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FOREWORD 

This is an introductory course in the study of Islamic banking and insurance.  Students are 

introduced to the basic fundamentals of Islamic economics and shown how these have 

influenced the development of Islamic banking and insurance institutions and instruments.  

The current relationships between Islamic and conventional financial institutions in a 

financial world dominated by the latter and the western financial systems and markets will 

also be explored. 
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CHAPTER 1: AN INTRODUCTION TO ISLAMIC ECONOMICS AND 

  FINANCE 
 

CHAPTER OVERVIEW 
In this chapter we will look at the concept of an Islamic economic and financial system and 

where its place lies within the Islamic faith.   The chapter will also examine the principles 

that underline Islamic finance and how they differ from conventional banking.  

 

LEARNING OUTCOMES 

On successful completion of this chapter you will be able to: 

• Explain the fundamentals of Islamic economics and the basic differences between 

them and conventional secular economics. 

• Describe the characteristics of the Islamic economic system that propose to enhance 

and maintain economic justice within society. 

• Describe the place of Sharia in Islam. 

• Explain the role of Islamic banking in Islam. 

 

1.1 INTRODUCTION 
Islamic economy is based on a religious worldview that recognizes the role of both reason 

and revelation in human affairs and strikes at the roots of secularism and value neutrality. 

While Islamic economics does not prevent individuals from serving their self-interest, it 

wishes to ensure that social interest is not jeopardized. This is because of the great emphasis 

in Islam on human brotherhood and socio-economic justice. It recognizes the role of the 

market in the efficient allocation of resources, but does not find competition to be sufficient 

to safeguard social interest. It rather relies on an integrated role of moral values, market 

mechanism, families, society, and ‘good governance’ to ensure the well-being of all.  

  
1.2 HOW DOES ISLAMIC ECONOMICS DIFFER FROM CONVENTIONAL 

ECONOMICS? 
The subject matter of both Islamic and conventional economics is the allocation and 

distribution of resources and both emphasize the fulfilment of material needs; there is an 

equal emphasis in Islamic economics on the fulfilment of spiritual needs. While both 
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recognize the important role of market mechanism in the allocation and distribution of 

resources, Islamic economics argues that the market may not, by itself, be able to fulfil even 

the material needs of all human beings. This is because it can promote excessive use of scarce 

resources by the rich at the expense of the poor if there is undue emphasis on the serving of 

self-interest. Sacrifice is involved in fulfilling our obligations towards others and excessive 

emphasis on the serving of self-interest does not have the potential of motivating people to 

make the needed sacrifice. This, however, raises the crucial question of why would a rational 

person sacrifice his self-interest for the sake of others? 

 
1.3 PRINCIPLES OF ISLAMIC ECONOMICS 

 
• Islamic economics and finance are intrinsically tied with religious faith and moral 

values. 

• According to Islamic faith Allah is the creator of the universe, of which this earth 

is a tiny part, therefore all property and wealth in it belongs to him.  Man’s control 

over material goods and property is in the capacity of being a trustee. 

• An individual is free to earn wealth and own private property but within the limits 

set by the Islamic Sharia. 

• All kinds of legitimate trade and activities are allowed and encouraged. 

• Earning through unlawful sources is strongly condemned and prohibited. 

• Moderation in expenditure is highly encouraged and appreciated. 

• The gap between rich and poor is narrowed through the institution of Zakat. 

 

As can be seen morality and ethics are foremost in Islam and need to be applied vigorously in 

all business matters. 

 
1.4 THE PLACE OF SHARIA IN ISLAM 
 
The teaching of Islam encompasses the essence of economic well being and development of 

Muslims at the individual, family, society, state and Umma (or Islamic universal community) 

levels.  To appreciate the Islamic concepts of banking and finance it is essential to place them 

within the context of the beliefs and philosophy underlying Islam.  

 

Islamic Sharia Laws provide rules that encompass the allocation of resources, management, 

production, consumption, capital market activity and the distribution of income and wealth.  
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They also define, in broader terms, a general framework for designing monetary and banking 

systems. 

 

The pioneers of Islamic economic thought developed their ideas of carrying on banking 

business based on Islamic laws or, as they became known, Islamic economic principles.  The 

concepts were based on the use of productive (real) investment rather than of monetary 

investment that attracts interest.  Islamic principles, however, do allow for the replacement of 

interest by a return obtained from investment activities and operations that actually generate 

extra wealth.  Indeed Islamic principles also permit asset-based finance such as Murabaha, 

Salam, Istisna and Ijara, where the return to the financier is linked either to the provision of 

an asset to the client or to the acquisition of an asset from the client. The origin and basis of 

Islamic banking is Sharia laws, sometimes referred to as Islamic Jurisprudence.   

Figure 1.1 illustrates the Islamic view of life and the place of banking and financial activities 

within that framework. 

 

Figure 1.1
The place of Banking and Finance within Islam
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Islam may be perceived as comprising three basic elements.  The first element is Aqidah, 

which concerns all forms of faith and beliefs by Muslims in Allah from the fundamental faith 

to the ordinary beliefs in the individual commands of Allah (ahkam).  The second element is 

Sharia, which concerns all forms of practical actions by a Muslim manifesting his/her faith 
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and belief.  The third element is Akhlaq, which concerns behaviour, attitude, and work ethics 

within which a Muslim performs his practical actions. 

 

Sharia, being the practical aspects of a Muslim’s daily life, is then divided into two 

components: Ibadat and Muamalat.  Ibadat is concerned with the practicalities of worship to 

Allah, in the context of a man-to-Allah relationship, as it is known. Muamalat is concerned 

with the practicalities of mundane daily life, in the context of various forms of man-to-man 

relationships. 

 

A significant segment of Muamalat is the conduct of a Muslim’s economic activities within 

the economic system.  It is within this economic system that we find the banking and 

financial system.  Ultimately, in the Islamic scheme of life and the Sharia framework, a 

Muslim’s banking and financial activities can be traced through economic activities, to 

Muamalat, to Sharia, to Islam, and finally to Allah.  This connection can be seen to be at the 

root of Islamic banking and finance. 

 



CHAPTER 2:  ISLAMIC LAW (SHARIA) 
 

CHAPTER OVERVIEW 

This chapter will look in detail at Sharia law and the significance of its role in Islamic 

finance.  It will outline the principles underlining Sharia and the different sources of Islamic 

law. 

 

LEARNING OUTCOMES 

On successful completion of this chapter you will be able to: 

• Define the role of religious advisory boards in the operation of Islamic banks. 

• Identify the sources of Sharia law.  

• Discuss different aspects of Sharia law and its practical application.  

 

2.1 PRINCIPLES OF SHARIA LAW 

• The Sharia is the code of conduct ordained by Islam for its followers. 

• Sharia is the detailed code of conduct or the canons comprising ways and modes of 

worship, standards of morals and life and laws that allow and proscribe, that judge 

between right and wrong. 

• Every aspect of a Muslim’s life is subject to the lens of Sharia scrutiny. 

• The Sharia regards commercial activities as part of one’s religious life. 

• In Islamic conception, all law must be ultimately rooted in the Quran and the Sunnah 

of the Prophet Muhammad (pbuh).  

 
2.2 SOURCES OF ISLAMIC LAW (SHARIA) 

Within the Islamic scheme of life and the Sharia framework, Islam imposes its ahkam (laws), 

which in modern terminology would be referred to as norms or values, on its believers.  

These ‘laws’ or values are not man-made; instead they are ordained by Allah.  These ‘laws’ 

are derived from the sources of Sharia. 

 
2.2.1 Al-Quran (Text of God) 
 
The Holy Quran is the divine revelation – each and every word of it is from Allah.  It was 

revealed by the Almighty God, through the Prophet Muhammad (pbuh). 
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The Quran is the primary source for discerning the laws of God. It is binding on jurists to 

have the first resource to the Quran in their attempts to find answers. The evidence found in 

other sources is subject to the Quran. 

 

2.2.2 Sunnah (Words or Acts of the Prophet) 

The word Sunnah literally means ‘well-known path’. In its technical sense it means “what 

was transmitted from the Prophet (Messenger of God) of his words, acts, and (tacit) 

approvals.” 

 

In Islamic terminology, Sunnah refers to anything narrated or related about the Prophet 

Muhammad (pbuh) authentically traced to him regarding to his speech, actions, traits, and 

silent approvals. 

 

Classical Islamic law, derived from the verses of the Holy Quran and Sunnah of the Prophet 

Muhammad (pbuh) dictates the most distinctive trails of Islamic banking and finance, and 

influence their innovation and development. 

 

2.2.3 Qiyas (Analogy) 

• The word qiyas literally means measuring or estimating one thing in terms of another.  

• Means the assignment of the legal rule of an existing case found in the texts of the 

Quran, the Sunnah, or Ijma’ to a new case whose legal rule is not found in these 

sources on the basis of a common underlying attribute called the illah (underlying 

rationale) of the legal rule. 

• Qiyas is the process of analogical reasoning from a known injunction to a new 

injunction. 

• According to this method, the ruling of the Quran and Sunnah may be extended to a 

new problem provided that the precedent and the new problem share the same 

operative or effective cause. 

• Accordingly, a divine law revealed for one event can be applied to another event if 

some common feature is found to exist in both events. 
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2.2.4 Ijma (Consensus) 

• Literally means “agreement on a matter’. In its technical sense it means “the 

consensus of mujtahids (independent jurists) from the Ummah of the Prophet 

Muhammad (pbuh), after his death, in a determined period upon a rule of Islamic law. 

• Ijma is another source of Islamic law.  It refers to the consensus of Muslim scholars 

on a legal question. 

• The Prophet Muhammad (pbuh) once said that his community (i.e. the Muslim 

community) “would never agree on an error”. 

• In situations when Muslims have not been able to find a specific legal ruling in the 

Quran or Sunnah, the consensus of the community is sought (or at least the consensus 

of the legal scholars within the community). 

 
2.3 ISLAMIC JURISPRUDENCE (FIQH) 

• The function of jurisprudence is not to make laws but simply to apply the principles 

enshrined in the primary sources of the law to new problems through logical 

interpretation. 

• Detailed law derived from the Quran and Sunnah, covering the problems that arise in 

the course of man’s life, has been compiled by some of the leading jurists of the past. 

• There are four mainstream classical schools of Islamic jurisprudence traced to famous 

earlier Muslim jurists.  They are: 

o Fiqh Hanafi:  Named after Abu Hanifah Nu’man bin Thabit (767 A.D.) This is 

the prevailing school of thought in India, Pakistan, and most parts of the 

Middle East and Central Asia. 

o Fiqh Maliki:  Named after Imam Malik bin Anas (798 A.D.) This is the 

dominant school of thought in Northern Africa and many parts of West Africa 

and the Middle East. 

o Fiqh Shafi’i:  Named after Imam Mohammad bin Idrees Al-Shafi’I (854 A.D.)  

This is the dominant school of thought in South-East Asia and many parts of 

East Africa and Egypt. 

o Fiqh Hanbali:  Named after Imam Ahmad bin Hanbal (855 A.D.) This is the 

dominant school of thought in Saudi Arabia, Lebanon and Syria. 
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• The differences that appear in the four schools of jurisprudence lie in the way of 

interpreting the divine sources (Quran and Sunnah) by these jurists of high repute. 

• All Muslims, whatever school they may belong to, regard all the four schools of 

thought as correct and true. 

 

2.4 METHODS OF ELABORATING THE LAW 
 

The legal rulings applied in today’s Islamic banking and finance are mainly developed using 

one or the other of four different techniques. 

 

2.4.1 Ijtihad (Interpretation) 
 

• There are a number of meanings of Ijtihad. For instance, Islamic scholars take into 

account the customs of a place that address a problem, but are not offensive to the 

Sharia. 

• Personal exercises until other scholars are able to agree with the solution proposed by 

the innovator. 

• According to Muslim scholars Islamic law is to be found from the Holy Quran and the 

Sunnah by a qualified scholar employing the interpretive effort called ijtihad (literally 

effort). 

• This method is increasingly being used in Islamic banking and finance particularly 

when a legal instrument or ruling is considered novel, never considered by the 

scholars of the past. 

 

o Example:  The scholars have found that the option contract has no counterpart in 

classical law, and so must be evaluated afresh using ijtihad. 

 

• The need for ijtihad is increasing as scholars move from everyday transactions to 

newer and more complex ones. 

• Ijtihad is not being employed only for fresh inventions.  It is used for evaluating and 

modifying existing conventional financial or banking practices. 

• In such cases ijtihad often takes the form of deciding whether the transaction can be 

reconciled with Islamic revealed texts and fiqh (Islamic jurisprudence) principles. 
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2.4.2 Ikhtiyar (Choice) 

y) 

e) 

 

• A second methodology by which to reach opinions, instead of ijtihad directly from the 

Holy Quran and Sunnah, is the method of choice (ikhtiyar) among views already 

propounded by past scholars. 

• This method has the advantage of aligning the modern scholar’s view with that of 

great scholars of the past. 

• In Islamic banking and finance, choice is the method most commonly in use.  Most of 

the modern scholars avoid offering an opinion of their own (i.e. ijtihad) as long as a 

classical view is available.  They practise only utilitarian choice. 

 

2.4.3 Darurah (Necessit
 

• A third method of deriving rulings permits one to adopt, as a ruling, any position, 

when one is compelled by stark necessity (darurah). 

• Scholars in Islamic finance and banking have invoked necessity to permit exceptional 

relaxation of rules. 

o Example:  Scholars of Islamic finance have allowed Islamic banks to deposit 

funds in interest-bearing accounts, particularly in foreign countries because 

these banks have no alternative.  However, there is a condition that such 

unlawful gains must be given to charity. 

 

2.4.4 Hiyal (Legal Artific
 

• Classical Islamic law indulged in a fourth method of attaining desired legal outcomes, 

the legal artifice (hila pl. hiyal). 

• All classical scholars found hiyal acceptable when they were merely clever uses of 

law to achieve legitimate ends. 

• A famous example is the double sale (‘ina’).  In this deal a borrower and a lender 

arrange to sell and then resell between them a trivial object, once for cash and once 

for a greater sum on credit. 

• Classical schools of jurisprudence vigorously differ on these subversive artifices. 
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• In modern Islamic banking, artifices are in acknowledged use by many banks for 

‘mark up’ financing. 

o Example:  A firm seeking inventory financing sells its inventory to the bank 

for cash and simultaneously repurchases it on credit with a mark up. 

  

2.5 HIERARCHY OF ELABORATING THE LAW 
 

• The above techniques describe a hierarchy of responses a scholar may make if asked 

to legitimize a transaction that is useful for Islamic banking or finance. 

o First; the scholar may evaluate the transaction exercising his ijtihad, his own 

best understanding of the divine law of contract. 

o Second; the second level in the decision hierarchy is to choose from among 

past opinions, without deviating from fundamental principles of law. 

o Third; if a transaction cannot be rendered lawful under prior opinion and if 

necessity still demands its use, there is the alternative to allowing it, but only 

to the extent and for the duration of the necessity. 

o Fourth; the fourth approach, that of artifice, is generally condemned and not 

universally accepted by Islamic banks. 

• Given all these options, in evaluating a report that a scholar (or board of scholars) has 

permitted transaction X ,one should not conclude that transaction X is Islamic for all 

parties and for all times. 

• Another point essential to understanding Islamic legal opinion is that an Islamic 

judgment falls into a scale of five values: 

o Prohibited (haram) 

o Reprehensible (makruh) 

o Indifferent (mubah) 

o Meritorious (mustahab) 

o Obligatory (wajib) 

 
• All these values have consequences both in worldly legal matters and in the reckoning 

of the Hereafter. 

• It follows that transactions declared invalid or void are usually also prohibited and a 

sin. 
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2.6 CONTEMPORARY SHARIA INTERPRETATION AND MONITORING IN 
ISLAMIC FINANCE 

 
• In contemporary Islamic finance the task of Sharia interpretation and monitoring is 

mainly performed by the following three sources: 

o International Islamic Fiqh Academy (Jeddah, Saudi Arabia).  It provides 

Islamic Sharia Advisory (fatwas) and Islamic Jurisprudence and laws. 

o The Accounting and Auditing Organization for Islamic Financial Institutions 

(AAOIFI).  An Islamic international autonomous non-profit making corporate 

body that prepares accounting, auditing, governance, ethics and Sharia 

standards for Islamic financial institutions. 

o The Sharia Supervisory Boards of the various Islamic banks. 

 

Figure 2.1  Interpretation and Monitoring in Islamic Finance 
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2.6.1 The Religious Supervisory Board (SSB) 
 

Islamic banks are supervised by a Sharia Supervisory Board (SSB). The members of the SSB 

are appointed by the bank’s shareholders.  The main reason for establishing Islamic banks is 

to allow Muslims to conduct their financial transactions in accordance with Sharia precepts.  

In order to give credibility and to satisfy the ethical expectations of their customers, the 

majority of Islamic banks have developed a control process in the form of in-house religious 

advisors, commonly called the Sharia Supervisory Board (SSB).  The membership of the 

SSB is drawn exclusively from very knowledgeable Sharia scholars. 

 

Islamic Banking is subject to governance relations in addition to those affecting conventional 

banks. An additional regulatory framework exists for Islamic banks over and above the 

liquidity and exposure requirements that conventional banks are subjected to. The Quranic 

spirit is filtered through the interpretations of the Sharia Supervisory Boards who are, in turn, 

subject to influence by customers, scholars, and conventional regulators. Indeed, Islamic 

window arrangements are also subjected to the influence of the conventional banks directly.   

The members of the religious Supervisory Board are Islamic scholars well versed in Islamic 

laws, principles and traditions. They are appointed by the board of directors of the bank, but 

enjoy vast powers in the matters of the Sharia.  They have the power to contradict a decision 

of the board of directors if, in their opinion, the decision is not in conformity with the Sharia.  

In actual practice, before going to the board of directors, the religious Supervisory Board has 

already cleared every proposal involving a Sharia aspect.  When an Islamic bank wants to 

float a new Mudarabah, it has to seek prior approval of the Religious Board, which also 

certifies the validity of its operation in the light of the Sharia, at least once each year.   
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Figure 2.2   Importance of the Religious Supervisory Board 

Sources of Legislation: 
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The main functions of the Religious Board may be summarized as follows: 

a) Interpretation and enforcement of the application of Islamic laws, principles and 

traditions on all the business operations of the bank.  This board has the power to 

examine members of the boards of directors and employees of the bank concerning 

their business activities, and to demand any information it may require.  The board 

has access to the records of the bank. 

b) To give their decision on the Sharia aspect of a new type of transaction envisaged, 

and also to interpret or elucidate an opinion already given, in the light of Islamic 

principles, laws and traditions, and to ensure that members of the Board of Directors 

and employees strictly comply with it. 
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c) To offer advice on how to integrate Islamic banks operations into today’s world 

financial system without involving interest. 

d) To ensure that the bank has correctly calculated and paid Zakat. 

e) To assist the bank in achieving its economic, social and humanitarian objectives. 

f) In order to carry out its function, the religious supervisory board is provided with the 

same information as regular auditors are.  The board then certifies, in the Islamic 

bank’s annual report, that business has occurred in accordance with the Sharia. 

g) In such cases, the religious supervisory board not only verifies if the transaction is 

permissible with regard to the Sharia, but it also examines: 

o Whether the investment is well-chosen for a particular client; 

o Whether it creates value for the client and society; 

o Whether the banker had been willing to undertake the same investment with 

his or her own money. 

h) Since the approval of transactions, which can only be rejected in the case of a definite 

Sharia—noncompliance, depends on the board members’ Sharia interpretation. 

Investment decisions are evidently exposed to subjectivity. 

 

 

 
 

 



CHAPTER 3:  PROHIBITIONS FOR FINANCIAL CONTRACTS 
 

CHAPTER OVERVIEW 
In this chapter an introduction and description of Riba will be given.  The chapter will outline 

the grounds for the prohibition of Riba and the basis for this prohibition.  

 

LEARNING OUTCOMES 
On successful completion of this chapter you will be able to: 

• Explain the concept of Riba (usury) and why it is not permitted in an Islamic 

economy. 

• Describe the Islamic view of interest, profit and how this has been interpreted as a 

foundation for Islamic banking. 

 

3.1   PERMISSIBILITY IS THE GENERAL PRINCIPLE IN ISLAMIC LAW 
 

• There are very few kinds of activity that are prohibited. 
 

• Islam also permits the contracting parties to agree on any conditions as long as they 

do not violate any Sharia rulings.  The Prophet Muhammad (pbuh) is reported to have 

said: 

 

‘All the conditions agreed upon by the Muslims are upheld, except a condition 

which allows what is prohibited or prohibits what is lawful.   (Sunan Abu Daud) 

 

• This principle gives a very wide scope for designing contracts.  

 

In the following we discuss the few prohibitions that are most relevant for constructing 

financial contracts. 
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Figure 3.1   Prohibitions in Islamic Finance 
 
 

Prohibitions in Islamic Finance 

 

   Prohibitions 

 

RIBA 

(Interest) 

 

 

GHARAR 

Uncertainty  

& 

Ambiguity 

 MAYSAR 

Gambling 

& 

Games of 

 

 

 

 

 

3.2 PROHIBITION OF RIBA IN ISLAM 
 
Al-Qur’an 
  

وأحل  الذين يأآلون الربا ال يقومون إال آما يقوم الذي يتخبطه الشيطان من المس، ذلك بأنهم قالوا إنما البيع مثل الربا(

)275: البقرة) (اهللا البيع وحرم الربا   

 

“those who benefit from interest shall be raised on the day of judgment like those who have 

been driven to madness by the touch of the devil; this is because they say: “trade is like 

interest”, while god has permitted trade and forbidden interest: (2:275). 

 

يا أيها الذين آمنوا اتقوا اهللا وذروا ما بقى من الربا إن آنتم مؤمنين، فإن لم تفعلوا فاذنوا بحرب من اهللا (   

)279و  278: البقرة) (ورسوله وإن تبتم فلكم رؤوس أموالكم ال تظلمون وال تظلمون   

O believers! Fear god, and give up the interest that remains outstanding, if you are believers 

(2:278). 
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If you do not do so, then be aware of being at war with god and his messenger. But if you 

repent, you can have your principal neither should you commit injustice, nor should you be 

subjected to it. (2:279) 

 
Hadith  
 

قال رسول اهللا صلي اهللا عليه وسلم لعن رسول اهللا صلي اهللا عليه وسلم آآل الربا و :وعن جابر رضي اهللا تعالي عنه قال

)رواه مسلم والترمذي واحمد في مسنده(موآله وآاتبه و شاهديه،و قال وهم سواء   

 

The Prophet, peace and blessings of god be on him, cursed the receiver and the payer of 

interest, the one who records the transaction, and the two witnesses, and said: “they are all 

alike” [in guilt]. (Reported by Muslim from Jabir; also tirmidhi and Musnad Ahmad). 

   

درهم ربا يأآله الرجل وهو يعلم، : (قال رسول اهللا صلى اهللا عليه وسلم : ة، غسيل المالئكة، قالوعن عبداهللا بن حنظل

رواه أحمد ودار قطني) أشد من ستة وثالثين زنية   

 

The Prophet, peace and blessings of god be on him, said: “a dirham of Riba which a person 

receives knowingly is worse than committing adultery thirty-six times (reported by ahmad 

and daraqutni from abdallah ibn hanzalah). 

 

ليأتين على الناس زمان ال يبقى أحد إال : (وعن أبي هريرة رضي اهللا تعالى عنه عن رسول اهللا صلى اهللا عليه وسلم قال

أحمد وأبو داود والنسائي وابن ماجه رواه) أآل الربا فإن لم ياآله أصابه من غباره   

 

The Prophet (pbuh) said: “there will come a time for mankind when everyone will take Riba, 

and if he does not do so, its dust will reach him. (Reported by Abu Dawud and Ibn Majah 

from Abu Hurayrah). 

 

3.2.1 The Meaning of Riba 

Riba literally means increase, addition, expansion or growth.i  It is, however, not every 

increase or growth which has been prohibited by Islam. In the Sharia, Riba technically refers 

to the "premium" that must be paid by the borrower to the lender along with the principal 

amount, as a condition for the loan or for an extension in its maturity.ii   In this sense, Riba 

has the same meaning and import as interest in accordance with the consensus of all the 

fuqaha without any exception (al-Jaziri, n.d, vol. 2, p. 245.  See also the views of some other 
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major juristic in Appendix 3).  The term Riba is, however, used in the Sharia in two senses.  

The first is Riba al-nasi’ah and the second is Riba al-fadl.iii 

 

قال رسول اهللا صلى اهللا عليه وسلم إذا أقرض أحدآم قرضًافأهدى إليه : لعن أنس بن مالك رضي اهللا تعالى عنه قا

)رواه البيهقي في سننه(طبقًا فال يقبلها، أو حمله على دابة فال يرآبها إال أن يكون جرى بينه وبينه قبل ذلك    

 

when any one of you grants a loan and the borrower offers him a dish [of food], he should not 

accept it; and if he offers him a ride on an animal, he should not ride, unless the two of them 

are accustomed to exchanging such favours mutually (reported by al-bayhaqi in his sunan 

from anas ibn malik). 

 

Riba al-Nasi’ah 

The term nasi’ah comes from the root nasa’a which means to postpone, defer, or wait, and 

refers to the time that is allowed to the borrower to repay the loan in return for the ‘addition’ 

or the ‘premium’. Hence Riba al-nasi’ah is equivalent to the interest charged on loans. It is in 

this sense, that the term Riba has been used in the Qur’an in verse 2:275, which states that 

“God has allowed trade and forbidden Riba (interest)”  

The prohibition of Riba al-nasi’ah essentially implies that the fixing in advance of a positive 

rate of return on a loan, as a reward for waiting, is not permitted by the Sharia. It makes no 

difference whether the rate of return is small or big, or a fixed or variable per cent of the 

principal, or an absolute amount to be paid in advance or on maturity, or a gift or service to 

be received as a condition for the loan. The point in question is the predetermined 

positiveness of the return. It is important to note that, according to the Sharia, the waiting 

involved in the repayment of a loan does not, by itself, justify a positive reward. 

 

رواه البخاري في صحيحه) ال ربا إال في النسيئة: (عن أسامة أن النبي صلى اهللا عليه وسلم قال   

 “There is no Riba except in nasi’ah” (reported by al-bukhari from usamah ibn zayd) 

 

) آل قرض جر منفعة فهو وجه من وجوه الربا: (عن فضالة بن عبيد، صاحب النبي صلى اهللا عليه وسلم، أنه قال

  موقوف، سنن البيهقي
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“the benefit derived from any loan is one of the different aspects of Riba” (reported by al-

buyhaqi from fadalah ibn ‘uhayd. (This Hadith is mawquf, implying that it is not necessarily 

from the Prophet; it could be an explanation provided by fadalah, a companion of the 

Prophet, the peace and blessings of god be on him. 

 

Riba al-fadl 
 
Where money is exchanged for money, hand-to-hand, but in different quantities. 
 

من شفع ألخيه شفاعة،فأهدي له هدية،فقبلها،فقد {:وعن أبي أمامة رضي اهللا عنه عن النبي صلي اهللا عليه وسلم قال

با رواه أحمد وأبو داود،وفي إسناده مقال من آتاب بلوغ المرام آتاب البيوع،باب الر} أتي بابًا عظيمًا من أبواب الربا

  861رقم 172ص

From abū umamah: the Prophet, peace be on him, said: “whoever makes a recommendation 

for his brother and accepts a gift offered by him has entered ribā through one of its large 

gates.” (buiūgh al-marām, kitāb al-buyū‘, bāb al-ribā, reported on the authority of ahmad and 

abū dāwūd) 

 

4، آنز العمال ج}غبن المسترسل ربا{:عن أنس عن جابر عن النبي صلي اهللا علي وسلم قال  

آتاب البيوع،الباب الثاني،الفصل الثاني،رواه البيهقي والسيوطي في الجامع الصغير،آلمة غبن  398رقم 45،ص  

 

From anas ibn mālik: the prophet, peace be on him, said: “deceiving a mustarsal [an 

unknowing entrant into the market] is ribā. (suyūti, al-jāmi‘ al-saghīr, under the word ghabn; 

kanz al-‘ummāl, kitāb al-buyū‘, al-bāb al-thānī, al-fasl al-thānī, on the authority of sunan al- 

bayhaqī) 

  

 42،ص4آنز العمال ج}الناجش آآل ربا ملعون{:عن عبد اهللا بن أبي أوفي عن النبي صلي اهللا عليه وسلم،قال 

،ابن حجر العسقالني في فتح الباري،آتاب البيوع،باب النجش؛  والسيوطي في الجامع الصغير،آلمة )طب( 395رقم

راني في الكبيرالناجش؛  وآنز العمال؛   والطب  

 

From ‘abdallah ibn abī awfā: the Prophet, peace be on him, said: “a nājish [one who serves as 

an agent to bid up the price in an auction] is a cursed taker of ribā.” (cited by ibn hajar al-

‘asqalānī in his commentary on al- bukhārī called fath al-bārī, kitāb al-buyū‘, bāb al-najsh; 

also in suyūti, al-jāmi‘ al- saghīr, under the word al-nājish and kanz al--‘ummāl, op. cit., 

both on the authority of tabarānī’s al-kabīr) 
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3.2.2 Prohibition of Riba 

 

• In Islamic law Riba is, regardless of the purpose of a loan, forbidden because of four 

different revelations in the Quran: 

o First revelation underlines that “God deprives Riba of all blessing”. 

o The second describes interest as the “unjust appropriation of others’ property.” 

o The third discourages Muslims from interest for their own welfare, and; 

o Finally, the fourth revelation urges Muslims to only ask for the principal sum 

when lending money. (The Holy Quran 2:275-80) 

• There are numerous traditions of the Prophet Muhammad (pbuh) which detail the 

prohibition of Riba.  To quote one: 

 

“Gold for gold, silver for silver, wheat for wheat, barley for barley, dates for 

dates, and salt for salt; like for like, hand-to-hand, in equal amounts, and any 

increase is Riba.” (Muslim) 

 

• The tradition of the Prophet (pbuh) enumerates six goods which are eligible for Riba.  

Most Islamic schools of jurisprudence accepted gold and silver in the tradition to 

signify money in general, including contemporary monies. 

• The tradition makes it clear that there are two conditions for exchanging money for 

money:  hand-to-hand, and in equal quantity.  This is what is known as a currency 

exchange contract (‘aqd al-sarf), where money is traded at the current exchange rate.  

However, any violation of the tradition will result in one of two forms of forbidden 

Riba. 

 

3.3 RIBA AND INTEREST DISCUSSION FORUM 

Mohammad Fadel argues that Riba is of two types; Riba duyun (Riba of debts) and Riba 

buyu’ (Riba of sales).  The former is what the Qur’an refers to as a war against God and his 

prophet.  The latter is something specifically prohibited by the prophet(s) in the Sunnah.  

Those transactions described as involving Riba by the Sunna were not understood to involve 

Riba by the Arabs at the time of the revelation. As Abu Zahra points out, Riba buyu’ is purely 

an Islamic usage (istilah islami) 
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At any rate, Riba duyun, occurs when a creditor agrees to allow his debtor to delay payment 

of a matured debt in exchange for an increase in the indebtedness. For example, A owes B 

£100 on 1/1.  On 1/1 A is unable to pay the debt. B agrees not to collect the debt until 2/1 in 

exchange for agreeing to pay him £110 instead of £100.  This is an increase on a pre-existing 

indebtedness, and for that reason is called Riba dayn (the increase of a debt).  This transaction 

is categorically prohibited.  It is called Riba al-jahiliyya.  It is specifically this transaction that 

the Arabs understood Riba to include. 

 

The Riba of the Sunnah applies to certain types of sales transactions, both immediate 

exchanges as well as credit exchanges.  It is commodity specific. The Riba that is specific to 

immediate exchanges is called Riba al-fadl.  The basic rule is that immediate exchange is not 

subject to the rules of Riba unless there is some delay that the commodity in question is 

subject to the specific rules of Riba Al-fadl.  At any rate, as long as the commodities are 

generically different, the rules of Riba al-fadl are never an obstacle to immediate exchanges.  

Thus, while 1 pound of high quality dates for 2 pounds of lower quality dates is prohibited on 

the grounds of Riba al-fadl, 1 pound of high quality dates for 2 pounds of wheat is not Riba 

al-fadl, even if the wheat is then traded for 2 pounds of the lower quality dates. 

 

The Riba that applies to credit sales is called Riba nasi’a.  Nasi’a means delay, again the 

same structure applies.  Credit sales are not subject to the rules of Riba nasi’a unless there is 

evidence that the commodity that is traded had been marked out for special regulation.  The 

cause of prohibition in this type of Riba, however, is merely delay in exchange (nasi’a), and 

not the difference in cash price and credit price.  Again, to give an example, the sale of a car 

whose cash price is £10,000 for £12,000 on credit, payable over 5 years, for example, is not 

prohibited under the rules of Riba nasi’a, according to the ‘fuqaha’ the commodity simply 

has two different prices, a cash price and a credit price.  Nor does this transaction implicate 

Riba duyun because the purchased is incurring a debt, not increasing the value of a pre-

existing indebtedness in exchange for more time to pay off the debt.  Therefore, it also does 

not involve Riba al-jahiliyya.  However, according to economists, the difference in price is a 

function of the time value of money, i.e. interest.  Therefore, the terms Riba and interest are 

not synonymous, and Muslims should cease confusing one for the other.  Some Riba is 

interest, but not all, e.g. trading one pound of high quality dates for two pounds of lesser 

quality dates does not implicate the time value of money at all, yet Islam describes it as Riba.  

Likewise, some interest is Riba, but not all: if a person owes the bank £100 and agrees to 
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defer payment of the debt in exchange for increasing the indebtedness. That is both interest 

and Riba.  However, if a car is bought on credit, interest will be paid, but not Riba. 

 

Gafoor (1995) explores the difference between Riba and interest: the ‘interest’ charged by a 

modern commercial bank is considered as consisting of six distinct components.  This 

‘interest’ is called the cost of borrowing, since it is the cost to the borrower or obtaining the 

loan.  It can be put in simple equations: 

 

Cost of borrowing = interest paid to the owner of the funds + cost of services + cost 

of overheads + a risk premium + compensation for inflation + remuneration to the 

bank for providing the service. 

 

Here the depositor is considered to be the real lender, and the bank an intermediary between 

the lender and the borrower.  (It is necessary that the reader breaks away from the traditional 

mindset created by the historical origins of banks, and considers the modern commercial bank 

as it functions today: deposit bank, retail bank). 

 

3.3.1 Critique of Interest 

Islam rejects interest as the price of capital on the basis of the following: 

• Interest is an exploitative return; it is seen as unjust for creditors to receive the benefit 

only and not share in any loss. 

• Interest transfers income from the depositors to the industrialists, which in turn leads 

to a concentration of wealth in society.  

• Interest creates an idle class of people who receive their income from accumulated 

wealth. 

• In Islam, money is valid claim on property when obtained through work, exchange, 

gift or inheritance.  In monetary loans, a person gets excess amount without any one 

of these reasons.  Thus this excess (interest) cannot be justified. 

• According to modern view, interest is the ‘price of capital’.  Islam rejects this notion.  

Capital itself is not productive, and it is the application of human efforts to a stock of 

capital which generates output and income. 

• The reward of capital, then, cannot be fixed in advance, unlike interest rates, but can 

only be determined proportionately. 
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• Interest results in insufficient allocation of society’s resources and contributes to the 

instability of the system. 

• In an interest based system the major criteria for the distribution of credit is the 

creditworthiness of the borrower. 

• In a sharing system, the productivity of the project is more important.  Therefore, the 

finances go to more productive projects. 

 

3.4 PROHIBITION OF GHARAR 
 

• In addition to the Riba, ‘gharar’ constitutes a second major prohibition in Islamic 

Banking as stated in the Sharia. 

• Gharar can be translated into English as ‘uncertainty’, ‘hazard’ or ‘chance’. 

• It can be defined “as the sale of probable items whose existence or characteristics are 

not certain, due to the risky nature which makes the trade similar to gambling”. 

• Gharar thus applies to cases of doubtfulness or uncertainty, as in the case of not 

knowing whether something will take place or not. 

• Some examples of gharar are the sale of undeliverable goods, of goods either without 

a proper or with a wrong description or without a specified price, the sale without a 

permitted examination of the goods by the buyer, and the conditional contracting on 

an unknown event. 

• Gharar refers to conditions in exchange contracts, the full implications of which are 

not clearly known to parties. 

 

3.4.1 Types of Gharar 

• There are two kinds of gharar: 

o Gharar fahish (substantial) 

o Gharar yasir (trivial) 

• The first kind is prohibited while the second is tolerated since this may be 

unavoidable without causing considerable damage to one of the parties. 

• In many cases, for example, it is simply not possible to reveal all information (not 

because the seller wants to hide anything, but because it is in the nature of the 

product).  The buyer has to trust the seller. 
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• For example, the buyer of a built house has to take the word of the seller as to what 

kind of material has been used in the foundations of the house.  Therefore, such lack 

of knowledge does not violate the contract. 

• In contemporary financial transactions, the two areas where gharar most profoundly 

affects common practice are insurance and financial derivatives. 

 

3.5 PROHIBITION OF MAYSIR (GAMBLING) 

• Islam prohibits all kinds of gambling and games of chance.  This is based on clear text 

in the Quran. 

o ye who believe! Intoxicants and gambling, (dedication of) stones, and 

(divination by) arrows, are an abomination of Satan’s handiwork; eschew 

such (abomination), that ye may prosper. (5:90) 

• This quotation from the Quran shows that gambling is regarded as morally 

unacceptable, because it results from the will to win at the expense of others, and 

leads to hostile behaviour.  

• Maysir contains a substantial amount of risk and is generally forbidden. 

• However, it is important to draw a distinction between pure games of chance and 

activities that deal with uncertainties of life and business activities and involve an 

element of chance and risk-taking. 

• Not all types of risk-taking is prohibited. 

• Every economic activity involves uncertainty which generates risk.  It is not 

prohibited in Islam. 

• Risk arising from uncertainties that is not part of everyday life is forbidden in Islam.  

They arise from various types of ‘games’ that people create for themselves.  Such 

risks are forbidden because they do not add any economic value to the wealth of the 

society. 

• Due to the element of ‘chance’ in all insurance contracts, Muslim scholars linked 

conventional securities speculation is considered maysir by some Muslims. 
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3.6    ISLAMIC JURISPRUDENCE (FIQH) 
 

• In light of the Islamic principle of general permissibility and the principle of free 

choice and the discussion of the few prohibitions, we can summarize the 

guidelines for financial contracts as follows: 

o Consciousness:  The parties should consciously and willingly agree on the 

conditions of a contract without compulsion and duress.  An implication of 

this is that any agreement made in a state of unconsciousness or by force is not 

valid. 

o Clarity:  The parties are fully aware of all the implications of the conditions 

laid down in a contract.  Any ambiguity (with the exception of gharar yasir) 

will make the agreement invalid. 

o Capability:  The parties are reasonably certain that they are capable of 

complying with all conditions of the contract.  An implication of this is that 

sale of any goods (or services) which are not owned and possessed by the 

seller at the time of contract is not valid. 

o Commitment:  The parties intend and are committed to respect the terms of a 

contract ,both in letter and spirit.  An implication of this is that any subterfuge 

to evade any Sharia condition through linguistic or legal tricks is not allowed. 

 

SUMMARY 

Islamic finance is an ethical mode of finance that has, at its centre, the Quranic values that are 

expressed by Sharia law.  The distinctive features of Islamic finance are illustrated below: 

• The prohibition of interest: Riba 

• A profit and loss sharing system 

• Money is not a commodity 

• Uncertainty, risk or speculation in transactions are prohibited 

• Investment in Halal products only 

 

Sharia law is the guiding tenant of Islamic banking and finance, therefore, understanding its 

role in Islam is central in gaining insight into Islamic finance and economics.  
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QUESTIONS 
 

1. What is the relationship between Sharia law and Islamic banks? 

2. What are the sources of Sharia law? 

3. The Sharia governs the practical aspects of a Muslim’s daily life and is divided into 

which two bodies of rules? 

4. What are some of the critiques of the interest-based system? 

5. What are the distinctive features of Islamic banking? 

6. What are the factors which distinguish Islamic banking from conventional banks? 

 
 

 

 
i See the word riba in Ibn Manzur’s Lisan al-‘Arab, 1968, vol. 14, pp. 304-7; al-Zabidi’s Taj al-‘Arus, 1306, 
vol. 10, pp. 142-3; and Raghib al-Isfahani’s al-Mufradat, 1961, pp. 186-7.  The same meaning is also 
unanimously indicated in all classical Qur’an commentaries. 
ii Ibn Manzur specifies that "what is prohibited is the extra amount, benefit or advantage received on any loan" 
(1968, p. 304). See also the commentary on verse 2:275 in Tafsir al-Kabir of Fakhruddin al-Razi (Appendix 
1.3.2), Ahkam al-Qur’an of Abu Bakr al-Jassas (Appendix 1.3.3), and Ahkam al-Qur’an of Ibn al-‘Arabi 
(Appendix 1.3.4).  See also items 4, 5, 6, 7 and 8 of Appendix 3. 
iii Riba al-nasi’ah is also called riba al-duyum (riba on loans), riba al-mubashir (direct riba), or riba al-jali 
(obvious riba), while riba al-fadl is also called riba al-buyu (riba in trade), riba ghayr al-mubashir (indirect 
riba), or riba al- khafi (hidden riba). 



CHAPTER 4: HISTORICAL DEVELOPMENT OF ISLAMIC BANKS 
 

CHAPTER OVERVIEW 
This chapter will outline the historical development of Islamic banking practices. 

 

LEARNING OUTCOMES 
On successful completion of this chapter you will be able to: 

• Describe the historical development of Islamic banks, banking and the underlying 

principles that guided this evolution. 

• Describe the Islamic view of interest, profit and how this has been interpreted as a 

foundation for Islamic banking. 

• Explain the reasons for the relatively slow development of Islamic banking compared 

to conventional banking. 

 

4.1 THE EARLY HISTORY OF ISLAMIC BANKING 
Islam is not a static religion, it is an emergent phenomenon. It has emerged out of history and, 

to some extent, Western commercial and Islamic banking emerged from the same sources, so 

it is useful to give a brief account as to how banking systems evolved. 

 

Banking, as one of the most specialized forms of commerce, appeared in conjunction with the 

civilizations of the past and was nearly always at the basis of their prosperity, but as 

Orsingher (1967:1) put it:  

 

‘It is impossible with the documents discovered so far, whatever their kind, to 

determine when banking operations first took place or to give a continuous 

uninterrupted account of their evolution’. 

 

Banking as Homoud (1985) pointed out: 

‘Was known in various forms and guises in a number of cultures which flourished in 

various parts of the world before they lapsed into oblivion’.   
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The distinctive principles of Islamic banking lie to some extent in attitudes towards interest or 

Riba/usury, and actually there is a great deal in common in certain stages in its history 

between Western and Islamic views of interest. It is only in the late 15 to 16th century that we 

got banking institutions converging and saying interest was a necessary phenomenon for a 

viable financial system. Perhaps more fundamentally the distinction lies in the concept of risk 

sharing, an issue that is related to that of Riba. Even more fundamentally, the distinction lies 

in the lack of separation in Islam between the secular (including the economic) and the 

spiritual.  

 

The experiment of Islamic Banking started with the establishment of Egypt’s Mit Ghamr 

Saving Bank in 1963, followed by other small savings banks in the same country.  That 

experiment encountered many difficulties, believed to be the outcome of social conditions in 

the country at that time.  However, despite the short period of that experiment, it indicated 

that the Islamic methods of banking were practical and relevant for a banking system, albeit 

with some refinements. 

 

The idea continued to develop theoretically until 1974 when the Islamic Development Bank 

was established in Jeddah. This was followed by the establishment of the first Islamic 

commercial bank, which was opened in 1975 in Dubai in the United Arab Emirates, followed 

a short time later by the Bahrain Islamic bank, in 1978.  Since then, the number, size and 

activities of Islamic banks have grown rapidly and the concepts have developed to cover the 

activities of other types of financial institutions including insurance, investment and fund 

management companies. 

 

4.2     HISTORY AND EVOLUTION OF THE ISLAMIC FINANCE INDUSTRY 
4.2.1 Background 

 

• From a very early stage in Islamic history, Muslims were able to establish a system 

without interest for mobilizing resources to finance productive activities and 

consumer needs. 

• The system worked quite effectively during the heyday of Islamic civilization and for 

centuries thereafter. 
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• Partnership and profit-sharing rather than interest-based borrowing and lending 

formed the basis of commerce and industry in the Muslim societies. 

• Modern banking institutions first appeared on the financial scene in the 1950s with 

the establishment of farmer credit unions in Pakistan.  Later in 1963 the Mit Ghamar 

Saving Bank, a small rural institution in Egypt, was founded. 

• The major expansion in Islamic banking came in the 1970s with the establishment of 

Dubai Islamic Bank in 1975, the Faisal Islamic Bank in Egypt and Sudan in 1977, the 

Kuwait Finance House the same year, the Jordan Islamic Bank in 1978 and the 

Bahrain Islamic Bank in 1979. 

 

4.2.2 Evolution of Islamic Finance — Timeline 

Before 1950 

- Critique of interest.  Evolution of thought. 

1950-60 

- Presentation of ideas for interest-free banking by Muslim economists and theologians. 

1960-70 

- Concept of profit-loss sharing models. 

- Development of trade-based modes of financing. 

- Early experiments in Egypt. 

1970-80 

- Establishment of first commercial Islamic bank in Dubai. 

- Establishment of Islamic banks in many corners of the Muslim world. 

- First Islamic international multilateral development bank (IDB) established in Jeddah. 

1980-90 

- Islamic banking industry witnessed rapid growth.  Passes $100 billion mark. 

- Launching of Islamic Investment Funds. 

- Opening of Islamic windows by conventional banks. 

- Development of new modes of financing. 

1990-2000 

- Rapid growth in industry.  Establishment of new banks. 

- Launching of Islamic market indexes. 

- Development of asset-based financing products. 

29 
 



- Establishment of support institutions. 

- Starting of accounting standards of Islamic financial institutions. 

2000- present 

- Development continues.  Innovations in products. 

- Launching of sukuk. 

- Establishment of new support institutions such as Islamic Financial Services Board 

and Islamic Rating Agency. 

- Public sector resource mobilization through Islamic modes. 

 

4.2.3 Islamic Finance in the U.A.E. 

- 1975:  The first commercial bank in the world on Islamic lines—the Dubai Islamic 

Bank—was established. 

 

- 1998:  Abu Dhabi Islamic Bank was set up with a paid up capital of AED 1 billion  

providing a wide range of retail and corporate banking services in strict conformity 

with the Islamic banking code. 

 

- 2002:  The National Bank of Sharjah announced the successful completion of its 

transition to an Islamic entity offering Islamic financial services and products. 

 

- 2004:  Middle East Bank, a subsidiary of Emirates Bank Group converted to an 

Islamic Bank—Emirates Islamic Bank.  The Bank with a capital of AED 500 million 

offers a variety of Islamic retail as well as corporate banking services, in addition to 

Islamic investment services. 

 

- 2005:  National Bank of Sharjah announced that it had changed its name to Sharjah 

Islamic Bank.  The Bank, incorporated in 1975 as a public shareholding company, 

also announced it was raising its capital to AED 1 billion. 

 

- 2006: 

• Dubai Bank announced it wasconverting to Islamic banking beginning year 

2007. 
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• Amlak Finance—AMLAK Finance PJSC, the largest publicly held Islamic 

home finance company in the country applied to the Central Bank for an 

Islamic banking license. 

• RAK Bank planned an independent Islamic finance company. 

• Union National Bank (UNB) announced plans to set up an Islamic finance 

company with a paid-up capital of AED 500 million. 

• Mashreqbank also planned to float an Islamic finance subsidiary initially 

capitalized at AED 200 million. 

 

4.3 THE ISLAMIC FINANCE INDUSTRY 
At present the slow growth rate in the Financial Services Industry indicates that the product 

portfolios and markets have reached maturity, at least for the time being.  Annual financial 

results since 2000 of major financial groups do not match the growth rates of the previous 

ten years. In this context, Islamic banking offers a global opportunity for growth and 

profitability specifically to institutions capable of differentiating their products by 

developing expertise in community based banking. A strategic vision that includes Sharia 

compliant products and services would not only satisfy the needs of the 2 billion Muslims in 

the world but may also attract ethically motivated customers. For Muslim and ethical 

consumers, four key market segments can be further developed into Sharia compliant 

business units within European banks; global consumer banking, commercial banking, global 

corporate banking and global investment management.  

 

4.3.1 Banking Industry 

• Research by The Banker (2008) on the top 500 Islamic Financial Institutions (TIFI), 

indicates the market potential: the global total of Sharia compliant assets, based on the 

latest official figures, grew by 29.7% over the past year to reach $500,482m, although 

this is as yet relatively small compared with the $74,232.2bn in total assets amassed 

by the top 1000 world banks in The Banker’s latest global listing; promising new 

opportunities.  

• In addition to 292 banks, both fully Islamic and those offering Islamic windows or 

selling Islamic products, there are 115 Islamic investment banks and finance 

companies, and 118 insurance companies, adding up to a total of 525 institutions. 
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• bn at the end June 2007, up 17.2% from 

$8.3bn at the end of June 2006, making HSBC Am

HSBC Amanah’s assets reached $9.7

anah the 14th largest Islamic 

5bn 

the 

-

•  for 70.9% of the 

on-

Monetary Agency the total number of Islamic banks in the 

10% of the financial system and 

U.A.E.

ic Bank (DIB)—UAE’s sixth largest bank by assets has made steady 

005 

Dh 

mic Bank reported a net profit of Dh 344.7 million for the year 2005 

financial institution in the world. While the overall total grew by 29.7% to $500.

in the listing, the GCC institutions expanded the most by 39.4% to $178.1bn and the 

Middle East and North Africa states (MENA) institutions grew by 29.9% to reach 

$176.8bn. Asia, led by Malaysia, Brunei and Pakistan, is the third largest region in 

world for Sharia compliant assets, growing by 20.9% to $119.3bn. The grouping of 

institutions from Australia, Europe and North America account for $21.5bn with sub

Saharan African institutions accounting for $4.7bn in assets.  

Looking at the overall global total, the MENA region accounts

$500.5bn total, split almost evenly between the GCC states with 35.6%, and the n

GCC MENA states with 35.3%. Asia comes in third with 22.7% of the market.  Iran, 

which tops the country ranking with assets of $154.6bn, Saudi Arabia with $69.4bn 

and Malaysia with $65.1bn which are only 31.6% of total Saudi assets and 25.1% of 

Malaysia total assets. 

• According to Bahrain 

country is 25 with assets exceeding US $6.8 billion. 

• In Malaysia, Islamic banking currently accounts for 

is forecast to achieve at least 20% market share by 2010.  In June 2004 the assets 

mobilized by the Islamic banking sector had increased to RM 89.1 billion accounting 

for a market share of about 10/5 of the Malaysian banking system. 

 

 

• Dubai Islam

growth during the last few years.  DIB  reported net profit of Dh 1.061 billion in 2

up 130 percent compared to Dh 461 million in 2004.  Total assets reported a 40 

percent increase to Dh 43 billion while customer deposits climbed 34 percent to 

33.34 billion. 

• Abu Dhabi Isla

up by 180 percent over the previous year.  Total assetsof the bank nearly doubled to 

Dh 22.2 billion from Dh12.7 billion the previous year.  Customer deposits reached  

• Dh 18 billion, an 88 percent increase over the Dh 9.6 billion of 2004. 
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• Sharjah Islamic bank also announced steady growth in its performance in the year 

2005 with a net profit reaching Dh 186.1 million, an increase of Dh 114 million or 

161 percent compared to the previous year.  Total assets recorded 53 percent growth 

to reach Dh 5.3 billion. 

• Emirates Islamic Bank reported strong growth in its customer deposits in the year 

2005.  Its deposits had risen from Dh 1.23 billion to Dh 3.59 billion which represents 

200% growth over a period of 12 months. 

 

4.3.2 Islamic Capital Market 

• The size of the Islamic equity funds is estimated to be approximately US $3.3 billion. 

It has been growing at over 25% over the past seven years.  There are estimated to be 

over 100 Islamic equity funds worldwide. 

• Islamic sukuk are on the constant rise in the global capital market especially in the 

Middle East and Malaysia.  By the end of October 2006, the number of sukuk listed 

on Liquidity Management Centre (LMC) Bahrain was 77 with total amount 

exceeding US $17 billion. 

• In the Malaysian Capital Market in the year 2003, the total funds raised via the 

issuance of Islamic bonds amounted to RMB 8.1 billion constituting 19% of the total 

funds raised in the bond market. 

• In the UAE capital market, Islamic bonds are receiving overwhelming investor 

interest. 

• In January 2006, the Dubai International Financial Exchange listed the $3.5 billion 

Dubai Ports, Customs and Free Zone sukuk, the world’s largest sukuk. 
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List of 10 Largest Sukuk listed on LMC 

Issuer Issue Date Size (US$MM) Country 

PCFS Jan 2006 3,500 UAE 

Dubai Global Sukuk Nov 2004 1,000 UAE 

Government of Qatar Sept 2003 700 Qatar 

Malaysia Global Sukuk July 2002 600 Malaysia 

Pakistan International Sukuk Jan 2005 600 Pakistan 

Wings FZCO  June 2005 550 UAE 

Cagamas Sukuk July 2005 540 Malaysia 

Islamic Development Bank June 2005 500 International 

Solidarity Trust Services LTD Aug 2003 400 Region Wide 

IDB Trust Services Aug 2003 400 International 

Total Number of Sukuk listed on LMC:  77  Total Amount USD 17,971.11 

on October 10, 06  Source:  www.Imcbahrain.com 

 

 

 

4.4 ISLAMIC MARKET INDEXES 

 
4.4.1 The Dow Jones Islamic Market Index 

• The Dow Jones Islamic Market Index (DJIMI) was launched in Bahrain on February 

9, 1999.  The DJIMI were especially created for people who wish to invest according 

to the Islamic investment guidelines.  The indexes track Sharia compliant stock from 

around the world and provide Islamic investors with comprehensive tools based on a 

truly global investing perspective. 

• DJIMI consists of nearly 600 companies drawn globally from 34 countries, covering 

over 100 industry groups and ten economic sectors and having a market cap of nearly 

8 trillion dollars. 
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4.4.2 The FTSE Global Islamic Index Series 

• The FTSE Global Islamic Index Series (GIIS) was launched by FTSE – a joint 

venture between the Financial Times and the London Stock Exchange – in Nov 1999. 

• FTSE’s GII are equity benchmark indexes designed to track the performance of those 

leading publicly traded companies whose activities are consistent with Islamic Sharia 

principles.  Pioneered by the International Investor (TII) and calculated by FTSE, GII 

are designed for those who wish to invest according to Islamic Investment guidelines. 

• The FTSE Global Islamic Index tracks over 1,000 companies from 29 countries, 

offering investment in no less than 24 currencies spread across more than 30 different 

sectors. 

 



CHAPTER 5:  ISLAMIC BANKING VERSUS CONVENTIONAL 
     BANKING 

 
CHAPTER OVERVIEW 
This chapter aims to provide an overview of two financial systems: the conventional or 

western model, and the Islamic banking mode. What are their similarities and differences? 

 

LEARNING OUTCOMES 

On successful completion of this chapter you will be able to: 

• Describe the current interrelationships between Islamic banks, conventional banks and 

the global financial environment and the measures that need to be taken to ensure the 

dealings of Islamic banks remain compliant with Quranic principles. 

• Explain the participatory relationship between the Islamic banker and the entrepreneur 

and compare it to the debtor/creditor relationship predominant in western banks. 

• Describe the types of co-operation that currently exist between Islamic banks and 

conventional banks. 

• Describe the relationships between Islamic banks and central banks and the special 

measures required to accommodate Islamic banks. 

 

5.1 INTRODUCTION 

 

We emphasize there are differences but these differences are not sufficiently significant to 

make the two systems of banking inconsistent.  Furthermore, we argue that the existence of 

compatibility between the two systems in the context of banking and finance really makes the 

case against treating Islam as the other, the shadow, the source of clash of civilizations. 

 

As shown through this book, Islamic banking principles have, at the core, social and ethical 

responsibility and are indeed compatible with Western ideas of ethical banking and social 

capital. Islamic principles are concerned with issues of fairness and justice rather than 

efficiency narrowly defined. These principles focus on the necessity of sharing risk in a fair 

and stable society, and upon problems of exploitation in markets where power is 

asymmetric. This is the real Riba issue. 
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5.2 ISLAMIC BANKING PRINCIPLES 
 

Islamic banks are shaped on the founding principle that a separation between secular and 

religious matters is not permitted. This foundation requires compliance with Sharia as a basis 

for all aspects of life. This compliance covers not only religious worship but also business 

practices. 

The Islamic religion encourages the concept of undertaking business risks in return for 

reward with the understanding that the level of the expected reward is related to the level of 

risk.  In contrast to conventional banking principles, what is condemned in Islamic banking is 

the notion of a risk-free reward or return. Islamic banking principles do recognize the time 

value of money but provided that profits are earned through trade and not on lending money.  

 

5.2.1 Objectives of Islamic Banking and Finance 
 

The primary goal of establishing Islamic banks all over the world is to promote, foster and 

develop the application of Islamic principles in the business sector.  The main objectives of 

Islamic banking are: 

 

• To offer contemporary financial services in conformity with Islamic Sharia. 

• To abolish interest in all financial transactions. 

• To direct all their efforts towards halal (permissible) ventures. 

• To contribute towards economic development and prosperity within the principles of 

Islamic justice. 

• Optimum allocation of scarce financial resources. 

• To help ensure equitable distribution of income. 

 

5.2.2 Basic Principles of Islamic Banking and Finance 

 

• Any predetermined payment over and above the actual amount of principal is 

prohibited.  (prohibition of Riba – interest) 

• The lender must share in the profits or losses arising out of the enterprise for which 

the money was lent.  (profit and loss sharing) 
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• Making money from money is not Islamically acceptable.  Money must work as 

capital not as debt. 

• Gharar (uncertainty, risk or speculation) in transactions is prohibited. 

• Investment should be confined to products and services that are not forbidden. 

 

5.2.3 What is the Role of Money in Islam?  
 

The chairman of the Islamic Foundation in the UK Prof. Khurshid (1994) explains that the 

concept and role of money is crucial to any financial system. In an Islamic system money is 

primarily and exclusively a measure of value, a means of exchange and a standard for 

deferred payment. As distinct from the ethos of Western economics and conventional 

banking, however, money is not regarded as a commodity in itself, to be bought, sold and 

used to beget money. As a logical consequence of this, in an Islamic framework, money has 

to operate through some real economic activity or service. It is a facilitator and an 

intermediary, not an active self-contained agent in itself. The role of money in Islamic 

banking is seen more as a medium of exchange than a store of value or store of wealth. 

Naturally, such an emphasis downplays the importance of interest as a rate of return on 

money, which is not thought of as capital.  

 

5.3 MAJOR CHARACTERISTICS OF ISLAMIC BANKING  
 

Khurshid (1994) defines five major characteristics of Islamic Banking system which deserve 

special mention:  

i. equity-sharing and stake-taking 

ii. a revolutionary departure from the conventional system 

iii. Islamic banking approach is rooted in an ethical framework 

iv. entrepreneur-friendly 

v. non-inflationary system 

 

5.3.1 Equity-Sharing and Stake-Taking System 

Islamic Finance stands for a system of equity sharing and stake-taking. It operates on the 

principle of a variable return based on actual productivity and the performance of the 

projects, specific or general, individual or institutional, private or public.  
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5.3.2 A Revolutionary Departure from the Conventional System 

Khurshid (1994) point out that Islamic banking represents a revolutionary departure from the 

conventional system. Islam wants the economy, with its major monetary and business 

dealings, to move from a debt-based relationship to an equity-based and stake-taking 

economy. While there is scope for some debt-based transactions on the principle of qard 

hasan, the overall thrust of the economy would be towards equity-based and risk-sharing 

arrangements.  

 

5.3.3 Islamic banking approach is rooted in an ethical framework 

The Islamic approach is rooted in an ethical framework. As such, it represents not only a shift 

from a debt-based economy to an equity-based economy, but also a movement from profit 

taking to a gainful economy that is also characterized by ethical norms and social 

commitments. The ethical and social dimensions are crucial to all economic activities. The 

moral filter plays a crucial role in this system. Furthermore, this filter operates at different 

levels; the conscience of the entrepreneur and the firm, the social climate of society, the legal 

framework, and the supervisory and guiding role of the state and government.  

 

5.3.4 Entrepreneur-Friendly 

Islamic finance and banking is at least intended to be entrepreneur-friendly. It is directed not 

towards mere financial expansion, but towards the physical expansion of economic 

production and services.  

 

5.3.5 Non-Inflationary System 

The Islamic based system is said to be counter inflationary or even non-inflationary. This is a 

very important and fundamental characteristic of Islamic banking. Banker's almost 

uncontrolled power to create credit among others is at the root of inflationary pressures. 

Inflation, according to most western economists and analysts is largely a monetary 

phenomenon. The de-linkage between financial expansion, money supply and the physical 

expansion of the economy is a result of the financial and banking dynamics of our time. 

Islamic Finance and Banking restores equilibrium between the three activities; money 

creation, the real sector of the economy and stabilization. Stability in the value of money is a 

primary goal of an Islamic economyi.  
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5.4 Islamic Banks Problems 

Let us, at this stage, outline some of the problems faced by Islamic banks that accede to their 

principles with respect to risk sharing. We also outline some proposed solutions. 

 

a) Tax authorities in some countries find it difficult to give the same treatment to profit 

paid to, and profit received from clients, as they do to interest paid to and received 

from clients, by the conventional banks.  This creates excess tax liability for the 

Islamic banks and their clients.  The problem could be solved by the fiscal authorities 

suitably amending the tax laws, so that the Islamic banks and their clients enjoy the 

same privileges as are enjoyed by the conventional banks and their clients. 

 

b) In the case of industrial undertakings there is usually a fairly long gestation period 

during which funds are needed but there is no income.  Consequently, the profit for 

the present investors is less and the profit for future investors is high when the income 

starts coming.  This creates a situation of inequity from the banks’ and country’s point 

of view. It is also disadvantageous, as it develops a tendency to finance only short-

term projects, to the neglect of the medium and long-term projects which every 

country needs. 

 

c) International financial markets work on the basis of interest, which Islamic banks can 

neither pay nor receive.  This restricts the access of Islamic banks to the international 

markets, both for raising and placing foreign currency funds. This problem also arises 

in the case of getting finance from multinational financing institutions such as the 

World Bank, International Monetary Fund, and Asian Development Bank whereas 

almost every developing country in the world needs their assistance.  This problem 

will disappear if the borrowing countries seek only project financing from 

international lenders, which could be done in an Islamic way. 

 

d) Public limited companies’ accounts have to be audited by certified auditors, there is 

no such requirement in the case of proprietorships, partnerships and private limited 

companies.  In their case, the bank has no authentic source of knowing the correct 

results of the enterprises. There is a need for expanding the system of transparent 

audit at an internal as well as an external level. In countries where taxation is high, 

there is a tendency to conceal real profit by maintaining multiple sets of accounts, and 
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to overvalue assets to increase depreciation, which deprives the bank of its rightful 

share in the profit.  This risk is higher in the case of Mudarabah financing, which is a 

better Islamic instrument than Murabaha.  Scholars have to consider the issue with a 

view to removing this very big hurdle in providing Mudarabah financing, which will 

also increase government revenues, as the taxable income will be higher. 

 

e) The government could also consider applying a preferential tax tariff to Mudarabah 

and Musharaka profits, as compared to Murabaha profits, in order to encourage the 

former types of financing.  These instruments could become more popular if the bank, 

as provider of the whole or the major portion of funds, were allowed to ask for a third 

party guarantee or to take some collateral from the manager, to safeguard against his 

not showing the correct amount of profit.  All scholars agree that collateral can be 

asked from the managing partner against fraud and culpable negligence (something 

very difficult to establish in practice) but no collateral against other sources of loss. 

 

f) Recovery of penalty for delayed repayment of financings is not common among 

Islamic banks. This encourages borrowers to delay re-payments, at the expense of 

investors (depositors).  The only remedy for the bank is to go to court, which is 

cumbersome, and even unwise in the case of medium and long-term projects, as it will 

jeopardise the chances of the project going ahead and recovery of the bank’s money. 

To overcome this practical difficulty, most Islamic banks charge a penalty equal to the 

average rate of return for Murabaha accounts of the bank in the relevant period (not 

like the penal interest of conventional banks), if the delay was wilful, and use the 

amount for charitable purposes.  Eminent scholars do not approve of this practice as 

once the price is fixed, it will be attributable to the commodity and cannot be 

increased or decreased unilaterally. The establishment of special banking tribunals to 

hear cases of default and to decide expeditiously could help in solving the problem. 

 

g) There is a lack of consensus on many issues among Islamic scholars, as well as a lack 

of understanding between scholars and bankers. It is essential that bankers, jurists and 

scholars discuss the numerous unresolved issues together, and arrive at a common 

understanding. The London-based institute of Islamic Banking and Insurance has set 

up a Sharia Advisory Unit to assist Islamic banking in conducting its operations in 

accordance with the Sharia’s standing on various issue relating to Islamic banking and 
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finance.  To help in resolving this problem the Institute has collected, translated from 

Arabic to English, and edited, Fatwa’s from all over the world. This compendium of 

legal opinions on the operations of Islamic Banks contains a collection of Fatwas 

classified under subjects. 

 

5.5 HOW DOES ISLAMIC BANKING COMPARE WITH CONVENTIONAL 
BANKING? 

 
What are the factors which distinguish Islamic banking from conventional banks? 

 

1. Riba/Usury 

a) Interest is generally understood to mean any return for the use of money. The 

basic principle is that within Islamic banking, it is not permissible to charge 

for the mere use of money. Whereas conventional financial institutions “trade” 

in money (buying money from depositors and selling money in the form of 

loans), Islamic financial institutions must “trade” in real assets or services. 

 

2. Ambiguity in the contract (gharar) 

a) Any contract based on the occurrence or the non-occurrence of a future 

uncertain event within Islamic banking, is not generally allowable such as 

dealing in conventional derivatives contracts. 

 

3. Gambling (maisir) 

a) Any transactions undertaken for purely speculative purposes are not allowable 

within Islamic banking. Allowable trading or investment transactions which 

involve the risk of incurring losses as well as earning profits are not included 

in this definition of speculation. 

 

4. Prohibited activities / commodities 

a) Islamic banking prohibits dealing in certain commodities or activities. Islamic 

financing will therefore be inappropriate in financing and enterprise involved 

in any of the following types of activities: 

o Pork  

o Pornography 
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o Interest based finance 

o Arms or munitions (with certain exceptions) 

o Cinema 

o Tobacco/Alcoholic Liquor 

o Gambling 

 

5. Mobilisation of funds 

a) Funds are mobilized on the basis of the Mudarabah or Wakala contract by 

which Islamic banks agree to manage the funds of customers (investment 

account holders) in return for receiving a share of the profits or fixed fee from 

investing the funds and investment account holders agree to bear any losses 

incurred from investing their funds. This concept is very compatible with the 

agency theory in modern finance system. 

 

6. Investment activities 

a) On the “asset” side of their balance sheet, Islamic banks cannot lend money by 

charging interest but have to engage in permissible investment and trading 

activities. This is reflected in the structure of their assets base or trade concept 

being different from that of conventional banks. 

 

5.5.1 Activities not in compliance with these principles  

Islamic banks cannot hold any investments or earn any income which is not in compliance 

with the principles set out above. If a bank indulges in, or the regulatory regime of a bank’s 

country of operation requires it to invest in, such activities, a disclosure of such activities is 

required in the financial statements. 

 

 
i Qur’an, 6:152; 7:85; 11:84-5; 17:35; 26:181. 



CHAPTER 6: INTERNATIONAL ISLAMIC FINANCIAL INSTITUTIONS 
 

CHAPTER OVERVIEW 

This chapter will provide a picture of the international Islamic banking institutions with an 

overview of their governing roles. 

 

LEARNING OUTCOMES 
On successful completion of this chapter you will be able to: 

• Describe the organisations that regulate Islamic banks. 

• Describe the roles and activities of these regulating bodies. 

 

6.1 INTRODUCTION  

 
The functions of Islamic financial institutions can be divided into two parts: the safeguarding 

of deposits and the partnership of financial institutions with shareholders and depositors in 

profit-making ventures. Demand deposit facilities (called Amanah or Qard-hasan deposits) 

are similar to the safekeeping and transferable deposit functions performed in standard 

commercial banking. The Amanah or Qard-hasan deposits pay no returns, and the financial 

institutions are obligated to preserve the nominal value of the deposit. 

 

The partnership activities of Islamic financial institutions have mixed features that include 

conventional bank intermediation, mutual funds, or limited partnerships. To a large extent, 

Islamic financial institutions act as conventional intermediaries by issuing deposit-like 

instruments for the public in order to raise funds to finance commercial activity. The deposit-

like instruments and the financial institutions’ investments must be designed to expose both 

the depositors and the financial institutions to profits or losses on the ventures.  Thus, many 

of the investments are negotiable and known as “participation term certificates,” “profit and 

loss sharing (PLS) certificates,” and “investment deposit certificates,” and have properties 

similar to those of shares in a company or a mutual fund.           

 

An Islamic financial institution, serving as an intermediary, may act as a partner or as a 

provider of services in profit-making ventures and thus has some characteristics in common 
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with mutual funds, financial leasing companies, or brokers. Because of the joint participation 

among an Islamic financial institution, shareholders, and depositors in equity investments, the 

financial institution per se is not as exposed to risk as is a conventional, commercial, financial 

intermediary. In addition, the structure of the balance sheet of an Islamic financial institution 

may differ from that of a standard commercial depository corporation. For example, the 

equity capital base of an Islamic financial institution may be larger than that of a commercial 

depository corporation; and Islamic financial institution’s loan portfolio may be concentrated 

in short-term trade instruments; and the nature of banking strategies and risks may differ.  

 
 
6.2 SOURCES OF FUNDS FOR ISLAMIC FINANCIAL INSTITUTIONS 
 

• Amanah and Qard-hasan deposits are conventional deposit and transfer accounts for 

safekeeping and transferable cheque book accounts, and they pay no returns. The 

deposits are considered part of the resources of the financial institution, but the 

financial institution is required to guarantee the nominal value of the deposits. 

• A Mudarabah, as mentioned earlier, is a contract between investors and a financial 

institution that, as a silent partner, invests deposits in a commercial activity that earns 

each partner an agreed-upon portion of the profits on the venture. A Mudarabah can 

be entered into a single investment or on a continuing basis with the financial 

institution acting as a fiduciary. Mudarabah investments may be made for fixed terms 

and arranged through negotiable instruments (called investment deposit certificates or 

Mudarabah certificates) and thus may have characteristics similar to those of shares. 

• Participation term certificates are long-term investment instruments that entitle the 

holder to a share of a corporation’s profit. These certificates should be classified as 

deposits if the certificates are treated as liabilities of a financial institution and are not 

part of its permanent capital base. 

• Profit and loss sharing certificates and investment deposit certificates are investors’ 

deposits, such as Mudarabah certificates, that resemble shares in a company and 

should be classified as deposits. 

 

With the emergence of Islamic finance some international financial institutions also came on 

the scene.  The following is the brief profiles of some institutions established within the 

Islamic financial industry. 
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6.3 ISLAMIC DEVELOPMENT BANK 

 

The Islamic Development Bank (IDB) is a multilateral development bank serving Muslim 

countries.  The bank was opened on 20th October 1975 in Jeddah, Saudi Arabia.  Its present 

membership stands at 55 countries. The purpose of the bank is to foster the economic 

development of social progress of member countries and Muslim communities individually 

and collectively in accordance with the principles of Sharia.  The Bank is authorized to 

accept deposits and to mobilize financial resources through Sharia compatible modes.  It is 

also charged with the responsibility of: 

 

• Assisting in the promotion of foreign trade, especially in capital goods, among 

member countries. 

• Providing technical assistance to member countries. 

• Extending training facilities for personnel engaged in development activities in 

Muslim countries to conform to the Sharia. 

 

The bank enjoys the highest long-term credit rating (AAA) from Standard and Poor’s Rating 

Agency.  In June 2004, the bank was also classified as a zero-risk weighted multilateral 

development bank by the Bank of International Settlements under the new Basel Capital 

Accord. 

 

6.4 THE ACCOUNTING AND AUDITING ORGANIZATION FOR ISLAMIC 

FINANCIAL INSTITUTIONS   (AAOIFI) 

 
The need for accounting and auditing standards for Islamic financial institutions was felt in 

the early 1980s, just a few years after the establishment of the first Islamic bank was opened 

in Dubai, in 1975. Intensive efforts were made on both administrative and technical levels.  

These began with a working paper presented by the Islamic Development Bank (IDB) during 

the annual meeting of its Board of Governors in Istanbul in March 1987. Thereafter, a 

number of committees were formed to examine the appropriate methods of preparing 

accounting standards for Islamic financial institutions. These committees produced several 

research studies and reports, which lead to the establishment of the Accounting and Auditing 

Organization for Islamic Financial Institutions (AAOIFI). 
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AAOIFI was established, in accordance with the agreement of association signed by Islamic 

financial institutions, in 1990 in Algiers. The organization was registered in 1991 in Bahrain 

as an international autonomous non-profit making corporate body. The broad objectives of 

AAOIFI can be summarized as follows: 

 

a) To develop accounting, auditing, governance and ethical thinking relating to the 

activities of Islamic financial institutions in accordance with Islamic Sharia rules. 

b) To disseminate the accounting, auditing, governance and ethical thinking relating to 

the activities of Islamic financial institutions. 

c) To harmonize accounting policies and procedures adopted by Islamic financial 

institutions through the preparation and issuance of standards and their interpretations. 

d) To improve the quality and uniformity of auditing and governance practices relating 

to Islamic financial institutions through the preparation and issuance of auditing and 

governance standards and their interpretation.  

e) To promote good ethical practices in Islamic financial institutions through the 

preparation and issuance of codes of ethics for the institutions. 

f) To achieve conformity in the concepts and applications among the Sharia supervisory 

boards of Islamic financial institutions.  An important guiding principle is to attempt 

to avoid contradiction and inconsistency in the fatwa’s and their applications by 

institutions. 

g) To approach regulatory bodies and other concerned institutions in order to enhance 

the implementation of standards. 

 
The organizational structure of AAOIFI consists of the General Assembly, the Board of 

Trustees, the Executive Committee, the General Secretariat, the Accounting and Auditing 

Standards Board and the Sharia Board. The latter two bodies are entrusted with the technical 

work of preparing, reviewing, releasing and amending the standards. They are autonomous of 

the other administrative bodies which cannot interfere in the work of the Board. 

 

AAOIFI has been extremely successful in achieving its objectives. As of 2006, the 

organisation had released 21 Sharia standards, 24 financial accounting statements and 

standards, 5 auditing standards, 4 governance standards and 2 codes of ethics. This is in 

addition to the Statement on the Purpose and Calculation of the Capital Adequacy Ratio for 

Islamic banks. AAOIFI has also been working hard in persuading regulatory authorities to 
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adopt its standards. To date the Central Bank of Bahrain, the Bank of Sudan, Central Bank of 

Jordan, Dubai Financial Services Authority, Central Bank of Qatar, Qatar Financial Centre 

Regulatory Authority and Central Bank of Syria have mandated the adoption of AAOIFI 

standards by the Islamic financial institutions operating within their jurisdictions. The Saudi 

Arabian Monetary Agency has also issued a circular requesting banks to be guided by the 

standards.  In addition, AAOIFI standards are also used as basis of national standards and 

guidelines issued by authorities in Indonesia, Lebanon, Malaysia, and Pakistan. 

 

6.5 ISLAMIC FINANCIAL SERVICES BOARD (IFSB) 
 

The Islamic Financial Services Board (IFSB), which is based in Kuala Lumpur, was officially 

inaugurated on 3rd November 2002 and started operations on 10th March 2003. It serves as an 

international standard setting body of regulatory and supervisory agencies that have vested 

interest in ensuring the soundness and stability of the Islamic financial services industry, 

which is defined broadly to include banking, capital market and insurance. In advancing this 

mission, the IFSB promotes the development of a prudent and transparent Islamic financial 

services industry through introducing new, or adapting existing international standards 

consistent with Sharia laws and principles, and recommend them for adoption. To this end, 

the work of the IFSB complements that of the Basel Committee on Banking Supervision, 

International Organization of Securities Commissions and the International Association of 

Insurance Supervisors.  

 

The members of the IFSB include regulatory and supervisory authorities, international inter-

governmental organisations (International Monetary Fund, The World Bank, Bank for 

International Settlements, Islamic Development Bank, Asian Development Bank) and market 

players from various countries.  

 

Malaysia, the host country of the IFSB, has enacted a law known as the Islamic Financial 

Services Board Act 2002, which gives the IFSB the immunities and privileges that are 

usually granted to international organizations and diplomatic missions. 
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• In July 2003, the IFSB began the development of two prudential standards for the 

Islamic financial services industry: Risk Management and Capital Adequacy 

standards. 

• In 2004, the IFSB started preparing a standard on Corporate Governance. 

• In April 2005, the IFSB started preparing a standard on Supervisory Review Process 

and another one on Transparency and Market Discipline. 

 

6.6 LIQUIDITY MANAGEMENT CENTRE (LMC) 
 

The establishment of Liquidity Management Centre B.S.C. (c) (LMC) in July 2002 represents 

a historical landmark for the Islamic banking industry. LMC’s shareholders are Bahrain 

Islamic Bank B.S.C. (Kingdom of Bahrain), Dubai Islamic Bank P.J.S.C. (United Arab 

Emirates), Islamic Development Bank (Kingdom of Saudi Arabia) and Kuwait Finance 

House K.S.C. (State of Kuwait), each holding a 25% stake in the bank. 

 

6.6.1 Key objectives of the LMC 

 

• To facilitate the creation of an interbank money market that will allow Islamic 

Financial Services Institutions (IFSIs) to effectively manage their asset liability 

mismatch. 

• To enable IFSIs to participate as both investors (providers of funds) and borrowers 

(providers of assets). 

• To provide short-term liquid, tradable, asset-backed treasury instruments (sukuk) 

where IFSIs can invest their surplus liquidity. 

• To provide short-term investment opportunities that have greater Sharia credibility 

and are more competitively priced than commodity Murabaha transactions currently 

undertaken in the market. 

• To enable IFSIs to assume term risk, securities and liquidate such assets to improve 

the quality of their portfolios. 

• To endeavour to create secondary market activity with designated market makers 

where such instruments can be actively traded. 
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6.7 INTERNATIONAL ISLAMIC FINANCIAL MARKET (IIFM) 
 

International Islamic Financial Market (IIFM) was founded in 2002 with the collective efforts 

of the central banks and monetary agencies of Bahrain, Brunei, Indonesia, Malaysia, Sudan 

and the Islamic Development Bank based in Saudi Arabia, as an infrastructure institution 

with the mandate to take part in the establishment, development, self-regulation and 

promotion of Islamic Capital and Money Market.  

 

Since then, due to the exponential growth and innovation in the area of Islamic Capital and 

Money Market in particular, organizations whether commercial or non-commercial, like 

IIFM have to undergo extensive realignment of their business models in order to efficiently 

perform and add value to the industry. In order to remain effective and contribute as a 

developmental institution, IIFM went through an extensive re-organization exercise in Q4 

2006. It has now emerged as a market body with a regulatory heritage covering a wide 

spectrum of market development initiatives while remaining within the objectives set forth by 

its founders and member institutions who have been involved since its inception.  

 

IIFM areas of focus and implementation are in the development of uniform framework 

documents which could lead to non-commercial product development or innovation relating 

to Islamic financial instruments and products on the principles of Sharia laws for global 

acceptance. In addition, IIFM is focused on primary and secondary market recommendations; 

guidelines and standards to promote self-regulation and market uniformity across the globe; 

infrastructure development and; enhancement of a 

 co-operative framework amongst Islamic financial institutions. 

 

6.7.1 International Islamic Financial Market Objectives  

The principle objective of the IIFM is to encourage self-regulation for the development and 

promotion of Islamic Capital and Money Market segment. IIFM, in partnership with its 

member institutions, creates initiatives that include issuance and trading guidelines; best 

practice procedures; standardisation of financial contracts leading to product innovation; 

market recommendations and infrastructure development.  In particular, IIFM promotes the 

emergence and integration of Islamic financial market into mainstream global financial 

markets.  
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IIFM acts as a market body in the development and maintenance of uniformity, assisting with 

standards benchmarking for transparency and robustness of Islamic financial markets.  

 

IIFM plays an active role in the establishment, development or enhancement of trading, 

settlement and related systems infrastructure and is involved with several challenging issues 

of the Islamic financial market such as, Islamic Hedging, Secondary Market Trading 

Documentation i.e. possible Islamic Repo, Treasury Murabaha contracts mechanism and 

similar vital elements necessary for a well-developed and functioning financial system.  

 

In response to the requirements of the Islamic financial services industry, IIFM currently 

implements various industry-building initiatives including: 

 

•  Framework for Islamic Hedging which could lead to product development phase. 

•  Master Agreement for Islamic Treasury Murabaha Contracts. 

•  Framework for Sukuk and other secondary market Islamic Instruments and trading 

documentation (addressing Repo). 

•  Primary and secondary market guidelines, best practices, recommendation and 

standard documentation. 

•  Infrastructure improvement including systems and procedures.  

 

6.8 INTERNATIONAL ISLAMIC RATING AGENCY (IIRA) 
 

The rating agency, dedicated to the Islamic banking industry, will help increase transparency 

and accordingly provide more confidence to investors, regulators and to the public at large. 

IIRA started operations in July 2005 with the aim to assist in the development of the regional 

financial markets by providing an assessment of the risk profile of entities and instruments 

which can be used as one of the bases for investment decisions.    

The objectives for which the company is established are the following: 

• To develop methodologies and benchmarks for issue/issuer ratings. 

• To provide independent assessment and opinion on the likelihood of timely 

payment of financial obligations by sovereigns, corporate, banks and financial 
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institutions and securities issued by governments, corporate, banks and financial 

institutions. 

• To provide independent opinion on the level of compliance with the principles of 

Sharia laws. 

• To assess the governance system of corporate, banks, and other financial 

institutions. 

• To disseminate and publish information and data relating to business enterprises 

for development of sound and efficient capital markets. 

• To offer research, analysis and evaluation of sectors, industries and entities. 

• To encourage the introduction of standards for greater disclosure and 

transparency. 

IIRA provides the following services:  

• Traditional bond Ratings/Rating framework to permit rational pricing  

• Sharia laws Quality Ratings to reflect institutional compliance 

• Investment quality ratings for Islamic institutions 

• Corporate Governance Ratings 

• Generic issuer ratings for issuers of debt and Islamic instruments 

• A periodic summary bulletin of market activity  

• Economic commentary from a credit quality perspective  

• Detailed rating reports to enhance the investment decision process 

• Sector reports clarifying company status within industry groupings  

• A record of prospective money market activity  

• Analysis of financial institution counterparty risk  

• Seminars on the analytical principles employed by rating agencies.  

 

 

6.9 GENERAL COUNCIL FOR ISLAMIC BANKS AND FINANCIAL INSTITUTIONS 

(GCIBFI) 
The General Council for Islamic Banks and Financial Institutions (GCIBFI) was founded in 

2001 as a non-profit making organization and it is based in Bahrain. The broad mission of the 

council is to “work for the support of the Islamic banking industry with a view to promoting 

it through the dissemination of appropriate information and accurate data”.  
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The detailed objectives of the council can be summarized as follows: 

• To inform the public with the concepts and rules governing Islamic banking and 

finance practices.  

• To enhance co-operation between the members of the council and other related 

institutions, such as regulatory bodies, in order to achieve common objectives. 

• To prepare and disseminate information and data pertinent to Islamic banking 

practices. 

• To help the members face the challenges and problems in a collective manner, in 

order to pave the way for success. 

  

To achieve these objectives, the council has been working towards the preparation and 

publication of information bulletins, brochures, magazines, newsletters and books. The 

council also intends to organize conferences, seminars and workshops for the same purpose. 

This is in addition to establishing a database for the Islamic banking and finance industry at 

large. 

 
 
6.10 INTERNATIONAL ISLAMIC CENTRE FOR RECONCILIATION AND 

COMMERCIAL ARBITRATION FOR ISLAMIC FINANCE INDUSTRY 

(IICRCA) 
 

IICRCA is based in Dubai, UAE, and was established in 2003. The main purpose of the 

establishment of the centre is to mediate and decide on all financial and commercial disputes 

which arise between Islamic financial and commercial institutions. It will also settle disputes 

between these institutions and third parties through reconciliation and arbitration. The Islamic 

Development Bank (IDB) and the UAE have jointly contributed for the establishment of the 

Centre.  The UAE has contributed $250,000 to the establishment of the new centre, half of 

the total investment, the remaining of which was provided by Islamic Development Bank 

(IDB). 



CHAPTER 7:  MUDARABAH (PROFIT SHARING AGREEMENT) 

  
CHAPTER OVERVIEW 

This chapter explores the Islamic banking product of Mudarabah.  It gives a clear illustration 

of the use and conditions of this product. 

 

LEARNING OUTCOMES 

On successful completion of this chapter you will be able to: 

• Describe the product of Mudarabah. 

• Describe the conditions of Mudarabah. 

• Describe the type of Mudarabah. 

 

7.1 INTRODUCTION  
The Mudarabah is a participatory mode of finance.  It consists of two parties, one providing 

finance, called Rub-ul-mal and the other providing labour or management called Mudarib or 

agent.  They join together in a project to generate profit, which will be shared by both of 

them. 

 

Before the advent of Islam, Mudarabah was the most common mode of finance in Mecca.  

Mecca had the foremost traders in their area of the world in the 7th century, bringing goods 

from India and Yemen and selling to the Roman Empire.  To finance this international project, 

the majority of the merchants of Mecca presented themselves to the rest of the community as 

Mudarib (agents), collecting Monies from men, women…etc. who become financiers. They 

then introduced checks to guarantee financing and payments. 

 

The early writers in Islamic banking thought Mudarabah would be the predominant mode of 

finance in Islamic banking.  This is because Mudarabah is thought to be very effective in 

generating a mode of equitable distribution of income and wealth in the society, since it 

provides opportunities for entrepreneurs who, while they are employees, have innovative 

ability and managerial skills to create wealth.  Therefore, it provides a mode of finance that 

does not require collateral which is only available to wealthy people.  It was thought that this 

is a major advantage over the conventional banking. 
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7.2 SHARIA ASPECTS OF MUDARABAH 
 
• Mudarabah is a sort of partnership.  Both parties participate in the project that is 

going to be generated. 

• The parties are free to agree on the ratio (70% - 30% or 50% - 50% or any other 

ratios).  However, unless they agree at the signing of the contact, the latter is that 

from Sharia point of view is void. 

• All of the capital has to be paid at the signing of the contract.  It is not allowed to 

pay it later or on instalment basis.  Rub-ul-mal can impose any (reasonable) 

instructions and conditions on the working of the agent, if they are acceptable to 

the latter they become part of the contract.  Once operation starts, the financier has 

no right to interfere in the day-to-day business. 

• If the agent fails to follow the instructions and satisfy the conditions, then he is 

liable for loss of capital. 

• Profits are any amount in excess of the capital.  It is, therefore, imperative to 

liquidate the Mudarabah before delivering profit. 

• In recent years, many Sharia scholars have agreed that this liquidation process can 

be done periodically using accounting procedures and, based on the outcome, 

profit (loss) can be declared. 

• The agent in Mudarabah (the Mudarib), is entitled to nothing but his share of the 

profits.  If he (or the financier) receives any income before liquidation, it is always 

subject to adjustment when financial results are declared.  Both parties are 

required to avoid any conditions in the contract that can fade away the particular 

nature of the contract. 

 
1. Essentials (Rukun) of Mudarabah 

• Owner of Capital 

• Entrepreneur 

• Capital 

• Project 

• Profit 

• Offer and Acceptance (Ijab/Qabul) 
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2. Necessary Conditions (Hukum) of Mudarabah 

• Capital must be money 

• Profit sharing must be based on percentage 

• Owner of capital cannot do the work 

• Owner of capital bears all losses 

• Mudarabah may be terminated prior to commencement of work 

• Mudarabah projects must be "Halal" 

• Mudarabah partners must be contractible persons, not restricted to do business, 

able to act as agent 

 

3. Rules within Mudarabah Relationship 

• Entrepreneur acts as trustee 

• Capital considered trust 

• Under misuse, trust changes to guarantee 

• Capital under Wadiah – before project starts 

• Entrepreneur as agent – when he runs project 

• Entrepreneur as Musharakah partner – when project earns profit 

 

4. Types of Mudarabah 

• Mudarabah Mutlaqah "Unrestricted" 

 The entrepreneur is given full power to run the project and is not restricted in 

terms of business activity, time, place or customer. 

• Mudarabah Muqaidah "Restricted" 

 The entrepreneur is restricted in his activity in carrying out the Mudarabah project 

in terms of type of business, method, time period or place. 

 

5. Don’ts of Mudarabah Financing 

• Profit must not be guaranteed 

• Profit sharing must be based on percentage of profit not on fixed sum of money 

• No indemnity against losses for owner of capital 

• Mudarabah agreements must be free of clauses stipulating penalty interest and 

such likes 

• "Halalness" of the Mudarabah project must be absolute 
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7.3 RISKS ASSOCIATED WITH THE MUDARABAH 
 

Mudarabah is a high-risk mode of finance.  It is so risky that it is almost "Unthinkable" to any 

bankers.  This is because the bank ought to give capital to a client relying completely on his 

integrity, ability and good management.  The bank is not only risking the expected return but 

also the capital itself.   This high degree of moral hazard is present in the classical form of 

Mudarabah. However, recently, many Islamic banks were able to develop a new, albeit 

Sharia based, form of Mudarabah with significantly reduced degrees of risks.  For example: 

 

• Mudarabah is used only with public limited companies, where a 

reasonable degree of transparency is possible i.e. audited accounts, and 

quarterly reported performance...etc. 

• Securities and guarantees are introduced in the contract, but not against 

profit or payment of capital.  Rather, only against loss due to negligence or 

mismanagement. 

• Only those economic activities where the bank can easily see what the 

money is being used for can be financed on Mudarabah basis.  For 

example, a car dealer who buys autos from the manufacturer and then sells 

on instalments will be suitable for such mode of finance. 

 

Mudarabah serves dual purpose and can be used as a mode of financing in which the bank 

provides the finance, while the customer provides the professional, managerial and technical 

know-how for starting and/or operating a business enterprise or project. The profit is shared 

in a pre-agreed ratio. 

 

The bank is called Rab-ul-mal, i.e. the owner of the capital, and the customer offering to 

provide professional, managerial and technical know-how, is called Mudarib, i.e., one who 

makes the effort. 
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7.4 HOW THE MUDARABAH OPERATES  
 

The Mudarabah operates as follows: 

A customer having the necessary professional, managerial and technical know-how and 

experience, but lacking funds, approaches the bank and seeks finance for a business project 

which he can operate at a profit. 

 

The bank offers the required capital.  They enter into a Mudarabah agreement which specifies 

the amount of finance to be provided, the terms and conditions which will govern the 

utilization of the funds by the customer, and the profit-sharing ratio.  The bank, as Rab-ul-

mal, has the right to specify the terms and conditions because its capital is at stake in case of 

a loss, but it cannot intervene in the management of the Mudarabah. 

 

In a Mudarabah, while the profits are distributed between the bank and the customer in a pre-

agreed ratio, in case of genuine loss, the bank bears the whole loss, while the customer, i.e. 

the Mudarib, does not get any profit or payment for his efforts whatsoever. 

 

In case of violation of any of the terms and conditions, and/or wilful mismanagement, or 

negligence, the customer has to bear the consequences and compensate the bank for the loss, 

for which the bank may obtain guarantees. 
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Mudaraba Financing
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CHAPTER 8: MURABAHA (COST PLUS FINANCING) 
 

CHAPTER OVERVIEW 

This chapter explores the Islamic banking product of Murabaha.  It gives a clear illustration 

of the use and conditions of this product. 

 

LEARNING OUTCOMES 
On successful completion of this chapter you will be able to: 

• Describe the product of Murabaha. 

• Describe the conditions of Murabaha. 

• Describe the type of Murabaha. 

 

8.1 INTRODUCTION 
The Murabaha is an agreement wherein the bank purchases, at the request of a customer, a 

specified item required by him, and then sells it to him at a mutually agreed marked-up price.  

A business Murabaha serves the needs of business firms, while a personal Murabaha is meant 

for individual and households.   In Murabaha, the bank is involved in trading to the extent it 

buys and sells the items required by the customer. 

 

 

8.2 MURABAHA IS THE MOST WIDELY USED MODE OF FINANCE IN THE 

ISLAMIC BANK 
In some Islamic banks, Murabaha may constitute more than 75% of total assets; it does have 

a clear advantage which makes it very comparable to lending in conventional banking.   

Murabaha was developed as a mode of finance after introducing some changes to the original 

form of contract. 

 

Contrary to popular opinion, Murabaha is not new.  It is a form of sale contract, which has 

been known in Islamic Sharia for hundreds of years, albeit, not in exactly the same way.  A 

sale contract can be auctioned e.g. where seller and buyer negotiate a price, but it can also be 

based on mutual trust where parties negotiate the rate of profit, based on the following: 

 

61 
 



(a)  Sale is on deferred payments not cost, so credit is extended to the client. 

(b)  Pledge (or promise), where the client commits himself to purchase the goods once the 

bank acquires them. 

 

Profits to the bank are basically the difference between the purchase price, which is cash, and 

the deferred sale price.  These differences are very closely related to the going interest rates 

which occasionally makes people suspect of Islamic banking.  However, they are not the 

same.  The mark-up in Murabaha is part of a sale price, it is set only once and then it does not 

change over time.  The bank can calculate the price (cost-plus), in any which way, even 

basing such calculation on the going LIBOR.  Once, it is set, it cannot be changed even if the 

client defaulted on his debt or was delinquent.  

 

 

8.3 HOW A MURABAHA TRANSACTION OPERATES  
The customer approaches the bank and seeks finance for an item he wishes to purchase.  This 

may be land, building, machinery, raw material, supplies, a motor vehicle, or any fixture or 

furniture, it may be any household item etc.  Instead of providing cash to the customer, the 

bank offers to purchase the item and sell it to him at a mutually agreed marked-up price, 

which the customer can pay to the bank in either instalments or in a lump sum. 

 

Both the customer and the bank know beforehand the price of the item and the mark-up, 

which the bank is going to charge.  The marked-up price is specified in the Murabaha 

agreement and cannot be changed. 

 

On purchasing the item, the bank becomes the legal owner of it, which it then delivers to the 

customer. After receiving the item, the customer becomes the legal owner of it, and a debtor 

to the bank for the amount of the marked-up price. 

 

The agreement specifies, among other things, the amount due from the customer, and the 

method and period of its repayment.  He can repay either in lump sums at an agreed date, or 

in instalments over a mutually agreed period.  Examples of the responsibilities of the various 

parties to a commodity Murabaha contract are given in the following: 
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• Islamic Bank instructs Conventional bank (as Agent) to invest US$10 million for one 

month 

• Acting as Agent, the Conventional bank buys a commodity from Broker A, at spot 

value, on behalf of the Islamic bank. The commodity is credited to the conventional 

bank’s account with Broker A. The Conventional bank will credit Broker A’s dollar 

account with $10 million and this account will accrue interest to build up to the 

deferred payment amount 

• Value spot, Conventional bank (acting as agent on behalf of the Islamic bank) sells 

the commodity at cost plus mark-up on a deferred payment basis (one month) to 

Broker B. The commodity is debited to conventional bank’s account with Broker B 

• Broker B will sign an assignment of rights deed to assign the security interest of the 

funds to the Conventional bank. This will allow the Conventional bank to net off the 

amounts due to Broker A with amounts payable by Broker B. Similar assignment of 

rights will allow Broker A and Broker B to net off Conventional bank’s commodity 

positions with them, at spot value 

• On maturity (in one month) the Conventional bank pays to the Islamic bank profit 

(mark up) plus the original investment of $10 million 

• Commission will be payable to the Conventional bank as agent (approximately 25 

basis points) and to the commodity brokers (approximately $50 per $ 1 million of the 

commodity) on buying and selling the commodities. These will be built into the price 

quoted to the Islamic bank and will not be accounted for separately. 

 

8.4 MURABAHA RISKS 
The Murabaha mode of finance resembles to a great extent, conventional lending, except for 

bank's purchase of the goods and re-sale to the client.   Murabaha creates a bank asset similar 

to that of conventional banks, with much the same risks, the main differences are basically:  

 

(a)  Risks related to changes in price of the goods before sale.  These risks will increase 

significantly the longer the goods are owned by the bank prior to the sale to the client.  

Sharia requires no specific length of time.  What is necessary, however, is that 

ownership as defined by Sharia is sustained.  Hence, these risks can be significantly 

reduced through efficient procedures. 
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(b)  Sharia does not permit any financial penalty to be imposed on delinquent debtors. 

This is clearly a major disadvantage over conventional banking.  This makes the risk 

related to the client default or failure to pay in time, relatively high. 

(c)  Murabaha is a fixed-nature type of finance.  It is naturally exposed to interest rate 

risks.  Because of this, most Murabaha in Islamic banks are short-term. 

 

8.5 CONSTRUCTING A MURABAHA DEAL 
In the majority of cases, a client approaches his bank for a loan because he wants to buy 

something.  This could be a new car, a house, an office building, a yacht or new machinery 

for his factory.  These needs and many more can be accommodated through Murabaha 

contracts.  Such Murabaha can be constructed as follows: 

 

i. Client approaches the bank showing his interest in purchase of say, an airplane.  He 

will present a full description and detailed specification including the source of 

supply. 

ii. The bank will run a credit evaluation, the same way this is done in a conventional 

bank. 

iii. If the customer request is acceptable, then the Murabaha margin (i.e. bank's profit) for 

him will be decided.  This margin will be quoted, most probably as a per annum flat 

rate based on the total cost of acquiring the airplane by the bank which needs price 

and all related expenses.   

iv. If the profit margin and terms of the Murabaha is accepted then the customer will be 

asked to sign a pledge agreement, committing to buy such an airplane once it is under 

the possession of the bank.  If the bank owns it within the agreed-upon time with 

exactly the required specification, then honouring this pledge is obligatory on the 

client.  However, this obligation does not mean he is going to be forced to buy 

because this clearly makes the pledge nothing but a de facto sale contract.  Rather, it 

means that, if the client fails to honour his commitment he will be liable for any loss 

that may accrue to the bank due to such failure.  In such cases the bank will sell this 

airplane to another client.  If losses are sustained, the bank has a recourse on the 

account (if profit were made, it is the right of the bank. Why?) 

v. As part of the Murabaha transaction, the client will be asked to present some 

securities to the bank at the time of signing the pledge.  These securities can be in the  
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form of cash or in any other liquid asset, equivalent to about 5% to 10% of the 

deal.  This is called, in Islamic banking jargon, Seriousness Margin i.e. 

evidencing that the client is serious.  This will be used to compensate the bank 

in case the latter failed to honour his commitment to purchase.  It is to be 

noted that this is not a down-payment, because the sale contract is yet to be 

concluded. In Sharia no sale is to be made unless the seller actually has the 

good to be sold under his custody. 

vi. Once goods are ready, the client will be asked to sign the contract and receive 

them.  There is no need for the bank to actually have these goods in its own 

warehouse to satisfy Sharia requirements.  Rather, if they are clearly 

identifiable and the risk of damage is borne by the bank, then this is 

considered satisfactory.  

 

 

8.6 THE MURABAHA IN PRE-ARRANGED DEALS 
 

Islamic banks, which are active in international markets, finance, prearranged deals using the 

Murabaha.  This is especially done in commodity markets.  This arrangement can be as 

follows: 

 

• Company A, is an industrial firm buying zinc on a regular basis  from Company B 

which is either an actual producer or a trading firm, rather than a company.   

• A borrows from the bank to buy from B, and an Islamic bank can extend credit 

through Murabaha, and buy from B on cash basis and sell to A on deferred payment.  

Usually such deals are concluded as part of a Murabaha agreement. 

• For each transaction, company A will inform the bank, via fax, of its desire to buy 

from B, giving details of quantities, qualities, price and date of delivery.   

• The bank will then appoint A as Agent, to buy on behalf of the bank and to sell to its 

own self.  Payment will be transferred by the bank to company B, the seller, once sale 

is concluded. Company A will defer the payment and pay a profit to the bank (which 

is the seller here). 
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• Warehouse warranties have to be provided to show the actual existence of the 

commodities sold, and transfer of title.  Being part of a pre-arranged agreement, this 

transaction is usually concluded in a "few hours" usually an L/C or similar type of 

guarantee is provided by the buyer (company A), which makes this low-risk type of 

finance for Islamic banks. 

 

1. The essentials and conditions of a contract of sale are as follows: 

Seller 

a) Capable of accepting responsibilities: 

 Of sound mind 

 Attains puberty (matured) 

 Intelligent 

b) Not restricted from dealing in business transaction: 

 Not  bankrupt 

 Not safih (an extraordinary extravagant person) 

c) Not being forced to enter into a contract 

 

Buyer 

a) Capable of accepting responsibilities: 

 Of sound mind 

 Attains puberty (matured) 

 Intelligent 

b) Not restricted from dealing in business transaction: 

 Not bankrupt 

 Not safih (an extraordinary extravagant person) 

c) Not being forced to enter into a contract 

  

Merchandise must be: 

a) In existence (except for order sale) 

b) Of pure substance (halal/lawful) 

c) Of some use/some value 

d) The seller must be the real owner of merchandise 

e) The seller is able to deliver the merchandise to the buyer 

f) Known to the seller and buyer 
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 Price 

a) Must be known 

b) The type of currency is specified 

 

 

Contract (Aqad) on offer and acceptance 

a) In definite and decisive language 

b) Acceptance must be consistent with offer 

c) Done in a contract meeting (same session) 
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CHAPTER 9:  MUSHARAKA (EQUITY PARTICIPATION) 
 
 
CHAPTER OVERVIEW 

This chapter explores the Islamic banking product of Musharaka.  It gives a clear illustration 

of the use and conditions of this product. 

 

LEARNING OUTCOMES 
On successful completion of this chapter you will be able to: 

• Describe the product of Musharaka. 

• Describe the conditions of Musharaka.  

 

9.1 INTRODUCTION  
 
The literal meaning of the word Musharaka is sharing.  Under Islamic Sharia law, Musharaka 

refers to a joint partnership where two or more persons combine either their capital or labour, 

forming a business in which all partners share the profit according to a specific ratio, while 

the loss is shared according to the ratio of the contribution made.  It is based on a mutual 

contract. 

 
In the early writings on Islamic banking, Musharaka was supposed to be the basic mode of 

finance in the model of interest-free banking.  However, in contemporary Islamic banking, 

Musharaka is almost nonexistent.  The reason for this is obvious; its complexity and 

relatively higher degree of moral hazard.  In Sharia, the Musharaka is a simple partnership, 

where two parties participate in a venture providing capital. 

 

Developing "partnership" into a banking mode of finance is not easy.  Firstly, it has to be 

temporary, as the bank cannot engage in ownership and operation of joint stock companies.  

Secondly, because Musharaka is the "mixing" of two capitals, whenever the Islamic bank gets 

into Musharaka by providing capital, it has to engage in an evaluation of the "worth" of the 

other party.  This is because profits at the end of Musharaka are the difference in the value of 

the Musharakah between the two time points.  This is extremely complex. 
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 9.2 SHARIA ASPECTS OF THE MUSHARAKAH 
 

Two parties may provide shares of any size into the partnership.  In case of loss, share of each 

party is based on its share of capital.  This is very suitable to Islamic banks, because they can 

take a share of profit lower than their share in capital, and hence compete with conventional 

banks. In Musharaka the two partners may or may not participate in management. However, 

it is allowed for the one who manages, if he happened to be the partner to charge a salary or a 

higher share of the profit. 

 

A Musharaka is an agreement whereby the bank agrees to combine its financial resources 

with that of the customer to start and/or operate a business or industry, or undertake any other 

type of business venture.  The bank and the customer agree to manage the business enterprise 

according to the terms of the agreement. 

 

They share the profit in the ratio of their capital invested in the business.  They may agree to 

share the profits in a different ratio, but the reason for the same has to be identified and put in 

writing.  However, the losses have always to be borne in the ratio of their capital contributions.  

Even if a partner to a Musharaka has agreed to waive his rights to the profits in favour of the 

other partner(s), in case of loss he still has to share the loss in the ratio of the capital invested.   

 

Essentials (Rukun) of Musharaka 

i. Shareholders (or partners) 

ii. Capital 

iii. Project 

iv. Offer & Acceptance (Ijab/Qabul) 

 

Examples of Haram projects: 

• Alcohol based; including production, distribution and retail thereof. 

• Gambling based; including casinos, lotteries and horse racing, etc. 

• Non-Islamic financing. 

• Production or sale of Najis 

• Production or sale of products or services which are Haram in the first place. 
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9.3 THREE TYPES OF MUSHARAKA BETWEEN A BANK AND A CUSTOMER 
 

1. Permanent Musharaka (equity participation) 

In a permanent Musharaka, which is a form of equity participation, the bank invests in 

partnership with the customer, and continues to receive its share of the profits as long 

as the Musharaka continues. 

2.  Diminishing Musharaka (long-term financing) 

In a diminishing Musharaka, the bank's share in the equity is diminished each year 

through the repayment of the equity, and it gets periodically its share of the profits 

based upon the reduced equity which remained invested during the period. 

3. Temporary Musharaka (working capital financing) 

A temporary Musharaka is a single transaction deal and is a form of working capital 

financing or seasonal financing.  The bank invests for a short specified period, usually 

     less than a year, and gets its share of the profits, as well as its investment, at the end of 

     the agreed period.  The temporary Musharaka may be renewed in the following year. 

 

Musharaka financing is quite flexible and can be used to finance not only domestic industry 

and trade, but also imports and exports.  

Principal differences between Mudarabah and Musharaka  

FACTOR MUSHARAKA MUDARABA 

Investment Investment from all partners. 
Investment from rubb-ul-mal 
only. 
 

Management All partners entitled to work for business. 
Only Mudarib can manage the  
Business. 
 

Loss All partners share loss to extent of their liability. 

Loss shall be borne by  
rubb-ul-mal and the Mudarib will 
forgo any fee. 
 

Liability Liability of partners is normally unlimited. 
Liability limited to amount 
invested. 
 

Capital 
All capital from partners is pooled together and 
is jointly owned by all partners. 
 

Capital is only owned by  
rubb-ul-mal. 
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Case Study – The Musharaka Contract in Islamic Finance – Brian Kettell 
 

Abstract 

In conventional banking ‘interest’ predetermines a fixed rate of return on a loan advanced by 

the financier irrespective of the profit earned or loss suffered by the debtor.  The Islamic 

Musharaka contract, gives that ‘interest’ is deemed impermissible in Islam, and does not 

envisage a fixed rate of return.  Musharaka is a partnership agreement whereby the Islamic 

bank provides funds, which are mixed with the funds of the business enterprise and 

sometimes others.  All the providers of capital are entitled to participate in management but 

are not necessarily required to do so.  The profit is distributed among the partners in pre-

agreed ratios, while the loss is borne strictly in proportion to respective capital contributions.  

This case describes the rationale and applications of the Musharaka contract. 

 

Islamic Finance – the Background 

The raison d’être of Islamic finance is derived from the Islamic injunction against Riba 

(usury).  Islam prohibits the payment of interest on loans, regardless of their nature or 

purpose. 

 

In contrast to conventional interest-based banking, Islamic banking is not based on the notion 

of a pre-determined fixed return on capital.  The Islamic prohibition against interest does not 

imply, in any way, that capital is free of charge nor that it should be made available without 

any cost.  It also does not mean that there should be no return on capital.  In fact Islam allows 

a return on capital provided that the capital participates in the productive process and is 

exposed to business risk. 

 

Muslims believe, following an injunction from the Qur’an, that commercial banking should 

be organized on the basis of some form of profit sharing, ideally represented by Mudarabah 

and Musharaka. 

 

Broadly speaking, profit sharing is a contractual arrangement between two or more 

contracting parties which allows them to pool their resources to invest in a project to share 

profits and losses. 
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Musharaka 

The literal meaning of the work Musharaka is sharing.  Under Islamic Sharia law, Musharaka 

refers to a joint partnership where two or more persons combine either their capital or labour, 

forming a business in which all partners share the profit according to a specific ratio, while 

the loss is shared according to the ratio of the contribution made.  It is based on a mutual 

contract, and therefore, it needs to have the following features to enable it to be valid under 

the Sharia: 

 

• Parties should be capable of entering into a contract (that is, they should be of legal 
age), 

• The contract must take place with the free consent of the parties (without any duress). 

In Musharaka, every partner has a right to take part in the management, and to work for it.  

However, the partners may agree upon a condition where the management is carried out by 

one of them, and no other partner works for the Musharaka.  In such a case the “sleeping” 

(silent) partner is entitled to the profit only to the extent of his investment, and the ratio of 

profit allocated to him should not exceed the relative size of his investment in the business. 

 

However, if all the partners agree to work for the joint venture, each one of them should be 

treated as the agent of the other in all matters of business and work done by any of them, in 

the normal course of business, shall be deemed as being authorized by all partners. 

 

Musharaka can take the form of an unlimited, unrestricted, and equal partnership in which the 

partners enjoy complete equality in the areas of capital, management, and right of disposition.  

Each partner is both the agent and guarantor of the other.  Another more limited investment 

partnership is also available.  This type of partnership occurs when two or more parties 

contribute to a capital fund, either with money, contributions in kind, or labour.  Each partner 

is only the agent and not the guarantor of his partner.  For both forms, the partners share 

profits in an agreed upon manner and bear losses in proportion to the size of their capital 

contributions. 

 

In conventional banking ‘interest’ predetermines a fixed rate of return on a loan advanced by 

the financier irrespective of the profit earned or loss suffered by the debtor, while Musharaka 

does not envisage a fixed rate of return.  Rather, the return in Musharaka is based on the 

actual profit earned by the joint venture.  The presence of risk in Musharaka makes it 
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acceptable as an Islamic financing instrument.  The finance provider of an interest bearing 

loan has many techniques open to him to prevent him suffering a loss in the event of failure 

of the project, while the financier in Musharaka, not having these techniques open to him, can 

suffer loss if the joint venture fails to produce fruit. 

 

Profit and Loss Rules in Musharaka under the Sharia Distribution of Profits 

1. The proportion of profit to be distributed between the partners must be agreed upon at the 

time of affecting the contract.  If no such proportion has been determined, the contract is 

not valid under the Sharia. 

2. The ratio of profit for each partner must be determined in proportion to the actual profit 

accrued to the business, and not in proportion to the capital invested by them.  It is not 

permissible to fix a lump sum amount for any one of the partners, or any rate of profit tied 

up with their investment. 

 

The effect of these rules is that if A and B enter into a partnership and it is agreed between 

them that A will be given 10,000 per month as his share in the profit, and the rest will go to 

B, the partnership is deemed to be invalid.  Similarly, if it is agreed between them that A will 

get 15% of his investment, the contract is also invalid.  The correct basis for distribution 

would be an agreed percentage of the actual profit accruing to the business. 

 

If a lump sum amount or a certain percentage of the investment has been agreed for any one 

of the partners, it must be expressly mentioned in the agreement that it will be subject to the 

final settlement at the end of the term.  This means that any amount so drawn by any partner 

will be treated as ‘on account payment’ and will be adjusted to the actual profit he may 

deserve at the end of the term.  But if no profit is actually earned, or is less than anticipated, 

the amount drawn by the partner must be returned. 

Under a Musharaka contract the profit ratio agreed is not necessarily symmetric to the capital 

contribution made to the project. 

 

Sharing of Loss 

This potential asymmetry, however, does not occur in the event of a loss.  Each partner will 

suffer any loss exactly according to the ratio of his investment.  So if a partner has invested 

40% of the capital he must suffer 40% of the loss, no more, no less and any condition to the 

contrary renders the contract invalid under the Sharia. There is a famous Islamic Hadith: 
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‘Profit is based on the agreement of the parties but loss is always subject to the ratio of 
investment’ 

 
Therefore losses in Musharaka are symmetric to the ratio of the capital contribution made. 

 

Management of Musharaka 

The normal principle of Musharakah is that every partner has a right to take part in its 

management and to work for it.  However, the partners may agree upon a condition that the 

management will be carried out by one of them, and no other partner will work for the 

Musharaka.  In this latter case the sleeping partner will be entitled to the profit only to the 

extent of his investment, and the ratio of profit allocated to him should not exceed the ratio of 

his investment, as discussed earlier. 

 

However, if all the partners agree to work for the joint venture, each one of them must, under 

the Sharia, be treated as the agent of the other in all the matters of the business and any work 

done by one of them in the normal course of business shall be deemed to be authorized by all 

the partners. 

 

In any Musharaka contract the following rules are applied: 

 

• The capital is generally paid in cash. Payments in kind (non-monetary assets) are 

also acceptable. In the case of financing working capital, working capital ought to 

be associated with the asset of the business. The assets will be hired for a suitable 

period, i.e. the depreciation of the asset for the whole Musharaka period will be 

calculated, to enable Musharaka of working capital to be performed. The cost of 

hiring will be deducted from the total profit, and the net income is then distributed 

in accordance with the agreement of the contract. 

 Profit allocation must be stated in percentages and according to partners’ shares. 

 If a partner exerts more effort or has experience, he or she can take an additional 

percentage of the profits after agreement between the two parties. 

 Losses are calculated in proportion of the shares of each partner in capital. 

 A Musharaka contract is non-binding — each partner has the right to withdraw 

under certain conditions if it causes no injury to other parties, if communicated to 

the other parties. 
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Musharaka can take another form, in which the bank can enter into partnership with the client 

on the basis of diminishing Musharaka, through which the full ownership of the business 

assets passes to the partner after a certain period. Under this type of agreement, the client is 

given the right to gradually buy, as much as he can, from the bank’s shares until he/she 

becomes the sole owner of the asset. 

 

A Musharaka contract varies in accordance with the investment project and the contribution 

of the partner and the bank is subject to mutual agreement, but the main concept can be 

illustrated as follows, where, B and P are the amount of capital shared by the bank and the 

partner respectively, R is the expected profit and A is the share of management profits. Thus, 

AR is the value of management profits that could be distributed as follows: Pm AR and Bm 

AR for the partner and bank respectively, where Pm and Bm are the agreed share of the bank 

and the partner in management profit respectively. The remaining profit (R-AR) is to be 

distributed according to the contribution of the two partners in total capital. 

 

One advantage of Musharaka is that both the monthly and the annual rates of return to the 

bank are large compared with the rate of return of conventional banks, represented by interest 

rates. In addition, the table below, which compares the rate of returns of different project 

sizes, shows additional advantages of Musharaka namely: 

 Even when the partner’s financial contribution to the project is less than the bank, the 

rate of return on investment of the partner’s capital is slightly higher than it. This is 

due to the inclusion of management effort in Musharaka. 

 The rate of return on capital invested by the bank is very high, reaching three digits 

per year in some cases, i.e. financing through Musharaka is financially profitable to 

the financing institution. 

 If the share in total capital is the same, the bank’s percentage share of profit is 

usually less than that of the partner’s. This is because the partner’s share in 

management profit is more than the bank. This is an additional advantage to small 

entrepreneurs, which is usually unseen. 
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Case Study 1- Example 

Details of four Musharakah Projects are given below in Table 1.  These projects took place in 

Egypt. 

 

Table 1 (£ Egyptian) 

Description Project 1 Project 2 Project 3 Project 4 
Projects: Bread Making Flower 

Nursery 
Coffee 

Shop 
Medical 

Laboratory 

Capital Investment 29,295 200,000 1,000,000 1,000,000 
Duration of 

Musharakah 
One week One week Four months One month 

Bank contribution 75% 50% 50% 14% 
Partners contribution 25% 50% 50% 86% 

Bank’s share in 
management 

0% 0% 1.20% 5% 

Partner’s share in 
management 

30% 60% 87.70% 25% 

Bank’s share in total 
profit 

52.50% 20% 6.75% 14.80% 

Partner’s share in 
total profit 

47.50% 80% 93.25% 85.20% 

 

 

Case Questions 

 1. Calculate the monthly rates of return for each project for the bank and the partner. 

2. Calculate the annual rates of return for both parties. 
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Case Study 2 

An Egyptian Islamic bank invested in women’s shoe manufacturing business for a one month 

period, employing a Musharakah contract.  The investment contributions of the bank and the 

shoe manufacturing partner with the net profit are given in Table 2 below. 

It was agreed that the profit distribution for the management of the project should be 37% for 

the bank and 63% for the show manufacturer.  The 37% was to be distributed as being 30% 

of the partner’s percentage in the management and the bank contributing 7% of the 

management.  It was also agreed that the 63% should be divided up as being 30% of the 

partner’s percentage of the profit and 33% as being the bank’s percentage of the profit. 

 

Table 2 (Egyptian £ 000’s) 

 Bank Partner 
 

Total 

Investment 735 690 1,425 
 

%                               
       

52% 48% 100% 

Net Profit 179 271 450 
 

 

Case Questions 

 

Calculate 

1. The total amount received by each party as the management share. 
2. The total amount received by each party as the shared profit. 
3. The shoe manufacturer’s monthly rate of return. 
4. The shoe manufacturer’s annual rate of return. 
5. The bank’s monthly rate of return. 
6. The bank’s annual rate of return. 
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Names:   ________________________________ 

  ________________________________ 

 

Case 2 Response Table 

Musharaka on a one month investment in a women’s shoe manufacturing, Egyptian Islamic 
Bank 

 Bank Partner Total 
Contribution 735 690 1,425 

% (52%) (48%) (100%)
Expected Net profit (after deduction of all costs of 

production 
179 271 450 

Profit distribution    
( 37% for management   _____ 

- 30% partner’s % in management  _______  

- 7% bank’s % in management _______   

( 63% for shared profit   _____ 
- 30% partner’s % in the profit  _______  

- 33% bank’s % in the profit _______   
Total profit (a + b) _______ _______ ______

 Rate of return on investment    
- Partner’s rate of return/monthly  ______%  

- Partner’s rate of return/annually  ______%  

- Bank’s rate of return/monthly ______%   

- Bank’s rate of return/annually ______%   

 

 

 

 



CHAPTER 10: IJARA (LEASING) 
 

CHAPTER OVERVIEW 
 
 
This chapter will look at Ijara or leasing, it will explore the essential features of Ijara and the 

different types of Ijara. 

 
LEARNING OUTCOMES 
 
On completion of the chapter you will be able to: 

• Describe the features of Ijara. 

• Describe the conditions of Ijara. 

 
10.1 INTRODUCTION 
 
Ijara (leasing) is a well known technique of financing used for moveable and immovable 

property including heavy equipment and large and expensive means of transport such as 

airplanes, etc.  In developed countries, it has gained great popularity over the last decade. 

 

Ijara is an agreement wherein the bank leases of hires moveable or immovable property to a 

customer against a fixed charge.  In case the bank does not possess the required moveable or 

immovable property, it may purchase it, at the request of the customer, and then lease it to 

him.  The customer is provided the option to purchase the item at the end of the lease period 

at a pre-agreed price.  A lease contract is a binding contract and may not be cancelled before 

the end of the lease period. 

 

10.1.1 Essentials and Conditions of Al-Ijara 

In order for Al-Ijara transaction to be valid from Islamic point of view, it must fulfil the 

following essentials and necessary conditions namely;  

• Lesser or person who owns the asset 

• Lessee or person who holds the asset 

• Asset/equipment 

• Benefit/service 

• Price/rent 

• Contract (Aqad on offer and Acceptance) 
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10.1.2 Features of Financing 

The purpose of financing: 

i. The contract of Ijara financing can be utilized by the bank to provide the customer 

with short to medium-term financing to lease such items which may include: 

• equipment 

• machinery 

• consumer goods 

• computers 

• motor vehicles 

• other suitable and acceptable assets 

• real estate / building 

 

ii. The usage of the asset to be leased by the customer and to be financed by the bank 

must not be haram (forbidden) such as the lease of machine for intoxicants 

processing. 

 

iii. In the process of extending Ijara financing to the customer, the following factors are 

to be considered:- 

• Used industrial equipment market 

• Second hand value 

• Capital allowance 

 
 
10.2  TYPES OF IJARA  
 
10.2.1 Ijara (Operational Lease) 
 
An Ijara is a pure lease operation.  The most important feature of this type of a lease is that 

the full cost of the equipment or property is not amortized during the primary lease period.  

Moreover, the lessee may cancel the lease any time he wishes to do so.  This type of lease is 

also called a service lease, or a true lease. 

 

In an Ijara the title of the equipment or property always remains with the lesser irrespective of 

how much the lessee has paid out as lease instalments.  Consequently, the risks and 

responsibilities of ownership are always borne by the lesser. 
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10.2.2 Ijara-Wa-Iktina'a (Financial Lease) 

In Ijara-Wa-Iktina'a the lessee is offered the option of ultimately purchasing and becoming 

the owner of the equipment or property.  The full cost of the equipment or property is 

amortized during the lease period, and the owner is given the option of purchasing the 

equipment or property at the end of the lease period, at a pre-agreed price. 

 

 
10.3 HOW THE IJARA MODE OF FINANCING OPERATES  
A customer needs equipment, or property, for use for a certain period.  He approaches the 

bank to help him procure it.  If the bank possesses that equipment or property, it leases it to 

him.   In case the bank does not possess the item, it purchases the required item at the request 

of the customer, and leases it to him.  Through this deal, the bank becomes the lesser, and the 

customer becomes the lessee. 

 

An Ijara-Wa-Iktina'a differs from a Murabaha in that, in a Murabaha the customer becomes 

the owner of the equipment or property from the very first day, assuming all risks and 

responsibilities of ownership, and is a debtor for the full price of the equipment or property; 

while in an Ijara-Wa-Iktina'a, the bank remains the owner till the very end, bearing all the 

risks and responsibilities, and the customer is only responsible for the rental as long as he 

uses the equipment or property.  He becomes the owner only if, and when, he exercises his 

option to purchase. 

 

Leasing is well known in the West as a mode of finance.  There are many reasons why an 

agent will opt for leasing rather than borrowing from the bank to purchase the needed asset.  

For example: 

• It is easier to lease than borrow for short-term needs since it mostly does not require 

credit evaluation. 

• It gives more freedom of changing equipment as technology advances. 

• It is easier to get finance through leasing, for companies with credit standing.  These 

kinds of companies may not be able to borrow from banks or the public and if they 

do, have to pay high rate of interest. 

• In many cases leases can be advantageous from a taxing point of view.  These 

advantages may accrue to lessee and sometimes to the lesser since equipment leased 
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remains the ownership of the lesser and hence can be counted, from a tax point of 

view, and investment. 

• In many countries leasing is an ‘off balance sheet’ finance. 
 

 

10.4 SHARIA ASPECTS OF LEASING 
 
Operation leases are known in Sharia.  What Islamic banks did was to develop such leases so 

as to provide a mode of finance, without violation of Sharia requirements in such contracts.  

The most important aspects of Sharia in a leasing contract are: 

 

• It is not permitted to enter into retail and a sale agreement in one leasing contract.  

Further it is not permissible in Sharia to forward a sale contract with no payment 

mode.  To avoid this, therefore: 

a) Sale should only be an "option" provided to lessee (while lesser is obliged 

to sell if lessee exercises such option).     

b) They both commit to sale but at the (then) prevailing market price. 
 

• In every contact, price must be fixed and known at the time of concluding the 

contract.  This creates a problem in long-term contracts because interest rates may 

change.  Conventionally, financial leases tie instalments to LIBOR or any other index.  

This is not permitted in Sharia.  This resulted in a general tendency in Islamic 

banking towards relatively shorter term leases.  Some banks, however, assume that 

the contract is renewable every six months so as to change the rates.  Unless each 

party has the full freedom to walk out at the time, this is not permitted in Sharia. 

Ijara Principles & Structure 
 

Lesser   (Owner of 
Assets) 

Lease contract (Ijara 
Contract) 

Lessee          (User of 
Assets) 

 
Ownership of the leased 

assets 
Lease contract have to be 
clear, with no ambiguities, 
specifying the terms and 
conditions of the lease 
agreement, including the 
duties & responsibilities of 
both Lesser and the Lessee. 

Enjoys full and unrestricted 
use of the leased assets. 

  
Assumes full ownership 
risks (loss, damage etc.) 

Pays the agreed periodic 
rental 

 
Leased assets have to be 
in good working order. 
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10.5 DIFFERENCES BETWEEN CONVENTIONAL AND ISLAMIC LEASING (IJARA 

CONTRACTS) 
a) Less or’s Responsibility in a Total Loss Situation: 

 
A difference exists in the way that Islamic financiers and some conventional 

financiers look at a total loss situation.  Both agree that the lessee is responsible for 

any loss to the leased asset caused by misuse or negligence and that he can also be 

made liable for the normal wear and tear and maintenance costs.  However, there is 

disagreement on whether the Lessee can be made liable for total loss caused by 

factors beyond his control. 

 

b) Hell or High Water Clause: 

Conventional lease agreements often include such a clause under which a Lessee 

carries the obligation of paying the full rental payments regardless of any event 

affecting the equipment or any change in the circumstances of the Lessee.  Such a 

condition is not permissible under Sharia. 

 

c) Late Payment Penalties: 

Conventional lease agreements entail penalties for late payment of rent.  This is quite 

often stated as a percentage.  In Ijara it will be stated as a fixed amount stipulated in 

advance. 

 

 

d) Transfer of Ownership: 

A financial lease automatically transfers ownership of the asset to the Lessee by the 

end of the lease term.  In an Ijara contract the ownership option may be validated 

through a separate agreement for the purchase promise/obligation (sale contract). 

 

e)  Methods of Re-scheduling: 

A financial lease may be re-scheduled as agreed between the Lesser and the Lessee.  

Under Sharia, the original agreement cannot be altered to reflect the re-scheduling.  

The procedure is to cancel it and write a new agreement with different terms.  This 

also enables penalties from delays on the previous contract to be recovered 

(incorporated) in the new contract. 
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f) Assignment of the Lease is not Permitted: 

Assignment of rental payment from Lessee to Lesser is not permitted unless the 

Lesser sells the leased asset to a third party. 

The Lessee can sub-lease the asset to a third party if provision is made in the 

agreement stipulated in advance, or express permission of the Lesser is taken at a later 

stage. 

 

g) Floating Rate Option: 

A long-term lease contract can include an option, with the agreement of both parties, 

to negotiate the price for a specified time period.  The new price would be fixed at the 

going market rate of (similar value in the market).  This will virtually translate into 

LIBOR plus a fixed margin. 

 

h) Insurance: 

Insurance is the prime responsibility of the Lesser in the Ijara contracts, to be paid by 

the Lesser.  The insurance cost can be incorporated in the rental payments. 

 

i) Purchase Option: 

In a lease with purchase option, the purchase option and sale price should be clearly 

set out at the signing of the contract.  However, at the actual time of sale, a new sale 

contract will have to be signed on the same terms agreed upon at the outset.  

 

j) Sale and Lease-back: 

In a sale and leaseback, the sale transaction and the lease-back agreement, have to be 

conducted through two separate contracts, without having one contract conditional on 

the other. 
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Request for 
Ijara 

financing of 
commodity 

 

 

Contract of 

Contract of 

sale 

 

Payment of 

Purchase Price 

ISLAMIC BANK SUPPLIER CUSTOMER 

Delivery of Commodity, usually direct to 

Payment of 
Installments 

at 
Regular 

IJARA WA IKTINA:
EXERCISE OF OPTION TO PURCHASE AT END OF LEASE 

 

Payment of pre-
agreed 

Purchase price 

 

 

Ijara Wa Iktina Financing 



 

Ijara Wa Iktina Financing Process 
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CHAPTER 11: BAI AL SALAM (SELLER FINANCE) 
 
CHAPTER OVERVIEW 
 
This chapters looks at Bai al Salam, how to construct a Salam deal and the risks involved 

therein. 

 
LEARNING OUTCOMES 
 
At the end of this chapter you will be able to: 

• Describe Salam and parallel Salam. 

• Describe how a Salam is constructed. 

• Describe the risks involved. 

 

11.1 SALAM AND PARALLEL SALAM   
 

A Salam (sometimes referred to as a Salaf) is a short-term agreement in which a financial 

institution makes full prepayments for future delivery of a specified quantity of goods on a 

specified date.  

 

A Salam is primarily a deferred delivery sale contract usually used for commodity finance. It 

is similar to a forward contract where delivery is in the future, in exchange for spot payment. 

To mitigate the asset risk a financier can enter into a parallel salam.  

 

Figure 11.1:  The Structure of a Salam Contract 

 
Delivery of asset   Delivery of asset  

at future date at future date  

 
Entrepreneur FinancerCommodity 

Owner 
 

 

 
Advance payment 
of purchase price 

Payment of 
purchase price on 

delivery  
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11.2 THE SHARIA ASPECTS OF A SALAM CONTRACT 
 
The two parties in an original Salam are the seller who is mostly, but not necessarily, a 

farmer, and the buyer, who is mostly a merchant.  The subject of the contract can be any 

fungible, other than money, silver or gold.  If the good (or goods) can be pinpointed at the 

time of contracting, then Salam is not applicable; the good(s) should be something that is(are) 

going to be produced or purchased by seller.  Therefore, a given automobile or a known 

building can never, from Sharia point of view, be the subject matter of Salam.  The subject 

matter of the contract must be described precisely enough to dismiss and restrict any future 

conflict, yet it is a sale of goods that are not in the hands of the seller, but known to be 

available in the markets at the time of delivery. 

  

The sale price has to be determined at the time of contracting and must be paid in full to the 

seller.  Some scholars permitted a delay of no more than 3 days, but the majority are 

simultaneously.  This is one of the most important conditions in Salam. 

 

The period of the duration of the contract must also be specified, either as a date in the future 

or a number of days, weeks or months. The Buyer is not allowed to sell the goods before 

actual delivery, i.e. possession.  Constructive possession is not permitted. Failure to follow 

these items will make the Salam contract void. 

 

Suppose we provide a Murabaha facility to be repaid in one instalment after 3 months and we 

have to achieve 9% Rate of Return per annum. We charge 2.25% flat Mark-up for the 

Murabaha transaction.  The basis is we should get 9% P.A. and the transaction is for 1/4 of a 

year and so we divide 9 by 4 to find the flat Mark-up rate.  For 6 months transaction, we 

divide the annual rate by 2. 

 

However, when the repayment is in two instalments in equal amounts or unequal amounts, 

the calculation is not that straightforward.  We have to go through the average debit product 

outstanding during the financing period.  Steps are outlined on the next page. 
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11.2.1  Salam as a Mode of Finance 
 
Unlike other sale contracts in Sharia, Salam is basically a mode of finance.  By advancing the 

price and deferring the goods, a farmer (or a merchant) is actually financed by that buyer. An 

Islamic bank can be the buyer in a Salam contract, providing funds as a consideration to 

acquire the goods for delivery in 90 days, for example. The time value of money will then be 

the difference between the price in the Salam contract of the underlying commodity and the 

one that is going to prevail at the time of delivery, at where the goods will be sold. 

 
11.2.2 Associated Risks 
 
In addition to the credit risk (seller's default) which is normal for any type of finance, the 

bank will be facing market risk.  While prices at the time of delivery will most probably be 

higher than that of the Salam price, the market may fluctuate in any direction.  Unfortunately 

not many measures can be taken to mitigate this.  Goods bought under a Salam contract can't 

be sold before actual delivery and possession by the bank.  Hence, the bank will be able to 

"unload" if forecast of future price changes before delivery.  One possibility of hedging may 

be adopted through what is called "parallel Salam".  In this case the bank will enter the 

market as a seller of goods of similar specification, once a Salam contract is concluded.  

Terms can be designed to fall at the same date of delivery. 

 

It is important to note here that the bank is not actually selling those same goods which were 

the subject of the first Salam, but only the same type.  Hence there are two separate contracts; 

one for the bank and one for the other seller. 

 
11.2.3 Guarantees and Securities in a Salam Contract 
 
A Salam contract is a debt obligation, albeit in goods not money.  It is natural, therefore, to 

support this obligation by guarantees and securities equal or more than the value of these 

goods.  
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11.3  CONSTRUCTING A SALAM DEAL 
 
 The deal can be construed in such a way as to provide an investment opportunity for the 

bank. For example, the bank can buy 50,000 cans of soft drinks from the local bottling 

company to be delivered after 3 months at US$ 0.25 each and pay now. The bank can appoint 

the company as an agent to market the quantity at the time of delivery through its channels of 

distribution. It will be sold at the going market price of say US$ 0.30 each; the difference is 

the profit to the bank. The company may charge an agency fee, but it is not allowed to 

repurchase these goods.  They have to be adequately identified so that the bank will bear the 

risk of price fluctuation if any, or loss or damage. 

 

    Bai Al Salam Financing Process 
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CHAPTER 12: ISTISNA 

 
CHAPTER OVERVIEW 
 
This chapters looks at Istisna, how to construct an Istisna contract and the risks involved 

therein. 

 

LEARNING OUTCOMES 
 
At the end of this chapter you will be able to: 

• Describe an Istisna contract. 

• Describe the risks involved. 

 

12.1    ISTISNA AND PARALLEL ISTISNA: (PROJECT FINANCE) 
 
Istisna is an agreement wherein a customer requiring an item, equipment, building, or project 

which needs to be constructed, manufactured, fabricated, or assembled, approaches the bank 

for financing.  The bank offers to have the item constructed, manufactured, or assembled, for 

him and then, after adding its profit margin, to sell it to him.  He can later pay the price either 

in a lump sum or in instalments. 

 

It was mentioned before that Salam can be used for tangibles only.  No custom manufactured 

goods can be of subject to Salam.  Istisna is a contract specifically designed for these kinds of 

goods.  It is sometimes called Salam in manufacturing because of the similarity between 

these two contracts.  However, Istisna is more flexible, making it suitable for many banking 

purposes.  Unlike Salam, consideration can either be, paid at the time of delivery or even 

deferred and paid in instalment. Istisna is like Salam except for the subject matter of the 

contract, which will be goods made according to specifications or a building constructed to 

the exact design of the end user. 

 

Istisna is primarily a deferred delivery sale contract similar to Salam. It is similar to 

conventional work in progress financing for a capital project. In practice it is usually used for 

construction and manufacturing. The structure of an Istisna contract is given in Figure 12.1 
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Figure 12.1:  Structure of an Istisna contract – (Project Finance) 

 

 
Delivery of asset  

at future date 
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price on delivery
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12.2   ISTISNA AS A MODE OF FINANCE 
 
Banks are not manufacturing agents; they are financial intermediaries.  Istisna nevertheless 

can be made a financial mode, where banks play the role of credit providers.  Banks can sell, 

on deferred payment, manufactured goods, machinery, real estate, bridges…etc., and buy or 

contract to construct on cash basis.  The difference between these two prices is what the bank 

will make as return on investment. 

 

The contract between the bank and the client will include technical specification of the 

manufactured goods or the building to be constructed.  These same specifications can be in 

the contract between the bank and the manufacturer or the contractor.  The role of the bank is, 

therefore, financial intermediation, albeit on the basis of sale and not lending. 

 
 
12.3   ASSOCIATED RISKS 
 
Apart from the credit risk of the client, the bank, in Istisna, will be carrying a performance 

risk.  Since the bank client has no recourse nor will any contractual relationship with the 

actual manufacturer or contractor, the bank will always be liable for any failure.  Taking a 

performance bond from the manufacturer or contractor, however, can reduce this risk.  

Furthermore, the contract to manufacture or construct will be based on the same blueprints 

and specifications provided by the client.  The latter can also provide information concerning 

the best source of supply or the most reliable contractors.  The bank will have no incentive to 

choose a contractor or a manufacturer other than the one recommended by the client.  The 
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client can even participate in negotiation, without involvement in decision making, in the 

contract between the bank and the manufacturer or contractor. 

 

Furthermore, many scholars permitted the bank, once the goods are delivered, to be only a 

guarantor for the manufacturer or contractor.  Hence, the client can have a direct recourse to 

them while the bank bears the risks only if they fail to honour their commitment to the client. 

 
12.3.1  Guarantees 
 
The value of the goods or the asset to be constructed will be a debt receivable from the client.  

The bank can request any guarantees equal or in excess of this amount.  Further, the bank can 

request performance bonds or LG from contractors and warranties after delivery.  In all cases 

the two contracts (bank VS client, and bank VS contractor or manufacturer) should always be 

separate. 

 
 
12.4  CONSTRUCTION OF AN ISTISNA DEAL 
 
The deal usually starts with the client approaching the bank to finance, say, a new building.  

Rather than extending a loan, the bank may use Istisna to construct an interest-free 

transaction.  The client will be asked to present to the bank his readymade blueprints, plans 

and government required permits.  He will also advise on contractor of his preference for 

possible consideration by the bank.   After concluding a credit evaluation of the client, the 

bank will then get an offer from the contractor (preferably recommended by the client) which 

is usually valid for one or two months.  During this time the bank will sign a contract with the 

client, where the latter is actually buying, on deferred payment, the building which will be 

constructed by the bank.  The bank will then sign a contract with the contractor to construct 

that building using exactly the same specifications and contract conditions agreed upon with 

the client.  Payment by the bank to the contractor will be in cash, while the bank receives the 

sale price from the client through instalments.  This clearly, is a financial  

intermediation which is exactly what the bank should be engaged in.  Bank profits are 

actually the difference between the cash payments made to the contractor and the deferred 

payment made by the client. Profit can be calculated in any which way, as long as it is known 

as an amount to the client at the time of contracting. It is not variable, and will not increase if 

instalments are not paid in time. 
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12.4.1   In Istisna the Bank Simultaneously Enters into two Parallel Agreements as                 
              follows: 
 
1. First Agreement 
 
Between the bank and the customer; 
 
The customer provides to the bank complete and detailed specifications for the item, 

equipment, building, or project, to be acquired including its layout, design, materials to be 

used, as well as the desired quality and performance standards, and the time to completion.  

The specifications may also identify the contractors, manufacturers, and the suppliers of the 

raw materials. 

 

He may also provide an estimate of the costs involve, or the bank may obtain the quotation 

from the contractors/manufacturers/suppliers specified by the customer.  The bank then adds 

its profit margin and quotes a price to the customer.  On approval and acceptance by the 

customer, they enter into an agreement, which includes, among other things, the mode of 

payment of the price to the bank, i.e. whether in lump sum, or in instalments. 

 

2. Second Agreement 
 

Between the bank and the contractors/manufacturers/suppliers; 

Along with the first agreement, the bank simultaneously enters into an agreement with the 

contractors/manufacturers/suppliers..., for the assembly/fabrication/manufacture /construction 

of the item, equipment, building or project, by the given date, as per specifications.  The bank 

pays all the costs directly to them. 
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CHAPTER 13: TAKAFUL – ISLAMIC INSURANCE 
 
 

CHAPTER OVERVIEW 
 

This chapter describes Takaful or Islamic insurance.  It gives an overview of the 

different aspects of Islamic insurance and the application of these to practice. 

 

LEARNING OUTCOMES 
 

At the end of this chapter you will be able to: 

• Describe the features of takaful. 

• Describe how takaful works. 

  

13.1  DEFINITION 
 

• Takaful is an Arabic word meaning “guaranteeing each other” or joint 

guarantee. 

• Conventional insurance contains elements contradictory to Islamic Sharia like 

uncertainty [gharar], gambling [maisir] and interest [Riba]. 

• Theoretically, Takaful is perceived as cooperative insurance, where members 

contribute a certain sum of money to a common pool.  The purpose of this 

system is not profits but to uphold the principle of “bear ye one another’s 

burden”. 

 

13.2  FEATURES OF TAKAFUL 
 

The Islamic system of insurance embodies the element of shared responsibility, joint 

indemnity common interest, solidarity etc.  According to Islamic jurists this type of 

insurance is acceptable in Islam because: 

 

• Policyholders cooperate among themselves for their common good. 

• Every policyholder pays his subscription to help those that need assistance. 
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• Losses are divided and liabilities spread according to the community pooling 

system. 

• Uncertainty is eliminated in respect of subscription and compensation. 

• It does not derive advantage at the cost of others. 

 

13.3 THE BASIC PRINCIPLES OF TAKAFUL 
 

Two principles are considered essential elements, from the Sharia point of view, and 

all takaful models have to comply with these two principles. 

 

1. The central idea for Islamic insurance (takaful) is the segregation between 

participants and shareholders’ funds as the company role is only to manage 

participants’ funds on their behalf.  For this reason any takaful company is 

usually called a ‘takaful operator’ instead of insurer. 

2. The second principle for all Islamic models is that contributions (premiums) 

should be paid on donation (tabarra) basis in order to remove the element of 

gharar from the takaful contract.  Each participant that needs protection must 

be present with the sincere intention to donate to other participants faced with 

difficulties. 

 

13.4 HOW A TAKAFUL WORKS 
 

• Takaful works on the basis of an agreement made by the participants of the 

insurance scheme. 

• Each agrees that he or she is one of the insured as well as one of the insurers. 

• Each pays a premium to the scheme which is then invested by the scheme in a 

way that is compatible with Sharia. 

• A takaful company cannot ,for example, invest in companies that deal in 

interest, alcohol, gambling or uncertainty. 

• The profits made from permitted investments are divided among the 

participants in the scheme. 

100 
 



• However, the participants also agree to give up a portion of their contributions 

in the event that a policyholder suffers financial loss or a catastrophe befalls 

him. 

 

13.4.1 Takaful in Practice 

 

• The Takaful companies usually adopt three models for their operations: 

o Pure Mudarabah mode 

o Pure Wakalah model 

o A combination of the two models 

 

13.4.2 Pure Mudarabah Model 

 

• The Mudarabah model is where the operator is entitled to a fixed percentage 

of any investment profits or surplus. 

• In this model, the takaful company and the policyholder will only share the 

direct investment income; the policyholder is entitled to a 100% of the surplus 

with no deduction made prior to the distribution. 

• This model is applicable to family Takaful as the fund is entirely distributed to 

the participants. 

 

13.4.3 Pure Wakalah Model 

 

• It works on the concept that the operator of the company is paid a fee, which is 

deducted from the participant’s contribution. 

 

13.4.4 Mixed Model 

 

• In this model an al-wakala contract is adopted for underwriting activities and 

an al-Mudarabah contract for investment activities. 

• The takaful company has two funds, one for the shareholders and the other for 

participants (policyholders). 
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• With regard to underwriting activities, the shareholders act as the wakeel (agent) 

on behalf of participants to manage their funds, whereby the takaful company’s 

(shareholders) receive contributions, pay claims, arrange retakaful and take all 

other necessary actions related to takaful business. 

• The mixed model of al-Wakala/al-Mudarabah is the dominant model in the 

Middle East market and it is widely practiced by takaful companies worldwide. 

• In exchange for performing these tasks, the company charges each participant a 

fee known as a Wakala fee, which is usually a percentage of the contribution paid 

by each participant. 
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CASE STUDY 1   MURABAHA 
 

Gulf Air and GIB – Islamic Banking Division 
 

Gulf Air approached the Islamic Division of the Gulf International Bank (GIB) to 

finance its needs of aviation fuel for the next two years. Given the current needs of the 

company and prevailing price, it is estimated that these needs may cost up to  

US$ 50,000,000. GIB Islamic Banking Division believes that this could be an 

excellent profitable opportunity, but doesn’t know how to structure and manage it. 

The division head also very concerned about the size of the deal and the risks 

involved. 

 

Required:   

 

1. What are, in your opinion, the types of risk will GIB face? 

 

2. How would you make use of the Islamic finance mechanisms to structure this 

transaction? 

 

3. If GIB decides to go ahead with the transaction, what principles do you think 

are necessary to be included in the contract? 
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CASE STUDY 2   MUSHARAKA 
 

ATC & Arab Islamic Bank Ltd. 
 

 
ATC, a local company, approached your bank for funding on an Islamic basis, to start 

a car dealing business. Mr. Bajmal the owner /Manager has some past experience in 

the car dealing business. He believes that there are good opportunities for making 

profits by selling cars to customers on deferred payment basis.  

 

After an initial meeting with one of the marketing officers of the bank it became 

evident that Mr. Bajmal had the experience and commercial premises for the business, 

but no working capital.  

 

Required:   

 

1. What further inform will you ask for, to evaluate Mr. Bajrnal’s request? 

 

2. If the proposal is not acceptable for you, state the possible reasons. 

 

3. If it is a good opportunity to consider:  

 

a) Suggest a suitable Islamic structure. 

b) State your terms and conditions. 

c) What would be the required documentation? 

d) What are the main features of the draft contract?  

 

 

 

 

 

 

 

 

104 
 



CASE STUDY 3   INNOVATIVE ISLAMIC STRUCTURING 
 

In 1995 three Saudi businessmen (the promoters) joined forces to acquire a shopping 

complex located in one of the major cities of the Kingdom of Saudi Arabia. The 

shopping complex was offered at a price of SR90 million. It is a two story building 

consisting of 305 shops, 37 offices, 10 stalls and other facilities including a mosque. 

The total area of the complex was 31,279 square meters including 25,000 square 

meters built area and the balance is a parking lot. The promoters were prepared to 

contribute up to SR 5-6 million in cash. They also noted that the rental payments by 

the existing tenants scheduled for 1st of January 1996 amounted to SR 12,674,000. 

 

Required: 

 

1. How should XYZ Islamic bank structure this project? 

2. What securities should the bank ask for? 

3. What would be the necessary documentation for this project?  

4. How should the bank fund the project? 

5. Is there a need for a bridge facility? 
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CASE STUDY 4   SHIP FINANCE 
 

Chase Manhattan Bank won an advisory mandate to arrange financing for three ships 

for The National Shipping Company of Saudi Arabia. (NSCSA) The general terms 

were: 

 

1. Total value was $180 mm for the three ships. 

2. Construction period of 2 years. 

3. Pricing of 1 and ¼ % over Libor. 

4. Security.   

5. Financial guarantee from the ship building co. 

6. Mortgage over the ship. 

7. Down payment of 30% by NSCSA. 

8. Two ships were financed conventionally.  

 

You are required to propose an Islamic structure for the third ship, taking into 

account that the ship must be registered in the name of NSCSA and that both the 

Islamic and conventional lenders must be equal participantsin all respects.       
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CASE STUDY 5   TRADING MURABAHA 
 

Bank Al-Jazira Share 
 

The Islamic Banking Division of Bank Al-Jazira has introduced an Islamic product 

that deals with share trading in the Saudi Stock Exchange. As banks are not allowed 

to deal directly in shared trading, the new product is structured in a way that 

customers can transact in Saudi shares utilizing bank funding. The product works as 

follows: 

• The bank finances the customer up to 150% of the value of the cash, shares or 

both which he deposits with the bank. 

• That is to say, if a customer opens an A/C for S.R. 1,000,000 or deposits 

shares amounting to this value, he is entitled to funding of SR1,500,000. The 

balance of his A/C will be 2,500,000. 

• Customer applies to the bank each time he sees an opportunity. He orders the 

bank to buy, in his name, a certain amount of share(s). 

• The bank allows the customer 5 days to complete the buying process. 

• After buying shares to a value of SR1,500,000, a Murabaha contract is signed 

between the bank and the customer. 

• Bank Al-Jazira required Murabaha Margin on share trading transaction is 10% 

per annum. 

• A Murabaha period is agreed either 3,6,9 or 12 months (Minimum 3 months – 

maximum 12 months). 

• At any time the customer sees an opportunity to sell his investment in a share 

or block of shares, he informs the bank to sell in the market.     

 

Required: 

1. Does the implementation of share trading, as seen in this case, satisfy all of  

the Sharia requirements of a Murabaha transaction? 

2. If the answer is no, what is required to rectify the implementation of the 

structure? 

3. What are the involved risks for the bank?  

4. Is there a better Sharia structure for the share trading case?  
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Change orders 
Approved modifications in specifications, quantities, design, or other attributes defined in the 
original Istisna contract, the implementation of which affects contract costs. 
 
Contract losses 
Losses expected to happen when the sum of the costs accumulated in the Istisna account or 
Receivable Istisna Billing accounts and the estimated additional costs for the completion of 
the contract exceed the price fixed in the Istisna contract. 
 
Fair value of leased assets 
Fair value is the amount for which an asset could be exchanged between well informed, 
willing parties (sellers and buyers) in an arm’s length transaction. 
 
Financing assets 
Financing assets are assets that arise from providing finance to clients using Islamic financial 
instruments; for example, Musharaka and Mudarabah contracts. 
 
Ijara 
Ijara is the transfer of ownership of a service for an agreed upon consideration.  According to 
fuqaha, it has three major elements: 
 
1. a form, which includes an offer and a consent. 
2. two parties: a lesser (the owner of the leased asset), and a lessee (the party who reaps the 

services of the leased asset). 
3. the object of the (Ijara) contract, which includes the rental amount and the service 

(transferred to the lessee). 
 
Operating Ijara: Ijara contracts that do not end up with the transfer of ownership of leased 
assets to the lessee. 
 
Ijara Muntahia Bittamleek 
Ijara contracts that end up with the transfer of ownership of leased assets to the lessee.  Ijara 
Muntahia Bittamleek may take one of the following forms: 
 
a) Ijara Muntahia Bittamleek that transfers the ownership of leased assets to the lessee, if 

the lessee so desires, for a price represented by the rental payments made by the lessee 
over the lease term.  At the end of the lease term and after the last instalment is paid, 
legal title of leased assets passes automatically to the lessee on the basis of a new 
contract. 

 
b) Ijara Muntahia Bittamleek that gives the lessee the right of ownership of leased assets 

at the end of the lease term on the basis of a new contract for a specified price, which 
may be a token price. 

 
c) Ijara agreements that gives the lessee one of three options that he may exercise at the 

end of the lease term: 
• purchasing the leased asset for a price that is determined based on rental 

payments made by the lessee, 
• renewal of Ijara for another term, or 
• returning the leased asset to the lesser (owner). 
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Investment assets 
Investment assets are assets that are acquired for investments using Islamic financial 
instruments; for example, investment in real estate or marketable securities that are in 
compliance with Sharia rules and principles. 
 
Investment risk reserve 
Investment risk reserve is the amount appropriated by the Islamic bank out of the income of 
investment account holders, after allocating the Mudarib share, in order to allow for future 
losses for investment account holders. 
 
Mudarabah 
This is a partnership in profit between capital and work.  It is conducted between investment 
account holders as owners of capital and the Islamic bank as a Mudarib.  The Islamic bank 
announces its willingness to accept the funds of investment amount holders, the sharing of 
profits being as agreed between the two parties, and the losses being borne by the owner of 
funds except if they were due to misconduct, negligence or violation of the conditions agreed 
upon by the Islamic bank.  In the latter cases such losses would be borne by the Islamic bank. 
 
A Mudarabah contract may also be of concluded between the Islamic bank, as a provider of 
capital on behalf of itself or on behalf of investment account holders, and business owners 
and other craftsmen, including farmers, traders etc.  A Mudarabah cannot include market 
operations undertaken for purely speculative purposes, which are a form of gambling. 
 
Murabaha 
Sale of goods with an agreed upon profit mark up on the cost.  Murabaha sale is of two types.  
In the first type, the Islamic bank purchases the goods and makes it available for sale without 
any prior promise from a customer to purchase it.  In the second type, the Islamic bank 
purchases the goods ordered by a customer from a third party and then sells these goods to 
the same customer.  In the latter case, the Islamic bank purchases the goods only after a 
customer has made a promise to purchase them from the bank. 
 
Musharaka 
A form of partnership between the Islamic bank and its clients whereby each party 
contributes to the capital of partnership in equal or varying degrees to establish a new project 
or share in an existing one, and whereby each of the parties becomes an owner of the capital 
on a permanent or declining basis with the right to have his due share of profits.  However, 
losses are shared in proportion to the contributed capital.  It is not permissible to stipulate 
otherwise. 
 

• Constant Musharaka 
This is a Musharaka in which the partners’ shares in the capital remain constant 
throughout the period as specified in the contract. 

 
• Diminishing Musharaka 

This is a Musharaka in which the Islamic bank agrees to transfer gradually to the 
other partner its (the Islamic bank’s ) share in the Musharaka, so that the Islamic 
bank’s share declines and the other partner’s share increases until the latter becomes 
the sole proprietor of the venture. 
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Istisna 
A contract whereby the purchaser asks the seller to manufacture a specifically defined 
product using the seller’s raw materials at a given price.  The contractual agreement of Istisna 
has characteristic similar to that of Salam in that it provides for the sale of a product not 
available at the time of sale.  It also has a characteristic similar to an ordinary sale in that the 
price may be paid on credit.  However, unlike Salam, the price in the Istisna contract is not 
paid when the deal is concluded.  A third characteristic of the contractual agreement of Istisna 
is similar to Ijara (employment) in that labour is required in both. 
 
Istisna is a sale contract between al-mustasni’ (the ultimate purchaser) and al-sani’ (seller), 
whereby al-sani’ – based on an order from the al-mustasni’ – undertakes to have 
manufactured or otherwise acquire al-masnoo’ (subject matter of the contract) according to 
specification and sell it to al-mustasni’ for an agreed upon price and method of settlement 
whether that be at time of contracting, by instalments or deferred to a specific future time.  It 
is condition of the Istisna contract that al-sani’ should provide either the raw material or the 
labour. 
 
• Parallel Istisna 
 

If al-mustasni (the ultimate purchaser) does not stipulate in the contract that al-sani’ 
(seller) should manufacture the al-masnoo’ by himself, then al-sani’ may enter into a 
second Istisna contract in order to fulfil his contractual obligations in the first contract.  
The second contract is called Parallel Istisna. 

 
Istisna work-in-progress account 
An asset account in which the Istisna contract costs are accumulated.  When the percentage-
of-completion method is used, a portion of Istisna profit commensurate with the work 
completed during a financial period is also debited to this account. 
 
Istisna cost account 
This is an asset account used when a parallel Istisna exists.  It accumulates progress billings 
made by the subcontractor.  A portion of the Istisna profit commensurate with the work 
completed during a financial period is also debited to this account. 
 
Participation 
This is a Musharaka in which the Islamic bank owns shares or units representing an equity 
stake in another firm’s capital. 
 
Percentage-of-completion method 
An accounting method that recognises the revenues and profits of Istisna contracts as work 
progresses. 
 
Profit equalization reserve 
A profit equalization reserve is the amount appropriated by the Islamic bank out of the 
Mudarabah income, before allocating the Mudarib share, in order to maintain a certain return 
level of return on investment for investment account holders and to increase owners’ equity. 
 
Riba 
This literally means an increase, addition, expansion or growth.  However, not every increase 
or growth is prohibited by Islam.  The Sharia, Riba technically refers to the premium that 
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must be paid without any consideration.  According to jurists of Islam, this definition covers 
the two types of Riba, namely Riba Al Fadhl and Riba Al Nasi'ah. 
 
Example 1 of Riba: 
 
If A sells $100 to B for $110.  The premium of $10 is without any consideration or 
compensation.  Therefore, this amount of $10 will be Riba. 

 
Example 2 of Riba: 
If A lends $100 to B (a borrower) with a condition that B shall return him $110 after one 
month.  In this case, the premium paid that must be paid by the borrower to the lender along 
with the price is Riba because the premium of $10 is without any consideration. 
 
Riba al-Fadhl 
An extension of Riba to trade.  While trade is allowed, not everything in trade is permissible.  
The prohibition of Riba al-fadhl closes all back doors to Riba through trade; unlawful excess 
in the exchange of two counter-values, where the excess is measurable through weight or 
measure.  According to some Hadith (sayings of the Holy Prophet), if six things, i.e. gold, 
silver, wheat, barley, dates and salt are exchanged against themselves, they should be spot 
and be equal and have been specified.  If these conditions are not found, this transaction will 
become Riba Al Fadhl. 
 
Riba al-Nasi’ah 
This refers to the ‘premium’ that must be paid by the borrower to the lender along with the 
principal amount as a condition for the loan or an extension in its maturity.  It is thus 
equivalent to interest.  The addition of the ‘premium’ which is paid to the lender in return for 
his waiting as a condition for the loan is technically the same as interest. 
 
Salam 
Purchase of a commodity for deferred delivery in exchange for immediate payment according 
to specified conditions or sale of a commodity for deferred delivery in exchange for 
immediate payment. 
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