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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!
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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)
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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)
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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

727 KLUDIRXQGDWLRQ FF



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 :
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“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,
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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”.

Z7Z7Z KLUDIRXQGDWLRQ FR



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.



The Objectives of the Detribution of Wesaltn b 1slam :ﬁ':i 47

(el pditiny S RN nh T

"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)
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“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,”
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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.
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"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:

L ae s K H-ﬂludq-\.l.lc‘l_)ill.d.ﬁi-h iy -‘_;-iﬂ'_l-ii--v!l,';-.l"t'l;.:ﬂl-i'l_hhjq-i!’-ﬁ-:ﬂ_ui'"bﬁ,ﬁi Phll



T
= Hibaaneg It Types ;%}g ﬁw

“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



acier #1% Riba and-its Types ﬁﬁi.ﬁé

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,

Pl s s 0 B el
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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.



’ H.::' Weezan Bask's Guide to |slamic Banking

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:

[

2 LA i S e e [T R .
) i 15 et LB e R e B R 8 S S G

"¢} 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.
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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.



CHAPTER S

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;
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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
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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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