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Abstract

Islamic Banking and finance has been an upbeatl serce 1963. It emerged within the sphere of Igdam
economics and is guided I®hari‘ah . The relevant themes @uran and Ahadith were explored by
Muslim jurists to search the possibilities for kmgiate merchandiseFigh al-Ma‘amala,ttherefore, is the
field that resulted in shaping of the Islamic Biawg and finance. Till 1975 there were a few Islami
financial institutions especially in Egypt, GulfaBts, and Malaysia governed by the Shariah Advisory
Boards, but due to wider dimensions of the subfxt deliberations ofslamic Figh Academyn 2nd
Summit of OIC in Feb. 1988 at Jeddah, Saudi Arabiayorld-wide coerce of promotinBiba -free
institutions became a solemn concern in MuslimeStaCurrently around 315 Islamic Banks are opegatin
in some Muslim as well as Western countries. Irgéomal Monetary Fund in 2005-09 calculated the
growth of Islamic Equity institutions to set nevarstlards for the commercial banking. The presenémpap
attempts to study and highlight its character arelevance of the operating modes in the curretnitial
scenario.

Keywords:. - PLS scheme, Equityghariah,Partnership based contract

1. Introduction

Islamic banking and finance has been a hot deliate 4970’s. It has been a decisive field expldrgd
the Muslim scholars in the modern times. As aredlitonstituent of Islamic economics, the scholatav
to develop this discipline since 1940. The Quratgiom ‘Ma‘ieshah” from which comes the word
“Ma‘ashiyat, is the recognized translation of the worlcbnomics (20:124). The latest concentration
towards Islamic economicccurred mainly due to altering world order andession problems that
alarmed interest-based financial mechanism arduedlbbe. The Muslim nation states since 1950’sthad
face immense challenges as well as to set unsisi@adards to attain and restore economic stability
Islamic Finance, therefore, came up to explore dexklop the economic aspect of Islam to build and
facilitate a mechanism relevant to the exigentrfgial scnerio. The concept being to  built a syste
divinely ordained, governing and enforcing accobility to stakeholders, moral behavior, fairness,
equality, promotion of free trade and harnessihigesources through partnership as opposed to @hbt
basic aims and objectives include:

1.1 Objectives
. To use the funds of surplus economic units toitatd investment and asset allocation
. To facilitate trade and the commercial activities
. To provide financial services
. To create investment opportunities.
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To attain the same, the economic and financial dgspfelslam was explored to relate it for the fioeh
sector within theShari‘ah framework. The economic jurisprudence containimg t guiding principles for
the financial management supplied major themegdoient researches in this direction. Consequehtly,
the regress effort of the Muslim scholars and faoianexperts, Islamic banking sector emerged inviresst
Asian gulf countries and South East Asia with theppse to ensure banking activity withi8hariah
Simultaneously, similar trends began in Pakistamjohesia and Malaysia during 1960’s to reorient
academic research in this direction. The objedhigimg to initiate a system to fulfill the need afrious
stakeholders anxious to invest in the Islamic Baglgector. The system should also continue tooparf
the usual functions in its specified field as ie ttonventional systenThe nature of the merchandise in
Islamic banks will not be just the creditor-investelationship rather a partnership-based con{facd )

to share both profit and losMgdharibahand Musharikahscheme).In addition to the commercial bonds,
the operating system must ensure growth of the&karesections through equitable distribution of aets

of resources to attain the following :

2. Constructive Framework

1. Broad-based economic well-being with full employtand optimum rate of economic growth.

2. Stability in the value of money to enable the mediof exchange to be a reliable unit of account
and a stable store of value.

3. Ajust return on investment and development preject

4. Effective rendering of services expected in a staththanking system.

5. Equitable distribution of wealth and socio-econojuitice®

The four basic principles that govern the prospedfithe Islamic merchandise (banking) were comsitle
as the primary conditions for investment which are:

2.1 Basic Principles

a. Guarantee of Interest-free transactit(nisa-Riba

b. Avoidance of commercial activities involving speativns>(La-Gharar wa-la-Najsh
c. Utilization of Zakatfor community welfaré.( Zaka

d. Discouragement of goods and services forbiddennistimic ideals( Haram)

3. Earlier References

The earliest references to the reorganisation oking system on the basis of PLS scheme were faund
the works of Anwar Qureshi (1946), Naiem Siddifp48) and Mahmud Ahmad (1952) in the late forties,
followed by a more elaborate exposition by the mgié of Mawlana Mawdudi (1950) - (1961),
Muhammad Hamidullah 1944, 1955, 1957 and 1962 ngdtitoo should be included in this category. These
writings recognised the need for Islamic commerbiahks based on the conceptMiidarabha instead
upon the cardinal principle of interést.

Interest-free banking, in the comidgcades, attracted more attention, partly dueh® t
deliberations by Muslim financial experts in OlGvamits as well as due to interest-based economjiggytr
to re-colonise the world. The research works devdb this subject began to appear and the firgh su
work most probably is that of Muhammad Uzair (19550 other set of works emerged in the late sixties
and early seventies. Abdullah al-Araby (1967), lMdjah Siddigi (1961, 1969), al-Najjar (1971) anddy
al-Sadr (1961, 1974) were the main contributoradmomplish the subject with superb academic stasdar
The convenient efforts were also made in Malaydid,.E and Egypt to establish Islamic banks to idgnt
such projects to study the subject with much reteaad wider dimensiors.
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3.1 Institutional involvement

The institutional involvement began since 1970.Tunferenceof the Finance Ministers of the Islamic
Countriesheld in Karachi in 1970The Egyptian studin 1972First International Conference on Islamic
Economicsin Mecca in 1976|nternational Economic Conferende London in 1977 were the result of
such involvement. Meanwhile the initiative of soMaslim governments led to the application of thetary
practice and resulted in the establishment of its¢ ihterest-free banks. The Islamic Developmeanig

an inter-governmental bank established in 1975, bas of this process. The first private interesef
bank, the Dubai Islamic Bank, was also set up if518y a group of Muslim businessmen from several
countries. Two more private banks were founded9n7lunder the name of Faisal Islamic Bank in Egypt
and the Sudan. In the same year the Kuwaiti govenmtreet up the Kuwait Finance House an alternate
provision to carry investment provisions on PLSisas

However, small scale limited scopteiiest-free banks have been tried before in Madagsid
Pakistan. In 1962 the Malaysian government sehapRilgrim's Management Furido help prospective
pilgrims to save and profit. The savings bank digiaed in 1963 at Mit-Ghamr in Egypt was very papul
and prospered initially and then closed down fa financial security reasons. However this expenime
led to the creation of the Nasser Social Bank ii219n the ten years since the establishment of tisé fi
private commercial bank in Dubai, more than 50regefree banks have come into being. Though nearly
all of them are in Muslim countries, there are som&/estern Europe as well: in Denmark, Luxembourg,
Switzerland and the UK.The Islamic equity basedkban became popular by 1983 and increased
considerably in the following yeat$.

3.2 Resear ches and Conferences

The researches and conferences explored Islansinde and banking sector set new standards sitgze 19
Hence forth, the provisions of interest-free bagkand evaluation of their performance and share was
studied*? This evaluation focused for the rediscovery angaesion of equity based techniques mentioned
in the juristic literature. The titles of the resda projects bear testimony to this and indicate whorld-
wide interest in the subjed@onference on Islamic Banking: Its impact on wditéincial and commercial
practicesheld in London in September 1984, Workshogratustrial Financing Activities of Islamic Banks
held in Vienna in June 198@ternational Conference on Islamic Bankihgld in Tehran in June 1986,
International Conference on Islamic Banking and dfioe: Current issues and future prospeodd in
Washington, D.C. in September 1988amic Banking Conferendeeld in Geneva in October 1986, and
Conference ‘Into the 1990’s with Islamic BanKitngld in London in 1988 and The Workshop on the
Elimination of Riba from the Econonfeld in Islamabad in April 1992 belong to this ¢atey. Special
mention must be made of the work by M. Akram Khanpreparing annotated bibliographies of all
published and some unpublished works on IslamimBoucs (including Islamic Banking) from 1940 and
before. It is very useful to students of IslamicBEomics and Banking, especially since both Engdist
Urdu works are included (1983, 1991, 1992). M.NidBiji's bibliographies include early works in Arabi
English and Urdu (1980, 1988). Turkish literatwsédund in Sabahuddin Zaim (1988).

4. The Nature of Current Operating modes

Islamic banking has come up from its teethingetand is now in 38year since its inception and
is growing at a rate of 10-15% (2005-2009) and wsitins of consistent future growth Islamic bankgeha
more than 300 institutions spread over 51 countimetuding the United States through companie$ saisc
the Michigan-based University bank, as well as dditeonal 250 mutual funds that comply wiBhariah
standards. The operating modes, in Islamic ban&regdentified withia riba (No usury) verdict which is
absolute and unambiguous:

"O ye who believe! Fear Allah and giye what remains of your demand Riba, if ye are indeed
believers." (2:278)
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The Quran again:

“If you do it not, take notice of war from Allamé His Messenger. But if ye turn back, ye shall
have your capital sums. Deal not unjustly and ymallsiot be dealt with unjustly.” (2:279)

It therefore follows thaRiba (Usury) is prohibited as it leads to economic stice. Islam pleads a system
that aims at securing extensive socio-economidcgisiiong the sustainable growth. The Quranic e

the prohibition ofRiba considers the charging of interest as an actjasiite; hence the operating modes
of Islamic banking abstain from such transactidres involve such impure components. The depositors
and Investors share the returns on pre-determatémlinstead of interest.

4.1 Diagnosis
While discussing the progress of Islamic banking bas to assess:

i. Whether Islamic banking has succeeded in thmiedtion of injustices of the interest-based
system as ordained by Holy Qur'an (2:279)?

ii. Whether Islamic banking has contributed to #t&inment of socio-economic justice in line
with the objectives of Islamic economic system?

iii. What is the current scenario of the Islamigafincial institutions around the globe?

While attempting to firm up views in respect of &bajuestions, it must be kept in view that Islatiisa
of banking system is a part of overall Islamic eafiystem and is not merely refraining from intetested
transactions. The objective of Islamic banking eysis to make a positive contribution to the futfiént
of economic growth and sustainable developmert@sbciety!’

An Islamic bank, is a finarldiastitution that identifies itself with the spiof Shari’ah, The
Figh al-Maamalat (economic/financial jurisprudence) discussed arplaged in the juristic literature,
public good [stehsah andMagasid al-Shariatare some of the identical factors that determimeedourse
of operations in these institutions. An Islamimkaloes not normally lend money except interes-fre
loans which are termed &ard HasanahBenevolent Loans) while loans on service changé exceeding
the actual administrative cost of such loans, fese been permitted by Muslim jurists. To replateriest
and its possibilities in finance, the ideal mode fofancing under the Islamic banking system is
Mudharabah"Financing on Profit & Loss SharitigPLS) basis that makes the depositors share tofe
Qard Hasanahtherefore is for the benefit of the weaker sediohthe society at large. To safe-guard the
interest of depositors/investors, these provisiand loans, as a matter of policy, do not constitute
significant source of financing by Islamic bankspwéver, if in any country, the Islamic SystemZatkat
is mandated to the Islamic banks, the requiremehit®ard Hasanahwould primarily utilized for the
weaker sections of the sociéty.

The immensity of financing bydslic banks has to be equity based. In this mecimarttse
losses are shared by the financier along with titeepreneur in the ratio of their respective capitdihe
profits are, however, shared in an agreed rati@ ftes of returns in this system are thus repléged
ratios? The Islamic financial experts, while designingaiternate to the existing interest-based system,
realized that large scale resorting to PLS systemalamic banking could pose serious risks and tdszt
Islamic banks due to high growth of the conventidremking system. It is therefore, considered nemgs
to devise various other modes of financing in addito Mudaraba& Musharakabased on PLS system
andQard-Hasan These modes being the second line fixed retwtmiques include:

4.2 Financial Techniques

i. Murabaha(Cost-plus sale).

ii. Bayah Mu'ajjal(Deferred payment sale).

iii. Bay'ah SalanfPurchase with deferred delivery).
iv. Bay'ah IstisngMade to order).

v. ljara (Leasing).

vi. Ju'ala (Loans with a service charg@).

4
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The implementation of the above stated modedeagxpected to remove the injustices and canvirella
start to contribute to the achievement of socioreoaic growth which Islam seeks to achieve. The fact
however, remains that these modes bear pre-detednfixed rates wherein neither the operationaldsss
are shared by the banks nor the returns chargeddependent on the operational result of the
entrepreneuf® It becomes imperative to note that Islamic finahcystem wants that in case the
entrepreneurs earn profit from the finances praviethem by banks, these must be shared withahksb
The banks, on the other hand, must share theiit pvith their depositors /investors instead of ensyithe
minimal returns whatsoever. A large number of dépswould thus hopefully be able to get signifitig
higher rates of return from the banks leading terel prosperit’.

5. Relevance of Murabaha Contract (Cost-plus sale)

Bai‘ah Murabahas a financial contract in juristic connotationis Islam is referred to a
particular kind of simple sale where profit ovee thctual cost is guarante®din view of the difficulties
and risks visualized in adopting PLS system ofniétabanking on a large scale, in recent times, the
Murabaha,for all practical purposes was transformed fromghle transaction to a mode of financing.

In this mode, the bank, at the request of its tliparchases the specified goods from a third paghinst
Payment® Immediately on the transfer of ownership of thedmas also obtaining its physical or, in most
cases, the constructive possession, the bankiiseis goods to the client at cost plus an agreed forofit
margin®’ The client then takes physical possession of tluelg and undertakes to pay the price to the bank
either in installments or in lump sum, at an agreger date. The instances are not lacking whestoouers
of the bank and the seller of the goods are siacerns. In yet many other cases, the customettseof
bank purchase the commodities themselves as agérte bank and then they repurchase the same
commodity from the bank for a cost plus profit ® faid at a mutually agreed later d&té.is, however,
felt that there would be no objection if an Islanfiank, in addition to its normal banking business,
separately establishes a ‘Merchant Banking Divisigherein various types of goods are purchased and
then offered for sale to other prospective buyérs rofit. There are however, serious reservattorthie
wide spread use dflurabahatechnique as a mode of finance where the bankhpees the commaodity
only after the customer has agreed in principlpurchase it from the bank at a profit - mark-upmlist
therefore, be appreciated that unfrrabahg a trading transaction is being transformed intoade of
finance just to meet th8hari'ah requirement$? While referring to alternate modes of financingdxh on
Murabahaandljara (Leasing) the eminent scholar Justice Taqi Usmani
observes that if designed to fulfill tHghari’ah requirements, these modes can be adopted astargnsi
measure. He however, cautions that “.... there lshba a gap between purchasing the commodity and
selling it to the customer and the risk of ownihg tommodity during the period should be borne aith
its basic components and all its essential consemss >

In actual practice, there s gap as in many cases, the bank makes the payeimanst
simultaneously or even after the goods are delivatghe premises of the client. The bank thus dogn
fact assume any risk including even the risk ofgbeds, during the short period, the bank is
Supposed to own and possess these goods. Thénbaeker, gets a return at a pre-determined fixes| ra
which is not dependent on the operational restitseentrepreneti:

6. Contemporary Debate and Deliberations
The contemporary scholars have the following oketéas with regard to the financial operations:
Justice Tagi Usmani observes: -
a) Islamic banks are using the instrumentvfrabahaandljarah within the framework of the
conventional benchmarks where the net result dagsdiifer much from interest-based
transactions.

b) By not even gradually enhancing the financingRi$ basis, the basic philosophy of Islamic
banking seems to be totally neglected by the Isidranks.

5
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¢) TheShari’ah Scholars have allowed the use of fixed return foag techniquedurabaha&
leasing etc only in those spheres whdesharakacannot work.

d) When the common people realize that the nettrigsthe transaction of the Islamic banks is the
same as was in the transactions of conventionakshahey become skeptical towards the
function of Islamic banks. It therefore, becomesy\difficult to argue for the case of Islamic
banking before the common people, especially befloeenon- Muslims who feel that it is
nothing but a matter of twisting documents ofily.

Dr.Nijatullah Siddiqui says: -

"The payment obligations of the firms operatingh#Wturabaha- financed goods and services are
independent of the profitability of the enterprismlike Profit Sharing, thus exposing it to the

charge of being inequitable, as in the case of fiedncing”

While commenting on "Mark-up" system Dr.Nejatullaidiqui opines: -

"I would prefer thaBai' Mu'ajjal is removed from the list of permissible methodeg#ther. Even

if we concede its permissibility in legal form, wave the overriding legal maxim that anything
leading to something prohibited stands prohibitédwvill be advisable to apply this maxim to
Bai'Mu'ajjal in order to save interest-free banking from beiagotaged from within*

In Islamic jurisprudence the lender is not justfim earning a fixed rate of profit, irrespectivé tbe
operational results of the business. It therefappears that, in most cases, the fixed returnggebaby
banks on transactions which are financial in natweenot permissible simply by providing them aeaoof
Murabahaor the like modes which are in fact transactionsak. It was in 1980 that The Council of
Islamic Ideology, Pakistan observed: -

"... ideally the real alternatives to interest unaie Islamic economic system are

profit/loss-sharing an@ard-Hasan">°

While referring to other modes of financing suctBasMu'ajjal, Hire Purchase & Leasing etc. the Council
observed: -
"It is, therefore, imperative that the use of theethods should be kept to the minimum
extent that may be unavoidably necessary undegittem conditions and that their use as
general techniques of financing must never be atb\\’

The Council in this report cautioned:

"It would not be advisable to use it widely or isdiiminately in view of the danger
attached to it of opening a back door for dealingte basis of interest."

"The basis of this technique, though not prohibitedording toHanafi and Hanabali
Schools ofFigh and that too in exceptional circumstances, itsewsgread use is not
permissible as mark-up does not differ in esserara the interest systent®.

Hassanuzaman Says:

“... the ghost of interest is haunting banks tcwdate a fixed rate percent per annum in many
modes of financing includinglurabaha(Bai-Mu’ajjal, Mark-up) etc. The spirit behind all these
contracts seems to make a sure earning compar#hbl@ngvalent rate of interest and as far as
possible, avoid losses which otherwise could oc&ur”

Simultaneously he adds "they (Second line techsigumave failed to do away with undesirable
aspects of interest thereby they have retained amé&lamic bank should eliminat&.”
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The Supreme Court of Pakistan (2000) in its' histudgment delivered on December, 23 1999 i.teraf

about sixteen years of the observations, of Then€ibwf Islamic Ideology, referred to above, intdia

gave the following verdict: -

a) "The major condition for the permissibility ofnaark-up transaction is that it should not be chdrgn
lending or advancing money. It must be based ongiruine sale of a commodity with all its
substantive consequendés.

b) " ...Murabahaor Bai Mu'ajjal is a transaction of sale affected on the bastfetérred paymerit"

c) “The transaction of a sale Bfurabahabased on mark-up, even after fulfilling its neeggxonditions

is not an ideal mode for the extensive use of Igtamanks, Still, the banks will have to resort hist

transaction in certain cases, especially in thirphase of transformatiorf®.

6.1 Current Scenario

It was only in the initial stages of transformatiohthe conventional banking into the Islamic baugki
system that the second line fixed return techniquamdd have been adopted by Islamic banks with a
provision that gradual shift to PLS system will éalace’® With the passage of time, the second line
techniques should have been adopted only wherei$h8t possible or feasible including say leasifig o
machinery, vehicle or any other commodity of thetime use. Unfortunately these modes have been
allowed to be perpetuated by the Islamic bankss Ehinjurious to the cause of Islamic banking. ldwer,

the PLS scheme of Islamic banking, if practicedétter and spirit, could ensure socio-economitigasas
well as the chances of growth for the Muslim mitiesi across the gloB§8. Islamic banks have to compete
with conventional banks, they generally tend toidvndulging in risky financing

based on PLS. To make the situation worse, sortteedslamic banks find it more feasible to diveattpof
their funds received from Muslims to multinationatsd large corporations of the W&%t.

The Arab world including GCC couesrand rich citizens of many others Muslim cowstrare
reported to be maintaining huge deposits with cotigaal banks operating in the Wé%tThe quantum of
these deposits is estimated to be more than thkawternal debt of Muslim countries. Thereforepity a
portion of these funds is brought back to the respe Islamic countries, the size of many Islaménks
would become large enough to enable them to diyetreeir financing portfolic”’

The real alternate to interestaans in an Islamic framework is financing on PL&&is- a shift
from debt based transaction to investment basedirigti® It is believed that the financing on PLS system
of Islamic banking in a conducive environment wondti only ensure a healthier financing portfolial af
course higher rates of return to depositors butlevaelso lead to optimum allocation of resourcesdoer-
all economic growth and welfare of the societyjvidlially and collectively*®
It is however, accepted that the banks allowingriiting on PLS basis are exposed to risk of losses a
even a profitable company may sustain genuinedassto various factors even beyond their contrbe T
assuming of this risk is the essence of PLS moddinaincing as all business transactions have an
inseparable risk factor. It should not thereforeted banks from making funds available on PLS b#isis
sound entities in feasible projects in the nornoairse of busines¥.

Practically, however, we firttht traders and industrialists generally earn suibisti profit
with the funds of a large number of depositorsthay do not share these profits with the bankofovard
passing on the share to the depositors. This inpustan be avoided if banks accept deposit on Ristsb
according to its true spirit and also allow bulkfiofincing on the same basis. This will bring ped#y in
the society, as a large number of depositors véllréceiving higher rates of return on their desdsit
Islamic banks face a mighty challenge of develgpimovative services and products for utilizingdh
funds effectively and efficiently for financing uadPLS system.
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