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FOREWORD

The Islamic financial services industry has witnessed a frenetic pace of growth
during the last decade. While estimates about the size of the industry differ,
conservative sources put the total assets of Islamic financial institutions at two
hundred and thirty billion US dollars. Islamic financial institutions operate in
over seventy-five countries and they are expected to grow at over fifteen percent
during the next five years. Notwithstanding the encouraging data, the fact
remains that the industry is too small compared to the size of its potential
market. The strength that lies in the number of one billion Muslims is yet to be
exploited. One of the key impediments to the growth of Islamic finance is lack
of awareness among Muslims about the Islamic alternative models of banking,
insurance and investments.

Another key area of concern relates to lack of human resources adequately
trained in the models and tools of Islamic finance. Islamic financial institutions
have generally been recruiting from the pool of conventional bankers and
financial professionals, who often find it too comfortable to camouflage
conventional products and services as Islamic ones. The unsavory outcome of
this is there for all to see. We now find a wide range of products and services,
which are Islamic in form but conventional in every other sense. A solution to
the above perhaps lies in creating greater awareness among market participants
through research, education and training. The depositors, investors, bankers,



insurance professionals, financial analysts, regulators and policy makers need to
be told the full story - why conventional financial products and services are not
acceptable in Shariah; what are the specific elements and features that are
unacceptable; what are the Islamic alternative products and services that fulfill
similar needs and address similar concerns and finally whether the alternatives
are efficient as well.

The present text by Dr Mohammed Obaidullah is a step in this direction. The
text spans over all areas of Islamic financial services, such as, commercial
banking, insurance, investment banking, fund management, project finance and
what have you. In each area, the ideal Islamic alternative model is presented
after a careful evaluation of the conventional product. To add spice to the story,
the text includes over twenty illustrations from real life. I am sure the text would
address a long-felt need, serve as a useful guide and be of immense help to
students, researchers, teachers, finance professionals, regulators and policy
makers in the area of Islamic finance.

Dr. Muhammad Najeeb Ghazali Khayat
Director
Islamic Economics Research Centre

vi



PREFACE

This is a book about products, processes and mechanisms that are in use in the
Islamic financial services industry. The text also focuses on how financial
products and services should be designed and offered in this industry, given the
need for full Shariah compliance. Instead of presenting facts and figures that
quickly become obsolete, the text describes how financial products and
processes develop as solutions to problems and as responses to profit
opportunities and need for Shariah compliance.

The distinctive feature of this book is presentation of the products and services
in the form of flow charts and blue prints that facilitate conceptual clarity and
greatly simplify the learning process. For each product, the text provides a blue
print that helps differentiate between conventional and Islamic products. All
sensitive issues related to Shariah compliance are presented as “Issues in
Product Management”.

The text covers products and services relating to commercial banking,
insurance, investment banking & financial engineering, fund management and
project finance and is therefore, neatly divided into five parts — each part
devoted to one of the relevant sectors (in addition to the introductory part). Each
part begins with a discussion of how products and services are conventionally
offered in these sectors. This is followed by an evaluation of the same from the
standpoint of Shariah compliance. Major elements and features that violate the
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Shariah are highlighted. Then the Islamic alternative is presented. Since many
of the Islamic alternative products and services require a more elaborate
discussion, the discussion is extended over subsequent chapters.

The coverage of the text is up-to-date. There are frequent references to real-life
practices. The text includes over twenty illustrations of actual products as they
are offered to the Muslim investor or depositor community. These are presented
as “Concepts in Practice” and appear as box items, distinct from the main
contents. The information for the illustrations have been carefully culled from
public sources — from websites of a cross-section of Islamic financial
institutions and presented without any element of tinkering.

Organization and Contents

The text is organized as follows. Part One spans over two chapters. Chapter
One provides an overview of the Islamic financial system. It presents an
interesting blueprint of the Islamic financial system with all its components.
Prior to this, norms of ethics and efficiency and how these shape the contours of
a financial system are presented. Chapter Two elaborates on the norms of
Islamic finance, such as, prohibition of riba and gharar and the need for mutual
cooperation.

Part Two spans over seven chapters dealing with products and services that
broadly fall under commercial banking. Chapter Three sets the tone with a
discussion of how conventional commercial banking is practiced and undertakes
an assessment of the same from the standpoint of Shariah compliance. The
Islamic alternative models of commercial banking, as these have evolved over
time are then presented. Chapters Four-Nine undertake a more elaborate
discussion of specific products and services. Chapter Four focuses on the
liability side of the balance sheet of an Islamic bank and discusses various
deposit-related products that help mobilize funds from the savings-surplus units.
The spotlight then shifts to the asset side of an Islamic bank. Financing products
of an Islamic bank could be equity or partnership-based or debt-based. Chapter
Five is devoted to the equity-based financing products. Chapters Six-Eight
discuss debt-based financing products. The more popular financing products
based on murabaha, bai-bithaman-ajil and ijara are discussed in Chapter Six.
Lesser popular financing products based on salam, istisna, gard, istijrar are
discussed next in Chapter Seven. All controversial products are relegated to
Chapter Eight. It includes all debt-based financing products that are widely
perceived to be Shariah-compliant in form only and not in spirit. Chapter Nine
discusses fee-based commercial banking products.
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Part Three is devoted to insurance and comprises two chapters. Chapter Ten
begins with how conventional insurance is practiced and undertakes an
assessment of the same from the standpoint of Shariah compliance. The Islamic
alternative models of insurance are then presented briefly. The Islamic
insurance products based on fabarru, mudaraba and wakala are discussed in a
more elaborate manner in Chapter Eleven.

Part Four comprises three chapters dealing with investment banking and
financial engineering. Chapter Twelve initiates the discussion with how
conventional investment banking is practiced and undertakes an assessment of
the same from the standpoint of Shariah compliance. The Islamic alternative
investment banking products — both in the pre-market stage and after-market
stage are then presented briefly. Chapter Thirteen focuses on venture financing,
creation of securities and other services, such as, stock broking. Chapter
Fourteen is entirely devoted to risk management products based on derivatives
and financial engineering. The Chapter undertakes an elaborate discussion of
basic risk management products based on options, forwards and futures and
swaps. Some innovative examples of Islamic financial engineering are presented
as product possibilities.

Part Five is devoted to fund management and project finance and comprises
three chapters. Chapter Fifteen discusses how funds are managed conventionally
through various mutual funds, unit trusts and real estate investment companies.
The Chapter undertakes an assessment of the same from the standpoint of
Shariah compliance. The Islamic alternative fund management products are
then briefly presented. Chapter Sixteen elaborates on various issues relating to
the fund management products. Chapter Seventeen deals with project finance. It
begins with a discussion of project finance as is undertaken in the conventional
way and goes on to examine the issue of Shariah compliance. Some project
finance structures that are deemed Islamic are then presented. The important
issue of risk sharing and management in the context of project finance is then
discussed.

The text is targeted at graduate students and practitioners who would like to be
initiated into the new discipline of Islamic finance. It therefore, avoids use of
mathematical proofs and derivations. It also avoids highlighting areas of
disagreement among scholars on the Islamicity or otherwise of specific
products, processes and mechanisms, as this would be highly confusing to a
new entrant into the field. We have in the recent past witnessed sharp
differences of views on many exciting products that seek to address an
economic need but are deemed controversial and score low in terms of Shariah
compliance. Current literature on Islamic finance is replete with publications
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that try to make a case in favor or against a particular product, service or
process. The text of course, makes no attempt to evade the all-important issue of
Shariah compliance. In most cases, the consensus view of mainstream
contemporary scholars is presented and all “controversial” issues are presented
as they are — labeled as “controversial” and relegated wherever possible to a
separate chapter.

For easy reading and comprehension, there are no footnotes, and no endnotes.
References are neatly divided into five parts that correspond to the structure of
the contents and are presented at the end of the book. Since the book steers clear
of arguments and proofs, the references are more in the nature of Suggested
Further Readings in the areas. Readers may note that wherever I have quoted
from the holy Quran, the first numeral within bracket refers to Surah number
and the second numeral after colon refers to Ayah number.
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Part1

A FINANCIAL SYSTEM BASED ON ETHICS



Chapter 1

ISLAMIC FINANCIAL SYSTEM:
AN OVERVIEW

The raison d'etre of a financial system is to transfer funds from savings-
surplus units to savings-deficit units in the economy. It facilitates intermediation
between savers and investors. The latter are supposed to use funds primarily for
investment in productive assets and add to the wealth of the economy. All
economic units can be classified into one of the following groups: (i)
households; (ii) business firms and (iii) governments. Savings of an economic
unit is essentially the difference between its income and expenditure over a
period of time. Households typically receive income in the form of wages and
salaries and make frequent expenditures on durable and non-durable consumer
goods and services and for real estate in the form of home mortgage payments
or rents. Businesses sell goods and services to households and businesses for
revenues, and their expenditures are for wages, inventory purchases, and other
production costs. Occasionally, businesses make capital expenditures in the
form of new buildings and equipments. Governmental units obtain income by
collecting taxes and fees and make expenditures for a host of public services.
For a given time period, any unit within a group can have one of three possible
budget positions: (i) a balanced position, where income and expenditures are
equal; (ii) a surplus position, where income for the period exceeds current
expenditures; or (iii) a deficit position, where expenditures for the period exceed
receipts. The financial system seeks to ensure that funds flow from savings-
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surplus units (SSUs) to savings-deficit units (SDUs). As a group, households are
typically SSUs while business firms and governments fall in the category of
SDUs.

Financial System Efficiency

Promotion of efficiency is accepted as the primary goal of policy
makers and regulators of financial systems. The criteria to measure efficiency of
financial systems are well defined in literature. Financial system efficiency is
measured in terms of efficiency achieved in mobilizing savings from the
savings-surplus units in the economy and in allocating these funds among
savings-deficit units in the economy.

It is generally believed that an increase in the range of financial assets
and instruments would improve efficiency in mobilization of funds. Every saver
or investor has unique risk-return expectations. The greater the variety of risk-
return combinations offered by financial assets, the better would be the match
between what investors need and what is available in the system. The notion of
allocational efficiency implies that funds flow into desirable projects. More
funds should flow into projects with higher profitability and lower risk (hence,
higher value) and vice versa. This implies that financial instruments issued by
such projects should involve a lower cost of funds for the issuer. Prices and
rates of financial instruments should reflect the intrinsic worth or value of an
instrument. If the instrument or project is more valuable, it should command a
higher price. A high price implies low rates or low cost of funds. Pricing
efficiency is a prerequisite for allocational efficiency.

For example, suppose you receive a gard hasan student loan of
SR10,000 at the beginning of the university semester. But you need only
SR2,000 of it towards tuition fee and purchase of study materials for the current
semester and another SR3,000 towards living expenses for the term. You
deposit the balance SR5,000, needed for the forthcoming term, into a three-
month mudaraba deposit. You can invest in this rather high-return savings
scheme of the local Islamic bank because you are willing to invest your money
for a fixed time period. The bank then pools your SR5,000 with funds from
other students and makes a large murabaha financing to the local book-seller to
set up an internet browsing section. Given the cost of funds and its profit-
maximizing goal, the bookseller selects only the most profitable projects and
drops other projects whose returns would be below the firm's cost of capital.
Other firms with projects that promise low returns will also find money too
expensive to finance those projects. If the financial system is working
efficiently, the return you receive will be the highest possible rate for your
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money for a three-month period, the book seller will have borrowed money at
the lowest possible cost, and only those projects with the highest rate of return
will have been financed. The more efficient our financial system, the more
likely this is to happen.

Note that prices and rates would reflect the intrinsic value of a financial
instrument when all parties are adequately informed about the project — its
return potential and the risks it involves. Thus, the financial system must ensure
costless flow of relevant information. Informational efficiency of the system is
therefore, a prerequisite for pricing and hence, allocational efficiency. As we
shall see later an Islamic financial system puts great emphasis on all these
dimensions of efficiency.

Another prerequisite to pricing efficiency is operational efficiency,
which implies that transactions should be executed at minimal costs. High
transaction costs prevent prices and rates from adjusting to changes. A related
notion of efficiency is full-insurance efficiency that deals with availability of
methods and avenues of sharing and transferring risk within the system.

From the above, it is clear that any move that reduces transaction costs,
simplifies transaction system, increases the availability and accuracy of
information, improves information processing by participants is a step towards
improving the allocational efficiency of the system. Instantaneous and accurate
price adjustment also presupposes that intense competitive pressures force all
participants to react without any lag and that the system is dominated by rational
investors who would not over-react or under-react. An efficient system is also a
stable system where violent swings in prices and rates due to irrational behavior
of the participants are ruled out.

Financial Products and Services

A financial system seeks to (i) mobilize funds form SSUs and (ii)
channel the same into SDUs. The latter are supposed to use these funds
efficiently in productive projects and add to the wealth of the economy. The
process involves use of financial products and services. These financial products
and services are created and provided by financial institutions.

It is important to understand at the outset that financial institutions
perform two different types of roles in the process — of intermediaries and of
facilitators depending upon whether the process is indirect or direct. In a less
developed financial system the process is mostly indirect with intermediaries
playing a major role in the process. They intermediate between the SSUs and
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the SDUs. They mobilize funds from SSUs by offering them a range of
“deposit” products. Then they channel the funds into SDUs by offering them
various “financing” products. There is no direct linkage or interaction between
SSUs and SDUs. They have no rights or obligations with respect to each other.
Financial institutions that act as intermediaries, are mostly commercial banks. In
a more mature financial system the process involves a direct offer of financial
products by the SDUs to the SSUs. Financial institutions now act as facilitators
in the process. They help business firms and governments in various ways in
raising the funds from households. They help SDUs design and create
“securities” (sukuk), price them, and market the same to SSUs. Financial
institutions that act as facilitators, are called investment banks.

The first task of mobilizing funds involves offering the SSUs a range of
financial products that match with their needs and expectations. These may be
in the nature of various “deposit” products offered by an intermediary (where
the process is indirect) and financial securities offered by SDUs (where the
process is direct). You must recognize that every economic unit may have a
unique need or expectation. What are the needs of an investor or buyer of a
deposit product or financial security? An investor likes returns. The higher the
expected returns the more attractive the product is and vice versa. An investor
also dislikes risk and uncertainty. Risk refers to the possibility that the actual
reward or return would turn out to be less than what is expected. The higher the
risk associated with a given product, the less attractive the product is, and vice
versa. Risk may itself be defined in various ways. Risk may relate to the
volatility of returns. The higher the volatility, the higher is the risk. Risk may
also refer to liquidity of the product or the ease with which the same may be
sold for a fair price. Every investor may also have a unique time horizon or
maturity preference. Given these multiple needs, if a product is less attractive
along one dimension (say, more risky) then it must be more attractive with
respect to the second dimension (or should promise more returns). Products
designed to mobilize funds from SSUs must consider the characteristics and
preferences of the household sector in terms of return-risk-maturity and other
dimensions. In the Islamic financial system, the SSUs have a unique
requirement — conformity to Shariah. Financial products must not violate norms
of Islamic ethics to be acceptable to the Islamic SSU. For instance, as we shall
see later, deposit products and fixed-income securities that violate the riba-
prohibition norm have no place in the Islamic financial system.

The second important task is to channel the savings or funds into SDUs.
As mentioned above, the needs and requirements of the business firms and
governments should now be taken into consideration in designing financial
products and services. These needs may relate to cost of funds, maturity, level
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and pattern of expected cash inflows from the project and the like. The products
are in the nature of various “financing” products offered by intermediaries
(where the process is indirect) and financial securities offered by SDUs (where
the process is direct). As mentioned above, financial products must not violate
norms of Islamic ethics to be acceptable to the Islamic SDU. For example, a
business firm would not seek an interest-based loan, nor would offer interest-
yielding debt securities.

Besides the general categorization of financial institutions into
intermediaries and facilitators or into commercial and investment banks, a
closer examination would reveal many different types of players performing
specific tasks that help achieve overall objectives of the financial system. For
instance, insurance companies are a kind of contractual savings institutions that
obtain funds under long-term contractual arrangements and invest the funds in
the capital markets. These institutions are characterized by a relatively steady
inflow of funds from contractual commitments with their insurance
policyholders. They provide various risk management products to economic
units and hence, help achieve full-insurance efficiency of the financial system.

Financial Markets

Financial intermediaries buy and sell financial products and securities in
financial markets. As one might expect, there are many different types of
financial products and securities issued by financial intermediaries and a large
number of markets in which these are bought and sold. In this and the following
sections, we shall briefly describe the different types of financial markets.

Primary and Secondary Markets

Financial markets may be divided into primary and secondary markets.
A primary market represents the point at which financial products and securities
are first offered by SDUs. A secondary market is one in which initial buyers
resell their products and securities before maturity. Products and securities can
be sold only once in a primary market; all subsequent transactions take place in
secondary markets. The function of secondary markets is to provide liquidity to
the products.

Money and Capital Markets
Financial markets may be classified by the maturity of financial

products traded. The money market trades short-term debt instruments with
maturities of one year or less. The purpose of capital markets is to channel
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savings into long-term productive investments. Capital markets encompass all
long-term debt instruments and equity obligations.

Spot Market and Futures Market

The spot market is the market in which products, such as, stocks,
commodities or foreign currencies are traded for immediate delivery and
payment. The spot market is also called the cash market. The futures market is
the market in which products are traded for future delivery at a specified price.

Option Market

The option market is the market in which instruments are traded for
conditional future delivery. Typically, an option gives a party the right without
any obligation, to buy or sell a product, such as, stocks, commodities or foreign
currency.

Foreign Exchange Market

The foreign exchange market is the market in which foreign currencies
are bought and sold. Foreign currencies are traded either for spot or future
delivery.

In the subsequent sections we will consider each of the financial
products - relating to commercial banking, investment banking and insurance
and the markets where these are traded. The common feature of all these
products and markets is that they conform to norms of Shariah and Islamic
ethics. Hence prior to considering each one of these products we need to
correctly understand the norms of Shariah and Islamic ethics. We attempt this in
a following section. We begin with the notions of financial system ethics as
understood conventionally and then move on to notions of Islamic financial
ethics.

Financial System Ethics

While a financial system must be efficient, it must also be ethical and
fair to all participants. The idea of ethics or fairness in the financial system is
generally discussed within a framework of entitlements or rights of savers and
investors. You must recognize however that there is a general dearth of
literature on financial ethics. A recent study by Shefrin and Statman (1992)
identifies seven classes of fairness relevant to a financial system - freedom from
coercion, freedom from misrepresentation, right to equal information, right to
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equal processing power, freedom from impulse, right to trade at efficient prices,
and right to equal bargaining power.

Freedom from Coercion

This freedom implies that investors have the right not to be coerced into
a transaction. A transaction is fair if it is backed by the free will of all the parties
to the contract. Another dimension to this freedom is the right not to be
prevented from entering into a transaction. This freedom may also imply the
right to search for information and at the same time, not to be forced into
making specific disclosures.

Freedom from Misrepresentation

This freedom implies that all investors have the right to rely on
information voluntarily disclosed as truthful. This does not imply any kind of
compulsion to reveal information. However, a case of deliberate disclosure of
inaccurate information involves a claim against the provider of information.

Right to Equal Information

This right entitles all investors to equal access to a particular set of
information. A party in possession of a specific set of value-relevant
information is forced to disclose it to others. For example, at the time of an
Initial Public Offer (IPO), the promoters may be forced to reveal all value-
relevant information known to them to the market. Similarly, investors with
privileged access to “inside information” are prevented from using such
information in their transactions. The mandatory disclosure norms, as well as
the insider trading regulations obviously negate the freedom against coercion of
a market participant.

Right to Equal Information Processing Power

This right entitles all investors not only to equal access to a common set
of information but also to a “competency floor” of information processing
ability and protection against ‘cognitive errors’. This right may take the form of
compulsory disclosure of information in a “processed” form or prohibition of
certain transactions where certain groups of investors may be at an information-
processing disadvantage.
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Freedom from Impulse

This right entitles all investors to protection from imperfect self-control.
This ensures that an investor is prevented from making mistakes, which are
harmful to his own interest. For example, the regulatory authority may ask the
sellers to provide a three day “cooling off” period during which they can cancel
an impulsive transaction. While providing for the rights to equal processing
power and to freedom from impulse, the regulator assumes a paternal role and
seeks to protect the investors.

Right to Trade at Efficient Prices

This right entitles all investors to trade at prices they perceive as
efficient or correct. The alternative is to let prices adjust by whatever amount
necessary to equate supply and demand by investors, even if this process creates
excessive volatility.

Right to Equal Bargaining Power

This right entitles all investors equal power in negotiations leading to a
transaction. Unequal bargaining power can occur when one party to the
transaction has deficiencies in information processing or imperfect self-control.
Unequal bargaining power may also otherwise exist, as in case of low-networth
investors competing for allotment in an IPO with high-networth investors. It
may be noted that all the latter six norms negate the first, that is, the freedom
from coercion.

Norms of Ethics in an Islamic Financial System

Islamic scholars have undertaken a thorough examination of relevant
verses from the holy Quran and the Sunnah and have long established the basic
principles, which govern the rights and obligations of participants in a financial
system. We present below some important norms of Islamic ethics as are
applicable to financial systems in brief. We will undertake a more elaborate
discussion in the subsequent chapter.

Freedom to Contract

Islam provides a basic freedom to enter into transactions. The holy
Quran says:

Allah has made trade lawful .(2:275).
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Further, no contract is valid if it involves an element of coercion for
either of the parties.

The holy Quran also says:
Let there be among you traffic and trade by mutual goodwill (4:29).

However, this basic norm does not imply unbridled freedom to contract.
Exchange is permitted only when undertaken in permissible commodities or
property (maal). For example, trade is not permissible in alcohol and pork. Even
trade in stocks or ownership interests in companies dealing with or producing
these commodities is not permissible. An important question pertains to the
definition of property or maal in Islam. Since, rights are not deemed to be maal
by majority of Shariah scholars, they do not permit trading in financial options.
We will find more instances of this and discuss this issue in greater detail at a
later stage. The freedom to contract in Islam may also be sacrificed when there
is a trade-off with other norms requiring specific injunctions.

Freedom from Al Riba

All forms of contracts and transactions must be free from riba. Riba
means ‘excess’ and the prohibition of #iba implies that there is no reward for
time preference alone. Reward, returns or benefits must always accompany
liability or risk. The question of riba has been addressed in a large body of
literature and there is a general consensus about the meaning and implications of
riba.

Freedom from Al Gharar (Excessive Uncertainty)

All forms of contracts and transactions must be free from excessive
gharar (or uncertainty). This implies that contracting under conditions of
excessive uncertainty is not permissible. Islamic scholars have identified the
conditions and highlighted situations that involve excessive uncertainty and
consequently, disallow a contract.

Freedom from Al-Qimar (Gambling) and A/-Maysir (Unearned Income)

Contracting under excessive uncertainty (gharar) is akin to gambling
(al-gimar). And uninformed speculation in its worst form is also akin to
gambling (al-gimar). The holy Quran and the traditions of the Prophet (pbuh)
explicitly prohibit gains made from games of chance, which involve unearned
income (al-maysir). Here it may be noted that the term speculation always
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involves an attempt to predict the future outcome of an event. But the process
may or may not be backed by collection, analysis and interpretation of relevant
information. The former case is very much in conformity with Islamic
rationality. An Islamic economic unit is required to assume risk after making a
proper assessment of risk with the help of information. All business decisions
involve speculation in this sense. It is only the gross absence of value-relevant
information or conditions of excessive uncertainty that makes speculation akin
to a game of chance and hence, forbidden.

Freedom from Price Control and Manipulation

Islam envisages a free market where prices are determined by forces of
demand and supply. There should be no interference in the price formation
process even by the regulators. It may be noted here that while price control and
fixation is generally considered as unlslamic, some scholars admit of its
permissibility. Such permissibility is subject to the condition that price fixation
is intended to combat cases of market anomalies caused by impairing the
conditions of free competition. It is a requirement that the forces of demand and
supply should be genuine and free from any artificial manipulation. Islam
therefore, condemns any attempts to influence prices through creating artificial
shortage of supply (ihtikar). Similarly, any attempt to bid up the prices by
creating artificial demand is considered unethical. Such an action of bidding up
the price without an intention to take delivery is termed as najash and is not
permissible.

Entitlement to Transact at Fair Prices

Prices that are an outcome of free play of forces of demand and supply
without any intervention or manipulation are believed to be fair. However, in
some instances, pricing is based on a valuation exercise. In such cases the
difference between the price at which a transaction is executed and the fair price
(as per the opinion of valuation experts) is termed as ghubn. The presence of
ghubn makes a transaction unethical.

Entitlement to Equal, Adequate and Accurate Information

Islam attaches great importance to the role of information in the market.
Release of inaccurate information is forbidden. The concealment of vital
information (ghish) also violates the norms of Islamic ethics and according to
the traditions of the Prophet (pbuh), the informational disadvantaged party at the
time of the entering into the contract has the option to annul the contract. The
traditions refer to price information in the market as well as other information
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relevant for valuation of the commodity. Islamic scholars are of the opinion that
a transaction must be free from jahalah or misrepresentation to be considered
Islamic. The institution of a transparent market is, thus, quite important and
transactions should be executed within the market after taking into account all
relevant information. It may be noted that the traditions (ahadith) that deal with
the issue, refer to a commodity transaction. In case of a commodity transaction,
the commodity in question is subject to inspection and both the parties can be
reasonably sure about the benefits that are going to flow from future possession
of the commodity. Unlike a commodity, however, the benefits from possession
of a financial asset are in the form of expected cash flows. These expected cash
flows are subject to continuous revision as new events occur. Hence, Islamic
ethics requires that all information relevant to expected cash flows and asset
valuation should be equally accessible to all investors in the market. It is
consistent with the investors’ right to search information, freedom from
misrepresentation, and right to equal information.

Freedom from Darar (Detriment)

This refers to the possibility of a third party being adversely affected by
a contract between two parties. If a contract between two parties executed with
their mutual consent is detrimental to the interests of a third party, then it may
enjoy certain rights and options. A case in point is the pre-emptive right (al-
shufa) of a partner in joint ownership. This pre-emptive right may be extended
by analogy, to a situation where existing minority shareholders are being
adversely affected by any decision of the controlling shareholders, such as, to
sell additional stocks to the public, to effect a change in management, asset sale,
mergers and acquisitions etc.

Mutual Cooperation and Solidarity

This norm is central to Islamic ethics. The second verse of Surah Al
Maida in the holy Quran says:

"Assist one another in the doing of good and righteousness. Assist not
one another in sin and transgression, but keep your duty to Allah" (5:2)

The following ahadith by the Prophet (pbuh) reinforce this principle of
cooperation and mutual assistance.

“Believers are to other believers like parts of a structure that tighten and
reinforce each other." (Al-Bukhari and Muslim)
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“The Believers, in their affection, mercy and sympathy towards each
other, are like the body- if one of its organs suffers and complains, the
entire body responds with insomnia and fever." (Muslim)

"Whosoever removes a worldly hardship from a believer, Allah (swr)
will remove from him one of the hardships of the Day of Judgment.
Whosoever alleviates from one, Allah (swr) will alleviate his lot in this
world and the next...." (Al-Bukhari)

The list of norms of Islamic ethics stated above is by no means
exhaustive. It differs from the norms of mainstream financial ethics significantly
- in imposing injunctions against al-riba, al-qimar, and al-maysir. In so far as
the rights relating to information are concerned, there is a lot in common
between Islamic and mainstream financial ethics. Of course, the rights are much
more aggressively and explicitly ensured in the Islamic framework, with a
provision of rights or options for the informationally disadvantaged party to
reverse its position. The next important question is how to prioritize various
norms of Islamic financial ethics when there is a possible conflict or trade-off.
The Islamic ethico-legal system has a clear scheme of priorities in legislation.
Where there is a clear injunction in the holy Quran, for example, in the form of
prohibition of riba and games of chance, these must be observed at all costs.
Next in importance are the norms that follow from the Sunna or traditions of the
Prophet (pbuh), and ijma or consensus, in that order. For example, the basis of
the right of pre-emption (al-shufa) and the principle of freedom from darar is
Sunna and hence, these are accorded lower priority than prohibition of riba.
There may be certain areas however, which are “unrestricted” by Shariah. What
should be the guiding principle for the regulator in establishing a system of
priorities in these areas? For example, if the regulator believes that majority of
investors are naive and irrational, can it take a paternal approach and protect
them just as parents protect their children? It is quite possible that investors may
lack information-processing ability and even if all relevant information were
made available to them, they would not be in a position to assimilate and
interpret such information and take rational investment decisions. Similarly,
investors may over-react to information and behave in an irrational way. In such
cases, can the regulator deny permissibility to specific transactions? How would
the nature and extent of intervention by the regulator be determined?

Maslahah Mursalah (Unrestricted Public Interest)

Problems such as above may be resolved in the framework of masiahah
mursalah or “unrestricted” public interest, which is a valid framework of
Islamic legislation. The framework is called “unrestricted” public interest on
account of its being undefined by the established rules of Shariah. Maslahah
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consists of “considerations, which secure a benefit or prevent a harm but are, in
the mean time, harmonious with the objectives (maqasid) of Shariah. These
objectives consist of protecting five essential values, namely, religion, life,
intellect, lineage and property, which have a much wider scope and meaning.
For instance, protecting the right to live includes protecting the means, which
facilitate an honorable life, such as, freedom to work and travel. Protection of
property requires defending the right of ownership. It also means facilitating fair
trade and lawful exchange of goods and services in the community. Thus, the
framework essentially involves a comparison of benefits and costs at a macro-
level. And needless to say, this principle of ensuring maximum net social
benefits is clearly accorded a lower priority than principles emanating directly
from the holy Quran and the Sunmna. Of course, this specific norm ensuring
maximum net social benefits is a valid, and at the same time, a dynamic basis of
regulation and legislation in the Islamic framework. It is dynamic, because it
can meet the challenges of ever-changing circumstances facing a Muslim
society. The nature and intensity of factors affecting social benefits and costs
are likely to vary across space, and time.

A review of the above list would quickly suggest that in a given
situation there is a possibility of conflict between different classes of investor
rights. Similarly, there is a possibility of conflict between concerns about
financial system ethics and efficiency. In a conventional financial system there
has often been a tug-of-war between ethics and efficiency with the balance
tilting in favor of the latter. In an Islamic financial system, by definition,
concerns about conformity to norms of Islamic ethics dominate all other
concerns. All transactions in an Islamic system must be governed by norms of
Islamic ethics as enunciated by the Shariah. Islamic systems are, in essence,
ethical systems. We undertake a more elaborate examination of the major norms
in the next chapter. In what follows we provide a brief sketch of the various
components of an Islamic financial system. We highlight all the products and
services that we would cover in the latter chapters of this book that conform to
the above norms of Islamic ethics.

Islamic Financial System: A Blueprint

An Islamic financial system, by definition, provides a linkage between
SSUs and SDUs through an array of financial products and services that do not
violate the above norms of Islamic ethics. And Islamic scholars have not only
established the basic principles and norms, but also identified the contractual
mechanisms that conform to these norms and do not violate them in any
manner. Below, we provide an overview of the various financial products and
the underlying contractual mechanisms. These contracts, called Shariah-
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Products/Services

Underlying Contract(s)

. Deposit Services
Current Deposit
Savings Deposit
General Investment deposit
Special Investment deposit
o Retail / Consumer Banking
Housing & Property Finance
Hire Purchase
Share Financing
Working Capital Financing
Credit Card
Charge Card
. Corporate Banking/ Trade Finance
Project Financing
Letter of Credit
Venture Capital
Financing Syndication
Revolving Financing
Short-term Cash Advance
Working Capital Finance
Letter of Credit
Letter of Guarantee
Leasing
Export/ Import Finance
Work-in-Progress, Construction Finance
Bill Discounting
Underwriting, Advisory Services

Wadiah Wad Dhamana / Qard Hasan
Wadiah Wad Dhamana / Mudaraba
Mudaraba

Mudaraba

BBA / Ijara wa Iktina /Diminishing Musharaka
ljara Thumma Al-Bai

BBA / Mudaraba / Musharaka

Murabahah/ Bai Al-Einah/ Tawarrug

Bai Al-Einah/ Tawarrugq

Qard Hasan

Mudaraba / Musharaka / BBA / Istisna / ljara
Musharaka/ Wakala/ Murabaha
Diminishing Mudaraba/ Musharaka
Musharaka + Murabaha/ Istisna / ljara
Bai Al-Einah

Bai Al-Einah/ Tawarruq

Murabaha/ Salam/ Istijrar

Murabaha

Kafala + Ujr

ljara

Musharaka/ Salam/ Murabaha

Istisna

Bai al-Dayn

Ujr

. Treasury / Money Market Investment Products

Sell & buy-back agreements
Islamic Bonds
Government Investment Issues
. Other Products & Services
Stock-Broking Services
Funds Transfer (Domestic & Foreign)

Safe-Keeping & Collection (Negotiable Instruments)

Factoring

Administration of Property, Estates and Wills
Hiring of Strong Boxes

Demand Draft, Traveller’s Cheques

ATM Service, Standing Instruction, Telebanking

Bai al-Einah
Mudaraba / Mushraka + BBA / Istisna / ljara
Qard Hasan/ Salam/ Mudaraba

Murabaha/ Wakala/ Joala
Wakala/ Joala

Wakala/ Joala

Wakala/ Joala/ Bai al-Dayn
Wakala

Amana/ Wakala

Ujr/ Joala

Ujr

Exhibit 1.1 Range of Islamic Banking Products and Services
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nominate contracts or uqud are extensively discussed in literature on Islamic
law (figh) and you may find their finer details in any standard classical text of
figh. There are exchange-based contracts, such as, murabaha, bai-bithaman-ajil,
ijara, salam, istisna, istijrar that create debt and hence, underlie debt-based
financing products and securities. There are participatory contracts, such as,
mudaraba and musharaka that underlie equity-based financing contracts and
securities. These also underlie some deposit products used for mobilizing funds
from SSUs. There are contracts, such as, wadiah, amana, qard that underlie
deposit products. There are contracts, such as, wakalah and wujr that underlie
many fee-based products. Exhibit 1.1 provides a comprehensive list of Islamic
financial products and services, which is by no means complete. Exhibit 1.2
depicts the flow of funds within the Islamic financial system.

Islamic commercial banks play the role of intermediaries where the
flow of funds is indirect. They buy funds by offering a variety of deposit
products — wadiah and/or gard-based current account deposits, mudaraba-based
savings account and investment account deposits and the like. They sell funds
through a variety of financing products — equity based and debt-based. Islamic
equity-based financing products comprise trustee partnership (mudaraba)
facility, joint venture (musharaka) facility, declining partnership (musharaka)
facility and the like. Islamic debt-based financing products comprise cost-plus
sale (murabaha) with deferred payment (bai-bithaman-ajil) facility, leasing
(ijara) facility, deferred delivery sale (salam) facility, manufacture-sale (istisna)
facility, recurring sale (istijrar) facility, benevolent loan (qard) facility and the
like. Islamic commercial banks have also been offering a few highly
controversial financing products, such as, repurchase (bai-al-einah), bill
discounting (bai-al-dayn), tripartite resale (tawarrug), short-term cash loan &
credit card based on tawarrug and bai-al-einah. Islamic commercial banks also
provide a range of fee-based services, such as, opening of letter of credit
(wakala) and letter of guarantee (kafala)

The second type of intermediaries is, Islamic insurance companies,
more commonly known as fakaful or mutual-guarantee companies. These are
contractual savings institutions that mobilize funds through a variety of takaful
policies. The funds mobilized, in turn, are invested in Shariah compliant
avenues.

Finally, Islamic mutual funds and unit trusts are the third type of
intermediaries that mobilize funds by selling fund units that are similar to
mudaraba certificates. These funds in turn, are invested in Shariah compliant
avenues. Depending upon the nature of investment, funds are categorized as
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Islamic Financial Services

Direct Financing

Savings-Surplus
Units (SSUs)

Households

Business firms Murabaha Sukuk

Government Ija(a Sukuk
Istisna Sukuk
Salam Sukuk
Mudaraba Sukuk
Musharaka Sukuk

Common Stock

Financial Intermediation

Islamic
Funds

Fund Units

Islamic
Insurance
Company

Policies

Savings-Surplus
Units (SSUs)
Households
Business firms
Government

Islamic
Commercial
Bank

Deposit Products
Wadiah

Qard Hasan
Mudaraba

Dotted line indicates flow of funds

Savings-Deficit
Units (SDUs)
Households
Business firms
Government

Islamic
Investment
Banks

Savings-Deficit
Units (SDUs)
Households
Business firms
Government

Financing
Products
Mudaraba Facility
Musharaka Facility
Murabahah /

BBA Facility

ljara Facility
Istijrar Facility
Istisna Facility
Salam Facility

Exhibit 1.2 Blueprint of Islamic Financial System
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murabaha funds or commodity funds, ijara funds, equity funds, real estate
funds and the like.

Islamic investment banks play the role of facilitators where the flow of
funds is direct. They help SDUs create and offer various Islamic securities
called sukuk to the SSUs. These sukuk are based on and hence named after the
underlying Shariah-nominate contracts. Islamic debt s