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CHAPTER ONE

INTRODUCTION

The money and Banking sector in any economic system does
not operate in an ideological vacuum. It has it’s own
philosophical background and objectives. 1It’s institutions
evolve dradually to perform the Ffunctions necessary for
enabling the system to realize it’'s basic goals : and to
perpetuate itself by surviving the recurring shocks of

history.

'he capitalist money and Banking system is also essentially an
integral part of 1it's parent ideology. It serves the
ubjectives of capitalism. AaAnd the capitalist economic system
is contrary to the dictates of Islamic injunctions. Ilowever,
-here is nothing inherently wrong in borrowing institutions
from other cultures provided that they are modified
appropriately to serve the goals of the guest culture. The
important thing to ask here; is whether the capitalist money
and Banking system which is gradually adopted by Muslin
countries for the past centuries can be made to serve the
goals of Islam instead of those of capitalism without any
fundamental reform? ln this respect the answer could be
positive only if it is assumed that the goals of capitalism

and Islam are the same or the financial institutions in



capitalism are ideologicallynentral and do not help the systenm

per-se to reatize its inherent objectives.

The Banking system, as it exist today has evolved (over
centuries) Riba/usury/ or interest in its undiluted form. And
Riba Al-Nasia is the foundation upon which the conventional
Banking system is established. However, in Islam Riba is
strictly prohibited while trade has been allowed (11:275) as
an economic alternative. A pre-determined and Risk-Free
return on capital (i.e. interest/Riba) plays a private role in
regulating the supply of money, control of credit, movement of
opportunity capital, fixation of exchange rates, evaluation of
projects and in determining the investment clinmate. Its
unfortunate that Riba/ or interest is now so deeply rooted
that even some muslims had started accepting it as an
like
inescapable evil,an old sore which has lost its severity and

from which there is no escape,

In retrospect, the word "BANK" is said to be derived from the
Italian word BANCO, a bench. The early bankers were the Jews

in Lombardy, who transacted their business on benches in the

market place.

Maclead, in his book "Elements of Banking" says: "At that
period the Germans were Masters of a Great part of Italy; and

the German word BANCK came to be used as its Italian



equivalent MONTE, and was Italized into BANCO or MONTE". In
addition, it should be noted that Chinese are said to have
been the Inventors of Bank notes about the year 119 p.cC.'

Nevertheless, the origin of modern Banking was said to have
started with the Gold Smiths who in their routine operations
collected their customers gold either for melting to make
ornaments, or just for safe-keeping. From their experience on
the average duration of customers gold deposits placed with
them, they realized that they could use part ol the deposit
for business and also for onleAnding a proportion of it to
willing borrowers. They however, discovered that by keeping
for example 50% of the total deposits, they could lend to
others (the other 50%) or engage in business themselves
without risking their ability to pay on demand, whatever gold

deposits the customer wished to withdraw.

It is of paramount importance to note that, the capitalist
banking system is the Jewish perfection of the perversion of
the teachings of the only true religion of God which Prophet

Musa (A.S.) taught the Israelites that:
"If you lend money to one of my people among you who is
needy, do not be like a money lender, charge him no

interest".’

"Prophet Musa (A.S.) also taught as follows:



Do not oppress an alien, you yourselves know how it feels

to be aliens; because you were aliens in Egypt".'

Later the Jews started to desert the teaching of Prophet Musa
(A.S.). This perversion is contained in DEUTERONOMY VERSE 19,

where it is stated:

"You shall not lend upon interest to your brother,
interest on money, interest on victuals, interest on
anything, that is lend for interest. To a foreigner you
may lend upon interest, that the lord, your God may bless
you in all that you undertake in the land which you are

Entering to take possession of".'

There are the perverted teachings of racial superiority and
domination on which the capitalist banking system is based.

And this proves Allah’s (S.A.W.) saying:

3ut those of them who did wrong charged the word which had
been told to them for another saying, and we sent down upon

them Wrath for their wrong doing". (7:162)



I-1 BACKGROUND

11 THE GREEK THEORIES OF INTEREST

A highly civilized nation such as (he ancient Greeks, Tending, money al
interest was forbidden.  Aristotle whose  powerful indictment  greatly
influence the later generation condemned the taking of interest in very strong,
words in his analysis, Aristotle compared money to a Barren Hen which faid
no eggs.  According to him, the sole object of the use of money was to
facilitate exchange, and the fuller satisfaction of human wants. To him this
was theamost natural purpose of money. e remarked tnat: money could not
be used s the source of accumulation (i.e. to increase at interest/Riba). So,
accumulating money at interest was the most unnatural of all the wayvs ol

making money. The doctrine of Aristotle was that:

“A piece of money can not beget another picce”.?
Plato in his book “LAWS™ has condemned interest.®  Nevertheless, it could
be seen apparently that interest was considered detrimental and unjust even

during the ancient Greek era.

i-1-2 THE ROMAN THEORIES OF INTEREST

The Roman Empire prohibited the charging o any interest at the initial stage.

3]



But gradually with the extension of the empire and the rise of the trading
classes, interest emerged, bul severe restrictions were imposed on the rates of
interest in be charged.  Lawis Haney in his book “History of Fconomic
Thought” mentioned that Romans were the first nation to enact laws for the

protection of debtors.

[-1-3 INTEREST IN THE MIDDLE AGES
Interest payment on money loans was named Usury in the middle Ages, and
the charging of Usury was strictly prohibited by the common laws. During,

this period, it has become a common place to “Dul’ these prohibitions as mere

.

religious Dogmas. At this juncture, professor Tawney (a profound writer)

remarked that:

“The whole scheme of medieval though attempted to treat economic affairs as
a part of hierarchy values embracing all interest and activities of which the

apex was religion™”

It is pertinent to ask here whether medieval thinkers had out better sense of

the natire of things than what their later successors possessed.

1



In this connection, the following remarks of Lord Keynes
are worth-noting. Keynes believes that there was also an
economic motive behind the medieval prohibition of usury. He

observes;

" T was brought up to believe that the attitude of the
medieval church to the rate of interest was inherently
absurd and that the subtle discussions aimed at
distinguishing the return of money-loans from the return
of active investment were mere jesuitical attempts to
find a practical escape from a foolish theory. But now
I read the discussion as an honest intellectual attempt
to keep separate what the «c¢lassical theory has
inextricably confused together namely the rate of

interest and the marginal efficiency of capital”.”

However, up to 13th century, the Church rule was supreme and
the charging of interest was strictly forbidden. It is
significant to note that, the payment of rent for the services
of land or durable goods was not condemned by the Church or

the canon law.



1-1.4 THE DECLINE OF THE INFLUENCE OF THE CHURCH

Towards the end of the 13th century several factors
appeared which considerably undermined the influence of the
orthodox church, Luther and 2Zwingle the leaders of the
reformist group agreed to the charging of interest/Riba on the
plea of human weakness. And with the gradual decline in the
power of the Church and the rise of the secular power, the

lendiny out on interest/Riba began to be tolerated.

Bacon (a renowned scholar) remarked:

"Since of necessity, men must give and take money on loan
and since they are so hard of heart that they will not
lend it, otherwise there 1is nothing for it, but that

interest should be permittea".’

Consegquently, the forces of Greed and Avarice were Jlet
loose and consequences emerged. Gradually, prohibition
against usury began to be renewed in Europe. In England, the
Ban was renewed in 1545, during the reign of Henry viii. It
was at this period that, the word usury began to be

progressively replaced by the word interest.



R R THE INTEREST THEORIES IN THE MERCANTILISTIC ERA

(1500-1700)

Man’s brutal and selfish tendencies were kept under
restraint by the forces of religion, for many decades. But
with gradual decline in the power of the Church and release of
selfish forces from the strong Anchors of Religion, people
began to move with the selfish forces of the times. Once the
rule regarding the charging of interest was relaxed, it no
longer remained possible to control the rate of interest, It
was at this period that money began to be used on a large
scale for commercial ftransactions and exchange began to

replace Barter.

The early mercantilists advocated low rate of interest to
encourage trade. 1In effect, they strongly advocated for the
statutory fixation of low rates of interest." In the year
1985, there arose a controversy over usury/Riba. In conflict
with Mun’s view, Sir Thomas Culpeper had written two tracts in
favour of establishing lower interest rates and his son

published a Discourse attacking usury.'

But perhaps the must eminent sponsor of this notion was Sir
Josiah Child. He maintained that a law interest rate was the
natural mother of frugality and industry, and that it would

attract trades by making capital cheap and compel frugality by



-

making smaller "profit" necessary. While the high rate of
interest made money scarce because every wan as soon as he had
saved a little, sent it to the Goldsmith. According to Thomas
Manley "it is the scarcity of money (& money borrowers) that
make the high rate of interest ...so plenty of money and few
borrowers will make the rate low". Nevertheless., inspite of
their efforts, the merchantilistic failed to control the rate
of interest. Hence the rate of interest was left to itself to
be determined by the foreces of supply and demand, as

okbtainable in a free market econonmy.

1-2 STATEMENT OF THE PROBLEM

The present day world 1is experiencing a number of economic
ills including poverty of a large proportion, social and
economic injustices, Gross inequalities of income and wealth,
High rate of unemployment, economic¢ instability inflation and

ergsion of the real value of monetary assets.

All these maladies; inspite of being in conflict with the
value system of Islam, are as prevalent in the Muslim World as
elsewhere. No doubt they have a number of root causes,
However, the failure to provide a stable and just money and
Banking framework has been one of the major contributory
factors for the said calamities, in particular. And the lack

of an ideal political system that recognises the supremacy of

10



the Lord as the sovereign and divine law-maker, in general.
Islamic banking is an intergral part of a functioning Islamic
economic system, but the Islamic economic system is only a
part of an Islamic social system that possesses well-
identified characteristics based on islamic law. The
criterion by which an economic system claiming to be Islamic
can be measured, is the extend to which Islamic law has been

implemented and embraced by the society,

1-3 OBJECTIVE OF THE STUDY

The main objective of this study is to awaken the Muslims (who
are highly involved in Usury/Riba transactions, in particular
and the entire worid at large) that, they should not sell
their Hereafter in exchange for the (little) earthly comfort.
Involving, in usurious transaction amounts to a war with God

5.W.A.) and His Messenger (S.A.W).

"If you do not,take notice of War from God and His

Apostle... " (11:279).

The worst aspect of it is the constant attempts being
made by some Phedo Islamic scholars to Justify the whole issue
as "LARURAH"; instead of discouraging the patronage of
usurious transactions through enlightening the Muslims about

the disastrous implications contain therein, as well as

11
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propagating an Islamic alternative as a substitute and
solution to the present conventional banking systenm.
Unfortunately, this abominable act have swallow the faith of

a good number of believing Muslinms globally.

The proponents of interest based banking system seek to
justify it on the grounds of declining value of money over
time {(i.e Inflation) are in fact missing the point. Interest
is the rate of return on financial capital, it is not the
return or reward for waiting before consumption. aAll
production elements viz; labour, physical capital, land and
enterpreneul skills combined to produce a given product. Each
factor of production should be paid the eguivalent value of
its contribution in the production. In the capitalist system
financial, capital which translates into physical capital is
paid a disproportionate share of the total output. It is a
measure of the rate of exploitation by the owners of capital
against the owners of other factors of production such as

labour.

However, others argued that, interest paid or construction
loans is the one that is forbidden while interest on
investment and trade is permissible. In fact their thinking
Horizon is highly limited. A salary earner may borrow money
from an interest-based bank for family Needs and pays back at

the end of the month with an additional interest charged.

12



Likewise the same person could also borrow for the payment of
his children’s school fees., Family feeding is a consumption
activity no doubt about it but school fees payments are
regarded as investment in the development of human resources.
The question to ask here is can there be any justification for

charging interest on one and not also on the other?

Another area of concern is the existence of Riba at
international level where one country borrows from another.
For instance, Nigeria borrowed from abroad in order to import
both direct consumption goods and capital goods (ie. machines
and equipmente) for industrial and agricultural production.
The guestion here is, can one purpose be differentiated from
another? Virtually, not possible. Hence, the attempt to
justify interest/Riba on the ground of declining value of
money (ie. inflation) over-time, is not tenable. It should be
noted that, Muslims are not left in Darkness, every matter
involves a religious injunction. A sound warning and a

reminder is given here:

"0 you who believe! observe your duty to Allah, and give
of what remains from Usury if you are (in truth)

believers" (I1:278). And

"If you do not, then be warned of WAR (against you) from

Allah and His Messenger ....." (11:279).

13
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To set a War against the Al-Mighty is the worst of all
evils and the negative repercussions needs no further

explanation.

Syed Qutb, In his famous book "FIY ZILALEEL QUR‘ANY, while
commenting on the verse (11:279) stated categorically that,
the WAR is only limited to four persons, if the Usury affairs
involved only two persons. But in a situation where the Usury
transactions involved more than two persons  e.g. a group
of individuals; the whole nation should take notice of setting
a WAR from Allah and His Apostle. Because of it’s extreme
Negative position in the sight of the Al-Mighty, there is no
HADDI (a prescribed punishment) for the consuming Riba.
Unlike other offences like Adultery, alcohol drinking,
stealing etc. But in the case of Riba Hell-fire is the place

of abode for the offenders that died without repenting.

...... "pbut those who repent (the offence) are companions

of Fire; they will Abide therein (forever)". (11:275}.

However, I hope these verses will be fully comprehended and
will serve as a deterrent to the entire Muslims currently
involved as well as those aspiring to join the conventional
banking system. Moreover, it is of paramount importance to

note that Allah (S.W.A.} have categorically stated that:

14



"Those who conceal the clear (signs) we have sent down,
and the quidance, after we have made it clear for the
people in the book, on them shall be God’s curse, and the
curse of those entitle to curse", "Except those who
repent and make amends and openly declare (the truth).
To them I turn; for 1 am oft-returning, most merciful"

(11:159 & 160). And

"Those who reject faith, and die rejecting on them is
God’s curse and the curse of Angles and of all mankind".
"They will abide therein! their penalty will not be
lightened not will respite be their (lot). And your God
is one God; there is no God but He Most Gracious, Most

Merciful®™., (II:161 & 162).

"The Truth is from your Lord so be not at all Doubt".

(IT:147).

1-4 S8SIGNIFICANCE OF THE STUDY

A group of people exists in Islamic countries which, under
the, belief that Islam is a rational religion, tries to
reconcile Islamic theories with modern practices. For
instance, with the onslaught of capitalistic economy, it
becomes fashionable to believe that modern society could not

exist without interest; and Islam too did not prohibit

195
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interest; it only prohibit usury. It is suicidal spiritually
for a good muslim to compromise with these wunauthorized
liberal interpretations. Personally, I believe that such
persons, in view of the emphatic injunction of Quran against
interest have done a great disservice to the cause of Islam
by arguing that Islam has not prohibited interest, and that it
has only prohibited usury. 1t should be noted that, interest
and usury are mere words which easily shade into one another,
but what is considered a reasonable rate of interest today may

be regarded as a usurious rate tomorrow.

My belief is that if Quranic theories came into conflict with
the modern scientific theories I find ne reason to trouble my
conscience. I firmly believe that the science of today may be
the nmythology of tomorrow and that what Quran has said we may
not understand today, but it is likely to become gquite clear

to us tomorrow.

"The theory of interest has for a long time been weak
spot in the science of economics, and the explanations
and the determination of the interest rate still gives
rise to more disagreement amongst economists than any

other branch of general eccnomic theory"."

Nevertheless the importance of this study is to provide an

alternative to the present predicaments caused by the

16



conventional banking system. In this thesis, the Nature,
mechanism and operations of Islamic banking system will be

thoroughly examined.

In effect the Islamic bankiny systems of Islamic Republic of
Iran and Pakistan have been brought into light as a case
study. It should be noted that, Islam outlaws the
institutions of interest, And by so doing it implicitly
rejects the interest productive capacity of the money capital
of which interest is considered to be the reward in a
capitalist economy. It should be of great significance to
notice the frontal clash that exist between the Islamic

teachings and the conventional (banking system).

The Qur’an enijoins that Allah (S.W.A.) permits BAI (ie,.
Salefor trading) and forbids Ribafinterest. Banks and other
financial institutions in a truly Islamic economy can not
operate on the basis of interest, their functioning needs to
be restructured on the basis which carry the approbative seal

of I=slamic shariah.

While Allah (S.W.A.) permits trade and forbids interest the
conventicnal banking system reacts contrary. Hence, this
bring to fore, and irrecencilable legal position of the most
fundamental nature which demands a solution of this frontal

clash between the Man-made laws and the principles of shariah

17
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on the basis of a highest priority.

1-5 RESEARCH METHODOLOGY

The design employed in this thesis portrays the parameters of
Islamic dictates. So the data for analysis should virtually
be in conformity with Islamic injunctions. Primary and
secondary socurces of shariah are employed as a tool to justify
the content. The primary sources of shariah are the Holy
Quran and the prophetic traditions; while the secondary
sources of shariah contained in this bDissertation are the
Ijtima-ul-uluma and Qiyas. Indeed, it is not fitting f{or
believer to have an option beside that of Allah (5.W.A.} and
His Messenger {S.W..A.) 1t should be noted that, the basic

sources of laws of shariah are the Holy Quran and the Sunnah

of the tloly Prophet (5.W.A.)

However, exegetic interpretations given by Islamic jurists and
scholars have been aimed at devising practical rules for
their application. Different interpretations in the same
matter have been put forward by contemporary Islamic
exegetists who lived on similar socio~economic conditions.
Differences of opinions occurred inspite of intellectual
honest and depth of understanding even between teachers and
their students, who were well-known jurists in their own

right. I am saying this only to emphasize the point that, the

18



exegetive interpretation of Islamic jurists must not be
treated at par with the laws of the Holy Quran and the Sunnah
but only to assist us for enhancing our understanding so as to
enable us to device a set of practical rules for achieving the
substance and objectives of shariah according to the

variations in the socio-economic conditions (ie. TJTIHAD).

-6  SCOPE AND LIMITATION OF THE STUDY

The thesis have traced the history of Al-Riba right from the
Prophet Musa (A.S.) in respect of the attitudes of the Jews by
then. The genesis of interest from the greek era to Roman as
well as the Medieval era were fully discussed. Information in
respect of the origin of the words "Bank™ ,"banking system"

"Usury/interest" and "Bank Note" have also been supplied,

Areas covered includes operating of a bank under the; paradigm
of Islam. The Islamic Republic of Iran and Pakistan were
taken as a case study. Comparison between the conventional

and the Islamic banking system is also contain therein.

Areas of particular importance and needing further research

included the following:

(7 How the Islamic banking system affect the depth of

the financial market and what are its supervisory

19



2.

and reqgulatory pre-reguisites?

How the operation of Islamic banking affect fiscal
policy and what role does fiscal policy play under
an Islamic system.

How are international capital flows determined
between interest-based system and countries applied
the Islamic system including the impact of the

latter on external debl?

How do the two systems (ie. the conventional and
the Islamic banking systems) interface and what
role does exchange rate policy play in  this

context?

20



DEFINITION OF TERMS AND ABBREVIATION

BA1I - Sal

e/trading

HADDI- A prescribed punishment stated in islam

MODARABAH

- Is a business which a person participate with his
money and another with his effort or skills or
both his effort and skills and shall include

UNIT TRUST and fund by what ever name called.

MUSHARIKA - No any legal definition is given: but as a mode of

OARD AL HA

bank financing may be defined as an arrangement
based on the principle of profit and loss sharing in
which parties to the contract participate with
money, effort or skill or a combination of them as
may be provided in musharika investment agreement

SSANA - Interest free loan on passionate grounds.

RIBA/FIY MU’AMALAT AL-MUNUK - 1s the fixed return for the use

V 1Is repr
S.\we A -
S. A, B, -
PLS5 = Pro

pTC = Par

of money.

esenting the word Modarabah
Subhanahu Wa Ta’ala
Sallallahu Alaihim wa sallam
fit and loss sharing

ticipation term certificate

AS - Alayhis Salam

21
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CHAPTER THWO

LITERATURE REVIEW

2-1 THE ECONOMIST CONCEPTION OVER INTEREST

The most prominent scheel of economists who have moulded
the destiny of economic science are the classical economists.
And they are considered as the pioneers of the classical
theory of interest, and their teachings occupy a very
prominent place in almost all the Universities of the British
Empire. Adam Smith, Robert Thomas Malthus ahd David Ricardo
are usually considered the founders of this school. While
Stuart Mill, Edgewoxrth, Marshall and Pigou are considered by

many authorities today as the New Classical School.

According to Adam Smith and Ricarde (1947), interest was the
compensation which the borrower paid to the lender for the
profit he would make by the use of his money. Smith and
Ricardo donot separate apparently interest from gross profit
on capital. Let us see what they mean hy capital. Adam Smith
used the "stock capital" to mean that part of the wealth of an
individual which was used not for his consumption but which
was used far further production to bring him money, reward or
profit. And which included machinery, raw materials,

buildings, food and clothing. Food and clothing f[rom the
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community’s point of view are not capital but, yet they are
capital from the individual, since he can advance them to
labourers in production and make a profit. However, David
Ricardo’s views are also practically the same. Accumulation
of stock or capital was the result of parsimony and parsimony
would not be practiced unless a reward was expected for the

sacrifice.

Smith and Ricardo viewed interest as the reward or the
inducement paid for savings. Smith went on to say, the origin
of profits is to be found in the fact that, the employment of
capital in production results in an increased value of the
product over the labour value. Ricardo styled all capital as
stored up labours and attributed all value to labour.
Moreover, the rate of interest in their observation (i.e. the
two writers) is “"whenever a great deal can be made by the use

of meoney, a great deal can be given for the use of it." !

According to, Daniel Hoare (1641) the rate of interest had
nothing to do with the guantity of money. The impact of
increase in the quantity of money was to increase prices.
Ricardo shares this view and expounded his famous Quantity
Theory of Money. Mars hall’s contribution to the theory of
interest lies in emphasizing both the demand and supply in

determining the rate of interest.
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Another able English Economist, Nassu Senior had used the word
abstinence as the cause of Iinterest, though,there were a
number of objecticns against his concept. Marshall
substituted the word waiting for abstinence. According to him
interest on the supply side is the reward for the sacrifice of
saving or waiting. The demand for capital depends upon its

marginal productivity.

According to Samuelson (1980) "interest is the price or
rental of the use of money."’ Thus, he eguates the price with
the rental use of money considering, its service exactly as
the services of a medical doctor or of a tractor. When money
is sold, one should pay a "price" according to Samuelson, if
borrowed, one should pay a rent. To sell money, there must
always be some exchange of one gcood against another good -

according to Samuelson.

Don Patinkin (1978) considers interest as a part of the
functional share earned by capital gyoods as well as money-
capital. It is strange that Patinkin does not give labour any
share of the resulting income, while he allotted interest a
share of the yield, It is clear that, this is not true
because income is paid to the lender irrespective of the yield
and perhaps even before the income is realized. At this
juncture Patinkin treats capital goods as synonymous to money-

capital.
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Y.5. Bain (1980) stated that "interest paid for invested money
is thus third distributive share in addition to wages and
rents. It is paid for the services of invested money and it
is earned by capital goods in which the funds are invested”.'!
Professor Bain does not mention "profit" here and equate "the
loanable funds" with capital goods. 1t interest was a
functional share of the investment as he alleges, it would be
negative if the process yields a loss - which is not the case,
Besides, as long as the lender jis not the investor, we cannot

by any means tie up interest with the investment process.

J.M. Keynes (1978) did not define interest, but mentioned the
rate of interest as "money rate of interest is the percentage
of excess of a sum of units of money contracted for forward
units of time over spot or cash price of the sum thus
contracted for forward delivery®.! In the course of analysing
the reasons that make money rates of interest more acceptable

than commodity rates, Keynes mentioned that;

"....the power of disposal over an asset over a period
may offer a potentional convenience or security which is
not equal for assets of different kinds, though the
assets themselves are of equal value. There is, so to
speak nothing to show for this at the end of the period
in the shape of output, yet it is something for which

people are ready to pay something".®
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divl=1 CRITICISM OF THE CLASSICAL THEORY

According to the classical economists it is the rate ol
interest which brings about the equality between savings and
investment. If savings is in excess of investment, the rate
of interest falls, and investment is stimulated =so that
equality between the two is restored. Lord EKeynes rightly
objects to this. His view is that, it is the level of the
income rather than the rate of interest that ensures this
equality. Savings depends upon the level of employment and
incomes. Lord Keynes has reached the foregoing conclusion in
his assertion that the supply schedule of savings is not an
independent one but it is entirely dependent upon the schedule

of investment. He concludes;

"The initiative lies with the entrepreneurs and not with
the savers. The savers, as a group, are helpless in the
hands of the entrepreneurs though any one individually is

free to save as much as he like".®

The defects in the classical theory is that it is based on the
assumption of a constant level of income for the community
which is unreal. Again savings are not determined by the rate
of interest alone. 1In this connection we have the weighty

authority of Professor Gustav Cassel who observes;
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"Amount saved by individuals out of a given income is
largely insensitive to changes in the rate of interest,.
With a rise in the rate of interest some may save more,
or some less than they did before. The motives behind an
act of savings are complex. The proportion of its income
which a community saves, depends upon the size of it’s
income, desire for security and power and psychological
states of preference as between the present and the
future. Hence, net savings is likely to be affected very

little by changes in rates of interest".’

Taking a mechanistic view of society by the classical theory
of interest is a fundamental defect per-se, Because, it is
not necessary that an increase in the savings by itself will
lead to a corresponding increase in investment or investments
are likely to be encouraged or discouraged by the low and high
rates of interest. The truth of these objections is very well
demonstrated during the periods of booms and depressions when
in the latter case inspite of an increase in the rate of

interest, there is no corresponding stimulus to investment.

Another significant defect in the classical theory is that, it

failed to realise the fact that savings may not be invested,

but may either be loaded or left in the form of idle cash.
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. . THE ABSTINENCE THEORY OF INTEREST

According to Nassu William Senior (15G0), interest was
the price paid for abstinence. And by abstinence he meant the
conduct of a person who either abstained from the unproductive
use of what he could command or designedly preferred the
production of the remote to that of immediate results. His
observation was that;

"o abstain from enjoyment which is in our power to seek

distant rather than immediate results are amongst the

most painful exertions of the human will - of all the
means by which man can be raised in the scale of beiny,
abstinence, as it is perhaps the most effective, is the
slowest in it’'s increase and the least qgenerally

diffused".”

The defect of the above assertion is that N. Williams Senior
fails to mention the sacrifice incurred by abstinence by
different groups of people of varying incomes. So he was

attacked by Lasalle, (a socialist writer) who remarks that;

"the profit of capital is the wage of abstinence, Happy
, even priceless expression. The ascetic Millionaires of

Europe like Indian penitents or Pillar Saints, they stand
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on one leg each on his column, with straining arm and
pendulous body and pallid looks, holding a plate towards
the people to collect the wages of their abstinence. 1In
their midst, towering up above all his fellows, as a head

penitent and ascetic, the Baron ".”

Professor Cassel and Mr. Henderson (1621) criticised the
theory of abstinence on the ground that one cannot find any
satisfactory cause of interest in this theory. According to
them the rate of interest does the function of directing
investments only to those channels of which are most fruitful.
In Henderson’s view, it (ie. the rate of interest) separates
the sheep from the goat. According to him, it serves as a
screen by means of which capital projects are sifted, and
through which only those are allowed to pass which will

benefit the future in a high decree.

N. Williams Senior’s theory is rather defective and fails to
impress us, but his contribution in one respect is important,
for he was the [irst economist to bring to prominence the

importance of the time element in the employment of capital.

2.1=3 THE _PRODUCTIVITY THEORY OF INTEREST

The proponents of the above theory consider productivity

as a property inherent in capital and buttress that, this

11



productivity of capital is the cause of interest

According to Bohm Bawerk (1640), productivity of capital could

be interpreted into four (4) ways:

Capital has the capacity of serving, towards the
production of goods,

Capital has the power of serving, towards the
production of more goods than could be produced
without it.

Capital has the power of producing more value than
could be produced without it.

Capital has the power of producing, more value than

it has itself.

In essence, there is circulation of value over and above the

value of capital consumed in production.

The defect of the productivity theory of interest is
that, it gives an only subordinate rate of money and
expectations. While from experience, an increased

productivity of goods results in a fall of the price of those

goods. And sometimes a fall in prices may be so great as to

make the

Moreover,

actual rate of interest earned to be negative,

the theory also fails to explain why interest is

charged from consumption goods.
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The productivity theory, which is essentially a static theory,
safely neglects the importance of money and credit, The
theory although it explains to some extent as to why interest
is paid especially in the case of productive loans, fails to
give any adequate explanation as to how the rate of interest
is determined and also gives no explanation as to why interest
is paid or demanded when the borrower suffers losses by the

employment of borrowed capital.

2.1-4 THE AUSTRIAN THEORY OF INTEREST

The aforementioned theory, otherwise known as the Agioc
theory of interest is mainly the work of Bohm Bawrek. His
great contribution to the theory of interest and capital is
his concneption of the capitalistic method of production as a
time-consuming process, and his view of capital as nothing,
but intermediate goods. Bohn Bawerk proceed to analyse the
cause for the existence of interest to us. His theory of
interest (also called Time Preference Theory) can be

conveniently divided into two parts.

PART A: 1Interest As An Exchange Phenomena

He finds the cause of interest in the fact that human

beings prefer goods to future goods of like kinds and number.

His remarks was that;



Il

"Present goods are as a rule, worth more than future
goods of like kind and number. This propositicn is the
Kernel and the centre of the interest theory which I am

going to present".'

The premium which we are prepared to for the present goods as
compared to the same goods in future is termed by him as AGIO.
This could be illustrated as follows; suppose, a person
borrows =N=100 at present and promises to return back =N=103
a year hence. Here there is an exchange of present woney for
future money. According to him the =N=103 returned a year
hence, is the equivalent in value to the =N=100 lent at
present. In other words, the surplus value of =N—=13 of the sun
returned over the sum borrowed is only apparent. This premium
or Agio of =N=3 on present money is interest. In other words,
interest is the complementary part of the principal lent.
According to Bohm, a loan without interest is equivalent to a
sale below market price. At this juncture, one will be
pertinent to ask as to why people prefer present goods to

future goods. Bchm Bawerk, gives three (3) reascns for this;

1. Under-estimate of the future, which could be due to
the following:
a. want of imagination
b. defect of will and

c. uncertainty of life, etc.
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2. Differences in want and provision for want. People
who are in need at present prefer present wealth to

future wealth.

e Technical superiority of the present goods.

PART: B Interest as an Economic Necessity

At this juncture, the very psychological subjective
foundations on which the theory is built are wrong. For the
simple fact that, a very large majority of people save for the
future, because they consider that their future needs will be
greater relative to the present needs; such as savings for
education and marriages of children, provision for old age,

etc.

Berrand Russel attack the above theory by pointing out

the following observation:

"Most of our activities in the acquisition of wealth may
ultimately be traced to our desire for personal prestige

and social power".!

According to him, the Agio theory, if examined critically,

there will hardly be any substantial difference between this
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theory and the Abstinence theory.

However, the thecry propounded by RBohm DBawerk has been
completed by a prominent Swidish Economist c¢alled Kunt
Wiucsel. Wicksel asserts that, interest is the difference
between the marginal productivity of the direct and indirect
ugses of the factors of production and that when there is an
increase in capital, different existing capital investments
are not increased proportionately, but that relatively longer
investments predominate and that through this an increase in
wages and the prices of the original services due to that
increase of capital is counteracted. Wicksell’s most
contribution to the theory of interest and capital is that, he
tries to establish a relationship between the rate of interest
and the price level. He was one of the first to recognize the

monetary character of the rate of interest.

All the aforementioned theories of interest could be
conveniently be labelled under a general heading of Pure
theories of interest or otherwise, the Non-monetary theories

of interest.

2.1-5 THE _MONETARY THEORY OF INTEREST

The above theory considers interest as essentially a

monetary problem. The proponents of these theories are less
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concerned with the cause of the existence of interest and more
with the determination of the rate of interest, A pertinent
observation could be made here, (the implication of which we
shall scrutinize later on when discussing, Islamic
contribution to the theories of interest) - that if one is not
clear about the causes of existing of interest, how one can

jump to explain the rate of interest.

According to the monetary theories, the rate of interest is
essentially a money rate and hence it’s determination is
purely a monetary phenomenon. Hence, the theories of interest
conceived by the wonetary approach yield two rival theories.
The "loanable fund" theory and the Ycash balance" (or
otherwise known as the liquidity preference theocry). The
differences between the two rival theories rest on this: "is
the rate of interest determined by the supply of and demand
for loanable funde (or credit or claims), or is it determined

by the supply and demand for money itself*.¥

Professor Bertil Ohiln Robertson, Hick ({1937} and other
reknown economists are among those who held the view of
loanable fund theory of interest. While Lord Keynes and his
followers held the view of cash balance [/ or liguidity
preference theory. It should be noted that, the loanabkle fund
theory of interest is the first step in the transition from

the eclassical to the modern theory. This theory (loanable
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fund theory) of interest is based on a thorough analysis of

the concept of savings and investment.

The main difference between this school and the Keyness school
(ie. the cash balance theory of interest) 1is that, ILord
Keyness believes that savings and investment are always equal.

But this school disagree with that view.

According to Mr. Lerner (1938), the loanable fund theory could

be precisely stated as follows;

"rhe rate of interest is the price that equals the supply
of credit or savings plus net increases in the amount of
money in a period to the demand of credit or investment

plus the net hoarding, in the period”."

This school believes that normally the amount saved from the
current income is largely insensitive to the changes in the

rate of interest, at least in the short period.

Another fundamental difference between the loanable fund
theory and the theory expounded by Lord Keynes (i.e. the cash
balance theory of interest) is that, the latter believes that
irrespective of any rate of interest savings or investment are
always equal. Keynes observation was that, it is not the rate

of interest that ensures the equality between savings and
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investment but the level of income. His remarks is that,
interest is simply the premium obtainable on current cash over
deferred cash. It is not the price or reward for saving or
not spending, but it is the payment for lending money. It is
the reward for not hoarding or the reward for parting with
liquidity for a specified period. It is a measure of the
unwillingness of those who possess money, to part with their
ligquid control over it., 1t is a price which equilibrates the
desire to hoard wealth in the form of cash with available
quantity of cash. 1In otherwords, it is a reward both for not

spending and not for hoarding.

But, as already pointed out there ¢an hardly be any
justification for the payment of interest when we realize that
a very large part of saving in every civilized country is not
the result of individual saving, but savings are created by
banks and other such financial institutions. The only reason
for the payment of interest, which one finds from these
monetary theories of interest seems to be that the cause for
the payment of the interest is the opportunity for making a
gain, with the use of money borrowed. It seems to us, that
Keynes being the victim of his environment does not take
enough courage in his hands to condemn the charging of

interest out-rightly.

Hence, his theory in conclusion, naturally leads him. And
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there is no escape from the conclusion that f(ixed rates of
interest are highly detrimental to the word progress. In
essence, all the theories of interest of the leading Western
economists have relingquishly depicted their loopholes and
defects, S50, we shall now consider the Islamic theory of
interest and show it’s superiority over the preceding

theories.

2.2 THE ISLAMIC JURISPRUDENCE VIEWS OVER INTEREST

The Holy Our’an and the Sunnah - the two fundamental
sources of Islamic law have strictly forbid interest for it’s
tyranny. The Holy Quran has laid down rather strict
injunctions with regards to interest on money. These
injunctions are repeated over and over with the same force and
emphasis. See the following Surahs. Suratu Rum XXX:39,

Nisa’i IV: 160-61, Al-Imran I1I: 130 and Bagarah 11: 275 - 79.

Despite the above verses, it’s unfortunate that some learned
Muslims, blinded by the superficial charm of the European
civilization are of the opinion that, what Islam prohibits is
usury and not interest. They opine that interest paid on
loans for investment in productive activities would not
contravene the law of the Holy Qur‘an for it refers only to
usury on non-productive loans which prevailed in pre-islamic

period. The time when people were not familiar with
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productive loans and their influence on economic development.

In this, the propounders of the theory would appear to have
overlooked that the lloly Qur‘an, the Ultimate of the bivine
message to human guidance, legyislates for all ages and that
God’s knowledge as embodied in it couldnt be substituted by
economic practice of interest on productive loans known to
this or any other age. In fact, the difference Dbetween
productive and the so called unproductive loans is a
difference of degree, not kind. However, calling usury or
riba by the name interest will not chanyge it’s character since
interest is nothing but an addition to the borrowed capital,

which is usury in both spirit and islamic code of law.

All the Jurists and most of the expounders of Qur’anic
exegesis, like Imam Tabari, Imam Zamakhshari, Tmam Al-Suyudi,
Imam Al-Baidawi and Imam Tbunl-Arabi, have discussed the
problem of interest within the legal parameters of the Riba
per-se. Imam Razi is the first person who has shed light on

this problem from the economic context.

According to Imam Razi, the word Riba means and indicate
"increase or addition. But it does not mean that every kind
of increase is unlawful. What is, however, illegalized is
that particular contract which the Arabs called ’Riba’. This

is exactly what they named Riba Nasi‘’a. What, therefore, has
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been declared illegal or unlawful in the Holy Our‘an is the
same Riba Nasi'a. 'The people of the Jahiliyyah according to
Imam Razi, used to advance their money and recover Riba
monthly without affecting the sum advanced. When the time for
settlement came, the principal amount lent was demanded and if
the debtor was unable to pay, the lender increased the amount
in his own favour and granted extension of time".'" This was

how the Arabs of the Jahiliyyah used to transact their lending

operations.

Imam Razi also remarks in connection with chapter 111: 130 (’0
you who believe! Devour not usury, boubled and multiplied; But
fear God; that you may (really) prosper) that, "in pagan days
when a sum of one hundred Dirhams were due to a person from
another and if the debtor did not pay off his debt before or
at the fixed time, the creditor would ask the debtor, to
affect a certain increase in the principal, in consideration
of which the creditor would grant his extension in the time of
repayment. Accordingly, many a times it so happened that if
the actual principal loaned out was one hundred Dirhams, it
was increased to two hundred. If again the debtor was unable
to pay after the expiry of the extended period, a similar
increase in addition to the principal is being made against
the debtor. This would go on for a number of periods, with
the result that the creditor receives double, trehle or even

four times the amount actually advanced.""
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In his remarks, Qadi (Nasiru-din) Al-Baidawi, while commenting
upon the above-mentioned verse (pur’an [L11:130) stated that:
"Taking double or treble interest means that, one should not
increase the principal advanced double or treble and it is
quite possible that the exact specification of (double and
treble) might have bheen in contemplation of the custom
prevailing. For these creditors demanded interest after
fixing the period: then they would go on increasing to the
principal in consideration of the time of extension allowed
for repayment. This would be repeated to such an extent that
the entire property of the debtor vanished on account of that

petty loan borrowed."'

A number of islamic jurists of great repute tried to define

Riba of the jahiliyyah.

according to Imam Al-mujahid ( Died 104 after Hijra )} "Riba of
the Jahiliyyah which God has forbidden,was that, if a person
owed a loan to another person he would say to him ‘1 would

give you so much if you grant mean extension of time "V

According to Imam extension (Died 119 after hijra) says: "in
the Jahiliyyah the Riba was that,when a person give a loan for
a specified period and that period expired, the lender would
ask the debtor Whether he would return the debt or increase

the amount? If he made the payment it would be
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accepted,otherwise the amount of the date would increase and

the debtor allowed an extension®'"

According to Imam Al-Tabari (Died 310 after hijra ),while
commenting on Riba verse in Suratul-Bakarah stated that:
"a debtor is called "MURB’ because he doubles the amount
of the debt. and in respect of the verse [11:130
prohibiting the charging of double or fourfold interest,
Kd says, on the Kd of Mujahid this was the Riba of the

Jahiliyyah""

Imam Yusif Al-Qaradawi, in his famous bcok *HALAL WAL-HARAM
FIL ISLAM: commenting on the verse 1IV:29 stated that, islam
blocks the way for anycne who tries to increase his capital
through lending on usury or interest [RIBA} weather it is at

a low or at high rate. [ pages 264-5 )

The strict prohibition of interest in Islam is a result of
it’s deep concern for the moral, social and economic welfare

of mankind.
Among the revealed religions Judaism prior to Islam had also

prohibited interest in the old Testament the following has

been stated:
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"If you lend money to any of my people with you who is
poor, you shall not be to him as a coreditor, neither

shall you require interest from him". (EXODUS 22:25)

In the Catholic Bible, Deuteronomy 19 RSV at page 172,

the following has been stated:

"You shall not lend upon interest to yaur
brother, interest on woney: virtual interest on anything
that is lent for interest. 'To a foreigner you may lend
bless you in all that the LORD, your God may bless you in
all that you undertake on the land which you are entering

to take possession of".

According to Imam Abu Hamid Muhammad Al-Ghazali, the gquestion
of interest arises only in two cases in transaction of cash
money, Gold and Silver and of foodstuffs. He asserted that

interest occurs in these two cases only under two conditians.

1. If sale is held on credit and not in cash that is,

not to hand in hand transaction and

2. If more in quantity is taken in 1lieu of less

guantity of the some kind of thing.

He further stated that, it is wunlawful to sell a fixed
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quantity of Gold or Silver for a fixed quantity of more gold
or silver on credit. So also, it is not lawful to receive in
cash the value of a certain thing, which is to be delivered in
future. Here three things are to be observed in case of Gold

and Silver,

a, Commercial coins in a great measure can not be
taken in key of less guantity of pure coins. This
kind of transaction is unlawful. And, an inferior
guantity of a thing cannot, be taken in lieu of a

good guantity of the same thing.

b. There is no fault in selling silvers to more
gquantity in lieu of gold of swall quantity because
they are of different kinds of things and not of

the same kind.

C. If gold and silver are fixed and the quantity of

each is not known, the transaction is not lawful.

In respect of FOODSTUFFS, Imam Al-Ghazali’s view is that, when
foodstuffs are of the same kinds it is lawful to exchange them
and the rules of the same kind of thing, are applicable in

this case.



2-3 THE POSITION OF INTEREST FROM PROPHETIC TRADITIONS

Furthermore, the justification over the prohibition of
interest (RIBA) could also be viewed through the following

prophetic traditions.

The prophet (S.A.W.) has condemned both the receiver and

the giver of usury. (IMAM AL-BUKHARI)

It is related by Ibn.Mas’ud that, the prophet (S5.A.W.)
condemned the receiver, the giver of Riba and also the witness
and scribe of the transaction: they are alike. (MUSLIM &

TIRMIDHI) .

It is related by Abbada b. Samit that the Messenger of
Allah (S.A.W.) said: "Gold for gold, silver for silver, wheat
for wheat, barley for barley, dates for dates, salt for salt,
like for like of equal measure, handful for handful, If there
is difference in kind, then sell as you please, if by handful

then by handful". (IMAM BUKHARI & MUSLIM).

It is related by Abu Sa‘id Al-Khudari (R.A.) that, the
Messenger of Allah said: "Sell not gold for gold except in
equal guantity, nor sell anything for the same thing in lesser

quantity nor sell silver for silver except in equal guantity:
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sell not anything for the same thing in lesser quantity: nor
sell anything present for that which is absent'. {TMAM AL-

BUKHART) .

Abu Sa‘’id Al-Khudari (R.A) relates from Abu Huraira
(R.A.) that, the prophet of God (S.A.W.) appointed a person
Governor of Khaibar. He krought select dates to the prophet
(S.A.W.), who asked: "Does Khaibar produce similar dates
throughout the land?" He said, "No. By God, we purchase onhe
Sa {measure} of this variety of dates in exchange for two sa’s
of another variety". Said the prophet (S.A.W.): "Do not do
so (again}; you should first sell these dates at the market
rate for money and then purchase with that amount superior

gquality of dates". (IMAM AL-BUKHARI)

Malik  1bn. Aws (R.A.) narrates, "When I wanted to
exchange one hundred dinar (Ashraffs). Talha B. Ubaid sent for
me. Then we discuss the pros and cons cof the transaction and
reached at a settlement; he then took the gold into his
possession and rose saying: "wait until my treasurer returns
from the public market". Umar (R.A.) who was listening to
this narration said: 0 . Malik bn. Aws (R.A.), I beseech
you in the Name of God (S§.W.A.) that you should not leave
Talha (R.A.} until you get from him the money, because the
prophet {S.A.W.) has said: "Selling gold for silver, or date

for date, is Riba, except when the exchange is from hand to
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hand". (IMAM AL-BUKHARI & MUSLIM).

It is related by Uthman (R.A.) who said: The prophet
(S.A.W.) said: "Do not sell one Dinar for two, nor one dirham

for two". (IMAM AL-BUKHARI).

It is related by Umar (R.A.) who said: The prophet
{(5.A.W.) said: "To sell gold for gold, wheat for wheat, dates
for dates and barley for barley 1is Riba except when the
transaction is made from hand to hand {(that is delivery is

effected on the spot)".

Abu Sa‘’id (R.A.) says that one day Bilal (R.A.) came to
the prophet (S.A.W.) with green variety of dates. The prophet
($.A.W.) engquired, "from where did you bring this?" Bilal
said: "We had dates of inferior guality: we have therefore,
given two sa’s of that guality in exchange for one sa of this
(superior) gquality with the object of presenting it to the
Noble prophet (S.A.W.). "On hearing this the prophet (S.A.W.)
exclaimed: "A wa, A wa! (expression of condemnation). This
is clear interest". Do not do so (again), rather, when you
wish to acquire dates of superior gquality first sell the dates
of inferior variety for money, and then with the produce of
the sale purchase dates of superior quality". ( IMAM  AL-

BUKHART) .



Abu Sa’id Al-Khudari (R.A.) says: We usually received
different varieties of dates. We sold two sa‘s of those
varieties in exchange for one sa of a superior guality. The
prophet (S.A.W.), thereupon enjoined upon us not to exchange
two Sa‘’as for one =za not to exchange one dirham for two

dirhams" (IMAM AL-BUKHARI) .

In the said traditions above, there are two hypothetical
cases of exchanging by measure not only silver and gold, but

also other things;

Firstly, the thing which are the objects of exchange,
belong to the same genus; for instance, silver for silver,
barley for barley. Such transactions, in order to be lawfully
effective demand that the commodities of exchange are of
similar quality and that delivery is effected on the spot. 1In
cases of credit or where the qguantity of the objects of
exchange differ; or when one of the two objects of exchange is
missing - in all such cases the transaction is unlawful and

prohibited.

Secondly, if both the objects of exchange are different
for instance, gold for silver, or wheat for barley or two
seers of dates in exchange for one seer of cheese or oil such
transactions are lawful provided delivery is effected on the

spot. Failing delivery on the spot, for instance to give
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wheat today in exchange for barley to be given on the

following day - this transaction amounts to interest,

In a nutshell, interest lies in exchanging commodities of
the same kind (or genus) in varying guantities,. 1f it is
desired to acquire superior commodity in place of an inferior
one of the same genus, it is necessary first that, that
inferior commedity be sold in exchange for another commodity
of a different kind and then with the commodity thus acquired,
obtain the desired superior commodity. This will not amount
to "interest" in so far as this latter exchange is between to
different commodities altogether. Where the commodities of
exchange differ in kind, it matters not if the quantities of

exchange vary.

It should alsoc be noted that, from the aforementioned
traditions, 1Islam prohibited exchanging of Silver, Gold,
Wheat, Barley dates or salt with a less or more guantities -
which are of the same kind. However, this prohibition does
not apply where the two commodities of exchange vary in kind,
in such cases it is permissibfle to sell a smaller quantity of
one commodity in exchange for a larger or even equal quantity
of another commodity, provided always that the sale is not on
credit and delivery of the commodities is effected on the

spot.



One may be pertinent to ask, whether the above mentioned
principle applies only to the six (6) commodities (ie Gold,
Silver, Dates, Weath, Barley and Salt) which are specially
mentioned or whether it applies to all. In respect of this

there is difference of opinion between the Ulama.

According to one group Riba transaction applies only to
these six (6) commodities mentioned in the traditions; While
the second view of another group of Ulama is that, Riba
regulation applies to all those commodities which are measured
by measure cor weight. Even in this case also there is
difference of opinion amongst jurists, for instance, Shah

Abdul-Haqq remarks in Ashi’atul-lomc'at that:

"It must be carefully noted that these six (6)
commodities alone are mentioned in tradition, although,
jurists have extended the cperation of the Riba
regulations to other commodities by more analogous
reasoning, for instance, all cereal coins. They have
also tried to explain why they have extended the
operation of Riba regulations to each one of the coins.
But those who attach importance to the ‘letters’ of the
law and who do not believe in ‘analogy’ consider Riba

regulations not to others over and above these six.

However, this was a great fallacy on their part. The
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In the Holy Quran-things of certain type are governed by
certain principles from which a facit understanding or
implication arises that matters which are analogous to those
matters, concerning which the above-mentioned principles are
also to be applied in those analogous cases. If, therefore,
a principle is found in the lloly Quran, and another agreeing
with it in the traditions, then it must, be taken for granted
that the same meaning is implied in the Holy Qur’an (for

traditions only clarify the ambiguities).

The lloly Qur‘an declared interest unltawful while it was
a custom of the pagans times that a later debt canceled the
previous one only that creditor would say: ‘the debt is
discharged pay me my interest’. The prophet (S.A.W.) also
illegalised this interest and said: "And the interest of the

pagan times has been abolished".

Imam Al-Bukhari, while commenting on the verse (Qur‘an

I1:278) which says:

"o you who believe! fear God, and give up what remains of
your demand for usury, if you are indeed Believers") lIbn.
Abbas said that this was the last verse which was revealed
upon the prophet (S.A.W.}. It is also related by Umar Ibn.
Khattab (R.A.) who said: "The last to be revealed was the

verse of usury and the prophet (S.A.W.} expired without



explanining it to us. Therefore give up usury or anything-
resembling it". Because of the different opinions in respect
of the last verse revealed to the prophet (8.A.W.). Muslim
scholars have identify and attach certain verses, to be the
last verse to be revealed in connection with individual
injunction mentioned in the Holy Qur‘an. So, with regards to
the issue on RIBA, the verse (QUR’'AN II1:278) was the last

verse revealed to the beloved prophet (S.A.W.).

Moreover, the prophet (S5.A.W.) declared war on usury and
those who deal in it, he |u.i|.frw] Oout it’s dangers to the

society saying:

"When usury and forfiication appear in a community the
people of that community render themselves deserving of

the punishment of Allah (S.A.W.}".

It has come down from Jabir (R.A.) who said: The
nessenger of Allah (S5.A.W.), cursed the devourer of usury as
also it’s giver the scribe of the deed and the witnesses to it
and said: They are like (in the degree of sin). (I1MAM

MUSULIM)

From Abdullah b. Hanzalah, who was (on his death) washed
by the Angles, who said that the Messenger of Allah (5.A.W.)

said: A dirham which one consciously devours is thirty~-six

[ ]
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(36) time worse than fornication. Baihaqi has narrated the
same tradition in his Shubul-imam from Ibn. Abbas, has added
this much that the prophet (5.A.W.) said: "One whose flesh
fattened on account of an unlawful thing he is most fitted for

the fire, (IMAM AHMAD, DARUQAINI)

Also from Abu Huraira (R.A.) who said: the prophet
(5.A.W.) said: "On the Night of Elevation, 1 passed by a
people whose stomachs resembled houses full of snakes from
which snakes could be seen coming out. 1 enguired who they
were? Jibra’il said: There are devourers of usury". (IMAM

AHMAD IBN. MAJAH) .

Indeed, in another Hadith reported by Imam Ahmad, Abu
Dawud, Al-Nisa’i, Ibn. Majah and Tirnidhi (who calls it sound

Hadith) the prophet (S5.A.W.) said:

"Allah has cursed the one who takes interest, the one who
pays it, the one who writes the contract, and the one who

witnesses the contract".

Nevertheless, more information regarding Al-Riba
transactions could be found in TAFSIRS under the verses
connected with Riba; but in respect of collections ol
traditions, this information is usually given under the

caption "Kitabul Buyu" and Bubun-Riba",



2~4 THE_POSITION OF INTEREST FROM THE HOLY QUR’AN

Islam’s attitude to interest is clear and Unambiguous.
The relevant verses of the Qur’an leave us in no JOTA of doubt
about it. But, still the average Muslim, sandwiches as he is
between the cclossal ignorance of our Religious leaders and
bewildering economic problems of the world, has very often
lost his hold on Islamic principles as well as their economic

implications.

The Holy Qur’an has laid down rather strict injunctions
with regard to interest on money. These injunctions are
repeated over with the =same force and emphasis. 1t may be
pointed out in the connection that the Qur’anic orders were
first issued In a general manner, but fuller details were
issued later. this was exactly the way in which commandments
for Jihad were issued, that is stage after stage. This fact
would become extremely clear if we compare closely (and
scrutinize) the Meccan verses with those revealed at Medina
keeping in view this principle of gradual or step by step
revelation. It is thus c¢learly stated in the loly Qur’an

concerning the prohibition of interest.

1. Receiving interest is a peculiar characteristic of
the Jews, who devour others property unlawfully.

{see iv:160)

57



2. Thereafter Muslims were forbidden to receive
compound interest: ‘0 you who believe do not devour

compound interest’ (see I11:130).

3. After this has been accomplished the Divine Law =
Giver thought it fit to prohibit all sorts of
interest dealings. Allah (S N.)  permitted

trading and forbidden usury. (see 11:275).

It should be noted that, there is a consensus of opinion,
both horizontally and vertically in terms of time amony the
Muslims that both the simple as well as the compound interest
fell within the Qur‘anic definition of Riba. HNot as assume by
few individual Muslims that simple interest 1is not the
Qur‘anic Riba. Absolutely, this view is not tenable. And any
attempt to exclude simple interest from the ambit of Qur‘/anic

Riba is a clear manifestation of spiritual suicide.

Despite the above, some Muslims still establish their
argument based on suratul~Rum (xxx:39) in order to silence the
prohibition of dealings in Riba. Absolutely these people are
wrong. The verse which reads; "That which you lay out for
increase through the property of (other) pecple, will have no
increase with God. But that which you lay out for charity,
seeking the countenance of God, (will increase): 1t is these

who will get a recompense multiplied" (xxx:39) was revealed
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-

before Hijrah. While suratul-Al-Imran (11{:130) which states:

"G you who believe! Devour not usury doubling and
yuadrupling..." was revealed in the third and fourth year

of Hijrah.

Moreover, in suratul-Bagarah (I1:27%) it has a been

stated categorically that:

"Allah permits BAI (saleftrading} and forbid Riba
(interest)", and also the subsequent verse of Al-Bagarah
concerning Riba were revealed several years later during
the last days of the Holy prophet (S.A.W.) after the

conquest of Makkah. !

Hence, verse 275 of Al-Bagarah which clearly outlaws Riba
takes the operational precedence over the previous verses, for
being a latter revelation. This had been the general pattern
of Qur‘anic revelation about important matters that
injunctions were given in a only stated that money laid at
interest did not increase with Allah. Then the believers were
told net to devour usury doubling and guadrupling. Thereafter
distinction was drawn between BAI (trade) and RIRA (interest)
and it’s consequences were explained. Later Riba was made
unlawful and the believers were commanded to yive up what

remained of Riba. Annually, a warning of painful chastisement
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was given to those who continued to indulged in Riba.

The chronological order mentioned above is also confirmed hy
simple logic. The verse which clearly forbids Riba (interest)
could not have been revealed before the verse which stated:
"Devour not usury doubling, and quadrupling® as it would thave
meant that after forbidding Riba unconditionally the same was
again permitted if it was not doubled or quadrupled. There is
no doubt that Riba forbidden by Allah (S.W.A.) iIn respective

of the fact whether it is simple or compound.

Let us now sece what are those injunctions of the Holy Qur’an
on this point. "Those who devour usury will not stand except
as stands one whom the evil one by his touch hath driven to
madness. That is because they say; Trade is like usury." But
God hath permitted trade and forbidden usury. Those who after
receiving

direction from their Lord, desist, shall be pardoned for the
past, their case is for God {to judye): But those who repeat
{the offence) are companions of the Fire; they will abide
therein (forever)." Qurfan IT:275 God will deprive usury of
all blessing,but will give increase for deods  of  charity
for the loveth not creatures ungrateful and wicked.” Qut’an

I1:276,

Later the Holy Qur’an has warned the swallowers of usury with

6o



such a force and rigour that it is not be found in the case of
other sins and fault. The words of the Holy Qurfan in this

connection are characteristic:

"0 you who believe! observe your duty to Allah (S.A.W.)
and give up what remains of your demand for usury, if you are

indeed believers." Qur‘an II:278.

"If you do it not, take notice of War from God and His
Apostle, but if you turn back, you shall have your capital
sums, deal net unjustly and you shall not be dealt will
unjustly." Qurfan I11:279,. lowever, "If the debtor is in
difficulty, grant him time till it is easy for hin to repay,
but if you remit it by way of charity, that is best for you if

you only knew." Chapter I1:280.

Before the advent of Islam it was customary in Arabia to
charge compound interest on all debts. The Holy Qurfan
prohibited this practice in clear and unequivocal terms. For

instance Allah (S.A.W.)} stated:

"0 you who believe! Devour not usury, doubling and
gquadrupling (the sum lent): observe your duty to Allah
(S.A.W.) that you may be successful." (Al-lmran 1l:130)

Moreover, it has been clearly pointed out that such
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transactions will not elevate their rinancial condition, but

will lead them to the same state to which the jews were led

"for the inequity of the jews we made unlawful for them
certain (foods} good and wholesome which had been lawflul
for them, in that they hindered many from God’s way."
"That they look usury though they were forbidden, and
that they devoured nmen’s substance wrongfully, we have
prepared for those among-them who reject faith a grievous

punishment." (iv:160 & 161)
Again in suratul - Run; it is stated:

"That which.you lay out for increase through the property
of {other) pecple, will have no increase with God: But
that which vyou tlay out for charity, seeking the
countenance of God, (will increase), it is these who will
get is recompense multiplied) (xxx:39) Let us now examine
the injunction of the Holy Qur’an where it categorically
stated in chapter I1:278-80. "0 you who believe! f{ear
God and give up what remains of your demand for usury, if
you are indeed believers.," If you do it not take notice
of War from God and His Apostle, but if you turn back,
you shall not be dealt with unjustly.”" "L{ a debtor is
in a difficulty, grant him time till it is easy for him

to repay but if you remit it by way of charity that is
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best for you if you only knew."

From the above verse conclusion of fundamental nature can
be drawn for elucidation purpose or for meeting a deficit in
income and expenditure or whether the lender or borrower is an
individual corporation or a government. Nevertheless, there
is an indication in the verse 280 in chapter III that when the
loan was contracted by the borrower the circumstances were not
had. Now when the borrower is in want, the lender is beiny
asked to allow him time and even beiny suggested to forego the
debt by way of charity. lad the circumstances of the borrower
been bad at the time of contracting, the loan the lender would
have been asked to give the amount by way of charity instead
of a leoan. It proves that the prohibition of interest (being
an addition in the principal sum) in a transaction of loan it

is absolute and admit the exceptions.

"Here 1is a plain statement to Men of guidance and
instruection to those who fear Geod." (111:128).

"Ts the Man who follows the good pleasure ol God like-
the Man whe draws on himself the wrath of God, and whose-
abode is in Hell: A woeful refuge!" They are in varying
grades in the sight of God, and God sees well all that
they deo." (III:162 & 163) God did confer a great favour
on the believers when He sent among then an Apostle from

among themselves, rehearsing into them the signs of God
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-

sanctifying them unto them the signs and instructing them
in scripture and wisdom while, before that they had been

in manifest error." (111:164})

Some important doctrines in respect of verse on usury aught to
be noted. Firstly, if one repents and turns back from
dealings in riba, he is allowed to have his principal sum
while he was asked to forego the amount of Riba that was
owing, this by deduction defines Riba as any additional
amount to the pringipal sum in a transaction of loan.

Secondly and also dealings on this basis is a condition of

really beiny a believer. the verse 278 in chapter 11 Iis
address to the believers and ends with the words. "If you are
really believers’" 1t highlights the sacrifices involved in

foregoing the amount of interest owing and also the future
dealiny on interest which explains why it has been made a test
for a being real believer. Thirdly; continuing dealings on
the basis of interest amounts to provoking War from Allab and

His Messenger.

And to be in a state of War from Allah and His Messenger and
remaining a believer at the same time is not reconcilable.
The two positions seen mutually exclusive. On this analogyy
many jurists consider dealings on interest a crime fit for
capital punishment. Fourthly, the prohibition of interest is

categorical and without any exception. And no distinction is

64



made as to whether the Joan is contracted for a productive or

for a consumption purpose.
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CHAPTER TIREL

3-1 CONCEPT DEFINITION

Riba/interest/or usury is defined as a fixed return for
the use of money. And it is always prohibited whether it
results from the "Loans of Gold and Silver" or economic credit
the creature of modern banking and finance. In otherwords
Riba is undue profit made, not in the way of legitimate trade,
but of loans of Gold and Silver and necessary articles of
food:- such as wheat, Barley, Dates and Salt (according to the

list mentioned by the lloly Prophet (S8.A.W.).!

it should be noted that Ribafor interest lies in exchanging
commodities of the same Kind (or genus) in varying quantities.
If it is desired to acquire superior commodity in place of an
inferior one of the same genus; it is necessary first, what,
that inferior commodity be sold in exchange for anocther
commodity of a different kind and then with the commodity thus
acquired obtain the desired superior commodity. This will not
amount to interest in sco far as this latter exchange is
between two different commodities altogether. And where the
commodities of exchange differ in kind, it matters not if the
quantities of exchange vary. In essence Islam prohibited
exchanging of Silver, Gold, Wheat, Barley, Dates or Salt with

a less or more quantities - which are of the same kind.
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However, this prohibition does not apply where the two
commodities of exchange vary in kind, in such cases it is
permissible to sell a smaller quantity or even equal gquantity
in exchange for a larger or even egqual guantity of another
commodity, provided always that the sale is not on credit and

delivery of the commodities is effected on the spot.

3-2 CLASSIFICATION OF RIBA

For the purpose of this, thesis two major types will be
discuss here, And these are: (A) Riba Nasi’a and (B} Riba
Fadl

(A} RIBA NASBI'A: (Is the same with what was prevalent

in the pagan time or days). It is a commercial
transaction in which a creditor advanced a certain
loan, on which he (ie. the creditor) exacted ghis
interest every month and the initial principal and
advanced remaining intact. Then after the expiry
of the fixed time he would demand his dues from the
debtors. If the latter were unable to pay, a
certain additions is made to the principal in
consideration of the "costing time" allowed for
repayment. Of course, this is what is prevailing
in the prevailing modern banking system. o fact,
the above is contrary to the dictates ol the Holy

Qur‘’an where Allah (S.A.W.) said:
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3-1-3

(B)

"If the debtor is in difficulty, yrant him
time till it is easy for him to repay, but if
you remit by way of charity that is best for

you if you only known. (11:280})

RIBA FADL: This involves the exchange of the kinds
or those kinds which resemble each other. In this
respect, the debtor gives addition in kind, that is
Weat for Wheat, Barley for Barley etc. It is
related by Abu Said Al-Khudari that the Messenger

of Allah (S5.A.W.) said:

"Sell not Gold for gold except in egual
quantity nor sell anything, nor sell silver
for silver except in egual quantity: sell not
anything for the same thing in lesser quantity
nor sell anything present for that which 1is

absent" (IMAM AL-BUKHARI)

THE IMPLICATIONS OF RIBA/INTEREST

It is an established fact that interest ~ based loans not

only cripple the borrowers but also demoralise the lenders

because it lacks financial blessings spiritually.

Seae lloly

Qur'an chapter II verse 276 where Allah (S.A.W.) says:
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"Allah will deprive usury of all Blessiny R ",
(I11:276) .
It is reported that, in india, a cultivator is born in

debt, lives in debt and dies in debt".’

Sir Maclean Loya Darling in his book remarks that;

"The interest paid by the cultivators in the Punjab is
twice the amount of the total and revenue payments,
Comparing, the poverty of the punjab and the prosperity
of the money-lenders, he observes that, in every village

the best house usually belongs to the money-lenders®.’

Nigeria is a shining example of the victims of the abomination
of "Usury/Riba". The Nigerian economy has been caught in the
debt trap of foreign creditors. The country was induced into
the international borrowing or lending arena when the first,
DUMBO Loan of U.S, (%1 billion) cone billion Dollars was taken.
Nevertheless the debt (which was only about U.S. $2 billion by
October, 1979) had risen to U.S5. $11 billion by 1983 and
without any significant additional borrowing, the outstanding
foreign debt against Nigeria has risen to over U.S. $35
billion in 1991. The cause for this being the tragic policy
change which adopted debt Re-scheduling instead of debt
repayment as the country’s policy from 1984 to the end of
1985. And it should be noted that, debt Re-scheduling simply

implied to periodic negotiation which always result in the
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capitalization of unpaid interest charges and postponing the
date for repayment to further periods in the future. The fate

of this situation is perpetual poverty and economic bandage.

Most of the capitalist countries (in fact, all, with the
exception of Japan) are ruled economically by the jews whose
scheme when they perverted the true teachings of Prophet Musa
(Alaihis-Salaam) was to lend to foreigners upon interest so
that: "........the Lord your God will bless you as lle promised
you, and you shall lend to many nations, but you shall not
borrow, and you shall rule over many nations, but they shall
not rule over you". The scheme of the Jews has succeeded and
Nigerians as well many other people in the world are suffering
the consequences of their rejection of the Jleadership that

respected Allah (S.A.W.) saying that:

"Allah hath cursed usury ........(11:276) as well as the
following verse:

"0 you who believe! observe your duty to Allah, and give
what remains from usury, if you are (in truth) believes."
(11:278).

"And if you do not, then be warned of War (against you)

from Allah and His Messenger".
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1-2 THE WISDOM BEHIND PROHIBITION OF RIBA

The strict prohibition of interest in Islam is a result
of it’s deep concern for the moral, social and economic
welfare of mankind. Islam scholars have given sound arguments

buttressing the ratjonale behind prohibition of interest,

In his Tafsir (of the Holy Qur’an) Imam Al-Razi have raise the
following arguments; in respect of social, economic and moral

aspect of life.

(A) SOCIAL ASPECT: In this aspect the lender is very
likely to be wealthy and the borrower poor. It
interest is allowed, the rich will exploit the
poor, and this is againat the spirit of mercy and

charity.

(B) ECONOMIC ASPECT: In this context, the taking of
interest could implied to appropriating another
person’s property without giving him anything in
exchange, because one who lends one Dirham for two
Dirhams get the extra Dirham for nothing. HNow, a
man’s property is for (the purpose of) fulfilling
his needs and it has great sanctity. According to

a Hadith:
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"A man’s property is as sacred as his blood".®

This implies that taking it from him without giving him

something in exchange is haram.

Nevertheless, people’s efforts to work in order to earn money
is deterred as a result of their dependence on interest.
Since the person with birhams can earn in advance or at a
later date without working for it. The value of the work will
consequently be reduced in his estimation and bhe will not
bother to take the trouble of running a business, or risking
his money in trade or industry. However, this will lead to
depriving people of benefits of marketing and the business
world can not operate without industries, trade and commerce,

building and construction, all of which need capital at risk.

(C) MORAL ASPECT: Imam Al-Razi argued that, permitting
the taking of interest discourages people from
doing good to one another, as is required by Islam.
If interest is prohibited in a society, people will
lead to each other with Goodwill expecting back no
more than what they have loaned, while if interest
is made permissible the needy person will be
required to pay back more on locans (than he has
borrowed) consequently, weakening his feelinhgs of

Goodwill and friendliness towards the lender.
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3-3 THE PERMISSIBLE FORMS OF TRANSACTION

In disallowing interest and permitting profit, the
shariah has developed some specific forms of business
transactions. And for the purpose of this thesis we are to
look into the most two common Islamic enterprise; viz:

(i) Vv (ii) Musharaka. These are Islamic business oriented
aimed at earning profit without charging interest; their

details are discuss in the next chapter.

V traditionally has been applied to commercial activities of
short duration. Wwhile Musharaka on the otherhand, is a foumn
of business arrangement in which a number of partners pool
their financial capital to undertake a commercial industrial
enterprise of Ionyer duration. The profit sharing
arrangements may be applied either to the whole enterprise
where each partner takes and equity position or to a
particular line of activity within an enterprise, that is they
can have either whole-firm or project specific orientation.
In the Islamic profit sharing arrangement, while the profit is
shared between the agent-enterpreneur and the owner of
financial capital based on a predetermined share parameter,
the financial loss is borne only by the owners of the [unds
and not the enterpreneur. Since human capital (as
representative of present work and effort) in this arrangement

shares egqual status with financial capital (as representative
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of X past labour and work) the agent enterpreneur losses his

time effort and labour, but nothing more.

1. See chapter two for the prophetic traditions,

2. BUKHARI :Kitabul buyu

¥, Report of the Royal Commission on DX. in India.

4. DARLING M.L., The punjab peasants in prosperity & debt,

Oxford University Press.

5. Transmitted by Abu-Na’eem in Al-Hadith,

AL-FAKHAR AL-DEEN AL-RAZI1, Tafsir Vol.7, page 4
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CHAPTER FOUR

ISLAMIC ALTERNATIVE TO INTEREST

(MODARIBAH & MUSHARAKAH)

The areas of money, banking and investment are regarded
as crucial to the process of Islamization of the economy.
Modern banking, based on interest and biased in favour of the
capitalists; and the rich and well to do, is rejected as un-
Islamic because of the unequivocal prohibition of Riba bv the
Holy Quran (See Chapter 11:27%-279). And the consensus of
Muslim Jurists interpreted it, as covering all kinds of
interest, usurious or otherwise irrespective of the nature and
function of the loan. Nevertheless, the Islamic emphasis on
co-operation as the key concept in economic life has led to
reliance on profit-sharing and participation as the
alternative issues for banking and investments in-the Islamic

framework.

4.1 CONCEPT DEFINITION OF PMODARIBAR

Classically, Qirad or Mugarada is an arrangement in which
one or more parties provide capital and the other party/or
parties constitute their skills and labour. Profits are share

in pre-agreed proportion of their capital contributions.

In otherwords, "t implies to a business in which a person
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participates with his money and another with his efforts and
skills or both his efforts and skills and shall include unit
Trust and Mutual (funds by whatever name called".' 1In this
respect the active partner is called Qarid because he is the
one who travels and trade. "It is also possible that both the
owner of the capital and the active partner are called Mudarib
as both shared the profits with each other".’ Historically,
Madarabah or Qirad was widely practiced in the pre-Islamic era
as a form of partnership. The Makkans were depending on
commerce for their likelihood, and those who could not
exercise commerce by themselves, travelling long distances and
leaving their homes for long periods used to give capital to
those able and willing to trade against a certain percentage

of net profit.
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L« NAWAZISH ALIU ZAIDI, Elimination of intetrest from banks
in pakistan page 148

2 KHURSHID AHMAD, studies in islamic economics, page 60

4.2 _ QIRAD IN ISLAMIC - JURISPRUDENCE

Of the four well known schools of Islamic Jurisprudence the
Malik  and Bambali accept V as a variant form of SHIRKAH
(i.e. partnership). The Hannafi Jurists also legitimized some

from of V that bear close similarity to SHIRKAH in practice,

Shirkah (i.e. partnership) is used here in the sense of what
the Hannafi Jurist term as Shirkat-Inan.' The Hambali and the
Shafi’i Jurists also use the same term in this sense, while
Jurists of the Maliki school use the term Shirkat-Mufawada to
carry this meaning. for the purpose of our analysis, when we
mentioned shirkah we mean the contract term shirkat-inan by
Jurists of the Hannafi school and Shirkat-Mufawada by those

belonging to the Maliki school.

However, Shirkah implies to the participation of two or more
persons in a certain business with defined amounts of capital
according to a contract for jointly carrying out a business
and for sharing profit and less in specified proportions. It
should be recall that, in mudarabah business one party

provides capital and the other utilizes it for business
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purpose under the agreement that profit from the business will
be shared according to a specified preparation. And it is
important to note that, under V the party that provides the
Merchandise and the party that engage in business may each
comprise many persons i.e. the capital may be provided by
several persons and the business may be carried out by several
other persons. Alternatively, capital may belong to one party
and the party that utilizes it in business may be many or
again, several persons may pool their capital while one person
uses it for carrying on business. All these terms are

considered as legitimate by the Shariah.'

Under Shirkah (i.e. partnership) it is not necessary for every
party to enter into practical transaction, although none can
be formally excluded from active participation., In principle,
every party has the right to participate through in practice
he may not.' And by mutual consensus it is possible that
capital is provided by a few persons and the business carried
out by one or more persons or that capital is provided by one
person and business is carried out by many persons jointly,

including the person providing the capital.

According to Zahiriyyah, Qirad compose of cash money, which is
the capital. If the owner of the capital wants to give the
active partner (Al-Mugarid) goods instead of cash money he

must specifically ask him to first sell these goods and
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utilize the proceeds of sale in this Qirad., Ibn. Hazam claims

that there is unanimity on this view,

I AL-KHAFFI1, page 65: and his sources is from the Hannaf i,

Shafi’i and Hambali jurisprudence,

2. KASANI. Vol. 6 page 57

According to Hannafi, participation of the owner ol the
capital must be in coins, while they disagree about the
validity of the contract if this participation is in non-

minted Silver and Gold.

As for going goods as participation, they claim that his

vitiates the Qirad and makes it void,

Hanbalites and Shafi‘ites are of the opinion that
participation must be by means of a definite amount of minted
coins, while the contract is vitiated if participation takes
the shape of either non-minted gold and silver or any other

goods.

Malikites are divided among themselves about the validity of

goods as capital for Qirad/V, some agree and some object.
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Ibn. Qudamah, an eminent exponent, states that:
"Qirad is wvalid if the sale scribe capital is
determined, whether it is coined or precious metals

or goods".

He supports his view by the views of Abu-Bikr, Abu al-Khattab,

talile  Ibn. Abi Layla, Tawus, Imam Al-Awza’i and Ibn.Abi

SBuleman. These justify their opinion on the plea that:

"the main objective of V which is a sort of
association, is that both parties dispose of both
capital and labour and participate in the profit
earned by the partnership. And such profit-5Sharing
takes place whether the capital is in money or

goods".

The idea behind forbidding Qirad unless the participated
capital is in coins, gold and silver is that, the trading
capital must be unequivocally determined so that every partner
can assess his share in profits in accordance with his
participation in the partnership. This is quite an acceptable
logic, it was adopted by those who allowed goods as capital,
provided that the owner of the capital asks his partner to

sell the goods, determines their price and uses the some as

capital.
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According to Imam Al-Shawkani, OQirad is one form of
association where all sorts of participation are allowed.
Consequently, if any one claims that the prescribed capital in
Qirad can only be in cash money he must produce evidence to
support his claim. Al-Shawkani came to the same conclusion,
i.e. any goods if determined value can be subscribed as
capital in V. He, however, based his judgement mainly on the
Balih Hadith, quoted in Al=-Bukhari on the authority of Jabir
ibn. Abdullah where the Prophet (S8.A.W) sent on expedition of
300 soldiers under the command of Abu Ubaidah Ibn. Al-Jarrah
in the direction of the sea-share. 1 was one among them. On
our way, the expedition’s supplies were exhausted, Abu
Ubaidah gave an order to collect all supplies with the
soldiers which supplies totalled two Mizwad’s of dates. He
stated rationing them among us till they came almost to an end
and he began distributing them one by one. 1 asked him what
one date could help and he answered that it was something

instead of nothing".

(Imam Al-Bukhari) Imam Al-Shawkani also referred inplicitly to

‘Asha‘arriyyin Hadith’ where the Holy Prophelt (8.A.W) said:

"If the Asha’arriyin went far for conquest or if
their fortunes in Medina dwindled, they anused
whatever they had in one bag and divided it equally

amonyg them, so they belong to me and belong to
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them".

In his personal opinion Imam Al-Shawkani stated that, the
analogy is relevant because Qirad is different than such
benevolent voluntary cooperation. 1In this respect, he remarks
that, these is no act if agreement between capital and labour
to enter into partnership for yam, and the objective is quite
different. 1In essence, the whole idea of any gain or trading

association is completely absent in the aforementioned Hadith.

There is also a different of opinion about whether the acts of
V would be valid or not if the Mudarib or the active party
subscribed any amount of money (or gqoods) over and above Lhe
subscription or the capitalist (i.e. the owner of the

capital).

In his views the author of "studies in Islamic Economics,
Khurshid Ahmadu stated thal; the essence of Qirad is that the
capitalist enters into association with an active partner in
an enterprise whereby the first gets a share 1f the profits
(positive or negative) earned by the capital of the first and
the work of the second. S0 there is nothing that stands
against contributing capital goods or in precious metals, as
long as the value of goods is well determined at the time of
concluding the act of Qirad. Nor is it against any Islamic

rule that the Mudarib would subscribe a fixed amount ol
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capital (again in money or in goods) in which case

he would

naturally be entitled to a higher stake in the partnership.

4.3 MODARIBAH IN THE HOLY QURAN AND SUNNAH

Modaribah or Qirad is not mentioned in the Holy Quran by name.

However, the verses legitimizing or recommending

economic

activities in general and trade in particular covers V by

implication. Attention is especially drawn to the

verses:

following

"O you who believe! Eat not up your property among

yourselves in vanities; but there is among

traffic and trade by mutual goodwill. Nor kill

you

(or

destroy) yourselves; for verify God hath been to

you Most Merciful!"

(1V:29)
Likewise in the suratul-Bagarah
(Quran IX:275) the Holy Quran stated:
B o ® i But  God hath permitted trade

forbidden usury". "It is no crime in you if
seek of the bounty of your lord

(during pilgrimage)"™ . I11:198"
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Since trade is for profit, legitimizing trade means
legitimizing profit. If it is legitimate to earn a profit, it
should also be legitimate to earn a share out of it. Income
through trade and industry is included in the meaning of the

term bounty (FADL) in the following verses:

N E e others travelling through the land,
seeking of God’s bounty"

(LXXII1:20 i.e. 73:20)

Hence, men are exalted to co-operate for good cause, and
profit-sharing appears to be well-qualified in this regard
(Al-Ahlawi Vol.2 Page 116) that brings Modaraba within the

purview of verse 11 in the Suratul-Ma’idah (V:2).

Profit-sharing between the superior of money capital and the
one actually using it in business was being practiced in
Arabia and elsewhere in the eve of Islam. The Prophet
S5.A.W.) endorsed this practice. He had personally engaged in
it before he attained Prophethood ' And this practice
continued after the Prophet (S5.A.W)". More relevant traditions

and precedents are quoted below:

The Prophet (8.A.W) had entered into a partnership with 8a’id
at Makkah. When he met him at Medina he recoliected the

incident and mentioned it with approval. (See Al-Sarakhsi
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Vol.I11 page 151).

It is reported from the Prophet (S.A.W) that God (S.W.A)
affirms that until one of the two parties breaks the trust, 1
remain their third partner. (See ABU-DAWUD’S SUNAN; Kitabul-
Buyu Babu shirkah). The same tradition has also been reported

by HAKIM and BAIHAQI, also one can refer to Al-Madani.

It is also reported that, a man came to the loly Prophet

(S.A.W.) and said:

"T work at the market and my partner engages
himself in prayers in the Mosque: The Prophet
(8.A.W.) remarked, ‘probably the prosperity of your

business is due to his fact’.

The Prophet (58.A.W.) is reported to have said:

"Phat Man who is bringing up three daughters i like
a prisoner; O slaves of Allah, do Modaribah with
that Man, lend him* "

Uthman practiced Modaribah (See AL-SARAKHST Vol.?2

Page 18).

Abbas bn.Abdul-Muttalib (R.A.) engaged in Mudarabah, deals
with certain conditions when the Holy Prophet (S5.A.W) came to

know of it, he expressed his approval."
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Hakim ibn. Hizam {R.A.) was also engaged in Modaribah with the

same conditions.V

Abu Na‘im reports thalt the prophet before attaining
prophethood went to Syria for trade with Khadiza’s merchandize

on the basis of profit-sharing : (See AL-KHAFIF).

Ibn, Majah reports the Prophet (S5.A.W) to have remarked:
"prosperity lies in Modaribah",

(See Al-Khafif)

Qagim bn. Muhammad reports that we had deposited some of our
savings with Aisha (R.A.) who lent-them out on Modaraba for
business purposes. Likewise Umar (R.A.) concluded a Modaribah
contract with Zaid bn. Khulaida and has also concluded a
Modaribah contract on behalf of the Baitul-Mal (See IMAM
EXTENSION, Kitabul Qirad). It is also reported of him that he
gave out the saving of the orphans on Modaraba for business
purposes in order that these savings might grow. (See Al-

SARAKHSEI Vol.22 P.18)

4.3.1 MODARIBAH IN ISLAMIC HISTORY

Profit-sharing continued to be practiced throughout
Islamic history. This is evidenced by the ract that all the

compendiums of Islamic law compiled during the second century
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onwards, till date, denote a section or chapter to Modaribah
or Qirad along with other forms of sharing. Historians home
recorded numerous instances of Modaribah contracts, some are

given below:

The renowned scholar Sheikh Safyan Al-Thauri (Died 126 after
Hijrah) traveled to Yemen with four thousands Dinars (4,000

Dinars) on V basis (see Al-Dhauabi: Vol.7 page 277).

buring the reign of Abbasid, caliph Mansur (136-15% after
Hijrah), a man named Yasar bn. Mahduj entered into Modaribah
with his brother-in-law, Siraj, and made a business trip to

china, making good profits. (See Waki:Vol.?2 Pages 8]1-82).

balaj (Died 351 after Hijrah) a noted scholar as well as a
prosperous trader of Baghadad owned much of his prosperity of
money given to him on Modaribah basis by another businessman,

(See AL-DHAHABI, Vol.16, page 341).

1. NAWAZISH ALI ZAID1, Elimination of interest from Banks in

Pakistan Page 148,

2 KHURSHID AHMAD, Studies in Islamic Economics, Page 60,

3. Kasani, Vol.6 Page, 57.

4. AL-KHAFFI, Page 65: and his sources is from Hanafi,
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‘-).

6.

Q.

10.

11,

Maliki, Shafi’i and Hambali Jurisprudence.

AL-KHAFFI, pages 42-44: and his sources is (rom Hanafi,

Maliki, Shafi’i and Hambali Jurisprudence.

See Appendix 219 for Commentary in the Glorious Qur‘an

by: ABDULLAHI YUSUF ALI.

IBN-HISHAM: Pages 187-88 and AL-ZARQANI; Vol.3, Page 345

and ZARAKHSI; Vol.22, Page 18-19.

IMAM EXTENSION: Kitabul-Qirad, IBN. SA’1D; Vol.3 Page 60O,

AL-BAIHAQL; Vol.6, Page 3 and AL-SHAUKANI; Vol.3 Page

282.

AL-SARAKHIS Vol.22, paye 18.

Ibid at page 19.

AL=SARAKHST: Vol.22, Page 18

Ibid at page 19.
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CHAPTER FIVE

DATA PRESENTATION AND ANALYSIS

ISLAMIC BANKING: A GLOBAL MOVEMENT

The establishment of Islamic development bank led the way for
introducing Islamic principles in commercial banking and a few
institutions based on these principles were set up during
1977. As a tribute to his role in establishing the islamic
development bank some of Islamic banks were named after King
Faisal. ‘These includes the Islamic bank of Jordan, lslamic
bank of sudan, Faisal Islamic bank of Egypt, Kuwait Finance

House, the Islamic bank of Bahrain and Dubai Islamic bank.
Nevertheless, for the purpecse of this project the researcher
is to consider Pakistan and the Islamic Republic of Iran as a

case study.

5.1 ISLAMIZATION OF BANKS TN PAKISTAN

On September 23, 1977 the President of Pakistan entrusted
council of Islamic idealogy with the tasks of preparing a
blue-point for an interest-free economic system. In November
1977 the Council appointed a panel of economists and Bankers
for compiling their recommendations in the sphere. The banker

members of the panel were assigned with the job of drafting

92



interest-free commercial banking framework and this sub-
committee completed its report on January 2, 1978. The panel
presented its final report to the council of Islamic ideology
in February 1980 and with some modifications and substitution

the council adopted this report on June 15, 1980,

For initiating the process of interest-free banking in the
Nationalised commercial banks, the Pakistan Banking Council
constituted a "Superior Taskforce" for devising the necessary
procedures reguired for the implementation of interest f(ree
banking. The Task Force submitted its reports on August 4,
1980. After these preparations and as a f[irst step towards
elimination of Riba from the banking system, beginning first
January, 1981, all the 7,000 branches of the Nationalised
commercial banks in Pakistan started accepting deposits on the
basis of profit and loss sharing (P.L.S) The utilization of
P.L.S. deposits has been authorized by state Bank of Pakistan

from time to time in the following Assets:

L As from January, 1981 (Ref. State Bank of Pakistan
Banking control department circular No.26 of

December 24, 1980)

(a) Financing of commodity operations of the
Federal and Provincial Governments and their

Agencies,
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(b) Export bills purchased/negotiated under
letters of Credit, (other-than those under

reserve) .

Investment in  shares participation Term

—
Q
S

certificates and PLS based transactions.

(d) Provision of finance to House Building finance

corporation.

II. From March 1, 1981 (Reference SBP-BCD circular

No.26 of December 24, 1980)

(a) Documentary Inland Bills drawn against letters

of Credit Purchased/Discounted.

(b) Financing of trading operations of:

i) Rice export corporation of bPakistan.

ii) Cotton export corporation.

iii) Trading corporation of Pakistan.

(c) Import bills drawn under letters of credit.

I11. As from November 2, 1982 (Reference SBP-BCD

Circular No.37 of November 2, 1982).
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V.

(a)
(b)
(c)

As

Musharkan (profit and loss sharing)

Leasing

itire purchase

from

November 2, 1982 (Reference SBP-BCD

circular No.37 of November 2, 1982).

(a)

As

Investment in Modaribah certificate

from

July, 1984 (Reference SBP-BCD circular

No.13 of June 20, 1984).,

(a)

Financing by lending

i)

Loans not carrying any interest on which
the banks may receive a service charge
not exceeding the proportionate cost of
the operation, excluding the cost of
funds and provision for bad and doubtful
debts. The maximum service charge
permissible to  each bank will be

determined by the state bank from time to

time.
"gard-e-Hasan" loans given on
compassionate  grounds free of any



(b)

interest or service charge and repayable

if and when the borrower is able to pay.

Trade Related Modes of financing

Purchase of goods by banks and their sale
to clients of appropriate mark-up in
price on deferred payment basis. In case
od defaunlt, there should be no mark-up on
mark-up,

Purchase of trade bills.

Purchase of moveable or immovable
property by the banks from their clients
with Buy-Bank Assessment or otherwise.
Leasing

Hire-purchase

Financing for development of property on

the basis of dent charges.

Investment type modes of financing

Musharaka or profit and loss sharing.
Equity participation and purchase of
shares.

Purchase of participation term
certificates and V certificate,

Rent sharing.
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The State Bank of Pakistan specifies ranges of profit
that should guide banks and the specialized credit
institutions in their lending operations under both trade-
related and investment type mode of financing. Estimated
rates of profitability arising out of different modes serve as
a basis for determining these ranges, Table 1 below

summarizes these ranges as they apply at present.



TABLI 1

PAKISTAN: RANGES OF PROFIT ON TRADE-RELATION AND IRVESTMENT-TYPE MODE

FINANCING

For exports under the Export

Finance Scheme - 6.0%
Financing under the Scheme for
financing locally manufactured

machinery: Local Sales

Export Sales - 7.5%
Preshipment stage ~ 6.0%
Pastshipment stage 7.0% NO MAX.

All other, not specified elsewhere
Trade-related finance 10.0% 20.0%

Investment-related finance 10.0% NO MAX.

- T R v S U W W S s i o i S W W S ok P S W —— -

Sources: State Bank of Pakistan, BCD circular No.23, and BCD Circular No.

(Mary 25, 1988).
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In principle, profits earned by a bank should not (actual profits of the client
permitting) be leas than the specified minimum profit. Should less occur, they are to be
share by all the financiers in proportion to the respective amounts provided by them. 1In the
caae of trade-related modes of financing, there cannot be a compounding of overdue profit,
mark-up, or service charge. Under the interest-based ayatem, ceiling rates were specified
for a wide variety of loan operations, under the new system considerable {lexibility is given
to the banks and their clients. Despite this flexibility, a large proportion of financing,
according to banksa, has so far been provided at about the same cost as under the previons

system.

EXPERIENCE

It is too early to assess fully the impact of the new system on the operation of banks,
in particular, and the economy, in general. For instance, detailed data are not yel
available on the shifts in banks asset liahility structure. Profit and loss-sharing deposits
have grown sharply since their inception in 1981 and at the end of June 1985 atnod at PR 38
billion, or the equivalent of 28% of total deposita (See TABLE I1 below); effective July 1,

1985, all deposits were converted to a non-interest basis.
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TABLE 11
PAKISTAN: GROWTH OF PROFIT AND 1L,OSS-SHARING DEPOSITS, 198185

(in Billions of rupees)

End December End June

1981 1982 19813 1984 1984 1985
Total deposits 70.0% B82.8% 106.9% 111.7% 1179 138.0
Return-hearing
deposits 54.7% 66.4% 86, 3% 91.0% 98.0% -
PLS deposits 6.5% 12.9% 19.9% 29.7% 22.1% 18, 1%
PLS deposit ftotal
deposit (in %} 9.2% 15.4% 18, 6% 26. 3% TE. 7% 27.6%
PLS deposit/return
bearing deposit
{in %) 11.9% 19.4% 23.1% 32. 3% 22.6%
Sources: Data supplied by the authorities; State Bank of Pakistan, Monthly Bulletin

(November 1998%); and State Rank of Pakistan, Annual Report, 1984785,

Time PLS deposits rose faster than demand deposits, accounting for 65% of total PLS
deposits at the end of June 1985, Moreover, most PLS deposits up to the time of compulsory
conversion to a PLS basis were personal deposits. Data on the use of PLS funds, available
only for 1984, indicate that PLS deposita were not fully utilized under the non-interest

based modeg of financing (See TABLE 111 below).
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TABLE 111

PAEISTAN: INVESTMENT OF PROFIT AND LOSS-SHARING FUNDS BY COMMERCIAL BANKS, 1984.

JUNE 1984 DEC. 1984
VALUE SHARE VALUE SHARE

{In Millions (In %) (In Millions (In %)

of Rupees) of Rupees)
Mark-up & Mark down 17,318 B6.7 16,263 23.0
Commodity Operations 14,687 713.6 11,426 8.3
Trading Operations 127 d.6 2; 755 14.1
Documentary Inland Bills 298 135 377 -
Export bills 705 3.5 an3 1.9
Import bills 901 4.5 613 X2
Others - e 139 5
Musharaka 617 31 177 4.0
Hire-purchase 132 |4 1% 130 0.7
Rent sharing (housing loans) 130 0.6 198 1.0
Investment (Equity Participation) 1,593 8.0 1,970 10,1
Others 176 0.9 249 1.3
TOTAL 19,967 100.0 19,587 100, 0
Memorandum [tems:
Total PLS, deposits 22,088 2 ——eee- 29,684 ———e
PLS Financing/PLS deposits (in%) = ===--- 90.4 @ ——=——- 66,0
Total bank credit and investments 140,206 ===—e- 147,928  —-==-
PLS Financing/total bank credit &
investments (in %) 14,2 13.2

Sources: Data supplied by the authorities, Government of Pakistan, Annual Economic Survey

(1984-85) and the state Bank of Pakistan, Monthly Bulletin {November 1985). NB: The above

101



data cover only nationalized banks, which account for over 90% of the total banking sector’s

asgets and liabilities,

Nevertheless, PLS investments accounted for about 13% of total bank credit and
investment at the end of 1984, Over BOY of such investment were, however, short term amd
were undertaken on the basis of mark-up and mark-down methods of financing. Ergquity
participation and Musharaka accounted for leas than 15% of the total, owing in part to a lack
of appropriate institutional and legal infrastructure, experience, and trained staff needed
to evaluate projects, requiring participation by the banks. In view of the predominance of
the short=term mark-up based operations, bank managements did not encounter serions
adjustments difficulties; the basis for banking operations is still the bankeras knowledge of
their clients and familiarity with their credit-worthiness, rather than the expected

profitability of the activity for which financing is sought.

5.2  IMPACT ON MONETARY POLICY AND BANK REGULATION

Monetary policy in Pakistan is characterised by direct and selective control of growth
and digtribution of domestic credit Annual Plans and apecific credit targeta are formulated
on the basis of the objectives of the annual development programme. In this respect, credit
is allocated to government and non-government sectors on the basis of annual credit plans.
given the predominance of direct controls on the creation and allocation of credit, little

uge is made of indirect instruments to regulate credit expansion.

The minimum cash reserve requirements and liquidity ratios for banks are utilized
primarily for prudential purposes. Since bank borrowing from the State Bank of Pakistan has,
in general, been restricted to certain specific refinancing facilities; Lthe uge of rediscount
rate policy of the bank{state) of Pakistan has been limited. and it should be poted that

accordingly, the bank rate has not been changed since June 1977.

The evolution of the banking system since the implementation of non-interest banking

has not neceassitated changes in procedurea and regulations governing bank supervision. Most
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bank transactions copntinue to be ahort term and are based on mark-up rather than on taking
long-term equity positions. The risk exposure of banks has Lherefore remained virtually
unchanged., Hence, it has not been necessary to alter liquidity and cash reserve
requirements. Procedures for dealing with delaye in repayment and delinguent loans, however,
have been changed. It could be recalled that under the former system, banks could impose
interest on intereast when there were delays in payments. The new system does not permit
assesaing mark-up on mark-up in the event of delays in payments. Instead, a system of fines
for late payments in effect imposed by twelve(12) banking tribunals, which must render their
decisions within four monthe. The banks have heen encouraged to develop their own procedures
to implement broad guidelines issued by the State Bank of Pakistan. Since most of the
transactions are on a mark-up basis, the banks have had little difficulty in accommodat ing
their existing procedures. However, it is recognized that any further transformation of the
system requiring a shift in lending toward eguity participation would require mowe
subatantial charges in procedures and the acquisition of skills for designing and monitoring

such operations.
A comparison of the interest rate and rates of return offered by banks on PLS depoaits

prevailing prior to Islamization showa that the returns on PLS deposits have been generally

higher (SEE TABLE IV below).
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TABLE IV

JEREST RATES AND RATES OF RETURN UNDER PROFIT-AND-LOSS-SHARING FROM 1981-85

jits Savings Six Month One-Year Two=Year Three-Year Four-Year Five & aboy

Davse Deposits Deposits Deposits Deposits Deposits Deposit Deposit

e e . o o T T T o o i S o o i e e i e e o e i e e i o e e S . . o e e i .
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In respect of the above tahle, the ratea of return offered by hanks have shown
variances of up to 10% Although neo data are available on shifts in the size and maturity
composition of individual banks liabilities, differences in their rates of return may have
generated tranafer, of fupds among banks, thus encouraging competition. And to protect the
intereat of both borrowers and lenders and to ensure a smooth transition from the highly
regulated interest based system to market-oriented financing the state bank of Pakistan is
empowered to establish ranges within which financial institutions, including banks and the
specialized credit institutions, and borrowers would be permitted to negotiate rateas of

charges and profit-sharing ratios.

The determination of these ranges is also guided by consideration releting to sectoral credit
allocation priorities and the need to minimize dislocations arising out of a sharp change in
the cost of funding for borrowers. Hence, the concern so far has been to keep the coaste of
funding as close to those prevailing under the interest-based-system ag possible, while

allowing market faces a greater role.

AMIZATION OF BANKS IN THE ISLAMIC REPUBLIC OF [RAN
Following the Islamic revolution in 1979, the Iranian authorities fook steps to bring the
banking aystem operations into correspondence with the requirements of Islamic Law. In
February 1981, certain administrative steps were taken by Bank Markazi (i.e., the Central bank
of Iran) to eliminate interest from banking operations, as a result, interest on all asset-
agide transactions was replaced by a 4% maximum service charge and by a 49 to 89% minimum
"profit" rate depending on the type of economic activity. Interest on the depnsit was also

converted into a "guaranteed minimum profit,

In the meantime, preparations got under way for the submission of comprehensive legisilat ion
to bring the operations of the entire banking system into compliance with the Sharia. The
legislation, prepared by a high level commission (which composed of religious specialists,
bankers, academice and businessmen) was passed by the parliament in August 1983 as the ]aw

for Usury-Free Banking.
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According to the new law, liabilities acquired by the banks must be based upon btwo kinds of

transaction.

(i}

(A) QARD AL HASANAH DEPOSITS

In the context of the law, Qard al-hasana constitutes current and savings
deposits (as in the conventional banking system) except that they earn no returns. The
banks can, however, offer incentives to attract such sayings deposits and can include
ane or all of the following: non fixed prices and banuses in cash or in kind; an
exemption from, or a discount in the payment of commission and fees and priority in use
of banking facilities. The purpose of these accounts, from the point of view of the
customers, would be to serve as a means of transaction, payment and liguidity.
Moreover, the banks are to consider thesge deposits (both current and savings) as thei
own resources in their utilization, but no profits are to be paassed on to Lhe

depogsitors,

{B) TERM INVESTMENT DEPOSITS

In this respect, banks are authorized to accept two types of investment deposits,
gshort-term and long-term. The deposits differ with respect to the minimum required
time limits, three months for short-term and one year for long-term deposits, and with
respect to the minimum amount required: RLS. 2,000 for short-term and RLS.50,000 {for
long-term accounts. The law provides various modes of operation upon which the

financing transactions of the bank must be based. These are:

PARTNERSHIP (MUSHARAKAH)!

This form of enterprise recognizes two modes viz; civil and legal.

Civil Partnership: This is a project specific partnership of short duration in

commercial production, and service activities in which each partner provides a share
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of the neceasary capital, and the assets and properties thus acquired are held as
community property until the end of the life of the partnership. In these cases, the
banks share in the partnership cannot exceed the share of the manager -enterepreneur

initiating or directing the project,

Legal Partnership: Ie a firm specific venture of longer duration in which the bank
provideg a portion of the total equity of a newly established firm buys into an
existing corporation. The banks can take equity positions in such partnerships only
after the technical economic and financial viability of the firm (or the project) has
been appraised and the minimum expected rate of return from investment is deemed hiagh

enough to warrant such actions by the bank.

DIRECT INVESTMENT: In any economic activities, banks can undertake to invest directly

by choosing; so long as the following requirements are met:

i)

ii)

iii}

iv)

Banks cannot undertake to invest directly in projects in conjunction with the private
sector and in projects that lead to the production of luxury and unnecessary

commodities.

The ratio of the initial capital of these ventures to total funds peeded must not be

less than 40%.

The total fixed capital necessary for undertaking these projects must be provided for
by long-term financial resources,

Undertakings of direct investment by banks must be based on well-documented evaluation
and appraisal of the project; and use of bank resources and investment deposits in
direct investment projects is allowed if, and only if, the expected return from these
projects is sufficient to meet the minimum required rate designated by the Bank Markazi

(i.e. the Central bank of Iran).
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v) Banks must report to the Bank Markazi the amount of their own, as well as depositors,

reaources allocated to direct investmepnt projecta,

vi) once the projects in which the banks have directly inveated have begun their prodoctive

activity, banks can sell sharea to the public,

vii) Bank Markazi is authorized to investigate and audit direct investment projecte in which

banks have invested.

V: This is a short-term commercial transaction. It is a contractual partnership
between a bank and an agent-entrepreneur according to which financial ecapital is provided by
the bank and managerial effort by the entrepreneur in order to undertake a specific
commercial project. In this reapect, it should be noted that, banks are not allowed to

engage in V financing of imports with the private sector.

SALAF TRANSACTION: To provide firms with the needed working capital bank can
prepurchase their future output as long as the product characteristics and specifications are
determined at the time of the purchase and the agreed price does not exceed the market price
of the product at the time of the transaction. Banks however, cannot sell the product until
they have taken physical posseasion of the same. And the delivery date of the product which
is to be established at the time of the transaction cannot exceed one, production cycle or

one year, which ever is shorter.

INSTALMENT PURCHASES: Banke are authorised to purchase raw materials, machinery ani
equipment for firms and resell the same to them on instalment. BAnd the quantity of the raw
materials can not exceed that necessary for one production cycle and the repayment period for
the same cannot exceed one year. Congequently, the price of the product subject to the
transaction is to be determined on a cost-plus basis. It should also be noted that, the
repayment. period for machinery and egquipment cannot exceed their useful life, which is
considered to begin on the date of their utilization in the production process and the
duration of which will be determined by the central bank. HNevertheless, residential housing

can aleso be built and sold by banks on instalmental basic
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LEASE-PURCHASE TRANSACTION: Banks can purchase the needed machinery and equipment, or
other maovable and immovable, property, and lease the same to firms. At the time the contract
is entered into, firms have to guarantee to take posseasion of such property at the end of
the contract period, if the conditiona of the contract are fulfilled. The time period
involved in this transaction cannot exceed the useful life of the property (to be determined
by Bank Markazi) Banks however, cannot engage in transactions in which the useful life of the

subject property is less than two years.

JU=-ALAH (TRANSACTIONS BASED ON COMMISSION): Banks may provide or acquired services
whenever they are needed and charge or pay commigssions or less for such services. The
sarvices to be perfomed and the fee to be charged must be determined at the time of the

|transaction.

MUZARA'AH: Banks may provide agricultural lands that they own or are otherwise in their
possession (e.g. as a trust) to farmers for cultivation for a specific period and a
predetermined share of the harvest. However, banks may also provide seed and fertilizer

along with the land if they so choose,
MUSAQAT ¢ Similarly banks may provide orchards or trees that they own or that are
otherwise in their possession (e.g. as a trust) to farmers for a specific period of time and

a predetermined share of the harvest.

QARD AL-HASANAH LOANS: Banks are required to set aside a portion of their own

resources in order to extend interest-free loans to the followings:

i) Small producers, entreprenurs, and farmers who would otherwise be unable to find

alternative sources of financing investment and working capital.

ii) Needy customers. Banks are permitted to charge a minimum service fee to cover

the cost of administering these loans.
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Nevertheless banks are permitted to purchase debt instruments of less than one year’'s

maturity, but only if the debta are issued against real assets.

GENERAL REGULATION GOVERNING ASSETS ACQUISITION BY BANKS IN IRAN

The Law for Usury-free banking has not only provides regulations to cover specific

modes of transactions but also specifies additional regulations that govern asset acquisition

by the banks. The most vital are as follows:

i)

ii)

iii)

iv)

v)

vi)

Banks can only extend credits when they are reasonably assured that the principal

sum granted and resulting profits are returned within a specific period of time.

Banks are responsible for the control and supervision of the activity to which
their own resources and/or the resources of their depositora are contractually

committed.

Credit can be extended, conditional upon observance of proper procedures thal

ensure the security of the financial resources extended by the banks.

Banks must ensure that the value of physical assets obtained through the use of
their resourcesg by their clients and the value of collateral is, at all times
equal to the remainder of outstanding principal. To this end, banks may take
steps to ensure the value of such assets or collateral during the lifetime of he

project.

While banks may engage in joint venture projects with other banks, one specific
bank must assume the responsibility of supervision and control of the project

undertaken.

Banks must take necessary steps to ensure that their clients understand that

contracts mutually consented to are binding legal documents and will be treated
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as by the courts.
SUPERVISION OF THE BANKING SYSTEM
The Law has placed the responsibility of the supervigion of the banking system of the

country with Bank Markazi and accordingly it has specified the following means for exercising

authority. Bank Markazi is required to determine the followings:

i) Legal reserve requirements for various types of bank deposits of the
banks.

ii) Bank-by-bank credit ceilings on aggregate and sectoral credit,

i) Minimum and maximum expected rate of return [rom various facilities to the
banksa.

iv) Minimum and maximum profit shares for banks in their Mudarabah and

Musharakah activities.

v) Maximum rate of commissions the banks are to charge for investment

accounts for which they serve as trustees.

vi) The minimum ratio of ligquid assets to short-term liabilities.

vii) The maximum amount of credit facility granted by banks to e a <o b

applicant.

viii) The ratio of credit facilities granted by each bank to various deposits.

in) The maximum amount of commitment made by each bank emanating from opening
letters of credit, endorsements issuing guarantees, as well as the type

and amount of collateral for such commitments.
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Moreover, Bank Markazi is authorized to audit and inspect bank accounts and docuaments
and is further empowered to devise additional regulations to enhance its supervisory

authority as the need arises, to ensure and safeguard against threats of bank insolvencies,

Inapite of the above, Bank Markazi has developed procedures based on these guidelines

for commercial banks to follow in their transactions (See Table V below)




TABLE V

ISLAMIC REPUBLIC OF IRAN: MODES OF PERMISSIBLE TRANSACTIONS CORRESPONDING TO

TYPES OF ECONOMIC ACTIVITY

TYPES OF ACTIVITY PERMISSIBLE MODE

Production (Industrial, mining, Musharakah, lease-purchaae
transactions

agricultural, ete.} instalment sales, direct
investment,

Muzara’ah, Musagat and Jua'alah.

Commercial V, Musharakah, Ju'alah.

Service Lease-Purchase, Instalment sales,
Ju'alah.

Housing Lease-Purchase, instalment, Qard

al-hasanah Ju'alah.

Personal consumption Instalment sales, Qard
al-hasanah.

These modes, correspending to each line of activity as summarized in the
Table V above, have made it the regponaibility of the banking system to take the
lead in implementing and fostering islamic modes of financing throughout the
economy. To this end, the role of banks has been broadened far beyond that
prevailing under a conventional financial system. This ig a clear recognition
that, at least throughout the transitional phase, the banking sector will have
to play a crucial role as a vehicle through which economic relationships can be

tranasformed into islamic terms.
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Considering the comprehensive nature of the law, it is too early to judge
the effectiveness of its implewmentation, but the data available from the fivst
full year of operation of the banking system under the provisions of the laws,
permit analyeis of some aspects of the implementation phase. Comparative figures
for major itema in the balance sheet of the banking system for the period March
20, 1984 to March 20, 1985 show that private sector deposits within the banking
system increased by 5.7% and that a major portion of old deposits were

transferred into new accounts; See Table VI below.
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ISLAMIC REPURBLIC OF 1RAN:

1984 /85

(In billions of Iranian Rials)

ASSETS  AND

TABLE V1

LIABILITIES THE

BANK NG

ITEM MARCH, 1984 MARCH, 1985
Private sector depoaits 5,600.6 5,9218.3
Sight (1,955.8) 2,509.0
Non-sight (3,644.8) (3,409, 3)
old 3,644.8 1,087.9
Savings (2,737.3) (716.7)
Time (907.5) {373.2%
New - 2321.4
Qard al-hasanah: Savings ——— (780.0)
Term Investment: Short-term s (914.2)
Long-term — (627.2)
Credites to the Private Sector 4,256.6 4,500.7
Loan and Credits (old) 1,256.6 3,746.0
Commercial banks (2,819.2) (2,288.4)
Specialized banks {1,437.4) {1,457.6)
New Facilities ——— 154.7
Commercial banks ———— (hA3.5)
Specialized bankn - {121.2)
Source: Bank Markazi. "A brief Review of recent Banking Developments in the

Islamic Republic of Iran" (Tehran, June 198%).
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Although the banking system has been successful in converting
its liabilities into Islamic terms, the assets side shows a much
slower pace in this conversion. A more detailed breakdown of

assets of the banks could be seen in Table VII below.
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The above table indicates that, the banking system in its
first year of operation extended Rls. 754.7 billions in new banking
facilities to the private sector of which Rls. 591.3 billions were
allocated from investment deposits and the remainder f[rom the

bank’s resources (Qard al-hasanah deposits).

Additionally, the commercial bank shares in extension of new
banking facilities was 77.3% of the total, while that of the
specialised banks was 22.7%. This implies that, first, the banking
system has been able to employ only about 38% of the available term
investment deposits. Second, of the credit facilities extended to
the private sector, a major portion has been concentrated in short-
term facilities, a fact of which sugyests that {inancial resources
have been allocated largely to commercial and trade transactions.
Both of these factors can be explained by the various bolttle-necks
that exist in the system. The wmost important i1s the lack of
trained personnel. ‘The authorities have indicated that this is
partly a problem inherited from the old (conventional) system, in
which the rapid growth of the banking system in years immediately
preceding the revolution did not permit orderly recruitment and

training of bank personnel.

Consequently, Bank Markazi data gathered after the
reorganization of the banking system indicated that only 7% of the
bank personnel had college degrees, the majority had high school

degree and indeed about 75% had less than nine(9) years of banking
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experience.

In spite of the above, by March 20, 1985, about 1/3 of the
personnel were trained in Islamic modes of banking.  Althouyh
attempts have been made, through in-house training and Bank
Markazi’s efforts, to speed up the training of the other 2/3, they
are not sufficient. Lack of trained personnel remains an obstacle
for banks to overcome in trying to attract, appraise and then
finance investment projects in accordance with the provision of the
law. The best-trained personnel in terms of project evaluation
appraisal and monitoring are concentrated in the specialized banks,
but the law has made it attractive for the commercial banks to
attempt to attract trained personnel away from the specialized

banks, thus exacerbating the personnel bottle-neck problem.

Traditionally, Jlong-term investment financing in various
sectors of the economy was concentrated in specialized banks,
Hence, these bkanks were able to attract and train personnel for
project financing. Commercial banks generally specialized in

short-term financing and credit facilities.



CHAPTER BIX

PROBLEMS BEING FACED 1IN ISLAMIC BANKING

Problems being faced in the aforementioned countries relates
to the legal framework, fiscal policy okjectives and instruments
{({e.g the government deficit financing)}) and the inadegquacy of

financial infrastructure that is needed for full implementation of

the system.,

6.1 LEGAL FRAMEWORK PROBLEM

Among the problems faced by bhoth the Islamic Republic of Iran
and Pakistan some stem from the lack of a well-defined legal
system; specifying the domain and limitations of property rights
and of contracts, that fully corresponds to the established banking
system and the Islamic Law. In both countries, this deficiency may
have strengthened the environment of uncertainty, limited long-term
investment, and forced the banking system to concentrate its asset
pertfolios in short~term transactions. The problem appears in the
two countries differently. For instance, in the Islamic Republic
of Iran, where the legal system is basically guided by the Isiamic
injunctions,; the hitch lies in the absence of a legislative
definition of the rights and limitation of private property which
would explicitly determine the extent and intensity of the private

enterprise activities in the economy, While in Pakistan, the
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government is forced to establish special banking tribunals to deal
with contracts based on Islamic modes since the regular court
system as well as existing contract and corporate laws cannot
handle Islamic based contracts. In fact, the remedy is a short-
term phenomena because in the lang-run, it will perpetuate and
become more complex, until the legal system and the underlying
corporate and contract laws have become more attuned to the legal

requirements of the new banking system,

6.2 GOVERNMENT DEFICIT FINANCING PROBLEM

Government’s wmobility to formulate non-interest based
instruments for financing budget deficits serve as a major exponent
against a successful implementation of the Islamic system and
cohsequently forced the government to raise funds through borrowing

on the basis of a fixed rate of return.

Islam reguires an efficient and responsible fiscal policy
under which the government can justify and rationalize all its
expenditures. Under such a fiscal policy, there is an apparent
distinction between a government’s general expenditure and its
welfare expenditure. The welfare expenditure is to be financed
through mandatory fines imposed on income and wealth of the
individual members of the society based on the Islamic injunction.
If the resources raised in this manner are deemed insufficlient, the

state is empowered to meet the resources gap through additional
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taxes. It could be observed that, writers on the Islamic fiscal
system are of the opinion that if the government was to conduct its
affairs strictly in accordance with Islamic prescriptions, and il
ordinances regarding the duty of sharing were to be strictly
observed, and if inefficiency and waste were to be eliminated from
government expenditures, then such a government would carry not
only a much smaller fiscal burden than at present, but would also

have to justify all expenditures.

The problem of structure of taxes and their rationalization is
very acute in Pakistan case; because the tax evasion has motivated
businessmen to maintain multiple account books and not disclosing
their true profits. Consequently, banks have become reluctant and
less likely to take risks when undertaking projects on a profit-
sharing basis. Therefore, the problems of moral hazard and of
monitoring, which tends to be a characteristic of principal-agent
type contracts epitomized by Islamic based and profit-sharing
arrangements, are made even more complex with these additional
constraints. But, in effect, the Taxation Reform Commission, in
order to purse this matter has been established by the Pakistan
authorities; taken into cognisance because of its beneficial impact

on the Islamization process.

Nevertheless, the moral hazard problems which emanate from

economic consequences can potentially yield the following:
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1. The allocation of credit and of financial resources away
from long-term investment projects and toward short-term

trade-financing arrangements.

2. The financial intermediation away from the banking system
and to the growth of informal financial warkets,
particularly when the service sector is a major

contributor to GDP.

3. It will strengthen and perpetuate the existing bias of
the banking system toward large enterprises and against

small and indigenous entrepreneurs.

If the financial needs of small businesses are not
accommodated by the banking system, they will ke forced to seek
sources of financing in the private sector which may weaken the

effectiveness of the monetary policy.

6.3 THE PROBLEM OF INFRASTRUCTURE

This has a general and a specific dimension. Its general
dimension relates to the lack of familiarity of entreprenurs with
the requisite of islamic business ethics that, in turn, emanates
from their lack of knowledge regarding Islamic ethical rules. 1Its
specific dimension relates to the long-standing problem of

inadequate education and training on the part of the staff and
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personnel within the banking system.

Even though the latter problem is formidable by itself, the
former is by far the more difficult and complex, and requires and
enormous amount of time and effort to overcome. In spite of the
considerable time to be taken in inculcating islamic business
ethics in the minds of market participants, internalization of the
rules and norms of economic behaviour that Islam requires, the
intervention in, and guidance of the economy by the state ought to

be extensive.



CHAPTER SEVEN
SUMMARY, CONCLUSIONS & RECOMMENDATIONS

SUMMARY

This project has focused mainly on the implications of the
most salient features of an Islamic financial system in particular
- the absence of fixed interest rates, Moreover, the negative
repercussions of Riba or interest is apparently exposed in the
literafure review; where numerous prophetic traditions have been
guoted. Equally important is the general Qur'anic injunctions over

the Riba issue (See Qur'an; II:275-279. III:130, IV:160-1G1).

It should be noted that, receiving Riba is a peculiar
characteristics of the Jews, who devour others property unlawfully,
see Qur‘an IV:160. The central requirement of an Islamic financial
system is the replacement of the rate of interest with the rate of
return on real activities as a mechanism for allocating financial
resources. While prohibiting interest, Islam permits profit-
sharing based on V and Musharakah concepts. In effect, a variety
of modes of transaction have been devised to permit financial
system to function without resort to contracts based on fixed
interest as the sharing of risk and incentives is a fundamental
premise of Islamic banking, models of this banking system provides

for the accumulation by banks of loss - compensating balance in
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periods of high profit, as well as for deposit insurance, asset
diversification and monitoring of projects to reduce the risk borne
by investment depositors. For analysing the operation of islamic
banking in practice, this project draws upon the experiences of the
Islamic Republic of Iran and Pakistan which have recently attempt
to introduce Islamic banking on a comprehensive basis. Each has
chosen a different path towards the attainment of its objectives.
Pakistan has adopted the route of gradual Islamization, that is,
step-by~step replacement of its present economic instruments and
institutions with their Islamic counterparts commencing with the
banking system. On the other hand, the Islamic Republic of Iran
has chosen the path of a complete once-and-for-all transformation
of the existing system into an Islamic one. 1Its experience with
implementation of full Islamic banking has been shorter than that
of Pakistan and has been constrained by enormous exogenous shocks
of economy. Even though it is far too soon to discern fully the
impact of the adoption of the new system, the two countries
experiences of the last few years appears to indicate that they
have been able to replace the interest rate mechanism with non-
interest-based modes of financial resources allocation without
disrupting either the financial stability of the system or the

effectiveness of monetary policy.
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CONCLUBION:

The prohibition of interest is on issue concurred upon, not
only by Islam but almost all the religions of the world as well as
the majority of ancient philosophers. According to Islamic faith,
interest can never result in any national good or global
prosperity. Apparently, it seems that, interest adds to the wealth

of a country but in fact, this is nothing but a misnomer.

The only point of difference is that the interest on indigenocus
credit increases the wealth of a few individuals but impoverishes
the centre country while the present banking system adds to the
wealth of hundreds of individuals at the detriment of millions of
people. In fact, this clearly proves that the custom of interest,
irrespective of the form it takes, brings increases misery and
distress in its make. Despite its calamities, many local
craftsmen, small business entrepreneurs are being induced to
transact with; usually through loans granted by People’s Bank and
Community Bank. However, as a Good Muslim one should bear in mind
that, the position of interest/Riba is the sight of Allah(8.W.A) is

very great.

"God will deprive usury of all blessings. But will give
increase for deeds of charity ....... "

(I1:276)
Moreso, a sound warhing is alsc declared by Allah (S.W.A)

where He said:
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-

If you do not, take notice of WAR from God and His
Apostle .....

(I1:279)
And from a prophetic tradition the Apostle of Allah (S5.A.W) 1s

reported to have said:

"allah (S.W.A)} has cursed the cne whe takes interest, the
one who pays it, the one who writes the contract, and the

one who witnesses the contract.
(Reported by : Abu Ahmad, Abu Dawud, Al-Nisa‘’i and Al-Tirmidhi -
who called it, a sound Hadith) or (See: Yusif Al-Qaradawi: Halal
Wal-Haram, Paye 267).
RECOMMENDATIONS
Thare are three important sources of these problems, viz:
a} The 1lack of a legal framework that unambiguously
specifies the domain and limitations of property rights
and of contracts in accordance with an Islamic banking

system.

b) The difficulty of devising non-interest-based socurces for

financing government deficits, and
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c) The lack of adeguate financial infrastructure, including
trained banking staff, and the means for dealing with
higher information and transaction costs to both

depositors and banks.

Hence, the existence of the above constraints can create acute
uncertainties reducing the scope of long-term investment financing
and leading to further strengthening of the observed concentration

of the portfolio of the banking system in short-term assets.

At stake is stimulation and maintenance of a flow of financial
intermediation high enough te support a rate of long-term fixed
capital formation that fully exploits available social rates of
return to long-term investment. Moreover, business attitudes would
have to change to allow [or a transaction toward investment-

oriented financing, which is the ultimate objective of the Islamic

system.

It could also be suggested that, the distortions underlying
the existence of large fiscal deficitg would have to be corrected.
Fixed rate charges (e.g. interest paid by the government debts),
while narrowing no relationship to the prohibition of expenditure
financed by borrowed funds, would act as a floor for bank charges
on other financing operations. Therefore, appropriate expenditure
and national tax policies would be needed to establish a closer

relationship between rates of return and charges and thus promote
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a movement toward the acceptance of profit and loss sharing, which

is essential for the growth of long~term financing by commercial

kanks.

Recently, Mushin Khan (a reputable Islamic scholar) suggested
a different model of Islamic banking. This model, also based on
profit and loss sharing; divides the liability side of the balance
hset of the Bank into two windows. One contains demand depositsg
{transaction deposits), and the other contains investment halances.
The choice of window is left to the depositor. Khan’s model
requires a 100% reserve for demand deposits, on the presumption
that such deposits are placed as amana {safe-keeping) and therefore
must be fully backed by reserves because the bank does not have the
right to use these deposits which belong to depositors as the basis
for money creation through financial reserves. Money deposited in
investment accounts, on the other hand, is placed with the
depositor’s full Kknowledge that it will be invested in risk~
bearing, projects, therefore no guarantee is justified and the

model stipulated no reserve requirements for the second window.

"Oour Lord! We believe in what Thou hast revealed, and
use follow the Apostle; then write us down among those
who bear witness",

(IT1:53)

"Is the man who follows the good pleasures of God like
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the an who draws on himself the wrath of God and whose
abode is in Hell; A woeful refuge! They are in varying
grades in the sight of God, and God sees well all what

they do"

(IJ1:162 & 163)
It should be noted that:

"God did confer a great favour on the Believers when lle
sent among them an Apostle from among themselves
rehearsing unto them the signs of God sanctifying them
and instructing them in scripture and wisdom, while,

before that, they had been in manifest error”. {1 ffdﬁ
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