can mainly be conducted for
Qimi g0ods, all units of which are
different from one another in terms of
pricefspecification. But it can also be
used for items having trademarks
wherein all units might be similar in
price and specificatio

4. Penalty in the form of a reduction
price on account of a delay in delivery
will reflect the income of the purchaser
(the principle of Shart-¢-Jazai approved
by the jurists.)

5. As long as work has not sured,
Istisna‘a is nonbinding; any of the parties
can revoke the contract.

Istisna‘a

1. The manufacturer uses his own materials
and the sale price is fixed.

2. Istisnaa can be of anything that needs
manufacturing,

3. In Istisna‘a, asset risk is transferred o0
the purchaser soon after elivery of the
item to him and he has 1o pay the price
irespective of what happens 1o the asset

3. e subject of Salam is a liability
on the seller and thus must consist
of fungible (Mithli) goods, all units
of which are similar, so that if the
seller i nol able 10 produce the.
‘200ds by himself, he can get the
same ffom the markel.

4. Penalty for late delivery shall g0 o
charity and the P&L Account of
the purchaser (hank) will be
unaffected.

Salam s a binding contract; once.
exccuted, it cannol be rescinded
without the consent of the other.

Tjarah (Ujrah)

1. The manufacturer on an Ujrah
basis uses the material provided by
the buyer and he s paid the agreed
wages.

2. Tjarah can be only on those assets
the corpus of which s not
consumed with use.

3. In jarah, asset risk remains with
the owner (lessor) and the lessee
has 10 give rental only if the asset
is capable of being used as per
normal market practice.
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Conventional auto lease products
Conventional financing leases contain
hire-purchase arrangements, which
are not permissible by Shart‘ah

In conventional leasing schemes, the
customer is responsible for all kinds
of loss o damage 10 the vehicle,
irespective of circumstances heing
out of his control,

Insurance is independent of the lease
contract, The insurance expense of the
asset is borne directly by the lessee.

If the insurance company does not
compensate the entire outstanding
amount in the case of loss/damage, the
customer is liable to pay the balance.

Istamic Tjarah Muntahia-bi-Tamleck

he Tjarah contract does not contain any
condition that makes the contract void
under Shart’ah. The lease remains subject
0 all Tjarah ules; sale is not a part of it
Al risks pertaining to ownership are borne
by the Islamic bank. The customer only
bears usage-related expenses

“Takaful should be at the expense of the
lessor. The lessor, however, may increase,
with the consent of the lessee, the lease
rent 1o recover the Takaful cos.

The Islamic bank bears the ris
claim settlements

of Takaful
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