Islamic Finance
Revised & Updated Edition of Meezan Bank's
Guide to Islamic Banking

The Preuier [darpic Bk
P

Maktaba Ma'ariful Quran
(W hranic Shadies Publishers)




Islamic Finance
Theadseal & [F11q1:4|-:=:1'| Edirinn of Meszan Tank's
Cinide tor Exlamnie Danldug



Islamic Finance
Revised & Updated Edition of Meezan Bank's
Guide to Islamic Iiank‘jng

N

X0 '
N

Wrillen by
Dr. Muhammad Imran Ashrat Usroani

Meezan Bank

Tre Mrenesor Falinnie: Hank
—

Maktaba Ma'ariful Quran
{Quranic Studies Publishers)
Karachi - Pakistan



ALL RIGHTS RESERVED @ “Erane polall 558 pes
Mo part of this book may be reproduced or utifized in any farm or by any
reans, electronic or mechanical, including phatecopying and recording
ar by any information storage and retrieval system, without the
permissian of the publisher.

Editian: April, 2015

Compiled by: Shayan Ahmed Baig, Fayyaz-ur-Rehman Khan
Reviewed by: Ahmed Ali Siddigui

{Meezan Bank |

Superyized by:
Khizar Ashfag Gasmi

Published By
Maktaba Ma'ariful Quran

[Curanic Studies Publishers)
Comodund Jamia Darul-ulaom Karachi
Forangi Indastrial Area, Past Cade-75180D
Karachi- Pakistan
Tei: 92-21 350315605, 35123130
E-rnail : info@quranicpublishers.com
.o e, carm

Also fvailable at:

Idaratu! Ma‘anf. Carul Doom Karachi
Maktaba Carul Uloom Karachi
Darul Ishaat, Urdu Bazar, karachi
Icfara-a-islamiat Lahare /) BEarachi
Baitul Quran, Urdy Bazar Karschi
Arhar dcadermy Lid.

Landen E12 538 UK
Tel: +44-20-3911-9797

www.hirafoundation.com



S ——r— T - —rr
o W o B 2 e i
e o g By e A
i g T wwi“’“-
Preface 1
specific Learning Object (5LOs) 3
Chapter 1!  Islamic Econamic System 17
Chapler 2; Factors of Production in lslam 1

Chapter 3; The Objectives of the Distribution of Wealth in lslam 43

Chapter 4:  Prohibition of Riba in Qur'an and Hadith 45
Chapter 5 Ribaand its Types 61
Chapter 6: Islamic Contract az
Chapter 7:  Elements of Valid Sale 82
Chapter & Sale a7
Chapter 9:  Khiyars 101
Chapter 100 Musharakah 105
Chapter 11:  Mudarabah 127
Chapter 12: Dirminishing Musharakah 155
Chapter 13: Murabahs 145
Chapter 14:  Salam 161
Chapter 15; |stisna 167

Chapter 16: |Istijrar 175



Liﬁﬁ ﬁg Meezan Bank's Guide to lslamic Banking

Chapter 17:
Chapter 18:
Chapter 19:

Chapter 20:

Chapter 21:
Chapter 22:
Chapter 23:
Chapter 24:
Chapter 25:
Chapter 26:
Chapter 27;
Chapter 28:
Chapter 29:
Chapter 30;
Chapter 31:

Chapter 32;

Chapter 33:

[farah

ljarah Wa Igtina

Tawarrug

Islamic Banking Framework Comparison with
Conventional Banks

Musharakah in Bank Deposits

Froject Financing

Warking Capital Financing

Irnpart Financing

Export Financing

Treasury Dperations of [slamic Banks
Securitization

Islamic Investment Funds

The Principle of Limited Liahility

Takaful: The lslamic Insurance
Guarantees and Pledge

Shariah Audit arnd Compliance far Islamic

Financial Institutions

Examining the Prudence of Islamic Banks: A Risk

Management Perspective

e
197
2L

212

223
235
235
247
255
267
279
287
303
= B
323
327

337



—_— e e e = = —arar — — ame

s e — _L' e T P
R PRERAGE I N E S BT

AR

In the last few years, the world has witnessed a significiant growth in
lslamic Banking and Finance and has recognized the importance of
lslamic Banking system as one of the most viable and sustainable banking
systemn, Especially after the last financial crises of the world, where maost
of the big conventional banks failed to sustain their existence, the steady
performance of lslamic Financial Institutions has shown the strength
and significance of this system to the masses.

Fow years back, |slamic Banks could only facilitate limited financial
reguirements of the customers but now solution is provided for almast
all financing needs of the customers. This encouraging grawth of Islamic
Banking system now requires robust research in the field of Product
Development and other related fields like Risk Management ete, to
capitalize this rising demand and emerge as a system of first choice far
the whole world,

In order to rise to the |evel of becoming the financial system of first
chalce, Islamic Bank now need to focus on developing products and
services that are unigue in their nature rather than matching products
and services of Conventional Banking systern. This will give Islamic
Financial systern the real strength that is inherent in the modes of Islamic
Banking and Finance, All this cannot be achieved without seeking and
aligning knowledge about the Islamic Finance with the rapidly changing
financial requirements of the society.

A need was felt that literature about Islamic Financial concepts should
oe available in such a language that is easily comprehendible by the
masses and that literature must not only be a theoretical iterature bt
also takes into account the recent developments in the financial world.
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In this bock, which is an updated version of my previous book-Meeazan
Bank Guide to Islamic Banking, an effort has been made to bridge the
gap between the theoretical Concepts of Islamic Banking and Finance
and their practical applications which would enable a reader to grasp
the concepts in a convenient manner.

Following additions have been made in this version:

1]

2}

3]

4

5]

B}

7)

The arabic text of all the Quranic Ayahs and Hadiths that were
mentioned in the previous edition has been added in this book,

An effort has been made to include the sources of Hadiths or
Figh rulings to add to the credibility of the information available
in the book.

To ensure uniformity, all the translations of the Quranic verses
have heen replaced with the translation from “The Noble Guran”
only written by my father Justice Mufti Tagi LUsmani.

The text of the old chapters have been updated and revised
wherover it was required,

Mew chapters an emerging fields in izslamic Banking and Finance
such as Risk Manangement for Islamic Banks, Treasury Operations,
Import-Expart Financing, Tawarrug, Takaful, Guarantees have
been added in the book to discuss shariah concepts applicable
to all these recent developments.

A new chapter on “Shariah Audit” has been added in the book
to discuss the unigue nature and scope of audit in the field of
Islamic Banking and Finance.

Guidelines for accounting treatment of major modes like
Murabaha, ljarah and Istisha have been added in the book,
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| am grateful to all team members who helped me prepare this book
and gave me some very good suggestions. | am also grateful to Mr.
Ahmed Ali Siddigui, Mr. Shayan Ahmed Baig and Mr. Fayyaz ur Rehrman
Khan from Preduct Development and Shariah Compliance Department
of Meezan Bank Limitad for their efforts in development of this updated
yersion.

In the end, | pray to Allah Subhanahu Wa Ta'ala to accept all cur efforts
in His cause, and give us the guidance and ability for such humble efforts
in future as well so as to free the world from Riba and revive Islamic
values all cver the world-Ameen!

Or. Muhamimad Imran Ashraf Usmani

Safar 1436 AH
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Part 1: Islamic Banking-Introduction, Background & Global Scenario

By the end of this part, you should be able to:

Explain the concept of Islamic Shariah [Covered in Chapter 1)

Explain the iImportance of Shariah in Islamic banking {Coveted in
Chapter 1}

List the sources of Shariah [Covered in Chapter 1}

Describe the concept of lawful and unlawful as per Shariah
(Covered in Chapter 1]

Explain the concept of free and fair market system in [slam
(Covered in Chapter 3)

Reading Material - Discuss the glebal scenario of Istam banking
and its impact en traditional banking practices (Covered in Chapter
20) + Reading Material

Explain the architecture of an lslamic Financial system and discuss
its effectiveness (Covered in Chapter 2}

Differentiate between |slamic Economic and Finance System and
Capitalism and Socialism [Covered in Chapter 2

Explaln the concept of wealth in Islam {Covered in Chapter 2)

Explain the objectives of wealth distribution in Islam
(Covered in Chapter 3)

Describe the Factors of Production in Islam and their
compensations (Covered in Chapter 2)
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Part 2: Concept of Riba, Gharar and Qimar and Other Prohibited Activities

By the end of this part, you should be able to:

Define Riba in the light sof Quran and Hadith [Covered in Chapter 4)
Explain the various types of Riba [Covered in Chaptar 5)

Discuss the point of view of Islamic banking on interest [Coverad
in Chapter 4 and 5]

Differentiate between the concapts of Gharar and Qimar and

axplain why these are prohibited under Islamic Shariah [Coverad
in Chapter 30]

Describe the other activities that are termed as prohibited under
Islamic finance {Covered in Chapter 30)

R

Fart 2: [slamic Law of Contract

By the end of this part, you should be able to;

Define the |slamic Law of Contract {Covered in Chapter &)

Explain the basic elements of an Islamic contract [Covered in
Chapter &)

Explain the scenarios under which an Islamic contract is termed
void or valid {Covered in Chapter &)

Analyze the scenarios under which an |slamic contract is termed
void or valid {Covered in Chapter &)

Define Ugood Muawadha and explain its importance in Islamic
Law of Contract [Covered in Chaptert}

Define Ugood Ghair Muawadha and explain its importance in
Islamic Law of Contract (Covered in Chapter 6)



specic Learning Obicctives (5L05) %w g?’ =

Part 4: Islamic Law of Sale

By the end of this part, you should be able to:

Differentiate batween the concepts of Bai Batil, Bai Fasid and Bai
Makrooh [Covered in Chapter 8)

Analyze the prohibited transactions under Islamic law of sale and
purchase (Covered in Chapter §)

Explain the concepts of subject matter, price, delivery and
possession under [slamic law of sale and purchase
[Covered in Chapter 7)

Describe the concepts of Khiyar and discuss the conditions under
which Khiyar can be exercised [Covered in Chapter 9]

Describe the concept of lgala and discuss the conditions under
which it can be exercised (Coverad in Chapter 9)

Part 5: Comparison of Islamic and Conventional Banking

By the end of this part, you should be able to:

Diffarentiate hetween the concept of Islamic and conventicnal
banking (Coverad in Chapter 20)

Differentiate between the governing principles and husinass
model frame works of Islamic and conventional banking
[Covered in Chapter 20)

Discuss the product level differentiation amaong the various
products offered by Islamic and conventional banlks
[Covered in Chapter 20)

Differentiate between the conceptual difference that exist in the
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documentation reguirements of [slamic and cenventional banking
(Covered in Chapter 20)

Differentiate the nature of relationship between customer and
biank under Islamic banking (Covered in Chapter in 20)

Explain the concept of risk and reward under Islamic Shariah
(Covered in Chapter 20)

Part 6: Categories of Islamlc Mades

By the end of this part, you should be able to:

Identify the categories of Islamic mades of financing
(Covered in Chapter 20)

List the characteristics of Trade hased lslamic modes
{Covered in Chapter 20)

List the characteristics of Participation based lslamic modes
{Covered in Chapter 20)

List the characteristics of Rental based Islamic modes
{Covered in Chapter 20)

Analyze the factors on which Trade based, Rental based and
Participation based modes differ (Covered in Chapter 20)

Difference between a disclosed agent and a non-disclosed agent
{Covered in Chapter 6)

Explain the concept of "Wakalatul Istismar Contract {Portfalio
Management) under Islamic Shariah [Covered in Chapter §)

Differentiate among Waadah (unilateral prormise}, Muawadah
[bilateral promise) and Agd {contract) [Covered in Chapter &)
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Dascribe the handling of Trade finance under |slamic banking
{Covered in Chapter 24 and 25)

Describe Amanat ender Islamic Banking — guarantee, maortgage,
liguidated damages, letter of guarantee, collateral
(Coverad in Chapter 31)

Part 7: Islamic Products

By the end of this part, you should be able to:

Murabaha

Explain the concept of Murabaha and descrie its variants as a
financing mode used in Islamic financing [Coverad in Chapter 4)

Explain the characteristics and essentials of Shariah compliant
Murabaha (Covered in Chapter 13)

Explain the practical steps for Murabaha transactions
{Covered in Chapter 13}

Discuss the scope and application of Murabaha transactions
(Covered in Chapter 13)

DHgecuss the common issues and mistakes that occur while dealing
with Murabaha transactions {Covered in Chaptar 13)

Differentiate between Murabaha based financing and conventional
bank lending [Covered in Chapter 13)

Describe the possible risks Islamic banks may face while dealing
in Murabaha transactions (Covered in Chapter 132)

Analyze the scenarios where [slamic banks may face non
compliance risk in Murabaha transactions
{Covered in Chapter 13)
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ljarah

Analyze the scenarios where [slamic banks may face risks while
dealing in Murabaha transactions (Covered in Chapter 13}

Explain the concept and basic rules governing ljarah
{Covered in Chapter 17)

Discuss the rights and obligations of lessor and lessee
{Covered in Chapter 17)

Recall the important conditions of ljarahflease
[Covered in Chapter 17)

Explain the concept of ljarah Muntahia Bitamleek
[Covered in Chapter 17)

Distinguish [slamic liarah from conventional leasing
(Covered in Chapter 17}

Hlustrate lease as a mode of Islamic financing
(Covered in Chapter 17}

Discuss the salignt conditions of an ljarah agreemeant
[Covered in Chapter 17)

Musharakah

Explain the concept and characteristics of Musharakah
[Covered in Chapter 10)

Describe the types and basic rules of Musharakah
(Coverad in Chapter 10)

Lict the conditions for termination of Musharakah
(Covered in Chapter 10}

State constructive liguidation of Musharakah
{Covered in Chapter 10}
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Describe the types of security/collateral used under Musharskah
financing (Covered in Chapter 10}

Describe the handling of profitfloss distribution under Musharakah
financing (Covered in Chapter 10}

Discuss the problems and risks for banks while dealing with
Musharakah financing {Covered in Chapter 10)

Analyze the scenarios for possible problems and risks that may
exist for banks while dealing with Musharakah financing
[(Covered in Chapter 10]

Diminishing Musharakah

Explain the concept of Diminishing Musharakah
(Covered in Chapter 12]

Explain the basic features of Diminishing Musharakah based on
Shirkat ul Milk [Covered in Chapter 12}

Describe all steps invelved in a Diminishing Musharakah
Transaction (Chapter in Chapter 12}

Explain the concept of lease rentals in Diminishing Musharakah
(Covered in Chapter 12)

Explain Unilateral promise and transfer of ownership title under
Dimisnishing Musharakah transactions {Covered in Chapter 12)

Discuss the role of Diminishing Musharakah as a financing mode
under Islamic banking {Covered in Chapter 12)

Mudarabah

explain the concept and characteristics of Mudarabah
{Covered in Chapter 11)
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Salam

Describe the handeling of profit/loss distribution under
Mudarabah {Covered in Chpaterll}

Difference between Mudarabah and Musharakah
(Cowvered in Chapter 11]

Explain the conditions of Mudarabah termination
{Covered in Chapter 11)

Cescribe how Mudarabah for banking system
{Covered in Chapter 11}

Ciscuss the scape of Mudarabah for banking system
{Covered in Chapter 11)

fdentify the problems and risks for Islamic banks providing
Mudarabah based financing {Covered in Chapter 11]

Analyre the scenarios for possible problems and risks that may
exist for Islamic banks providing Mudarabah based financing
{Covered in Chapter 11)

Explain the concept, backaround and purpose of Salam
(Covered in Chapter 14)

List the rules for a valid Salam contract (Covered in Chaptar 14)

Differentiate between Salam and Murabaha contract/ agreement
[Covered in Chapter 14)

Describe the underlying conditions for taking of Salam goods
|Covered in Chapter 14)

Explain the concept of Parallel 5alam {Covered in Chapter 14)

Differentiate batwesn the application of Salam and Parallel Salam
(Cowvered in Chapter 14]
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* Describe the possible risks that can arise while dealing in Salam
centracts (Covered in Chapter 14)

* Discuss the scope and potential of Salam in global Isfamic banking
practice (Covered in Chapter 14)

Istisna

* Explain the concept and basic rules governing a valid Islamic
Istisna {Cowvered in Chapter 15)

= Explain the concept of payment in Istisna {Covered in Chapter 15)

» Differentiate between Salam and Istisna contract
[Covered in Chapter 15)

* Define Parallel Istisna {Covered in Chapter 15}

* Differentiate between the application of Istizsna and Parallel Istisna
(Covered in Chapter 15)

* Explain the application of Istisna in Islamic carporate finance
[Covered in Chapter 15)

* [escribe the possible risks that can arise while dealing in 1stisna
contracts (Coverad in Chapter 15}

* Analyie the scenarios for possible risks that can arizse while
dealing in Istisna contracts (Covered in Chapter 15)

Part 8: Liahllity products of [slamic banks

By the end of this part, you should be able to:

o  Explain the concept of deposit {liability) management in Islamic
Banks (Covered in Chapter 21)

= Differentiate the handling of deposits betwesn lslamic and
conventional banks (Covered in Chapter 21)



e PR e o
: id‘ l_%‘ﬂg' “ieezan Banid's Guide 1o zlamic Banking

Drescribe the profit calculation mechanism and weightages

assignment method as used in liabilities management in Islamic
banks [Covered in Chapter 21)

Part 9: Concept of Takaful {Islamic Insurance)

By the end of this part, you should be able to:

Recall the basic concept and characteristics of Takaful
(Covered in Chapter 30|

Differentiate between Insurance and Takaful [Covered in Chapter
30}

List the popular models of Takaful being used by Islamic banks
today (Covered in Chapter 30)

Part 10: Overview of Securitization and Sukulk

By the end of this part, you should be ahle ta:

Define the concept of securitization (Covered in Chapter 27)

Define securitization of Musharakah, Mudarabah & ljarah
{Coverad in Chapler 27)

Define liguidity management through securitization
{Covered in Chapter 26.and 27)

Explain the concept of Sukuk al Harah (Covered in Chapter 27)

llustrate the concept of corporate finance transactions under
the Islamic banking {Covered in Chapter 22 and 23)

Discuss the methodology of assets and fund management as per
Islamic banking [Covered in Chapter 28)
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Part 11: Introduction of AADIFI standards

By the end of this part, you should be abie to:

= Recall salient features of accounting standards of various modes

s [efine &80(F1

= Explian the adaptation of AAOQIFI {Accounting and Auditing
Crganization for Islamic Finance Institutions) Standards by ICAP
(linstitute of Chartered Accountants of Pakistan)

® List the Shariah standards adopted by Pakistan

= [Discussthe Islamic banking Tramework gi-'-.ren by the SEP

www.hirafoundation.com



CHAFTER 1

Introduction

The Islamic Economic system is a system which is in conformity with the rules
of Shariah, Shariah can be explained as a "Pathway to be followed" and can
further be explained as a sat of divine Injunctions and laws that regulates
every aspect aof human beings in their individual and collective lives.
All aspects of individual and collective life of a human beings can be divided
into five categories. Thus, Shariah provides a pathway to be followed in all
thesa flve categories,

The five categaries are:

1)
2]
3
4)
5)

Beliefs [Agaid] e

Acts of Warship {Ibadaat) i/ 2=)
Diealing with athers [Muamilaat] s
Manners [Ikhlagiat) ekl

Ecanamics {Maishat) te-2as)

The nature of Shariah rulings are as follows

1)

2

3)

4

Halaal - &l those acts that are permitted and declared lawful by
Shariah.

Haraarm - All thase actions that are prohibited and declared unlawful
by Shariah and their impressibility i derived from either the Holy
Ouran ar Hadiths Mutawatir ar jma. Sunnzhe Mutawaatirah as
the strongest narrations of the Holy Prophet &7 In terms of thair
narratars, i.e, the narrators are in such a large number that it is
impossible for all of them to have agreed an a false issue.

Faraiz - All those actions that are declared mandatory by either
Curan or Sunnah-e Mutawaatirah or ljma.

Wajibaat - All those actions thatare declared mandatory on Musiima
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by the narrations which are not as strong in terms of narrators
Az sunnah Mutawastirah,

5 Sunnah - All those actions that are recommended ta be perfarmed
by Muslims, based upan the associatian af those actions with Holy
Prophet 447
Bl Nawafil [All those actions that are made optional and reward able
an Muslims by Shariah).
Sources of Shariah

The rules and regulations laid down by Islamic Shariah are derived from
the tollowing sources:

1]
2]
3]
a]
5)

Quran

Ciuran
Hadiths
lima
Clivas
litihad

Quran is the word of Allah Ta'zla revealed over Prophet Muhammad
7. The Hely Quran is the primary source of knowledze and Shariah
rulings for Muslims. The injunctions mantioned n the Haly Quran are
mandatory to follow and anyone who denies express injunctions of
the Hely Quran is regarded as Non-tuslim, Most of the injunctions
menticned in the Holy Guran are prescriptive in nature such as Order
for affering Salah but information abeut method and other descriptive
information about offering Salah may be ohtained from other sources
of Shariah such as Sunnakh:

Sunnah

TN E L e I T fa e by e T
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"And pbey Allah and His Messenger, if youw ore believers.” [8:1)

sunnah is defined a3 werd spokenor act dane or rectified by the Haoly



ljma

Qiyas

ljtihad

Prophet <12 Tha Sunnah provides detaited information aboul the coda
of canduct for every spheres of life and is also considerad as Divine
Rawelation. The details abaut Sunhah are preserved in the farm al
Ahadiths. On the basis of elear injunctions of Holy Curan, Sunnah can
thus be regarded a5 the second source of Islamic Shariah after Quran
e.g. Rules for Riba al Fadal has been extracted from Sunnah.

lima means consensus of sehalars of Umrah on a particular
issue. It is one of the most authoritative sources of Islamic Shariah
since it encompasses the unanimous opinion of the schelars of
a particular era over the interpretation of Quran and Hadiths on
soime particular issue, The status of ljma as an authoritative
source of Sharlah has also been ascertained from the following

saying of Holy Prophet 12:;

"My Ummah shall never be combined cn an errfor”

Qivas means to apply a recognized rule of Shariah expressly
mentionaed in the Holy Quran and Sunnah, to a similar thing or
situation by way of analogy,

litihad litrary means “Utmaost Effort” and technically it means to
exart utmost effort to discover the ruling of Shariah regarding a
particular situation. The practice of ljtihad has been duly endorsed

hy the Prophet Muhammad ~F in fellowing narration;

“When the Holy Prophet & intended to send his
companion Mu'adh &%, to Yemen as a ruler and
as a judge, He asked him: How will you adjudicate -
a matter when it will come to you?”’
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He said, "l shall decide on the basis of Allah's Book
(the Haly Quran).”

The Holy Prophet 47 asked, "If vou do not find it
in Allah's Book (what will you doy?”

He said: "then, on the basis of the Sunnah of Allah's
Messenger",

"If you do not find it even in the Sunnahb of Allak's

Messenger (what will you do)?" The Holy Prophet £
asked,

He replied: " shall make ljtihad on the basis of my
understanding and will not spare any effort (1o
reach the truth).”

Cn this, the Haly Prophet /4 tapped the chest of
Hazrat Mu'adh % with happiness and said, "Praise
be to Allah, who has let the messenger of the
messengar of Allah to do what pleases allah's
messenger”. (Abu Dawood, Hadith Mo, 3592).

It is an important and often misunderstood guestion whether
the doors of ljtihad are still open or not. For all those issues
where there are clear injunctions of Holy Quran, Sunnah and
ljma, ljtihad cannot be done an those lssues, tihad can anly be
done on those new issues and situations where no explicit
injunctions of Shariah are available or there are some meticulous
changes that require further exploration of the issue by the
Scholars.

It is also important 10 pote that ljtihad is not meraly ong’s own
opinion based on rational judement but it is indeed the result of
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un-biased and utmost effort of Mujtahid on the basis of principles
laid down by Shariah and it must not contradict with any clear
defined rule of Islarmic Shariah. On the basis of complex nature
of litihad, not every scholar can perform ljtihad but only the most
learned, senior and the pious of the scholars are eligible for the
role of Mujtahid who have indepth knowledge and understanding
of Quran, Tafasi, Arabic, Background of the revelation of verses
of Quran, Ahadiths, Usool & Figh etc.

imtroductian of Islamic Economics

One of the forms of capitalism, that has been flourishing in non-
Islarmic societies of the world is the interest-based investment.
There are normally two participants in such transactions. One is
the Investor who provides capital as on loan against interest and
the ather is the Manager who runs the business, The Investor
has no concern whether the business runs into profit or loss, he
automatically gets an interest (Riba) in both outcormes at a fixed
or variahle rate on his capital. |starm prohibits this kind of business
and the Holy Prophet & enforced the ruling, not in the form of
some moral teaching, but as the law of the land in islam.

It is very important to know the definition and forbiddence of
Riba and the injunctions relating to its unlawfulness in all respects.
Onone hand, there are severs warnings of the Qur'an and Sunnah
against it and on the other, it has become an integral part of the
world economy today. The desired liberation fram Riba seems
to be infested with difficulties as the problem is very complex,
detail oriented and has to be taken up in all possible aspects.

First of all, we have to deliberate into the correct interpretation
of the Qsranic verses on Riba and what has been said in authentic
shadith and then determine what Riba is in the terminology of
the Quran and Sunnah, which transactions It covers, what is the
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underlying wisdom behind its prohibition and what sort of harm
it brings to the sociaty. We will start by looking at the economic
phitosophy of slam vis-a-vis interest.

The economic philosophy of Islam vis-a-vis Interest
The economic philosophy of Islam has no concept of Riba because
according to Islam, Riba is that curse in society, which causes
wealth to accumulate among handful of people and it results
inevitably in creating monopaolies, opening doors for selfishness,
greed, injustice and opprassian,

In an interest based economy, deceit and fraud prosperin the
warld of trade and business. Islam, on the other hand, primarily
encourages highest maral ethics such a= universal brotherhood,
collective welfare and prosperity, social fairness and justice. Due
to thic reason, Islam renders Riba as absolutehy haram and strictly
prohibits all types of interest based transactions. The prohilyition
of Riba in the light of economic philosophy of Islam can be
explained vis-a-vis distribution of wealth in a society,

Distribution of wealth

The distribution of wealth is one of the most impartant and most
controversial subjects concerning the economic life of man, which
has given birth to global revolutions in today's world and has
affected every sphere of hurnan activity from international politics
down to the private life of the individuals. For many a centuries
e, this guestion has not only been the center of fervent debates,
hut also of armed conflicts. The fact, however, remains that
whatever has been said on the subject without secking guidance
from Divine Revelation and relying merely on human reason has
had the sole and inevitable result of making the confusion worse
confounded,
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Islamic perspective of distribution of wealth
Here we convey the point of view of Islam regarding distribution
of wealth as extracted from the Holy Qur'an, the Sunnah and
the writings of the Shariah research scholars, But before explaining
the point, it Is imperative to clarify certain basic principles which
distinguish the islamic paint of view about economics from the
nan-lslamic point of wiew,

1. The importance of the economic goals

Mo doubt, lslam is opposed to monasticism, and views the
Bconomic activities of man guite lawtul, meritarious, and some
times even necessary and obligatory. It acknowledges the
economic progress of man, and considers a lawful and righteous
livelihood an obligation on every individual. Notwithstanding
all this, it is no less a truth that it does not consider "economic
activity” to be the basic purpose of man, nor does it view econamic
progress as the he-all and end-all of human life.

Many misunderstandings about Islamic ecanomics arise just fram
the confusion between the two facts i.e. considering economies
as the ullimate goal of life and further considering it as a necessity
in order Lo have a prosperous lite through lawful means. Even
human logic can comprehend to show that an activity being
lawful, or meritarious or necassary is different from it being the
ultimate goal of human life and the center of thought and action.
It Is, therefore, very essential to make this distinction as clear
@5 possible at the very outset. |In fact, the profound, basic and
far-reaching difference between iIslamic economics and
materialistic economics can be summarized as;

According to materialistic economics;

"Livelihood is the fundamental problem of man
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and economic developments are the ultimate end
of human life,"

While according to lslamic economics:

"Livelihood is necessary and indispensabla, but
cannot be the true purpose of human life."

5o, while we find in the Haly Quran, the disapproval of
monasticism and the arder to:

UL PO RSN T V-
"Seek the groce of Allan. "(62.10)

At the same time, we alse find in the Quran to restrain fram the
temptations of worldly life, And all these worldly things in their
totality have been designated as "Ad-Dunya” ("the mean”) - 3
term which, in its literal sense, does not have a pleasant
connotation.

Apparently, one might feel that the two commands are
contradictory, but the fact is that according to the Quranic view,
all the means of livelihood are no more than just stages of man's
journey, his final destination lies beyond them, The success in
this ultimate destination is achieved by good intentions and
through rightful rmeans of earning livelihood in this world,

The real problem of man and the fundamental purpose of his
life is the attainment of these-two goals. But one cannot attain
therm without traversing the path of this world. So, all those
things too which are necessary for his worldly life, become
essential for man. [t comes to mean that so lang as the means
of livelihood are being used only as a path leading towards the
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final destination, they are the benevolence of Allah, but as soon
as rman gets lost in the mazes of this pathway and allows himself
1o forget his real destination, the very same means of livelihood
turn into a “temptation” or into a "trial":

I:F-'tﬁ,a-l_lr..ﬁ,'ﬂ' l.-""""] 'l'.:.i-hl"_!_é.. l""‘"”;}"'“-_‘?

“And be oware that your pessessions ond vour children are but
a trigl.” [ 8:.28).

The Haly Guran has enunciated this basic truth very pracisely in
a brief verse;

(esagipmallasng  Ep bt siagn,

“And seek the (betterment of the) Ultimate Abode with what
Allah has given to youl."(28:77)

This principle has been stated in several other. verses too.
This attitude of the Holy Quran towards "the economic activity"
of man and its two aspects would be very helpful in solying
problems of man in lslamic economics.

2. The real nature of wealth and property
The other fundamental principle, which can help solve the problem
of the distribution of wealth, is the concept of ‘wealth’ in Islam.
According to the illustration of the Holy Quran, ‘wealth” in all its
possible forms is @ thing created by Aliah, and is, in principle His
“property”, Allah delegates the right of His property over a thing,
which accrues to man, to Him. The Haly Guran explicitly says:

|:F'|""-:'_i.-.-;'.*.‘!-'-‘:| ..i-.- |-'.n-|._.!u|__w n.a_.,.a :



E o -
T
E | Meesn Bank's Guide ta lslzmic Bank ng

“Give ta therr from the praperty of Alloh which He has hestowed
Upon you.” {24:33)

According to the Holy Quran, the reason for this philesophy is
that all a man can do is invest his labor inte the process of
production. But Allah alone, and no one elsa, can cause this
endeavor to be fruitful and actually productive. Man can do no
more than sow the seed in the sall, but to bring out a secdling
from the seed and make the seedling grow into a tree is the work
of someane other than man. The Holy Quran SAYE:

% T L YIS e B I P et S S E
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“Well, tell Me about that {seed) which you soMic63] Is i vau who
grow it, or ore We the One who graws 264" (56:63-64 1

And in another vorsa:

(gl g 0BG 2SR UL g L i

“Did they not see that We have created for them cattle, amang

things made (directly) by Qur hands, ond then they become their
awners?” (36:71)

All these verses throw ample light on the fundamental point that
"wealth", no matter what its form, is in principle "the property
of Allzh”, and it is He who has bestowed upon man the right to
exploit it. 5o Allah has the right to demand that man should
subordinate his exploitation of this wealth to the somma ndmants
of Allah.

Thus, man has the "right of property " over the things he oxploits,



i S
e 80l i Eoommie s S
Smpoos d 0L Islamic Economic Systermn S il

but this right is not absolute or arbitrary or boundless, it carries
along with it certain limitations and restrictions, which have been
imposed by the real Owner of the 'wealth', We must spend it
where Allah has commanded it to be spent, and refrain from
spending it where Allah has forbidden. This point has been
clarified maore explicitly in the following verse:

sl e e et o Tapddyp Gaw o eriw b Ay ayped s MLzt
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“And seek the [betterment of the] Uitimeate Abode with wnat
Allah hos giver fo vou, and do not neglect your share from this
warld, ord do good as Allah did good to vou, ond do not seek to

make mischief in the tond.” (28:77)

This verse fully explains the Islamic point of view on the guestion
of property. It places the following guidelines before us:

(1} Whatever wealth man possesses has been given by Allah.

(2} Man has to use it in such a way that his ultimate purpose
should be to seek the bounties and hlessings of Allah in this
world and hereafter.

(3} Since wealth has been given by Allah, its use by man must
necessarily be subject to the commandment of Allah,

Mow, the Divine Commandment has taken two forms;-

a] Allah may command man to convey a specified
production of "“Wealth” to another man, This
Commandment must be obeyed, hecause Allah has
done good to you, so He may command you to do
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good to others — “do good as Allah has done good
to you "

b) He may forbid vou to use this “wealth” in a specified
way. He has eyary right to do so because He cannat
allow you to use “wealth” in a way which is likely to
produce collective ills or spread disorder on the earth,

This is what distinguishes the |slamic point of view on the guestion
of property from the Capitalist and Socialist point of view. Since
the mental background of Capitalism is (thearetically or practically)
materialistic, it gives man the unconditianal and absolute right
of property over his wealth, and allows him to employ it, as he
likes, But the Hely Quran has adopted an attitude of
disapprobation towards this theory of property, in quoting the
words of the nation of Hazrat Shu'aib 724, They used to say;

- g - -
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“Does your Saloh {oraver) command you that we should forsoke
what aur fathers used to warship or that we should not deal with
our wenlth as we please?” (11:87)

These people used ta consider their property as really theirs or
"Our property”, and hence the claim of "doing what we like" was
the necessary conclusion of their position. But the Holy Quran
has, in the chapter "Light” substituted the expression "Our
possessions” for the term "the property of Allah", and has thus
struck a blow at the very root of the Capitalistic way of thinking.
And at the same time, by adding the qualification "what Allah
has bestowed upon you", it has cut the roots of Socialism as well,
which starts by denying man's right to private property. Similarly,
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“thus they acquired the right property over therm.”

- averse in the Chapter "Seen”, explicitly affirms the right to
private property as a gift from Allah.

Difference between Islam, Capitalism and Socialism
Now we are in a position to draw clear boundary lines that
separate Islam, Capitalism and Socialism from one another.
Capitalism affirms an absolute and unconditional right to private
property, whereas Soclalism totally denies the right to private
Property,

But the truth however, lies between these two extremes - i.e,
Islam admits the right to private property but doas not consider
it to be an abselute and unconditional right that is bound 1o
cause "disorder on the earth”.

www.hirafoundation.com



CHAPTER 2

_FACTORS OF PRODUCTION INISLAM
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To better understand the Factors of Production in Islam, we now
compare the factors of production in other economic systems
including Capitalism and Socialism.

The Capitalist View
In order to understand the Islamic point of view fully, it would
be better to have a look at the system of the distribution of
wealth that is obtained vnder the capitalist economy. This theory
can be briefly stated like this:

“Wealth should be distributed onfy among those
who hawve taken port in prodecing it, and wha are
described in the terminology of economics as the
factors of production

According to the Capitalistic economy, these factors are four;

1. Capital: which has been defined as “the procuced means of
production” - In other words, a commodity which has already
undergone one process of human production, and is again
being used as a means of another process of production,

2. Labor: tis defined as, any exertion on the part of man.

3. Land: which has been defined as “natural resources” [i.e,
those things which are being used as means of production
without having previously undergone any process of human
production).
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4. Entrepreneur, or Organization: The fourth factor that brings
together the other three factors, exploits them and bears the
risk of profit and loss in production.

Under the Capitalist economy, the wealth produced by the co-
operation of these four factors is distributed over these very faur
factors as: oneg share is given to Capital in the form of interest,
the second share to Labor in the shape of wages, the third share
to Land in the shape of rent {or revenuel, and the fourth share
{or the residue] is reserved for the Entrepreneur in the form of
arofit,

The Socialist View
On the other hand, under the Socialist economy, capital and land
instead of being private property, are considered to be natlonal
or collective property. 5o, the question of interest or rent (or
revenue] does not arise at all under the philosophy of this system.
Under the Socialist system, the entreprensur too 1s not an
individual but the state itself. 5o profit as well is out of the
question here - at least in theory. Now, there remains only one
factor namely labor. And labar alone is considerad to have a right
to wealth under the Socialist system, which it gets in the shape
of "Wapges",

Let it be made clear that we are here concerned only with the
basic philosophy or theory of socialism, and not with its present
practice, for the actual practice in socialist countries is quite
different from this theory.

The Islamic View
The Islamic systerm of the distribution of wealth is different from
both the Capitalist and Socialist economic system. From the |slamic
pu:_:int of view, there are two kinds of people who have right to wealth:
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1] Primary Right to Wealth

The Primary right denotes the right to wealth which is directly
in consequence of participation in the process of production.
In other words, primary right is for those factors of production
that have contributed in the process of producing some kind
of wealth.

2] Secandary Right to Wealth

The Secendary right helders are those who have not directly
contributed in the process of production, but it has been
made obligation upon the producers to make them co-sharers
i their wealth. e.z. Beneficiaries of Sadagat-ul-Wajibaat.

Islamic Theory

The primary right to wealth is enjoved by the factors of production,
but the factors of production as per Islamic theory are not
specified or technically defined, nor is their share in wealth
gdetermined in exactly the same way as is done under the Capitalist
systern of economy. In fact, the two ways are quite distinct: From
the |slamic point of view, the actual factors of production.are
three instead of fouri.e.

1.

Capital: It is defined as the means of production that cannot
be used in the process of production until and unless during
this process, it is either wholly consumed or completely altered
in form and which, therefore, cannot be let or leased (for
example, liguid money or food stuff etc), The share of capital
i5 In the form of profit and not interest.

Land: That is, those means of production, that are used in
the process of praduction in a way that their original and
external form remains unaltered, and which can hence be
‘et or leased (for example, land houses, machines etc). Its
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share is in the form of rent,

3. Llabor: Thatis, human exertion, whether of tho bodily organs
or mind or heart: This exertion thus includes arganization and
planning too, The share of labor comes in the form of wages.
As inthe case of Mudarabah [Islamic mode of partnership),
the compensation of labor is in the form of profit.

Whatever "wealth" is produced by the combined action of these
three factors would be primarily distributed over these thres
factors,

Socialism and Islam

As we said, the Islamic systern of the distribution of wealth is
different from both Socialism and Capitalism both. The distinction
between the |slamic econemy and the Socialist econo my is quite
tlear. Since Socialism does not admit the idea of private property,
wealth under the Socialist system is distributed anly in the form
of wages. On the contrary, according to the Islamic principles of
the distribution of wealth, which we have outlined above, all the
things that exist in the universe are in principle the property of
Allah Himself. Then, the larger part of these things have been
given equally to all men as a common truse. It includes fi re, water,
earth, air, light, wild grass, hunting, fishing, mines, un-owned
and un-cultivated lands etc., which are not the property of any
individual, but a commen trust. Every human being is the
beneficiary of this trust, and is equally entitled to its use;

On the other hand, therse are certain things where the right to
private property must be recognized in arder to establish the
practicable and natural system of economy. If the Socialist SYSLem
is adopted and all capital and land are totally surrendered to the
state, the ultimate result would only be that, we would ba
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liguidating a large number of smaller Capitalists and putting the
huge resources of national wealth at the disposal of & single big
Capitalist - the state, which can deal with this reservoir of wealth
quite arbitrarily, thus would lead to the worst form of the
concentration of wealth. Moreover, it produces another great
evil, Since Socialism deprives human labar of its natural right
to individual choice and control, compulsion and force becomes
indispensable in order to make use of this labor, which has 3
detrimental effect on its efficiency as well as on Its mental health.
All this goes to show that the Socialist system injures two out
of the three objects of the |slamic theory of the distribution of
wealth i.e, the establishment of a natural system of economy,
and securing for everyone what rightfully belongs to him.

These being the manifald evils inherent in the unnatural system
of the Socialist economy, Islam has not chosen to put an end to
private property altogether, but has rather recognized the right
to private property in those things of the physical universe which
are not held as a comman trust. Istam has, thus, given a separate
status to Capital and to Land, and has at the same time made
use of the natural law of "supply and demand" toa in a healthy
form, Hence |zlam does not distribute wealth merely in the form
of wages, as does Sacialism, but in the form of profit and rent
as well, But, along with it, Islarm has also put an interdiction on
the category of "Interest”, and prescribed a long list of the people
who have a secondary right to wealth, It has thus eradicated the
zreat evil of the congentration of wealth, which is an essential
characteristic inhersnt in Capitalism, an evil, which Socialism
claims to remedy, This is the fundamental distinction of the
Islamic view of the distribution of wealth, which sets it apart
from Socialism.

Capitalism And lslam
It is egually essential to understand fully the difference that exists
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between the Islamic view of the distribution of wealth and the
Capitalist point of view. This distinction being rather subtle and
complicated, we will have to discuss it in greater detail,

By

comparing and contrasting the brief autlines of the Islamic

ahd the Capitalist systems of the disttibution of wealth, we arrive
at the following differences between the two systems;

;

The entreprenaur, as a regular factor, has been excluded from
the list of the factors of production, and only three factors
have been recognized, instead of four. But this does notimply
that the very existence of the entrepreneur has been denied.
What It does mean is just that the entrepreneur is not an
independent factor, but is included in any one of the thres
factors,

It is not "interest” but "profit" that has been considered as
the "reward" for Capital,

The factors of production have been defined in a different
manner in Capitalism and Islam. Capitalism defines "Capital"
as "the produced means of production.” Hence, Capital is
supposed to include machinery etc. as well, besides money
and foodstuff. But the definition of "Capital” that we have
presented while discussing the Islamic view of the distribution
of wealth, includes only those things which cannot be utilized
without being wholly consumed, or, in other words, which
cannot be let or leased - for example, money. Machinery is
to be excluded from "Capital", according to this definition.

All those things which do not have to be wholly consumed in
order to be used have been brought under "Land”. Hence,
machinery too falls under this category.
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5. The definition of "Labor” too has been generalized so as to
include mental labor and planning.

Let us now go into the details of this discussion. Under the
Capitalist system, the most important characteristic of the
entreprensur (which entitles him to "protfit”) is supposed to be
that he bears the risk of profit and loss In his business. From the
Capitalist point of view, "profit” is a kind of reward for his courzge
to enter into 8 commercial venture where he alone will has to
bear the burden of 2 possible loss, while the other three factors
of production will remain immune from loss, for Capital would
get the stipulated interest, Land the stipulated rent and Labar
the stipulated wages.

On the other hand, the |slamic point of view Insists that the
ability to take the risk of a loss should, in reality is inherent within
the Capital itself, and that no other factor should be made to
bear the hurden of this risk. Consequently, the Capitalist, in so
far as he takes the risk, is an entrepreneur too, and the man who
i5 an entrepreneur is a Capitalist as well. Now, there are throe
ways in which Capital [in general) can be invested in a business
venfure:

Ways of Capital Investment

1. Private business: The man whao invests Capital may himselt
run the business withouwt the help of any partners or
shareholders, |n this case, the return which he gets may be
called "profit” from the legal or popular point of view; but,
in economic terms, this "reward” would be made up of
[T} "profit”, in as much as Capital has been invested, and
[ii] "wages", as earnings of managemaent.

2. Partnership: The second form of investment is that several
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persons may jointly invest capital, jointly manage the business
and jointly bear the risk of profit and less. In the terminology
of the Figh, such a venture is called "Shirkat-ul-Agd" or
Partnership in contract.

According to the terminology of |slamic economics, in this
case too all the partners will be entitled to "profit” in so far
as they have invested capital and also entitled to "wages" in
sa far as they have taken part in the management af the
business. Islam has sanctioned this form of business
organization too. This form was quite commeon before the
time of the Holy Prophet <& until he permitted people to
retain it, and since then there has been a consensus of opinian
on its permissibility.

3. Co-operation of Capital and Organization {(Mudarabah)
The third form of investment is that ane person may invest
Capital while another may manage the business, and each
may have a share in the profit. in the terminelogy of Figh, it
is called "Mudarabah". According to the terminology of Islamic
economics, In this case, the person who invests his capital
["Rabb-ul-Mal") will get his share in the form of "profit”, while
the person who has actually managed the business will get
it in the form of "wages". But if the person who has been
managing the business ("Mudarib")] eventually suffers a loss
in the husiness, his labor will go wasted just as the capital of
the investor would go wasted,

This form of business oreanization tog |s permissible in Islam,
The Holy Prophet & made such an agreement with Hazrat
Khadijah 2 before their marriage. Since then, there has
been a complete consensus of opinion on this ameong the
jurists of Islam.
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Money Lending Business

The faurth form of investing Capital, which has ever since been
practiced in non-lslamic societies is the money-lending business,
&s per this business, ane person lends aut capital in the form
of a debt, and a second person puts in his labor; if there is a loss,
it has 1o be borne by labor, but regardless of profit or loss, interest
does accrue to Capital inany case. Islam has interdicted this form
of investment.
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"0 pou who belfeve, fear AH:m and give up what still remains of
riba, if vou are belfevers." {2:278)

The Holy Quran also says:
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"But if you do pot {give It up), ther listen to the declaration of
wor from Alfah and His Messenger. However, If you regent, yours
is your principal, Nelther wrong, nar be wranged, " (2:279)

In these twa verses, the phrases "what is still due to you from
~ the interast” and "you shall have the principal” makes it quite
‘explicit that Allah does not condone the least quantity of interest,
that "giving up the interest"” implies that the creditor should get
‘Back anly the principal. Thus, ane can clearly see that Islam
considers every rate of interest to be totally inadmissible.

. A the pre-Islamic period, certain Arab tribes used to carry on
Aheir trade with the help of money borrowed on the basis of
from other tribes. Iskarm puts an end to such transactions
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altogether, |bn Juraij <=5 says;

"In the pre-lslamic period, the tribe of Banu Amr
bin Auf used to take interest from the tribe of Banu-
al-Mughira, and the Banu-al-Mughira used to pay
this interest. When Islam came, the later owed a
considerable amount of money to the former". And
further on; "The Banu-al-Mughira used to pay
interest to the Banu Thagif."

Let it be understood that the position of every Arab tribe was
like that of a joint company, carrying on trade with the joint
Capital of its individual members, 50, when a tribe would borrow
collectively fraom another tribe, it would usually be for the purposes
of trade. The Holy Quran has prohibited even this practice.

Thus, under the fslamic system of economy, if a man wants to
lend his money to a businessman to invest in business, he will
first have to decide clearly whether he wishes to lend this money
in order to have a share in the profit, or simply to help the
businessman with his maoney. If he means to garn the right to a
share inthe profit by lending his maney, he will have to adopt
the mede of "partnership!” (Musharakah) or that of "Co-operation”
(Mudarabah) then, where he too will have to bear the
responsibility of profit or loss as well, If there is eventually a
profit in the enterprise, he shall have a share in the profit; but
if there is a loss, he shall have to share the loss too proportionate
to his investment.

Cin the other hand, if he is lending his money to another person
by way of help, then he must necessarily regard this help as no
more than help, and must forgo all demand for a "profit”. He will
be entitled to get back only as much money as he has lent out.
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Islam considers it not only unjust but also meanhingless that he
should fix a rate of "interest” and thus place all the burden of 3
possible loss on the debtor,

This discussion makes it clear that Islam places the responsibility
of "taking the risk of loss"” on Capital. The man who invests capital
in a risk-bearing business enterprise shall have to take this risk.



CHAPTER 3

THE OBJECTIVES OF THE DISTRIBUTION
OF WEALTH IN ISLAM
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If we consider the injunctions of the Holy Curan, it would appear
that the system for the distribution of wealth laid down by Islam
envisages three objecls:

a) The establishment of a practicable system of economy

The first object of the distribution of wealth is that it would be
the means of establishing in the world a system of economy
which is natural and practicable, and which, without using any
compulsion or force, allows every individual to function in 3
normal way according to his ability, his aptitude, his own choice
and liking, so that his activities may be more fruitful, healthy and
ugeful, And this cannot be securad without a healthy relationship
between the employer and the employee, and without the proper
utilization of the natural force of supply and demand, That is why
Islam does admit these factors. A comprehensive indication of
this principle is to be found in the following verse:
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"We have allocoted among them their livelihood in the worldly
life, ond have roised some of them over others [n ranks, so that
some of them may put some others 1o work. " (43:32)

The condition of "proper utilization” has been assumead because
it is possible to-make an improper use of forces, and it has been
the case under Capitalism, Islam has struck at the very root of
such an improper use and has thus eradicated the unbridled
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exploitation of private property.

Free and Fair Market System in Islam

lslam gives a basic freedom to enter into any type of busincss or
transaction provided that the business or transaction is permissible
(Halal) and does not violate any of the ordain of [slam. Just as Islam
does not restrict any one fram entering into any Halal economic
transaction, similarly Islam al=o does not lay any imposition on
price determination in an economy and recognizes the market
forces of supply and demand in determining the prices and does
not restrict any particular level of profit margin to be charged but
infect encourages moral ethics to be followed in determining the
price.

In general, Islam does not encourage the interference of state or
any of the stakeholder in determining the prices in an economy.
if some of the players of the market are manipulating some of
the market forces; then the state is required to interfere and
regularize the market.

During the caliphate of Hazrat Umer Faroog 242, one trader was
selling goods at 2 price much lower than the market. The Caliph
ordered the trader either to raise the price up to the market level
or leave the market. The reason for this order was to regularize
the market and safeguard the interest of other traders who are
following the free market prices. In the same manner, state can
also interfere in cases where some of the stakeholders ara involhead
in Hoarding and artificially manipulating the market.

by} Enabling every one to get what is rightfully due to them
The second object of the Islamic systerm of the distribution of
wealth is to enable everyone to get what is rightfully theirs. In
Islam, the concept and criteria of this right s somewhat different
from what it is in other systems of economy. Under materialistic
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economic systems, there is only ane way of acquiring the right
to "wealth", and that is a direct participation in the process of
production.

In other words, only those factors that have taken a direct part
in producing wealth are entitled to a share in "wealth”, and no
one else. On the contrary, the basic principle of Islam in this
respect is that "wealth" is the property of Allah Himself and He
alone can lay down the rules as to how it is to be used. 5o
according to the Islamic point of view, not only those who have
directly participated in the production of wealth but those to
whaom Allah has made it abligatory upon others to help, are the
legitimate sharers in wealth,

Hence, the poor, the helpless, the needy, the paupers and the
destitute - they too have a right to wealth, for Allah has made it
obligatary on all those producers of wealth among whom wealth
is in the first place distributed that they should pass on to therm
sofme parl of their wealth, And the Holy Quran makes it guite
explicit that in daing so they would not be obliging the poor and
the needy in any way, but only discharging their obligation, for
the poor and the needy are entitled to 3 share in wealth as a
matter of right. 5ays the Holy Guran:

ers gollben] mes iy A

“And those in whose riches there is a specified right[24] far the
one who gsks and the one who is deprived, [25]" { 70:24-25]

I certain verses, this right has been defined as the right of Allah,
which has also heen mentioned in the following verse:
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"And pay its due on the day of harvest." [6:141)

The words "right” and “due" in these verses makes it clear that
participation in the process of production is not the only source
of the right to "wealth", and that the needy and the poor have
as good a right to "wealth" as its primary owners, Thus Islam
proposes to distribute wealth insuch a manner that all those
who have taken partin the production of wealth should recelve
the reward far their contribution and then all those too should
receive their share whom Allah has given a right to "wealth”.

t) Eradicating the concentration of wealth

The third object of the distribution of wealth, which Islam
cansiders to be very important, is that wealth, instead of becoming
concentrated in a few hands, should be allowed to circulate in
the society as widely as possible, so that the distinction between
the rich and the poor should be narrowed down as far as is
natural and practicable. The attitude of Islam in this respect is
that it has not permitted any individual or group to have a
monopoly over the primary sources of wealth, but has given
every member of the society an equal right to derive benefit
from them,

Mines, forests, un-owned barren lands, hunting and fishing, wild
grass, rivers, seas, spoils of war etc,, all these are primary sources
of wealth, With respect to them, every individual is entitled to
make use of them according to his abilities and his labor without
anyone being allowed to have any kind of monopoly over them.
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"Sa that this wealth showld not become confined only to the rich
amongst you.” (59: 7]

Beyond this, wherever human intervention is needed far the
production of wealth and a man produces some kind of wealth
by deploving his resources and labor, Islam gives due consideration
to the resources and |abar thus deployed, and recognizes man's
right of property in the wealth produced. Every one shall get his
share according to the labor and resources invested by him.
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"We hove allocoted omaong them their livelihood in the worldly
life, and have reised some of them over others in ronks, so thot
some.of therm may put same others to work. " [£3:32)

But, in spite of this difference among social degrees or ranks,
certain injunctions have been |laid down in arder to keep this
distinction within such limits as are necessary for the establishment
of a practicable system of economy, so that wealth should not
become concentrated ina few hands.

OFf these three objects of the distribution of wealth, the first
distinguishes Islamic economy from Socialism, the third from
Capitalism, and the second from both at the same time.
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FRELEL

Riba.
Riba was not prohibited abruptly, rather its prohibition was
established in a gradual manner, Four verses that were revealed
in order to prohibit riba graduslly are stated in the following lines
as per the sequence of their revelation.

4. First Revelation [Surah al-Rum, verse 33)
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“Whatever Riba {increased ameaunt]) you give, so thot (t may
increose in the wealth of the people, it does not increase with
Allzh: ond whatever zakah you give, seeking Alloh's pleasure with
it, it is multiplied by Alloh, and) it is such people who multinly
{their weglth in real terms). " [30:39)

- This Surah was revealed in Makkah.

- Although this verse does not prohibit riba directly, as explained
oy some commentators of the Holy Quran, but it simply says
that riba does not increase with Allah and it does not carry
any reward in the life hereafter, Dn the other hand, giving
out charity Is a greater gesture that Allah appreciates,

In this verse, the word Riba does not mean interest or usury,
But the waord riba here means a gift offered by someone to
a4 person with the intention that the latter will give a greater
gift or greater benefit to the former.
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- If theword riba is taken to mean usury than there is no specific
prehibition against it in this verse, However, there is subtfe
indication to the fact that Allah does not favor this practice.

4. Second Revelation {Surah al-Misa’, verse 161)

ET g adyipasn il o g e e pa e
.-ﬁ%__;—:}-k_l[m-ﬂ 3ol e GE 2 gt g V| ©
(Mgl Mg At

“and for their charging Ribg fusury or interest] while they were
forbidden from it. and for their devouting of the properties of the
people by folse means. We hove prepared, for the disbeliovers
amang them, o poinfil punishment,* (4:161)

- The ayah was revealed before the 4th vear of Hijra. It was
revealed in answer to the argumentation of the lews who
came to the Holy Prophet @ and asked him to bring down 2
book from heavens like the one given to thom by Prophet
Musa S,

Riba in this verse, undoubtedly, refers to usury or interest,

- Itlists the eyil decds of the Jews and mentions that they used
to take Riba, which was prahibited for them, however from
this verse, we cannot ascertain that it was also prahibitive
for Muslims.

- Butwe can infer though that it would be a sinful act for the
Muslims as well otherwise, they had no reason 1o blame the
Jews for this practice. 5o, the prohibition of riba for Muslims
i% still not explicithy mentionad in the verse,
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3. Third Revelation (Surah Al 'lmran, verses 130-132)
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"0 vou believe, do nof eat ug the amounts aequired through Riba
finterest), doubled ond multiplied. Fear Allah, so that you may
be successful, [130] and fear the fire thot has been prepared for
the disbelicvers. [131] Obey Allah and the Messenger, 5o Lhat
you moy be blessed. " [132]

- This verse was revealed sometime in the 2nd year after Hijra.
As it was revealed somewhere around the time of the battle
of Uhud which took place in the 2nd year after Hijra.

- This werse clearly prohibits the practice of Riba for the Muslims.

The reason behind this verse's revelation was that the invaders
of Makkah had financed their army by taking usurious loans
to arrange arms against Muslims and it was feared that the
Muslirns might Tollow the same practice, soin order Lo pravent
the Muslims from this approach, this verse was revesled,

4. Fourth Revelation (Surah al-Bagarah, verses 275-281])
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"Those who take ribo (usury ar interest) will not stand bot gs
stands the one wham the demon has driven crazy by his touch,
Thot is because they have soid:"$ale is but like Fiba”, while Allah
has permitted sale, and profibited riba, 50, whoever receives an

odvice from his Lord ord desists (fram indulging in riba), then
whot Ags passed is oliowed Jor him, and his matter is up to Allah.
As for the ones who revert back, those ore the people of Fire.
There they will remain forever [275]

Allah destroys ribe ond nourishes charities, and Alfah does not
like any sinful disbeliever. [275]

surely thase who belisve und do good deeds, and establish
Sotatiprayer] and pay Zakah will hove their reward with thair
Lard, and there is no fear for them, nar shall they grieve. [277]

& vou, who belicve, fear Alloh and give up what still remains of
ribo, if vou ore believers. [278)

But if you do not {give it upl then listen to the declaration of war
from Alleh ond His Messenget, However, if vou repent. yours is
yvour prrfficipol. Nelthor wrong, nor be wronged. [279]

If there Is ane in misery, then (the cregitor should aliow) deferment
till (his) ease, and that you forge it as olms is much better for
you, if you really know. (280]

Be fearful of o day when you shall be returned ta Allah, then
every person sholl be poid, in full, what he hos eqrned, and they
shall not be wronged,” [281]

Mow these verses elaborate the severity of the prohibition
of Riba,
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- After the victory of Makkah, the Holy Prophet #% declared as
void all the amounts of Riba that were due at that time.

- Tribe of Thagif who were the inhabitants of Taaif came to Holy

Prophet &% and embraced Islam and also entered into a treaty
with him in which they signified that all the riba payable by the
tribe of Thagif will be void but the amount of Riba that is to
be received by the people of Thagif will not be void.

- The Hely Proph et & instead of signing the treaty simply wrote
a sentence that Banu- Thagif will have the same rights as the
Muslims have

- Banu lbn-al-Mughirah declined to pay interest on the ground
that Riba was prohihited In Islam. The matter was placed
before the Holy Prophet #F an which, this holy verse was
teyealed and Banu-Thagif surrendered and said we have no
power to wage war against allah.

Prohibition of Riba in Hadith
A General
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Narrated by Sobir 5557 The Prophet = cursed the receiver ond
the paver af interest, the one who records it ond the bwo witnesses
to the transoction ond said: "They are oll alike fin guilt].”
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tabir ibn ‘Abdaliah”#5%, giving o report on the Praphet's &F
Farewell Pilgrimage, sold: The Prophet &5, pddressed the peaple
ond said “All of the riba of Jahillyyah is anoulied. The first ribo
thot | annul is our riba, that accruing to "Abbos ibn "Abd al-
Muttalib [the Praphet's iF uncle|: it is being concelled completely. ©
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Norrated by ‘Abdalloh ibn Hanzalph™E:,": The Prophet *’l*'.-l, soid!
"A dirhor of ribo which & man receives knowingly is worse than
committing adultery thicty-six times" (narrated in Musnad-e-
Ahrred and Ad-Darugutnil. Boyhogi has also reporfed the ohbove
fhadith in Shu'ob al-iman with the addition that "Hell befits him
whose flesh has been nourished by the unlowful "
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Nerrated by Abuw Hurgyrah 2%, The Prophet A7 sald: "On the
right of Ascension, | came upon people whose stomachs were
fike houses with snakes visible from the outside. | asked Gobriel
who they were. He replied that they were people who had recedved
interast. "
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Narrated by Abu Hurayroh i35, The Prophet &F soid: "Riba hos
seventy segments, the leost serfous being equivalent to o man
committing adulteny with his own mother,”
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Narrated by Abu Hurayrah 3% The Prophet %2 said: “There will
certainly came a time for monkind when evervone will take riba
and If ke does not do so, its dust will reach him. "
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Norrated by Abw Hurgyrah 35 The Prophet 5 said: "Allah wouwld
be fustified in not allo wing four persons to enter poradise or to
taste its blessings: he who drinks habitually, he who takes ribg,
he who usurps an orphon's property without right, and he who
I5 undutiful to his parents.”
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Norrated by Usamakh tbn Zayd 5% The Prophet & said; "There
is na ribo except in Nasivah [Deferment].”

I another narration;
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“There is no ribo in hond-to-hand [spol] tronsoctions,”
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Morroted by Abdufiah lhn Mas'ud 25 The Praphet <5 said; "Even
when interest is much, it s bound to end up into poltriness.”
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Morroted by Angs ibn Molik &5 The Praphet &7 soid: "When one
of you grants o loan and the barrower affers bim o dish, ke should
not occept ity and Iif the borrower offers a ride on an animal, he
should not ride, unless the two of them have been previausly
accustorned to exchanging such fovours mutuallp.”
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Norrated by Anas ibn Malik 35 The Prophet F sgid: "I o mon
extends @ loon fa someone he should not gocept o gift."
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Fram Abw Burdoh ibn Abi Muso 355 came to Madinah and met
Abdallof ibn Solom who said, “You live in o country where ribg
Is rampant; hence if anyone owes vou something ond presents
vou with aload of hay, or o load of barley, or a rope of straw, do
not pecept it for it isrbo."
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Fedoloh &% (bn 'Ubayd said that "The benefit derived from any
foan is one of the different ospects of riba.”
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This hadith is mawguf implying that it is not necassarily from the Holy
Praphet #%; |t could be an explanation provided by Fadalah &5
himself, a companion of the Prophet /%

C. Riba al-Fadl

1.
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The Prophet &5 said, “Seil gold in exchange of equivalent gold,
sell silver in exchange of equivalent silver, sell dates in exchonge
of equivitent dates, sell wheat in exchange of equivalent wheaot,
sell salt In exchange of equivolent salt, sell borley in exchange of
equivalent barley, but if @ person transocts in excess, it will be
wsuwry (ribaj. However, sell gold for silver anyway yvou please on
the candition it is hand-to-hond [spot) and sell barley for deate
pryway you pleose an the condition it is hand-to-hand {spat).”
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From 'Ubadg ibn ol-Samit 5 The Prophet ¥ sald: "Gold for
gola, sitver for silver, wheot for wheat, barley for barley, dates
Tar dates, and salt for salt - like for like, eqgual for equal, and haond-
te-hand; if the commaodities differ, then you may sell s you wish,
provided thot the exchonge is hond-to-hand.”
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Norrated by Abu Sa'id al-Khudri 242 The Prophet & said; "Gold
for goid, silver for silver, wheat for wheat, barley for barley, dotes
Jor dates, ond salt for salt - like for like, and hand-ta-hand.
Whoever pays more or takes more has indwlged in riba. The taker
and the giver are alike [in guilt]."
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Narrated by Abu Sa'id B and Aby Huroyroh 353 A man employed
by the Prophet &5 in Khavber brought for him 'iraneeb [dates of
very fine {;'umfrf'_-'_.f. The Prophet g asked him, "Are olf the dotes of
Khoyber like that?" The man replied, "N, [ swear Alfah, O Propnet
of Alioh, We exchange one s’ [a vnit of measurement| of this kind
of dates for two or three [of the ather kind of dates]", The Prophet
s replied, "Do not do sa. Sell all the dates {no motter they are af
fine guality ar not) far darghin and then wse the dorehim o buy
Joneeh,” The Prophet iz then soid that “the ruling of the things that
are exchonged by welght (s some os that,”

B .n_l_,,_.,a..\_,;._-q_"l_h_'-'\-ﬂ‘_r..-rﬁ-ll J.I‘_.!L]jl":!._.le__-\.‘-\.:\f Mﬂ_._‘l,p!; :|,1|_|I|_._.-|-'\—"Jc\-:'\-ll‘_,|l'_ll'_||__ H L-.-I_:IJ |__|I.! E:',:-' .,.l.'.'l\.-\.-\.;.al ;_'_.LII

'3'1:“':L,'ﬂl-'jli.?";;'!-‘ 'q_blwitii-JL‘::i.d,lw:-L-dJ.ww_r s —'rl—-l_,—l-‘_ll:. .__I.":'I._:ul-._y o
" q‘l-'-\;.'a. e IS.I""'H' -"-"Iltﬂ' _:-'\.-.«_A.__l'l-\_ﬂ,:._ll
[ M it o P T B ' T PECTT (IR TR ﬂ-"'.«_-;":-'-'-‘-—-m el e

Narrated by Abu Sa'id 35 7 Bilal 53 brought to the Prophet &F
sorme "Barni™ lgead quality] dates whereupon the Praphet &7
osked him where these were from. Bilgl 5 replied, "l hod some
inferior dotes which I exchonged for these - two sa's for a sa'”
The Praphet (g said, "0k ha, this is exoctly riba, Do not do 50,
but when you wish to buy, sell the inferior dates against something
Teash | and then buy the better dates with the price pou receive.”
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Narrated by Fadolah ibn ‘Ubayd al-Ansori’ 245 : On the day of
Khayber | bought o necklace of gold and peorls for twelve dinars.
Or separafing the two, | found that the gold itself waos equal ta
mmore then twelve dinars. 5o | mentioned this to the Propher il
whao Feplied, "It [jewesllery] must not be sold until the contents
tiave been volued separately.”
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Narrated by Abu Umamah 363 The Praphet &% soid: "Whoever
mokes o recommendation for his brother and aocepts o gift offered
by hire hgs entered in one of the lagest gotes of riba,”
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Norrated by Anos thn Molik S The Prophet B2 said: "Deceiving
g mustarsal [an unkrowing entrant inte the market! is ribo."
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Norrated by ‘Abdaliah ibn Abi Awfo e The Prophet & said: "4
najish [one who serves as on agent to bid up the price in an
guction] Is @ taker of riba, o tregcherous.”



CHAPTER 5

Lol RIBAANDWTSTYPES: 1l o
Definition of Rika (Interest)
The word "Riba" means excess, increase or addition. According
to Shariah terminology, it implies any excess compensation
without due consideration {consideration does not include time
value of money).

This definition of Riba 15 derived from the Quran and is
unanimously accepted by all Islamic scholars,

Classification of Riba
Therg are two types of Riba, identified to date by the scholars
namely 'Riba An Nasiyah' and 'Riba Al Fadl',

Riba An Nasiyah

"Riba An Nasiyah' is defined as excess, which results from
predetermined interest {(sood) which a lender receives over and
above the principal {Ras ul Maal} in any loan transaction
This is the real and primary form of Riba. Since the verses of the
Holy Quran has directly rendered this type of Riba as haram, it
is also called “Riba Al GQuran.” Similarly, since only this type was
considered as Riba in the dark ages, 50 it has earned the name
of “Riba Al Jahiliyyah™ as well,

The meaning of Riba has been clarified in the following verses of

Quran:
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'O you who believe, fear Alloh and give up what still remains af
riba, if you are believers. (278]8ut if vou do not (give it up), then
listen ta the decloration of war from Allah and His Messenger [279]
Howewver, if you repent, yours is your principal, Neither wrong,
nar be wranged. [279] If there is one in misery, then (the creditar
should altow) deferment till fhis) ease, and that you forga it as

alms is much better for you, if you really know, {280] Be fearfil

of o doy when you shall be returned to Allah, then EVETY DErSON
shall be poid, in full, whot he has earned, and they shall not be

wronged.” [281] ( 2:278.221)

These verses clearly indicate that the term Riba means any excess
compensation over and above the principal amount in any loan
transaction, however, the Quran has not altogather farbidden
all types-of excess; as it is present In trade as well, whera it is
permissible. The excess that is rendered haram in Quran is a
special type termed as Riba. in the dark ages, the Arabs used
to accapt Riba as a type of sale, which mistakenly is also being
understood in the present era as well. slam has categarically
made a clear distinction between the excess in capital resulting
from sale and excess resulting from interest, The first type of
axcess is permissible but the second type is forbidden and
rendered Haram.

T T

= - 1 = = sl Ty R B AR W RS T = i
L R R P R R P e

"That is because they have soid:"Sale is but like ribg ", while Allah
has permitted sole, ond probibited riba,” (2:275)

Imam Abu Bakr Jassas Razi @ has outlined a comprehensive
legal definition of Riba An Nasivah in the following words:
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“Thot kind of loon where specified repayment period ond an
amount in excess of copital s predetermined.”

One of the ahadith quoted by Aliibn Abi Talib 242 says:
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Ali Ibn Abi Talib &% norrgted that the Holy Prophet #2 said,
“Every loan thot drows interest s Riba. "

The famous Sahabi Fazala Bin COhaid 5% has also defined Riba in
similar words;
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"Every loon that draows profit is one of the forms of Riba.”

The farmous Arab scholar Abu Ishag az Zajja) &% also defines
Riba in the following words;

Mo A Tl i 2 S KT

"Every loon that draws moce thok its actual omount.”

Riba An Masivah refers to the additional premium which is paid
to the lender in return for his waiting as a condition for the |pan
and is technically the same as interest. The prehibition of Riba
An Nasiyvah is one of those issues which have been confirmed in
the revealed laws of all Praphets {t%). Some of the old testaments
has rendered Riba as haram [See Exodus 22:25, Leviticus 25:35-
36, Deutronomy 23:20, Psalms 15:5, Proverhbs 28:8, Nehemiah
5:7 and Ezakhic| 18:8,13,17 & 22:12).
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The Quran has also stated the prohibition of Riba in various versps
and has warned those who persist in practicing it of a war which
Is certain to be declared on them by Allah Himself and His
messenger and has sericusly threatened those engaged as writer,
witness and dealer in Riba transactions. These verses and ahadith
will be are discussed at length in a separate chapter & of this
book.

Accarding to the above definition of Riba &n Nasiyah, the giving
ahdd taking, paying and receiving of any excess amount in exchange
far a loan at an agreed rate is included in interest regardiess of
whether its being at a high or low rate. It has been proven through
ahadith that the Holy Prophet £ paid excess al the time of loan
repayment but since this excess was not agreed therefore, it
cannot ba called interest. This clarifies that the word "draws”
in the hadith definition "Every loan that draws interest is Riba.”
Taking paying and receiving of excess amount, as a pre agreed
term/condition in the loan contract. Due to this, Imam &buw Bakr
Jassas B has added the word "pre-determined” to the definition.
The fact that Riba An MNasiyah is categorically hararm has never
been disputed in the Muslim community,

In short, the Riba (intarest) of today considered to be the pivot
of human econormy and features in discussions an the problem
af interest is nothing but this Riba, whose unlawfulness in termis
of shariah is proved on the authority of the seven verses of the
Quran, of moare than forty ahadith and of the consensus of the
Muslim commmunity,

Wisdom behind the prohibition of Riba An Nasiyah
Although no specific reasan has been pointed out in the Holy
Cluran or in the narration of the Holy Prophet & for the prohibition
of Riba however, various malfunctions are apparent as a result
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of indulgence in Riba based activities, which are as follows:

First of all, must realize that there is nothing in the entire creation
of the world, which has no goodness or utility at all. But it is
commonly recognized in every religion and community that things
which have mare benefits and less harms are called beneficial
and useful. Conversely, things that cause more harm and less
benefits are taken to be harmful and vseless. Even the nohble
Quran, while declaring liguor and gambling to he haram,
proclaimed that they do hold some benefits for peaple but the
curse of sins they genarate is far greater than the benefits they
vield. Therefore, these cannot be called good or useful; on the
contrary, taking these to be acutely harmful and destructive, it
is hecessary that they must be avoided.

The case of Riba An Nasiyah is not different. Here, the consumer
ol Riba does have some casual and transitory profits apparently
coming to him, but its curse in this warld and in the Hereafter is
much too severe as compared to this benefit, Those who induige
“in Riba suffer such a spiritual and moral Ioss that it virtually takes
away the great guality of being "human' from him. An intelligent
person who compares things in terms of their profit and loss,
farm and benefit can hardly include things of casual benefit with
an everlasting loss in the list of useful things. Similarly, no sane
and just person will say that personal and individual gain which
causes loss to the whole community or group is useful. In theft
and robbery for example, the gain of the gangster and the take
{loot) of the thief is all too ochvious but it is certainly harmiul for
the entire community since it ruins its peace and sense of security.

:__AIFm:II
The second classification of Riba is Riba Al Fadl, Since the
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prohibition of this Riba has been established on the basis of
Sunnah, it is also called "Riba Al Hadees.”

Riba Al Fad| actually means that excess which is taken in exchange
of specific homogenous commodities and encountered in their
hand-to-hand purchase & sale as explained in the famous hadith:
Megdlmlal o e nm iy o e sy podll o b bz ol st il
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The Prophet % said, “Sell gald in exchange of equivalent gold,
sall silver in exchange of equivalent silver, sell dotes in exchange
of equivolent dates, sell wheot in exchange of equivalent wheal,
setl salt in exchonge of equivolent salt, sell barley in exchonge
of eguivolent barley, but if @ person transacts in excess, it will
be ucury (Riba). However, sell gold for silver onyway you pleose
ofn the condition it is hand-to-hand (spat) and sell barley for date
onywiay You plegse on the condition it is hand-to-hand (spat).”

Amwraal-e-Ribawiyyah
This hadith enumerates in the six (06} different commuodities
niamely:

1] Gold
2] Silver
3] Dates
4} Wheat
5} Salt
B Barley

These six commaodities can only be bought and sald in equal
quantities and on spot. An unequal sale or a deferred sale of
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these commaodities with similar commaodities will constitute Riba.
These six commadities in figh terminology are called "Amwaal-
e-Ribawiyyah" Does this hadith apply only to the iterns
mentionad in it? Does it concern sales of barley or wheat but
not rice? Of dates but not raisins? A complete legal definition
differs in every figh, Scholars such as Tacos and Qatada hold
that Riba Al Fadl includes these specified types only, however a
majority of Islamic scholars believe that some other commodities
should also be included. In order to determine other commedities
that are to be included in the Amwaal-e-Rihawiyyah, some fighs
hold that the characteristics which are commaon amangst these
items can be used as basis/fillat for Riba Al Fadl. An illat is the
attribute of an event that entails a particular divine ruling in all
cases possessing that attribute; it is the basis for applying analogy.
Ribawi poods are therefore goods that exhibit one of the efficient
causes that results in the activation of the rules of Riba. Various
schools define these causes differently;

4
Imam Abu Hanifa <%

Imam Abu Hanila <= sees only two common characteristics
namely;

1) Weight or Volume
) Exchange is between similar commuodities

Meaning all these six goods are sold by either weight or volume.
Theretore, all those commaodities, which are measured through
sither the units of weight or the units of volume and are exchanged
against the same commodity, will fall under the rules of Rilxa Al
Fadl.

Shafi _=,
The twa characteristics observed by Imam Shafi are:
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1] Medium of Exchange
2] Eatable [Edible}

Therefore, this law will apply on everything edible or having the
natural ability of becoming a medium of exchange [currency).

Imam Maalik <%=
Imam Maalik < identified the following two characteristics:

1) Eatables [Edibles)
2] Preservable

Imam Ahmad Bin Hanhal A
Three citations have been related to him:

i] First citation conforms to the epinian of Irmam Abu Hanifa 85
ii] Second citation conforms to the opinion of Imam Shafi &5

iii] Third citation includes three characteristics at the same time
i.e. edibie, welght and volume.

However, all schools of thought are unanimous thot if one of
Lhe two characteristics are found then tafozul i.e. difference
in quontity is aflowed, but Nasiyoh i.e. credit / deferred sale
is ot ollowed.

Wisdom behind the prohibition of Riba Al Fad|
The prohibition of Riba Al Fadl is intended to ensure justice and
remove all forms of exploitation through 'unfair' exchanges and to
tlose all back-doors to Riba An Nasivah becausein the Islamic Shariah,
anything that serves as a means to the unlawful is also unlawful.
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The laws of Riba Al Fad|
After closely analyzing the meaning and interpretation of the
above ahadith and their explanation in further ahadith along
with issues raised in referance work of Hanafi figh, the following
rules and laws governing Riba Al Fad| have been derived:;

1.

It is evident that the exchange of homogenesous commoedities
will only be required if they differ in gquality and characteristic
e.g, different genus of rice and wheat, sugerior guality gold
and inferior guality gold, mineral salt and sea salt etc. The
exchange of any of these six commaodities with itself, but
differing in types/guality (which is called barter in modern
terminalogy), even when considering market rate, is prohibited
in unequal amount. The reason being that by exchanging
these commodities in unequal amounts, there is a fear of
developing the rationale in a person eventually leading to
interest {sood} based earnings and illegal benefits. Such
transactions might also lead to defrauding. As a step 1o prevent
this state, the Shariah has made it a law that exchange of any
af these six commuodities with itself but differing in quality,
is allowed in only one of the following farms:

al Any difference in value/quality should be ignored
and the commodities should be exchanged in equal
amaounts [equal weight and velume).

b} Instead of direct exchange of commaodities of the
same kind, a person should sell his commadity
against cash at the market value and buy someone
glse's commodity in exchange of cash proceeds at
the market value.

2. One of the ways of transacting commadities of the same kind
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is that a person has a raw material and someone else has a
product made of that material and hoth decide to exchange
their product. In this case, one has (o see whether;

a} The characteristics of the product have been totally
changed by the industry: For e.g. the remarkable
changes that transform raw cotton into cloth or
iron into machinery. n this case, it is permissible
to transact lesser amount of cloth against greater
amaunt of raw cotton or raw iron having more
weight against machinery having lighter weight.

b} Little difference has been made to its original form
after its formulation; For e.g. gold which changes
its shape in the form of jewelry. in this case, the
Shariah helds that such a transaction should not
happen in the first place or if it does, the exchange
should be in equal weights in order to discourage
unfair deals. Another alternative would be to sell
gold against cash and the cash proceeds are Used
to buy the needed jewelry, The reason for the
impermissibility of the former transaction is the
fact that it is not possible in a barter transactian,
except for an expert, tovisualize the fair equivalent
of one commuodity in terms of all other goads.
Hence, the equivalent may be established only up
te ah approximate wvalug thus leading to some
injustice to one party or the other. The use of money
could therefore help reduce the possibility of an
unfair exchange.

3. Different commaodities can be unegually exchanged but
deferred payment is not allowed. For €.g, ane kg wheat can
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be sold against two kg date or one gram of gold can be
exchanged against four grams of silver on the condition that
they are spot transactions,

The general condition of sale, however, that needs to be borne
in mind while making a sale transaction is that the goods are
specified in addition to the cash aspect of the transaction, The
correct way of specifying is that gold and silver should be under
the possession of the sellers or delivered at the place of contract,

This rule applies ta only exchange of gold and silver, however,
other goods can be exchanged against each other,

For e.g. Suleman made a spot sale of one kg wheat to Farhan
with two kg salt against future delivery after having identified
their goods, this transaction is allowed in Shariah, However, if
Zaid was selling one tola of gold to Bakar against forty tola of
silver, then it is necessary that both take delivery of their purchased
gonds at the place of contract because without delivery, goods
cannct be specified.

To surmn up, the Hanafi jurists maintain that in case of commodities
that weigh or measure, it is illegal to transact unequally or on
credit if the transaction is between two similar commaodities.
But in case of different commaodities, unequal exchange is legal
but credit remains illegal; the transaction in this case too should
be spot,

ercial Interest and Usury
Inthe 17th century, two new technical terms of interest emerged
after the establishment of banking system, namely:
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1. Tijarti Sood {Commercial Interest); Interest paid on loan taken
for productive and profitable purposes,

2. sarfi Seod [Usury): Interest paid on loan taken for personal
need and expenses,

The Baclkground of Both Types
The present day conventional banking system, which has given
interest the moral and legal license, is the backbone of the
prevalent capitalism,

When Muslm countries became subjugated to the West in their
economic field, some westernized Muslims in the 19th century,
on one side, saw the increasing progress of the west in trade
and industry and on the other side saw the shattering economic
condition of fallow Muslims states. They also became conscious
of the fact that banking is inevitable in the field of trade and
industry, not only on national, level but also internationally as
well. This prompted them to say that anly usury is haram {illegal)
but not commercial interest because rendering commercial
interest haram would pose irresalvable problems to their way
up to industrialization and econornic progress. They only included
usury in the term "Riba" as categorically prohibited in the Holy
Quran and sunnah and freed commercial Interest from it, calling
it totally different from the western concept of interast. Therefore,
it was concluded by them that the prohibition of Riba in the Holy
Quran and siinnah was restricted to usury only, while commercial
interest was considered perfectly Islamic.

There are two schools of thought on this issue. A detailed analysis
of their arguments is discussed as under;
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1. First School
This school presents two arguments 1o support their point that
only usury [not commercial interest) is prohibited in [slam:

Argument 1

"Riba as practiced during the days of the Prophet 4% was only
Ustiry,”

Counter argument
This claim is totally groundless, since Islam when prohibiting
something does not anly prohibit one form of it that is prevalent,
but even all forms that might erupt in future, The changed state
does not change the ruling e.g. Quran has prohibited the following:

a) Liguor [Khamar): During the time of Prophet #1°, its form and
the way of production was totally different from that of the
present day liguor, but the ruling remains unchanged even
though the farm has changed.

bl Pork [Khinzeer): Irrespective of how clean the present day
breeding of pigs in high class farms may be, pork will stay
pronibited and cannot be renderad halal {legal)in lslam.

¢} Corruption/Immaorality (&l Fahsha): Although a lot of
sophisticated ways have been developed of this evil from the
time of Quranic revelations prohibiting it however, the ruling
stands forever.

The same applies 1o interest and gambling as well, By clalming
that it was in a different form during Prophet's & time does not
change its ruling. The ruling remains unchanged just as in the
case of Khamar, Khinzeer and Al Fahsha.
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Argument 2
"Commercial interast did not exist in the days of Prophet #

Counter argument
This claim is also incorrect, |f one glances through the Islamic
and pre Islamic history of Arabia, it is evident that the type of
interest at that time was not restricted to usury only, but infact
loans were granted for commercial and profitable purposes gs
well, To quote some examples:
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"The tribe of Umra hin Aarmic used Lo toke interest from the tribe
of Mughairah, At the advent of Isfem, Mughairah owed hegvy
interest te Umra bin Aamir.”

In this narration, the transaction of interest between 2 tribes
of Arabia have been pointed out who actually operated as trading
campanies; both tribes were very wealthy, Could it be that two
wealthy tribes transacted interest just for personal need and
expenses? The interest was simply commerciall

al The history of the city of Ta'if tells us that it a) History of the
city of Ta'if tells us that it was only second to Makkah in trade
(their main exports being liguor, raisins, currants, wheat,
wood etc] and industry [major being leather and dyeing). The
tribe of 'Sageef' [lewish tribe} advanced cash on intefest,
nat only to the natives of Ta'if, but to the business community
of Makkah as well e.g. the tribe of Mughairah were their
permanient customer, This advancement, which was not only
restricted to cash but also to commodities between the
wealthy tribes of Taif and Makkah who were usually traders
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and businessmen. This was only for their commercial purposes
and not for their consumption and personal needs. Ona of
the ways of receiving interest was to double the principle
amount plus interest in case of non payment of loan and this
practice was-applied to both cash as well as commaodities,
They had become accustomed to it

At the time of signing the peace treaty with the people of
Ta'if, the Prophet <5 imposed these two conditions:

i) Total elimination of interest hased transactions.
i) Giving up of interezt owed to and from them,

b} The practice of making two trade trips, one to Yemen in the
winters and the other to Syria in the summer was started by
the tribe of Quraish of Makkah. These trips proved to be very
profitable especially since being custodians of Kaa'ba, Quraish
ware |ooked at with respect, granted special concessions and
protected in transit which was a necessity at that time, This
way business & trade became their only means of livelihood.
Investment became the order of the day in which women
also took part and its circulation flourished and multiplied,

With this background in mind, one can easily visualize that
the city of Malkah more or less became the clearing house
ar the banking ¢ity and accustomed to their related amenities.
It weas only natural that interest (riba) was one of them. Since
they advanced cash for commercial purposes and charged
campound interest incase of default by the traders, and this
earning of interest was their trade, they argued when Qura'n
rendered interest haram [illegal) that the transaction of
interest based loans is a type of trade in which the return on
capital can be earned as in the case of rent received from
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assets. They could not differentiate between excess in shape
of profit during a trade and excess in the shape of interost
at the time of repayment of loan,

£} Therefore In pre Islamic days, we see that Syyidna Abbas lhn
Abdul Muttalib &5 and Syyidnna Khalid |bn Waleed 55
formed a company with joint capital whose prime business
wias cash advancement on interest. Similarly, Syvidnna Usman
& was one of the wealthy businessmen wha lant money
on interest,

There were many other traders dealing full time in interest
and extending a network of interest based transactions.

dy The way Syyvidnna Zubair Ibn Awwaam £ who was famous
for his trustworthiness, operated was guite similar to that
of the modern banking system. People used to deposit with
Him their capital as Amanah {trust or security). However,
Syyidnna Zubair &% used to make it clear to the depositors
that he would accept the deposits as a 'loan’ and not as
'security’ [Amanah). Because he knew that he would not be
fully liable according to Shariah in case these Amanaat got
destroyed but in case of having them as a loan, he will be
fully liable to pay them back. He was afraid that in case of
losing any deposited amaount, his image as the trustwaorthy
varetaker would be damaged. He theretore used the torm
Hoan' for such deposits to ensure guaranteed payment so
that he enjoys everyone's confidence in him. Anather reason
for using the word 'loan' was to legalize trading and earning
profits on such deposits, Because if he got those deposits
as Amanah, he could not utilize them for his business, as it
is not permissible in Shariah to use Amanah.
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This clearly shows that borrowing in those days was not only
for consumption purposes but for commercial purposes as
well. Syyidnna Zubair &¢: left a will with his son Syyidnna
Abdullah 1bn Zubalr &% before he died, to sell his property
to repay the loan, if required. The total amount calculated
after his death for repayment by his son was 22 lacs, It is
obwicus that a rich Sahabi such as Syyidnna Zubair 5% did
not owe this loan of 22 lacs out of any need; rather it was an
investment of securities that was circulating in trade,

Another Clear Argument
syedna Abu Hurairah % narrated that the Prophet <7 sald,
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“"He who does not ahandon Mokhabaoro, will be cowght ina war
against Allah and His Prophet Mubammaod =F %

In this narration, Prophet /¢ has rendered Mokhabara illegal just
like riba and has declared a war against those who indulge in it
just like riba.

What is Mokhabara

Mokhabara is a division of crop by agreement batween the
landlord and cultivator in which the landlord gives his land to
the cultivator for cultivation purposes in order to get his pre-
agreed amounts of the crop irrespective whether the production
is low ar high, Fore.g “A" lends his land to "B” for cultivation on
the condition that he will get a predetermined portion an each
crop .8, 5 mounds. Such a transaction Is called Mokhabara.

The Prophet Muhammad % had called Mokhabara a form of
riba. Mow one should think over whether he referred to usury
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as the form of riba or he referred to commercial interest, 11 is
similar to commarcial interest as both Mokhabara and commercial
interest are used for productive businesses, Whereas in the case
of usury, the borrower uses the loan for personal use and not
productive purposes,

To sum up, Prophet % included Mokhabara in riba that has no
similarity with usury, rather with commercial interest, The fact
that during Prophet's time, the dealing in commercial interest
was commen is proven and also that this form is totally prohibited
in Islam.

2. Second S5chool
This group presents two arguments justifying their point of view
that are mentioned below:

Argument
This argument is based an the Quranic verse
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“0 vou who believe, do not devour eoch other’s property by false
means, untess it is trode conducted with your mutuol consent.
Do nat kill one another, indeed, Allah has heen Very-Merciful to
you.™ [29]

In the above verse, Quran has prohibited "Wrongful devauring”
which will only arise if the consent of one of the parties is absent
and naturally the party whe is devouring consents, the othet
party never consents; he only gives in since he has no ather
gptiaon. So we come to the conclusion that if the consent and
satistaction of both parties is present in a deal, it cannot be called
"Wrongtul devouring” as per this verse, According to this logic,
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commercial interest is permissible since the mutual consent of
both parties is presant,

Counter argument:

This argurment is of superficial nature. Mutuazl consent s not the
criteria to evaluate a situation in 1slam. Would the act of adultery
be allowed if the cendition of mutual consent is fulfilled? Similarly,
rutual consent is present in cammercial interest and gambling
too but in spite of that, it has been prohibited. Therefore, no
such criteria exists in the legality of any transaction that both
parties approve; rather the approval should be on the transaction,
which has not been prohibited by Shariah,

Therefore, the transactions should not be judged through the
mutual consent of the parties. The criterion should rather be the
underlying nature of the transaction. Since, lending of money
with the stipulation of excess amount in return is explicitly
prahibited; therefore mere mutual consent of the parties will
not affect the intrinsic impermissible nature,

ple and Compound Interest
Interest can be classified into two types:

* Simiple Interest [Sood-e-Mufrad)
» Compound Interest (Sood-a-Murakkab)

ition of Simple Interest

Simple interest is the interest paid on the original principal only.
For instance, for a loan of Rs 10,000, interaest will anly be calculated
on Rs 10,000, If Interest rate is 10% per annum then at the end
of the year, interest will be Rs 1,000 and in the next year, interest
will be calculated onhy on Rs 10,000 which was the initial principal
of loan.
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Definition of Compound Interest

Compound interest arises when interest 1s added to the principal,
so that, from that moment on, the interest that has boen added
also earns interest, This addition of interest to the principal is
called "compounding.” For instance, for a loan of Rs 10,000, If
interest rate is 10% per annum then at the end of the year, the
imterest will be Rs 1,000 and in the next year, interast will be
caleulated on Rs 11,000 which is the initial principal of lnan plus
the interest accrued over the final principal of loan.

During the pre-lslamic era, when a borrower failed to pay back
the principal and interest charged on him, then the lender used
to extend the loan on the condition that the interest will also
become part of the loan {essentially Compound Interest). The
following verses of Quran were revealed in order to stop the
people from such practices:

[
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"¢} you believe, do not eat up the armounts acguired through Riba
finterest), doubled and multiphed. Fear Allak, so thot you may
be successful, ” 130

To eradicate this abominable practice of the period of ignorance,
this verse was revealed, By mentioning the practice of taking
interest in 3 doubled and multiplied manner, it was condemned
and declared unlawful in view of its adverse impact on the
cormrmunity and the selfishness that it bred: It does nat mean that
if there is interest without it being doubled and multiplied (i.e. if
there is simple interest, in today's jargon), then it is lawful, In Surah
Al Bagarah (The Cow] and Surah An Nisa [The Women), the
prohibition of interest in its entirety and in absolute torms is clearly
mertiched, no marter interest is doubled and multiplied or not.
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Since the aforementioned verse prohibits the compound interest
only, some people misinterpret it even today that compound
mterest alone is forbidden in Islam, not the simple interest. They
fail to see that there is absolute prohibition of simple interest in
a number of other Quranic verses. The reason that the above
verse specifically uses the words "doubled and multiplied interest
" is to highlight the shametul aspect of compound interest and
naot ta limit the scope of riba only to campound interest. This is
similar o Allah's command "D not bargain on My arders for
paltry gains in this world."

The reason for mentioning paltry gains is that even if all
conceivable material goods and luxuries of this world are obtained
in exchange far ignoring Allah s commands, even then this is a
paltry gain. It does not cbvicusly mean that it is prohibited to
obtain paltry gains but permissible to obtain {by one's standard
ar judgment] a hefty price. Similarly, in the Ayat under
consideration, the mention of doubling and redoubling is to
condemn the shameful practice rather than limit its perrmissibility.

Ravelations on Simple-and Compound Intarast
Verses an absolute prahibition of Simple and Compound Intarest:

e |
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“0 you who believe, fear Allah ond give up whet still remains af
riba, Iif vouw are belisvers, [278) But if you do not {give it ugl, then
histen to the declaration of wor frorm Alleh and His Messenger.
However, if you repent, vours s your principol. Meither wrong,
ror be wronged.” [279]

The above two verses demand to abandon the amount of riba
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and directs that only the principal amount should be paid back,
nothing in excess. The second verse explains that any excess on
principal, ne matter how insignificant, is cruel.

The following hadith also proves that both simple and compound
intarest are forbidden:
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“Listen! all Ribg ligkle to vou in the pre-islamic days have been
complstely eliminoted. You have fo pay back the principol omount
only. Neither hurt someone nor get hurt by someane. And the first
riba to be completely eliminated /s of Abbas bin Mutalib &

The above evidence proves that the claim that 'only compaound
interest |5 prohibited and any riba less than that is allowed in
Islam’ is wrong. Any amount in excess of the principal fized in
the contract of a loan is called Riba An Nasiyvah.



CHAPTER B
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i ISLAMICCONTRACT
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We will start our discussion of Islamic Contract with three
terminologies of the lslamic Jurisprudence which are pertinent
to be understood at the outset of this chapter. They are:

1] Unilateral Promise (Wa'da)
2 Bilateral Pramise (Muwa'adah or Muahaidah)
3} Contract {Agd}

1. Unilateral Promise (Wa'da)
It refers to a unilateral undertaking or promise extended by one
persan to ancther in which he promises to execute a contract in
future. E.g. to sell or buy something in future. Since it is a unilateral
promise, no guestion of future sale arises, as future sale is not
allowed in Islam.

For e.g. "A promises to sell his car to 'B° within the next three
months for Rupees Two Hundred and Fifty Thousand [Rs. 250,000],
this is a unilateral undertaking or Wa'da,

Enforceability
« ‘Wa'dais enforceable under the present law enforced.

« According to Imam Abu Hanifa 24, Wa'dais not enforceable
by law {Qada‘an) but there is a moral obligation [Diayanat'an}
on the promissor, However, some of the Hanafi jurist argue
that some of the promises can be made enforceable under
the doctring of necessity.

« According to Imam Malik #2, Wa'da is enforceable by law.
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The consensus {Ijma) of present day Scholars is that Wa'da
Is enforceable by law until and unless the promisar is not in
a position to fulfill his/her promise. In this case, if it is not
due te any of his negligence then he has to make good the
loss to the promisee. For example, in case here,” A" promises
1o sell a horse to ‘B’ and the horse dies without any negligence
on part of W, then no damages are due op A for ‘B, But if
itis due to his neglisence then he has to make pood the actisal
loss to the promisee, This will be the case where *a° promises
to sell a horse to ‘B’ for Rs. 10,000 within the next month
2nd subsequently sells it to ‘'C" hefore the month elapses.
This is willful act of the promisor that leads to his inahility
to fulfill his promise to the promise, therefore, the promisar
needs to compensate the promises.

Consider another exapmle ‘A" has promised to purchase a
Haorse from ‘B for Rs 10,000/-. As a result of promise to
purchase by ‘A", 'B' has purchased a horse for As B,000/- from
the market to sell it to ‘A’ for Rs 10,000/, On the promised
date of purchase, 'A" refused to purchase the Harse from ‘B’
As a result of breach of promise by ‘8", the horse was sald
by ‘B" in the rmarket for Rs 7,500/ at a loss of Rs 500/, This
loss of Rs 500/-, being the actual loss as a result of breach
of promise by "A’, can be claimed by ‘B’ from ‘A",

2. Agreement {Muwa'adah or Mu'ahadah)
* Itmeans bilateral undertaking (Mutual promise) or agreement.

According to majority of the present day Scholars of Islamic
Jurisprudence, Muwa'adah is not allowed in situations where
Aqd is not allowed {e.g. forward contracts), and thus is not
enfarceable by law. This view is adapted by majority of Islamic
Financial Institutions of present day and even by AADIFI,
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= Arcording to some Scholars of the Sub-continent [followers
of Hanafi School)l, Muwa'adah is enforceable by law, however,
Muwa'adah of transactions like short-selling of currencies or
shiares is not allowed.

. Contract (Agqd')
An Agd' or contract is a bilateral agreement that is executed
between two or more parties,

Example:
Contract of Sale, Contract of Marriage etc,

Types of Agd’

1} Ugood e Mu'awadah [Compensatory Contract)
2} Ugood e Ghaer Mu'awadah (Mon Compensatory Contract)

Ugood e Mu'awadah [Compensatory Cantract)

These are compensatory cantract where one person sells
something to someone else for a price or compensation, for
example, sale of a pen by ‘A’ to ’B’ for Rs. 50/-.

Ugood e Ghaer Mu'awadah [Non Compensatory Contract)
These are non-compensatory contract where one person gives
something to someone else without any compensation for
example a contract of loan gift,

ials of Agd'
Four essential elements are reguired to constitute a valid Agd.

1) Mutaa'gidain (Contractors]
2] Alfaz e Agd (Wording of Contract)
3) Ma'good Alaih (Subject Matter)
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4} Ma'good Bithi (Consideration}

Mutaa'gidain (Contractors)
The contractors must not be mahjoor iLe. restricted to make a
contract. Islamic Shariah identifies three types of people as
mahjoar.

¢ Aninsang person

* A child not mature enough to understand the nature of
transaction

» A slave not permitted by his master to enter into & contract

Alfaz e Agd (Wording of Contract)
Alfaz e Agd should be absolute and immediate and non-conlingent
to a future eyent as a future contract is not allowed in Islam.
Also the wordings should be unconditional. If the wordings of
the contract are conditional, the condition must adhere to the
following rutes of Islamic jurisprudence.

Basic Rules for the Validity of Canditionds in Contract:
There are four basic rules for judging the validity of conditions
I a contract;

1] A condition which is not against the contract, is a valid
condition.

2] A condition, which seems to be against the contract, but it
is in the market practice, that type of condition is permissible
unless its voidness is proven with the clear injunctions of the
Holy Quran and Sunnah. For exampie, 'A' buys an air
conditioner on a candition that the seller will provide him
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five-year guarantee and ane year free service. This type of
condition does not invalidate the contract,

31 A condition that is against the contract and not in the practice
of market but it is in favor of one of the contractors, this type
of condition is void. For example, if '&' says he sells a car with
a ¢condition that he will use it on a fixed gate every month,
this contract will be void,

4] A condition; which is against the contract, not in the market
practice, and not in favar of any contractor, is not a void condition.
For example, undertaking to give charity in case of wilful
default by the defaulting party.

MNow a guestion arises what is the ruling of void condition, whether
it invalidates the contract or not? The answer lies in detail about
the impacts of void condition, Sometimes a void condition
invalidates the contract and sometimes it does not invalidate the
contract, however, the condition itself is annulled.

To elaborate this, Islamic jurists and schaolars have written that
the compensatory contracts [Ugood-e-Mu‘awadah) like sale,
purchase, lease agreements become void by putting a void
condition, However, non-compensatory (valuntary) contracts
iUgood Ghair Muawadahl like contracts of loan {Qard-e-Hasanah),
do not become void because of void condition, however, the
void condition, itself becomes ineffective. For example, if ‘4" gives
to 'B’ 3 loan with a condition of premium at the time of repayrment,
this condition of interest is void. Howewer, this condition does
not invalidate the contract, therefore all transaction done by this
borrowed maney, will be valid, But the condition of Interest itself
is revoked; therefore 'B' is not liable for the payment of interest,
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Ma'good Alaih {Subject Matter)
The subject matter should axist, should be valuable, usable under
Shariah, capable of ownership & title and delivery & possession.
&fso, it should be specified, guantified and the seller must have
its title and risk at the time of the sale, For example, a certain
mabile phone.

Ma'good Bihil (Conslderation)
It should be gquantified, specified and ascertained at the time
of executing the Contract, For example, a price of Rs. 300/-. [t
should be noted that Ma'good Bihi (consideration) is not required
for Ugood Ghair Mu'awadah.

Cther [ssues in Agd
We will discuss two more issues in Aqd’ here.

1) Safgatain fi Safgatin (Two contracts in one contract)
2) Tawkeel fil Agd' {Agency contract)

Safgatain fi Safgatin {Two contracts in ane contract)
It means accumulation or mixing up of two different contracts
in such a manner that execution of one becomes contingent an
exacution of anather. This s not allowed by the Holy Prophet (&2
in Hadith and it renders a contract vaid, This is the reason why
hire purchase contract in not allowed in [slam.,

Tawkeel fil Aqd' (Agency or Wakalah contract)
It means the appointment of an agent (Wakil} on behalf of a
contractor to carry out a contract ar trade on behalf of the
principal. There are two types of wakalah contracts:

1) First cne in which all the rights and obligations are passed on
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to the principal (Muwakkil) from the contractor, for example,
that of Nikkah (Contract of marriage). Therefore, if a person A
makes B' his agent ta marry him with a lady 'C’ then ‘B’ is not
respansikle for any rights, responsibilities and benefits, if Nikkah
{Marriage] is betweaen ‘A’ and *C’, Hence, lady ‘C° can anly claim
for her dowry (Mehr} and other expenses fram ‘4° directly and
not from ‘B'.

2} Second one in which the rights and obligaticns remains with
the agent. For example, it ‘&' appoints ‘B’ as his agent and ‘&'
buys a car from ‘C* for Rs. 500,000/~ on credit and does not
disclose this to 'C’ that he is acting as an agent for A’ then ‘¢’
can claim his money from only ‘8", However, if' B® discloses this
then “C’ can clairm his money from ‘2" as well.

Wakalah Isthithmar [Investment Agency)

It means the transaction in which one party appeints another
party as its agent to carry out a trade transaction on behalf of
the principal. The difference between the Wakalah [sthithmar
Contract and Mudarabah Contract is that in Mudarabah Contract,
bath the parties share In the profit arising out of the trade
transaction wheraas in Wakalah |sthithmar contract; the Wakee|
is only given a fee for his services by the principal and doas not
share in the profit,

In the classical books of figh it is called “ljaratul Ashkaas”. The
remuneration of the agent can be fixed, lump sum or on
commission basis.



CHAPTER 7

ELEMENTS OF AVALIDSALE

A valid sale has four essential elements

1. Contract or Transaction (Agd)

1.10ffer & acceptance (ljab-o-Qobool)

The term "Offer” means thal one person proposes to gither
sall his commaodity to ancther person or buy from hirm and
"acceptance” means that the person who has heen affered
gives his approval of the propaosal. Offer and acceptance are
always done in past tense e.g. "l have sald" or "l have
purchased” etc, There are two Ways of doing it:

i} Oralfverbal (Gauli)
By saying or expressing. The offer (ljaab) and Acceptance
(Qaboal) should he communicated orally/verbally hetween
the parties in such a manner that the transaction s executed
spontanecusly. E.g, one can say “| have sold” but one cannct
say 1 shall sell to you™

i} Implied (Isharaa)
By indicating. This of two types.

a) Credit Sale (Istijrar)
Example settlerment of the il at the end of the month.

k) Hand to Hand 5ale (Taati)

Exchange of Money with goods without uttering ljab-o-
Qabool for procedure adopted in various supermarkets
and departmental stores.
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1.2 Buyer & Seller (Muta'agiain)
Both rmust be:

i} Sane: Should be mentally sound at the time of making
contract.

i} Mature: Should be adult, however, in case of minor, he
must understand the nature of the transaction,

1.3 Conditions of contract (Sharaet-e-Aqd)

1.3.1 5ale must be non-contingent,

The delivery of the sold commedity to the buyer must be
certain and shouwld not depend on a contingency or chance.
For example, 'A" sells his stolen car to 'B' who purchases it
in the hope that he will manage to recover it. The sale is void.

{a) Unconditional contract

The sale must be unconditional. For example 'A' buys a car
fram 'B' with a condition that ‘B will employ his son in his
firm. The sale is conditional and hence invalid.

(b) Under reasonable conditians

The conditions of sale should not go against the contract for
instance, 'A' tells "B’ to deliver the goods within a menth, the
salie is valid.

(c} Under unreasonable condition but in market practice

If a sale is under unreasonable condition but is in market
practice and not against the teachings of Quran and sunnah,
the sale is valid. For eg. 'A’ buys a refrigeratar from 'B' with
a condition that 'B' undertakes its free service for 2 years.
The condition being recognized as a part of the transaction,
isvalid and the sale is lawful in Shariah
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(d] Sale must be Immediate

The sale must be immediate and ahsolute. Thus a sale
attributed to a future date or a sale contingent en a futyre
event is void, If the parties wish to affect a valid sale; they
will have 1o affect it afresh when the future date comes or
the cantingent event actually occurs.

For example, 'A' says to 'B' on the first of January: "I sell my
car 1o you on the first of February”, The sale is void, because
it Is attributed to a future date." Similarly, if '’ says to 'B': "If
% party wins the elections, my car stands sold to you", the
sale is void because it is contingent on a future event, which
may OF May not occur However, in some specific cases, promise
to sell on a future date, may be allowed.

2. Goods for Sale or subject matter (Mabee')
The following conditions regarding subject mater must be fulfilled:

2.1 Existence

The subject matter of sale must exist at the time of sale. Thus,
a thing which has not yet come into existence or which can not
be defivered/possessed now cannat be sold. If & non-existent
thing has been sold, aven with mutual consent, the sale is void
according to shari'ah, Eg. 'A' sells the unborn calf of his cow to
'B'. The sale is void. This rule does not apply in Bai 5alam and Bai
Istisna.

2.2 Valuable

The subject of sale must be a property of value. Thus a thing
having no value according to the usage of trade such as a leaf or
a stone on a roadside cannot be sold or purchased.
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2.3 Usable
The subject of sale should not be a thing which is not used except
for a haram purpose, like pork, wine ete,

2.4 Capable of ownership/title
The subject matter should not be anything, which is not capable
of ownership/ftitle, for example, sea ar sky,

2.5 Capahie of delivery/possessian

5ale of any thing that due to non existence is not capable of being
detivered is void. For instance, a chair which is not yet prepared
cannot be delivered or possessed since it does not exist.

2.6 Specific and quantified

The subject matter of sale must be specifically known and
identified either by pointing out the asset or by detailed
specification that can distinguish it from other things, which are
nat sold. For instance, there is a building comprising of a num ber
of apartments built in the same pattern. 'a' the owner of the
building says ta 'B', "| sell one of these apartments to you"; 'B'
accepts the offer, The sale is woid unless the apartment intended
to be sold is specifically identified or pointed out to the buyer.

2.7 Seller must have title and risk

The subject matter af sabe must be in the ownership of the seller
at the time of sale, Thus what is not owned by the seller cannot
be sold, If he sells something before acquiring its ownership and
risk, the sale is void. For example, 'A’ sells to 'B' a car which is
presently owned by 'C but 'A' is hapeful that he will buy it from
‘v and shall deliver it to 'B' subsequently, The sale is void, because
the car was not owned by ‘A" at the time of sale. The speculation
i shares without acquiring ownership and risk is another example.
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3. Price [Thaman)
3.1 Quantified (Maloom)
The measuring unit of the price should be known £.g. currency etc.

3.2 Specified & certain [Muta'aiyan)

For a sale to be valid, the price should he ascertained and specified
such as the total amount in rupees etc. If the price is uncertain,
the sale is void. For example, 'A' says to 'B': "If you pay within
a month, the price is Rs.50/- but if you pay after two months,
the price is Rs 55- "B agrees.” The price in this case is uncertain
and therefare the sale is void unless anyone of the twa alternativas
is agreed upon by the parties at the time of sale,

4. Delivery or possession (Qabza)
The subject of sale must be in the physical or constructive
possession of the seller when he sells it to another person.

4.1 Physical (Haqigl)

For exarmple, 'Ahas purchased a car from 'B', 'B' has not yet deliverad
itto ‘A or to his agent, Therefore, 'A' cannot sell the car to 'C', If "A"
sells it before taking its delivery from '8/, the sale is void.

4.2 Constructive (Hukmi)

"Constructive possession” means a situation where the possessor
has not taken the physical delivery of the commaodity, vet the
commodity has come into his ownership and all the rights and
liahilities of the commodity are passed on to him, including the
risk of its destruction. For example, "A&' has purchased a car from
'B', 'B' after identifying the car has placed it in a garage to which
'A' has free access and 'B' has allowed him to take the delivery
fram that place whenever he wishes. Thus the risk of the car has
passed on to 'A. The car is in the constructive possession of "4
If 'A" sells the car ta 'C’ without acquiring physical possession,
the sale is valid,
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CHAPTER 8

Sale {Bai) is commonly defined in Shari'ah as "the exchange of a thing
of value by another thing of value with mutual consent”, Far example
"the sale of a commodity in exchange for cash”,

1. Valid Sale {Bai Sahih)
A sale becornes valid if the following elements are present along
with all other necessary conditions;

» Contract Agd

* Subject Matter (Mabee’)

* Price [Thaman)

» Possession or delivery (Qakbza)

2. Void/Non Existing Sale (Bai Baatil)
Sale will be vold if any one of the conditions of offer and
acceptance (1,1) [Referred to elements of valid sale Chapter 7],
conditions of Buyer & Seller {1.2) and good for sale or subject
matter {2.1 - 2.5) are not complied with. In a void sale, the buyer
does nat have title to the subject matter and seller does not have
title to the price.

3. Euisting sale but void due to defect (Bai Fasid)
Sale will exizt but will be void due to defect if the conditions of
contract {1.3), subject matter conditions (2.6 & 2.7} and conditions
of price (3.1 & 3.2) are notcomplied with, Howeover, if the defact
I5 rectified the sale becomes valid. In a fasid sale, the buyer should
not possess the subject matter, I possessed with the consent of
the seller, title or ownership will pass to the buyer but usage of
subject matter will be impermissible, He must return the gools
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to the seller,

4, Valid but disliked sale (Bai Makrooh}
A sale will be valid but Makrooh when the transaction is camplete
and one gets possession of the goods but is disliked e.g. sale
after Juma Azaan, sale after hoarding or where a third party
intervenes to buy sormething which was under negotiation of
cale between other parties.

Types of Sale
Following are the common types of sale!

1. Bai Musawarnah: It refers to a normal sale in which cost price
is not known to the buyer,

7 Bai Murabaha: It refers to a sale in which cost of the goods
and profit amount is known to the buyer.

3. Bai Mugayada: It refers to a barter sale excluding currency
sale. i

4 Bai Surf: |t refors to the sale of gold, silver and currency,

5. Bal Salam: It is a kind of sale in which full payment is in
advance spat while the delivery of the good is deferred to a
future date.

&. Bal Istisna: It refers to a sale in which commaodity is sold
before it comes into existence. It is basically an order to
manufacture,

7. Bai Muajjal: It refers to a sale in which delivery of goods is
at spot while payment of price is deferred to a future date.
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Cost is unknown in Bai Muajjal,

£. Bai Taulia: It is the type of sale where sale price is equal to
the cost of goods.

9. Bai Waddiyah: It is the type of sale where sale price is less
than theo caost of goods.

Prahibited Sale Transactions
some of the major types of sale transactions that are prohibited
by Shariah are as lollows:

1} Short Selling {Qabl as Qabza-Sale before possession)

It is the type of sale where the subject matter is sold by the seller
without getting its possession is prohibited as per the following
Hadiths of Prophet &8
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“Whoower purchases food stuff, should not sell it until he takes
its possession.” [Bukhari)

Short selling in currency markets, equity markets, commadity
markets in the current world scenario falls under the same
category.

2) 5ale of Debt [Bai al Dain)

Dain means "debt" and Bai' means sale. Bai'-al-dain, therefore,
connotes the “sale of debt”, If a person has a debt receivable
from a person and he wants to sell it at a discount {as normally
happens in the bill of exchange), it is termed in Shariah as Bai'-
al-dain. The traditional Muslim jurists (fugaha'] are unammous



on the point that Bai'-al-dain is not allowed in Shariah. In fact,
the prohibition of Bai-al-dain is a logical consequence of the
prohibition of "riba" or interest, A "deht" receivable in monetary
terms corresponds to maney, and every transaction where money
is exchanged from the same denominatiaon of money, the price
must be at par value,

Similarly debt cannot be traded at face value since It includeas
greater degree of Gharar as the party to whom the debt s sold
is not certain about the delivery of currency since the original
debtor may default. Therefore, debt can not be sold, howeyver,
it can only be assigned at face value and with recourse i.e assigner
of debt will he liable to fulfill its obligations even if the original
debtor defaults in paying its abligations.

3) Bai Al Kali Bil Kali

It is referred as a Sale Transaction where both the subject matter
and the price are deferred after the execution of 5ale Contract.
This type of sale is also not allowed since either price or delivery
of the subject matter can be deferred at a time but both these
elernents cannot be deferred in a single Sale transaction. It should
be noted that this ruling is restricted to the condition that bath
price and the sold commadity are fungible i.e. they can be
replaced with exact replica i they are destroyed,

4] Bai al Innah [Buy Back)

& contract of sale, where a person sells an asset an credit and
then buys back at a less price for cash. This transaction Is prohibited
since it creates a8 back-door for earning profit over a loan
transaction. For example: ‘8" asks a loan of 510 from B" ‘B,
instead of asking for interest on this loan applies a contrivance,
Me sclls an article to ‘&' for 512 on credit and then buys back
from him the same article for cash at 510.
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The term khivar refers to an option or right of the buyer & seller
to rescind a contract of sale,

There are five khiyars in a sale contract which are as follows:

a. Khiyar-e-Shart (Optional condition): At the time of sale, buyer
or seller can put a condition that either party has an option
to rescind the =ale within the specific number of days (such
as 4 days). This option is called "Khiyar-e-Shart.”

specification of the days 15 necessary for this Khiyar Within
this period, either party has the right to rescind/terminate
the sale without any reason. I the buyer puts the condition,
itis called Khiyar-e-Mushtari {option of buyer] and whan put
by the seller, it is called Khivar-e-Bai {option of seller). This
Khiyar is non transferable to the heirs.

b. Khiyar-e-Roiyyat [(Option of inspecting goods): Here the
goods cah be returned after inspection, if they are not up to
the specifications, This applies automatically to all contracts.
For example, "A' buys machinery from 'B' without seeing.
However, 'A' has the option to return the machinery after
inspection.

¢. Khiyar-e-Aib [Option of defect): Where the goods can be
returned if found defective 1t is the responsibility of the sellsr
to supply the goods free of defect or point out the defect to
the buyer: The selleris not allowed to hide the defect of the
goods because it constitutes as fraud. In one of the hadiths,
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Prophet £ has stated.
“He is not amongst us who indulges in fraud.”

Therefore, the buyer has the right to return the good in case
where presence of a deficiency is considered a defect In the
market practice and which depreciates the value of the goods.
For example, 'A' buys batteries from 'B'. However, 'A' has the
option to return them to 'B' if the batteries are found to be
defective ar not in working condition,

d. Khiyar-e-Wasf (Option of guality): This opticn is available
where the seller sells the gonds by specifying a certain guality
which is absent in the goods, For example, 'A' buys a car from
‘B’ who has specified automatic transmission in the car,
Howevar, when 'A' uses the car, he finds the transmission
to be manual. Therefore, he has the right to return the car
to 'B'in the ahsence of that specific quality.

e. Khiyar-e-Ghaban (Option of price): Where the seller sells
the goods at a price which is far expensive than the market
price and the market price is not known to the buyer, 8 buyer
has the right to return it to the seller, For example, a Parker
pen is sold to 'A" by 'B' at a price of Rs.500/-, However, after
the sale, ‘A" discovers its market price to be Rs. 250/, In this
case, "A" has the option to return the pen to ‘B,

Igala (Recession of Contract)
Where the patties freely consent to rescind the contract i.e,
each party will give back the consideration received by it at
the time of execution of centract,

Maither the buyer nor the seller has the sole right to rescind
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the contract after execution of a contract. Often the buyar
wants 1o rescind the contract after buying goods. In this case,
itis necessary that he gets the consent of the seller. Theretfare,
this mutual agreement between buyer and seller to rescind
the contract is called “lgala.”

It ane of the narrations, Prophet «~ has stated;
"He who does the lgala (rescinding of the contract) with a
Muslim who is not happy with his transaction, Allah will

forgive his sins on the Day of ludgment.”

However, it may be noted that the price of the goods being
returned under Igala will rernain unchanged.
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Hadiths-g-Qudsi
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“Allah Subhan-o-Tallah has declared that He will become a partner
In & business between two Mushariks until they indulge in cheating
or breach of trust (Khayanah).”

In anather Hadiths-e-Qudsi, it is stated:
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"Allab’s hand is with both the partners unless any one of them
indulge in cheating and when any one of them indulges in cheating
than Allah takes back his hand from both the partners”

Definition and classification of Musharakah
The literary meaning of Musharakah is "sharing", The root of the
term "Musharakah" in Arabic comes fram the word ‘Shirkah’,
which means 'being a partner'. Itis used in the same context as
the term "shirk" meaning "partner ta Allah".

Under Islamic jurisprudence, Musharakah means "a joint
enterprise formed for conducting some business in which all
parthers share the profit according to a specific ratio while the
loss is shared according to the ratio of the contribution”, Itis an
ideal alternative for the Interest based financing with far reaching
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etfects on both the production and distribution of wealth in the
sconomy, The connotation of this term is limited than the term
"Shirkah" more commanly used in the |slamic jurisprudence.
Far the purpose of clarity in the basic concepts, it is pertinent
3t the outset to explain the meaning of each term, as distinguished
from the other, "Shirkah" means "Sharing” and in the terminclogy
of Islamic Figh, It has been divided into two kinds:

1) Shirkat-ul-Milk (Partnership by joint ownership)
It mears joint ownership of two or more persens ina particular
nroperty, This kind of "Shirkah™ may come into existence in
two different ways:

a) Optional {Ikhtiari): At the option of the parties, For example,
if two or more persons purchase eguipment, it will be owned
jointly by both of them and the relationship between them
with regard to that property is called "Shirkat-ul-Milk |ktiari"
Here, this relationship has come into exislence at their own
aption, as they themselves have opted 1o purchase the
eguipment jaintly.

b)] Compulsary (Ghair Ikhtiari): This comes into existence
automatically without any effortfaction taken by the partics.
For example, after the death of a person, all his heirs inherit
hiz property, which comes inta their joint awnership as a
natural consequence of the death of that person,

There are two more types of Joint ownerships (S hirkat-ul-Milk]

»  Shirkat-ul-Ain
s Shirkat-ul-Dain

A property in shirkat-ul-milk is jointly owned but nat divided,
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i called "Musha.” Undivided assetcan be utilized in the
following manner:

a) Mushtarik Intifa'{Mutual Utilization): Mutually or jointly
using an asset alternatively under circumstances where the
partners ar joint owners arg an good terms.

b) Muhaya (Alternate Utilization): Under this arrangement
the awners will fix the number of days within a specific time
interval for each partner to get usufruct of the asset, For
exarmple one may use the product for 15 days and then the
other may use it for the rest of the manth,

c) Tagseem {Divisian): This refers to division of the jointly
owned assat, This may be applied in cases where the asset
that is owned can be divided permanenthy. For example, jointly
taking a 1,000 sq. yards plot and making a house an 500 sq.
yvards by each of the two owners,

d) Under a situation where the partners are not satisfied with
dlternate utilization arrangement, the property or asset jointhy
held can be sold off and proceeds be distributed between
the partners.

2} Shirkat-ul-Aqd (Partnership by contract)
Thisis the second type of Shirkah, which means, "a partnership
effacted by a mutual contract”, For the purpose of brevity, it
may also be translated as "joint commercial enterprize.”
Shirkat-ul-Agd” can further be classified into three kinds;

(i) Shirkat-ul-Amwal (Partnership in capital): where all the
partners invest some capital into a commercial enterprise.
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b}

{ii) Shirkat-ul-Aamal {Partnership In services): where all the
partners jointly undertake to render some services for their
customers, and the fee charged from them is distributed among
them according to an agreed ratio. For example, if two people
agree to undertale tailoring services for their customers on
the condition that the wages so earned will go into 3 joint pool
which shall be distributed between them irrespective of the
size of work each partner has actually done, this partnership
will be a shirkat-ul-aamal which iz also callad Shirkat-ut-tagabhbul
or Shirkat-us-sanai or Shirkat-ul-abdan,

(iif} Shirkat-ul-Wujooh {Partnership in goodwill): The word
Wijooh hasits root in the Arabic word Wajahat meaning goodwill,
Here, the partners have no investment at all. They purchase
commodities on deferred price, by getting favorable credit terms
because of their goodwill and sell goods at spot. The profit so
earned is distributed between them at an agreed ratio.

Each of the above three types of Shirkat-ul-Agd are further
divided into two types:

Shirkat-al-Mufawada (Capital, Labor & Profit at par): All
partners share capital, management, profit, risk & reward
in absolute equality. It is a necessary condition for all four
categories to be shared amongst the partners: if any one
category is not shared in absolute equality, then the
partnership becomes Shirkat-ul-"Ainan. Every partner who
shares egually is 3 Trustee, Guarantor and Agent on behalf
of the other partners,

Shirkat-ul-Ainan: & more common type of Shirkat-ul-Agd
where capital, management ar profit ratio is not equal in all
respect.
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All these modes of "Sharing” or partnership are termed as
"Shirkah" in the terminology of Islamic Figh, while the term
"Musharakah" is not found in the books of Figh. This term {i.e,
Musharakah) has been introduced recently by those who have
written on the subject of Islamic modes of financing and it is
normally restricted to a particular type of "Shirkah”, that is, the
Shirkat-ul-Amwal, where two or more persons invest some of
their capital in a joint commercial venture. However, sometimes
It Includes Shirkat-ul-Aamal alsowhere partnership takes place
in the business of services.

It is evident from this discussion that the term "Shirkah" has a
much wider sense than the term "Musharakah" as is being used
taday. The latter is limited to "Shirkat-vl-Amwal” only i.e. all the
partners invest some capital into a commercial enterprise, while
the former includes all types of joint ewnership and those of
partnership.

Rules B Conditions of Shirkat-ul-Aqd
The commeon canditions of Shirkat-ul-Agad are three which are
as fallows:

a) The existence of Muta'agidain (Partners); There should be
atleast two living [alive) partners in the cantract.

b) Capabhility of Partners: The partners must be sane and mature
and capable of entering into a contract. The cantract must
take place with free consent of the parties without any fraud
or misrepresentation.

¢) The presence of the commaodity: This means the price and
commaodity itself,

There are also three special conditions which are as follows:
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a) The cammedity of partnership should be capable of an
Agency: As each partner is responsible for managing the
project, therefore he will directly influence the overall
profitability of the business, Az a result, cach member in
Shirkat-ul-Aqd should duly qualify as legally being eligible of
becoming an agent and of carrying on business. For example,
'a' has written a book and owns it, 'B' cannot sell it unless
'"&' appeints 'B' as his agent,

b} The rate of profit sharing should be determined: The share
of each partner in the profit earmed should be identified at
the time of the contract. If however, the ratio is not determined
before hand, the cantract becomes void (Fasid). Therefore,
identifying the profit share is necessary.

t) Profit & Loss Sharing: All partners will share in the profit as
well as the loss. By placing the burden of loss solely on one
or a few partners makes the partnership invalid. A condition
for Shirkat-ul-Agd is that the partners will jointly sharethe
profit. However, defining an absolutevalue of profit is not
permissible, therefore only a percentage of the total return
is aflowed.

The basic rules of Musharakah

Musharakah or Shirkat-ul-Amwal is a relationship established
by the parties through a mutual contract. Therefore, it goes
without saying that all the necessary ingredients of a valid contract
must be present here also. For example, the parties should be
capabie of entering into a contract; the contract must take placea
with free consent of the parties without any duress, fraud or
misrepresentation, ete. But there are certain elements, which
are peculiar to the contract of "Musharakah", They are
surnmarized here;



i Musharazah @E{fll?%

e

1} Basic rules of Capital
The capital in a Musharakah agreement should be:

a) Quantified {(Ma'loom}: Meaning how much menay is invested.
b} Specified (Muta'aiyan): Meaningspecifiedintermsof currency.

t] Not necessarily be merged: The mixing of capital is not
reguired,

d} Not necessarily be in liquid form: Capital share may be
contiibuted either in cash/liquid or in the form of commoditics.
In case of a commadity, the market value of the commodity
shall determine the shara of the partner in the capital.

2} Management of Musharakah

The normal principle of Musharakah is that every partner has &
right to take part in its managemsnt and to work for it. However,
the partners may agree upon a condition that the management

- shall be carried out by one of them, and no ather partner shall
work for the Musharakah. But in this ¢ase the sleeping partner
shall be entitled to the profit only to the extent of his investment,
and the ratio of profit allocated to him should not exceed the
ratio of his investment, as discussed earliar,

However, if all the partners agree to wark for the joint venture,
gach one of them shall be treated as an agent of the other in all
matters of business. Any work done by one of them in the normal
course of business shall be deemed as authorized by all the partners.

3) Basic rules of distribution of Profit
1. The ratio of profit for each partner must be determinad in
respect of the actual profit earned by the business and not
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2,

in proportion to the capital invested by him. For example, if
it is agreed between them that 'A' will gat 1% of his investment,
the contract is not valid.

It is not allowed to fix a lump sum amount for anyane of the
partners ar any rate of profit tied up with his Investment,
Therefore, iT'A" & ' enter into a partnership and it is agreed
between them that "A' shall be given Rs. 10,000/- per month
as his share in the profit and the rest will go to 'B', the
partnership is invalid.

If both partners agree that each one will get percentage of
profit hased on his capital proportion, whether both take part
in the management of the business or not, it s allowead.

It iz also allowed that if an investor is working, his profit share
(2] could be more than his capital share (%) irrespective of
whether the other partner is working or not. For example,
it'A' & '8 have invested Rs.1,000/- each in a basiness and it
may be agreed that only 'A° will work will get 2/3rd of the
profiv white "B will only get 1f2rd. Similarly, i (he condition
of ot s AE0 wopnsed on 'R i the agreement, tnen tne
proportion of profit for ‘A’ can be maore than his investment.

5, If a partner has put an express condition in the agreement

that he will not work for the Musharakah and will remain
sleeping partner throughout the term of Musharakah, t
his share of profit cannot be more than the ratio of
investment. However, Hanbali school of thought consi
fixing the sleeping partners profit share mora than
investment share to be permissible.

6. Itis allowed that if a parther is not working, his profit s
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can be established as less than his capital share.

7. If both are working partners, the share of profit can differ
fram the ratio of investment. For example, Zaid’ & 'Bakar’
both have invested Rs.1,000/- each. However, Zaid gets 1/2rd
of the total profit and Bakar gets 2/3rd, this is allowed. This
opinion of Imarm Abu Hanita 2% js based on the fact that
capital is hot the only factor for profit distribution but also
labor and work, Although the investment of two partners is
the same but in some cases, guantity and guality of work
might differ,

4} Basic rules of distribution of Loss
All scholars are unanimaous on the principle of loss sharing in
Shariah, based on the saying of Syyednna Ali |bn Talib % that
I% a5 follows:

[e iz AT ;_-;|_'_-'-.-w,n'-n.-i'—.=a] Iﬂ..pﬁ':-h'-b-'-" Ln-'__r"*j.-]lsdu'ui"’a-'fﬂ'i:'"
"Loss is distributed exactly according to the ratio of investment

and the profit is distributed according to the agreement of the
partners."

Therefore, the loss is always subject ta the ratio of investment.
For example, if ‘A" has invested 40% of the capital and 'B' has
invested 60%, they must suffer the loss in the same ratio as of
their investment proportion, not more, not less. Any condition
contrary to this principle shall render the contract invalid.

5] Powers & Rights of Partners in Musharakah
After entering into a Musharakah contract, partners have the
following rights:
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a)

k)

d)

e

f)

The right 1 sall the mutually owned property since ail partners
are representing each other in Shirkah and all have the right
to buy & sell for business purposes.

The right to buy raw material or other stocks an cash orcredit,
using funds belonging ta Shirkah, to put into the business,

The right to hire people to carry out business, if needed.
The right to deposit money and goods of the business
belonging to Shirkah as depositor trust where and when
necessary,

The right to use Shirkah's fund or goods in Mudarabah,

The right of giving Shirkah's funds as hiba {gift) or loan. If

one parther for purpose of investing in the business has taken
3 Qard-e-Hasana, then paying it becomes liable on bath,

&) Termination of Musharakah
mMusharakah will stand terminated in the following cases:

X

If the purpose of forming the Shirkah has been achieved. Far
example, if two partners form a Shirkah for a certain project
such as buying a specific guantity of cloth in order to sell i1
and the cloth is purchased and sold with mutual investment,
thie rules are simple and clear in this case. The distribution
of profit will be as per the agreed rate, whereas in case of
loss, each partner will bear the loss according to his ratio of
investrment,

Every partner has the right to terminate the Musharakah at
any time after giving his partner a notice that will cause the
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Musharakah ta end. For dissolving this partnership, It the
assels are liguidated, they will be distributed between the
partners on the following basis:

a) If there is no profit and no loss to the assets, they will
be distributed an pro rata basis.

h) In case of loss as well, all assets will be distributed on
pro rata basis.

3. Incase of the death of any one of the partners or any partner
becoming insane or incapahle of effecting commercial
transaction, the Musharakah stands terminated.

4. In case of damage to the share capitsl of ane partner befare
mixing the same in the total investment and before affecting
the purchase, the partriership will stand terminated and the
loss will only be borne by that particular parthet. However,
if the share capital of all partners has been mixed and could
nat be identified singly, then the loss will be shared hy all and
the partnership will not be terminated.

Termination of Musharakah without closing the business
if one of the partners wants termination of the Musharakah,
while the other partner or partners |ike to continue with the
businass, this purpose can be achieved by mutual agreement,
The partners who want to run the business may purchase the
share of the partner who wants to terminate his partnership,
because the termination of Musharakah with ohe partner does
not imply its termination between the other partnars. However,
in this case, the price of the share of the leaving partner must be
determined by mutual consent. If there is a dispute about the
valuation of the share and the partners do not arrive at an agreed
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price, the leaving gartner may campel other partners on the liguidalion
ar on the distribution of the assets themseivas,

The guestion arises whether the partners can agras, while entering
into the cantract of the Musharakah, on a condition that the iguidation
or separation of the business shall not be effected unless all the partners
or the majority of them wants to do so. And that a single partner who
wants to come gut of the partnership shall have ta sell his share to
the other partners and shall net farce them an liguidation or separation.

This canditian may be justified, especially in the madern situatians,
on the ground that the nature of business, in most cases today, recuires
continuity for its success. The liguidation or separatian =t Lhe instance
of a single partner only may cavse irreparable damage to the other
parkrers,

i & particular business has been started with huge amounts of money
which has becn invested in a long-term project, and one of the parlners
seeks liguldation in the infancy of the project, it may be fatal to the
interests of the partners, as well as to the sconomic growth of the
society, to give him such an arbitrary power of liguidation or separation.
Therefore, such & condition seems to be justified, and it can be
supported by the general principle laid down by the Hely Prophet e
i his Tamous hadith:
[ov tsdome s o ol pmind] T8 i)l i w35 o 8 g pathend!

"All conditions agread upen by the Muslims are upheld, except 3
condition which allows what Is prahibited or prohibits what is lawful”,

Dispute Resolution
Thera shall be a provision for adjudication by a Review Committee



B -
Muskarakah rﬁﬂ ,:E"?

14 resolve any difference that may arise between the bank and
its clients {partners) with respect to any of the provisions contained
in the Musharakah Agreement.

Security in Musharakah

In case of Musharakah agreement between the Bank and the
client, the bank shall in its own right and discretion, obtain
adequate security from the party to ensure safety of the capital
invested/ financed as alsa for the profit that may be earned as
per profit projection given by the party, The securities obtained
by the bank shall, also as usual, be kept fully insured at the party's
cost and expenses with Takaful (Islamic Insurance), The purpose
of this security s to utilize it only in case of damage or loss of the
principal amount or earned profit due to the negligence of the
client.

The difference between interest based financing and Musharakah

| Interest Based Financing Musharakah

A fixed rate of return on a loan {Musharakah does not envisage
atlvanced by the financier is  |a fived rate of return, The return
predetermined irrespective of fis based an the actual profit
the profit eamed or loss suffered jearned by the joint venture,

by the debtor,

The financier can suffer loss, if
The financier cannot suffer loss, |the joint venture fails to produce
fruits.

Issues Relating to Musharakah
Musharakah is a mede of financing in Istam. Following are some
issues relating to the tenure of Musharakah, redemption in
Musharakah and the mixing of capital in conducting Musharakah.
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Liguidity of Capital
A question commaonly asked in the operation of Musharakah is
whether the capital invested needs ta be in liguid form or not,
The answer as to whether the contract in Musharakah can be
hased on commaodities only or on money, varies among the
different schoals of thought in Islam. For example, if “Zaid® and
‘Bakar’ agree to invest Rs.1,000/- each in a garment business
and bath keep their investments with themselves. Then, if "Zaid’
buys cloth with his investment, will it be cansidered belonging
to both Zaid and Bakar ar only to Zaid? Furthermaore, if the cloth
is sold, can Zaid alone ¢iaim the profit or loss on the sale? In
arder to ahswer this question, the prime consideration should
bo whether the partnership becomes effective without mixing
the two investments profit or loss, This issue can be resolved in
the light of the following schools of thought of different ficths:

lmam Malik <= is of the view that liguidity is not a condition for
the validity of Musharakah, Therefore, even if a partner contributes
in kind to the partnership, his share can be determined on the
basis of the evaluationaccording to the prevalent market price
at the date of the contract. However, Imam Abu Hanifa & and
Imam Ahmad s do not allow capital of investment ta be in kind,
The reason for this restrictian is as follows:

« Commodities contributed by one partner will always be
distinguishable from the commodities given by the other
partners therefore they can not be treated as homogenous
capital.

» |f in case of redistribution of share capital to the partners,
tracing back each partner's share becomes difficult. If the
share capital was in the form of commadities then
redistribution cannot take place because they may have been
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sold by that time.

Imam Shafi =% has an opinion dividing commodities into tweo:;

# Dhawat-ul-Amthal (Homogenous Commodities)
Commuodities which if destroyed can be compensated by
similar commaodities in guality and guantity, Exampie
rice, wheat eic.

* Dhawat-ul-Qeemah [Heterogeneous Commodities)
Commodities that cannot be compensated by similar
commodities, like animals,

Imam Shafi =& |s of the view that commaodities of the first kind
may be contributed to Musharakah in the capital while the second
type of commedities cannot be a part of the capital, In case of
Dhawat-ul-Amthal, redistribution of capital may take place by
glving each partner the similar commodities he had invested
earlier, the commodities need to be mixed 50 well together that
the commodity of one partner can not be distinguished from
commoditics contributed by the other.

The illiguid goods can be made capital of investment and the
market value of the commodities shall determine the share of
the partner in the capital, It seems that the view of Imam Malik
_Zvis maore simple and reasonahle and meets the need of the
modern business therefore this view can be acted upaon,

We may therefore conclude from the above discussion that the
share capital in a Musharakah can be contributed either in cash or
in the form of commaodities. In the latter case, the market value of
the cormmodities shall determine the share of partner in the capital.
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Mixing of the Capital

According to Imam Shafi <+ the capital of partners should be
mixed so well that it cannot be discriminated and this mixing
should be done befare any business s conducted, Therefare,
partnership will not be completely enfarceable if any kind of
discrimination is present in the partners' capital. His argument
is based on the reasoning that unless bath investments will be
mixed, the investment will remain under the ownership of the
original investor and any profit or loss on trade of that investment
will be entitled to the original investor only, Hence such a
partnership is not possible where the investment is not mixed.

According to Imam Abu Hanifa .2, lmam Malik &£ and Imam
ahmed bin Hunbul 2, the partnership is complete only with an
agreement and the mixing of capital is not important. They are
of the apinion that when two partners agree to form a partnership
without mixing their capital of investment, then if one partner
hought some goods for the partnership with his share of
investment of Rs.100,000/-, these goods will be accepted as being
owned by both partners and hence any profit or loss on sale of
these goods should be shared according to the partnership
agreement.

Howewer, if the share of investment of one persan is lost before
mixing the capital or buying amything for the partnership business,
thern the loss will be borne solely by the person who is the owner
of the capital and will naot be shared by other partners. However
if the capital of both had been mixed and then a part of whole
had been lost or stolen, then the loss would have been bhorne by
bath,

Since i Hanafi, Maliki and Hanball schools of thought mixing
of the capital is not important, therefore, a very important present
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day issue is addressed with reference to this principle, If some
companies or trading howses enter into partnership for setting
Up an industry to conduct business, and they nead to open LC
forimporting the machinery. This LC reaches the importer through
his bank, Now when the machinery reaches the port and the
Imparting companies necd to pay for taking possession, the latter
need 10 show those recaipts in order to take possession of the
Eooils,

Under Shafi school of thought, the impaorted goods cannot becoma
the capital of investment but will remain in the ownership of the
person opening the LC because, 4t the time of opening the LC,
the capital has not been mixed and without mixing the capital,
Musharakah cannot come into existence, Under this situation, if
the goods are fost during shipment, the burden of loss will fall
upon the opener of the LC, even though the goods were being
imparted for the entire industry, This is because even though a
group of companies had asked for the machinery or imported
Ecods, the importers had not mixed thair capital at the time of
investment,

Contrary to this, since the other three schools of thought helieve
that partnership comes into oxistence at the time of agreement
rathar than after the capital has been mixed, therefare, the
burden of loss will be borne by all. This has two advantages:

d] Incase of loss the burden of loss will not fall Upon one partner
rather, it will be sharad by all partners of the firm,

bl If the capital is provided at the time of the agreement, it stays
blocked for the period during which the machinery is being
imported. While if the capital was not kept idle till the actual
operation could be conducted with the machinery, the same
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capital could have been used for somathing else as well.

This shows that the decision of the three combined schools of
thought is better equipped to handle the current import export
situation,

Tenure of Musharakah
For conducting a Musharakah agreement, questions arise
pertaining to fixing the period of the agreement. For fixing the
tenure of the Musharakah following conditions should be
remembarad;

@) The partnership is fixed for such 2 long time that at the end
of the tenure no other business can be conducted.

2] Can be for a very short time period during which partnership
15 necessary and neither partner can dissolve the partnership

Under the Hanafi school of thought, a pearson can fix the tenure
of the partnership because it is an agreement and an agreement
rmay have a fixed perind of titne, Inthe Hanbali school of thought,
the tenura can be fixed for the partner as it is an AgEncy agresment
and an agancy agreement in this schoal can be tixed, The Maliki
school however says that Shirkah cannot be su bjected to a fixed
tenure, Shafi school like the Paliki consider fixing the tenure to
be impermissible, Their argument is that fixing the period will
prehibit conducting the business at the end of that period which
In turn means that the fiking will prevent them from conducting
the business.

Uses of Musharakah / Mudarabah
These modes can be used in the following areas {or can replace
them according to Sharigh rulas)



o ]
“hapms £ 10 Musharakah Bralssa

Asset Side Financing

* Short/medium/long - term financing

* Project financing

+ Small and medium enterprises setup financing
+ |arge enterprise financing

*  |mport financing

* |Import bills drawn under import letters of credit
* Inland hills drawn under inland letters of credit
« Bridge financing

* LCwith margin {for Musharakah)

*  Export financing [Pre-shipment financing)

» Working capital Financing

» Running accounts financing / short term advances

Liahility Side Financing

»  For current) saving/mahana amdanif investment accounts
(Deposit giving Profit based on Musharkah/Mudarbah - with
predetermined ratio)

« |nter- Bank lending / borrowing

+« Term Finance Certificates & Certificate of Investmeant

» T-Bill and Federal Investment Bonds / Debenture.

» Securitization for large projects (based on Musharlah)

» Certificate of Investment based on Murabhaha [e.g: Meezan
Riba Free)

* Islamic Bank Musharakah bonds {based on projects requiring
large amounts - profit based on the return from the project),

Risks in Musharkah Financing
Sorme of the measure risks and problems that are being faced by
lslamic Banks in extending Musharkah or Mudarbah based
financing are as follows;

1} Business Risk: In Musharakah Financing, the bank s sharing
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the business risk with the customer since the return in
Musharkah financing is dependant on the actual performance
of the business. The hank should make a feasibility study of
the business of the customer and should prudently evaluate
all the risks of any business before making Musharakah
financing decisions, since exposure of bank is on the business
performance and not on the custamer, unless and until fraud
ar hegligence iz established on part of the customer.

2) Risk of Proper Book Keeping: Another problemin Musharkah
transaction is lack of transparent book keeping practices
adopted by variocus companies due to taxation reasons. Due
to this lack of transparency, Itis difficult to evaluate the actual
performance of any business since it is not completely
portrayed in the disclosed accounts of the company and in
the absence of such information, it is difficult to enter into
a Musharkah arrangement with the customer,

3] Customer Mindset: In Musharkah financing the actual profits
and loss of the-business ate shared hetween the partners
therefore if the business performs higher then the expectation
then it will generate higher profits. If high profits are generated
by the business then Bank will also be getting high profits
as per the profit sharing arrangement but many customers
are hesitant in providing profit that is more than the average
market benchmark rate of finanting.

4) Dishonesty: Another apprehension against musharakah
financing is that the dishonest clients may exploit the
instrument of musharakah by not paying any return to the
financiers. They can always show that the husiness did not
earn any profit by manipulating the records of the campany:.
Indeed, they can claim that it has suffered a loss in which case
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5)

6]

not only the profit, but also the principal amount will be
jeopardized.

Operational Risk: Success of Musharakah depends upon
Better management of the factors of operational risks, which
include:

a) Control over management
B] Transparency in income
c) Commitment by management

Islamic Banks can take following steps for proper management
of Dperational risks in Musharakah.

By appointing bank’s representatives in:
« Company’'s BOD
*« Finance

«  Internal audit

These representatives should be given proper authority &
will be directly reporting to Bank’s management.

Credit Risk: In Mucharakah, the Mucharik bank is exposed 1o
similar credit risks if some amount is payable by customs
under the Musharkah Agreement, as other banks, which
include: Risk of default and Party risk,

Credit risk can be mitigated by;

*  Proper evaluation of the customers financial position

*  Any Shariah Compliant security can be taken to secure
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the hank against any dishonesty or act of negligence by
the customer.

s Evaluation of customers credit history

s Past relationship with bank.
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CHAPTER 11

Tl UDARARBAR T e

e

DRl
S

This is a kind of partnership where one partner gives money ta
another for investing in a cormmercial enterprise. The investment
comnas from the first partner who is called "Rab-ul-Maal” while
the management and work 15 an exclusive responsibility of the
ather, who iz called "Mudarih" and the profits generated are
shared in a predetermined ratio,

Types of Mudarabah
There are two [2) types of Mudarabah namely:

1} Al Mudarabah Al Mugayyadah [Restricted Mudarabah)
Here, the Rab-ul-Maal may specify a particular business or a
particular place for the mudarib to carryout the business, in
which case, he shall invest the maney in that particular
business or place, This is called “al Mudarabah Al Mugayyadah®
|Restricted Mudarabah).

2] Al Mudarabah Al Mutlagah {Unrestricted Mudaraba)
Howeyer, if Rab-ul-maal gives full freedom to the Mudarib to
undertake whatever husiness he deems fit, this s called Al
Mudarabah Al Mutlagah” (Unrestricted Mudarabah), However,
the Mudarib cannot, without the consent of Rab-ul-Maal, land
money to anyone. The Mudarib is authorized to do anything,
which is normally done in the course of business. However, if
Mudarib wants to have an extraordinany work, which is beyand
the normal routine of the traders, he cannot do so without
express permission of Rab-ul-Maal, He is also not authorized to:

al Appeoint another Mudarib or a partner
b] Mix his own inwestment in that particular Mudarabah
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without the consent of the Rab-ul Maal.

All conditions of offer and acceptance are applicahle to both
the parties. The Rab-ul-Maal can execute a Mudarabah
contract with more than one person through a single

transaction. This means that the Rab -ul

haal can offer his

money ta ‘A’ and 'B' both so that each one of them can act
far him as Mudarib and the capital of the Mudarabah shall
be utilized by both of them jointly.

Difference between Musharakah and Mudarabah

Musharakah

Mudarabah

&ll partners invest in the
business.,

Qnly the Rab-ul-Maal invests in the
business.

all partnars have the right to
participate in the management
af the business and work for it.

The Rab-ul-maal has na right to
participate in the managemant which
is carried cut by the Mudarib only.

All partners share the |oss
proportionataly, to tha extent of
the ratio of their investmant.

Only the Rab-ul-maal bears the |ass
because the Mudarib doos not irwest
arwlhing.

Howaver, this is su bject toa concdition
that the Mudarib has worked with
due diligence.

A saon as the partners mix up
thair capital in a joint pool, all
Lhe assatls beoome jointly owned
by all of them according to the
proportion of their respective
investment. All partners benefit
from the appraciation in the
value of the assets avan if profit
|has not accrued through sales,

The poods purchased by the Mudarib
are solely owned by Rab-ul-rmaal and
the Mudarib can earn his shara in
the profit only if he sells the goods
ot the business in a profitable
manner.
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Investment
In Mudarabah, the Rab-ul-maal provides the capital investment
and the Mudarib looks after the management. Therefore, the
Rab-ul-maal should hand over the agreed investment to Mudarib
and leaves everything to Mudarib with na interferance from his
side but he may:

2] Dverses the Mudarib's activities and
b) Work with the Mudarib if the Mudarib consents

Here, the guestion arises, in what form should the Mudarabah
capital be? Can non-liquid assets like equipment, lfand etc. form
capital Investiments?

The basic principle is that the capital in Mudarabah is valid just
the way it is in Shirkah, which according to Hanafi figh should be
in liguid form. But, accarding to the other scholars, equipment
and land etc. can also be included as capital Imeestment. However,
all the scholars are unanimous on the following:

“Assets other than cash can be used as an Intermedigtes step.
However, this is subject to the determination of the sxact value
of the assets before they are used for the Mudarabah, If the
assets are not correctly evaluated, the Mudarabah is not valid ™

Mudarabah Expenses
The Mudarib shares profit of the Mudarabah as perthe agreed
Fate with the Rab-ul-Maal, but his expensas |ike meals, clothing,
conveyance and medical are not borne by Mudarabah, However,
if he is traveling on a business trip and is overstaying the night,
then the aforementioned expenses shall be covered from the
capital of Mudarabah. If Mudarib goes for g jeurney which
constitutes Safar-e-Sharai {more than 48 miles), but does nat
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overstay the night, his expenses will not be borne by Mudarabah.

All expenses which are incidental to the Mudarahah's function
filce wages of employess/workers or commissions in buying /selling
etr have to ba paid by the Mudarabah, However, all the expenses
can be included in the cost of commodities which Mudarib selis
in the market. For example, il the Mudarib is selling ready made
garments then the stitching, dyeing, washing expenses etc, can
be included by the Mudarib in the total cost of the garments.

If the Mudarib manages the Mudarabah within his city, he will
not be allowed any expenses, but only his due profit share.
similarly, if he keeps an employee, this employee will not be
allowed any expenses, but his salary.

If the Mudarabah agreement becomes invalid [Fasid} due to any
reason, the Mudarib's status will be that of an employee, meaning:

a) Whether he is traveling or doing business in his city, he will
not be entitled te any expense such as meal, conveyance,
clothing, medicine ete.

b) He will not be sharing any profit and will just get Ujrat-e-isl
{prevalent remunearation} for his job.

Distribution of Profit & Loss
It is necessary for the validity of Mudarabah that the contracting
parties agree, right at the beginning, on a definite proportion of
the actual profit to which each one of them is entitled. The
Shariah has prescribed no particular propartion; rather it has
bean left to the partnars’ mutual consent. They can share the
profit in equal proportions and they can also allocate different
proportions for the Rab-ul-Maal and Mudarib. However, in such
cases where the parties have not predetermined the ratio of
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profit, the profit will be shared at the ratio of 50:50.

The Mudarib and the Rab-ul-Maal cannot allocate a lumip sum
amount of profit for any party nor can they determine the share
of any party at a specific rate tied up with the capital, For example,
if the capital is Rs.100,000/-, they cannot agree on a condition
that Bs.10,000/- out of the profit will be the share of the Mudarib,
nor can they say that 20% of the capital will be given to Rab-ul
haal. However, they can agree that 40% of the actual profit will
go to the Mudarib and 60% to the Rab-ul-Maal or vice versa.

It is also allowed that different proportions could be agreed for
different situations. For example, the Rab-ul-Maal can say to the
Mudarib "If you trade in wheat, you will get 50% of the profit
and if you trade in flour, you will have 33% of the profit”, Similarly,
he can say "If you do the business in your own towh, you will be
entitled to 30% of the profit and if you do it in another town,
your profit share will be 50%".

Apart from the agreed propoartion of the profit (as determined
in the above mentioned manner}, the Mudankb cannat claim any
periodical salary or a fee or remuneration for the work done by
hirm for the Mudarakah.

All schools of Islamic Figh are unanimous on this point. However,
Imam Ahmad = has allowed for the Mudarib to draw his daily
expenses for food only from the Mudarahah Account. The Hanafi
jurists restrict this right of the Mudarib only to a situation where
Mudarib is on a business trip outside his own city, In this case,
he can claim his personal expenses for accommaodation and food,
e, but heis not entitled to get anything as daily allowanceas
when he is inhis own city.

If the business has incurred loss in some transactiaons and has
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gained profit in others, the profit shali be used to offset the loss
in the first instance, then the remainder [if any) shall be distributed
betweean tha parties according Lo the agreed ratio,

The Mudarabah becomes void [Fasid) if the profit is fixed in any
way, In this case, the entire amount (Profit + Capital) will be of
Rab-ul-Maal's, The Mudarib will just be an employee earning
Ujrat-e-Mis| {market equivalent salary/wages). The remaining
amount will be called Profit. This profit will be shared in the
Agresad ratio.

Roles of the Mudarib

Ameen {Trustee] Responsible for safeguarding the
investments, except in the case of natural
calamities,

Wakeel (Agent) To make purchases from the funds provided
by the Rab-ul-Maal.

Shareek (Partner) Sharing in any profit from the business.

Dhamin (Liable)  To provide for the loss suffered by the
Mudarabah due to any act of negligence on
his part,

Ajeer (Employee}) When the Mudarabah gets Fasid due to any
reason, the Mudarib is entitled to only the
salary, Ujrat-e-Misl.

Termination of Mudarabah
The Mudarabah will stand terminated when the period specified
in the contract expires. It can also be terminated any time by
gither of the two parties by giving notice. In case the Rab-ul-Maal
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has terminated the services of the Mudarib, the latter cantinue
Lo act as Mudarib until he is informed of the termination and all
his previous acts will remain a part of the Mudarabah.

It all assets of the Mudarabah are in cash form at the time of
termination, and some profit has been earned on the principal
amount, it shall be distributed between the parties according to
the pre-agreed ratio. However, if the assets of the Mudarabah
are hot in eash form, they will then be sold and liguidated sothat
the actual profit may be determined.

All loans and payahles of the Mudarabah will be recovered. Before
termination the provisional profit earned by Mudarib and Rab-
ul-Maal will also be taken into account and when total capital is
drawn, the principal amount invested by Rab-ul-Maal will be
given to hirm and the balance will be called profit which will be
distributed between Mudarib and Rab-ul-Maal at the agreed
ratieo,

If no balance is left, then the Mudarib will not get anything. If
the principal amount is not recovered fully, then the profit shared
by the Mudarib and Rab-ul-Maal during the term of the
Mudarabah will be withdrawn to pay the principal amount to the
Rab-ul-Maal. The balance will be profit, which will be distributed
betweean the Mudarib and the Rab-ul-Maal. In this casetoo if no
balance is left, Mudarib will not get anything.

Uses of Musharakah / Mudarabah
These modes can be used in the following areas {or can replace
them according to Shariah rules):
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Asset Side Financing

short/medium/long-term financing

Project financing

Small and medium enterprises setup financing
Large enterprise financing

Import financing

import bills drawn under import letters of credit
inland bills drawn under inland letters of credit
Bridge financing

LC without margin {tor Mudarabah)

Export financing (Pre-shipment financing)
Waorking capital financing.

Liability Side Financing

For current fsaving/mahana amdani/investment accounts
[deposit giving profit based on Musharakah / Mudarabah -
with predetermined ratio)

Inter- Bank lending / borrowing

Term Finance Certificates & Certificates of Investment

T-Bill and Federal Investment Bonds / Debenture.
Securitization tor lafge projects

Certificates of Investrment based on Murabaha [e.g: Meezan
Riba Free),



Chapter 12

' DIMINISHING MUSHARAKAH

The concept of Diminishing Musharakah

Another form of Musharakah, developed in the near past, is the
‘Diminishing Musharakah'. According to this concept, a financier
and his client participate eitherin the joint ownership of a propearty
ar an equipment, or in a joint commercial enterprise. The share
of the financier is further divided inte a number of units and it
is understood that the client will purchase the units of the share
of the financier one by one periodically, thus increasing his own
share until all the units of the financier are purchased by the
ciient so as to make him the sole owner of the property, or the
cemmercial enterprise, as the case may be.

The Diminishing Musharakah based on the above concept has
taken different farms in different transactions. Some examples
are givien below:

1. It has been used mostly in home financing. The client wants
to purchase a house for which he does not have adequate
funds, He approaches the financier who agrees to participate
with himin purchasing the reguired house. For instance, 20%
of the price is paid by the client and 80% of the price by the
financier. Thus, the financier owns 80% of the house while
the client owns 20%. After purchasing the property jointly,
the client uses the house for his residential purpeoses and
pays rent to the financier for using his share in the property.
At the same time, the share of financier i5 further divided
into eight equal units, each unit representing 10% ownership
of the houze. The client promises to the financier that ha will
purchase one unit after every three months,
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Accordingly, after the first term of three months, the client
purchases one unit of the share of the financier by paying
1/10th of the price of the house. This reduces the share of
the financier from B0% to 70%. Hence, the rent payable to
the financier is also reduced to that extent, At the end of the
second term, he purchases another unit thereby increasing
his share in the property to 40% and reducing the share of
the financier to 60% and consequently reducing the rent to
that proportion as well, This process goes on in the same
fashion until after the end of two years, the client purchases
the entire share of the financier reducing the share of the
financier to 'zero’ and increasing his own share ta 100%.

This arrangement allows the financier to claim rent according
to his propartion of ownership in the property and at the
same time allows him periodical return of a part of his principal
through purchases of the units of his share,

2. 'A' wants to purchase a taxi to use it for offering transpart
services to passengers and to earn income through fares
recavered from them, but he is short of funds. 'B' agrees to
participate in the purchase of the taxi, therefore, hoth of
thermn purchase a taxi jointly. For instance, 80% of the price
is paid by 'B' and 205 is paid by ‘A", After the taxi is purchased,
it is employed to provide transport to the passengers whereby
the net income of Rs. 1,000/- is earned on daily basis. Since
'B' has 80% share in the taxi, it is agreed that 80% of the fare
will be given to him and the rest of 20% will be retained by
‘&' who has a 20% share in the taxi, It means that Rs. 800/-
iz earned by 'B' and Rs. 200/~ by 'A' on daily basis. At the same
time the share of 'B' is Turther divided into cight units, After
three months 'A' purchases one unit from the share of 'B.
Consequently, the share of 'B’ is reduced to 70% and share
of ‘&' is increased to 30% meaning thereby that as from that
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date 'A' will be entitled to Rs. 300/- from the daily income of
the taxi and "B' will earn Rs. 700/-, This process will go on
until after the expiry of twe vears, the whole taxi will be
owned by 'A' and 'B' will take back his original investmant
along with the income distributed to him in the above
rmentioned way.

3. A wants to start the business of ready-made garments but
lacks the required funds for that business. 'B' agrees to
participate with him for a specified period, say two vears,
A% of the investment is contributed by '4' and 60% by 'B',
Both start the husiness on the basis of Musharakah. The
prapertion of profit allocated for each one of them is exprassly
agreed upon. But at the same time, 'B's share in the business
is divided into six equal units and "A' keeps purchasing these
units on gradual basis until after the end of two years 'B'
comes Ut of the business, leaving its exclusive oWwnership to
‘A’ Apart from the periodical profits earned by 'B', he gains
the price of the units of his share which, in practical terms,
tend to repay to him the original amount invested by hirm,

Analyzed from the Shariah point of view, this arrangement is
composed of different transactions which come to play their role
at different stages. Therefore, each one of the foregaing three
farms of Diminishing Musharakah is discussed below in the light
of the Islamic principles:

Home Financing on the basis of Diminishing Musharakah
The proposed arrangement is composed of the following
transactions:

1. To create joint ownership in the property (Shirkat-ul-Milk).

Z. Glving the share of the financier to the client on rent.
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3.

i]

Promise frem the client to purchase the units of share of the
financier,

Actual purchase of the units at different stages.

Adjustment of the rentals according 1o the remaining share
of the financier in the property.

Steps in detail of the arrangement

The first step in the above mentioned arrangement of
Diminishing Musharakah is to create a joint ownership in the
property. It has already bheen explained in the beginning of
this chapter that 'Shirkat-ul-Milk' [joint ownership) can come
into existence in different ways including joint purchase by
the contracting parties. All schoaols of Islamic jurisprudence
have expressiy allowed this type of contract. Therefore, no
objection can be raised against creating this form of joint
ounErs i,

i) The second part of the arrangement is that the financier

leases his share in the house to his client and charges rent
fram him. This arrangement is also permissible because there
it no difference of opinion among the Muslim jurists in the
permissibility of leasing one's undivided share in a property
to his partner. If the undivided share is leased out to a third
party, its permissibility is a point of difference between the
Mushim jurists,

imam Abu Hanifa .2% and Imam Zufar & are of the view that
the undivided share cannot be leased out to a third party,
while Imam Malik ==, Imam Shafi'i =25, abu Yusuf .= and
Ruhlammad Ibn Hasan 2% hold that the undivided share can
be leased out to any person, But so far, as the property is
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leased to the partner himself, all of them are unanimous on
the validity of ‘ljarah'.

iii) The third step in the aforesaid arrangement is that the client
purchases different units of the undivided share of the
financiar, This transaction is also allowed. If the undivided
share relates to both land and building, the sale of both is
allowed according 1o all the 1slamic schools, Similarly, it the
undivided share of the building is intended to be sold to the
pariner, it is also allowed unanimously by all the Muslim
Jurists. However, there is a difference of opinion if it 15 sold
toa third party.

It is clear from the toregoing three steps that each one of the
tranzactions mentioned above is allowed, but the question
15 whether these transactions may be combined in a single
arrangement, The answet is that if all these transactions hawve
been combined by making each one of them a condition to
the other, then this is not allowed in Shariah, because it is a
well settled rule in the Islamic jurisprudence that one
transaction cannot be made a pre-condition for another.

However, the proposed scheme suggests that instead of
rmaking two transactions conditional to each other, there
should be a one sided promise from the client, firstly, to take
share of the financier on lease and pay the agreed rent, and
sacondly bo purchase diffarant pnits of tha ghane of the
financier of the house at different stages. This leads us to the
fourth step, which is the enforceability of such a promise.

W) itis generally believed that a promise to do something creates
only & moral obligation an the promisor, which cannot be
enforced through courts of law. However, there are a number
of Muslirn jurists who declare that promises are enforcea Hlﬂ,
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and the court of law can compel the promisor to fulfifl his
promise, especially, in the context of commercial activities.
Sorme Maliki and Hanafi jurists can be cited, in particular, whao
have declared that the promises can he enforced through
courts of law in cases of necd.

The Hanafi jurists have adopted this view with regard to a
particulzr sale called 'bai-bilwafa'. This bai-bilwafa is a special
arrangement of the sale of a house whereby the buyer
promises to the seller that whenever the latter gives him back
the price of the house, he will resell the house to him. This
arrangement was in vogue in the countries of Central Asia,
and the Hanafi jurists have declared that il the resale of the
house to the original seller is made a condition far the initial
sale, it is not allowed. However, if the first sale is affected
without any condition, but after affecting the sale the buyer
promises to resell the house whenever the seller affers to
him the same price, this promise is acceptable and it creates
not only & moral obligation, but also an enforceable right of
the original seller. The Muslim jurists allowing this arrangement
have hased thair view on the principle that "the promise can
be made enforceable at the time of need™,

Even if the promise has been made before affecting the first
sale, after which the sale has been affected without a
condition, it is also allowed by certain Hanafi jurists,

Cine may ralse an objection that if the promise of resale has
been taken before entering into an actual sale, it practically
amounts to putting a condition on the sale itself, because the
promise is understood to have been entered into between
the parties at the time of sale, and even if the sale is without
an express condition, it should be taken as conditional because
a promise in an express term has preceded it
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This abjection may be addressed by the fact that there is 3
big difference betwean putting 5 condition in the sale and
making a separate promise without making it a condition, If
the condition is expressly mantioned at the time of sale, it
reans that the sale will be valid only if the condition is fulfilled,
meaning thereby that if the condition is not fulfilled in the
future, the present sale will become void. This makes the
transaction of sale contingent an a future event, which may
or may not occur. It leads to uncertainty (Gharar) in the
transaction, which is totally prohibited in Shariah,

Conversely, if the sale is without any condition, but one of
the two parties has promised to do something separately,
then the sale cannot be held contingent or conditional with
tylfillment of the promise. It will take effect irrcspactive of
whether or not the promisor fulfills his promise, Even if the
promisor backs out of his promise, the sale will remain
effective. The most the promisee can do is to compel the
promisor through a court of law to fulfill his promise and if
the promisor is unable to fulfill the promise, the promisee
can claim actual damages he has suffered because of the
default, This makes it clear that a separate and independent
promise to purchase does not render the original contract
conditional or contingent. Tharefore, it can be enfarced,

On the basis of this-analysis, Diminishing Musharakah may be used for
Home Financing with the following conditions:

a] The agreement of joint purchase, leasing and selling differant
units of the share of the financier should not be tied-up
together in one single contract. However, the joint purchase
and the contract of lease may be joined in one document
whereby the financier agrees to lease his share, after joint
purchase, to the client. This is allowed because, as explained
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b)

in the relevant chapter, ljarah can be affected for a future
date, Al the same time, the client may sigh one-sided promise
tao purchase different units of the share of the financier
periodically and the financier may undertake that when the
client will purchase a unit of his share, the rent of the remaining
units will be reduced accordinghy.

At the time of the purchase of each unit, the sale must be
affected by the exchange of offer and acceptance at that
particular date,

It will be preferable that the purchase of different units by
the client is affectad on the basis of the market value of the
house as prevalent on the date of purchase of that unit, but
it is also permissible that a particular price is agreed in the
promise of purchase signed by the client as it is a "Shirkat ul
Milk" transaction and the partnership is only over the assets
and not in the businass,

Diminishing Musharakah for services
The second example given earlier for Diminishing Musharakah
is the joint purchase of a taxi for using it as a hired vehicle to earn
income. This arrangement consists of the following elements:

a)

b)

c)

Creating joint ownership in a taxi in the form of Shirkat ul-
Milk, As already stated, this is allowed in Shariah,

hMusharakah in the income generated through the services
of the taxi. It is also allowed, as mentioned earlier in this
chapter,

Purchase af differant units of the share of the financier by
the client, This is again subject to the conditions already
explained in the case of Home financing. However, there is
a slight difference between Home financing and the
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arrangement suggested in this second example. The taxi,
when used as a hired vehicle, narmally depreciates in value
over time, therefore, depreciation in the value of the taxi
must be kept in mind while determining the price of the
different units of the share of the financier.

Biminishing Musharakah in Trade
The third example of Diminishing Musharakah as given above is
that the financier contributes 60% of the capital for starting a
business of ready-made garments, for example, This arrangement
is composed of two elements only:

1) In the first place, the arrangement is simply a Musharakah

2]

whereby two partners invest different amounts of capital in
a joint enterprise. This is obyviously permissible subject to the
conditions of Musharakah already spelled out earlier in this
chapter,

Secondarily, it entails the purchase of different units of the
share of the financier by the client. This may be in the form
of a separate and independent pramise by the client, The
requirernents of Shariak regarding this promise are the same
as explained in the case of Home financing with one very
important difference. Here the price of units of the financier
cannot be fixed in the promise to purchase, because if the
price is fixed before hand at the time of entering into
Musharakah, it will practically mean that the client has ensured
the principal invested by the financier with or without profit,
which is strictly prohibited in the case of Musharakah.

Therefore, there are two options for the financier about fixing
the price of his units to be purchased by the client,

= Une option is that he agrees to sell the units an the basis
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of valuation of the business at the time of the purchase
of each unit, If the value of the business increases, the
price will be higher and If it decreases the grice will be
lgwer. Such valuation may be carried out in accordance
with the recognized principles through the experts, whose
identity may be agreed upon between the parties when
the promise is signed.

* The second option is that the financier allows the client
to sell these units to any body else at whatever price he
can, but al the same time he offers a speacific price tothe
client, meaning thereby that if he finds a purchaser of that
unit at & higher price, he may sell it to hirm, but if he wants
ta sell it to the financier, the latter will be agreeable to
purchase it at the price Nxed by him before hand.

Althaugh, both these options are available according to the
principles of Shariah, the second option does not seem to be
teasible for the financier, because it would lead to injecting new
partners in the Musharakah which will disturb the whaole
arrangerent and defeat the purpose of Diminishing Musharakah
in which the financier wants to get his money back within a
specified time period. Therefore, in order o implement the
objective of Diminishing Musharakah, only the first option is
practical.

Lises:

= Al Purchase of Fixed Assots,

s Home Financing.

s Plant & Factory Financing,.

=« (Car / Transport Financing.

s Project Financing of fixed assets.
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Chapter 13

“ ~ MURABAHA
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Murabaha is one of the most commanly used modes of financing
by Islamic Banks and financial institutions,

Definition
Murabaha is a particular kind of sale where the sefler expressly
mentions the cost of the sold commodity, and sells it to the buyer
by adding some profit thereon, Thus, Murabaha |s not 3 loan
Eiven an interest: it is a sale of a commadity for hand to
hand/deferred price.

The Bai' Murabaha In banks invalves the purchase of a cormmodiry
oy a bank on behalf of a client and its resale to the latter on cost-
plus-profit basis. Under this arrangement, the bank discloses its
cost and profit margin to the client. In other words, rather than
advancing money to a borrower, which is how the system would
work in a conventional Banking agreement, the Islamic bank will
buy the goods from a third party and sell those goods to the
customer at a pre-agreed price.

Murabaha is a mode of financing as old as Musharakah, Today
In Istamic banks world-over, approximately 66% of all investment
transactions are through Murabaha .

Difference between Murabaha and Sale
A simple sale in Arabic is called "Musawamah” - a bargaining sale
without disclosing or referring to what the cost prica is, However,
when the cost price is disclosed to the client, it is called
"Murabaha”, A simple Murabaha is one where there is cash
payment i.e. payment is made at the time of sale. “Murabaha
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Muz'jjal” is one on deferred payment basis i.e, payment is made

after few days of sale.

Differences between Murabaha and Conventional Financing

Conventional Financing

Murabaha

Qard based canzract

A sale transaction-

Compensation in the form of
intarest, since any benefit over
loan is interest

Compensation in the form of
price of goods

.|Bank does not assume the
ownership and risk of the assets

The ownership and risk of the
asset are borne by the bank

4, |Charges penalty in case of late
payment

Mo penaity can be charged in
| case of late payment

Basic Rules for Murabaha
Following are the rules governing a Murabaha transaction:

1. The subject of sale must exist at the time of the sale. Thus,
anything thal does nat exist at the time of sale cannot be
sold and its non-existence makes the cantract void.

2. The subject matter must be in the ownership of the seller
at the time of sale. If the seller sells something that he
bimself has not acquired, then the sale becomes yaid.

3. The subject of sale must be in physical or constructive
possession of the seller when he sells it to another person.
Constructive possession means a situation where the
possessor has not taken physical delivery of the commadity,
yet it has come into his ownership and all rights and liabilities
of the commadity are passed on to him, including the risk
of its destruction,
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d.  The sale must be instant and absolute, Thus, a sale attributed
to a future date or a sale contingent to a future avent is
void: For example, 'A' tells 'B' on 1st of lanuary that he will
se|| his caron 1st of February to 'B', the sale is void because
it is attributed to a future date.

5. The subject matter should be a property of value. Thus, a
sood having no value cannot be sold or purchased.

6. The subject of sale should not be a thing used for an un-
[slamic purpose,

¥, Thesubject of sale must be specifically known and identified
to the buyer. For Example, 'A' the owner of an apartment
building says to 'B' that he will sell an apartment to 'B' Now
the zale is void bocause the apartment to be sold 5 not
specifically menticned or pointed to the buyer,

8. The delivery of the sold commedity to the buyer must be
certain and should not depend on a contingency or chance.,

8,  The certainty of price is 3 necessary condition for the validity
of the sale. If the price is uncertain, the sale is woid.

10. The sale must be unconditional. & conditional sale is invalid
unless the condition is recognized as a part of the transaction
according to the usage of the trade.

Step by step Murabaha Financing
Five steps needs to be followed in Murabaha Financing:

1. The client and the institution sign an overall agreement
whereby the institution promises to sell the commaodity and
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the client promises to buy it from time to time at an agreed
rate of profit added to the cost, This agreement may specify
the limit up-to which the facility may be availed.

2. An agency agreement is signed by both the parties in which
the institution appoints the client as his agent for purchasing
the commuodity on its behalf.

3. The client purchases the commodity on behalf of the institution
and takes possession as the agent of the institution,

4, The client informs the institution that it has purchased the
commodity and simultaneously makes an offer to purchase
it fram the institution.

5. The institution accepts the offer and the sale is concluded
whereby ownership as well as risk is transferred to the client,

All the above conditions are necessary to affect a valid Murabaha,
If the institution purchases the commodity directly from the
supplier, it does nol need any agency agresment.

The most essential element of the transaction is that the
commaodity must remain in the risk of the institution during the
perlod between the third and the fifth stage. The above step or
transaction is the only way by which this transaction is
distinguished from an ordinary interest-based transaction.

Practical Example
“ABC & Co” is a manufacturer and exporter of rice. The company
purchases paddy rice from local suppliers and after processing
the rice, the company exparts it to different countries. The
campany has a working capital reguirement of Rs. 100 Million
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for purchase of paddy rice from the suppliers. The company
approaches an lslamic Bank for granting finance facility of Rs 100
trillion.

Islamic Bank offers the facility of Murabaha 1o the customer
through which the Bank and the Customer signs a Master
Murabaha Agreement to sell and purchase Paddy rice on
Murabaha basis from time to time, as per the conditions of the
Agreement. Upon requirement for the purchase of paddy rice,
the customer gives an order to the hank to supply paddy rice
waorth of Rs. 10 million to the company on Murabaha basis,Upan
receipt of the request from the Customer, the Bank authorizes
the Customer to purchase the paddy rice as an agent of the Bank
from the market. The Customer negotiates the deal with the
Unigue Rice Trader {a supplier) and intimate the Bank to male
Pay Drder in the name of Unigue Rice Trader, Bank then issuas
3 Pay Drder in the name of Unique Rice Trader, which can either
be paid directly by the bank to the supplier or the Bank may hand
over the Pay Order to the Customer to provide it to Unigue Rice
Trader on behalf of the Bank.

Upon receipt of payment, Unigue Rice Trader supply the rice to
the Customer (the agent of the bank), Immediately upon the
receipt of paddy rice, the agent {Customer) intimates the bank
about the receipt of rice worth Rs. 10 million from the supplier
and simultanecusly offers to purchase the same rice from the
Bank for Rs. 11 million with deferred payment of 6 months. The
Bank, after verifying the genuiness of the transaction and ensuring
that all the basic rules of sale are being fulfilled, accepts the offer
of customer, With the acceptance of the Bank, the ownership
and risk of the rice transfers to the custamer and the same rice
can now be used by the custamer,
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However, if the same customer would have approached some
conventional Interest based bank for financing the same
transaction, then the Conventional bank would have granted a
loan of Rs, 10 million for a period of 6 months with an interest
amount of Rs. 1 million.

Apparently, the end result of both the transactions look similar,
where custormer ends up paying same amount of money but the
underlying transaction for the first transaction is a 5ale based
Cantract, which is allowed in Islam, whereas the contract of
Conventional Bank is a loan Contract for which any sort of
compensation is impermissible in Islam.

Issues in Murabaha
Following are some of the issues in Murabaha financing:

1) Securities against Murabaha
Payments aceruing from the sale are receivables and for this,
the client may be asked by the bank to furnish a security, The
security may be in the form of & mortgage or hypothecation
ar some kind of lien or charge.

2} Guaranteeing the Murabaha
The seller can ask the client to furnish a third party guarantee,
In case of default on payment, the seller will have recourse
to the guarantor who will be liable to pay the amount
guaranteed to him. There are two issues relating to this:

a) The guarantor cannot charge a fee fram the original client.

b) Howewver, the guarantor can charge for any documentation
expenses,
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3)

4]

5)

Penalty for default

Another issue with Murabaha is that if the client defaults in
payment of the price on the due date, the additional price
cannot be changed nor can penalty fees be charged. In order
to aveid the adverse consequences, an alternative is that the
client may be asked to undertake that if he fails to pay
installment on its due date, he will pay certain amount to
charity, For this purpose, the bank may maintain a charity
fund and dishus charity from it under the directions of Shariah
board of the bank.

Rollover in Murabaha

Murabaha transaction cannot be rolled over Tor a further
period once the old contract ends, It should be understood
that Murabaha is not a loan rather the sale of a commodity,
which is deferred to a specific date, Once this commaodity is
sald, its ownership transfers from the bank to the client and
It Is therefore no more a property of the seller. Now what
the seller can claim is only the agreed price and therefore
there is no guestion of affecting another sale an the same
commodity between the same parties.

Rebate on Early Payments

=ometimes the debtors want to pay earlier than maturity to
get discounts. Majority of Muslim scholars including the major
schools of thought consider this to be un-Islamic. However,
if the Islamic bank or financial institution gives somebody a
rebate on its own, without stipulating it in the contract of
Murabaha, it is not objectionable especially if the client is
neady, This should net be made a regular practice and in no
way forms a part of the contract.
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&) Calculation of cost in Murabaha
The Murabaha can only be affected when the seller can
ascertain the exact cost he has incurred in acquiring the
commaodity he wants to sell, If the exact cost cannot be
ascertained then Murabaha cannot take place, In this case,
the sale will take place as Musawamah i.e. sale without
reterence to the cost.

7} Subject matter of the Murabaha

Al commedities cannot be the subject matter of Murabaha
because certain requirements needs to be fulfilled, For
instance, the shares of a lawful company can be sold or
purchased on Murabaha basis because according 1o the
principles of lslam, the shares represent ownership into assets
of the company provided all other basic conditions of the
transaction are fulfilled. A buy back arrangement or selling
without taking their possession is not allowed at all,

Murabaha is not permissible for items that cannot becorne the
subject of sale,

Basic mistakes in Murabaha Financing
Some basic mistakes that can be made in practical implementation
of the concept are as follows:

1. The most common mistake is to assume that Murabaha can
be used for all types of transactions and financing. This mode
can only be used when a commaodity Is to be purchased by
the customer. If funds are required for some other purpose,
Murabaha cannot be uzed,

2. The document in Murabaha signed for obtaining funds is for
a specific commedity and therefore it is important to certify
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(ensure) the subject matter of the Murabaha,

3. In some cases; the sale of the commaodity to the client is
affected hefore the commodity is acquired from the supplier.
This occurs when the various stages of the Murabaha are
skipped and the documents are signed altogether. It is
important to rememhber that Murabaha is a package of
different contracts and they come into play one after another
al their respective slapes.

4. |t has been observed in some financial institutions that
Murabaha is applied on already purchased commodities. This
15 not permitted in Shariah and can only be affected on
comimodities that have not yet been purchased.

5. Both the customer and the Bank staff must be properly
educated. Lack of awareness about Islamic financing modes
may cause Shariah non-compliance issues.

Risk Management of Murabaha Financing
some of the major risk and their mitigants are as follows:

1} Product Specific Risk
In Murabaha Financing, an Islamic Bank should assume the
risk of destruction or loss of the assets prior to its sale to the
CUstomer,

Mitigant

il Takaful coverage for the Murabaha assets.

it} Another tool for managing this risk is to minimize the tirme
of ownership by selling the asset to the customer irmmediately
after acquiring the assats,
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2} Credit Risk
It is the risk pertaining to the default or delay of customer
in paying its obligations.

Mitigant

il Any Shariah Comnpliant security can be taken to cover the risk
of non-payment or delay in payment.

i} Robust evaluation of customer’s business performance and
Industry outlook.

jii) Matching the Murabaha financing with the cash cycle of the
customer. For example, if a customer sells its goods in the
market for a credit of 90 days, then wenure for Murabaha
financing must be kept around 30 days.

3} Shariah Non-Compliance Risk
This is the risk of NMon-compliance of basic Sharizh
requirements for a Murabaha transaction, which results in
the reduction of the income of the bank as non-compliant
income may lead to loss of bank’s income as banks cannot
accept or recognize income from a non shariah compliant
Lransactions.

Mitigant

il Proper Training of Bank employees and the customer.,

ii] Implementing strong cantrol measures in the bank through
policy making,

it Implementing a system of Shariah Audit and Campliance.

v} Development of easy to understand process flow for each
Murabaha financing.

Variants of Murabaha Financing
0in the basis of reguirements of customer, numerous variants
of Murabaha can be developed. Some of them are as follows:
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1) Advance Payment Murabaha
In this type of Murabaha structure, bank makes an advance
payrent to the supplier of assets and sells these aszets 10
customer upon receiving its delivery.

2) Credit Payment Murabaha
In this type of Murabaha structure, bank sells the assets to
its customer which the bank has purchased on credit from
the supplier L.e. outflow of funds is made by the bank after
certain time of execution of Murabaha sale with the customer
and financing is booked prior to the disbursement of funds
by bank.

3) Murabaha Pledge
In this type of Murabaha structure, bank keeps the same
goods as pledge which the bank has sold to the customer
through a Murabaha transaction.

4] Murabaha 5pot
In this type of Murabaha structure, the banlk does not
immediately sell the asset to the customer but keeps the
asset inits inventory, The assets held in the inventary of the
hank are sold to the customer, as per his requirement against
spot payment.

Uses of Murabaha
Murabaha is being used in following scenarios globally for
Short / Medium / Long Term Finance,

* Raw material

*  |nventory

= Equipment

«  Asset financing
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= |mport financing

s  Export financing {Pre-shipment}

s  Consumer goods financing

s«  House financing

= Vehicle financing

s  land financing

= Shop financing

» PCfinancing

» Tour package financing

» Education package financing

» All other services that can be sold in the farm of package (ie.
services like education, medical etc. as a package).

Bai' Muajjal

Bai' Muajjal is the Arabic acronym for "sale on deferred payment
biasis". The deferred payment becomes a loan payable by the
buyer in a lump sum or installment (as agreed between the two
parties). In Bai' Muajjal, all those items can be sold on deferred
payment basis which come under the definition of capital where
guality does not make a difference but the intrinsic value does,
Those assets do not come under the definition of capital where
quality can be campensated for by the price and Shariah scholars
have an 'lirmah' {consensus) that demanding 3 high price in
deferred payment in such a case is permissible.

Conditions for Bal' Muajjal
The Conditions for Bai® Muajjal are as follows:

1. The price to be paid must be agreed and fixed at the tirne
of the deal, It may include any amount of profit without any
qualms about riba.

2. Completeftotal possession of the subject in question must
be given to the buyer, while the deferred price is to be treated
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as debt against the buyer,

3. Dnee the price is fixed, it cannot be decreased in case of ea rhy
payment, nor can it be increased in case of default.

4. In order to secure the payment of price, the seller may ask
the buyer to furnish a security either in the form of mortgage
or in the form of a tangible item.

5. If the commadity is sold in installments, the saller may put
a condition an the buyer that if he fails to pay any installment
on its due date, the remaining installments will become due
immediately,

Accounting Treatment of Murabaha Transactions
Since Murabaha is a Sale transaction and not a loan transaction
therefore, the accounting treatment of Murabaha must also be
different from the loan transaction. Following are the major
points which should be considered while devising accounting
Areatment of Murabaha transactions,

1] Profit Recognition

In & loan transaction, intarest income is accrued and recopnized
by the banks from the date of loan disbursement, but in case of
Murabaha transactions, the income can be recognized by the
bank anly after the asset has been sold to the customer even
though the bank has made advance payment to the supplier or
to his agent.

2} Inventory

The goods purchased by Islamic Banks, befare being sald to the
customer, must be recorded in the balance sheet of the bank as
inventory of the bank, Cost of inventories should cormprise all
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costs of purchases and other costs incurred in bringing the
inventoties to their present location and condition,

3) Murabaha Receivables

Unlike a loan transaction, the Murabaha receivable shall be
dizclosed =5 Trade debts. A sample of accounting entrigs that
can be used to record Murbaha transactions are as follows:

1. At the time of payment to the client for the purchase of goods
an behalf of bank ot directly to the supplier by the bank, the
transaction will be accounted for as follows:

Yanuary 01, 2011:
Or Advance Against Murabaha KEXR
Cr Pay Order [/ Party Account WK

3. ‘When bank receives the possession of the goods |, the following
entries would be passed:

Or Inventory ; WA
Cr Advance against Murabaha KK

3 WWhen the purchased goods are sold by the bank to the
customer on Murabaha hasis, the following entries would

be passed:

Dr Murabaha Financing WX

Dr Murabaha Profit Receivable AN

Cr Inventory M
Cr Deferred Murabaha Income R

4. If the bank has sold the goods on 12 menths deferred period,
then at the end of each month, bank may recognize 1/12th
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of the income as Income on Murabaha finan cing. At this stage,
following entries would be passed:

Dr Deferred Murabaha Income K
Cr Ineeme on Murabaha Financing R

And soon. This entry will be passed at the end of EACH month
till maturity.

In case, the bank does not receive the possession of the goods
by the manth end and therefore could not execute Murabaha
sale with the customer, the bank will not accrue income for the
month and the above mentioned entry # 4 would NOT be passed.

Apart from this, entries number 2, 3 and 4 will also not be passad
since hank has not yet possessed the goods,

If the bank receives the goods in the next month, then the entries
from 1 to 3, as mentioned above will be passed. At the month
. end, accrual for the two months would be booked by the bank
as per entry number 4, since bank did not book income far the
preceding month,

5. On maturity of Murabaha transaction i.e. at the time of
receiving of final payment, following entry would be passed:

lanuary 01, 2012;

Dr Party Bank A/t MAHN
Cr Murabaha Financing BN
Cr Murabaha Profit Receivable RN

Mote; The Accounting entries are based upon the usual practice
of Meezan Bank Limited and may vary from bank to bank,
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SALAM

In Salam, the seller undertakes to supply specific goods to the
buyer at a future date in exchange of an advanced price fully
paid at spot, The payment is at spot but the supply of purchased
goods is deferred.

Purpose of use:

* This mode of financing can be used by the modern banks
and financial institutions especially to finance the agricultural
sector,

* To meet the needs and requirments of small farmers who
need financing to grow their crops and to feed their families
until the time of harvest, When Allah's messenger declared
Riba as haram, the farmers could not take usurious loans,
Therefore, the Holy Prophet & allowed them to sell their
agricultural products in advance,

* To meet the need of traders for import and export business.
Under Salam, it is allowed Lo sell the goods in advance so that
after receiving cash price, they can easily undertake the
aforesaid business, Salam is beneficial to the seller as he
recelves the price in advance and it is beneficial to the buyer
also as normally the price in Salam is lower than the price in
spot sale.

The permissibility of Salam is an exception to the general rule
that prohibits forward sale ang therefore it is subject to strict
conditions, which are as follows:
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Conditions for Salam
The conditions for Bai Salam are as follows:

1}

2]

It is necessary for the validity of Salam that the buyer pays
the price in full to the seller at the time of affecting the sale.
In the absence of full payment, it will be tantamount ta sale
of a debt against a debt, which is expressly prohibited by the
Haoly Prophet &, Moreover, the basic wisdom for allowing
Salam is to fulfill the “instant need" of the saller. If the full
price is not paid in advance, the basic purpose of Salam will
not be achieved,

Only those goods can be sold through & Salam contract in
which the quantity and guality can be exactly specified e.g.
precious stones cannot be sold on the basis of Salam because
each stone differs in guality, size, weight and their exact
specification is not possible,

1} Salam cannot be effected on @ garticular commaodity or for

4

5)

6)

a product of a particular field or farm e.g. Supply of wheat
of a particular field or the fruit of a particular tree since there
is a possibility that the crop may get destroyed before delivery
and given such possibility, the delivery remains uncertain,

All details in respect to quality of goods sold must be expressly
specified leaving no ambiguity, which may lead to a dispute.

It is necessary that the quantity of the commodity is agreed
upoh in absolute terms. |t should be measured or weighed
in its usual measure only, meaning what is normally weighed
cannot be guantified and vice versa.

The exact date and place of delivery must be specified In the
contract,
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7] Salam cannot be affected in respect of items, which must be
delivered at spot: For example, if gold is purchased in exchange
of silver, it is necessary that the delivery of both commodities
be simultaneous, thus geld or silver cannot become the
subject matter of Salam if the price is paid in the form of
gold/silver,

8] The commadity far Salam contract should be available in the
market at the time of delivery. This view is as per the rulings
of Shaafi, Maliki and Hanbali schools of thought,

3} The time of delivery should be at least fifteen [15) days Lo
one maorth from the date of agreement. Price in Salam s
generally lower than the price in spot sale. The 5alam period
should be long enough to affect the prices. But Hanafi Figh
did nat specify any minimum pericd for the validity of Salam.
It is all right to have an earlier date of delivery if the seller
conscnts to it

10} Since price in Salam’is generally lower than the price in spat
sale; the difference in the two prices may be a valid profit for
the Bank.

11) A security in the form of a guarantee, mortgage or
hypothecation may be required for a Salam in order 1o ensure
that the seller delivers,

12) The seller at the time of delivery must deliver commaodities
and not money to the buyer who would have to establish a
special cell far dealing in commaodities.

Banefits
There are two ways of using Salam for the purpose of financing:
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1) After purchasing a commeodity by way of Salam, the financial
institution can sell it through a parallel contract of Salam for
the sarme date of delivery, The period of Salam in the second
parallel contract is sharter and the price is higher than the
first contract, The difference between the two prices shall
be the profit earned by the institution. The shorter the pericd
of 5alam, the higher the price and the greater the profit. In
this way, institutions can manage their short term financing
portfolios.

2, The institution can obtain a promise to purchase from a third
party. This promise should be unilateral from the expected
buyer. The buyer does not have to pay the price in advance,
When the institution receives the commodity, it can sell it
at a pre-determined price to a third party according to the
terms of the promise.

Conditions of Parallel Salam

1. Inan arrangement of parallel Salam, there must be two
different and independent contracts;

il one, where the bank is a buyerand
ii) the other in which it is-a seller.

Thetwo contracts cannot be tied up and performance of one
should not be contingent on the other. For example, if &
has purchasad from 'B' 1,000 bags of wheat by way of Salam
to be delivered on 31 December, 'A" can contract a parallel
Salam with "'C' to deliver o him 1,000 bags of wheat on 31
Decermnber. But while contracting Parallel Salam with 'C', the
delivery of wheat to 'C' cannot be conditioned with taking
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delivery from 'B. Therefare, even if 'B' does not deliver wheat
on 31 December, 'A' is duty bound to deliver 1,000 bags of
wheat to 'C". He can seelk whatever recourse he has against
‘B, but he cannaot rid himself from his lizhility to deliver wheat
to 'C.

Similarly, if 'B' has delivered defective goods, which do not
conform 1o the agreed specifications, 'A' is still oblipated to
deliver the goods to 'C' according to the specifications agreed
with hirm

- A salam arrangement cannot he used as a buy back facility
where the sellar in the first contract is also the purchaser in
the second contract, Even If the purchaser in the second
contract 15 a separate legal entity, but owned by the seller in
the first contract; it would not be tantamount to a valid
parallel Salam agreement.

For example, 'A’ has purchased 1,000 bags of wheat by way
of Salam from 'B' - a joint stock company. "B has a subsidiary
'C!, which is a separate legal entity but is fully owned by 'B,
'‘A' cannot contract the parallel Salam with 'C'. However, if 'C'
Iz not wholly owned by 'B', 'A' can contract parallel Salam
with it, even if some share-holders are common between 'B'
and 'C:
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Risk Mitigation in Salam
some of the risks that are present in Salam Financing for Banks
are as foliows,

RISKS DETAILS MITIGANTS
Delay in delivery ol |1} Wait until the goods are
goods from the available,
customer. i) Bank can cancel the contract
and recover the Salam Price
1. | Delivery Risk iii) Bank can agree on replacement
of goods provided that Lhe market
value of the replaced goods docs
not exceed the market value of
the griginal goods that were
subject matter of Salam.
The Customer The Bank has the right to reject
2. | Quality Rlsk delivers defected  |the delivery or bank can accept
finferior goods. the delivery at discounted price.
Market price of the  |Parralel 5alam or promisc to
subject mattar purchase from a third party will
3. | Price Risk decregses aftar Bank | mitigate the risk.
enters irta Salam
agreerment.
The goods once i} Obtain Takaful coverage for
delivered by Customer |5alam goods
4. | Storage Risk [will beat Bank's fisk (i) Minimize the time duration
hefore the same are  [between acceptance of delivery
sold to the ultimate  |under Salam and delivery to the
purchaser. ultimate purchaser.
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Introduction

Istisna' is a salo transaction whera 3 commaodity is transacted
before it comes inta existence. It is an order to a manufacturer
to manufacture a specific commodity for the purchaszer. The
manutacturer uses his own material to manufacture the raguired

goods.

In Istisna’, price must be fixed with the cansent of all parties
Invelved. All other necessary specifications of the cormmadity

must also be fully settled,

Cancellation of contract

After giving prior notice, either party can cancel the contract
befare the manufacturing party has begun its work. Once the
work starts, the contract cannot be cancelled unilaterally,

Difference between Istisna' and Salam
The differance batween |stisna’ and Salam is as follows:

Istisna

Lalam

The subject mater must by 2n item
which neads to be manufactured,

The subject may be anything that may
ar_may nolt need manufacturing,

The price does not necessarily head
to be paid in full in advance. It is not
necessary 1o pay the full price even
at delivery either. It can be defarred
te any time according to the
agreemenl of the parties, The
payment may also be made in
installirments,

The price has to be paid in full in
advance,

The time of defivery does not have to
ba fixed,

The time of delivery is an assential|
part of the cantract,

(The contract can be cancellad before

the manufacturer starts the wark.| unilatarslly.

The contract cannot be cancellad

—
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Difference between istisna’ and ljarah:
The difference hetween 1stisna and ljarah is as follows:

Istisna ljarah tul Ashkhaas
The manufacturer uses his own| The material is provided by the
material or obtains it to make the | customer and the manufacturer
ardered zoods. uzes anly his labor and =kill, L.e, his
servicos are hired for a specified
fea.
The purchaser has a right to reject | Right of rejection of goods after
the goods after inspection as|inspection does not exist.
Sharigh permits somebaody who
purchases a thing nol seen by him,
to cancel the sale after seeing it
The right of rejection only exists if}
the goods do not conform to the
spacifications agreed upon
between the parties at the time of
cantract,

Time of delivery
As pointed out earlier, it is not necessary in Istisna’ that the time
of delivery is fixed. However, the purchaser may fix 8 manimum
tirme for delivery which means that if the manufacturer delays
the delivery after the appeintaed time, he will nhot be bound to
accept the goods or to pay the price,

In order to ensure that the goods are deliverad within the specified
period, saome modern agreements of this nature contain a pehalty
clause to the effect that in case the manufacturer delays the
delivery after the appointed time, he shall be liable 1o pay a
penalty which shall be calculated on a daily basis. Can such a
penal clause be inserted in @ contract of Istisna’ according to
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Shariah? Although the classical jurists seem to be silent about
this question while they discuss the contract of |stisna’, yet they
have allowed a similar condition in the casc of ljarah. They say
that if a person hires the services of a persan to stitch his clothes,
the fee may be variable according to the time of delivery, The
hirer may say that he will pay Bs, 100/-in case the tailor stitches
the clothes within one day and Rs. 80/~ in case he prepares them
after two days.

n the same analogy, the pricein Istisna’ may be tied up with
the time of delivery, and it will be permissible if it is agreed
between the partics that in the case of delay in delivery, the price
shall be reduced by a specified amount per day.

Istisna’ as a mode of financing
Istisha’ could be used as a mode of financing in the following
manner:

® [stisna’ may be used to provide financing for house financing, I
the client owns a land and sesks financing for the construction
of 3 house, the financier may undertake to construct the house
on the basis of an Istisna’. If the client does not own the l[and
and wants to purchase that too, the financier can provide him
with a canstructed house on a specified piece of land. The financier
does not have to construct the house himself. He can eithar enter
Inta a paratiel [stisng’ with a third party of hire the services of a
contractor [other than the client). He must calcudate his cost and
fix the price of |stisna’” with his client that allows him 1o make a
reasonable profit over his cost.

The payment of installments by the client may start right from
the day when the contract of Istisna’ is signed by the parties. In
order to secure the payment of installments, the title deeds of
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the house or land, or any other property of the client may be
kept by the financier as a security until the last installment is
paid by the client. The financier will be responsible to strictly
canform to the specifications In the agreement for the
comstruction of the house. The cost of correcting any discrepancy
would have to be borne by him.

& |stispa’ can also be used for financing working capital reguirements
of 4 manufacturer. The bank will order the manufacturer to
manufacture certain specified goods and pays the Istisna price
to the customer. Upon manufacturing the goods, the customer
will delivar the goods to the bank. After taking possession of the
goods, buyer will sell the goods in the market at the same price
and for this purpose, the bank may sale the goods directly or
may appoint same agent [including the customer) to sell their
goods in the market.

¢ [stisna' may also be used for similar projects like installation of
an air conditioner plant in the client's factory, building a bridge
or a highway etc. :

s The modern BOT (Built, Operate and Transfer) agreements may
be formalized through an Istisna’ agreement as well. 5o, if the
govarnment warts to build a highway, it may enter into an Istisna’
contract with the builder. The price of Istisna’ maybe the right
af the builder to eperate the highway and collect Toll Taxes for
a specific period,

Working Capital Financing Using Istisha
Islamic Bank can also finance the Working Capital requirements
of the Company through the mode of Istisna in the following
manner.




frary lstiang’ %lgiijtj

il When customer reguires funds for its fultilling its working
Capital requirements, then the Islatmic Bank will places an
order to manufacture to the customer to provide finished
goods of certain specifications.

ii] After placing the order, the bank may make the payment of
Istisna Price at lump sum or in installments.

Hi] After the finished goods are ready for delivery, the bank
would receive the poods from the customer.

iv) After receiving the goods the hank will sell the goods in the
market, either directly or through some agent, Lo recover its
cost price and earn some profit from the transaction,

Uses of Istisna’
= House financing
= Financing of plant / factory / building
» Booking of apartments
- = BOT arrangements
» Construction of buildings and plants

Accounting Treatrment of Istisna Transactions
Fallowing points must be considered while developing Accounting
treatment for Istisha transactions!

1) Profit Recognition
If bank has placed an "Order to Manufacture” 1o the customer
to provide assets of certain specifications, then income will
only be recognized by the bank once the bank has received
the delivery of the goods and has also sold these goods in
the market,



o e T
| ﬁ -
B 2 ﬁ’% neeeran Bank's Guide oo lsiamic Banking

2] Inventory
The goods that are delivered by the customer, a3 per the
banlc's Order to Manufacture, will be recorded in the balance
sheet of the bank as the inventory of the bank.

Example
& sample of accounting entries that can be used o record Istisna
transactions is as follows:

1) At the time of payment af Istisna price to the customer ie. at
the time of making Order to Manufacture, following entries would
be passed;

lanuary 01, 2011
O Advance Against |stisna KHHH
Cr Pay Order / Party Account LR L

21 When bank receives the possession of the goods, the following
entries would be passed:

Or lmwentary KEAE
Cr Advance against Istisna WK

3 When the received goods are sold by the bank in the market,
the following entries would be passed.

Dr lstisha Financing FAHHX
Cr. Inventory R

4] At the month end, following entries would be passed 1o record
the income:

D |stisna Profit Recievable NN
Cr Income on Istisna Financing HHNH
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And so on, This entry will be passed at the end of EACH month
till maturity.

In case the bank does not receive the possession of the goods
by month end and therefore could not sell the goods in the
rmarket, then bank will not accrue income for the month and the
above mentioned entry would NOT be passed. Apart from this,
entries number 2, 3 and 4 will also not be passed since bank has
not yet possessed the goods.

If the bank receives the goods in the next month then entries
from 1 to 3, as mentioned above will be passed. At the month
end accrual for the two months would be booked by the bank
as per entry number 4, since bank did not book income for the
preceding maonth.

5) On Maturity of Istisna transaction i.e. at the time of receiving
of final payment, following entry would be passed:

Dr Party Bank A/t N ®
Cr Istisna Financing NHNH
Cr Istisna Profit Receivable NH

*The Accounting entries are based upon practice of Meezan Bank
Limited {MBL) and may vary from bank to bank.
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Risk Mitigation in Istisna:
some of the risks that are present in Istisna Financing for Banks are as

follows:

RISKS

DETAILS

MITIGANTS

1 | Delivery Risk

Delay in delivery of
goods from the
rmanufacturer to bank.

2 [Man-
performance

The Ma nuf:ac:urer may

'not be able to

manufacture the goods
during assigned time and
refuses to carry on the
responsibility further,

Istisna price can be
reduced an daily basis to
penalize the
manufacturer, N
Bank can terminate the
lstisna agreeament and
demand the price back
from the manufacturer,
Alternatively, the price
may be paid by Bank in
installments after being
satisfied with the
performance.

3 [Quality Risk

The Manufacturer
delivers defected)
inferior goods.

Bank has the right to
reject the poods and
dernand the price back.

4 |Price Risk

Market price of the
subject matter decreases
after bank entiars into
Istisna agreement.

Parallel Istisna or promise
to purchase fraom a third

party will mitigate the
risk.

| 5 [Storage Risk

The goods once
delivered by
Manufacturer will be at
Bank’s risk before the
same are sold to the
ultimate purchaser.

This may be covered
through Takatul of the
poods and by minimizing
the tirme duration between
acceptancs of delivery
under Istisna and delivery

tothe ultimate purchaser.
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Istijrar means purchasing goods time to time in different quantities.
I lslamic jurisprudence, Istijrar is an agreement where a buyer
purchases something from time to time; each time there is no
offer or acceptance or bargain. There is one master agreement
where all the terms and conditions are finalized. There are twao
types of Istijrar;

Whereby the price is determined after all the transactions of
purchase are complete.

Whereby the price is determined in advance but the purchase
15 executed from time to time.

The first kind is relevant with the Islamic mode of financing. This
kind is permissible with certain conditions.

1]

2]

3]

In the case where the seller discloses the price of goods at
the time of each transaction: the sale becomes valid anly
when the buyer possesses the goods. The amount {price) is
paid after all transactions have been completed.

if the seller does not disclose each and every time to the
buyer the price of the subject matter, but the contractors
know that it is being sold at market value and the market
value is specified and determined in such a manner that it
does not vary and docs not lead to differences of the
cantractors, then the sale would be void,

If at the time of possession, the price of the subject matter
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was unknown or The contractors agree that whatever the
price shall be, the sale will be executed. However, if there is
significant difference in the market price and the agreed price,
it may cause conflict, Insuch acase, at the time of possession,
the sale will not be valid, rather the sale will be valid at the
time of settlement of the payment.

The validity will relate to the time of possession, Therefare the
awnershipof the buyer in the subject matter will be proved from
the time of possession. After the payment of price, the huyeat's
usage of the subject matter will be valid from the time of the
pOSSEssion,

Uses of istijrar
The concept of Istifrar can be applied in Murabaha in the following
Priciner:

The bank may use the concept of Istijrar for purchase of goods
from suppliers and then 1o s2ll them on the basis of |stjrar with
came amount of profit on deferred payment basis. This product
will work suitably when the bank purchases the goods directly
from the supplier and then sells them to the buyer. As in Lhis
case, the goods will be in the ownership as well asin the risk of
the bank till it sells them to the buyer, so that makes the contract
of sale valid and earning profit an such a transaction will be
permissible (Halal).

Corversely, if the bank appaoints the buyer as its agent 1o procure
the goods, and he purchases them from time to time and utilize
them, then it would not be possible to ascertain the point at
which the ownership and the risk of the goods passed to the
buyer, In order to make a Istijrar a viable product, following
mechanism may be used:
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1} The bank enters into an Istijrar agreement with the purchaser

2]

3]

4]

to sell different commadities to the extent of some specified
(say X amount] limit on a cost plus some profit basis.

The purchaser sends a purchase requisition letter to request
the purchase of specified commodities.

Simultaneously or just after signing the |stijrar agreement
with the purchaser, the bank agrees with the supplier gither
to purchase the goods on normal spot [ credit payment basis
or the bank may also enter into a parallel Istijrar agreement
1o purchase the goods on market prices whereby, the payment
may be made in advance or after the delivery,

After receiving the purchaze requisition from the customer,
the bank sends a purchase requisition letter to the supplier
to order him 1o deliver the goods to the bank or its authorized
representative or ask him to deliver them to the purchaser’s
premises on bank's behalf. After taking possession of the
goods and making the supplier its agent to deliver the goods
10 the customer, the goods will remain in the ownership and
risk of the bank.

It shauld be noted that & template purchase requisition letter
should be prepared in such a way that it completely mentions
the specifications of the goods. A confirmation letter should also
be sent from the supplier to the bank and then from the bank
to the purchaser describing all details of the goods and their
prices, in order to avoid any ambiguity in the subject matter as
well as In the price that may lead to any dispute.
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“llarah’ is a term of lslamic figh. Lexically, it means “to give
something on rent”. |1 the Islarmic juris prudence, the term “ljarah”
= used for two different situations.

1} In the first place, it means “to employ the services of a person
Oh wWages given o hitm as a consideration for his hired services.”
The employer is called “Mustajir” whila the employee is ¢alled
“Ajir", while the wages paid to the Ajit are called their “Ujrah”.

Example

If ‘& has ermployed ‘B in his office as 3 Mmanager on a monthly
salary, *A" is the Mustajir, and ‘B” iz the Ajir. Similarly, if ‘A’ has
hired the services of 3 porter to carry his baggage to the airport,
‘A" is the Mustajir while the porter is an Ajirand in both cases,
the transaction between the parties is termed as “ljarah-tul-
Ashkhas®,

2) The second type of ljarah relates to the usufructs of gssats and
not to the services of human beings. ljarah' in this sense means
“to transfer the usufruct of a particular property to another
parson in.exchange for a rent claimed from him.” In this case,
the term 'ljarah’' is analogous to the English term "leasing’, Here,
the fessor s called 'Mujir', the lessee i calied ‘Mustajir' and the
rent payable to the lessor is called 'Ujrah’, Howewver, there are
many differences betwean leasing contract of Conventional Bank
and ijarah, which will be discussed in detail,
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Basic Rules
The basic rules of ljarah are as follows:

Transferring of usufruct not ownership
In leasing, the owner transfers its usufruct to another person
far an agreed period, at an agreed consideratian.

Subject matter of lease
The subject matter of lease should ba valuable, identified ang
fuantified.

All consumable things cannot be leased out
The carpus of the leased property remains in the ownership
the seller, and only its usufruct is transferred ta the lessee.
anything which: cannot be used without consuming, cannot
leased cut. For example money, wheat etc,

All llabilities of ownership is borne by lessor
As the corpus of the leased property remains in the own
of the lessor, so all the liabilities emerging from the ow
shall be borne by the lessar,

Period of lease
s The period of lease must be determined in clear terms.

s |tis necessary for a valid lease that the leased asset s
identified by the parties.

Lease for specific purpose
The lessee cannot use the leased asset for any pur,
than the one specified in the lease agreement. H
such purpose s specified in the agreement, the lessss
it for whatever purpose it is used in the normal course
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Lessee as Ameen
* The lessea is ijable to compensate the lessor for every damage
ta the leased asset caused by his misuse or negligence,

* The leased asset shall remain in the rick of the lessor
throughout the lease period in the sense that any damage or
loss caused by the factors beyond the control of the lessew
shall be borne by the lessor.,

Lease of jointly owned property
* A property jointly owned by two or more persons can be
leased out and the rental shall be distributed betwean 3|
juint owners according to the proportion of their respective

shares in the property.

* Ajoint owner of 3 property can lease his proportionate share
only ta his co-sharer and not to any other person.

Determination of Rental
* The rental must be determined at the time of contract for
the whole period of lease,

* Itis permissible that different amounts of rent could by fixed
for different phases during the lease period, provided the
amount of rent for each phase is specifically agreed upon at
the time of affecting the lease. If the rent for a subsequent
phase of the lease period has not been determined or has
been left at the option of the lessor, the lease is not valid.

* The determination of rental on the basis of the aggregate
cost incurred in the purchase of the asset by the lessor, as
normally done in financial leases, is not against the rules of
shariah if both parties agree to it, provided all other conditions
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of a valid lease prescribed by the Shariah are fully adherad to,

» The lessor cannot increase the rent unilaterally and any
agreement to this effect is void.

» The rent or any part thereof may be payable in advance before
the delivery of the asset to the fesses, but the amount so colliected
by the fessor shall remain with hirmas 'on account’ payment and
shall ba adjusted towards the rent after its being due.

» The |lease period shall commence from the date on which
the leased assel has been delivered to the lessee,

* |f the leased asset has totally lost the function for which it
was leased, the contract will stand terminated.

* The rentals can be used on or benchmarked with some Index
as well. In this case, the ceiling and floor rentals can be
identified for validity of lease,

Lease as a mode of financing
Lease is not originally a mode of financing. Itis simply & transaction
meant to transfer the usufruct of an asset from one person to
another for an agreed period against an agreed consideration.
However, certain financial institutions have adopted leasing as
a mode of financing instead of long term lending an the basis
of interest.

This transaction of financial lease may be used for lslamic financing,
subject to certain conditions. It is not sufficient for this purpose
1o substitute the name 'interest! for 'rent’ and replace the name
‘mortgage tor leased asset’, There must be a substantial difference
between leasing and an interest-bearing loan, That will be possible
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only by following all the islamic rulas of leasing, some of which
have been mentioned earfiar,

To be more specific, some basic differancas between the
cantemporary financial leasing and the actual leasing allowed by
the Shariah are indicated below:

[ Cenventional Leasing |jarah

L.| The asset to be leased is not.owned The asset to be leased s owned by |
by the bank: the banlk,

2| The bank is nof respansible far any [ The bank bears all the sk of loss of
loss to the asser, asset ifsuch loss is not caused by the

negligence of the custamar.

3.| Rentis charged and demanded prior| No rent can be chargad and demanded
to delivery of the asset. prior to the delivery of the asset.

4.1 Tha conventional leasa dgreements | Since |jarah is a binding agre=ment
give unilateral right to bank ta therefare, neither party can
terminate the Lease Agreement terminate it without mutual consent
without any rasson. unless if there is a breach of contract

by either party

3. | Penalty on late payment i charged. | Penalty on fate paymenl canhaol he

b | charged.

The commencement of |=a 5E

Unlike the contract of sale, the agreerment of ljiarah can be effocted
for a future gate. Hence, it is different from Murabaha. In most
tases af the 'linancial lease', the lessor e, the f nancial institution
purchases the asset through the lestae himsaif. The lessee
purchases the asset on behalf of the lessar whe pays its price to
the supplier, either directly or through the lessae,

In some lease agreements, the lease commences on the very day
on which the price is paid By the lessor, irrespective of whethor
the lessee has effected Rayment to the supplier and taken delivery
of the asset or nat. it may mean that lessee's liability for the ront
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<tarts before the lessee takes delivery of the asset. This is not
allowiad in Shariah, because it amounts to charging rent an the
money given to the customer, which is nothing but interest, pure
and simpie.

Rant should be charged after the delivery of the leased asset
The correct way, according ta Shariah, is that tha rent will be
charged after the lessee has taket the delivery of the asset, and
not from the day the price has been pawd, If the supplier has
delayed the delivery after receiving the full price; the lessee
<hould not be liable for the rent of the period of delay.

Relationship between contracting parties

it should be clearly understood that when the lessee himself has
been entrusted with the purchase of the asset intended to be
|eased, there are two separate relations between the institution
and the client, which come into aperation ane after the other,
In the first instance, the client Is an agent of the institution to
purchase the asset on [atter's behalf, At this stage, the relation
hetween the parties is nothing more than the relation of a
principal and his agent. The relation of lessor and lesses has not
yet come into operation.

he second stage begins from the date when the client takes
delivery from the supplier. At this stage, the relation of lessor
and |essee comes to play its role, These two capacities of the
parties should not be mixed up or confused with each other.
During the first stage, the chent canfat be hald liable for the
obligations of a lessee. In this pericd, he is responsible to carry
out the functions of an agent anly. But when the assetis delivered
to him, he is liable to discharge his obligations @5 3 lezzan.



5 "ﬁ ;
I ara &%’L{-{(E ___IEE

Difference between Murabaha and leasing

In Murabaha, as mentioned earlier, the actual sale shauld tale
place after the client takes delivery from the supplier and the
previous agreement of Murabaha s not encugh for effecting the
actual sale. Therefora, after taking possession of the asset as an
agent, he is bound to give intimation to the institution and make
an affer for the purchase from him. The sale takes place after
the institution accepts the offer.

The procedure in leasing is different and a little shorter, Hera,
the parties need not affact the lease contract after taking defivery.
If the institution, while appointing the client as its agent, has
agreed to lease the assel with effect from the date of delivary,
the |ease will automatically start on that date without any
additional procedure. There ara two reasons for this difference
between Murabahah and Leasing:

d] Itis a necessary condition for a valid sale that it should be
affected instantly. Thus, a sale attributed to a future date |
invalid in Shariah. But leasing can be attributed to 3 future
date. Therefora, the previous agreement is not sufficient in
the case of Murabaha, while it is quite enough in the case of
leasing,

b} The basic principle of Shariah is that one cannot claim a profit
or a fee for 3 property the risk of which was never barne by
hirn, Applying this principle to Murabaha, the saller cannot
claim a profit ovar a property, which never remained under
his risk for a moment. Therefore, if the previous agreement
15 held to be sufficient for affecting a sale between the client
and the institution, the asset shall be transferred to the client
simultaneously when he takes its possessian, and the asset
shall not come into the risk of the seller even for a moment.
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That is why the simultaneous transfar is not possible in
Murabaha, and there should be a fresh offer and acceptance
after the defivery.

ln leasing, howewver, the asset remains under the risk and
ownership of the lessor throughout the leasing period, as the
ownership has not been transferred. Therefore, if the [ease
period begins right from the tima when the client has taken
dalivary, it does not violate the principle mentianed above.

Expenses conseguent to ownership
» Asthe lessor is the owner of the-asset and he has purchased
it from the supplier through his agent, he is liable to pay all
the expenses incurred in the process of its purchase and its
impart 1o the country of the lessar, for example, expenses
of freight and customs duty eic.

s The lessor can, of course, include all these expenses in his
cost and can take them into consideration while fixing the
rentals, but as a-matter of principle, he is liable to bear all
these expenses as the owner of the asset, Any agreement
ta the contrary, as is found in the traditional financial leases,
is not in conformity with Shariah,

Lassee as AmeenfLiability of the parties in case of loss to the asset
As mentiored in the basic principles of lgasing, the |essee is
responsible for any loss caused to the asset by his misuse ar
negligence. He can also be made liable to the wear and tear, which
normally occurs during its use. But he cannot be made liableto a
lass caused by the factors beyond his control. The agreements of
the traditional financial lease! generally do not differentiate
between the two situations. In a lease based on the Islamic
principles, both the situations should be dealt differantly.
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Variable Rentals in Long Term Leases
In the long-term lease dgresments, it is mostly not in the benafit
of the lessor to fix ane amaunt of rent for the whole period of
fease, because the markot conditions change from time to time,
In this case, the lessar has two options:

(8] He can contract leaze with a condition that the rent shall be
Increased according to a specified propartion [e.g. 5%) aftor
2 spedified period {like one year).

{b) He can contract lease for 3 shorter period after which the
parties can renew the lease at new terms and by mutual
consent with full liberty te each one of them to refuso the
renewal, in which case, tha |essea |s bound to vacate the
leased property and return it back to the lessor

These two options are available to the lessor according to the
classical rules of |slamic Figh. Howeaver, come contemporary
scholars have allowed, |n lang-term leases, to tie up the rental
amount with a variable be nchmark, which is sowell known and
well defined that it does not leave recm for any dispute. For
example, itis permissible according to the scholars to provide in
the lease contract that in case of any increase in the taxes imposed
by the government on the lessor, the rent will be increased to
the extent of same amoaunt,

Similarly, it is allowed by the scholars that the annual increase
in the rent be tied up with the rate of inflation. Therofare, if there
|5 an increase of 5% in the rate of inflation, it will result in an
Increase of 5% in the rent as well.

Based on the same principle, some |slamic banks use the rate of
interest as 3 benchmark to determine the rental amounts. They
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wanht to earn the same profit through leasing as is earnad by the
conventional banks through advancing loans on the basis of
interest, Therefore, they want to tie up the rentals with the rate
of interest and instead of fixing a definite amount of rental; thay
calculate the cost of purchasing the lease assels and want to garn
through rentals an amount equal to the rate of interest.

So in this case, the agreement provides that the rental will be
equal to the rate of interest or te the rate of interest plus
somelhing. Since the rate of interest is variable, it cannot be
determined for the whole lease period. Therefore, these contracts
use the interest rate of a particular country (like LIBOR) as a
henchmark for determining the periodical increase in the rent.
This arransement has baen criticized on the following two grounds:

a4} The first objection raised against itis that, by subjecting the
rental payments to the rate of interest, the transaction is
rendered akin to an interest based financing. This objection
can be overcome by saying that {as fully discussed In the case
of Murabaha), the rate of interest |s used as a benchmark
only. 5o far as other requirements of Shariah for a valid lease
are properly fulfilled, the contract may use any benchmark
for determining the amount of rental.

The basic difference between an interast based financing and
3 valid lease does not lie in the amount to be paid to the
financiar or the lessor, The hasic difference is that in the case
of leasa, the lessor assumes the full risk of the corpus of the
leased asset. If the asset is destroyed during the lease period,
the lessar will suffer the loss. Similarly, if the leased asset
looses its usufruct without any misuse or negligence on the
part of the lessee, the lessar cannot claim Lhe rent, while in
the case of an interest-hased financing, the financier is entitled
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1o receive interest, even if the debtor did not at all benefit
from the money borrowed. So far as this basic difference |s
maintained (i.e. the lessor assumes the risk of the |egsed
asset), the transaction cannot be categorized as an interest-
Bearing transasction, even though the amount of rent claimed
from the lessee is equal to the rate of interest,

It is thus clear that the use of the rate of interest meraly as
a benchmark does not render the contract invalid as an interes
- based transaction. It is, however, advisahle at all times 1o
avoid using interest even as a benchmark, so that an Islamic
transaction is totally distinguished from an un-slamic ane,
having no resemblance to interest whatsoever:

b} The second objection ta this arrangement is that the variations
of the rate of interest baing unknown, the rental tied up with
the rate of interast will imply tahalab’ and ‘Gharar’ which is
not permissible in Shariah. It is one of the basic requirements
of Shariah that the parties must know the consideration in
every contract when they enter into it, The consideration in
a transaction of lease is the rent charged from the lesses, and
therefore it must be known toeach party right at the beginning
of the contract of lease. If we tie up the rental with the future
rate of interest, which is unknown; the amount of rent will
remain unknown as well, This is the Iahalah ar Gharar, which
rendersthe transaction invalid.

Responding ta this objection, one may say that the Jahalah has
bean prohibited for two reasons:

* |t rmay lead to dispute between the parties. This reason is not
applicable here, because hoth parties have agreed with mutual
consent upon a well-defined benchmark that will serve as a
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criterion for determining the rent, and whatever amount is
determined, based an this benchmark, will be acceptable to
both parties, Therefore, there is no guestion of any dispute
betwean them.

s The second reason for the prohibition of lahalah is that it
renders the parties susceptible to an unforeseen loss. It is
possible that the rate of interest, in a particular period,
increases to an unexpected level in which case the lessee will
suffer.

=13

It is equally possible that the rate of interest rooms down
to an unaxpected |leval, in which case the lessor may suffer,
In order to meet the risks involved in such possibilities, it is
suggested by some contempaorary scholars that the relation
between rent and the rate of interest is subjected to a limit
or ceiling. For example, it may be provided in the base contract
that the rental amount after a given period, will be changed
according to the change in the rate of interest, but it will in
no case be higher than 15% or lower than 5% of the previous
monthly rent, It will mean that if the increase in the rate of
interest is more than 15%, the rent will be increased only up
to 15%, Conversely, if the decrease in the rate of interest is
moare than 5%, the rent will not be decreased to more than
Lo,

In aur apinion, this is the moderate view, which takes care of
all the aspects involved in the issue.

Penalty for Late Payment of Rent
In some agreements of financial leases, a penalty is imposed on
the lesses in case he delays the payment of rent after the due
date. This penalty, if meant to add to the income of the lessor,
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15 not warranted by the Shariah. The reason is that the rent after
it becomes due, is a debt payable by the lessee, and is subject
to all the rules prescribed for a debt, A monetany charge fram a
debtar for his late payment is exactly the riba prohibited by the
Holy Quran. Therefore, the lessor cannot charge an additional
amount in case the lessee delays payment of the rent,

Penalty of [ate payment is given to charity

In order to avoid the adverse consequences, an alternative may
be resorted to. The lessee may be asked to undertake that, if he
fails to pay rent an its due date, he will pay certain amount to a
charity. For this purpose, the financier/lessor may maintain a
charity fund where such amounts may be credited and disbursed
far charitable purposes, including advancing interast-free |oans
tothe needy persons. The amount payable for charitable purposes
by the lesses may vary according to the period of default and
may be calculated at per anhum basis ; The agreement of the
lease may contain the fallowing clause for this purpose:

"The Lessea hereby undertakes that, if he fails to
pay rent at its due date, he shall pay an amount
calculated at a certain percentage (%) per annum
to the charity Fund maintained by the Lessor which
will be Used by the Lessar exclusively for charitable
purposes approved by the Shariah and under no
circumstances form part of the income of the
Lessor.”

This arrangement, though does not compensate the lessor for
his opportunity cost of the period of default, yet it may serve as
d strong deterrent for the lessee to pay the rent promptiy.
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Termination of Lease

If the lessee contravenaes any term of the agreement, the lessor
has a right to terminate the lease contract unilaterally. However,
if there is no contravention on the part of the lessee, the lease
cannot be terminated withoot mutual consent: In some
agreements of the financial lease’, it has been noticed that the
lessor has been given an unrestricted power to terminate the
lease unilaterally whenever he wishes, according to his sole
discretion. This is again contrary to the principles of Shariah.
In some agreements of the 'financial lease’, a condition has been
found to the effect that in case of the termination of lease, even
al the optien of the lessor, the lessee shall pay the rent of the
remaining lease period.

This condition is obviously against Shariah and the principles of
egquity and justice. The basic reason for inserting such conditions
in the agreement of lease is that the main concept behind the
agroement is to give an intercst-bearing loan under the ostensible
cover of lease. That is why every effort s made to avoid the
logical consequences of the lease cantract,

Maturally, such a condition cannat be acceptable to Shariah, The
logical consequence of the termination of lease is that the lessor
should take the asset back. The lessee should be asked to pay
the rent as due up tothe date of termination. If the termination
has been effected due tothe misuse or negligence on the part
of the lessee, he can also be asked to compensate the lessor for
the |oss caused by such misuse or negligence, But he cannot he
compelled to pay the rent of the remaining period.

Insurance of the leased assets
If the leased property is insured under the slamic mode of Takaful,
it should be at the expense of the lessor and not at the expense
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of the lessee, asis generally pravided in the agreements of the
current financial leases'.

The residual value of the leased asset

Another important feature of the modern 'financial lease' is that
after the expiry of the lease period, the carpus of the leased
asset is normally transferred to the lessee. As the [essor already
recavers his cost along with an additional profit thereon, which
is hormally equal to the amount of interest which could have
been earned on 4 loan of that amount advanced for that pariod,
the lessar has na further intarest in the |eased asset. On the other
hand, the lassee wants to retain the asset after the expiny of the
leased pariod,

For these reasons, the leased asset is generally transferred to the
lessee at the end of the lease, either free of any charge or at a
nominal token price, In arder to ensura that the asset will be
transferred to the lessee, sometimes the |ease contract has an
cxpress clause to this effect. Sometimes this condition is not
mentioned in the contract exprassly; however, it is understood
between the parties that the title of the asset will be passed on
0 the lessee at Lhe end of the lease term, This condition, whether
itis express or implied, is not in accordance with the principles
of Shariah. It is a well-settled rule of Islamic jurisprudence that
one transaction cannot be tied up with anather transaction so
as to make the former a pre-condition for the other, Here, the
transfer of the asset at the end has been made a necessary
condition for the transaction of lease that is not allowed in
Shariah,

The original position in Shariah is that the asset shall be the scle
property of the lessor, and after the expiry of the lease poriod,
the lessor shall be at liberty to take the asset back, or to renew
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the lease ar to lease it out to another party, ar sell it to the lessee
or to any other person, The lessee cannot force him 1o sell it to
him at a nominal price, nor can such a condition be imposed on
the lessor in the lease agreement. But after the |ease period
expires, and the lessor wanis to give the asset tothe lessee as
a gift ar to sell it to him, he ¢an do so by his free will.

Howsver, same conternparary scholats, keeping in view the needs
of the lslamic financial institutions have come up with an
alternative, They say that the agreement of ljarah itself should
not contain a condition of gift or sale at the end of the lease
period. However, the lessor may enter into a unilateral promise
to sell the leased asset to the lessee at the end of the lease
period. This pramise will be binding on the lassor anly.
principle, according to them, is that a unilateral promise to en
into = contract a1 a future date is aliowed whereby the prom
ic bound to fulfill the promise, but the promisee is not bo
1o enter into that contract, It means that he has an option
purchase, which he may or may not exercise. However, rl‘
wants to exercize his option to purchase, the promisor ca
refuse it because he is bound by his promise.

Therefore, these scholars suggest that the lessor, after e
inta the lease agreement, can sign a separate unilateral
wherehy he undertakes that if the lessee has paid all the
of rentals and wants to purchase the asset at a specified
acceptable price, he will sell the leased asset 1o him
price, Once the lessor signs this promise, he is bound
it and the lesses may exercise his aption to purchase at
of the period, if he has fully paid the amounts of rent
to the agreement of |ease.
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Leasing for permissible (Halal) or impermissible usage
Itis & brief abstract of an article written by grand Mufti of Pakistan,
"Wufti Muhammad Shafi” about leasing or selling a property/asset
that could be used for Haram purposes, Its brief description is as
ol lows:

a) Ifa person sells or leases such property or goods that cannot
be used but for Haram purpose, then its contract of sale or
lease would be invalid and the seller or lessor would be sinner,

B] If 3 person sells or leases such a property or goods that can
ke used in Halal or Haram both purposes, and the seller/ffessar
does not know the exact purpose of the buver/lessee of
purchase or getting on lease; then it would be Halal to sell or
lease,

c} Ifa person sells or leases such a property or goods that can
be used inHalal or Haram both purposes and the sellerflessor
knows that he would use it only for Haram purpose, then the
cantract of SalefLease would be valid, however, the
buyer/lessee would commit a sin of Karaha (Karahat/disliking)
It means that the seller or lessor should avaid 1o sell or lease
them to that person.

MNow a questioh arises that what kind of Karaha would be involved
here, "al Karaha Al Tahreemiyyah” or “Al Karaha Al Tanzihiyyah"?
(The first one means il s 50 detested or disliked that it has been
very near to Haram, And the second one means that it is not so
disliked as the former one, but it is not preferable).

To answer this guestion, Islamic jurists opined that If 3 property
that is being sold or leased can be used for the bath Haram and
Halal purposes, but their manufacturing or building is more
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suitable for Haram purpose, then it would be Makrooh Al Tahreemi
to be sold and leased, otherwise, it would be “Makraokh Al
Tanzeehi” {the second kind),

Based on these principles, if the property is built in such a manner
that it would be more suitable to use it for theatre purposes,
then it is not preferable to sell or lease them, otherwise, it would
be an act of sith.

However, if any property can be used for the both purposes
equally, and seller o lessor knows that the buyer or lessee would
use it for Haram purpose, then its sale or lease would be valid,
but not preferable, Therefore, the buildings or land should not
be sold or leased to a party that uses it for haram purposes, in
any ahove mentioned two scenarios.

Accounting Treatment of ljarah
Following general guidelines must be followed while developing
accounting treatment for ljarah transactions:

1) The asset that is given on lease, must be recarded in the
balance sheet of the Bank.

2} ljara Income can not be recognized by the Bank before the
execution of ljarah Agreement with the customer.

3) ljarah income will be recognized over the term of ljarah on
Straight line basis.

4} Costs, including depreciation, incurred in earning the ijarah
[lease) income are recognized as an axpense.
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JARAH WA IQTINA
{LEASING AND PROMISE TO GIFT
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I Islamic Shariah, it is allowed that instead of sale, the |lessor
signs a separate promise to gift the leased asset to the lessee at
the end of the lease period, subject to his payment of all rentals,
This arrangement is called “ljarah wa Iqtina”

It has been allowed by a large number of contem porary scholars
and is widely acted upon by the Islamic Banks and Financial
Institutions. The validity of this arrangement is subject to two
basic conditions:

al The agreement of ljarah itself should not be subjected to
sighing this promise of sale or gift but the promise should be
recorded in a separate document.

- b} The promise should be unilateral and bin ding on the promisar

only. It should not be a bilateral promise binding an both
parties because in this case, it will be a full contract affected
to a future date, which is not allowed in the case of sale ar
gift.

sub-Lease

If the leased asset is used differently by different users, the lessee
cannot sub-lease the leased asset except with the BApress
pertission of the lessor, If the lessor permits the lassae for
subleasing, he may sub-lease it, All the recognized schools of
Islamic juris prudence are unanimous on the permissibility of
the sub lease, if the rent claimed from the sub-lessee is equal to
of less than the rent payable to the owner { ariginal lessor.
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Howewver, the opinions are different in case the rent charged from
the sub-lessee is higher than the rent payable to the owner.

Imarm Shafi -+ and some other scholars allow it and hold that
the sub lessor may enjoy the surplus received from the sub-
lessea, This s the preferred view in the Hanbali School as well,
G the ather hand, Imam Abu Hanifah # is of the view that the
surplus received from the sub-lessee in this case is not permissible
for the sub-lessor to keep and he will have to give that surplus
in charity. However, if the sub-lessor has developed the leased
property by adding something to it or has rented it in a currency
different from the currency in which he himself pays rent to the
awnherfthe ariginal lessor, he can claim a higher rent from his
sub-lessee and can enjoy the surplus,

Although the view of Imam Abu Hanifah < is more precautious
which should be acted upon to the best possible extent, in cases
of need, the view of Shafi and Hanbali schools may alse be
adopted as there is no express prohibition in the Holy Quran or
in the Sunnah against the surplus claimed from the lessee. |bn
Oudamah -= has argued for the permissibility of surplus on
forceful grounds

Assigning of the Lease
The lessor can sell the leased property to a third party whereby
the relation of lessor and lessee shall be established between
the new owner and the lessee. Howewer, the assigning of the
lease itself (without assigning the ownership in the leased asset)
for a monetary consideration is not parmissible.

The difference between the twao situations |5 that in the latter
case, the ownership of the asset is not transferred to the assignee,
hut he becomes entitled to receive the rent of the asset only.
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This kind of assignment is allowed in Shariah only where no
monetary consideration is charged from the assignee for this
assigniment. For example, a lessor can assign his right to claim
rent from the lessee to his son, or to his friend in the form of a
gift. Sirnilarly, he can assign this right to any one of his creditors
1o set off his debt out of the rentals received by him, But if the
lessor wants to sell this right for a fixed price, it is not permissikle,
because in this case, the money (the amount of rentals) is sald
for money, which is a transaction subject to the principle of
equality. Otherwise it will be tantamount to a riba transaction,
hence prohibited.

How to Operate Islamic Leasing as a mode of financing

The lease purchase or lease that ends with possession is a new
mode innovated by the lslamic banks, What distinguishes this
transaction is that the bank does not hold assets an its own,
instead, it purchases the asset on request from its customer who
15 interested to own an asset through lease that ends with
possession, Al the end of the lease period, ownership is transferrad
to the lessee,

The bank mostly calculates total rentals an the basis of the cost
of asset plus the profit. Rentals are payable over a period of time
45 agreed between the bank and the customer. In practice, thers
are two basic ways, through which the asset becomes the property
of the lessee at the end of the lease perjod:

1) A lease contract with a promise to grant the asset to the leszee
after paying all the rental installments. The grant must be obtained
in a separate contract.

2} A lease contract with a promise to sall the asset to the lesses in
exchange for a nominal or actual price. The [essee pays at the
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and of the lease period in addition to paying all the rental
installments agreed upon.

The Practical Steps of a Lease Purchase Operation
The following are the prictical steps of a lease purchase operation:

1. The purchase contract of assets
The bank: In pursuance of the customer's desire to draw a
contract of lease ending with cwnership, the bank purchazes
the asset from the selier, pays the price and gets its possession,
The seller: Agrees on the sale, signs the bill and agrees with
the bank about the place of delivery,

2. Delivery and receipt of the commodity
The seller: Delivers the asset to the bank directly or to any
party designated by the bank in the contract.
The bank: Authorizes its custamer to receive the asset and
dermands a notification of arrival and satisfaction of the
required specifications.

3. The |ease contract
The bank: Leases the asset to the customer and promises
customer the possession of the asset if he pays all the rental
installments (a promise to grant or a promise to sell for a
naminal or actual price),
The lessee: pays the rental installments at the agreed upon
periods.

4. Transfer of ownership
The bank: At the end of the |ease periogd and after the lessee
pays all the installments due, the bank assigns the asset to
the hencfit of the lessec as a grant or sale as promised.
The lessee: Dwnership of the asset transfers 1o the lessaa.
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Areas of Applications
The Islamic banks use the fease with aption to purchase especially
real estate, computers, machinery and equipment. By so doing,
the islamic banks give their customers the (reedom of choice to
actlire the assets they need from the sources they select in the
light of their experience and personal evaluation.

The lessee in this case enjoys the possession and use of the asset
during the lease period and it is certain that ownership of the
asset will be transferred to him it a1 the end of the |ease periad.
The bank alsa, retains the ownership of the assat and it assigns
it to the lessee only on receipt of rental installments agreed upon.

The Islamic Bonds Markat - Passibilities and Ch allenges

Bonds are long-term debt obligations that zre secured by a
specified assel or a promise to pay. In effect, 2 bond investar has
lent money to the bond issuer. In return, the issuer of that bond
Promises to pay interest and to repay the grincipal an maturity.
The certificate itself is evidence of a lender-creditor relations hii .
Itis a "security" because unlike a car loan or a home improverment
loan, the debt can be bought and sald in the open market, |n
fact, a bond is a loan, which |s intended to be bought and sold,

It is clear from this definition that in the conventional system of
bond issuance and trading, the issue of interast is at the centre
of any transaction, In contrast, in the lslamic financial system,
usury and interest are the first elements to be avoided. However,
this does not mean that the door of debt financing or, mare
eenerally, the possibility of bonds issuance and trading is closed
to Islamic finance. However, it is also important to note that
beside the rejection of the obvious system of interest in bond
trading, the islamic alternative must also avoid any tramsaction
of debt and ¢redit on future basis, which may result in usury and
interest,
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Copsidering the fact that bond issuance and trading are important
means of investment in the modern economic system, Muslim
jurists and economists are striving to find the Islamic alternative,
However. to meet the various demands of investors, Islamic
bonds and certificates should be diversified. Therefore, some
of these honds can be traded in the secondary market while the
trade of others is limited to the primary market because they
can be exchanged only at face value.

liarah Bonds
ljarah is a contract in which & party purchases and leases out a
fixed asset required by the client for a rental fee, The duration
of the rental and the fee are agreed in advance and the ownership
of the asset remains with the lessor. Hence, the relationship
hetween the parties differs from that of a debtor-creditor
velationship as it is based on buyer-seller of an asset.

liarah bonds, on the other hand are securities of equal
denomination of each issue, representing physical durable assets
that are tied to an ljarah contract as defined by shari'ah
The hasic feature of liarah bonds is that they represent leased
gssets e, without relating the bond helders to any commaon
grganisation, company or institution. For instance, an aircraft
legsed 10 an airline can be represented in bonds and owned by
3 thousand different bondholders, each of them, individually
and independently, presenting his bond(s) 1o the airline company
and collecting the periodic rent without having to have any
relation with other bondholders. In other words, the ljarah
hondholders are not the owners of the shares in a company that
owns the leased aireraft, but simply a sharing owner, who only
owns one thousandth or maore of the aircraft itself.

In a second example, let us assume that a group of investors
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bought an office building and divided up the ownership rights
into many certificates of equal face value. The group may rent
out the whole building for the next ten years, then sell these
certificates to the public. A buyer of such a certificate is acquiring
a share in the ownership of the office building, and an equal
share in the net income from it for the term of the lease. Such
certificates could be easily traded in the market, Mareowver, their
generation of steady rental income renders them even less risky
than common stocks. This is because in common stocks bath
annual netincome and capital gains or losses are variable, whereas
in rent sharing certificates part of the future income stream is
the contractually fixed rental payments.

There may be multiple forms of ljarah bonds depending on the
nature of the asset and the method and procedure of issuance
of the bonds. Thus, besides the simple farms of ljarah bonds
menticned above, more sophisticated forms of ljarah bonds can
be considerad by including financial intermediaries,

Let us suppose that the Ministry of Defense needs a training field
to be used for one of its training programs. A suitable piece of
land in a suitable location is needed, The Ministry of Defense
resorts to an |slamic bank to prepare an issue of ljarah bonds
that allow the Ministry to acquire the needed plot. The Islamic
bank buys the piot for 10 million dinars and rents it to the Ministry
of Defense for 900,000 dinars a year, At the same time, the bank
issues 1,000 ljarah bonds, each bond representing 1,000th of the
plot and entitling its owner to 900 dinars per year as rent., The
liarah contract has a period of ten years after which the contract
will be renewed perpetually for term of ten years, The Islamic
bank has an issyance commission of, say, 5% as premium above
the purchase price of the land i.c., the hank sells the bonds at
10,500 dinars each,
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in this form of ljarah bonds, the bondholders own the land that
is rented and they are entitled to the rent at the above-mentionad
rate.

Characteristics of ljarah Bonds
The characteristics of ljarah bonds stem from its nature and fram
the contractual relationship defined in the |jarah contract
governing it. These can be summarized as follows:

1]

2)

ljarah bonds are securities representing the ownership of well
defined existing and well-known assets thatare tied up 1o a
lease contract. This means that ljarah bonds can be traded
in the market at a price determined by market forces, This
includes inter alia, the general market conditions in the
econaimy and in the financial market, the opportunity cost
(current and oxpected return on new financing), prices of
real Investrment assets and economic trends in the specific
market related to securities and ljarah bonds, etc. The ljarah
bonds are also subject to risks related to the ability and
desirahility of the-lessee to pay the rental installments.
Maoreover, these are also subject to real market risks arising
from potential changes in asset pricing and in maintenance
and assurance costs,

Furthermare, the expected net return on some forms of ljarah
bonds may not be completely fixed and determined in
advance, since there might be some maintenance and
insurance expenses that are not perfectly determined in
advance. Consequently, in such cases, the amount of rent
given in the contractual relationship represented by the bond
represents a maximum return subject to deduction of this
kind of maintenance and insurance expenditure,
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3] liarah bonds are completely negotiable and can be traded in
the secondary markets. Subject to market conditions, these
bonds will ofter a high degree of liguidity and therefare, have
both tha characteristics and necessary conditions for
functioning as successful securities.

4) ljarah bonds offer a high degree of flexibility from the point
of view of their issuance management and marketabifity. The
central povernment, municipalities, awgal or any other asset
users, private or public can issue the bonds. Additionally, they
can be issued by financial intermediaries or directly by users
of the leased assets. It should be noted that lareh bondholders
as owners bear full responsibility for what happens to their
property. They are also required to maintain it in such a
rannear thiat the lessee may derive as much usufruct from it
a5 possible,

Agreements in Issuance of ljarah Bonds
The issuance of ljarah bonds involves three basic agreements
with respect to sale, purchase and the lease of assets. Thes=s are
as fallows:

1. Asset Purchase Agreement
Ownership title of the airport building is transferred to the
State Bank of Pakistan (SEP) so that the ownership benefits
from the asset pass on to the SBF. The SBP issues ljarah bonds
atid buyers of these bonds sign an agreement whereby the
proportionate ownership in the building is transferred to
therm.

2. Lease Rental Agreement
The State Bank of Pakistan may lease the bullding from the
bandholders for its use at the mutually agreed rental.
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1. Asset Sale Agreement
The lessee, through this agreement, agrees to purchase the
leased asset whose ownership is represented by the |jarah
honds, at a fixed price on maturity of the ljarah, from the
holders,

Conclusion
The issuance of ljarah bonds serve as a good source of medium
and long term investment and are issued in the capital markets
o mobilize short tarm deposits for the development of long
term infrastructure projects. Since the yield is predetermined
and the underlying asset is tangible and secured, the ljarah
hands can be traded In the secondary market.
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Tawarrug means "1o buy on credit and sell at spot value.” This
transaction is now a days being used by many Islamic banks far
liguidity management and as a mode of linancing especially for
personal financing and credit cards.

The following list summarizes a research paper by my honorable
father “lustice Mubhammad Tagi Usmani’, which describeas his
point of view regarding this mode of financing:

1} Tawarrug is an arrangement whereby a person, in need of
liquidity, purchases a commaodity from a seller on credit at a
higher price, The persan who acquires commoadity in this way
is called 'Mutawarrig’.

2} The difference between “Inah” and “Tawarrug™ Is that
"Mutawarrig" sells the commodity to a third party, while in
"Inah" the buyer resells it to the same seller from whom he
had bought the commadity.

3) There are two versions reparted from Imam Ahmad [bn
Hanbal.s about the permissibility of 'Tawarrug', Majority of
the Hanbali jurists have preferred the version according 1o
which 'tawarrug' is permissible. However, lbn Taimiyyah .£
ahd lhn Qayyim = have held Tawarrug' as impermissible.

4) The Shafi'i jurists have allowed ‘Inah’, and therefore it seems
that 'Tawarrug' is permissible with them with a greater force,

a) Maliki jurists are very strict about 'Inah’, but it appears from
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5]

their books that they do not see a problem in Tawarrug'.

some Hanafi jurists of later days have held that ‘Tawarrug’
is ‘Inah’, hence makrooh. But majority of the Hanfi jurists
have preferred the view of Ibn-ul-Humam s that ‘inah’ is
restricted to the situation where the commodity comes back
to the ariginal seller but where the commaodity is sold in the
market, the transaction is valid and permissible. However,
lending money [without interest) is more preferable.

7) Thus, the preferred view in all the four schools of [slamic figh

8]

9)

10]

is that Tawarrug is permissible. However, lending [without
interest] is more advisable.

This is the position with regard to the original concept of
Tawarrug, but the ruling may change if the transaction Is
infiltrated by some othar elements.

If the bank appoints the Mutawarrig himsetf as its agent to
purchase the commodity on behalf of the bank, then to sell
it to himself, this transaction is invalid, However, it the bank
appoints hirn as an agent only for the purchase of a commaodity
on behalf of the bank, then once it is purchased, the bank
itself sells it to Mutawarrig through a proper contract with
affer and acceptance, the transaction is valid, bul not
advizable,

If the "WMutawarriq” after purchasing the commaodity from the
bank, appoints the bank his agent to selt it in the market and
this agency is stipulated in the contract of sale as a condition,
the translation is not valid. However, if the agency was not
a condition in the sale contract, and it has been affected after
unconditionad sale, the transaction is valid, but not advisabie,



lawarruag E’;ﬂ 208

11) If "Tawarrug’ is carried out through the internaticnal
commaodity exchange, it is vulnerable to many violations of
Shariah, because many conditions of a valid Islamic sale may
be lacking.

12} Howewer, if all the condition of a valid sale are properly
ahserved, the transaction may be valid, but its extensive use
is not advised.

Mote: This Chapter is hased on the arabic article are written by
Justice (Retd) Mufti Muhammad Tagi Usmani 5b. The

i |

name of the Paper |5 b-elad BE o5 T80




CHAPTER 20

' ISLAMIC BANKING FRAMEWORK - COMPARISON
. WITH CONVENTIONAL BANK

— S e EOTY

Islamic Banking % Finance - Global growth trends
Islamic Banking and finance growth has generated considerable
interest in the financial warld in recent years, The concept of
Islamic hanking has received encouraging response from different
corners af the globe as one discovers its ideological dimensions
and practical significance.

Given jts ability to offer innovative financial solutions far basic
financial needs in under-served markets especially in the Muslirm
world and to meet complex financial reguirements of the modern
times, it is seen as a socially responsible and ethical banking
model with considerable growth potential. In the Muslim world
and Increasingly in the West, significant segments of the
institutional and retall markets are choosing Islamic finance for
thair financing end investment neads. Islamic financial system
also draws it strength from It being asset backed nature and
directly linkage to the real econamic transactions and avoiclance
of any element of interest and speculative activity

Understanding the difference
When we look at the differences between Islamic Financial
Institutes and the Interest-based cofventional Institutes, we find
out that the differences are on threea levels:

1. Conceptual and Socio-religious level
2. Business model and Governing framework

3. Product Level Implementation

Without 3 clear understanding of thess differences, some peogle,



g o
5 : -
% i’iﬁ ‘gﬁ' bearan Bank's Guidle 1o 1lamie Banking

even experts tend to make a commaon mistake of equating |slamic
banks with other conventional banks with mere change of name.

Key differences between Islamic banks & conventional interest

bhased banks

I ISLAMIC BANKS {IB)

CONVENTIONAL BANKS (CE)

At Concoptual & Socio-Religious level

IF are riot rroney keeding institutes bot thay
*
wiork 258 tracding! investment houss

- [Bwaik under thie sogin-religious gubzabnes
that prohibis charging and paying interest and
avoid all Impernissible transdttiant ke
samuling, speculation, short seling & Sald of
debts Boreceiwialis

& do not permit financing tocindusdrics
thit cosi baret 7o 3e sociely auch-as glzohal,
liviacco S0

- Conventinnal Intesest-based banks [CB)
dreln the buzingss of lerdiag & borrowing
money basixa ur Interest,

- In B, wie see o such restrictions. interast
i= thi back-bone ot this sysism and shan
s2lling, cale o debits and sperulative
transachions ars Camman,

- Ih £33l yee ot industries ars finareed,
only Businrases desmed ilivgil oy ke aw
il The lend ars not supporiss,

At Business Model & Governing Framework

iA husiness medel s sasad an trede, this
B need to aciively pariicipate in trade and
procu linn process and mclibes,

- |B Hawe & stiong Stkariah governing
Fra etk sermy ol Sarah Advizor andfor
Sharigh Seperdlaany Bgard, which approves
the trarsactions gnd peodact 1o the light ol
the sharig b rulings.

Gonerally CB.do not inwalee themseives
ity trade and business 45 ERey acbomy as
oy e

- |mCR, no suck framewars I present and
avtualhy it 153 key litrmus 8=t 1o judee Hhe
claim of those whio fzils o seo differences
bt eon 18 and CB

Product Level implemantation

= |glamic panking producks 3reusually aasel
backed arid rrvatye tracding of assets, rentng
o zsset and pariicipation on profit & loss s

- 1B recopnizs ledst as nan cormmersizl and
sxclude il fram the domaln ol cormmerczl
Lransgctions: dmy loan ghvan by 1B muost bo
intenesl fres,

- CEtreat meney as & commaedity and Tand |
it mEaiesl interest 35 its comdenzation

I CB, alnestall srofirancing and depaost
zside products are leatbased,
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Ina Conventional Bank, the relationship between the bank and
the customer is that of creditor and debtor and any benefit
available to either party falls under the ambit of intarest since
itis a gain on DebtfLoan, In Islamic Banking , the relationship
between bank and customer differs as par the modes of Finance
and the nature of the facility,

In Sale Based transaction modes, lslamic Banks and the cUstomar
assume the role of Seller and Buyer respectively and any benefit
avdilable to either party is profit on Sale Transaction,

In Rental based modes, the relationship betweean |slamic bank
and customer is that of Lessor and Lesssae raspe ctively and any
benefil available to bank is in the form of Rent,

In Participation based mades, the relationship between lslamic
Bank and Customer s that of partnership and the gain taken by
either party is Profit on Musharakah.

InService based modes, the relationship between Islamic Banks

-and Customer is of Mustajir (Sarvice Provider] and Ajear {To

whom service is given) respectively and Islamic Bank gats
remuneration in the form of fees (Ujrat).

A Comparison of differences in roles between custarmer and Bank in
an Islarnic and Conventional Bank is highlighted in the following table;

Mature of roles between Bank and Customer

) Conventional Bank Islamie Bank

I— Riole [Bank-Customer||{Compensation | Role (Bank-Customer) | Compengation

;IBE'F":""“ Debtor Credizon lrtermst Mudarib-Azbw baal  |Profiz on

3 Mttt
mancs JCred inr-Debtor Inleress Soller- Buyer Price |:l_|'|?:1I'I'u'-I'I:I

T leszor-Lesien eS|

l Fartriais Praofiz

I. AgEnt-Principal Fere:
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Ls eyident from the table above, Conventional Banks anly gets
compensation in the form of “Interest”, They do not assume risk
of any trade hased activities whereas, according to slamic Shariah,
"No gain can be taken without Risk”, therefore, when Islamic
Bank pets compensation (reward) in the farm of price or rent
or profit in participation; it assumes. full risk of the asset in a
Sale/Rent transaction and full risk of the performance of business
and its assets in a participation hased transactian.

Product Wise Comparison of Conventional Bank and Islamic Bank
The conventional banking, which is interest hased, performs the
following major activities:

1. Deposit creation

2. Financing

3. Apency senvices

4. Issuing letter of Guarantees (LGs)
5. Advisory services

G, Otherrelated services

W will now look at a comparison of these activitios with |slamic
concept of banking:

Deposits (The lability side)

Deposit of Conventional Bank - Qard (loan) not Amanah |Trust)
The comman misconception regarding "Deposit” is that, it is &
farm of “Amanah” (security/trust). However, according to Shariah
definition, deposit has mare resemblance to gard (loan) than
Amanah, This concliusion is based on the fact that in lslam, an
e is termed as Amanah if it bears all the features of Amanah.
Deposits cannot be termed Amanah, as they do not have two
of its special features, L&,
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* Amanah cannot be used by the bank forits business or bensfit.

* The bank cannot be liable in case of any damage or fass to
the Amanah resulting from circumstancas beyond fts contral,

Whereas in banks, deposits are primarily placed to earn prafit,
which is only possible when the bank yses these deposits ta
invest in other business, Hence, deposits do not fulfill the first
condition of Amanah, which says that it should not be ysed by
the caretaker for his own business or benefit.

Secondly, the bank is held 100% responsible for these deposits
inall circurnstances, even in case of loss or damage to the bank.
This feature releases deposits from the ruling of Amanah where
the assets will nat be returned in case of any damage to the asset
resulting from eircumstances beyond caretaker's contral, According
to this justification, all three kinds of deposits namely current
accounts, fixed deposits and saving accounts are not Amanah,
They are all governed by Qard.

One school of thought says that anly fixed deposit and saving
accounts fall under the laws of Qard but current account iz
governed by Amanah. However, this is also not correct because
the bank is as much liable to current account holders as it is to
PLS account holders and is called the "guarantor” in figh
terminology. Due to this feature, current account is also governed
ty qard.

The depositors are not interested in terminclogy but tha end-
result of holding an account. Therefore, if 3 bank does Rot affer
security to the assets, the depositors under normal circumstance
will niever keep their assets at such a bank. Similarly if the
tepositors are told that the status of their account will be that
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of Amanah and in case of ANy loss to the assets, {without 3y
negligence of the bank), the gssets will not be returned to them,
no one wolld put their assets in the hank. Therefore, the bank
provides the security to the assets, which the depositors
themselves want,

We therefore conclude that the main Inte ntion of the depasitars
is not to put the assets in barks as amanah, rather as gard by
having collateral securlty by appointing the bank as guarantor,

Example of Sayyidnna Zubair bin Awwam .25

Hazrat Zubsair bin Awwam %5 was famous and well known for
his honesty and trustworthiness, Frominent people used to leave
with him their properties in trust, Based on their needs, they
weollld also withdraw all or part of thair properties, It has been
reported in Al Bukhari and Tabagaat-g-lbn-2-Saad in respect of
Hazrat Zubair bin Awwan 5 that “he dedined to accept such
Rroperty as Amanah (trust) but rather accepted them as Gard
[loan}®.

The reason for this action on his part was his fear that the property
may be |ost and it may be suspected that he was negligent in
its safekeeping, As such, he decided to consider it a ioan so that
the depasitor felt more comfortable, Another reason for it WS
that it could become possible for Rim to employ these funds for
trading and earn profit out of them. The loan amount calculated
at 2. 2millien Dirhams at the time of his death By his son Syedna
Abdullah bin Zubsir 26 was specified as Qard, not Amanah. He
aiso used the term loan while instructing his son before his death
“San, dispose off my praperty to settle the loans”

Conclusion
From the abave discussion, we come to the conclusion that all
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three forms of bank depaosits are governed by the law of Gard
d5 @ consequence of which the sccount holder may withdraw
only the assets deposited. Any increasze on it will be interast,

It has already been discussed in the chapter of commerdial Interest
that if the purpose of the lender is business or security and not
providing financial assistance, then to get an excess amount is
also interest, which is prohibited in |slam just like usury, It is also
clear that there is a consensus of Muslim scholars on the point
that the transactions in Fixed Deposit and Savings Account are
prohibited because the bank pays excess to their account holders
overtheir actual capital, which is interest.

The Islamic Figh Academy Jeddah in their second session has
further endorsed such transactions as interast based transaction,
Therafore, itis illegal for a Muslim to keep their deposits in such
accownts. As far as the current account is concerned, the bank
does not pay any excess {interest) over the actual capital, thersfore
halding such an gccount is allowed.

To sum up the above discussion, it is concluded that profit Elven
on lixed deposit and savings accounts by Conventional Bank is
Interest and therefore prohibited. However, if the banking system
Is based on tslamic principles, Musharakah/Mudarabah can play
a very important role, As Tar as deposits are concerned,
Musharakah/Mudarabah is the only instrument through which
maney can be received from customers meaning that every
depositor will become a partrer in bank's business through their
deposited money. The methodology of Musharakah/Mudarabah
based Deposit structure is discussed in detail in the Chapter
titled "Muszharakah in Bank Deposits”,
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Finance Activities
The assat side of any bank invalves Financing activities of the Bank.
In Conventional Banks, the asset side comprises of loans given to
financing entities with different names like Lease, Ru rining Finance,
Term Finance otc, while the difference amaong them is anly In
tregtment of security or amortization. Since all the financing products
e hased on loan, therefore the compensation obtained by
Conventional Banks from these Financing products falls under the
ambii of "Benefit driven from & Loan Transaction”, which is Riba,

Asset side of Islamic Banks
The asset side of Islamic Banks reflects different products which
ate hased on one of the following modes, which are also discussed
i detail in other chapters of this book;

1}

2}

3)

Sale Based Modes: Under these modes, an Islamic Bank
instead of providing loans, sell asset to the customer and gets
the compensation in the form of Price which includes profit
af the Bank as a result of the Sale transaction. it |s important
for any Sale based mode that Islamic Bank must sell the asset
to the customer after acquiring the asset and assuming all
its risk, Examples of Sale Based modes are Murabaha,
Musawama, Salam, Istisna, |stijrar etc,

Participation Based Medes: In Participation based modes,
lslarnic Bank enters into a partnership agreement with the
customer over their business and shares the profit of loss
as per the actual performance of the business, Examples of
Participation based modes are Musharakah and mMudarabah.

rental Based Modes: |0 Rental based modes, |slamic Bank
acquires the asset and after assuming its ownership and risk,
give the asset on rent Lo the customer far a definite period.
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Islarmic Bank takes its compensation in the form of rent for
Lhe usage of the asset by the customer. Examples of Rental
based modes are ljarah, Diminishing Musharakah etc.

Agency Based transactions
A bank under Islamic Shariah can act as an agent {on Al-Wakalah
basis) of the customer and can carry out the transaction an his
behalf. Mareover, it can charge agency fee for the services, The
agency fee ran be charged In the following cases;

*  Payment / receiving of cash on behalf of the customear

* |rnward bill of collection

« Outward bill of collection

* LC opening and acceptance

»  Collection of export bills / bills of exchange. In this case, the
uhdertaking or guarantee cormmission and take-up cormmission
can be lslamized. Bank will charge an agency fee for accepting
the hills, which 1s bought at face value,

»  LUnpderwriting and Initial Public Gffering (IPQ) services,

One rmajor difference between slamic Bank and Conventional
Bank under this category is that Islamic Bank can only carry oul
such transactions which are Shariah Compliant.

Role of the Bank as Guarantor

The bank or financial institution gives a guarantee on behalf of
its customer but according to Shariah, guarantee fee cannot be
charged since the act of guaranteeing is a Mon-Compensatory
Contract and fees cannot be charged for any Non-Compensatory
Contract, However, a fee can he charged if some additional
services are provided to the customer. Some of the commaon
types of Guarantees issued by Banks are as follows:
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Bid Bonds
Performance Guarantees
Shipping Guarantee

Advisory Services
Mast of the advisory services provided by the financial institutes
can be carried out easily in compliance with Shariah as long as
the nature of business is halal, These includes:

Financial advisary services

Frivatization advisory services

Equity placement

Merger & acguisition advise

Venture capital

Trading (Capital market operations)

Cash & portfolic management advice

Brokerage sebvices (Purchase & buying of share of companies
invalved in halal business, a fee could be charged for it),

Other allowed Islamic financial services and products are;

Remittance

Zakat deduction

Sale & purchase of foreign currency

Sale & purchase of travelers checks (local & foreign currency)
ATM services

Electronlc online transfar

Telegraphic transfer (af cash)

Demand draft

Pay arder

Lockers & custodial services

Syndicate funds arrangements services [non-interest ar markup
based) for some fee

Opening of bank account (current & non-interest or no-
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markup)

* Clearing facility

* S3les & purchase of shares/stack (of companies invalved in
halal activities)

*  Collection of dividends

* Electronic banking window

* Telephone banking

MNew Challenges for the Industry
With all its succass apd growth - Islamic Banking Industry is still
inits childhood stage and thera is a long way to go. This industry
has to overcome many challenges in order ta achisye 3 larger
market share and sustain ite Erowth,

Some of the challenges that the Islamic banking industry faces
today includes:

* lack of awareness and skepticism at diffarent lovels including
Investors, bankers, regulators, researchers & customers,

* Being a new industry, a major challenge in its growth is the
worldwide shortage of trained Human Resource in |slamic
banking & finance.

*  Limited number of Shariah Scholars that cregte over-teliance
and raise questions about Sha riah compliance of the institutes
invelved,

* Focus efforts needed for New Product Development &
Research,

* Solutions for Liquidity Management & creation of Islamic
Inter-bank Market,
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» Absence of a separate Regulatory, Legal & Risk Management
framework to cater the specific nead of [slamic banking
Institutes.
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__ MUSHARAKAH IN BANK DEPOSITS
Animportant value of an Islamic society is mutual dealing, It also
refers to deposits in banks. The operation of fived deposits and
savings account in Islamic banles will be different from conventional
banks because the Islamic banks will ba based on Musharakah
[combination of Shirkah & Mudarabah) in which like conventional
banks, peaple will invest in two ways:

1) Participation in setting up the banik like any other company
by joint investment and the participants will be called the
“shareholders”. They will have a partnership (Shitkah) effected
by @ mutual contract since they have used their capital and
deed on the bank; and

2] Participation by opening their accounts in fixed deposit and
savings account and participants will be called the “account
holders”. These will not be the actual owner or shareholders
of the bank - rather partners in profit only, meaning that they
will have a contract of Mudarabah.

The status of the bank or the shareholders will be that of a
‘Mudarib’ and the account holders will be ‘Rab-ul-Maal.’ The
contract known as Musharakah will be a combination of Shirkah
and Mudarabah, This is the resson why the profit ratio of
tepositors |5 less than the actual shareholders and the depositors
will also have no voting power or the right of management
because they are not involved in the deed but have only supplisd
the capital. This kind of dual relationship is not uncomman in
Islamic Figh. Therafare, if the Mudarib (Bank or the shareholders)
wants to merge his assets with the assets of depositar, itis
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allowed in which case, he will be regarded as the owner of half
of the assets and Mudarib of the ather half. This has already
bean discussed at length inchapter 13 on Musharakah,

In the previous chapter, following facts have been established:

1)
2]

3)

4}
5)

6)

7]

The actual status of deposits is debt and not amanah.
The excess paid on loan is interest, not profit,

If a bank is aperating on Istamic principles, the bank and the
depositor will have a partnership through a contract of Shirkah
ar Mudarabah in which case, the depositor's capital will not
be regarded as loan.

The sharehalders will act as Rab-ul-mal as well as Mudarib.
[he depositors will anly act as Rab-ul-ral.

Fixed deposit and-saving account will be converted into
Mudarahah account whers the distribution of profit for each
partner will be determined in proportion to the actual profit
acerued to the business and not according to a fixed ratio
of in proportion to the capital invested by him. Fixing lump
sum amount is not allowed ar any rate of profit tied up with
any investment,

The entire set up of the bank is on Musharakah basis where
the ralationship of the bank and shargholders is through
partnership agreement (Shirkah| because they are participating
in labor as well as investment and the relationship between
the hank and depositors is only that of Mudarabah because
depositors have only invested without participating in labor.
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Therefore, this combination of Shirkah and Mudarabah is
called ‘Musharakah’ in modern terminology,

Distribution of Profit Under Musharakah Agreement

The distribution of profit will be done according to the rules of
Musharakah. Before we begin the summary of the distribution
of profit, it is appropriate to mention here that the conventional
banks do not pay interast to current account halders, Therefore,
there is no need to convert the operation of current sccourt into
any lslamic mode of financing. However, the distribution of profil
1o the rest of the partners and accaunt holders will be made on
the following rules governing Musharakah:

“It Is not a condition for the final distribution of
profit that all assets are liquid - rather the profit
and loss is calculated on the basis of evaluation of
assets. |h case of loss, each partner shall suffer the
loss exactly according to the ratio of his investment
and in case of profit; the profit will be distributed
accarding to the-agreed ratio between the partners,
It shiould be taken into account that both parties
are free to determine any ratio of profit of the bank
as the manager (Mudarib), therefore, it can be
agreed mutually that Rab-ul-maal will have a higher
profit margin and Mudarib lower. However, as a
shareholding partner, the share of profit of the
Mudarib cannot be less than the ratio of his
investment since he is the sole provider of labar,
The sarme rule will apply on the operation of Islamic
Banks on the basis of Musharakah. The actual
sharehalders apart from being the manager are
also shareholding partners: their ratio of profit
cannot be less than their ratio of investment,
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Howeyer, their ratio of profit as Mudarib can be
determined at whatover rate they please.”

Mustration

Suppose the total investrent of the bank is Rs, 15 Millien in
which the depositors have invested Rs, 10 Million on Mudarabah
basis and the shareholders as Mudarib have invested Rs, 5 Million.
Thic means that one third [1/3] share of the total capital belongs
to the shareholders and two third {2/3) to the depositors. The
role of Mudarity in the 2/3rd capital raised by depositors is played
by the shareholders, therefore their ratio of profit as manager
(Mudarib) can be agreed between themselves through mutual
consent hut their ratio of profit, as shareholders cannot be |ess
than 1/3rd, If their share is agread at less than 1/3rd, it would
miean that the depositors' share has exceeded 2/3rd although
it has been established that they will not be managing the bank
and their share of profit will nat exceed their ratio of investment.
If it has besn agreed in the above exarnple that the sharehclders
as managing partners will get 1/3rd of the profit and the rest
2/3rd will be distributed equally between depositors and
shareholders as per the Mudarabah contract between them,
then if for e.g. the profit amount is Rs, 1.5 Million, then the
shareholders will get its share on the basis of 1/3 i.e, Rs, 0.5
Million as the investar {Rab-ul-mal) and half of the Z/3rd profit
i.e. Rs, 0.5 Million as the manager (Mudarib) whereas, the other
half of the 2/3rd profit will go 10 the depasitor as Rab-ul-maal,

The above procedure can be adopted to run the bank on the principles
of Musharakah.

Term Deposit Certificates
In case the bank issues a Term Deposit Certificate on the above
mentioned basis, it may have following salient features:
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* |t should be noted that toissue a negotiable instrument ar
certificate for the secondary market, it is esseritial to have at
least 10% ljarah assets or any other fixed gssets in the paortfolio
of investment.

* The maturity options available to the customers under this
scheme range from one month ta a masimum of five years
Or more,

Profit Distribution Mechanism
In all types of accounts (Term Deposit Certificates or Saving
accounts), the following procedure of profit distribution would
be adopted to make it Shariah compliant:

*  The Investors (Deposit Holders] invest into the poaol of Shariah
compliant assets of bank on the basis of Mudarabah.

* The investors are Rab-ul-Maal and the bank is Mudarib
lwarking partner),

= Frofit is shared by the both parties in accordance with the
ratios of profit.

* Incase of loss, it would be shared by the both parties pro rata
biasis.

= Avratio of profit is fixed for the both parties at the time of
investment.

* The ratio of profit is based on gross profit (after deductian of
indirect expenses at actual),

= After deduction of the indirect expenses, the remaining profit
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iz shared with the investars and the bank on pre-agreed fixed
ratios, The profit of the bank is called Mudarib's profit and
the profit of the Depositor is called Rab-ul-Maal or Investor's
profit.

« The Investor's profit is sub divided into various ratios/
weightages on the basis of following procedure:

1) A specific weightage will be allocated to the differant types
of investors/depositors, according to the maturity and/or
investment profiles, at the beginning of each guarter.

2} Distribution/Declaration of profit at the end of each quarter
will be done in accordance with the pre agreed weightages.

3} In case the bank also invests in the pool of assets, a spacific
welphtage would also be assigned to it and the bank would
become a partnerfinvestor as other investars/depositors.

4) At tho end of each period/quarter the profit is distributed/
declared according the pre agreed weightages.

5y The investors are allowed to redeem their investment any
time by selling their share to the bank at the value agreed
at the time of redemption. (& minimum pericd can be set
by the bank hefore which no redemption would be allowed).

Running Musharakah Account on the Basis of Daily Products
Many financial institutions finance the working capital of an
enterprise by opening a running account for them from where
the clients draw different amounts at different intervals, but al
the same time, they keep returning their surplus amounts. Thus,
the process of debit and credit goes on up to the date of maturity
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and the interest is calculated on the basis of daily products,
Cansuch an arrangement be possible under the Musharakah or
Mudarabah modes of financing? Obviously, being a new
phenomenon, no expross answer to this guestion can be found
in the classical works of Islamic Figh. However, keeping in view
the basic principles of Musharakah, the following procedure may
be suggested for this purpose;

= A certain percentage of the actual profit must be allocated
for the management.

* The remaining percentage of the profit must be allocated for
the investors.

= The loss, it any, should be borne by the investors only in exact
preportion of their respective investments.

* The average balance of the contributions made to the
Musharakah account calculated on the basis of daily products
shall be treated as the share capital of the financier,

* The profit accrulng at the end of the term shall be calculated
on daily product basis, and shall be distributed accordingly.

If such an arrangement is agreed upon between the parties, it
does not seem to viclate any basic principle of the Musharakah.
However, this suggestion needs further consideration and research
by the experts of Islamic jurisprudence. Practically, it means that
the parties have agreed to the princlple that the profit accrued
to the Musharakah portfolio at the end of the term will be divided
based on the average capital utilized per day, which will lead to
the average of the profit earned by each rupee per day. The
amount of this average profit per rupee per day will be multiplied
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by the number of the days each investor has put his money into
the business, which will determine his profit entitlement on daily
product brasis.

some contermporary scholars do not allow this method of
calculating profits on the ground that |t is just a conjectural
method, which does not reflect the actual profits really sarned
by a partner of the Musharakah. Because the business may have
sarned huge profits during a period when a particular investor
had ne money invested in the business at all, or had a very
insignificant amount invested, still, he will be treated at par with
gther investors who had huge amounts invested in the business
during that period. Conversely, the business may have suffered
a great loss during a period when a particular investor had huge
amounts invested in it, 5till, he will pass on some of his loss to
other investars whe had no investment in that period or their
cize of invaestment was insignificant.

This argument cat be refuted on the ground that it is not necessary
i1 2 Wusharakah That 2 partner should earn profit on his own
money only. Once a Musharakah pool comes into existence, all
the participants, regardless of whether their money is utili
or not in a particular transaction earn the profits accruing to
joint pool. This is particularly true of the Hanafi Schoo,
does not deem it necessary for a valid Musharakah that 8
meonetary contributions of the partners are mixed up 10g
It means that if 'A" has entered into a Musharakah contract
'B' but has not yet disbursed his money into the joint poot
will still be entitled to a share in the profit of the transa
effected by 'B' for the Musharakah through his own
Although his entitlement to a share in the profit will be
to the dishursement of money undertaken by him, yet
remains that the profit of this particular transaction
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acerue ta his money, because the money disbursed by him at 3
later stage may be used far another transaction,

SRR
Suppose 'Aland 'R entered into s Musharakoh to conduct o
business of Bs. 100,000/ They agreed that each one of them
shall contribute Rs. 50,000/ and the profits will be distributed
by them equally. ‘A" did not yet invest his Rs. 50,000/ into the
joint pool, '8’ found a profitable deal and purchased tweo air
conditioners for the Musharakah for Bs: 50,000/- contributed by
himse|f and sold them for Rs. 60,000/-, thus earming a profit of
Re. 10,000/-. ‘A’ contributed his share of Rs. 50,000/~ alter this
deal. The partners purchased two refrigerators through this
cantribution which could not be sold at a greater price than Rs.
48,000/ meaning thercby that this deal resulted in a loss of R
2,000/~ Although the transaction effected by '&'s ricn ey brought
loss of Rs. 2,000/~ while the profitable deal of air conditioners
was financed entirely by '8's manay in which 'A' had no
contribution, yet 'A' will be antitled to a share in the profit of the
first deal. The loss of Rs. 2,000/- in the second deal will be set
off fram the profit of the first deal reducing the ageregate profit
to Rs. 8,000/~ only. This profit of Rs. 8,000/~ will be shared by
both partners equally. It means that "A' will get Rs, 4,000/, even
though the transaction effected by his money has suffered a |oss,

The reason is that once the parties enter into a Musharakah
contract, all the subsequent transactions effected for Musharakah
belong to the juint poal, regardless of whose individual money
|5 utilized in them. Each partner is a party to each transaction by
wirtue of his entering into the contract of Musharakah

A passible objection to the above explanation ray be that in the
above example, 'A’ had undertaken o pay Rs. S0.000/- and it
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was known hefore hand that he would contribute a specificd
amount to the Musharakah, But in the proposed running account
of Musharakah where the partners are coming inand gaing out
every day, nobody has undertaken to contribute any specific
amount. Therefore, the capital contributed by each partner s
unknown at the time of entering into Musharakah, which should
render the Musharakah invalid.

The answer to the above objection is that the classical scholars
of Islamic Figh have different views about whether it 15 necessary
for a valid Musharakah that the capital is pre-known to the
partners. The Hanafi scholars are unamimous on the point that
it is not a pre-condition. Al-Kasani ., the famous Hanafi jurist,
writes;

"Sccording to our Hanafi School, it is not a condition
for the validity of Musharakah that the amount of
capital is known, while it is & condition according
to Imam Shafi £, Dur argument is that lahalah
{uncertainty) i itself does nol render a contract
invalid, unless it leads to disputes. And the
uncertainty in the capital at the time of Musharakah
does not lead to disputes, because it is generally
known when the commodities are purchased for
the Musharakah, therefore, it does not |ead to
uncertainty in the profit at the time of distribution.”
{Badai-us-sanai v.b p.63)

It is, therefore, clear from the above discussion that even if the
amount of the capital is not known al the time of Musharakah,
the contract is valid. The only condition is that it should not lead
to the uncertainty in the profit at the time of distribution,
Distribution of profit on daily product basis fulfills this condition,
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It is true that the concept of a running Musharakah where the
partners at times draw some amounts and at other times inject
new money and the profits are calculated ondaily products basis
is not found in the classical books of Islamic Figh, But merely this
fact cannot render a new arrangement invalid in Shariah, so far
as it-does not violate any basic principle of Musharakah. Inthe
praposed system, all the partners are treated at par. The profit
of each partrer is calculated on the basis of the period far which
his meney remained in the joint pool. There is no doubt in the
fact that the aggregate profits accrued to the pool are generatid
by the joint utilization of differant amounts contributed by the
participants at different times. Therafore, if all of them apree
with mutual consent to distribute the profits on daily products
basis, there is no injunction of Shari'ah which makes it
impermissible; rather, itis covered under the ganaral guidelines
given by the Holy Prophel In his famous hadith, as follows:

':.r-h.'—_L'-"""i,.?"]-_E.hg\-l,:mlt' I‘Lﬁl__._'r-'".l.-.. _hrl_"_l'l_",lﬂr.i:_‘"'l.ﬂ rﬁ-ﬂl _EF-QJ'-_L-"': ._:J;.L'.--’L'L'"J "

« "Musfimms gre bound by their mutua! agreements unfess they hold
o permissibic thing as prohibited or o prohibited thing os
permissibie.”

IT distribution on daily products basis is not accepted, it will mean
that no partner can draw any amount nar can he inject new
amounts to the joint pocl Similarly, nobody will be able to
subscribe to the joint pool except at the particular dates of the
commencement of a new term. This arrangement is totally
impracticable an the depasit side of the banks and financial
institutions where the accounts are debited and credited by the
depositors many times a day.

The rejection of the concept of the daily products will compel
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them towait for months before they deposit their surplus money
in a profitable account, This will hinder the utilization of savings
for development of trade and industry, and will keep the wheel
of financial activities jarnmed for long periods. There is no other
solution far this problem except to apply the method of daily
products for the calculation of profits, and since there is no
speciic injunction of Shari'ah against it, there is no reason why
this methed should not be adopted,



CHAPTER 22

4 PROJECT FINANCING

The concept of Musharakah and Mudarabah is based on some

bas

ic principles. As long as these principles are fully complied

with, the details of their application may vary from time to time.

Let
det

Basic Prin

1 5

us have g look at these basic principles before touching the
ails:

ciples of Musharakah & Mudarabah for Project Financing

Financing through Musharakah and Mudarabah does never
mean the advancing of money. It means participation in the
business and in the case of Musharakah, sharing in the assets
of the business 1o the extent of the ratio of financing.

An investor/financier must share the loss incurred by the
business ta the extent of his financing.

The partners are at liberty to determine, with mutual consent,
the ratic of profit allocated to each one of them, which may
difter from the ratio of investment. Howewver, the partner who
has expressly excluded himsel from the responsibility of werk
for the business cannot claim more than the ratio of his
investmeant,

The loss suffered by each partner must be exactly in the
proportion of his investment.

Keeping in view these basic principles, Project Financing is
discussed below.

I the case of project financing, the traditional method of
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tMusharakah or Mudarabah can be easily adopted. If the financier
wants to finance the whole project, the form of Mudarabah can
come inte operation. |f investment comes from both cides, the
form of Musharakah can be adopted. In this case, i the
rmanagement is the sole responsibility of one party, while the
investment comes fram both, a combination of Musharakah and
udarabah can be brought into play according to the rules already
discussed.

Since Musharakah or Mudarabah would have been affected from
the very inception of the project; no problern with regard to the
valuation of capital should arise. Similarly, the distribution of
profits according to the normal accounting standards should not
be difficult. However, if the financier wants to withdraw from
the Musharakah, while the other party wants to conlinue the
business, the latter can purchase the share of the former at an
agreed price, Inthis way, the financier may get back the amount
he has invested along with a profit, i the business has earned a
profit. The hasis for determining the price of his share shall be
discussed in detail in later chapter (See chapter Waorking Capital
Financing). :

On the other hand, the businessman can continue with his project,
sither on his own or by selling the first financier's share to some
other person who can substitute the first financier, Since financial
institutions do not normally wan! to remain partner of a specific
project for good, they can sell their share to other parthers of
the project as aforesaid. If the sale of the share oh ane time basis
ic not feasible for the lack of fiquidity in the project, the share of
the financier can be divided Into smaller units and each urit can
be sold after a suitable interval, Whenever a unit is sold, the
ehare of the financier in the project is reduced to that extent,
and when all the units aresald, the financier totally comes out
of the project.
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Financing of a single transaction

Musharakah and Mudarabah can be used more easily for fin ancing
a single transaction. Apart from fulfilling the tlay to day needs of
small traders, these instruments can be employed tor financing
imports and exports. &n imparter can approach 3 financier to
finance him for that single transaction of import alone on the
basis of Musharakah or Mudarabah, The banks can also use thesa
instrurments for import financing, If the letter of credit has been
opened without any margin, the form of Mudarabah can be
adopted, and if the L/C is opened with some margin, the form
of Musharakah or a combination of both will be relevant. After
the imported goods sre cleared from the port, their sale proceeds
may be shared by the importer and the financier gccording to a
pre-agreed ratio.

In this case, the ownership of the imported goods shall remain
with the financier to the extent of the ratio of his investment.
This Musharakah can be restricted to an agreed term, and if the
imported goods are not sold in the market up to the expiry of
the term, the importer may himself purchase the share of the
financier, making himself the sole owner of the goods, However,
the sale in this case should take place at the market rate or at &
price agreed between the parties on the date of sale, and not at
pre-aareed price at the time of entering into Musharakah, If the
price is pre-agreed, the financier cannot compel the client /
importer to purchase it:

Similarly, Musharakah will be even easier in the case of expart
financing. The exporter has a specific order from abroad, The
price at which the goods will be exported is well known bafore
hand, and the financier can easily calculate the expected profit,
He may finance him on the basis of Musharakah or Mudarabah,
and may share the amount of the export bill at a pre-agresd
percentage. In order to secure himself from any negligence on
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the part of the exparter, the financier may put a condition that
it will be the responsibility of the exporter to export the goods
in full confarmity with the conditians of the L/C, In this case, if
same discrepancies are found, the exporter alone shall be
respansible, and the financier shall be immune from any loss due
to such discrepancies, because it is caused by the negligence of
the exporter. However, heing a partner of the exporter, the
financier will be liable to bear any loss, which may be caused dug
to any reason other than the negligance or misconduct of £
cuporler.




CHAPTER 23

e

. \WORKING CAPITAL FINANCING

Uses of Musharakah instrument in working capital financing
Where finances are required for the working capital of a running
business, the instrurent of Musharakah may be used in the

following manner:

1. The capital of the running business may be evaluated with
mutual consent: The value of the business can be treated as

the investment of the person who seelks finance, while the

IO gilken Gy e fnancier can be treated as his share of
investment. The Musharakah may be affected far 4 particular
period, like one vear or six months of less. Both Lhe partios
dBTEE ON a certain percentage of the profit 1o bo given to the
financier, which should ot exceed the percentage of his
investment, because he shall hot work for the husiness. On
the expiry of the term, all liquid and non-liquid assets of the
business are again evaluated, and the profit may be distributed
on the basis of this evaluation,

Although, according to the traditional concept, the profit
cannot be determined unless all tha assets of the business
are liquidated, et the valuation of the assets can be treated
as "constructive liguidation" with mutual consent of the
parties, because there 5 no specitic prohibition in Shariah
AgaInst it It can also mean that the working partner has
purchased the share of tha financier in the assets of the
Business, and the price of his share has been determined on
the basiz of valyation, keeping in view the ratio of profit
- 2llocated for him according to the tarms of Musharakah.
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For exarmple, the total value of the husiness of 'A' is 20 units.
‘B finances another 20 units, raising the total worth to 50
units: 40% having been contributed by 'B', and 60% by ‘A" 1L
iz agreed that ‘B shall get 20% of the actual profit, At the end
of the term, the total worth of the business has increased to
100 units. Now, if the share of 'B is purchased by ‘A", he should
have paid 1o him 40 units, because he owns 40% of the assets
of the business, But in order to reflect the agreed ratio of
profit in the price of his share, the formula of pricing will be
different. Any increase in the value of the business shall be
divided between the parties in the ratio of 20% and 0%,
biecause this ratio was determined in the contracl for the
purpose of distribution of profit,

Since the increase in the value of the business is 50 units,
these 50 units are divided at the ratio of 20080, meaning
thereby that "B will have earned 10 units. These 10 units will
be added to his original 20 units, and the price of his share
will be 30 units.

In the case of loss, however, any decrease in the total valus
of the assets should be divided between them exactly in the
ratio of their investment, .., in the ratio of 40/60, Therelfore,
if the value of the business has decreased, in the above
example, by 10 units reducing the total number of units to
40, the loss of 4 units shall be borne by 'B' [being 40% of the
loss). These 4 units shall be deducted from his ariginal 20
units, and the price of his sharc shall ba determined as 16
urits.

2. Sharing in the gross profit anly: Financing on the basis of
Musharakah according to the above procedure may be difficult
in a business having a large number of fixed assets, particularly
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in arunning industry, because the valuation of all itz aszers
and their depreciation or appreciation may create accounting
problems giving rise to disputes. In such cases, Musharakah
may be applied in another way.

The major difficulties in these cases arise inthe calculation
of indirect expenseas, like depreciaticn of the machinery,
salaries of the staff etc, In order to solve this problem, the
parties may agres an the principle that, instead of net profit,
the gross prafit will be distributed belween the parties, that
i5, the indirect expenses shall notl be deducted from the
distributable profit. It will mean that all the indirect expenzes
shall be borne by the industrialist voluntarily, and only direct
expenses {like those of raw material, direct [abor, electricity
etc.) shall be borne by the Musharakah, But since the
industrialist is otfering his machinery, building and staff to
the Musharakah voluntarily, the percentage af his prafit may
be increased to compensate him to some extent,

This arrangement may be justified on the ground that the
clients of financial institutions do not restrict themselves to
the operations for which they seek finance from the financial
institutions, Their machinery and staff etc. is, therefore,
engaged in some other business also which may not be subject
to Musharakah, and in such a case the whole cost of these
expenses cannot be imposed on the Musharakah

Let us take a practical example. Suppose a Ginning factory
has a building worth Rs. 22 millian, plant and machinery
valuing Rs. 2 million and the staff is paid Rs. 50,000/- per
month. The factory sought Tinance of Rs. 5,000,000/ from a
bank on the basis of Musharakah for a term of one year. It
teans that after one year the Musharakah will be terminated,
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and the profits acerued up to that point will be distributed
between the parties according to the agreed ratio. While
determining the profit, all direct expenses will be deducted
fram the income. The direct expenses may include the
following:

gl Theamount spent in purchasing raw material.

b} The wages of the labor directly involved in processing the
raw material,

¢] The expenses for electricity consumed in the process of
ginning.

d) The bills for other services directly rendered for the
Musharakah.

Sa far as the building, the machinery and the salary of other
staff is concerned, it is obvious that they are nat meant for
the business of the Musharakah alone, because the
Musharakah will terminate within one year, while the building
and the machinery are purchased for a much longer term in
which the ginning factory will use them for its pwn business
which is not subject to this one-year Musharakah. Therefore,
the whaole cost of the building and the machinery cannot be
borne by this short-term Musharakah. What can be done at
the most 15 that the depreciation caused ta the building and
the machinery during the term of the Musharakah is included
in its expenses.

But i practical terms, it will be very difficult to determine
the cost of depreciation, and it may cause disputes also.
Thersfore, there are two practical ways to soelve this problem.
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a} In the first instance, the parties may agree that the
Musharakah portfolio will pay an agreed rent to the client for
the use of the machinery and the building owned by him
This rent will be paid to him from the Musharakah fund
irrespactive of profit or loss accruing to the business.

b) The second option is that, instead of paying rent to the
client, the ratio of his profit is increased.

- Running Musharakah Account an the Basis of Daily Products
Many financial institutions finance the working capital of an
enterprise by opening a running account for them fram whers
the clients draw different amounts at different intervals, but
at the sama time, they keep returning their surplus amounts,
Thus, the process of debit and credit goes an up to the date
of maturity, and the interest js calculated an the basis of daily
products,

Keeping in view the basic principles of Musharakah, the
following procedure may be suggested for this purpose!

* Acertain percentage of the actual profit must be allocated
for the management,

* Theremaining percentage of the profit must be allocated
for the investors.

* The loss, if any, should be barne by the investors anly in
exact proportion of their respective investments.

* The average balance of the contributions made to the
Musharakah account calculated on the basis of daily
products shall be treated as the share capital of the
financier,
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» The profit accruing at the end of the term shall be
caleulated on daily product basis, and shall be distributed
accordingly.

If such an arrangement is agreed upon between the parties,
il does not seem to violate any basic principle of the
Musharakah, However, this suggestion needs [urther
consideration and research by the experts of Islamic
jurisprudence, Practically, it means that the parties have
agreed to the principle that the profit accrued to the
Musharakah portfolio at the end of the term will be divided
on the capital utilized per day, which will lead to the average
af the profit earned by each rupee per day. The amaunt of
this average profit per rupee per day will be multiplied by the
number of the days each investor has put his money inta the
business, which will determine his profit entitlement on daily
prouct basis,

Working Capital Financing Using Murabaha

Working Capital requirements of the company us wally comprise
of Raw Material, Labor and Overheads, All those Working Capital
requirements which are related to Raw hMaterial can also be
financed through Murahaha, In the mode of Murabaha, the
Islamic bank would purchase the assets from the supplier either
directly or through seme agent and after taking possession of
the assets, the same assets can he sold to the customer by adding
profit over the cost of the purchase d assets,

Working Capital Financing Using |stisna
le|larmic Bank can also finance the Working Capital requirements
of the Company through the mode of Istisna in the following
mManner;
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Il When customer requires funds for its Tulfilling its working
Capital requirements, then the Islamic Bank will olace an
‘Orderto Manufacture’ to the customer to provide finishad
goods of certain specifications.

i} After placing the Order,. the bank may make the payment of
Istisna Price at lump sum or in installments.

it} After the finished gonds are ready for delivery, the bank would
receive the goods from the customer,

v After receiving the goods, the bank will sell them in the
market, either directly or through same agent, to recover its
cost price and earn some profit from the transaction.

I extension to the use of Istisna for financing Werking Capital
requirements, some lslamic Financial Institutions have developed
a unigue methad of “Tijarah” which is based an the co ncept of
*Bal Musawamah”, In thiz concept, the bank will purchase the
exlsting finished poods of the customer on Musawamah Basis
and pays the cash to the customer Upon receiving the ownership
of the finished goods, the Bank will sal| the gaods In the market
either directly or through some agent to recover its cost price
and earn some profit over the transaction,
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IMPORT FINANCING

Conventional Import Financing
Impert Financing is an important aspect of financing by banks.
Because of variety of reasons, banks finance most of the
international trade deals whether they are imports or exports.
Usually Traders approach banks for Impoart Financing because of
different issues involved like Forelgn Currency transactions, letter
of credit {LC), huge payments, tax benefits atc,

Conventional Banks earn in two ways while opening Letter of
Credit. These arg:

* 3Service charges for opening an LC
* Interest charged on the LCs not paid on due date

Both of these types of transactions are not allawed in Shariah.
Shariah doesn't allow such transactions because Letter of Credit
|LC) is basically to guarantee the exporter ta pay the purchase
price. According to Shariah, no fee or commission can be charged
on guarantee {Kafalah), As Kafalah is considered as ‘aqd Tabarry’
{VMaluntary Contract], therefore nio compensation/fee can be
charged to issue a guarantee. Secondly, when it is not allowed
to ask for any compensation {interest) in ddvancing any moneay
in the cantract of [oan, it should alsa not be allowed to ask ary
compensation only for undertaking to pay an amount of loan,

Some other issues related to import financing by conventional
banking systerm are:



:i“ J-E Repzan Bank’s Guide tooislarmic Banking

» Collecting various service charges [such as documentation
charges, correspondence, account maintenance, credit
assessment charges etc) for the purpose of opening LC is
permissible according to Shariah.

«  However, the bank may need to charge certain profit in case
the importer does not settle the LC on time, or if the Nostro
account of the bank is debited before the impaorter has made
payment to the bank.

In this case, an appropriate islamic mode needs to be used to
charge the profit,

Service Charges
if the bank does not intend to recover any profit from importer,
then the bank may charge service charges for the following
sEMVICES:

[ocuimentation

« Credid Assessment

s Correspondence

« Account Maintenance Services
+ Monitoring Services

Howewer, these service charges should he developed keeping in
view the reasonable cost estimates,

The above-mentioned service charges are valid to be charged,
However, they should be charged at actual cost and should be
mentioned in the schedule of charges of 1slamic bank. Some of
these charges that are time related for services, could be charged
continuously with time, however, the others are charged once,
where the service does not continue with time.
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Import Financing Tools |1 Islam
Now let's take a look at Islamic modas for impart Financing
Three modes can be used far this purpose:

* Murahaha
s {jarah
» Musharakah

Each of them is discussed in detail as follows:

Murabaha

Murabaha is generally defined as the sale of a commodity for
the price at which the vendor has purchased it, with the addition
of a stated profit known te both the vendar and the purchaser.
It Is a cost-plus-profit contract, Islamic financial institutions aim
ta make use of Murabaha in circumstances whare they will
purchase raw matetrials, goods or equipment etc. and sell them
o a client at cost plus a negotiated profit margin to be paid
normally by installments, With Murabaha, Islamic financial
institutions no longer share profits or losses, but Instead assume
the risk of credit sale.

Standard Murabaha process cah be used for financing imports
under Murabaha arrangement. In Murabaha, it iz extremely
necessary to follow the steps as required, so let's take a look 3t
theso steps.

Practical Procedure of Murabaha Import Financing
1, The bank will appaint Importer as its agent to Imiport the

goods on its behalf. I this step, Agreement o Murabaha and
ah Agericy Agreement will be signed,
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All charges such as insurarice, LC apening charges, LC
commission, etc. maybe taken as an advance, These will be
added to the cost of goods, which are being imported by the
importer as bank's agent.

The bank's Nostro Account is debited in accordance with the
type of LT, i.e, Usance or Sight LC,

The bank will ask the availability of funds with the importer
for Murabaha transaction. If importer passes the funds
immediately, profit will be marginal or a rultiple of few days;
it importer does not have the funds, rate of profit will be a
rultiple of the credit days given to client. In shert, profit will
be finalized after checking the timing of funds availahility
from the client,

Once the profit is calculated and apreed. sale price of
Murabiaha transaction will be calculated kecping in view all
tha costs including LC commission, insurance ete,

Exporter will ship goods and will send documents to the bank
through negotiating bank.

. After taking delivery or receiving Bill of Lading, Murabaha

contract will be executed.

. The bani will refease dacuments to client.

The Importer will pay Murabaha price to the bank on the due
date,

Mow lot's see in detail that how ljarah works with regards to
import financing.
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ijarah
ljarah means a lease contract as well as a hire contract. In the
context of Islamic banking, it is a lease contract under which the
bank of financial institution leases equipment or a building 1o
one of its ¢lients against a fized charge. jarah can also be used
to finance imports of fixed assets, The details of ljarah can be
seer in the chapter of ljarah in this book,

Its step by step details are as follows:

1. The bank will appoint importer as its agent to import the
goods on its behalf. In this step, Agreement to ljarah and an
Agency Agreement will be signed.

2. All ¢harges such as insurance, LC opening charges, LC
eommission, etc. may be taken as security deposit, The bank
may also choose to add these charges to the cost of poods
while calculating its rental.

3. Exporter will ship goods and will send documents (Bill of
Lading)} to the bank through negatiating bank.

4. Bank will retire the LC and will handover the B/L to the
imparter to release the goods.

5. Theimporter will release and take delivery of goods, which
the bank will enter inte an ljarah agreement with the custormer.,
A specilied rental will be agreed at this point in time.

B. After the term of Harah agraement is completed, the bank
may sell the asset to the importer at an agreed price.



251 E";':.%: M eezan Bank's Guide 1o lzlamic Banking

Musharakah
Pusharakah or Shirkah can be defined as a form of partnership
where two or maore persons combine either their capital or labar
together, 1o share the profits, enjoying same rights and benefits.
The details of Musharakah can be read in the chapter of
Musharakah of this book,

Musharakah can also be used to finance Imporls, especially
imports of commodities, which are sold at certain fixed price in
local and international markets such as pulses and other
agricultural based products as prafit margin can be ascertained.
Step by step process is discussed as follows:

1. The bank and the importer will sign Musharakah Agreement:

2. The purpose of the Musharakah would be toimport and sell
the commaodity in the local market,

3. The bank and the importer may agree an any profit sharing
ratio, however, as the irnporter would be the working partner,
his sharing ratio should not be less than his share of
investment.

4. The hank may ask the importer to make payment of his share
upfront,

5. The bank will open LC in favor of the exporter.

6. Exporter will ship goods and will send documents to the bank
through negotiating bank.

7. The hank will make payment to the exporter and will release
documents 1o the importer.
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8. Importer will sell the commaodity in local market.

8. The bank and importer will calculate profit earned from the
transaction, which would be shared between them as per the
agreed ratio.

Distribution of Profit
The hasis for entitlernent to the profits of a Musharakah 15 capital,
active participation in the Musharakah business and responsibility,
Profits are to be distributed among the partners in business on
the basis of proportions settled by them in advance. The share
of every party in profit must be determined as a proportion or
percentage. No fixed amount can be settled for amy party.

All the jurist are, unanimously, of the view that the loss shall be
borne by the partners according to their capitals. In all forms of
Musharakah (i.e. limited compames, co-oparative societies ang
partnership), the loss is borne on the basis of capital invested.
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~ EXPORTFINANCING

Interest Based Export Refinance Scheme
In order to promote exports of the country, in 1973, the State
Bank of Pakistan introduced the Export Refinance Scheme, which
provides finance to exporters at concessionary/subsidized mark
up rates. The Refinance Scheme is available in twa parts:

* Partl: Under Part I, banks allow finance to exporters an a
case by case basis, against export L/Cs, or specific export
orders, both on pre shipment and post shipment basls, for a
specified period of days. In the event of failure 1o export
and/or submit documents within the stipulated time, a penal
fine is charged.

* Partll: Under Part Il of this scheme, exporters are sfigible 1o
obtain facilities on the basis of their past performance. This
is simply & credit line available to clients on an angoing basis
for a particular time period.

Banks play a role of intermediary between the State Bank and
the exporter. This refers to the Liability side of Balance Sheet far
any Bank, According to this scheme, bank does nat have to financa
exporters from their owh money, instead, the State Bank arovides
all the financing, The bank as an interm ediary hetween the State
Bank and the exporter receives service charges, which usually
amounts to 1.5% of Refinance rates.

Thiz is the conventional way of financing the exporter, Export
Refinancing represents the liability side of the bank as the bank
borrows maoney from the State Bank and provides lending to the
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exporter. Since all these activities of borrowing and |ending are
interest based, hence not allowed in Islam.

Islamic Alternative for the Laibility Side
The Islamic alternatives to this scheme have been developed.
According to Shariah, there are three ways to correct the liability
side of the bank:

1. Musharakah
2. Mudarabah
3 Wakalat-ul-lstismar

Musharakah

Currently, the State Bank of Pakistan provides this facility by
entering inte Musharakah agreements with Islamic Banks, The
mechanism starts by identitying a pool of funds based on Shariah
Compliant financing products. Thie SBP will invest in this fund
out of which, financing will be provided to the exporters. The
compensation to the SEP will be provided fram the income of
the pool, which will be shared between SBP and Bank on a pre-
agreed profit sharing ratio determined in the form of weightages.
These weightages would be worked out in a manner that will
pive reasonable return to both SBP and the bank. In this manner,
the Liability side can be managed.

Far this purpose, the bank may include financial assets other
than those assets, which are booked under export finance. To
work out a reasonahle and less volatile rate of return, the bank
chould have in the poal those assets which are relatively less
risky such as Murabaha, ljarah, 5alam and istisna etc.

Classification of Export Finance
Export Finance provided to the clients (Exporters] can be broadly
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classified in to two categories, dependmg Upon the stage of
EXPOTT activity at which the finance is availed. This Tepresents
the Asset side of the Bank which is funded based aon the
investments made by SBP oh account of Export Refinance Scheme
The twa types of export financing are:

1. Pre shipmant
2. Post shipment

1. Pre Shipment
Financial assistance availed prior to the shipment of goods j=
termed as Pre shiprment finance,

2. Post Shipment
Financial assistance availed after shipment of BOOdS is termed
845 pOst shipmant finance,

As interest cannat be charged in By Case, experts hava proposed
Lertain methods far financing exports as follows:

Far Pre shipment F; nancing

* Murabaha
* |stisna
* Musharakah

For Post shipment Fi hancing
* Wakalah ,-’t]ur'dh-e-Hassana

*  Salam
*  Tawarrug



IEE 1:}.% Meezar Rank's Guide 1o islamic Ranking

Pre-shipment Financing

1. Murabaha
aanks do Murabaha financing when exporter has to purchase
the commodity or materials. Bank purchases the commedity an
hehalf of a client and resale it to the exporter on cost-plus-profit
basis.

In other words, rather than advancing mongy 10 d barrower,
{which is how the system would work in a conventional banking
agreement), the bank will buy the zoods from a third party and
sel| those poods on to the exporter for a pre-agreed price. This
way the exporter will get the hold of the goods to be exported.

steps Invahred In the Murabaha Export Finance Scheme
If the client needs funds for the purchase of raw material, then
the following process may be used:

s The bank upon receiving an application for export finance
from an exporter will complete its credit evaluation and
negotiation process with the exporter and will enter into
Murabaha Agreement with the exporier.

« Appropriate security may be obtained from the exporter
under Murahaha Agreement,

= Exporter will select the goods for which it needs the Murabaha
facility and request the bank for dishursemeant,

«  The hank will appoint the Exporter as its agent 1o purchase
the goods from the market and dishurses unds to exporter
for purchasing the assal on cost price. Upon receiving the
title and ownership of the goods, the bank will sell the goods
to the Exporter on Murabaha basis.
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+ After disbursement to exporter, the Bank will claim
reimbursement from SER.

*  SBP will invest in Musharakah pool of the bank,

*  Upon maturity of the period, Exporter will pay the Murabaha
contract price to the bank.

* After completion of the transaction on receipt of price from
the client, State Bank will redeem its share from the
Musharakah pool equivalent to the financing amount while
profit will be shared between the partners as per the actual
performance of the poal,

2. Istisna
Istisna is a sale transaction, where a commedity is transacted
before it comes into existence, It is an order to a manufacturer
to manufacture a specific commodity for the purchaser.

Bank uses Istisna when exporter has to manufacture the goods
for the importer, In Istisna, the exporter either uses his own
tmaterial or it it is not available with him, obtains it to make the
ordered goods. If the exporter has the raw material and sesls
financing for the processing of a raw material, the bank may
undertalkte to process the raw material on the basis of an Istisna.
If the exporter does not have a raw material and wants to purchase
that ton, the bank can provide him the raw materials as well,

steps Invalved in the Istisna Export Finance Scheme
If the client needs funds for manufacturing the goods to he

exparted, then the following process may be used:

* Exporter will approach the bank to get financing for the
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manufacturing of specified goods. Exporter will inform the
bank about the certain minimum sale price of the goods. The
bank may get it verified from any independent source.
Howevear, in ¢ase of a confirmed LC, the contract sale price
of the goods can be confirmed.

» The bank will give funds to the client under |stisna to
manufacture and deliver the goods to the Bank.

* The bank needs to deduct its profit mangin from the minimurm
export value of the goods.

= The bank can also ask for a securfty against Istisna facility.

» After disbursement of funds to the client, the Bank wiil claim
reimbursement from 58P

* SBP will invest in Musharakah pool of the bank.

*  (hce the goods are manufactured and delivered to the bank,
Lhey will be the property of the Bank.

» Linder [stisna, the customer is liable only to defiver the goods
to the Bank.

* For exporting its goods 1o its concerned importer, the Bank
will appoint the exporter as its agent to export the goods on
its behalf under a Wakalah agreement.

=  Exporter will now export the goods, acting as the Bank's
agent.

* The proceeds fram Exports will be remitted to the Bank.
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» The Bank will deduct its cost of goods and profit (Istisna price)
from the proceeds, and pay the balance to the client as service
charges of Agency contract if it is stipulated in the agency
contract

= After completion of the transaction, on receipt of Export
proceeds, State Bank will redeem its share from the
Musharakah pool equivalent to the financing armount while
the profit will be shared hetween the partners as per the
actual performance of the pool.

3. Musharakah / Mudarabah

The most appropriate method for financing exports is Musharakah
or Mudarabah, Bank and exporter can make an agreemant of
Mudarabah provided that the exporter is not investing; otherwise
Musharakah agreement can be made. Agreement in such case
will be easy, as cost and expected profit is known. The exparter
will manufacture or purchase goods and the profit obtained by
exporting it will be distributed between them according to the
pre-defined ratio

Steps Involved in the Musharakah f Mudarabah Export Finance
Scheme

in this case, the process is as follows;

» Exporter will inform the bank about the expected cost and
cxpected profit from the transaction.

= The bank may verify the information provided by the exporter.

& After finalization of profit margin, exporter. and the bank will
decide the profit sharing ratio.
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The bank will disburse funds to the exporter,

After disbursement to the client, the Bank will claim
reimbursement from SBF.

SBP will imvest in Musharakah pool of the bank.
Exporter will manufacture/procure and export the poods,

After the remittance is received, exporter will pay the profit
share of the bank.

after completion of the transaction on receipt of Export
proceeds, State Bank will redeem its share from the
Musharalkah poal equivalent to the financing amount while
profit will be shared betweean the partners as per the actual
performance of the pool.

A condition can be added in the Musharakah contract that
if the goods are not manufactured and exported within a
specified period, Musharakah will stand terminated and the
exporter will have to refund the principal. The exporter will
be responsible for selecting credible buyer/importer, if it is
proved that he was neglizent in selecting the importer, he
will be liable to bear the loss of the bank caused by his
negligence.

In order to further secure itself from any negligence on the
part of the exporter, the bank may put a condition that it will
be the responsibility of the exporter to export the goods in
full conformity with the conditions of the LC and/or contract.

However, being a partner of the exporter, the bank will be
liable to baar any loss, which may be caused due to any reason



&l 283

Export Finanting %eTs

other than the negligence or misconduct of the exporter

Post Shipment Financing
In conventional banking, Post Shipment financing primarily
involves the discounting of expart bills. The exporter in need of
funds brings the hill to the bank for discounting to relesse the
tunds and get the liguidity.,

However, the Islamic banks have number of ways in which it
conducts the Post Shipment Financing, Few common methads
are:

= ‘Wakalah Agreement
+ Salarm Agreement

* Tawarrug Agreement
* Murabaha Agreement

L. Wakalah Agreement
A relatively simpler mechanism can be adopted through the
Wakalah-Interest Free loan arrangement, which is similar to the
agency relationship, The procedure is discussed balow:;

*= The bank will enter into a Wakalah Agreement with the
exporter to collect receivables on behalf of exporter with a
particular commission based on the receivable amaount. This
fee would not vary with time of payment of receivable:

* |t is essential that such fee must be charged fram all the
Exparters who have executed the Wakalah Agreement with
the Bank, whether or not they avail this alternative to Bill
discounting.

* The bank would advance an interest free loan to exporter
equivalent to or less than the amount of receivable. The
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repayment period of the loan would be equivalent to the
rmaturity period of the hill,

The repayment of the loan extended to exporter would be
through setting off the amounts received from the impaorter,

In case the payment is not received from the importet, exporter
will repay the interest free loan obtained from the hank on
the due date from its own sources,

2. 5alam Agreement
Sglam can be used to purchase foreign bills, The process of the
Salam transaction is as follows;

Exporter brings the export documents to the bank.

The Barlk will enter into a Salam transaction with the ex porter
whereby the Bank will buy Foreign Currency (FCY} fram the
customer {to be delivered on a specified future date) against
PKR at the ready price of day to be paid full in sdvance.

The Bank will make the payment in Local Currency [LCY) by
converting the face value in FCY of the documents at specified
market rata,

The FCY will be delivered by the custamer at a specified future
date and should not be contingent upon arrival of the LC

proceeds,

The Bank may ask the exporter to assign its receiva tle, under
the LC, 1o the Bank.

The Bank may also ask the exporter to furnish other securities
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to protect itself in case the exparter defaults.

* The Bank will enter into a pramise to sell FCY at 2 future dats
with a financial institution.

* The bank's profit will be hased on the difference between
the spot rate and the forward rate,

3. Tawarruq Agreement
In some cases, Tawarrug arrangement cah also be adopted for
the Post shipment Financing. Tawarrug means Buying an credit
and selling at spot 1o get the liquidity. The procedure is as follows:

» Exporter will select a commaodity, which is liquid in nature
tsuch as share of PTCL).

* The bank will purchase the commadity for the exporter and
will sell it to the exporter on the basis of Murabaha/Muajjala
{Credit sale at cost plus).

* The bank may take securities against Murabaha.

* After taking delivery of the commodity, the exporter will sell
the commuodity in market on spot basis at current market
prices,

* I this way, the exporter will abtain the required ||guidity.
The Bank can be paid after receipt of payment fram the imparter
4. Murabaha Agreement

The Bank may also offer alternative to Bill discounting based on
the product of Murabaha as per the following method:
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« The Exporter has exparted the goods and will receive the
payrment in future but requires instant liquidity to procure
raw material for fulfilling its upcaming Export Contracts.

« The Exporter will bring its Export Bill 1o the Bank and deposit
it as @ security.

» Against the Export bill, kept as security, the bank will extend
3 fresh Murahaha facility to the Exporter for less then the
arnount of the bill.

» The Exporter will use the Murabaha funds to purchase goods
from the market as an agent of the Bank.

» Upon receipt of the goods, the bank will sell the gonds to
the customer.on deferred payment basis, The Murabaha price
will be equivalent to the face value of the bill and the deferred
payment date may be the date of the maturity of Export
proceeds.

« Upon receipt of the Export proceeds, the Exporter will pay
the Murabaha price to the Bank, however, if the proceeds
are not received on time then the Exporter will pay the
Murabaha price on due date from [ts own resources.

« Difference between the cost price of the goods and the face
value of the Export bill will be a valid profit for the bank from
this transaction.
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«.. . Treasury Operations of Islamic Banks

Introduction
The world's financial markets are now taking serious notice of
the tremendous Browth of Islamic banking in the International
markets. This can be substantiated by the fact that instead of
Just having standalone Islamie funds and products, now more
and maore banks and financial Institutions are planning to establish
Istamic commercial banks or windows to provide complete

solutions to their Sharish sensitive customers,

Many innovative financial structures have been developad to
cater to different requirements of industrial and business
Customers. However, as Islamic Banking is still in jts infancy stage,
emphasis has not been Eiven on the development of inter banle
transactions and treasury oparations undar Islamic modes,

Recently, due to the entry of a number of new Islamic banks and
with the increase in balance sheets of the existing Isfamic banics,
the need for development of Islamic freasury operations is being
acutely felt. Central banks of Bahrain and Malaysia have done
ramarkable dovelopment i this regard. However, |slamic barnks
waorking inan environment where other lslamic banks either do
notexist or their operations are very small, face the real challenge
like Pakistan.

The purpose of this paperis to explore the ways through which
an [slamic bank can survive in such environment.

Need for Islamic Treasury Operation
Treasury operation of a conventional bank primarily invalves
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following oparations;

1, Short term acceptances

2. Short term investment & liguidity management

1. Bill purchase & discounting of receivahles (Factoring &
Forfeiting}

4. SPOT FX as well as, forward purchase and forward sale

5. Derivatives & options

The first two activities are usuaily practiced through the barrowing
and lending on the basis of interest/returns/yields without
underlying asset structures in the conventional capital/money
market. Involvement of Riba/interest in such transactions renders
them Haram/prohibited according to Islamic Shariah, The last
three {3rd, 4th and 5th} activities ars alsg not allowed in Shariah
because of involvement of Gharar ag well as Riba,

Howevet, one cannot disagree with the fact that all these activities
are extremely important for smooth runring of any bank and
to facilitate trade and business, Therefore, there s a strong need
to develop Islamic alternatives to such products.

Suggested Solutions
\slamic alternatives for each operation are as under:

Short term Acceptances
In case Islamic banks need funds, they can access the short-term
money market on either of the following basis;

1. Musharakah/Mudarabah {Profit sharing/Fund Management)
2. Tawarrug
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Musharakah/Muda rabah contracts
In case Muszharakah/Mudarabah are used for the purpose of
accepting funds from the market, following process may be used:

1

telamic banle will Create or securitize a pool of assats com prising
Murabaha,/Salam/|stisna and ljarah products/assets preferab
booked with high rated clients of the bank, The size of assets
booked under ljarah should be at least 51% of the total pool
size, However, if Hanafi Schoolof thought is adopted, then
trading will be allowed even if the non-liquid assots are fess
than 50% but the size of the non-liquid assets should nat be
negligible, which means it should at least be 10%,

The presence of the assets booked under the above-mantioned
modes [other than Musharaksh and Mudarabah), make the
volatility of profits accrumg in the pool relatively lower,

- Whenevar the Islamic bank requires funds, they can contact

amy Financial Institution (FI), which will invest in these Assats
o the basis of Musharakah/ Mudars bah only,

A specific weightage/ratio would he sssigned to the Fl, keeping
In view the agreed profit rate.

Al the time of maturity of the imvestrment, Islamic bank will
calculate the return on the pool and share of the Fl would be
redeemed,

However, it is essential to have an effective pool management
System in the |slamic bank that can ensyre that sources and
utilization of funds are knowr, balanced and verified at all time

Proper segregation of assets among different pools and their
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profit sharing values {weightages) are assigned,

8. The Fl pools are given a unigue pool identification number
{pin) at the time of pool creation,

9. This pin is used for asset allocation, deal continuation and
other related accounting purposes,

10, Proper allocation of finanacing asset implies that related risk
and reward (profit or return) from the assets are properly
limited to a specific FI poal,

This arrangement can be employed if the valatility/ predictability
of profits in the poal isreasonably acceptable, so that the return
can be predicted easily.

However, it should be noted that the rules of Securitization in
Islamic finance should be adopted completely, details of which
may be explained separately.

Tawarrug
In soime cases, Tawarrug arrangement can also he adopted in
the following manner:

1 lslamic bank will select a commadity/stocks, which is liguid

F in nature [such as metals sold in Commodity Exchange or

shares of Microsoft Company etc.) with the cansent of the
conventional bank.

7 Canventional bank will purchase the commodity from market
and would sell the commodity to |slamic bank on Murahaha
hasis.
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3. After taking delivery, the Islarnic barik will sell it to the markes
on spot basis, In this way, Islamic bank will ebtaln the required
liquidity.

4. Islamic bank will pay the price of the commodity to
conventional bank on the dus date.

S0me institutions have developed products which are known s
Commodity Murabaha and Reverse Murabaha an the
aforementionad principles,

However, it should be noted that acceptability of Tawarrug
transaction asa mode of financing is a bit controversial Subject
amang the scholars. Some schalars allow this transaction to be
used as a mode of financing where aach party transacts,
purchasing/ selling the commadities directly without making the
other as his agent 1o sccomplish such transactions on his behalf
secondly, this transaction should be used only where no ather
alternative except interest based finan cing 15 available, Therefore,
specific approval from Sharlsh Advisor should be obtained for
e2ach transaction.,

Placement and Liquidity Ma nagement
Amajor problem with Iskarmic banls is of Placerents and Liquidity
Management, Islamic banks generally have prohlems of surplus
liquidity, rather than the lack of it These issues may be resolved
i the following manner:

Musharakah/Mudarabah
Sorme comventional financial institutions sueh as leasing companies
and investment banks book assets in bath lslamic and conventiona
ways. lslamic bank should coordinate with these institutions to
segregate the accounting processes of assots booked under
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lslamic structures, After the segregation process, a pool of these
assets can be created.

whenever 1slamic banks have excess liguidity, they can place
their funds in these asset pools on the basis of Musharakah or
Mudarabah in the same way as the bank borrows liguidity from
conventional barik. The process would be reverse of the borrowing
product. Therefore, Profit and loss will be shared between the
financial institution and the Islamic bank as per the principles
of Musharakah and Mudarabah.

|slamic Bonds (Sukuks)
Dealing in canventional bonds is not permissible according 10
Shariah because of the following two aspects.

1. Firstly, they represcnt a portion of Debt payable by the issuer,
Earning of any kind of profit on them falls under the categary
of Riba/Prohibited Returns.

7, Second aspect of Bonds pertains to the trading of Bands.
Shariah prohibits trading of debts (Bai Dayn) as it invalves
Gharar (Uncertainty), because if the debt is sold to a third
person and the borrower defaults in repayment of [oan, there
would not be recourse to the buyer of debt to receive the
debt from the seller of debt, Therefore, it is uncertain (not
confirmed) for the buyer of debt whether he would be able
to get the amount receivable from the deblor or otherwise.
Therefore, Shariah only allows Hawalah (sssignment of Debt),
whereby the assignee of the debt has recourse to the assignor
in case the debtor/horrower defaults in repayment. In short;
since the sale of debt is not allowed in Islam, therefore, the
sale of bond even at their face value is also not allowed.
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Su it is very essential requirement to explore sich altérnatives
of Bond which can be traded freely in the secondary market in
Shariah compliant way, These alternatives cah be deveiopad
through Lhe securitization of assets, The security created through
the securitization of assets represents the proportionate
ownership of the holder in illiquid or tradable assets. Trade of
such securities is perrmissible, as it will be tantamount to the
salef purchase of holder's proportionate share in the assets,
which is allowed in Shariah.

For the purpose of securitization, pool of assets needs 1o be
created and the operations of the pool would be as follows:

1. The Portfolio may contain mixture of ljarah and Murabahah
assets. However, the proportion of ljarah assets should be
greater than 50% of the total worth of the pool. As mentioned
above, if Hanafi school of thought is adopted, trading will be
allowed even if the non-liguid assets are less than 50% but
the size of the non-liquid assets should not be negligible,
which means at least 10%.

2, Ewery subscriber can be given a certificate, which reprasents
his proportionate ownership in the assets of the portfolio,

3. The Profit earncd by the portfolio would be distributed among
the subscribers according to their ratio of investment, after
deduction of management fee of the manager.

4. Loss, if any would also be shared among the subscribers an
prorata basis.

5, Certificates can be bought and sold in the secondary markst
Al any value.
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The abowve structure can be used to issug long-term bonds by
the governments and large corporations.

Government of Bahrain has successfully issued Salam Sukuk as
an [slamic alternative 1o treasury bills and ljarah Sukuk as-an
alternative to Bonds. Details of which can be obtained from
Bahrain Monetary AEEncy.

lssuance of islamic Sukuk can also play & significant role in liguidity
management. A number of Islamic countries have issued Sukuks
for this purpese including Bahrain, Malaysia, and Gatar. The
Government of Pakistan has also issued such certificates, initially
in fareign currency and then in Pak Rupees. As discussed above,
the interesting thing about Sukuks is that they can be traded at
any valug/price in the secondary market just as any other treasury
hill/bond. This feature of sukuks alsa helps in managing liguidity
in the same manner as Treasury billsfbonds are used in the
conventional market.

Reserve Requirement:
The central bank should also grant special permissions for
managing SLR and other statutory requirements through
maintaining SLR without interest. Sukuks can also be used for
this purpose, The Government of Pakistan {issued} sukuks are
being given the SLR eligibility by the State Bank of Pakistan which
is one of the major reasons for their success

Forward Purchase and Sale of Currencies
Forward Purchase and Sale of currencies play a very important
role in facilitating imports and exports to hedge their proceeds.
lslamic bank cannot enter into forward sale/purchasze contracts.
However, in case of genuine need of trade financing whare
importers or exporiers want to hedge/cover the risk of the
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fluctuation/volatility of the rnarket, they can enter into promises
1o sell/buy as against sell/purchase of foreign currencies at future
dates. The actual sale will take place on agreed date, but it should
only be used for genuine nesds of trade, not for any speculative
transactions. Therefore, Shariah schalars have issued guidelines
tar this purpose, which must be fallowed at the time of exscution
of these transactions.

Spot Sale and Purchase of currencies can be traded in the same
manner as practiced conventionally, The term spot refers ta the
delivery of both the currencies on the same day of execution of
sale Contract whereas under the conventional systamm, the term
spot refers to delivery of both the currencies after two days of
execution of 5ale Contract. Therefare, in all those transactions
where dalivery of either of the curron cy is deferred (irrespective
of the number of days), they will not fall under spot sale but
Islamic Allernative of Promise to Sell/Buy will be used in such
transactions.

Bill Purchase
Bill purchase and its discounting is not allowed in Shariah as it
involves Bai Al Dain {sale of debt) and Riba, However, assignment
of debt (Hawalah Al Dain) is allowed.

The lawful alternatives of bill purchase and discounting as per
shariah may be resorted to through the following modes:

Musharakah/Mudarabah
Wakalah & Hawalah

Bai Salam of Currencies
lawarrug

Murabaha

ol R
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FEE

The mode of Musharakah is discussed as follows whereas the
remaining four methods have been discussed in Chapter 28.

nusharakah/ Mudarabah
The bank will enter into a Musharakah arrangement with the
exporter. The bank will invest with the exporter, an amount
aquivalent to the existing receivables of the exporter (which are
to be discounted), for manufacturing/supplying of goods to
specifically identified customers of the exporter, Profit from these
customers of axporter will be shared between the banl and the
exporter as per agreed ratios. Profits can be shared at either of
the following levels;

1. Operating Profit Level
2. Met Profit Level.

The bank may agree with exporter that it will earn x% al operating
profit level and so on, The important thing is that the bank and
the exporter need to agree that some percentage of profit earned
from identified clients- will be shared between the parties.
hank can also hold existing receivables of customer as security
against this Musharakah. The security can be used if any
negligence is provad on the part of the exporter,

Additionally, the bank may encash the hill on due date and
subsequently adjust them against the actual profits and losses,

Call and Put Options and Derivatives
The Option to Sall and Option to Purchase [Call and Put Options}
arc.allowed in Shariah. However, fee charged on the options
separately or transferring or selling these aption which is known
as “Derlvatives” having Gharar are not permissible because these
Options are right to sell/purchasze of a subject matter given by
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the buyerfseller to selle rfbuyer and this right cannat be sold a=
ger Shariah,

similarly, short sale Is not allowed in Shariah, as |slam prohibits
selling anything which is not awned and possessed (physically or
constructively) by the seller, Therefare, long sall (after taking
possession) is allowed and short sale is not allowed: However
it can be structured through promise to sell in case of any genuine
Head.

It should also be noted that to sell a thing before ownership and
possession is allowed only in Bai Salam and Bai |stisna transactions.
Therefore, if required, transactions can be structured by using
any of the these modes complying with all the conditions of
Salam and Istisna.

Conclusion

Majority of the existing financial systems can be transformed
into a Shariah compliant structure if they are beneficiai to trade
and real businesses. There isa strong need tor & greater interaction
of Shariah scholars and finance professionals for the devela prment
of smooth and practicable Shariah compliant systems and
procadures, Universities can also play a Very important rale in
creating such enviranment.



CHAPTER 27

______ _ SECURITIZATION

Securitization means issuing certificatos of ownarship against an
Investment pool or business enterprise. This chapter discusses
the issues, problems and rules in rssuing such certificates with
respect to the "nature” of investmam pool. Basic puidelines are
als0 provided on the negotiability and sale of these certificates
In the secondary markets.

Securitization of Musharakah

Musharakah is a mode of financing which can be securitized
caslly, especially, in the case of big projects where huge amounts
are required which a imited number of people cannot afford to
subscribe. Every subscriber can be given a Musharakah certificate,
which represents his proportionate ownership in the assetc of
the Musharakah and after the project is started by acquiring
substantial non-liquid assets, these Mucharakah certificatos £an
be treated as negotiable instruments and can be bought and sold
in the secondary market. Howevar, trading in these certificates
is not allowed when all the assets of the Musharakah are still in
liquid form (i.e. in the shape of cash or receivables of advances
due from othars),

For proper understanding of this paint, it must be noted that
subscribing to a Musharakah is different from advancing a loan
A bond issued to evidence 4 loan has nothing to do with the
actual business undertaken with the borrowed money. The bond
stands for-a loan repayable to the holder in any case, and mostiy
with interest. The Musharakah certificate, on the contrary,
represents the direct pro rata ownership of the holder in the
assets of the project. If all the assets of the joint project are in
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liquid form, the certificate will represent a certain proportion of
money owned by the project,

Example

For example, one hundred certificates, having a value of Rs. One
Million each, have been issued, This means that the total worth
of the project is Rs. 100 Million. If nathing has been purchased
by this money, every certificate will represent Rs. One Million.
In this case, this certificate cannot be sold in the market except
at par walue, because if one certificate is sold for maore than Rs,
Ona Million, it will mean that Rs. One Million are being sold in
exchange for more than Rs. One Million, which is not allowed in
Shariah, because where money |s exchanged for money, both
must be egual. Any excess at either side is Riba,

Howewver, when the subscribed money is employed in purchasing
non-liquid assets like fand, building, machinery, raw material,
furniture etc. the Musharakah certificates will represent the
holders’ proportionate ownership in these assets, Thus, in the
above example, one certificate will stand for one hundredth share
in these assets. In this case, it will be allowed by the Shariah to
sell these certificates in the secondary market for any price agreed
upon between the parties which may be more than the face
value of the certificate. Sinca the subjoct matter of the sale is
a share in the tangible assets and notin money alone, therefare,
the certificate may be taken as any other commodity which can
be sold with profit or at a loss,

It most cases, the assets of the project are a mixture of ligguid
and non-liquid assels, This comes to happer when the working
partner has converted a part of the subscribed mon ey into fixed
assets or raw materigl, while rest of the money is still liquid, Or,
the project, after converting all its moneay inlo nen-liguid assets
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may have sold some of them and hae dcquired their sale procesds
in the form of maney. In some cases, the price of its sales may
have become due an its custamers but may have not yet been
received. These raceivabile amioy nts, being a debt, are also troated
as liquid money. The question arises about the rule of Shariah in
3 situation where the assets of the Project are a mixture of liquid
and non-liguid assets, whether the Musharakah certificates of
such a project can be traded in or otherwise,

Opinion as per Muslim Jurists

The apinions of the contemporary Muslim jurists are differant
an this point. According to the traditional hafi schaoal, this type
of cartificates cannot be sold. Their ¢lassic view is that whenever
there is a combination of fiquid and non-liquid assets, it cannot
be sold unless the nan-liguid part of the business i- feparated
and sald independently.

The Hanafi school, however, is of the opinion that wheneyver
there is a combination of liquid and non-liguid assets, the
certificate can besold and purchased for an amount greater than
the amount of liguid assets in combination, in which case money
will be taken as sold at an equal amount and the excoss will be
taken as the price of the nan-liquid assets owned by the business.

Suppese, the Musharakah project contains 40% non-liquid assets
l.e. machinery, fixtures ete, and 60% liuid assets, i.e, cash and
receivables. Now, each Musharaksh cartificate having the face
value of Rs, 100,/- Fepresants Re. G- worth of liquid assots and
Rs. 40/- worth of nan-liquid assets, This certificate fmay be sold
at any price more than Rs, 60/~ If it is sold at Re. 110/, it will
mean that Rs. 680/~ of the price i dgainst Rs, 60/- contained in
the certificate and Rs. 50/~ is against the proportionate sha re in
the non-liquid assets. Byt it will never be allowed ta sell the
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certificate for a price of Rs. 60/- or |ess, because in the case of
Rs. 60, it will not set off the amount of Rs. €0/-, let alone the
other non liguid assets,

According to the Hanafi view, no specific proportion of nan-liguid
assets out of the whaole is prescribed. Therefore, even if the non
liquid assets represent less than 50% of the whole, the certificates
trading according to the above formula is allowed. However,
most of the contemporary scholars, including those af Shafi
school, have allowed trading in the units of the whole anly it the
non-ligud assets of the business are more than 50%.

Therefora, for a valid trading of the Musharakah certificales
acceptable to all schools; it is necessary that the portfelio of
Musharakah consists of non-liguid assets valuing more than 50%%
af its total worth. However, it Hanafi vicw is adopted, trading will
be allowed even if the non-liguid assets are less than 0%, bul
the size-of the non-liguid assets should not be negligible.

Securitization of Murabaha
NMurabaha is a transaction which cannot be securitized for creating
a negotiable instrument to be sold and purchased in secondary
market. The reason is obvious. If the purchaser/client in a
Murabaha transaction signs a paper to evidence his indebtedness
towards the seller/financier, the paper will represent a monetary
debt receivable from himn. In other words, it represents money
payable by him. Therefore, the transfer of this paper to a third
party will rmean transter of money. It has already been explained
that where money is exchanged for money [in the same currency),
the transfer must be at par value. It cannot be sold or purchased
at a lower or a higher price. Theretore, the paper representing
a monetary obligation arising out of a Murabaha transaction
cannot create 4 negotiable instrument: fthe paperis transterred,
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It must be at par value, However, if there is 2 mixed portfolio
consisting of 8 number of transactions like Musharakah, leasing
and Murabahah, then this partfolio may issue negotiable
certificates subject to certain conditions,

Securitization of |jarah

The arrangement of fjarah has a good potential of securitization,
which may help create a secondary market for the financiers on
the basis of ljarah, Since the lessor in ljarah owns the leased
assets, he can sell the asset, in whole or in part, to a third party
who may purchase it and may replace the seller in the rights and
obligations of the lessor with regard to the purchased part of the
dsset:

Therefare, if the lessor, after entering into fjarah, wishes 1o
recover his cost of purchase of the asset with a profit thereon,
he can sell the leased asset wholly or partially either to one party
or to a number of individuals. In the [atler case, the purchase of
a proportion of the asset by each individual rmay be evidenced
by a certificate, which may be called '|jarah Certificate’,

This certificate will represent the holder's proportionate ow nership
in the leased asset and he will assume the rights and abfigations
of the owner/lessor to that extent. Since the assots is already
leased 1o the lesses, the lease will continue with the hew owriers,
Each one of the holders of this certilicate will have the right to
enjoy & part of the rent according to his proportion of ownership
in the asset, Similarly, he will also assurme the abligations of the
lessor to the extent of his ownership, Therefore, in the case of
total destruction of the asset, he will sufferthe loss 1o the extent
of his ownership. These certificates, being an evidence of
proportionate ownership in a tangible asset, can be negotiated
and traded freely in the market and can serve as an instrument
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easily corvertible into cash. Thus, they may helpin solving the
problems of liguidity management faced by the Islamic banks
and financial institutions.

It should be rememberad, however, that the certificate must
represent the awnership of an undivided part of the asset with
all its rights and obligations. Misunderstanding this basic concept,
some guarters tried to issue ljarah certificates repraszenting the
holder's right to claim certain amount of the rental only without
assigning 1o him any kind of ownership in the asset. it means
that the holder of such a certificate has no relation with the
leased asset at all. His only right is to share the rentals received
fram the lessee. This type of securitization is not allowed in
Shariah. As explained earfier in this chapter, the rent after being
due is a debl payable by the lessee, The debt or any security
representing debt onby is not a negotiable instrument in Shariah,
because trading in such an Instrument amounts te trading in
money or in monetary obligation which is not allowed, except
an the basis of aquality, Now if the equality of value is observed
while trading In such instruments, the very purpose of
securitization |s defeated. Hence, this type of ljarah certificates
cannot serve the purpose of creating a secondary market.

It is therefore necessary that the |jarah certificates are designed
to represent real ownership of the leased assets, and not ohly a
rlight to recaive rent.

ljarah Sukuks
The basic feature of ljarah sukuks |s that they represent leased
assets, e without ralating the sukuk holders to any common
organization, company or institution. For instance, an aircraft
leased to an airline can be represented in sukuks and owned by
a thousand different sukukhalders, each of them, individually
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and independently, presenting his sukuk(s) certificates to the
airline campany and collecting the periodic rent without having
any relation with other sukukholders. In other words, the ljarah
sukuk holders are not the owners of a share in a comparny that
owns the leased airling, rather they are simply a sharing owner
who only owns one thousandth or more of the aircraft itself,

In the second example, let us assume that a group of investors
baught an office building and divided up the ownership rights
inta marny certificates of equal face value, The graup may rent
aut the whole building for the next ten years, then sell these
certificates to the public. & buyer of such a certificate is acquiring
g share in the ownership of the office building, and an equal
share in the net income from it for the term of the lease, Such
certificates could be easily traded in the market. Moreover, their
generation of steady rental income renders therm even less risky
than common stocks. This is because in comman stocks both
annual net income and capital gains or losses are variable, whersas
in rent sharing certiticates part of the future income stream is
the contractually fixed rental payments,

Characteristics of ljarah Sukuls
The characteristics of ljarah sukuks stem from its nature and from
the contractual relationship defined in the ljarah contract
governing it. These can be summarnized as follows:

1) ljarah sukuks are securities representing the ownerzhip of
wa|| defined existing and well-known assets that are tied up
to a lease contract, This means that |jarah sukuks can be
tracled in the market at a price determined by market forces.
This includes inter alia, the general market conditions in the
econety and in the financial market, the spportunity cost
[current and expected return on new financing), prices of real
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investment assets and economic trends in the specific market
related to securities and ljarah suliuks, etc, The ljarah sukuks
are also subject ta risks related to the ability and desirability
of the lessee to pay the rental installmeants, Moreover, these
are also subject to real market risks arising from potential
changes in asset pricing and in maintenance and assurance
LSt

Furthermore, the expected net return oh same forms of ljarah
sukuks may not be completely fixed and determined in
advance, since there might be some maintenance and
insurance oxpenses that are not perfectly determined in
advance, Consequently, in such cases, the amount of rent
given in the contractual relationship representad by the skl
represents & maximum return subject to deduction of this
kind of maintenance and insurance expenditure.

ljarah sukules are completely negatiable and can be traded in
the secondary markets. Subject to market conditions, these
sukuks will offer a high degree of liguidity and therefore,
possess both the characteristics and necessary conditions for
functioning as successful securities,

ljarah sukuks will offer a high degree of flexibility from the
point of view of their issuance managemeant and marketability.
The central government, municipalities, awgaf or any other
assel uscrs, private or public can (ssue ljarah sukuks,
Additionally, these can also be issued by financial
intermediaries ar divectly by users of the leased assets. It
should be noted that ljarah sukuk holders as the owners bear
full responsibility far what happens to their property, They
are also required to maintain it in such a manner thatl the
lessea may derive as much usufruct from it a5 possible,



CHAPTER 28

ISLAMIC INVESTMENT FUNDS
The term “Islamic Investment Fund” means a Joint pool wherein
the investors contribute their surplus money far the purpose of
Its investment to earn halal profits in strict conformity with the
precepts of Islamic Shariah, The subscribars of the Fupd may
receive & document certifying their subscription and antitling
them to the pro-rata profit actually earnad by the Fund. These
documents may be called ‘cartificates', 'units', 'shares' or may
be given any other name, but their validity in terms of Shariah
will always be subject to two basic conditions:

1} Instead of & fised return tied up with their face value, they
Must carry a pro-rata profit actually earned by the Fund.
Therefore, neither the principal nor a rate of prafit [tied up
with the principal) can be puaranteed. The subscribers must
enterinto the fund with a clear understanding that the return
on their subscription is tied up with the actual profit earned
or loss suffered by the Fund. If the Fund earns huge profits,
the return on their subscription will increase to that proportion.
However, in caze the Fund suffers loss, they will have to share
it also, unless the loss is caused by the negligence or
mismanagement, in which case the managemeant, and not
the Fund, will be liable to compensate it.

2} The amounts so paoled together must be invested in a Shariah
compliant business, It means that not only the channals of
investment, but also the terms agreed with them must cenfarm
to the |slamic principles.

Keeping these basic pre requisites in view, the lslamic Investment
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Funds may accommodate a variety of modes of investment,
discussed briefly below:

Equity Fund

Irvan equity or mutual fund (unil trust), the amounts are invested
in the shares of joint stock companies. The profits are mainly
derived through the capital gains by purchasing the shares and
selling them when their prices are increased, Profits are also
garned through dividends distributed by the relevant companies,
Fram this angle, dealing in equity shares can be acceptable in
Shari'ah subject to the following conditions:

1} Main Business of investee Compony

The main business of the company must be Shariah compliant.
Therefors, it is not permissible to acquire the shares of the
companies providing financial services on interest, like
conventional banks, insurance companies, or the companies
Invalved in sorme other non Shariah compliant business such
as companies manufacturing, selling or offering liquor, pork,
haram meat, or involved in gambling, night club activities,
pornography, prostitution or involved inthe business of hire
purchase or interast et

2} Investment in Non Shariah Compliant Activities
If the main business of these companies is halal, like
autormobiles, textile, etc. but they deposit their surplus
armmounts in an interest-bearing actount or borrow maney an
interest, the share holder must express his disapproval against
such dealings, preferably by raising his voice against such
activities in the annual general meeting of the company.

1) Income from Non Shariah Compliant Activities
i some income from interest-bearing accounts or nen Shariah
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compliant activities is included in the income of the campany,
the proportion of such income should not excesd 5% of the
total income. If it exceeds 5%, it is nol permissible to invest
ih that company. However, if it does not exceod 5%, it must
be given in charity and must not be retained by him. For
example, if 5% of the whole income of a company has came
out of interest-bearing deposits then 5% of the dividend must
be giver in charity, Moreover, the company's tatal short term
and long term investment in non-permissible business should
not exceed 30% of the company's total market ca pitalization.

The question may arise "What is the rationale of this limitation
of ¥ Infact, there is no specific basis derived from the Haly
Quran or Sunnah for the 5% rule of non halal {impermissible)
income, However, this is only the collective outcame {consen 55 )
or litihad of contemporary Shariah Scholars. To explain this
consensus of their ruling, we shall have to go back to the origin
or basis of company on Shariah perspective,

As mentioned in the hooks and research paperss of Islamic
furists, companies come under the ruling of "Shirkatul Ainan”.
But If the rule of partnership is truly applied in a COmMpany,
there is no possibility for any kind of impermissible activity
or income. Because every shareholder of 3 Company is a
sharik (partner} of the company and every sharik, according
to the Islamic jurisprudence, is an agant of the other partners
in matters of joint business. Therefore, the mere purchasze of
a share of a company embodies an authorization fram the
shareholder to the company ta carry on its business |n
whatever manner the management deems fit, IT it is known
to the shareholder that the company is invalved in an un-
Islamic transaction, and he continues to hold the shares of
that company, it means thal he has authorized the
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management to proceed with that un-lslamic transaction. In
this case, he will not only be responsible for giving his consent
ta an un-lslamic transaction, but that transaction will also ke
rightfully attributed to himself as the management of the
company is working under his tacit authonization,

However, a large number of Shariah Scholars say that the
joint stock company is basically different fram a simple
partnership. In a partnership, all the policy decisions are taken
through the consensus of all partners and each one of them
has a veto power with regard to the policy of the business.
Therefore, all the actions of a partnership are rightTully
attributed to each partner. Conversely, the majority ta kes 1he
policy decisions in a joint stack company, Being composed of
a large number of shareholders, a company cannot give A
veto power to each shareholder. The opinions of individual
chareholders can be overruled by a majority decision.
Therefore, each and every action taken by the company
cannot be attributed to every shareholder in his individual
capacity. If a shareholder raises an objection againsi a
particular transaction in an Annual General heeting, but his
abjection is overruled by the majority, it will be unfair 1o
conclude that he has given his consent to that transaction in
his individual capacity, especially when he intends to refrain
Fron the income resulting from that transaction.

Therefore, if a company is engaged in 3 halal [permissible}
husiness, but also keeps its surplus money in an interest-
hearing account, wherefrom a small incidental interest income
o received, it does niot render all the business of the company
unlawful. Now, if a persen acquires the shares of siuch =
campany with clear intantion that he will oppose this incidental
transaction also, and will not use that propartion of the
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dividand for his own banefit, then it cannot be said that he
has approved the transaction of interest and hence that
transaction should not be attributed ta him,

In short, the matter of traditional partnership is different
from the partnership of company in this aspect. Therefare,
if a very small amount of income is earned through these
means despite of his disapproval, then his trade in shares
wirllld be permissible with the condition that, he shall have
to purify that proportion of income by giving it to charity,
Mow g guestion could be raised as to whal extent ar what
fimit that income would be forgone. Definitely, this matter
could not be laft on decisions or opinions of lay men, therefore,
it was resolved through the consensus of proficient Shariah
Schelars that the |limit of impermissible income should ot
exceed 5% of the total income.

Debt to Equity/Debt to Total Asset Ratio

The leverage or debt to equity ratio of the company should
not excead around 30%*, To explain the rationale behind this
condition, it should be kept in mind that, such companies
sometimes borrow money from conventional financial
institutions that are mostly based aninterest. Hera again,
Lhe aforementioned principle applies |.e. if a sharcholder s
not persanally agreeable to such borrowings, but has been
overruled by the majority, these borrowing transactions
cannot ba attributed to him.

Moreover, even though according to the principlas of Istamic
Jurisprudence, borrowing on interest is a grave and sinful act,
for wihich the borrower is responsible in the Hereafter: but,

this sinful act does not render the whole business of the
*itferent schedics might recamemans dillorct ratios x220ing in virw locs
reguirsman.
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borrower as Haram [impermissible).

It is explained in the conventional books of |slamic
jurisprudence that the contract of loan is among those that
are called "Ugood Ghair Muawadha" {Non compensatorny
contracts), theretore, no void condition such as condition of
interest can be stipulated, Howewer, if such a condition has
been stipulated, the condition itself is void, but it will not
invalidate the contract. Since; the contract remains valid
despite of void condition, the borrowed amount would be
permissible to use and it would be recoghized as owned by
the borrower. Hence, anything purchased in exchange for that
money would not be unlawlul.

Howewver, the responsibility of committing the sinful act of
borrowing on interest rests on the person who willfully indulges
in =uch a transaction, but this does not render his entire
business as unlawful, But it should alsa be remembered that
the extent of investment in shares of companies, that involve
barrowing should be limited. Can this limit be the same as
the 5% limit that is applied to interest income? No, because
i this case, this activity does not affect the income of the
company, it is less severe than interest based income,
therefore, Shariah scholars and Islamic jurists have extended
the limit (frem 5% which is limit of interest/impermissible
income) o 30%. The basis of 30% is that the 30% is less than
one third {1,3rd) of the total asset of the company and one
Lhird has been considered abundant by the following Hadith

of the Haly prophet &7
Hadibaie R APEf o Kl T 00 L'.lf:'.l_-]"

“Ore third is big or abundant” [ Tirmizy ).
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Hence, whatever is less than one third, wouid be insignificant.
Therefore, to avoid the majority or abundance specified in
the hadith, such limit is fixed at less than one third of the
total assets of the company.

lliquid to Total Asset

The shares of a3 company are negotiable only if the COMmpany
Owns same |lliquid assets. If all the assets of a company are
in liguid tarm, i.e. in the form of money or cash, they cannot
be purchased or sold exceptat par value, becausze in 1his ca 5E,
the share represents maney only and the money cannot be
traded in except at par.

What should be the exact proportion of illiguid assets of a
company for warranting the negotiability of its shares? The
contemporary scholars have different wiews ahout this
guestion. Some scholars are of the view that the ratio of
illiquid assets must be atleast 51%. They argue that if such
assets are less than 50%, then most of the assets are in liguid
farm, and therefore, all its assets should be treated as liquid
ah the basis of the juristic principle:

sy bl o) e syt

"The majority deserves to be treoted as the whole thing.”

some other scholars are of the view that even if the illiquid
azsets of a company are 33%, its shares can be treated as
negotiable. The basis of this view is 2 well-known Hadith that
Mesns:

BBy
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‘e third is big or abundant” {Tirmizy).
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They say that according to the Hadith, one-third illiguid assets
will be-considered as sufficient or abundant for this purpose.
The third view {of the scholars of the sub continent of Pakistan
and India) is based en the Hanafi jurisprudence: The principle
of the Hanafi School is that whenever an asset is a combxnation
of llquid and illiquid assets, it can be negatiable irrespective
of the proportion of its liguid part. However, this principle is
‘subject to two conditions:

1, Theilliquid part of the combination must not be in insignificant
quantity. [t means that it should be ina considerable
proportion,

2. The price of the combination should be mare than the value
of the liguid amaount contained therein,

For exarnple, if a share of 100 dollars represents 75 dollars,
plus some fixed assets, the price of the share must be more
than 75 doltars. [0 this case, if the price of the share is fixed
at 105, it will mean that 75 dollars are in gxchange of 75
dollars owned by the share and the balance of 30 dollars is
in exchange of the fixed assets. Conversely, if the price of that
share is fived at 70 dollars, it will not be allowed, because the
75 dollars owned by the share are in this case against an
amount which is less than 75. This kind of exchange falls
within the definition of 'riba’ and is not allowed. Similarly, if
the price of the share, in the above example, is fixed at 75
dollars, it will not be permissible, because if we presume that
75 dollars of the price are against 75 dollars owned by the
share, no part of the price can be attributed to the fived assets
owned by the share. Therefore, some part of the price (75
dollars) must be presumed to be in exchange of the fixed
assets of the share. In this case, the remaining amount will
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not be adequate for being the price of 75 dallars. For thes
reasan, the transaction will not be valid. However, In practica
terms, this.is merely a theoretical possibility, because it s
difficult to imagine a situation where the price of 2 share EODs
lower than its liquid assets.

Among the different views mentioned above, the maost
conservative view is the first one, Therefore, nowadays it has
been adopted by the majority of Shariah boards of Islamic mutual
funds or in screening of the Islamic stocks methodology,

subject to aferesaid conditions, the purchase and sale of shares
i5 permmissibile in Shariah. An Islamic Equity Fund can be establishacd
on Lhis basis. The subscribers to the Fund will be treated in
shari‘ah as parthers inter se, All the subscription amounts will
form a joint pool and will be invested in purchasing the shares
of different companies. The profits can accrue either through
dividends distributed by the relevant companies ar throu gh the
appreciation in the prices of the shares, Inthe first casei.e, where
the profits are earned through dividends, a certain prapartion
of the dividend, which corresponds (o the proportion of interest
earned by the company, must be given in charity. The
contemporary Islamic Funds have termed this process as
"rurification’,

>ome schofars are of the view that even in the case of capital
gains, the process of 'purification’ is necessary, becguse the
market price af the share may reflect an element of interest
Inciuded inthe assets of the company. The method of purification
adopted by Dow lones Islamic market Index and Isimigstocks.com
are in favor of this view,

As discussed above for the negotiability of the share, it is essential
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for the share or securities that they represent more than 55%
illiquid assets. If a mutual fund has 10% cash and 90% shares,
we shall have to see how much of these shares represent fixed
assets, Fixed assets include land, equipment, machinery and
leasad assels, If these shares represent more than 55% of fixed
ar illiquid assets, such shares or Musharkah certificates of mutual
fund can be negotiated at other than par value as well. Sale of
option, short sale, future sale and forward sale where some
principles of Shariah are lacking are not permissible,

Management of the fund
The management of the fund may be carried out in twa alternative
ETET

1) The managers of the Fund may act as mudarihbs for the
subscribers. In this case, a certain percentage of the annual profit
gccrued ta the Fund may be determined as the reward of the
management, meaning thereby that the management will get
its share anly if the fund has earned some profit. If there is na
profit in the fund, the management will deserve nothing. The
share of the management will increase with the increase in
prafits,

2] The second oplion for the management is to act as an agent
tor the subscribers, In this case, the management may be given
a pre-agreed fee for [bs services. This fee may be fixed in lump
sumeor-as a maonthly or annual remuneration,

According to the contemporary Shariah scholars, the fee can also
be based on a percentage of the net asset value of the fund. For
example, it may be agreed that the management will get 2% or
3% of the net assel value of the fund at the end of every financial
year
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However, it'is necessary in Shariah to determine any one of the
aforesaid methods before the launch of the fund. The practical
way for this would be to disclose in the prospectus of the fund
the basis on which the foes of the management will be paid. It
is generally prosumed that whoever subscribes to the fund agrees
with the terms mentioned in the prospectus. Therefare, the
manner of paying the management will be taken as agreed upon
by all the subscribers.

ljarah Fund

Anather type of Islamic Fund may be an ljarah fund. ljarah means
leasing the detailed rules of which haye already been discussed
in chapter 23 of this hook. In this fund, the subscription amounts
4re used 1o purchase assets like real estate, motor vehicles or
other equipment far the purpose of leasing them out to their
ultimate users, The ownershig of these gssots rermains with the
Fund and the rentals are charged from the users. These raptals
are the source of income for the fund, which |s distributed pro
rata to the subscribers. Each subscriber is given a cortificate to
evidence his proportionate ownership in the leased assets and
t ensure his entitlement to the pro rata share in the income.
These certificates may preferably be called 'sukuk' - 3 term
recugnized in the traditional Islamic jurisprudence. Since thage
suluk represent the pro rata ownership of their holders i the
tangible assets of the fund and not the liquid amounts or debts,
they are fully negotiable and can be sold and purchased in the
secondary market. Anyone who purchases these sukulk replaces
the sellers in the pro rata ownership of the relevant assets and
all the rights and ohligations of the original subscriber are passed
o to him. The price of these sukuk certificates will be determinad
on the basis of market forces and are normally based on their
profitabifity,
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Howeyer, it should be kept in mind that the contracts of leasing
must conform to the principles of Shariah which substantially
differ fram the terms and conditions used in the agreements of
conventional financial leases. The points of difference are
explained in detail in the third chapter of this book. However,
some basic principles are summarized hera:

1} The leased assets must have some usufruct, and the rental
must be charged only from that point of time when the
usufruct is handed over to the |essee.

1) The leased assets must be of a nature that their halal
(permissible) use is possible.

3] The lessor must undertalke all the responsibilities consequent
to the ownership of the assets,

4) The rental must be fixed and known to the parties right at
the beginning of the contract.

Irr this type of the fund, the managerment should act as an agent
of the subscribers and should be paid a fee for its services. The
management fee may be a fixed amount or a proportion of the
rentals received. Most of the Muslim jurists are of the view that
cuch 3 fund cannot be created on the basis of Mudarabah, because
Mudarabah, according to them, is restricted to the sale of
cormmedities and does notextend to the business of services
and leases, However, in the Hanbali School, Mudarabah can be
effected in services and leases also. This view has been preferred
by a numbet of contermporary scholars,

Commadity Fund
Another possible type of Islamic Funds may be a commadity
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fund. In this fund, the subscription amounls are used to purchase
different commeodities for the purpose of their resale. The profits
generated by the sales are the Income of the fund, which is
distributed pro rata among the subscribors,

In order to make this fund Shariah compliant, it is necessary that
all the rules governing the transactions of sale are fully complied
with, For example:

1} The seller must own the commodity at the time of sale,
because short sales in which a person sells a commodity
befare he owns it, are not allowed in Shariah.

2] Forward sales are not allowed except in the case of Salam
and Istisna (For their full details, sen chapters 17 & 20
respectively),

2} The commodities must be halal, Therefare, it is not allowed
to deal in wines, pork or other prohibited materials,

43 The seller must have physical or constructive possession over
the comnmodity he wanls ta sell, (Constructive possession
includes any act by which the risk of the cammodity is passed
on 1o the purchaser).

3] The price of the cormmodity must be fixed and known to the
parties. Any price, which is uncertain or is tied up with an
uncertain event, renders the sale invalid,

In view of the above and other similar conditions, more fully
described in the previous chapters of this book, it may easily be
understood that the transactions prevalent in the contemporary
commodity markets, specially in the futures commodity markets
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do not comply with these conditions. Therefore, an [slamic
Commeodity Fund cannot enter into such transactions. However,
if there are genuine commodity transactions obsarving all the
requirements of Shariah, including the above conditions, a
commaodity fund may well be established. The units of such a
fund can also be traded in with the condition that the portfolic
owns same commodities at all times.

Murabaha Fund

'Murabaha’ is a specific kind of sale where the commaodities are
sold on a cost-plus basis, The contemporary Islamic banks and
financial institutions as a mode of financing have adopted this
kind of sale. They purchase the caommaodity for the henefit of
their ¢lients, then sell it to them on the basis of deferred payment
at an agreed margin of profit added to the cost. If a fund IS created
to gnder'take this kind of sale, it should be a closed-end fund and
its units cannot be negatiable in a secondary market. The reasan
is that in the case of murabaha, as undertaken by the present
financial institutions, the commaodities are sold to the cliegnts
immediately after their purchase from the original supplier, while
the price being on deferred payment basis becomes a debt
payahble by the client. Therefore, the portfalio of murabaha docs
not own any tangible assets. It comprises either cash or the
receivable debts, Therefore, the units of the fund represent either
the money or the receivable debts, and both these things are
not negotiable, as cxplained earlier, If they are exchanged for
money, it must be at par value.

Bai-Al-Dain
Here comes the question whether or not Bai-al-dain is allowed
in Shariah. Dain means 'Debt' and Bai means 'Sale.’ Bai-Al-Dain,
therefore, can‘n::-tes the sale of debt. If a person has 3 debt
receivable from a person and he wants to sell it at a discount, a3
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narmally happens in the bills of exchange, it is termied in Sharizh
a5 Bai-Al-Dain, The traditional Muslim jurists (fugah) are
unanimaouws an the point that Bai-al-dain with discount is not
allowed in Shariah. The overwhelming majority of the
contemporary Muslim scholars are of the same view. However,
some scholars of Malaysia have allowed this kind of sale. They
normally reter to the ruling of Shafai school wherein it is held
that the sale of debt is allowed, but they did not pay attention
to the fact that the Shafai jurists have allowed it anly in 2 case
where a debt is sold at its par value,

In fact, the prohibition of Bai-Al-Dain is a logical consequence of
the prohibition of ‘riba’ or interest. A 'Debt’ receivable in monetary
lerms corresponds to money, and every transaction where money
is exchanged for the same denarmination of money, the price
must be at par value, Any increase or decrease from one side is
tantamaount to 'Riba' and can never be allowed in Shariah,

Some scholars argue that the permissibility of Bai-Al-Dain is
restricted to a case where the debt is created through the sale
of a commaodity. In this case, they say, the debt represents the
sold commuodity and its sale may be taken as the sale of &
commodity. The argument, however, is devoid of force. Once the
commaodity is sold, its ownership is passed on to the purchaser
and it is no longer owned by the seller. What the seller owns is
nothing other than money. Therefore if he salls the debt, it is no
mote than the sale of money and it cannot be termed by any
stretch of imagination as the sale of the commodity.
That is why the overwhelming majority of the contermporary
scholars have not accepted this view. The Islamic Figh Acadermy
of leddah, which is the largest representative body of the Shariah
scholars and has the representation of all the Muslim countries,
including Malaysia, has approved the prohibitioh of Bai-A-Dain



unanimously without a single dissent.

Mixed Fund
Another type of Islamic Fund may be of a nature where the
subscription amounts are nr‘nplc:-'-,'e-:! in different types of
investments, like equitios, loasing, commodities etc. This may be
called a Mixed lslamic Fund. In this case, if the tangible assets of
the Fund are mare than 51% while the liguidity and debts are
less than 509, the units of the fund may be negotiable. However,
if the proportion of higuidity and debts exceeds 50%, its units
cannot be traded according to the majority of the contemporary
schalars. In this case, the Fund must be a closed-end Fund.

Capital Protected Fund
A capital protected fund is a type of fund that guarantees the
safety and protection of the invested capital along with stable
returns onsuch investiments. A Shariah compliant capital protected
fund may be formed and operated in the following manner;

1} Major portion of the capital say 95% is investad in a less riskier
tranzaction, for instance Murabaha, on such a profit rate 10
rake it 100% of the initial capital amount.

2] The remainaing 5% of the captal is invested in a high risk and
high return investments such as that of shares.

The concept of guaranteening the protection of capital is not in
exact accordance with the rulings of Shariah and 50 a Shariah
Compliant capital protected fund may give a resonable and not
absolute assurance of the protection of the capital.
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The concept of limited fiability' has now become an inseparable
ingredient of the large-scale enterprizes of trade and industry
throvghout the modern world, including the Muslim countries.
The present chapter aims to explain this concept and ovaluate
it from the Shariah point of view in order to know whether or
not this principle is acceptable in a pure Islamic econormy.

Tha limited liability in the modern economic and legal terminology
I5 3 condition under which a partner ar a sharehalder of a business
secures himself from bearing 3 loss greater than the amount he
has invested in a company or partnership with lmited liability,
If the businezs incurs a loss, the maximum 3 shareholder can
sulfer is that he may lose his entire ariginal investment, But the
loss cannot extend to his personal assets, and if the assets of the
company are not sufficient o discharge all its liabifities, the
creditors cannot claim the remaining part of their receivables
from the personal assets of the shareholders.

Although the concept of 'limited fiability’ was, in some countries
applied to the partnership also, yet, it was most commonly applied
to the companies and corporate bodies, Rather, it will be truer,
perhaps, to say that the concept of limited liability' originally
ernerged with the emergence of the corporate bodies and joint
stock companies, The basic purpose of the introduction of this
principle was to attract the maxirum number of investors to the
large-scale joint ventures and to assure them that their personal
fortunes will not be at stake if they wish to invest their savings
insuch a joint enterprise. In the practice of modern trade, the
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concept proved itselt to be a vital force to mobilize large amounts
of capital from a wide range of investors,

Mo doubt, the concept of 'limited liability” s beneficial to the
shareholders of 3 company, Bul, at the same time, it may be
injuricus to its creditors, T the liabilities of a limited company
oxceed its assets, the company becomes insolvent and is
consequently liguidated, the creditors may lose a considerable
amount of their claims, because they can only receive the
liguidated value of the assets of the company, and have no
recourse to its shareholders for the rest of their claims. Even
the directars of the company who may be responsible for such
an unfortunate situation cannot be held responsible for satisfying
the claims of the creditars. It is this aspect of the concept of
limited liability' which requires consideration and research from
the Shariah viewpoint.

Although the concept af 'limited fiability’ in the context of the
modern commercial practice is a new concept and finds no
express mention as such inthe original sources of Islamic Figh,
yet the Shariah viewpaoint about it can be sought in the principles
laid down by the Holy Quran, the Sunnah of the Holy Prophet &
and the Islamic jurisprudence. This exercise requires some sort
of ijtihad carried cut by the persons qualified for it. This ijtinad
shauld preferably be undertaken by the Shariah scholars at a
collective level, yet, as 8 pre-requisite, there should be some
individual effort, which may serve as a basis for the collective
EXEICIZE,

A5 a humble student of Shariah, this author has been considering
the issue since long, and what is poing to be presented here
should not be treated as a final verdict on this subject, nor an
absolute opmnion on the point. It is the outcome of initial thinking
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on the subject, and the purpose ot this article is to provide a
foundation for further research.

The guestion of 'limited liability' it can be said, 1s closely related
to the concept of juridical persenality of the modern corporate
bodies. According to this cancept, a jeint-stock company in itself
Enjoys the status of 3 separato entily as distinguished from the
Individual entities of its sharcholders. Tha separate Entity 2z a
fictive person has legal personality and may thus sue and be
sued, may make contracts, may hold property in its narne, and
has the legal status of a natural person in all its transactions
entered into in the capacity of a juridical person.

The basic question, it is believed, is whether the concept of a
'juridical person’ is acceptable in Shariah of not. Onee the concept
of juridical person' is accepted and it is admitted that, despite
its fictive nature, a juridical person can be treated as a fatural
persan in respect of the legal consequences of the transactions
made in its name, we will have to accept the cancept of 'limited
liability' which will follow a5 3 logical result of the former concept,
The reason is abvious. If & real person e, @ human being dies
insolvent, his creditors have no claim exce pt to the extant of the
assets he has feft bahind, |f his liahilities exceed his assets, the
creditors will certainly suffer, no ramedy being left for them aftar
the death of the indebted persan,

Mow, if we accept that a compary, It its capacity of a juridical
person, has the rights and obligations similar to those of 3 natural
person, the samea principle will apply to an insolvent COrPaAnY,
A company, after becoming insohvent, is bound to be liquidated:
and the liguidation of a company corresponds to the death of 3
person, because a company after its liquidation cannot exist any
mare. It the creditors of a real person can suffer, when he dies
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insolvent, the creditors of a jurldical person may suffer too, when
its legal life comes to an end by its liquidation.

Therefore, the basic question is whether or not the concept of
'juridical person’ 15 acceptable to Shariah.

Although the idea of a juridical person, as envizaged by the
modern economic and legal systems has not been dealt with in
the Islamic Figh, yet there are certain precedents wherefrom
the basic concept of a juridical person may be derived by inference,

1) Wagf

The first precedent is that of a Wagf. A Wagf is a legal and religious
institution wherein a person dedicates some of his properties
for a religious or a charitakle purpose, The properties, after being
declared as Wangf, no lenger remain in the ownership of the
donor. The beneficiaries of 8 Wagl can benefit from the corpus
or the proceeds of the dedicated property, bul they are not its
owners. Its ownership vasts in Allah Almighty alone.,

It seems that the Muslim Jurists have treated the Wagf as a
separate legal entity and have ascribed to it some characteristics
sirnilar to those of a natural person. This will be clear from two
rulings given by the fugaha (Muslim jurists) in respect of Wagf.
Firstly, if a property is purchased with the income of a Wagf, the
purchased property cannot become a part of the Wagf
aylomatically. Rather, the jurists say, the property so purchased
shall be treated, as a property owned by the Wagf. It clearly
means that a Waagf, like a natural person, can own a property,
Secandly, the jurists have clearly mentioned that the money
given to a mosque as donation does not form part of the Wagf,
but it passes to tho ownership of the moasgue.
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Here again the mosque is accepted to be an owner of money
some jurists of the Maliki School have expressly mentioned this
principle also, They have stated that & mosque is capable of being
the owner of something. This capability of the mosque, according
to them, is constructive, while the capability enjoyed by a human
being is physical.

Another renowned Malik jurist, namely, Ahmad Al-Dardir .=,
validates a bequest made In favor of 3 mosque, and gives the
reason that a mosqgue can own properties. Not only this, he
extends the principle to an inn and a bridge also, provided that
they are Wagf,

It is clear from these examples that the Muslim jurists have
accepted that a Wagf can own properties. Obwiously, a Wagf is
not a human being, yet they have treated it as a human being in
the matter of ownership. Once its ownership is established, it
will logically follow that it can sell and purchase, may become a
debtor and a creditor and can sue and be sued, and thus all the
characteristics of a 'juridical person' can be attributed to it

2} Baitul-Maal

Another example of Yjuridical person’ found inour classic literature
of Figh is that of the Baitul-Maal (the excheguer of an Islamic
state). Being public property, all the citizens of an Islamic state
have some beneficial right over the Baitul-mal, yet, nobody can
claim to be its owner. Still, the Baitul-mal has some rights and
obligations. Imam Al-Sarakhsi -%, the well-knowr Hanafi jurist,
says in his work "Al-Mabsut"

"The Baitul-hMaal has some rights and obligations,
which may possibly be undetermined,”
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At another place, the same author says:

"If the head of an Islamic state needs money to give
salaries ta his army, but he finds no money in the
Kharaj department of the Baitul-mal (wherefrom the
salaries are generally given) he can give salaries from
the sadagah {Zakah) department, but the amount s0
taken from the sadagah department shall be deemed
to be a debt on the Kharaj department.”

It follows from this that not only the Baitul-mal, but also the
different departrments therein can horrow and advance |oans
to each other, The liahility of these laans does not lie onthe head
of state, but on the concerned department of Baitul-mal. It means
that each department of Baitul-mal is a separate entity and in
that capacity, it can advance and borrow money, may be treated
a debtor or a creditar, and thus can sue and be sued in the same
manner as a juridical person does. It means that the Fugaha of
lslam have accepted the concept of juridical person in respect
of Baitul-mal,

3} loint Stock
Another example very much close to the concept of 'juridical
person' in a joint stock company is found in the Figh of Imam
shafi -%. According to a settled principle of Shafi 5choal, if more
than one person run their business in partnership, where their
assets are mixed with each other, then Zakah will be levied on
each of them individually, but it will be payable on their joint-
stock a5 a whaole, so much so that even if one of them does not
own the amount of the nisab, but the combined value of the
total assets exceads the prascribed limit of the nisab, Zakah will
be payable on the whole joint-stock including the share of the
farmer, and thus the person whose share is less than the nisah
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shall also contribute to the levy in proportion to his ownership
in the total aszats, whereas he was nat subject to the lewy of
zakah, had it been levied on each person in his individual capacity.

The same principie, which is called the principle of 'Khultah-al-
shuyu' is more forcefully applied to the levy of Zakah on the
livestock. Consequently, a persan sometimes has to pay more
Zakah than he was liable to in his individual capacity, and
sometimes he has to pay less than that, That is why the Holy

Prophet #F has said:

“The separate assets should not be joined together
nor the joint assets shoufd be separated in order to
reduce the amount of Zakah |evied on them.”

This principle of 'Khultah-al-Shuyu’ which is also accepted to
same extent by the Maliki and Hanbali schools with some variance
in details, has a basic concept of a juridical person underlying it.
It is not the individual, according to this principle, who fs liable
to Zakah. It is the joint-stock' that has been made subject to the
levy. It means that the ‘joint-stock’ has been treated a separate
entity, and the obiigation of Zakah has been diverted towards
this entity which is very close to the concept of a 'juridical person',
though it is not exactly the same.

4) Inheritance under debt
The fourth example is the praperty left by a deceased person
whose liabilities exceed the value of all the property left by him.

For the purpose of brevity, we can refer to it as 'inherits nce gnder
debt',

According to the jurists, this property is neither owned by the
deceased, because he is no mare alive, nor is it owned by his
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heirs, for the debis on the deceased have a preferential right
over the property as compared to the rights of the heirs, |UIs
not evan owned by the creditors, because the settlement has
not yet taken place. They have their claims over it but it is not
their property unless it is actually divided between them, Being
property of nobody, it has its own existence and it can be terrned
a legal entity. The heirs of the deceased or his nominated executor
will look after the property as managers, but they are not the
awners. |f the process of the settlement of debt requires some
expenses, the same will be met by the property itseif,

Looked at fram this angle, this 'inheritance under debt’ has its
own entity which may sell and purchase, becomes debtor and
creditar, and has the characteristics very much similar to those
of a 'juridical person.' Mot only this, the liability of this 'juridical
person’ is certainly limited to its existing assets, |f the assets do
not suffice to settle all the debts, there is no remedy left with
its creditors to sue anybody, including the heirs of the deceased,
for the rest of their claims.

Thesa are some instances where the Muslim jurists have affirmed
4 legal entity similar to that of a juridical person. These exa mples
would show that the concept of 'juridical person' is not totally
foreign to the lslamic jurisprudence, and If the juridical entity
of 3 joint-stock company is accepted on the basis of these
precedents, ho serious objection is likely to be raised against it
As mentioned earier, the gquestion of limited liability of a company
is closely related to the concept of a juridical person’, If & 'juridical
person’ can be treated a natural person inits rights and obligations,

" then, every person is liable only to the limit of the assets he owns
and in case he dies insolvent, no other person can bear the
hurden of his remaining liabilities, no matter how closely related
to hirm he may be. On this analogy, the limited liability of a joint-
stock company may be justified
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5] The limited liability of the master of a slave

Here | would like to cite another exam ple with advantage, which
is the closest example to the limited ahifity of a joint-stock
company. The example relates to a period of our past history
when slavery was in vogue, and the slaves were treated as the
property of their masters and werp freely traded in. Although
the institution of slavery with reference to our ageis something
pastand closed, yet the legal principles laid down by our jurists
while dealing with various guestions pertaining to the trade of
slaves are still beneficial to a student of lslamic jurisprudence;
and we can avail of those principles while seeking solutions to
our modern problems and in this respect, it is believed that this
example is the mast relevant ta the question at issue,

The slaves in those days were of twa kinds. The first kind was of
those who were not permitted By their masters to enter into any
commercial transaction, A slave of this kind was called '‘Qinn'.
But there was another kind of slaves who were allowed by their
masters to trade. A slave of this kind was called ‘Abde Mazoan'
in Arabic. The initial capital for the purpose of trade was given
to such a slave by his master, but he was free to enter into all
the commercial transactions. The capital ifvested by him totally
belonged to his master, The income would alsa vest in him, arid
whatever the slave earned would go to the master as his exclysive
property. If in the course of trade, the slave incurred debts, the
same would be set off by the cash and the stock present in the
hands of the slave. But if the amount of such cash and stock
wauld not be sufficient to set off the debts, the creditars had a
right to zell the slave and settle their claims out of his price,
However, if their claims would not be satisfied even after selling
the slave, and the slave would die in that state of Indebtedness,
the creditors could not approach his master for the rest of their
claims.
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Here, the master was actually the owner of the whole business,
the slave being merely an intermediary toal to carry out the
husiness transactions. The slave owned nothing from the business.
stitl, the liability of the master was limited to the capital he
invested including the value of the slave, After the death of the
slave, the creditors could not have a claim over the personal
assets of the master.

This is the nearest example found in the lslamic Figh, which is
very fuch similar to the limited liability of the share holders of
a company, which can be justified on the same analogy.

Conclusion

On the basis of these five precedants, it seems that the concepts
of a juridical person and that of limited liability do not contravene
any injunction of Islam, But at the same time, it should be
emphasized, that the concept of 'limited liability should not be
allowed to work for cheating people and escaping the natural
liabilities consequent to a profitable trade. 5o, the concept ol ld
he restricted, to the public companies only wha issue their shares
to the general public and the number of whose shareholders is
so large that each one of them cannot be held respansible for
the day-to-day affairs of the business and for the debts exceeding
the assets.

As for the private companies or the partnerships, the concept
of limited liability should not be applied 1o them, because,
practically, each one of their shareholders and partners can ed sily
acquire knowledge of the day-to-day affairs of the business and
should be held responsible for all its liabilities,

There may be an exception for the sleeping partners or the
shareholders of a private company whao do not take partin the
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business practically and their liahility may be limited as per
agreemeant between the partners,

If the sleeping partners have a limited liability under this
agreament, it means, in terms of lslamic jurisprudence, that they
have not allowed the working partners to incur debts exceading
the value of the assets of the business, In-this case, if the debts
of the business increase from the specified limit, it will be the
sole responsibility of the working partners who have exceederd
the lirnit,

The upshot of the foregoing discussion is that the concept of
limited liability can be justified, from the Shariah view point, in
the public joint-stock companies and those corporate badies anly
who issues their shares to general public, The concept may also
be applied to the sleeping partners of a firm and to the
shareholders of a private company who take no active part in
the business management. But the liability of the active partners
in a partnership and active sharehalders of 2 private company
should always be unlimited,

At the end, we should again recall what has been pointed out at
the outset. The issue of limited tiability, being 8 modern issue,
which requires a collective effart to find out its sglution in the
light of Shariah, the above discuyssion shauld nat be deemed to
be a final verdict on the subject, This is only the autcome of an
initial thinking, which always remains subject to further study
and research,
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~ TAKAFUL: THE ISLAMIC INSURANCE

Conventional Insurance
In canventional tarm, Insurance is a way to provide security and
compensation to what is valuable in the event of its loss, damage
or destruction based on the principle of risk taking and speculation.

According to Shariah, there are two aspects of Canventional
Insurance, namely:

*  Conceptual aspect
* Practical aspect

So far as the concept of insurance is concerned, it is to cover
the risk of logs, or "fortunate many helping the unfortunate few".
This concept is not only recognized, but also encouraged and
rewarded by Izlam,

¥ 3 R Eral ] Tt e e O T A R PUE Lupe
Pl saini f a5 200 Ll B3NN oaatla 18 D eEls

L.
"Help one anether in rfighteousness and piety, but do not help
ane grother in sin and tronsgression”, (Al Quran 5:2)

The principles of Muwalat, Maagil, Kafalah (Guarantee), Dhaman
{indernnity) and the establishment of Islamic welfare state by
the Haly Prophat ~F, Wagf and Tabarru support this concept.
The practical aspect of Insurance, howeaver, is forbidden due to
the following elements:

» Qimar or Maysir [Gambiing)
* Riba {Interast)
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Since both are clearly prohibited in the Holy Quran and Hadith,
they cannot be permitted on the pretext of the conceptual aspect
Le. helping victims of accidents and other losses; Just as major
sins like theft, robbery, gambling, dealing in riba etc cannot be
permitted with the pretext of helping the poor and needy from
their proceads,

Maysir
There are two basic elements that invalidates Maysir:

o Khatar (=)
o Gharar {v)

Khatar means "Rick”. The definition of Khatar is as follows:

Tald g L e L

"To stipulate the cownershig/prafitobility for an uncertain event,
wherasas maney is involved on both sides.”

Howewver, if money is not invalved on both sides i.e. one party

voluntarily declares "We shall compensate you on a particular
event of loss”, itwould not be Maysir.

Gharar means "Uncertainty”, Following are different forms of
Gharar:

= Any bilateral transaction in which the liability of any party is
either uncertain or cantingent.

*» Consideration of either is not known,
= Ultimate result of any one party is uncertain.
» Delivery is not in control of the obligor
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* Payment from one side is certain, but from the other side is
contingent.

In conventional insuranca, there is presence of Gharar, Khatar
and Qimar and is therefare prohibited,

Cimar
Ifin any transaction, one party's profit 15 depandent on the |oss
of the other, then this is an indication that the transaction inviolves
Cimar,

In other permissible modes, profit ar |oss s eqqually shared or is
fair to every party. For example, in Musharakah, both parties
share profit & loss. Similarly, in other trades |jke sale, purchase,
hiring or leasing, cach party's considerations are certain.

Lets see how Gharar and Khatar exist in conventional InsuUrance:

Khatar:  The participant contributes a small amount of premium
in a hope/risk to gain 3 large sum.

Gharar: The participant loses the money paid for the premivm
when the insured event does not occur,

The company will be in deficit, if the claims are higher than the
amaount contributed by the participants. This is also ‘Gharar’.

The third element in the conventional insurance is Riba, The
element of Riba {Interest) exists in fending or borrowing
tunds/finvestments al fixed interest, and other related practices
in the investrment activities of conventional insurance com panies,
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The Solution: Islamic Cooperative Insurance (Takaful)
Takaful Is an Arabic word that means "Guaranteeing each other”.
It is an Islamic system of Insurance based an the principle of
"Ta'awun {cooperation)” and "Tabarry (gift, give avway, donation)”,
where the group voluntarily shares the risk collectively.

Takaful is a pact among a group of members ar participants who
agree to guarantes, jointly amaong themselves against loss or
damage to any of them, as defined in the pact.

Basic features of Wagf
» The equity holders of Takaful Company establish the Wagf
to compaensate the beneficiaries or participant of Takaful
scheme [with utmaost sincerity), in the event of difficulties
caused by loss.

s Every policyhalder would pay his subscription as donation
to the Wagf in order to assist those who need assistance
among the participants and beneficiaries of Wagf.

« Any member or participant suffering a catastrophe or disaster
would receive a certain sum of money or financial aid from
the Waqf, as also defined in the pact, to help him meet the
loss or damage he has suffered.

« Anexample of Wagf is a mosgue, a hospital, a Wagf al Awlad
etc. where the beneficiaries of these are predetermined.

A brief structure of Takaful Company

+ A Takaful Company is farmed with the capital of & group of
investors for the purpose of investment into halal business
and to compensate the victims of various losses,
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With these abjectives, they establish a Wagf from a portion
of their capital or from the total capital as per the terms and
conditions of that company mentioned in its Memoarandum
[Articles).

The portion of investment is based an an underlying contract
of Musharakah/Mudarabah to invest in halal business and
earn a halal prafit. Any ratio of profit between the Policy
Holdor and Managing Partners (Takaful Campany) can be
determined on the basis of the principles af Musharakah or
Mudarabah,

A portion of Wagt is set apart to help victims of different
losses and accidents as per the rules and regulations defined
In the Memaorandurm of the Takaful Company. The ownership
of this segregated amount for Wagf goes out from the
ownership of Wagif {3 person who establishes Wagf), as per
the rules of Wagf mentioned in Islamic Shariah.

The policyholders of Takaful will contribute an amount [ar
premium} as donation to that Wagf to participate in the
objectives of fund to compensate their losses as per the rulas
of the Takaful Company.

The Takaful Company, on the basis of actuary, can determine
the donation for Wagf.

The capital of Wagf can be invested into halal and secured
schermes of investment, and that Wagf would own any profit
and capital gain to that investment,

Any reserve can be created from the Wanf to mitigate any
future losses of that Wagf
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+ The Takaful Company can charge a fised fee or commissioh
from the capital of Waqgf for rendering the services of
management and administration of this Wagt.

+ Ay surplus (Faaiz) after deduction of operating expenses and
tees may be distributed to poor and/or beneficiaries of Wagf
and/or reinvested in the fund again to increase the reserves
of the Wagf as per the rules of Takatul Compaty.

+ |n case of insufficient assets and reserves of Wagf to
compensate the policyholders of Takaful, the Takaful Company
may arrange a financing or Re Takaful for the Wagf as per
the rules of Takaful Company wetted by the Shariah
Supervisory board of the campany.

» |n case of liquidation of Wagf, the assets of Wagt can be
distributed among the goor and/or participants or beneficiaries
of the Wagf as per the terms of the Takaful Campary.

s The rules of Wagf for compensation of beneficiaries of Wagf
can he predetermined to decide the basis of compensation,
extent or limit of compensation, procedure of claiming the
compensation and pre requisites of procuring the policy of
Takaful.

» |ncase it is agreed that a portion of premium would be for
investment purposes, the other portion would go to the Wagf
for Takaful purposes,

a  The first portion would be considered as investment an the
basis of Musharakah / Mudarabah, and any profit/ loss would
be shared by the Policyholders and Takaful Company on pre
agreed ratios.
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AL the time of maturity, this investment would be redecmed
an NAY hasis,

However, in this case, the other portion of capital would g0
to Wagf as donation and all rules of Wagt mentioned in the
Memorandum would apply to that amount.

Takaful can be used to cover

Property e.g. house, factory, mosgue, offices
vehicles (car, motorcycle et}

(aoods [For import or expart)

Valuahles

Health, accidents and life

How Takaful is purified from wrang elements
MNow lets analyze how alternative to conventional Insurance
based on Takaful is purified with the wrong ¢lements:

In arder to eliminate the element of "Mayser”, the concept
of Wanf and Tabarru [to donate, ta contribute, to give Away)
is incarporated. In relation to this, participants shall agree to
relinguish certain ameount of maney as "gift",

The Takaful Fund, consisting of the contributions paid a5
Tabarru, will be invested by the Company based on the
principle of slamic modes of Trade, through which the slerment
of interest (Riba) will be replaced.

Through this procedure, the benefit of compensation/
coverage of loss can be achieved easily in a Shariah compliant
and rewardable way.
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A Guarantee contract is permissible in contracts of exchange,
e, a contract of sale, or contract of rights etc, This-guaranieg
toes not affect the validity of the contract in which it is reguired.

Guarantees in Trust (fiduciary] contracts
It is not permissible to stipulate in trust (fiduciary] contracts, e.g.
agency contract that a personal guarantee or pledge of security
be produced because, such a stipulation is against the nature of
trust {fiduciary) contracts, unless such a stipulation is intended
to cover the cases of misconduct, negligence or breach of contract.
However, it is permissible for the agent to guarantee in his
personal capacity and nat in the capacity of his being the agent.
Iy this case, the guarantes will keep intact (valid) even after the
termination of Agency Agresment.

The above-mentioned rule will apply to the following contracts
as well:

= ‘Wadiah contract

» Amanah contracts

» Musharakah

* Mudarabah

= Wakalah

* Leasing contract where the leased assel is Amanah [trust)
with the lescor

Guarantee Fee
It is not permissible to take any remuneration whatsoever for
providing a personal guarantee per se, or to pay commission for
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obtaining such a guarantee.

Administrative Expenses
The guarantor is however, entitled to claim any expenses actually
incurred during the period of a personal guarantee.

Types of Persanal Guarantee
There are two types of Personal guaranteses:

i} Recourse Guaraniee
A guarantee, where the guarantor has the right of recourse to
the debtar. This guarantee is offered at the request ar with the
consent of the debtor,

il] Mon- Recourse Guarantee

A non-recourse guarantes is offered voluntarily by a third party
without the debtor's request or consent.

Pledges

Legitimacy of pledges
It is permissible for an institution to stipulate that at or before
the conclusion of the contract of a credit transaction, the customer
shall provide a pledge of security to secure payment. The possession
of the asset so pledged will not prevent the institution from
demanding payment when the payment of the debt falls due:

Condlitions relating to a pledged asset
& pledeed asset must be 3 valuable asset that can be lawfully
owned and sold, it should be subjectto identificatinn by sign,
name or description, and capable of being deliverad to the
craditar. Hence, property held in commaon may he produced as
pledge, provided that the nledged parcentage of itis specified,
such as pledge of share.
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Mare than one Pledge

It is permissible to grant more than one pledge on the same
property with the condition that the subsequent pledges shoulg
he aware of the previous pledges, in which cases, such pledges
would rank equally if all were registered on the same date,
Ipy this case, the recovery of their debts from the value of the
pledge may take place on a pro rata basis. But if the pledges were
registered at differant dates, then their priority to recover the
amount of their debts would be determined according to the
date of registration,

Possession and ownership of the pledged asset
The pledged dsset remains the property of the pledgor so far as
is continues to be the subjoct of pledge. In principle, the pledged
asset should be in the possession of the creditor, However, it is
permissible that it be left in the possession of the debtor and all
the rules governing pledges remain applicable to such a pledge,

All actual expenses relating to tangible pledges, excluding the
expenses incurred for the safekesping of the pledge, are to be
barne by the pledgor. If the pledgee pays for such expenses with
the parmission of the pledgor, he is then entitled to claim such
expenses from the pledgor or to use up to the amount of expenses
incurred.

Nature of Floating hypothecation charge as Security
In modern day, a new concept of floating charge or Hypothecation
charge has emerged. Under this concept, if a customer has taken
Rs 1 billion of financing from a Financial Institution (Fi), the
custamier provides a guarantee to the Fl to recover the debt by
selling the assets of the company. The security is only up to the
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amount of assets of the company, without specifying the assets
of the Company. This structure is not technically a Pledge (Rahn)
structure and talls under the category of Guarantee (Rafalah),
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Shariah Audit and Compliance
 for Is]amh: Financial Institutions
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Shariah Audit is an independent examination of financial as well
as nperational information of Bank. It is conducted to express an
opinian to the stake holders regarding the adherence to Shariah
Guidelines, principles by the bank. Incase of any non Compliance
naticed, due to any reasan, the Shariah Audit will provide
suggestions for the remedial / consequential measures.

Strategic Importance of Shariah Audit

Shariah Audit Is one of the most impartant function far any
Islamic Financial Institution [IFH, since it gives an independent
opinion about the very purpose of existence of any Islamic
Finanicial Institution i.e, its compliance to the Shariah Principles.
It is therefore extremsly important that a proper systerm of Shariah
Audit is established in every IFL, which should be regularly updated
to reflect the latest practices in the growing field of lslamic
Banking and Finance,

Responsibility of Sharlah Compliance
In principle, it is the responsibility of each and every employee
af an Iskamic Financial Institution, to ensure adherence to Shariah
Guidelines in their scopes of work, The direction lowards creating
a culture where every member realizas their responsibility for
Shariah Compliance must be fostered by the Senior Management
and supervised by the respective Departmental Heads.,

Shariah Audit and Compliance, provides an assessment about
the manner in which the responsibility of Shariah Compliance
has been exhibited and ensured by the Staff members in
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implementation, Departmental Heads in Supervision and Seniof
Management in direction setting to ensure Shariah Compliance.

Role of Shariah Advisor/Shariah Board
In any Islamic Financial Institution, the role of Shariah Advisor
and/or Shariah Board is of extreme importance as a policy maker
of Shariah Rules and guidelines, which are required to be complied
by 2ach and every employee of the Bank. At a broader perspective,
the role of Shariah Advisor and/or Shariah Board should cover
the following areas:

s  Owverseeing the activities of the banl in light of lslamic Shariah
« Approves Product concept and documentation

» Check implementation of Shariah guidelines

« Conduct & Supervise annual shariah Audit

« lczuance of Annual Shariah Report on bank’s performance

Guidelines for Shariah Compliance
in order to develop a Shariah Compliance culture in the Islamic
Einancial Institution, following set of guidelines ¢an be halpful
in developing a proper Shariah Compliance framework:

« Al Products and Services offered by the [slamic bank must
be approved by the Shariah Advisor (SA) and/ar Shariah Board
(SB).

» Al Agreements used for carrying out transactions must be
approved by the 54 and/or 5B.

« All the financial and accounting entries and related system
(bath manual & IT) must be reflective and in accordance with
the guidelines issued by Shariah Advisor / Sharigh SUpErisory
Board for every product and procedure.
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The Deposit pool management system/Profit distribution
systern must be approved by the SA and/for SB.

The schedule of Charges must be approved by the SA and/or
5B

Provide guidelines regarding the treatment of different
securities taken by the bank to secure their financings

any off-shore or local investment by the bank must be
approved by the Shariah Adwvisor.

Rele of Shariah Audit
If order to create good practices and to ensure independent and
un-biased assessment of Shariah Compliance in lslarmic Banks,
the Shariah Audit function should be conducted by an independent
unit reporting directly to the Shariah Advisor/Shariah Board. An
independent Shariah Audit function is expected to pertarm
following roles:

-

B

Shariah Audit will evaluate, whether the activities of the bank
are being performed as per the guidelines issued, from time
to time by Shariah Advisor and/or Shariah Board of the bank.

A periodic audit and compliance review repart should be
submitted to the Shariah Advisor and top management of
the Bank by Shariah Audit.

Shariah Audit will evaluate that the accounting and procedural
systems are being prepared and run in accordance with the
guidelines and policies issued by 54 / 55B.
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Shariah Audit Methodology
Shariah audit involves the review of the following:

1) Documentation, Procedures and Implementlation
2) Deposits
3] Investments of the Bank

1) Documentation, procedure and Implementation
In arder to assess the Shariah Compliance puidelines I the
financing transactions of the bank, the following lypes of
Documentations are reviewed by the Shariah Audit.

a) Master Agresmeants
br] Transaction Documeants
c) Security Agreements/Documents

&) Master Agreements

« Master Facility Documents are generally Memorandum af
Understanding between client and bank and are signed al
start of the relationship between client and bank.

= This document contains the information regarding the Credit
Lirmit of the Client, Terms and Conditions for the transactions,
securities and guarantees provided from client and specific
documentation reguired for every transaction.

o [hese documents are assessed to ensure that the guidelings
af Shariah Advisor and/or Board are complied with, in the
exacytion of these Agreements,

b] Transaction Documents:
= Every |slamic Financial Product has its own set of
documeantation which must be adhered to in its proper
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sequence to ensure Sharian Compliance. The following Islamic
financial Products are generally used in Islamic Banks:

*  Murabaha
s |jara
s |stisna

= [Diminishing Musharakah

c) Security Agreements/Documents

*» Security documents are those documents which the bank
requires from the clients to secure its debts and secure itself
from any negligence of client. Some of the security documents
are as follows:

» Letter of Hypothecation

» Letterof Lien

» General Financing and Callateral Agreement
»  Promissary Note,

v Letter of Pledge

*  Guarantee

* Security documents are assessed by the Shariah Audit to
ensure that onhy Shariah Compliant Securities are taken by
the bank and the guidelines regarding the treatment of
securities are complied with. For example, in a Musharakah,
transaction security can only be encashed in case of negligence
and misconduct by other party.

2] Product wise Audit Guidelines:
Audit Guidelines for Murabaha:

While performing the post disbursement audit of a Murabaha
transaction, Shariah Audit needs to review the following:
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= The phrasing and sequence of the Documentation of the
standard Murabaha Financing is not changed without the
approval of Shariah Advisor.

«  Subject matter should be Halal other than currency, gold and
thase things whare the ownership / Possession of the bank
and its transfer to the customer is ambiguaus, Description
of assets sold by the Bank should be guantified and specified.

+ |t must be ensured that the offer and acceptance should be
slgned when Bank has purchased and taken the delivery of
poods and those goods are in the ownership and possession
af the agent / bank.

« [tshould be ensured that Murabaha goods are not consumed
bofore the offer and acceptance.

« |t sHould be ensured that the goods, which are purchased
by client as angent of the bank are not already in the ownership
of the client.

+ |t must be ensured that the Invaices provided by the supplier
are genuine and reflect the relevant industry practices,

*  Purabaha should not be rolled over,

s |t must be ensured that the Murahaha transaction should
not be rescheduled by increasing the price.

» |t must be ensured that profit is not accrued by the bank
before execution i.e. before offer and acceptance with the
client.
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Audit Guidelines for ljarah
The Shariah audit of an ljarah must ensure:

While auditing ljarah transaction, it should be assessed that
the ljarah agreement being used is approved by the Shariah
Advisor.

The ljarah agreament is signed at the time of the delivery of
dssetf.

The bank has taken the ownership and possession of the asset
befare giving it on ljarah,

Asset should be used for parmissibile (Halal) Purposes only,

Sale and lease back, it approved by Shariah Advisor, must take
place through two independent agreements of fisrt sale and
then ljarah.

At the end of ljarah, the asset is transferred, if needed and
not necassarily, to the customer by executing a propor Sale
Deed or Gift Deed,

Audit Guidalines for Istisna Transactions
The Shariah audit of an Istisna must ensure:

The canditions of Istisna are the same a5 the conditions of
sale, except for the fact that in Istisna a commaodity is
transacted before it comes into existence.

All canditions of sale should be complied with while executing
Istisna transaction except the delivery condition.
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« The hank does not sell the goods of Istisna before taking
pOsSessian,

« The goods were not identified and specified at the time of
execution of Istisna Contract.

Audit Guidelines for Diminishing Musharakah Transactions
While performing audit of Diminishing Musharakah transaction,
shariah Audit needs to evaluate the following:

« Phrasing and sequence of the package of the standard
Diminishing Musharakah agreement used is approved by the
Sharia Acdvisor.

« Ensure that each step of the transaction is followead by the
mext step and only the relevant document of that step is
executed.

« This arrangement should not be used for cash financing.

» Ensure that joint ownership is created in a proger manner.

+ Expenses are distributed according the proportionate
awnership in the asset,

« Ensurethat the ljarah agreement is executed only after bank
has taken possession of the asset.

+ Ensure that offer and acceptance is executed between the
bank and the customer to evidenco.

» Fyaluate that early termination is done as per the guidelines
of Shariah Advisor andfor Shariah Board of the Bank.
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Guidelines for Auditing Deposit Side
Following guidelines are useful for auditing deposit side of an
Islarmic Bank, where deposits are taken on Mudarahah basis and
the funds of the depositors becomes part of 3 deposit poal.

*  Mode of deposit acceptance Musharakah, Mudarabah or
Wakalah is clearly known to the Depositor.

*  Sources & Utilization of funds are:

*  [gentified
* Balanced

* Risk & rewards are proparly marked against each asset/deposit.

*  Proper profit sharing ratio or weightages are assipned at the
beginning of the period.

*  Profit generated from depositor's pool is calculated and shared
as per the guidelines.

* Losses, If any arises, must be shared in the pool as per the
proportionate share of each depositor.

Conclusion
For any Islamic Bank, Shariah Compliance is the most important
area, It s not a matter of choice, but it is the purpose of existence,
therefore, all banks must need Lo build Shariah Control system
ter ensure Shariah compliance in each and every aspect of the
Dperations of the Bank.

General Environment and Staff Understanding
* Ina broader view, the Shariah Audit must hot be limited to
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Financing activities but it must also cover the general
Environment and understanding of the wranch. For this
purpose, following areas must he explored and assessed:

The dress code of employees must be In accordance with the
islamic Culture.

The attitude of the staff in their customer dealing and their
dealing with colleagues is in accordance with the values and

athics of Islamic Shariah.

Understanding of employee ahout basic conce pt of Islamic
Banking must be assessed,

Eatawas and all other Shariah and Product related Polices,
guidlines and FALQ are available in the branch.

pesess the status of training of the staff.
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A Risk Management Perspective

Risk Management in Islamic Banking: An Applied Perspective

In order to understand the process of Risk Management, we
should keep in mind the following rules:

1. Itis not allowed to earn money without taking risk of an asset.

£, Risk alone cannot be sold or transferred with a consideration
withaut transfer of ownership of the asset,

3. Onh weluntary basis, one can assume the risk of otherfs.

Mow, we will answer the above mentioned gquestion that how
different risks could be managed, mitigated, covered or hadged
in |slam, There are different lypes of risks in the trade and there
are various ways available to mitigate these risks. We can name

 these tools as Shariah Compliant Risk Mitigating tools. First, we

compare what are the types of Risks in Conventional banking
and Islamic banking.

Risks in Conventional and Islamic Banking

Risk Management is a continuous and vigilant process. [t is an
activity more than an action. |t is designed to manage the risks
inharent in the bank’s husiness. The goal of an effective Risk
Management system is not only to avoid financial losses, but also
o ensure that the bank achieves its targeted financial results
with a high degree of reliability and consistency.

A conventional bank is generally exposed to the following types
of risks: Credit Risk, Market Risk, Liguidity Risk, Operational Rick,
Regulatory Risk, and Reputation Risl. A Conventional bank lends



e Weczar Bang's Guide Lo lslzrric Bznking

money and carns interest on the lent maney. [t le nds maney for
any financial need, be it for the purchase of assets or not. Even,
if it provides financing for the purchase of assets, it does not
awn the assets and is only concerned with the return of its
principal amaount and interest. Therefore, it avoids facing many
risks that Istamic banks have to face due to their Shariah compliant
operations. Howeaver, the flipside to this is that conventianal
hanks, by way of freedom to lend money ohly- get the mselves
imvolved in oxcesslve leveraging and their money based financial
assets are theoretically exposed 10 unlimited risks as compared
ta lslamic banks who by way of asset backed financing are guposed
ta visks only 1o the extent of diminishing value of the real asset.

an [slarmic Bank faces variety of risks in additian to the risks faced
by conventional bank i.e. reputation risk, shariah noen-compliance
risk, product/mode of financing risk, process risk, counterparty
risk etc, Apparently, lslamic banking transactions look more risky
as compared with the conventional banking transactions, But,
if we thoroughly consider many prevalent products of conventional
hanking and finance, we can easily differentiate that lslamic
finance has limited-risks on its assets as all financing provided
by bslamic banks are real asset/service backed. Following chart
shows the Risk Management framework in 1slamic Banking.

Risk management Framework in Islamic Banking
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Risk Mitigant Tools in Islamic Banking
There are different Shariah compliant ways to mitigate or minimize
the risks menticned above in Islamic banking which are as follows:

1. Innovation in collateral arrangements: This mitigates the
credit and default risk. Credit and detault risks are more
important in Islamic banks as rollover and sale of debt at a
discount/premium is not allowed in Islamic Shariah.

2. Third Party Guarantees: This mitigates the credit, default and
counterparty risk. This ensures that the bank has recourse to
cowver its actual losses incase the counterparty defaults.

3. Seeking credit ratings of clients from specialized and credible
institutions: This mitigates credit risk, default risk, counterparty
risk, information risk and asset guality risk. Furthermare, it
solves the problem of moral hazard and adverse selection
arising from asymmetric information,

4. Selection of appropriate financial instruments available in
the Islamic financial product mix to manage risks profitably:
Appropriate use of lslamic financial instruments in a particular
transaction mitigates process risk and liquidity risk, Wrong
use of a mode of financing may result in profits going into
charity ar the bank having to disinvest immediately creating
liquidity crunch far the bank.

5. Precise cost estimation so that price is quoted after adding
an appropriate profit margin for Islamic banks to cover the
market and price risk. This mitigates transaction risk and
price risk. |t epsures that over the period aof the term of
financing, the bank is able to cover the actual direct costs it
incurred incidental to ewnership and earns 3 profit is well.
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a.

Takaful coverage (an alternate to conventional insurance)
ta hedge against unforeseen events which can shorten the
life of the asset and its effectiveness. This mitigates subject
matter risk against fire, theft, marine accident, shipment
failures etc.

Making prior shariah approval for all financing transactions
necessary to ensure Shariah compliance mitigates reputation
risk, Furthermare, apprehensions ahout |slamic Banking are
removed by publishing and distributing books on Islamic
Banking, arranging seminars, designing and delivering Islaric
banking courses, workshops and various training programa.

lelamic & Conventional Banking Operations: A Risk Management
Perspective

Ly

Now we will compare briofly the investment operations of Islamic
and conventional hanks. Following is a list of securities and
investment operations which are very risky and prohibited in
Islamic Shariah. But, they are allowed and used in comventional
bapking and finance and have caused financial crisis in East Asia
in 19905 and even more severe and disastraus financial and
aconomic crisis today, the depth of which is still not known.

Securitization of Receivables without being 100% hackexd by
fixed assets.

lssue of bonds especially junk bonds and convertible bonds
which can disrupt the company’s capital structure without
it being willing to do =o.

short selling of stocks, commaodities and other securities.

Future and forward transactions in stocks and commadities.
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10,

11,

12.

13.

Sale of Debt ar Debt Swap which increases the size of financial
claims and not the real assets and hence eventyally brings
inflation in the economy.

Discounting/Factoring of Receivables. The difference between
the discounted value and par value is Riba and hence it is not
allowed,

Buy back agreements, and Repos/Reverse Repos,

Margin financing, which multiplies the investment one can
make and hence increasing the leverage. In economic
downturns, it may result in loss beyond original investment,

Lending financial securities as inancial securities themselves
are just equivalent to cash e, consumahbles and hence no
consideration can be asked or given as the case maybe an
consumables. Permissible Financial securities (not involving
Riba and Gharar and conforming to other Islamic Shariah
rules] can only be sold with transfer of ownership as well as
risk.

Derivatives like forwards, futures, swaps, credit default swaps,
FRAs, Put Options, Call Options, Straddle Options etc.

Hedge funds, which take on unnecessary risk and make capital
markets more volalile wherever they go.

Credit sale of currencies for speculation.

Other similar transactions.
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Concluding Remaorks: The above mentioned transactions imvolve
oither Riba and/or Gharar. Therefore, they are not allowed by
lzlammic Shariah, and If we analyze the current financial crisis, we
would find that a major cause for such crisis is rooted into the
Uce of Riba and Gharar based transactions. If the rules of islamic
Shariah are followed, we can save ourselves from very risky
transactions ansuring smooth running of the financial institutions
and hence the cconomy. Furthermaore, the objectives of fair
distribution of wealth based on real business and productive
anterprise will be achieved as Islamic Shariah enly permits taking
on risk proportionate to the real value of asset and not beyoend
the value of the real asset.
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