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prohibition is not zulm. But this is not the precise position. The
Quran itself uses this as a rationale of prohibition of ripg.
(2:275-79). It says that the lender should accept the principal
sum and that neither they should cause zulm on the borrowers
nor should they be subjected to any zulm by non-payment or
short payment by the borrowers. I think there is a consensuys
among the ummah on this question. In fact this remains the
principal consideration behind the prohibition of riba.

This is from me and Allah knows the best.

mu}mmmaa! ‘jéram ‘](/mn

B-4 Audit Officers Residences,
Gutberg-III,
Lahore
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transaction. If we accept the explanation given above we do
not have any difficulty in explaining the hadith which says that
the riba is in case of loan. The only difficulty remains is that
we have to accept that some of the words in the ahadith
pertamng to riba al-fadl have been misreported by some
reporter of the ahadith and have continued to be so reported
upto this day. Of course, this is a position which is not very
easy to concede by the orthodox scholars. But it will close the
chapter on riba al-fad! and thus remove a lot of confusion in
this area.

Third, the author's assertion that time is immaterial is also
not tenable if we look into to original practice of riba among
the Arabs of the Prophet*s(pbuh) time. In those days, the usual
practice of riba involved extension of repayment period in lieu
of an increase in the amount of the debt. If we say thar the
question of time is immaterial we shall, unwittingly, open a
door wide open for riba to get into the economy. For example,
the most common form of riba being practised these days by
the business community is in the form of a difference in the
cash and credit prices of commodities. The difference in the
prices is made because of the time involved. If we say that time
is immaterial, we can then never close this door of riba. Once
we do that, there does not remain any difficulty in
accommodating the bank riba on commercial loans.

Four. Dr. Tahir has used the term “"camel-type” loans
several times. It is not clear what he means by this. What is the
criterion to distinguish the camel-type loans from other types?

Five. Dr. Tahir has said that the bank fee for cheque books
is also a type of riba. 1 think it is an extreme position. Firstly,
it 1s not related to the amount of the cheque. Secondly, it can be
a legitimate charge for the stationery and other services
provided by the bank.

Six, Dr. Tahir thinks that the jusfification, for the

3 Ibid, hadith 122-123.

12 {Hikmat-e-Quran,
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tried to interpret these ahadith in terms of exchange of non-
financial assets (such as commuodities, cereals, etc.) in equal
quantities and at the spot. Riba al-fadl arises, it is argued,
whenever the exchange is unequal or one of the parties delays
the delivery. For example, if a person has to exchange wheat
for wheat then the exchange should be in equal weight and it
should also be simultaneous. If the exchange is not
simultaneous then it is not allowed as it will involve riba. This
position gave birth to an obvious question : why should the two
persons like to enter in such an exchange? The answer came:
one of them, having a higher economic power may like to
coerce the other to give a higher weight on the pretext of
quality or some other characteristics. Thus it may allow
someone with a greater economic power to exploit the weaker
one. The Prophet (pbuh). it is argued, tried to foreclose this
back-door of riba by prohibiting even this type of transaction.

The fact is that all this theory of riba al-fadl is quite
involved and laboured. It has been developed to accommodate
the text of some ahadith. There is no doubt that the ahadith
which are the source of riba al-fadl are authentic and have been
reported by the most authentic compilers of Aadith like Imam
Bukhari and Imamm Muslim (rahmatulla alaihim). But if we
look into these ahadith rationally it seems there may have crept
some misreporting into them. It seems (Allah knows the best)
the condition of spor delivery of both the commodities has been
mistakenly reported by the reporters of the ahadith. The first
condition that the exchange should be of equal weight makes a
lot of sense in a loan transaction. !f one borrows wheat, he
should return the same quantity of wheat, no more no less. It is
in line with the general principle of riba which forbids the
exchange of unequal amount of money in a loan transaction.
The idea seems to be that the Prophet(Pbuh) tried to elaborate
the concept of riba by saying that riba will arise in all loan
fransactions. even though it may be a loan of commodities. That
is why we find in one of the hadirh that the riba is in a loan

(Hikmat-e-Quran
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obligations of a party in the context of a direct exchange of
items of the same general kind between the two parties.”

He further says that "time factor is not emphasised in this
definition because the time lag is immaterial for the basic nature
of the transaction in which réiba may arise. namely a loan-type
transaction.”

This definition and its explanation by the author does not
make riba specific to loan-transaction. This is an unusual
position.

Riba arises only when a loan transaction takes place. The
author himself uses the expression "direct exchange of items of
the same general kind." There is no other possibility of a direct
exchange of the items of the same general kind except when
there is a loan transaction. The explanatory remarks by the
author that time is immaterial has made the whole definition
quite problematic. If time is immaterial, then loan cannot take
place. In fact, the exchange of items of the same general kind is
meaningless if there is no time lag. For example, it is absured
to say that A will like to exchange Rs.100 with B for another
Rs.100 at the same moment of time. 1 such a transaction takes
place for reason of efficiency, for example, there cannot be a
discrepancy in exchange. Hence there can never be a possibility
of ribu.

I am aware of the difticulty of Dr. Tahir arising out of the
concept of riba al-fadl. The concept of riba al-fadl is derived
from the ahadith of the Prophet (pbuh). The ahadith dealing
with riba also mention the exchange of six ttems.! It is stated
in these ahadith that the exchange of these six items should be
in equal quantities and also on the spot.? This second condition
of exchange on the spot has made the scholars of Islamic law
think very deeply about this question. Almost everyonc has

1 The six wems are : gold, silver, wheat, barley, dates. and salt,
i For example, see Muslim b al-Hajjaj: al-Sahif, Kitab al-Muza arah, hadith 94,
Beruit : 1334 Ah,

0 (Hikmat-e-Quran;
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WHAT IS RIBA?

Comments on Sayyid Tahir's Paper
?f/u/mmmarj_/élzram _,/(lnm

Dr. Sayyid Tahir's Paper "What is Riba?"' (Hikmat-e-
Qur’an, Nov. 1994, Pp.59-64) is a valuable contribution on a
difficult subject. The definition of riba has attracted the
attention of several scholars in view of the confusion created by
some people who think that riba and the prevalent interest on
commercial “ loans are two different things. Dr. Tahir has
adopted an innovative approach to define riba. lle has arrived
at conclusions which are supported by the majority of the
scholars of the Muslim Ummah. But his approach and
methodology needs some further consideration. In this note we
shall try to highlight some of the problems that Dr. Tahir's
approach may create as well as some issues which still need
thinking.

First, Dr. Tahir has discarded the traditional approach
which looks at the concept of riba through its lexicographic
meanings then relates it to the historical context. He has not
said why he does not like this traditional appreach? It is very
unusual to try to define a concept without looking into its
original and primary meanings as understood by the people of
that language. We can sometime do so provided we have strong
reasons to demonstrate that the lexicographic meaning or the
historical context takes, you to a meaning which cannot be
defended otherwise. But if you have to arrive at the same
conclusions as traditionally accepted there is no reason to adopt
a more circuitous route. At least an ordinary reader likes to
know the rationale’ of a different approach.

Second, the definition given by Dr. Tahir is quite
compiicated. It says :

"Riba is a discrepancy which results from the coniractual

Hikmar-e-Quranj o]
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easily foresee an increase in the scope of economic activity
and greater financial discipline in the economy.

At present all costs——those attributed to time lag in a
deferred payment, default risk and the exchange rate
risk—are covered under the interest rate and margins
added to it. Such costs are not likely to disappear in an
[slamic riba-free framework. However, the via media to
address these costs will be different.

At the moment bank financing is restricted mostly to big
parties and medium-to large-size projects. In the Islamic
framework, the financial institutions will also face the
pressure to generate quick turnover and profit flows in
order to attract deposits. This will force the management
of IFls to go out and approach small- and medium-size
businesses. This will, in turn, increase the prospects for
modarabah and musharakah——participatory—financing.

Finally, it needs to be made clear that good moral fabric of

the society is as much important for the Islamic financial system
as it is for the existing riba-based system. The Islamic system
does not need special moral uplift of the society prior to its
enforcement. It can establish itself on purely economic
grounds——even against competition form a ribawi system. It
does not require government protection in the traditional sense.
It depends on the government support to the extent of provision
a proper regulatory framework.

dii,;.(,,l;g,z:ur}lfru;dffld;"/‘wT/"_-,..G;,i,l
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musharakah modes, Shirakah almutanagisah is an attractive
option. ' '

Equity Purchases by Private Investors

Trading instruments can be used for this purpose. The
transactions would represent sale and purchase of ownership
rights.

Agricultural Financing

All the above-mentioned trading modes can replace the
existing agricultural credit, with due regard for the Shari'ah
A"hkam on ba ey mo'ajjal and ba ‘ey salam. Modarabah and
musharakah can also be adopted for agricultural financing under
the acronym of muzara ah. ‘

In addition to the above, banks can provide funds transfer
services for a fee, payments services for a charge in L/C
arrangements, float special modarabahs, etc. The possibilities
arc endless. The only caveat is that one has to ward against riba
creeping through the back-door. '

In short, one cannot think of any practical need for which
there is no Islamic option for materializing it. The essential
differences from the existing commercial banking are as
follows.

l. At present banks are doing money-to-money transactions.
They issue loans to customers. Although they do some
appraisal of every application, they are least concerned
with what the customer actually does with the money
borrowed. On the other hand. IFIs will either provide
finance on a participatory basis— as in modarabah or
musharakah—or link fimancing directly to an economic
transaction—in the instance of trading. In other words,
IFIs will not be ‘financiers' in the traditional sense; they
will act as ‘entrepreneurs' or ‘traders’ These
arrangements will serve as restraints on the present-day
investors and industrialists who thrive on loans. One can

(Hikma-.'--e—Qumn 3 ~
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a) The Shariah conditions for such contracts, in particular,
the safeguards against riba, have to be observed.

b) Once the amount due against the customer in a contract is
fixed, it becomes a "loan" against the customer, and the
rules for loan contracts shall apply on it.

¢) Banks can determine the profit they charge in such
contracts by taking into account their costs, market
conditions and even time period in the honouring of the
contract at the customer’s end. There is no Shari’ ah
restriction on the amount of profits that the bank may seek.
Of course, the customer too has the option of not entering
into the contract.

Project Financing

Banks can do multiple trading contracts with the concerned
party, where each contract may cover one item in the project.
Alternatively, banks can enter into modarabah or musharakah
contracts with sound parties. In a musharakah arrangement, the
bank does not need to entangle itself into day-to-day running of
the project. The bank may simply choose to provide
accounting, auditing, taxation and/or banking services to the
customer. In the provision of such services, however, valuation
of the bank's services ought to be at cost to the bank, not at
market prices. This will be necessary t0 close any back-doors
for riba.

Working Capital Financing

This can be done either on modarabah or musharakah basis
with the profit-sharing ratio suitably taking care of the
concerned parties” financidl stake in the context of the entire
project and their bargaining positions. Some novel
arrangements such as banks directly paying to workers and

charging to the business (on a deferred payment basis) are also
conceivabie.

Home Financing
Apart form the standard trading and

6 (Hikmat-e-Quran)
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Mobilization of Savings in Private Hands

Current Accounts (carrying no return for depositors) may
be recorded as banks’ loans from the depositors. This wil]
€nsure safe return to depositors, and at the same time aljow
banks to use the idle funds.

Savings accounts can be replaced by modarabahs berween
the bank and depositors. There can be a general modarabah
form prescribed for this purpose, including the formula for
distribution among the depositors of the depositors' share in
bank profits. The following restrictions need to be observed:

a)  The profit-ratio in favour of the depositors (as a group)
should be announced in advance. This may be done at the
beginning of the accounting year.

b)  These deposits should be administered separately to avoid
the problem in determining the incidence of a loss,

¢) Funds in these deposits should be used in ventures where
cash flows and returns are realized in a relatively short
Span of time.

Time (or Term) deposits may be handled in a way similar
10 savings deposits.

The adoption of modarabah mode for mobilization of funds
may necessitate new approaches fo defining costs and equiiy
appraisal for the banks. For example, treatment of bank
directors’ salaries as cost is questionable.

Profitable Application of Funds by Islamic
Financial Institutions Trading:

A host of customer needs, whether for consumption or £
commercial purposes, can be fulfilled through ba ey mo'aq,
(sale on deferred payment—in lump sum or instalments) a.
ba ey salam (sale with advance payment for later delivery). In
this regard, the following points may be noted:

{Hikmar-e-Quran) z
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The modarabah versus musharakah choice by an IFI wiil
depend op how much commitment the institution is willing to
make to the running of an enterprise. The contract can be for a
single transaction or more. Similarly, it may be a one-period,
multi-period or a perpetual arrangement.

Within the general framework of the above-mentioned
transactions. there is room for defining new modes which offer
attractive payments and receipts prospects for the concerned
parties, subject to the requirements of no riba, no-ghararr, etc.
These may include shirakah al-mutanaaisah  (decreasing
participation), etc.

Let us note that there is a room for IFIs to seek suitable
guarantees for backing up their credit operations. Shari'ah
guidelines in this regard may be found in Ayah 282 of Surah
alBagarah, the A'hadith on rehn (pawning) and the rehn
chapter in books of Figh. Safeguards against cheating in
modarabah contracts may be ensured through auditors, with the
interested party meeting the auditing costs out of its share of
profits. Islamic financial Institutions can also learn from the
experience of the Gharimeen Bank of Bangladesh to reduce the
risk of customer default.

Pure loaning can be feasible only if economic
considerations justify it. Practically it should be considered out
of question for institutions whose raison d’etre is profits.

In passing, we may also mention that ljarah (leasing) or
ljarah wa igtina (hire-purchase) are other recommended modes
of transaction for IFIs. But, quite frankly, there is a need for a
careful review of their permissibility at an "institutional level™,
Such a need stems from the fact that in A"hadith many
combinations of otherwise permissible transactions are
prohibited because they give rise 10 the possibility of riba.

In the light of our definition of riba, permissible contracts
and other points mentioned above, we can now seek the
implications for the present age.

4 {Hikmat-e-Quran)
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A musharakah differs from a modarabah in just one
respect: Both contracting parties share in the provisions of
Teésources as well as the effort to run the joint venture.
Notwithstanding this difference, the general rules for a
musharakah contract are the same as those for a modarabah,
namely, advance fixation of the profit-sharing ratios but sharing
of losses in proportion to one's equity stake. However, there js
no Shari'ah restriction that the profit-sharing ratic must be
related to a party's equity share. '

In the case of a credit sale or purchase, the Islamic
financial institution (IFT) has to play the role of 2 trader, not
that of the traditional financier. In this regard, the general
principles stated in Ayah 282 of Surah alBagarah and other
A’hkam in A‘hadith on trading ought be observed. These
include documentation, avoidance of riba and ghararr, fair
trading practices, and so on. However, it is not essential for
IFls to maintain stocks of merchandise for their trading
operations as long as the Shari'ah criteria for transfer of
ownership to the institution is observed in the transaction
process.

If the contract between two parties is fundamentally a loan
contract, it has to be executed on a one-for-one and even basis.
The only exception to this general rule is that the lender can
claim documentation coasts as per Ayah 282 of Surah
alBagarah. It is worthwhile to note that "documentation costs”
is a much narrower concept that the commonly understood
"services charges”. The latter is devoid of Shari'ah support; in
fact, it is, in a sense, a back-door for ripg.

On the practical plane, if an IF] is ready to take
entrepreneurial risk and the other party is willing to share
ownership, permissible modes of transaction are modarabah or
musharakah. If not, the relevant permissible mode of
transaction is either credit sale or credit purchase, with the
financial institution acting as a trader. '

(Hikmar—e-Quran) 3



In modern times, complex institutions and sophisticated
instruments have been devised to serve practical needs of those
who own funds and those who need them. But the basic nature
of transactions has not changed since the revelation of the
original A hkam (injunctions) of Shari‘ah. People are still
producers and consumers of goods, on one hand, and suppliers
and buyers of resources, on the other. They finance their
transaction needs either themselves or with funds obtained from
others. Funds are acquired through borrowing (loaning) or
under participatory (equity) arrangements. Only the instruments
have become more complex today. '

Before getting down to the specifics, let us note a few
general points which have support from the Qur'an and Sunnah.
The Islamic options to facilitate existing needs can be broadly
defined as follows.

‘A. Participatory financing—profit—loss sharing arrangements
like modarabah and musharakah

B. Credit sales, such as ba'ey mo'ajjal (sale on deferred
payment) or ba ey salam (sale on cash payment for future
delivery)

C. Loaning, but on a one-to-one and equal basis

A modarabah contract is essentially a special type of
arrangement between a party offering labour and another owing
resources (capital). In fact, it is an alternative to a wage
contract between the tow parties. While the latter contract gives
rise to an employer-employee relationship, the former entails
joint ownership of the enterprise. The fundamental difference
between the two arrangements, therefore, lies in their legal
implications. On the analogy of prior fixation of the wage rate
in an employer-employee contract, advance fixation of the
profit-sharing ratio for each party is a pre-requisite for a
modarabah contract. In the case of a loss, however, the party
contributing effort is not compensated for its labour and the
financier loses his capital.

2 {Hikmat-e-Quran}
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RIBA - FREE ALTERNATIVES

FOR MODERN BANKING
Saygid Tehie!

According to the Qur'an and Swnnah, riba is a discrepancy
which results from the contractual obligations of a party in a
direct exchange of items of the same general kind (such as a
loan transaction). “Interest” or "interest rate" in a capitalist
“economy fits into this description. Therefore, the elimination of
riba is synonymous with the elimination of interest in the
modern age.

Interest rate is the linchpin of all modern economies. It is
the medium which regulates the basic functions of mobilization
of financial resources and their efficient allocation among
competing uses. Virtually all individuals, businesses, banks and
other financial institutions and governments are dependent on
interest-based  instruments for their needs both
domestically and internationally. It is, therefore, not surprising
that the some quarters fear the collapse of a modern economy
with the elimination of interest. '

Let us remember that when Allah Subhanahu wa Ta aala
prohibited riba, He did not shut doors on man's pursuit of
economic gains. Indeed, He prescribed an alternative system
which is practical, flexible and the best to serve the needs of
mankind for all times to come. Elimination of riba, therefore,
does not mean a move towards a standstill, not to mention
retrogression. If one takes a closer look at the Islamic financial
system, without any preconceived notions, all apprehensions
turn out to be baseless.

i The author is Professor at the International Institute of Islamic Economics,
Internationai Islamic University, Islamabad.
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