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CHAPTER 1: INTRODUCTION 

The modern Islamic finance industry has been growing in prominence and importance 

over the last few decades. Islamic finance is based on adherence to Shariah, or Islamic law, by 

prohibiting paying or charging interest and promoting an equitable sharing of risk and 

reward. Many Islamic scholars and investors have hailed the industry and its ability to adhere 

to the principles of the Shariah. Many Western observers, however, view the instruments used 

by the Islamic finance industry as merely methods to disguise interest under other names, 

such as profit or markup. This paper aims to present the true nature of the Islamic finance 

industry, from the perspective of both a Westerner and a Muslim. 

Some scholars have contemplated whether or not Islamic finance is just an alternative 

to conventional finance or, rather, if it is the most modern generation of finance.i As the 

reader proceeds, he or she should consider the merits of Islamic finance and the possible 

application of its financing methods to conventional finance practice. For example, the 

application of some Islamic finance techniques could be implemented in response to the 

current financial crisis to prevent future banking problems. Additionally, Islamic finance 

instruments could be used around the world to promote economic development, as will be 

discussed in Chapter 5. 

 

Endnotes

                                                      
i
 Kahf, M. (2007). 283. 
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CHAPTER 2: THEOLOGICAL BACKGROUND 

2.1 INTRODUCTION 

Shariah is the body of Islamic religious law that determines the legal framework within 

which the public and private lives of Muslims are regulated. A large portion of Shariah is 

dedicated to how the economy of Muslim societies should operate. Islam is one of the only 

major religions that offers guidance on this subject. Part of the body of law regarding the 

economy forms the foundation of what has become the modern Islamic finance industry. The 

root of the Islamic financial system is the prohibition of riba in society. Riba is often defined 

as paying or charging usury or interest, though its meaning is broader. The definition of and 

sources for this prohibition are described below. The rationale for the prohibition of riba and 

common misconceptions on the subject are also described. A brief history of Judaic and 

Christian beliefs regarding charging interest is also given. 

2.2 RIBA 

 The root of the Islamic financial system stems from the Islamic prohibition of riba. 

Riba has traditionally been translated into English as paying or charging usury or interest, but 

its meaning is broader. The definition of riba and the sources from which this definition is 

derived are described below. 

Definition 

The root of the Arabic word riba means to increase, to grow, to exceed, to exact more 

than was due, or to practice usury.i There are two types of riba: riba al-nasiah and riba al-fadl. 

Riba al-nasiah refers to fixing in advance a required return on a loan as reward for 

waiting. This action is prohibited by the Shariah, Islamic law, whether the return is a fixed or 
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variable percentage of the principal or an absolute amount.ii Riba al-nasiah can also be 

translated as paying or charging usury or interest in English. Riba al-nasiah is commonly what 

is referred to when discussing riba in Islamic finance. 

 Riba al-fadl refers to the trading of commodities that are the same genus but of 

different qualities, rather than for cash. Riba al-fadl is prohibited because there may be 

differences in the quality between the two goods, which, if traded, could lead to unjust 

enrichment by one party.iii Examples of this type of transaction are given when discussing the 

sources of Shariah below. The subject of this paper deals mostly with riba al-nasiah rather 

than riba al-fadl, though it is important to understand both definitions. 

Sources 

 The two sources for the Shariah are the Quran, which is the Muslim holy book that 

Muslim’s believe was dictated to the Prophet Mohammed (Prophet) by the Archangel Gabriel, 

and the hadith, which are oral stories about the Prophet’s words and deeds. The portion of the 

Shariah dealing with economic and financial matters also comes from these two sources. 

The Quran refers to riba several times: 

“And for practicing usury, which was forbidden, and for consuming the people’s 

money illicitly, We have prepared for the disbelievers among them painful 

retribution.” Al-Nisa 4:161 

“Those who charge usury are in the same position as those controlled by the 

devil’s influence. This is because they claim that usury is the same as commerce. 

However, God permits commerce and prohibits usury.” Al-Baqarah 2:275 

“The usury that is practiced to increase some people’s wealth does not gain 

anything at God. But if you give to charity, seeking God’s pleasure, these are the 

ones who receive their reward many fold.” Ar-Rum 30:39 

Several hadith, or recordings of the Prophet Mohammed’s deeds, discuss riba: 

“Following the conquest of Khaybar, the Muslim soldiers exchanged gold coins for 

gold bullion with the departing Jews. It appeared that some soldiers took 
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advantages of the Jews, extracting more bullion for the minted gold than the price 

of gold by its weight merited. The Prophet…explicitly insisted that the exchange 

be weight for weight, saying ‘Gold for gold, silver for silver, wheat for wheat, 

barley for barley…must be equivalent weight, hand to hand. He who gives or takes 

more incurs riba.” Related by Bukhari and Muslimiv 

“Bilal…brought to the Prophet…some good quality dates whereupon the Prophet 

asked him where these were from. Bilal replied, “I had some inferior dates which I 

exchanged for these—two measures for one.” The Prophet said, “Oh no, this is 

exactly riba. Do not do so, but when you wish to buy, sell the inferior dates 

against something [cash] and then buy the better dates with the price you 

receive.” Related by Bukhari and Muslimv  

2.3 RATIONALE FOR THE PROHIBITION OF RIBA 

 Islam prohibits riba for two main reasons: to promote the sharing of risk and reward 

and to promote economic and social justice.  

Sharing of Risk and Reward 

The prohibition or riba aims to protect individuals from becoming excessively 

indebted and from paying or receiving unfair compensation for giving or receiving credit.vi 

Through various financial instruments that avoid riba, some of which are described below in 

Chapter 4, the Islamic financial system promotes the equitable sharing of risk and reward. 

Economic and Social Justice 

 Islam as a religion promotes the idea of equality among all believers in God’s eyes, 

rather than superior standing for religious leaders. In the same vein, the Islamic economic 

system aims for socioeconomic justice among its members by promoting economically just 

and ethically and morally correct economic behavior. The main way the Islamic economic 

system accomplishes this is through the prohibition of riba. By prohibiting riba, each member 

in a contract gets a fair and equitable return, which ultimately leads to socioeconomic justice 

throughout society.vii In the conventional banking system, regulators impose restrictions on 
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banks so that the health of the entire financial system is intact, without necessarily ensuring 

the financial health of one individual. In contrast, Shariah imposes restrictions on banks so 

that the financial health of each individual in the society is protectedviii, thereby protecting the 

rights of all individuals and promoting equal opportunities for socioeconomic success. 

2.4 COMMON MISCONCEPTIONS 

 Four common misconceptions arise in many people’s minds when discussing riba: riba 

is permitted for commercial lending; riba only refers to excessiveness or compounding of 

interest; riba is merely an adjustment for inflation; and riba compensates for the time value of 

money. 

Commercial versus Consumer Lending 

 Some people assume that the prohibition of riba during the time of the Prophet 

Mohammed was aimed only at consumer lending in order to provide justice to the people in 

lower socioeconomic groups, not at commercial lending. However, this is a misconception 

and is refuted by two pieces of evidence. First, agricultural loans, which are commercial loans, 

were common at the time of the Prophet. The prohibition of interest aimed to eliminate the 

interest charged on these loans. Second, the businesspeople of Mecca, Saudi Arabia, where the 

Prophet Mohammed lived, were part of a sophisticated network of traders who oftentimes 

took out riba-based loans to finance their trade expeditions. The Prophet signed an agreement 

with a group of moneylenders to abolish the use of riba-based loans. ix Therefore, citing this 

evidence, the prohibition of riba is aimed at both consumer and commercial loans. 

Excessiveness or Compounding of Interest 

 A common misconception of usury is that it is only aimed to prevent excessive interest 

rates or compounding of interest over time. In Christianity and Western thought, as shown 
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below, that definition of usury has only arisen since the Protestant Reformation. Before then, 

usury was defined as charging any rate of interest, not just exorbitant rates. In Islam, the 

confusion has also arisen because of misinterpretations of Verse 3:130 of the Quran, which 

says, “Do not devour interest doubled and redoubled.” Muslim scholars have refuted the idea 

that this verse refers to only excessive interest for two reasons. First, other verses in the Quran 

that refer to the prohibition of riba do not make any distinction between exorbitant and 

reasonable interest rates. The verse mentioned above is merely an intermediate verse in the 

series of statements prohibiting riba. Second, the doubling and redoubling of interest takes 

place at any rate of interest, whether it is exorbitant or not.x Therefore, the prohibition of riba 

in Islam refers to all types of interest, not just excessively high rates or interest that is 

compounded. 

Adjustment for Inflation 

 Many people argue that interest can be charged because it is merely an adjustment for 

inflation or an indexation to changes in consumer purchasing power. Shariah allows 

indexation for adjustments of wages, salaries, pensions, etc., but it does not allow indexation 

of financial assets for three reasons. First, the Quranic verses dealing with riba clearly state 

that only the principal of a loan must be repaid; anything above that is considered riba. 

Second, due to the presence of inflation in the economy, a lender’s purchasing power would 

be at stake regardless of if the money was lent as a loan, invested in a return-bearing security, 

or kept for consumption purposes. Therefore, it is unjust to require the borrower to bear this 

loss since the lender would have borne this loss anyway. Lastly, some scholars have argued 

that there is no perfect index to use since the economic conditions of different cities and 

regions across countries and around the world experience inflation at different rates. 

Additionally, inflation indices are based on past data and therefore are not readily available 
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for use in daily financial transactions.xi Therefore, riba is not justified as an adjustment for 

inflation. 

Time Value of Money 

 Many mistakenly believe that, by prohibiting interest on loans, Islam denies the 

concept of the time value of money. However, the Shariah does recognize the time value of 

money, but it places limitations on its use. Shariah allows for compensation based on the time 

value of money for sales contracts, discussed in further detail below, but not for loans. Time 

by itself does not produce a yield; rather, money invested in a business over time produces a 

yield. If a person chooses to invest his or her money in a business, then he or she will receive 

the proportionate share of the profits or losses as a result of the investment in economic 

activity. Since profits or losses are not fixed beforehand, an interest rate cannot be fixed 

beforehand. If a person chooses to loan his or her money, however, it is not an investment 

that should yield a return by rather is an act of charity in Islam, discussed in further detail in 

Chapter 4.xii 

2.5 INTEREST AND USURY IN OTHER RELIGIONS 

 The prohibition of riba was not a new concept when the Prophet Mohammed declared 

it. Judaism and Christianity had both prohibited interest for many centuries. Christian leaders 

have only recently allowed charging interest, though Jewish leaders have allowed it for a 

longer period of time. 

Judaism 

 Judaism prohibits usury for two reasons: first, it is taught that those who are 

prosperous should help the needy not through gifts but rather through gratuitous loans; 

second, all interest should be banned because excessive interest is considered to be the cause 
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of all social ruin. However, this prohibition is confined only to lending money to other Jewish 

people, not non-Jews. In fact, Maimonides, a great Jewish philosopher and scholar during the 

Middle Ages, insisted that Jews offer gratuitous loans to fellow Jews but lend money at interest 

to non-Jews.  His decree greatly facilitated the expansion of Jewish financial networks.xiii 

The Torah refers to usury or interest several times: 

“If thou lend money to any of my people that is poor by thee, thou shalt not be to 

him as an usurer, neither shalt thou lay upon him usury (interest).” Exodus 22:25 

“Take thou no usury (interest) of him, or increase: but fear thy God; that thy 

brother may live with thee.” Leviticus 25:36 

“You must not lend on interest to your brother, whether the loan be of money or 

food or anything else that may earn interest.” Deuteronomy 23:19-20 

Christianity 

 Many early Christian theologians such as St. Ambrose of Milan (d. 397 AD) strongly 

supported forbidding usury, as is stated in the Old and New Testaments, among all people, 

not just those of the same faith. However, despite these early views, the canon law of the 

Christian Church, written in 325 AD, forbade usury only when lending to clerics.xiv In 800 AD, 

the prohibition of usury was extended to all Christians. However, the Church maintained that 

it was permissible to charge interest as a financial weapon against the enemies of Christ, 

namely Muslims, particularly during the Crusades, and Jews.xv 

 During the early sixteenth century, the rise in international trade and the Protestant 

Reformation greatly increased the acceptance of charging interest on loans to fellow 

Christians. A growing economy during this time caused many to view the prohibition of 

interest as an impediment to economic growth and the flow of capital. At the same time, in 

response to the Old Testament prohibitions of interest, Martin Luther stated that Christians 

were no longer obligated to follow “long-dead Mosaic ordinances.” As such, he said that 
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Christians had the liberty to charge or pay interest on loans. John Calvin altered the definition 

of usury by declaring in 1545 that charging exorbitant interest rates on loans was unlawful 

while charging moderate interest rates was allowed. The threshold of what was considered 

exorbitant, as opposed to moderate, was to be judged based on one’s conscience.xvi 

 The Catholic Church continued to condemn charging any interest despite pro-usury 

movements and the increase in usury transactions for the next several centuries.xvii The 

Church only formally recognized the legitimacy of interest in 1917.xviii 

There are several references to usury or interest in the Old and New Testaments: 

“He that by usury and unjust gain increaseth his substance, he shall gather it for 

him that will pity the poor.” Proverbs 28:8 

“He that hath not given forth upon usury, neither hath taken any increase, that 

hath withdrawn his hand from iniquity, hath executed true judgment between 

man and man…” Ezekiel 18:8 

“Then I consulted with myself, and I rebuked the nobles, and the rulers, and said 

unto them, Ye exact usury, every one of his brother. And I set a great assembly 

against them.” Ezekiel 22:12  

“And if you lend to those from whom you hope to receive, what thanks can you 

expect? Even sinners lend to sinners to get back the same amount. Instead, love 

your enemies and do good, and lend without any hope of return. You will have a 

great reward, and you will be sons of the Most High, for He himself is kind to the 

ungrateful and the wicked.” Luke 6:34-35 

2.6 CONCLUSION 

 Islamic law prohibits riba, which can be described in simple terms as charging or 

paying interest. This prohibition forms the foundation of the Islamic finance industry. The 

rationale behind this prohibition is that Islam promotes equitable sharing of risk and reward 

and an economically and socially just society. Several misconceptions regarding the 

prohibition of riba are common, though these misconceptions can be refuted with a careful 

analysis of the Shariah. Judaism and Christianity also have rules regarding the prohibition of 
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charging interest. However, oftentimes these rules were interpreted to refer only to the 

prohibition of charging interest among the fellow members of one’s religion. Overtime, those 

rulings have changed in both Judaism and Christianity to allow charging interest to all 

members of society. 
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CHAPTER 3: THE MODERN ISLAMIC 

FINANCE INDUSTRY 

3.1 INTRODUCTION 

 As of 2009, the Islamic financial services industry, which is comprised of banking, 

capital markets, and insurance, is estimated to be worth over $600 billion and is growing by 

10-15 percent per year.i While one might assume this immense industry is the outgrowth of 

centuries of development, in fact, this growth has only taken place over the past 30 years. This 

chapter summarizes the history of the Islamic banking industry, including both early Islamic 

history and modern history. It also provides several case studies of countries in which Islamic 

banking is practiced, both where the government has promoted a strict adherence to an 

Islamic financial system and where Islamic banks exist alongside conventional banks. 

3.2 HISTORY OF THE ISLAMIC FINANCE INDUSTRY TO PRESENT 

 In the early stages of Islamic history, throughout the Western Middle Ages, Islamic 

banking thrived in the Muslim world. During this time, the Muslim world was the dominant 

region in terms of trade, access to resources, and intellectual development and research. As 

such, Islamic banking thrived. However, as Europe increased in economic and military 

prominence, starting with the Crusades, Western banking practices began increasing in 

prominence as well, until Islamic banking was virtually eliminated for the next several 

centuries. After Muslim countries obtained independence from European colonizers in the 

early- to mid-twentieth century, Islamic countries had a renewed interest in returning to 

Islamic banking principles.ii 
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While several attempts were made in the mid-twentieth century to revive the Islamic 

banking industry, the major catalyst for the development of what can be called the modern 

Islamic banking industry was the creation of the Islamic Development Bank (IDB) in 1975. The 

IDB was founded as an international finance institution with the backing of the then 23 

member nations of the Organization of the Islamic Conference.iii Its goal was and is to foster 

economic development and social progress in its member countries while maintaining 

adherence to Shariah Islamic law. 

 Between 1975 and 1990, the Islamic finance industry matured into a viable alternative 

to conventional banking. New Shariah-compliant financial instruments were developed, and 

their practicality was confirmed with the successful use of these products by three types of 

institutions. First, three countries, Pakistan, Iran, and Sudan, completely eliminated 

conventional banking practices within their countries and established Islamic banking 

systems. Second, scores of Islamic financial institutions were founded within countries that 

operated on conventional banking systems. Finally, several important multinational banks 

began offering Shariah-compliant products, in addition to conventional banking products.iv 

This move showed that conventional banks increasingly viewed Islamic banking as a viable 

alternative to conventional banking and an important shift in banking practices. 

 The development of infrastructure institutions to support the Islamic finance industry 

began in the 1990s. This development was an outgrowth of the difficulties Islamic banks faced 

trying to operate in a conventional banking system.v 

 As of 2009, as stated above, the industry boasts assets of over $600 billion and is 

growing by 10-15 percent per year. Now more than 300 institutions operating in an estimated 

65 countries engage in some form of Islamic finance.vi Breakdowns of total Islamic financial 

assets by segment and region are shown in Figures 3.1vii and 3.2viii, respectively. 
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*Includes Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, and the United Arab Emirates 
**Includes Algeria, Djibouti, Egypt, Iran, Iraq, Israel, Jordan, Lebanon, Libya, Morocco, 
Palestinian territories, Syria, Tunisia, and Yemen 
Source: The Banker (2008). 
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 As Figure 3.1 shows, banking comprises 84 percent of Islamic assets, of which 50 

percent is in Islamic banks and 34 percent is in conventional banks with Islamic practices. 

Capital markets account for 15 percent of Islamic assets. Figure 3.2 shows that the countries of 

the Middle East and North Africa account for 71 percent of total Islamic financial assets, split 

almost evenly between Gulf Cooperation Council (GCC) members and non-GCC members. 

Asia follows with 24 percent of the market. 

3.3 COUNTRY CASE STUDIES 

Below are case studies of countries in which Islamic banking is practiced: in Pakistan, 

where strict adherence to an Islamic financial system is promoted by the government, and in 

Bahrain and Malaysia, where conventional banks and Islamic banks compete for customers.  

Pakistan 

 Pakistan is one of three nations in the world where the entire financial system is based 

on Islamic principles (Iran and Sudan being the other two nations). Pakistan was the first 

country to follow this model. In 1979, it declared full Islamicization of its economy and 

financial institutions when its president declared that the payment and charging of interest 

would be eliminated within three years.ix Despite the president’s determination, Pakistan’s 

road to an interest-free system was slow. Among the challenges it faced were poverty among 

its people, national indebtedness to other nations and organizations, and Western financial 

habits that were not easily changed due to the entrenchment of the British legacy.x In 1985, 

interest was finally phased out.xi 

 In the late 1980s and early 1990s, Pakistan’s banks did not move towards a majority of 

investments in profit and loss sharing instruments, described in Chapter 4, despite the move 

to an entirely Islamic financial system. Use of these methods is preferred in Islamic banking 
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since they provide a more equitable sharing of risk and reward, which is described in Chapter 

2 as one of the reasons behind the prohibition if riba. Instead, banks remained risk-averse and 

relied almost solely on short-term investments and trade transactions, which are also 

described in Chapter 4. At the time, three-quarters of Pakistani banks’ assets were non-

performing and 30 percent of banks’ branches were unprofitablexii For an Islamic financial 

system to truly work, both profit and loss sharing instruments and short-term trade 

instruments must be used. 

 In the early 2000s, the Pakistan government decided to allow both Islamic banks and 

only the Islamic divisions of conventional banks to operate in Pakistan. It has also promoted 

the use of more profit and loss sharing techniques.xiii Because of these changes, Pakistan’s 

Islamic banking industry has been successful, with assets growing to 20 times their original 

values between 2004 and 2009. In January 2009, Pakistan’s Islamic banks and Islamic divisions 

of conventional banks planned to open 230 new branches in 2009 as a result of increased 

demand for Shariah-compliant products. As of January 2009, six Islamic banks and 12 

conventional banks with Islamic banking divisions are operating in Pakistan.xiv 

Bahrain 

 Since the beginning of modern Islamic banking in Bahrain in 1979, this small island 

country in the Persian Gulf with a population of only 650,600 has developed into the 

preeminent financial center in the Middle East. It has a dual-banking system, with both 

Islamic and conventional banks working alongside each other. In 2005, of the 187 banks 

operating in Bahrain, 23 were Islamic banks. Additionally, the conventional banks that are in 

Bahrain from both Muslim and Western countries are increasingly participating in Islamic 

banking. In February 2005, the combined assets of all Islamic banking operations in Bahrain 

had a value of $5.9 billion.xv 
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Both Islamic banks and conventional banks are drawn to Bahrain as a financial center 

for a number of reasons. First, Bahrain is in a strategic location in the Gulf region where a 

high demand exists for Shariah-compliant financial products among companies and high net 

worth individuals. Second, Bahrain has an extremely well developed infrastructure of 

information and communication technology, legal advice, accounting and auditing services, 

and office space and facilities as well as a highly skilled and well-educated labor force, all of 

which provide Bahrain with an environment conducive to banking. Lastly, the Bahrain 

Monetary Agency offers a strong regulatory and supervisory framework, which is essential for 

the sound and stable development of the Islamic finance industry.xvi 

Malaysia 

 Islamic finance in Malaysia began in 1983 and has since experienced tremendous 

growth. Malaysia, like Bahrain, has a dual-banking system that supports both Islamic and 

conventional banks, and, like Bahrain, many of its conventional banks offer Shariah-

compliant products. Of the 42 Islamic financial institutions operating in Malaysia in 2009, 11 

are Islamic banks and 31 are conventional banks that offer Islamic products.xvii There are also 

numerous conventional banks that only provide conventional products. 

Malaysia is poised to become the leader of Islamic banking in Southeast Asia due to 

several advantages it has. First, it is located in a region with a high population of Muslims and, 

consequently, a high demand for Shariah-compliant financial products. In Malaysia itself, 

about 14 million, or 60 percent, of its residents are Muslims. A combined total of 245 million 

Muslims live in the surrounding countries of Indonesia, Thailand, the Philippines, China, 

Singapore, and Brunei.xviii Second, Malaysia has developed a robust infrastructure to support a 

thriving banking industry which includes Islamic financial markets, contract law and law 

enforcement procedures, Islamic accounting practices, and disclosure requirements.xix Finally, 
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the Malaysian government has instituted strict regulatory and supervisory frameworks 

through the Islamic Financial Services Board in order to ensure healthy development of the 

Islamic finance industry.xx 

3.4 CONCLUSION 

The Islamic finance model, though followed by early and medieval Muslim societies, 

died out with the growing prominence of Western societies, which began with the Crusades. 

In modern times, there has been a revival of traditional Islamic modes of finance. As of 2009, 

the Islamic finance industry has over $600 billion in assets, and the industry is experiencing 

growth of 10-15 percent per annum. Islamic banking exists around the world in different 

settings: it exists in Muslim countries that promote a strict adherence to Islamic financial 

principles, as in Pakistan, as well as in countries that allow both Islamic and conventional 

finance to work side-by-side, as in Bahrain and Malaysia. 
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CHAPTER 4: ISLAMIC BANKING 

4.1 INTRODUCTION 

 Islamic finance can be broken down into three main segments: banking, capital 

markets, and insurance. Capital markets include both bond and equity markets. Of the three 

segments, this paper focuses mostly on the banking segment, which is the subject of this 

chapter. Chapter 5 briefly discusses the bond market. 

The Islamic banking sector holds 84 percent of all Islamic assets. Islamic banking 

instruments can be broken down into four groups: partnerships, trade and sale financing, 

leases, and gratuitous loans. Figure 4.1 below shows the main Islamic financial instruments. 

Figure 4.1 Islamic Banking Methods  

 

 Each of these banking methods will be described below in Sections 4.2, 4.3, and 4.4. 

All of the banking instruments come together on a bank’s balance sheet, which will be 

described in Section 4.5. 
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4.2 PARTNERSHIPS  

In Islam, the ideal way to finance any operation is through a partnership, which 

provides the most equitable distribution of risks and rewards. The mission of Islamic banking 

is to justly share risk and reward between the lender and the borrower, as described in 

Chapter 2.i Two types of partnerships exist: PLS musharakah and PLS mudarabah. Both of 

these types of partnerships rely of profit and loss sharing (PLS) among all partners. Hence, 

PLS has been added to the names so as to not confuse the reader with other similarly-spelled 

instruments. 

PLS Musharakah 

PLS musharakah is a partnership in which both parties contribute capital to a business 

enterprise. Each partner has the right to manage the company, if he or she chooses, or can 

delegate that right to someone else. Any loss that is incurred by the business shall be incurred 

by each of the partners in an equal proportion to the amount of capital contributed. Any 

profits shall be divided based on a pre-determined ratio which can be the same or different 

from the ratio of the amount of capital contributed. In a PLS musharakah-based company 

such as a corporation or joint stock company, Shariah does recognize the limited liability of 

shareholders. In these cases, shareholders cannot be held responsible for any losses incurred 

greater than the amount of capital invested.ii 

 Imagine Ali wants to start his own lawn mowing business and needs $10,000 in capital. 

He approaches Yusuf to start the company with him. The two enter into a PLS musharakah 

agreement, with Ali contributing $6,000, or 60 percent, of capital, and Yusuf contributing 

$4,000, or 40 percent, of capital. They both plan to contribute to the management of the firm, 

with Ali contributing 60 percent of total management time and Yusuf contributing 40 

percent. Under a PLS musharakah agreement, Ali must incur 60 percent of losses and Yusuf 
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must incur 40 percent of losses, which are the same ratios as the amount of capital invested. 

They agree before they start that Ali will gain 60 percent of any profits and Yusuf will gain 40 

percent of any profits. Suppose the business earns $1,000 in profit in the first year. In this case, 

Ali would earn $600 and Yusuf would earn $400. The men would incur the same amount but 

as losses if the business lost $1,000 in the first year. 

 The most obvious and simple use for PLS musharakah is for any sort of partnership 

formed between two or more people who want to start a business. PLS Musharakah can also 

be used as a partnership between a business and shareholders, with the shareholders acting as 

sleeping partners, or as a partnership between a business and a bank, with the bank acting as 

a sleeping partner.iii The sleeping partner would be able to use its intervention rights only in 

exceptional circumstances or for control situations.iv  

PLS Mudarabah 

Another type of partnership, called a PLS mudarabah, forms the basis for equity-financed 

companies including those trading on the stock market. This partnership is formed between a 

capital provider, called a rabb-ul-mal, and a manager of the business, called a mudarib. Any 

profits earned in the business are distributed in an agreed-upon proportion between the rabb-

ul-mal and the mudarib. Financial losses, however, are completely borne by the rabb-ul-mal 

since he or she is the only contributor of capital, assuming the loss is not caused by 

misconduct on negligence on the part of the mudarib. The mudarib does not bear any 

financial loss but rather loses the opportunity to earn a living by spending his or her time 

elsewhere.v The rabb-ul-mal does have the option, when forming the contract, to minimize its 

risk by asking for a guarantee or collateral of an asset from the business.vi 

The difference between a PLS mudarabah contract and a PLS musharakah contract 

with a sleeping partner is that, in PLS musharakah, the sleeping partner has more control than 
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does the rabb-ul-mal in a PLS mudarabah contract. The rabb-ul-mal cannot intervene in the 

daily management of the partnership or impose restrictions that would paralyze the mudarib’s 

liberty of action. However, the rabb-ul-mal can impose other, less intrusive restrictions in 

order to control the faithful implementation of the contract.vii 

 Imagine Sarah wants to start her own lawn mowing company and needs $10,000 in 

capital. She approaches Oasis Bank to enter into a PLS mudarabah agreement. After 

investigating Sarah’s creditworthiness and business plan, Oasis Bank thinks Sarah’s lawn 

mowing business will be successful and agrees to invest $10,000 in a PLS mudarabah 

agreement, with Oasis Bank as the rabb-ul-mal and Sarah as the mudarib. Under a PLS 

mudarabah agreement, Oasis Bank agrees to incur all losses of the business. The two parties 

agree beforehand that Sarah will earn 95 percent of any profits and Oasis Bank will earn 5 

percent of any profits. Suppose the business earns $1,000 in the first year. In this case, Sarah 

would earn $950 and Oasis Bank would earn $50. Suppose instead that the business incurs a 

loss of $200. In this case, Oasis Bank bears the burden of the loss completely. 

 A PLS mudarabah contract can be used in several instances within the finance 

industry. The first is between a bank and its depositors, with the bank as the mudarib and the 

depositors as the rabb-ul-mal. This relationship is the basis of the one-tier PLS mudarabah 

banking model, as described below. Another instance is a contract between the bank, as the 

rabb-ul-mal, and entrepreneurs, as the mudarib, as described in the Sarah and Oasis Bank 

example above. 

4.3 TRADE AND SALE FINANCING 

Trade is an essential element of any functioning economy. Trade financing can be 

defined as methods for financing the sale and purchase of goods. Several factors contribute to 
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a sale contract, including rules for a valid sale, a mode of payment, and a price determination 

method. There are also multiple instruments that can be used to finance a sale. The simplest 

way is for the buyer to pay cash when he or she obtains the goods from the seller. However, 

oftentimes more complex financing is needed, such as when the buyer wishes to defer the 

payment of his or her purchase or when the seller wishes to receive the payment in advance of 

providing the goods to the consumer.viii In Islamic finance, more complex modes of financing 

can be organized into three main instruments: CPP murabahah, bay’ al-salam, and istisna.  

Determinants of Sale Contracts 

Several conditions must exist for a sale to be valid. The core rules applicable to all sales 

are listed below: 

1. The buyer and the seller should be qualified to enter into a contract. 

2. The offer and acceptance must include certainty of price, time of payment, mode of 

payment, date of delivery, and place of delivery. 

3. The seller should be either the owner of the object for sale or an agent of the owner. 

4. The subject of the sale must exist at the time of sale. (There are two exceptions to this 

rule, noted below.) 

5. The subject of the sale must be in the physical or constructive possession of the seller 

at the time of sale. Constructive possession means the buyer has taken the goods 

under his or her control and has taken ownership risk of the goods. 

6. The sale must be instantaneous. A sale attributed to a future date or contingent upon 

a future event is void. 

7. The subject of the sale should be lawful and an object of value. 

8. The sale must be unconditional. 

 Two different modes of payment exist: either paying the total amount at the time of 

the sale in cash or paying on credit. One can pay on credit, also known as bay’ al-muajjil in 

Arabic, in two ways: payment of the lump sum at some point in the future or payments in 

installments. Different trading financial instruments have different stipulations regarding 

which mode of payment is acceptable.ix These stipulations will be specified when discussing 

each instrument below.  
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 Islamic law specifies two main ways that a price can be determined: musawamah and 

murabahah. Musawamah is the process of bargaining in which each party agrees upon the 

price of the good for sale. The seller does not have to reveal his or her cost in this situation. 

The second method is murabahah, or cost-plus-profit or markup sale, in which the seller 

reveals his cost to the buyer and the two agree upon a profit margin that they will add to the 

cost to arrive at a final price.x The term murabahah in modern times, however, is not used to 

indicate just this price determination method but rather to indicate a financing instrument 

that uses this price determination method as well as a purchase on credit through bay’ al-

muajjil. This mode of financing, called CPP murabahah for cost-plus-profit murabahah from 

this point forward, will be described in detail below. 

CPP Murabahah 

Explanation 

 CPP murabahah, as indicated above, originally signified only the price determination 

method, called a cost-plus-profit or markup sale, in which the seller or trader revealed his or 

her cost and the two parties negotiated a profit margin to add to the cost as compensation for 

the trader’s work. However, given the recent growth of the modern Islamic finance industry 

and the desire to create instruments that are parallel with conventional banks’ products,xi CPP 

murabahah has evolved to mean both a sale whose price is determined on a cost-plus basis 

and that is financed on credit, or bay’ al-muajjil. Additionally, in modern times, the trader’s 

role as financier has been taken over by banks.xii 

A CPP murabahah transaction takes place between three parties: the seller of the 

product, the customer or purchaser of the product, and the Islamic bank. CPP Murabahah 

works in the following steps: 
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1. First the customer asks the seller for a price quote on a specific product. 

 

2. The customer contacts the bank and promises to buy the product from the bank over 

time, at the cost plus a margin, if the bank agrees to buy the product from the seller 

and resell it to the consumer. 

 

3. The bank purchases the product from the vendor and makes the complete payment. 

Shariah law prefers that the bank actually take possession of the object before reselling 

it to the customer. However, Shariah does allow for the bank to appoint the consumer 

as an agent on its behalf and take custody of the product him or herself. The latter 

method is used most commonly in the modern Islamic finance industry. A murabahah 

contract is then drawn between the client and the bank, and the two parties agree 

upon markup that will be charged and a payment schedule. 

 

4. At the time of payment, the customer pays the bank for the cost of the product plus an 

agreed-upon markup. These payments can take place over time in installments or as 

one lump sum in the future.xiii 

 

CPP murabahah also has several conditions. First, a CPP murabahah contract has to be 

based on the sale of an asset and cannot be used to finance other expenses such as the 
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payment of wages or accounts payable. Additionally, in the case of default by the consumer, 

the Islamic bank only has a right to the product, and no additional markup or penalty may be 

charged. The Islamic bank may, however, ask for collateral in the case of default by the 

consumer. Lastly, the markup rate that is charged by the Islamic bank is determined by the 

type of product financed, type of collateral, creditworthiness of the consumer, and the length 

of time for payment deferral.xiv 

Imagine Kareem wants to buy a computer from Jamela’s Electronics. He chooses a 

computer and asks for a price quote. Jamela’s Electronics quotes the price of the computer at 

$1000. Kareem then contacts Oasis Bank and promises to buy the computer from the bank, 

with an agreed-upon markup, if the bank first purchases the computer from Jamela’s 

Electronics. Oasis Bank agrees and purchases the computer from Jamela’s Electronics, paying 

the full $1000. Oasis Bank sends Kareem as its agent to Jamela’s Electronics to pick up the 

computer. Oasis Bank and Kareem then enter into murabahah contract. Oasis Bank indicates 

the cost of the product to Kareem as $1000. The two then negotiate a 5 percent markup for the 

services provided, arriving at a total cost of $1050. Kareem agrees to pay Oasis Bank in 

installments, paying $105 per month for 10 months. 

Critique 

A number of scholars and practitioners have criticized CPP murabahah for two main 

reasons. First, they view the markup as a disguised form of interest, especially since the 

markup rate currently used by most Islamic banks is tied to the prevailing interest rate in the 

market, such as the London Interbank Offered Rate (LIBOR).xv Second, CPP murabahah does 

not fulfill the mission of Islamic banking, namely to justly share risk between the lender and 

the borrower.xvi 
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In response to the first criticism, scholars have declared that the profit margin is 

acceptable according to Shariah due to several differences between CPP murabahah and 

conventional loans. First, in a CPP murabahah sale, because the bank must own the product 

for some period of time after purchasing it before reselling it to the customer, it exposes itself 

to the risk that the product will be harmed or destroyed, the product’s value will fluctuate, or 

that the seller will change his or her mind before buying the product from the bank. However, 

banks effectively avoid this risk by making the period of time between the purchase and the 

resale minutes or even seconds. Therefore, banks do not truly take any ownership risks.xvii 

Second, scholars argue that a profit margin is acceptable because it compensates the lender 

for the service it is providing. If the bank were to purchase and take possession of a good 

before reselling it to the customer, no one would dispute that the bank is providing a service 

to the customer.xviii However, as this presents many operational challenges, banks most often 

appoint the customer as its agent to take possession of the good. Though the bank provides a 

smaller service in this case, it is arguably still a service that should be compensated. Third, 

scholars argue markup is lawful because it compensates the bank for the opportunity cost of 

not having those same funds available to it.xix Recall from Section 2.4 that the Shariah does 

allow for compensation for the time value of money for sales contracts but not for loans. Since 

a CPP murabahah is a sales contract, scholars argue compensation for the time value of money 

is lawful. 

In response to the second criticism, scholars stress that CPP murabahah is not the 

primary or preferred method for financing trade and sales, though it is allowed. Rather, profit 

and loss sharing financing methods such as PLS musharakah and PLS mudarabah, described 

above, are preferred. This preference, however, has not resulted in a proportionally higher 

number of PLS contracts. In the early years of modern Islamic finance, CPP murabahah was 
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used as a temporary instrument for ease and convenience while scholars tried to develop risk-

sharing instruments that could serve the same purpose. However, rather than disappearing, 

the importance of CPP murabahah instruments has grown, and CPP murabahah has become 

the dominant mode of financing.xx Islamic banks use CPP murabahah contracts for about 80 

percent of their investments while PLS mudarabah contracts account for less than 5 percent.xxi 

Proposals 

As a result of this disproportionately high number of CPP murabahah contracts, 

scholars have suggested a number of ways for banks to reduce their reliance on these 

contracts. First, some have suggested altering CPP murabahah contracts in order to eliminate 

distortions or abuses of the contract’s original intention.xxii Second, others have suggested that 

banks change their markup methods to represent the amount of service the bank has actually 

provided rather than a percentage of the total value of the product, which is often similar to 

prevailing interest rates.xxiii Scholars should continue to alter the terms of CPP murabahah 

contracts in the future in order to return to instruments that truly share risk and reward, 

which is a basic principle of Islamic finance. 

Bay’ al-Salam 

 A bay’ al-salam contract is a sale with deferred delivery. It is similar to a conventional 

forward contract, but key differences exist. In a conventional forward contract, two parties 

agree to buy or sell an asset at a specified time in the future. The payment on a forward 

contract is not due until the buyer officially gains control of the asset. In a bay’ al-salam 

contract, two parties agree to buy or sell an asset in the future, but the payment is due at the 

time of the contract, not at the time of the exchange of control. In this way, the seller gains 

the cash needed to invest in production of this asset and the buyer eliminates the uncertainty 

of the future price.xxiv 
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 Imagine Farah is a local vegetable farmer who needs capital to buy seed and other raw 

materials for this year’s harvest. HEB, a regional grocery chain, is interested in purchasing her 

vegetables once they are harvested and agrees to enter into a bay’ al-salam contract. The two 

parties agree upon the exact quality and quantity of goods as well as the date and place of 

delivery. HEB then pays Farah $2,000, the selling price of her vegetables. Farah invests $1,200 

in the seed and raw materials of her goods and keeps the remaining $800 as profit. Upon 

harvesting her vegetables, Farah delivers to HEB the exact quality and quantity of goods on 

the specified date and to the specified place. 

 During the time of the Prophet, the use of bay’ al-salam contracts was common among 

farmers who could not afford to buy seed and raw materials beforehand. However, the 

permissibility of this type of sale was an exception to the general rule that normally prohibits 

forward sales. Therefore, the several conditions must be followed when using bay’ al-salam 

contracts. First, bay’ al-salam can only be used for products whose quality and quantity can be 

fully specified at the time the contract is made. Second, full payment of the purchase price is 

due at the time the contract is made. Third, the exact date and place of delivery must be 

specified in the contract. Finally, the buyer may take collateral to guarantee that the seller 

performs his or her obligation.xxv 

Istisna 

An istisna contract is a sale in which the customer asks the seller to manufacture a 

specific product for purchase. Both parties agree on a price and specifications for the product 

to be manufactured. If the product does not conform to those specifications when it is 

delivered to the customer, he or she may retract the contract. The two parties have flexibility 

when deciding payment timing and mode: the price can be paid in a lump sum at the time of 
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the contract, in a lump sum in the future, or over installments.xxvi This mode of financing is 

usually used for aircraft manufacture, equipment installation at factories, construction, etc.xxvii 

 Istisna and bay’ al-salam are both exceptions to the general rule for sale contracts that 

the subject of the sale must exist at the time of the sale, described above. However, four 

differences between istisna and bay’ al-salam contracts exist. First, the purchased good in an 

istisna contract must be manufactured, while it does not have to be in a bay’ al-salam 

contract. Also, buyers in istisna contracts are not required to pay the full price immediately 

upon signing the contract, as they are in bay’ al-salam contracts. Additionally, an istisna 

contract can be canceled by either side before the seller begins manufacturing, while a bay’ al-

salam contract can only be canceled with the consent of both parties. Finally, the seller is 

given flexibility regarding time of delivery in an istisna contract, while time of delivery must 

be specified exactly in a bay’ al-salam contract.xxviii 

Suppose Southwest Airlines wants to buy a new 737 aircraft from Boeing. Assuming 

Boeing does not already have any premade 737 aircraft, Southwest and Boeing enter into an 

istisna contract. The two parties agree to a price of $45 million with a deferred lump sum 

payment and specifications regarding the airplane. Boeing delivers the airplane to Southwest 

within a specified range of dates. Southwest is satisfied with the quality and specifications of 

the aircraft and pays Boeing $45 million at an agreed-upon date in the future. 

4.4 MISCELLANEOUS FINANCING METHODS 

 Two modes of financing used in Islamic banks do not fit in either the partnership or 

trade financing categories. These modes are ijarah, or leases, and qard-e-hasna, or gratuitous 

loans. 
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Ijarah 

Ijarah, or lease, is the sale of the right to use an object for a specified period of time. 

Two types of leases exist in Islamic finance: OL ijarah, an operating lease, and ijarah wa qtina, 

a finance or capital lease. 

OL ijarah is an Islamic operating lease in which the lease is for a specified short-term 

period that is shorter than the useful life of the asset. A major advantage of OL ijarah is that it 

resembles a conventional operating lease contract. However, certain differences do exist. One 

difference is that the lessor, as the owner of the asset, bears all risks and responsibilities. Thus, 

any manufacturing defects of the asset or later damages beyond the control of the lessee are 

the responsibility of the lessor, though the lessee is responsible for day-to-day upkeep of the 

asset.xxix Additionally, the lessor may not charge any interest in the event of default or delay in 

payments.xxx 

Ijarah wa qtina is a finance or capital lease in which the lessor promises to sell the 

leased asset to the lessee at the end of the lease term. The price for the residual value of the 

asset is pre-determined. Some scholars argue that finance leases are not permissible due to 

the non-cancellable nature of the lease contracts that shift the entire risk to the lessee. 

However, other scholars counter that financial leases are permissible as long as the lessor 

continues to bear risks of leasing by being the real owner of the leased asset.xxxi 

Imagine Farris owns a shoe factory and needs a new piece of equipment. Yasmine 

owns the piece of equipment, and it has a remaining useful life of 10 years. She agrees to lease 

it to Farris, and the two enter into an OL ijarah contract. Yasmine agrees to lease the 

equipment to Farris for 5 years, and Farris agrees to pay rent of $50,000 per month on the 

equipment. After Farris has leased and used the equipment for 3 months, it breaks down by 

no fault of Farris or his company. Yasmine, as the rightful owner, must pay to fix the 
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equipment, which she does. After 3 more months, the equipment needs to have regular 

maintenance performed on it. Since Farris is responsible for the day-to-day upkeep of the 

equipment, he pays for the maintenance expenses. After 5 years, the OL ijarah contract ends, 

and Farris returns the equipment to Yasmine. 

Qard-e-Hasna 

Qard-e-hasna, or a gratuitous loan, is a loan lent to someone who is in need of funds 

and where the lender does not expect any rate of return on the principal. While the borrower 

is obliged to return the principal, the lender is urged not to pressure the borrower if he or she 

is unable to repay by the specified deadline. This form of lending is encouraged in Islam as an 

act of charity. In fact, this is the only true form of a loan that is allowed.xxxii Qard-e-hasna 

literally means “good loan” or “beautiful loan,” which emphasizes that the loan, or qard, is 

made gratuitously. The idea of offering an interest free loan as an act of charity is not unique 

to Islam: early Jewish and Christian texts encouraged those who were prosperous to offer 

gratuitous loans to those who were less fortunate.xxxiii 

Islamic banks can facilitate the distribution of qard-e-hasna by accepting hasna 

deposits, or deposits from individuals who would like to loan their money as charity, and 

distributing this money as qard-e-hasna to individuals in need. The bank may charge a small 

service fee for any overhead costs of administering the loan, as long as the service fee does not 

relate to the maturity of the loan.xxxiv Oftentimes, if the borrower is below a certain income 

level, the service fee is eliminated.xxxv To encourage hasna deposits, banks often will guarantee 

depositors’ principal amounts and exempt depositors from paying service fees.xxxvi The role 

qard-e-hasna loans can play in economic development is discussed below in Chapter 5. 

Suppose Ahmad is a poor farmer who needs to borrow money to pay for his wife’s 

medical expenses. He approaches an Islamic bank to request a qard-e-hasna. The bank has 
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accepted hasna deposits from a number of individuals and grants Ahmad a qard-e-hasna from 

these deposits. Ahmad does not earn very much money as a farmer, but he believes he can 

repay the loan within two years. Ahmad pays his wife’s medical bills and works as a farmer for 

the next two years. After two years, Ahmad has almost saved enough to repay his loan. 

However, Ahmad’s last harvest is not as fruitful as expected, and he cannot repay the entire 

loan after two years. As a result, he requests a two month extension for repaying his loan. The 

bank grants his request, and, after two more months, Ahmad repays the loan. The bank then 

takes the money Ahmad has repaid and grants a qard-e-hasna to another needy individual. 

The cycle repeats. 

4.5 BRINGING IT ALL TOGETHER: A BANK’S BALANCE SHEET 

A number of models exist for how an Islamic bank can structure the above mentioned 

financial instruments into a working company. The model most banks use today is the one-

tier PLS mudarabah model combined with multiple investment instruments. The intricacies of 

the balance sheet for this model are described below. Figure 4.2 shows a simplified version of 

an Islamic bank’s balance sheet. The arrows represent with which asset(s) each liability 

corresponds. 
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Figure 4.2 Simplified Sample Balance Sheet of an Islamic Bank 

 

Assets 

The assets on a bank’s balance sheet, as shown in Figure 4.2, include reserves, various 

investments, and qard-e-hasna loans. 

The reserves of cash are to satisfy the reserve requirements of its current or demand 

deposits, which include amanah deposits and wadia deposits (described below). Banks are 

required to keep 100 percent reserve on amanah deposits and a minimum reserve amount for 

wadia deposits. 

Savings and investment deposits (described below) are invested using various 

instruments in order to yield a positive return. These investments are CPP murabahah, bay’ al-

salam, istisna, ijarah, PLS mudarabah, and PLS musharakah. Returns from the various 

investments are distributed between the depositors and the bank at an agreed-upon ratio 

(described below). 
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Savings/Investment Deposits 
(PLS Mudarabah)

Hasna Deposits
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Qard-e-hasna, as described above, is money that the bank has lent out as a gratuitous 

loan. The borrower is expected to pay back the principal of the loan, and, as such, qard-e-

hasna is viewed as an asset on the bank’s balance sheet. 

Liabilities 

The liabilities of a bank’s balance sheet are based on three types of deposits: current or 

demand deposits, savings or investment deposits, and hasna deposits. 

Current or demand deposits receive no return on the grounds that the money has 

been given as a loan to the bank, and loans cannot bear interest. The amount of money 

deposited is guaranteed by the bank, and depositors may withdraw their money at any point 

in time. Two types of current deposits exist: amanah and wadia. In amanah deposits, 

depositors give banks their money for safekeeping. Banks are not allowed to use that money 

for other purposes and therefore must keep a 100 percent reserve on amanah deposits. In 

wadia deposits, depositors also give banks their money for safekeeping. However, the deposits 

can be used by the bank for whatever needs it has. The depositor, however, cannot receive any 

compensation for letting the bank use the money. As with amanah, the depositor can 

withdraw the money at any point; therefore, the bank must keep a minimum reserve amount 

for wadia deposits.xxxvii 

Savings or investment deposits take the form of PLS mudarabah contracts, which are 

described in Section 4.2 above. In this form of a PLS mudarabah contract, the depositor acts as 

the rabb-ul-mal, or capital provider, who deposits money into the bank. The bank acts as the 

mudarib, or manager, who invests the capital in its business, i.e. by making investments on 

the asset side of the balance sheet. The depositor has entrusted his or her money with the 

bank, expecting that it will make the best investment decisions to yield a positive return.xxxviii 

Any return to the depositor is not fixed ex-ante, as are interest payments in a conventional 
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banking account. Rather, they are fixed ex-post and depend on the actual return of the bank’s 

investments. All PLS mudarabah depositors’ money will be distributed across investments 

according to depositors’ risk profiles, and returns will correspond to the level of riskiness of 

investments.xxxix In other words, risk-averse depositors can request only to invest their savings 

deposits in less risky investments, while risk-prone depositors can request only to invest in 

more risky investments. 

Hasna deposits are used for the purpose of gratuitous lending, or qard-e-hasna, 

described above in Section 4.4. The depositor cannot charge anything for the money he or she 

has deposited. The bank will facilitate the distribution of the money to various qard-e-hasna 

loans.xl 

4.6 CONCLUSION 

Islamic banking forms the cornerstone of the Islamic finance industry. Various 

financial instruments are used in Islamic banking, which can be divided into four main 

groups: partnerships, trade and sale financing, leasing, and gratuitous loans. All of these 

instruments are used, together with current, investment, and hasna deposits, to facilitate the 

operations of a bank. A bank’s operations can be understood more clearly when considering 

these instruments in the context of a bank’s balance sheet. 
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CHAPTER 5: ISLAMIC FINANCE AS A 

VEHICLE FOR ECONOMIC DEVELOPMENT 

5.1 INTRODUCTION 

Though some Muslim countries have successful economies as a result of being rich in 

natural resources, most Muslim countries are currently considered developing or emerging 

and have not been in a state of prosperity since before World War II.i Several weaknesses in 

many Muslim countries inhibit economic growth, which in turn exacerbates these 

weaknesses, causing a vicious cycle. These weaknesses include corrupt and/or dictatorial 

political leadership, terrorism and violence, and poor education systems. 

All of these weaknesses can be overcome by improvements in the economies of these 

nations. Though some misinformed critics have stated that Islamic law cannot promote 

economic development, the opposite, in fact, is true. Many rulers in Muslim countries today 

have not been successful in instilling policies in line with Islamic ideology, though leaders 

often claim to be doing so. Economic policies of these states generally do not reflect the 

Islamic tenants of social and economic justice. 

In order to promote economic development, a country must first promote financial 

development. Financial development improves the efficiency of capital allocation, which 

allows for higher long-term growth.ii The emergence of the Islamic finance industry could 

offer a system of tools to promote social and economic justice and stimulate economic 

development. The development characteristics of Islamic finance theory are described below. 

This is followed by a discussion of the specific Islamic finance instruments that can be used to 

promote economic development. 
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5.2 DEVELOPMENT CHARACTERISTICS IN ISLAMIC FINANCE THEORY 

 Islamic finance theory promotes economic development in three main ways: its direct 

link to the real economy and physical transactions, its prohibitions against harmful products 

and activities, and its promotion of economic and social justice. 

 Islamic finance requires that all transactions have a direct link to the real economy 

and physical transactions. Transactions must involve the construction, establishment, and 

expansion of productive projects and the exchange and trade of real goods and services. As 

such, Islamic finance cannot support such conventional finance activities as debt 

rescheduling, debt swap, speculation, and other purely monetary or financial activities that do 

not add to the real economy.iii 

 Islamic finance integrates Islamic moral and ethical principles and, as such, prohibits 

financing harmful products and activities. For example, Islamic banks prohibit financing to 

such industries as alcoholic beverages, tobacco, casinos, and pornography. Islamic banks do 

not participate in financing activities that are harmful to society and that would consequently 

hinder development. By following this principle, Islamic banks improve the productivity in 

the economy and reduce the social and economic costs of such harmful products and 

services.iv 

Islamic finance promotes economic and social justice among members of society. The 

prohibition of riba eliminates the injustice of conventional finance transactions caused by the 

lender receiving a positive return guarantee without bearing any of the risk with the borrower. 

Through the elimination of this injustice, Islamic finance promotes more equitable return 

distributions and, therefore, a more just economic system.v 



Chapter 5: Islamic Finance as a Vehicle for Economic Development 
 

 

39 | P a g e  
 

5.3 SPECIFIC ISLAMIC FINANCIAL METHODS FOR ECONOMIC DEVELOPMENT 

 Islamic finance offers several specific instruments that apply the theories stated above 

and that can be used for economic development. Despite the availability of these instruments, 

many of them have not been implemented on a wide scale, as Islamic banks have 

concentrated their investments only on short-term, low-risk commercial transactions rather 

than industrial and agricultural investments. For example, in a recent study of investment in 

Sudan, which is primarily an agricultural country, only 4 percent of all investments by Islamic 

banks were for agricultural investments while 90 percent went to import-export operations.vi 

In order to truly improve the livelihood of millions of people and improve the economies of 

the countries in which they operate, Islamic banks need to focus their investments 

domestically and in industries that are important for economic development. They need to 

adopt the widespread use of the following instruments when making these investments: profit 

and loss sharing techniques, bay’ al-salam, sukuk, and qard-e-hasna. 

Profit and Loss Sharing Techniques 

 Islamic banks should dramatically increase their participation in profit and loss 

sharing techniques such as PLS musharakah and PLS mudarabah. Currently, as stated in 

Chapter 4, only about 5 percent of Islamic banks’ investments are in the form of PLS 

mudarabah while 80 percent are in the form of CPP murabahahvii, even though Islamic 

financial principles are founded on the idea of a more equitable sharing of risk and reward. 

This has happened because Islamic banks have tended to become risk-averse, preferring to 

finance trade transactions and other short-term investments rather than long-term and 

entrepreneurial projects.viii Until Islamic banks change their lending practices to reflect a 

heavier emphasis on profit and loss sharing instruments and long-term investments, small 

entrepreneurs and rural businesses will continue to find it extremely difficult to prosper. 
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Without development opportunities available to these groups, which comprise a significant 

percentage of populations in Muslim countries, these countries will not realize the full 

potential of economic growth. 

Bay’ al-Salam 

Recall from Chapter 4 that bay’ al-salam is a special type of forward sale in which the 

producer sells his or her product to a customer before the production of that product, at 

which point the customer pays the producer the entire purchase price. The customer uses the 

proceeds from the sale to invest in raw materials needed to produce the product. This type of 

transaction was used at the time of the Prophet Mohammed for farmers who could not afford 

to buy seed and other raw materials to produce a harvest. 

This form of finance should be used once again in its original context to promote 

economic development. Many Muslim countries still rely on agriculture as a main industry. 

For example, Indonesia, with 86 percent of its population being Muslim and with the largest 

Muslim population in the world at 180 million Muslims,ix has 41 million workers in the 

agricultural sector, which dominates the national employment scene. Eighty percent of those 

workers are attached to the informal economy. Poverty is extensive among these workers, as 

58 percent of nationwide poverty can be attributed to workers in the agricultural sector.x 

Bangladesh, a country with a 90 percent Muslim population, has 60 percent of its workers in 

the agricultural sector. Poverty is widespread among agricultural workers, especially those in 

rural areas.xi 

Though many non-agricultural programs can be implemented to encourage economic 

growth for these people, many agricultural workers live in rural areas where the alternatives to 

agriculture are low. Therefore, among agricultural workers, especially those in rural 

populations, bay’ al-salam is a method that should be used to stimulate economic growth. 
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Bay’ al-salam is advantageous to agricultural workers because it provides them with necessary 

capital needed to invest in their goods and guarantees a buyer and a price for their goods at 

harvest. The customer benefits from this arrangement by being able to hedge against possible 

future price increases due to changing market prices or speculation. 

By acquiring the necessary capital before the growing season, farmers would be able to 

produce larger quantities and/or higher quality goods since they would be able to afford, for 

example, higher quality seed, pesticides to prevent destruction of their crops, or extra 

equipment. The larger quantities and/or higher quality goods would increase the quantity 

and/or price customers would be willing to pay for the farmers’ produce. This in turn would 

increase farmers’ profits, causing farmers to have increased purchasing power. They would 

then be able to afford more goods and services, promoting development of the sectors from 

which they purchase. The cycle would continue, promoting more and more economic 

development. 

Sukuk 

Sukuk, or Islamic bonds, are certificates that represent ownership of a portion of an 

asset for a defined period of time. The holders of sukuk are responsible for any risk and reap 

any reward generated by the underlying asset. During the course of the life of the sukuk, 

periodic cash flows that are generated by the asset are passed onto sukuk holders. These 

periodic payments are similar to coupon payments for a conventional bond. However, coupon 

payments accrue on a conventional bond irrespective of the outcome of the actual project or 

asset financed by the bond. With sukuk, on the other hand, payments only accrue in the event 

of income and positive cash flow from the project or asset.xii The bondholders also share in the 

risk of unexpectedly low profits or even losses, though many municipalities will guarantee the 

return of the face value of the bonds at the conclusion of the contract life.xiii 
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Imagine the City of Casablanca wants to build a toll road. It raises the necessary 

capital by issuing a sukuk. After building the toll road and collecting revenues from tolls, a 

portion of the profits will be distributed to the sukuk-holders. 

The popularity of sukuk has grown in recent years and has funded many development 

projects. In 2007, according to Moody’s Investor Service, the Gulf Cooperation Council (GCC) 

raised $23.7 billion in corporate debt. Almost half of that amount came from sukuk. About 54 

percent of the total bond issuances went toward infrastructure projects,xiv which can stimulate 

economic development. 

The recent economic boom of the GCC region, with its resource-rich nations, has 

created the market for investment in infrastructure and economic development projects by 

these nations with the help of sukuk. Other Muslim countries that have less developed 

economies, however, have been slower to promote these instruments, though these countries’ 

interest has grown in recent years.xv The ability to raise capital in these nations through 

Shariah-compliant bonds is greater than it was before the development of sukuk, when many 

Muslims would have been wary to invest in conventional, interest-bearing bonds. 

Governments of non-GCC Muslim nations should increase their use of sukuk in order 

to develop infrastructure projects that will jumpstart their economies. With the help of 

improved infrastructures, entrepreneurs are better able to start and develop their own 

businesses, which in turn will create economic development. 

Qard-e-Hasna 

 As described in Chapter 4, qard-e-hasna is a charitable loan lent to someone who is in 

need of funds and in which the lender does not expect any rate of return on the principal. 

Qard-e-hasna has been used in Iran and Jordan but not extensively elsewhere. In order to 
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promote economic development and justice among members of society, Islamic banks should 

increase their involvement in qard-e-hasna loans. 

Qard-e-hasna is used extensively in Iran to achieve the socioeconomic objectives of 

Iran’s constitution. Iran is an Islamic state that has adopted an entirely Islamic financial 

system. Banks in Iran are required to create qard-e-hasna funds and earmark a portion of their 

resources for contribution to those funds. Additionally, individuals can contribute to the qard-

e-hasna funds. Government and nonprofit organizations have also established funds to act as 

facilitators of qard-e-hasna loans. The funds provide loans to individuals for a number of 

purposes including marriage, home repairs, residential rents and mortgages, hospital and 

other medical expenses, education, agricultural activities, and pilgrimage.xvi Loans are also 

often given to charity or nonprofit institutions for financing their activities.xvii The loans 

provide opportunities for needy individuals and organizations to improve their economic 

wellbeing. 

 The Jordan Islamic Bank has also established a qard-e-hasna fund to distribute to 

needy individuals. From 2001 to 2003, the fund provided $22 million to more than 40,000 

beneficiaries.xviii 

 Though qard-e-hasna is used successfully in Iran and Jordan, the use of this 

instrument to help the needy is not used extensively in other Muslim countries. As stated in 

Chapter 2, one of the underlying principles of the Islamic economic system is economic and 

social justice for all members of society. For this to happen, every member of society must be 

given the same opportunities to be productive and advance his or her position.xix Qard-e-

hasna should be more widely offered in Muslim countries in order to promote economic 

justice in society. These loans can promote economic development and justice by providing 

opportunities to the needy to raise themselves out of their poor economic conditions. 



Chapter 5: Islamic Finance as a Vehicle for Economic Development 
 

 

44 | P a g e  
 

5.4 CONCLUSION 

 Muslims countries are in need of ways to develop their economies and to help bring 

their citizens out of poverty. Islamic finance theory promotes economic development through 

its direct link to the real economy and physical transactions, its prohibitions against harmful 

products and activities, and its promotion of economic and social justice. Islamic finance 

theory can be applied through the increased use of four financial instruments to promote 

economic development: profit and loss sharing techniques, bay’ al-salam, sukuk, and qard-e-

hasna. 
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CHAPTER 6: CONCLUSION 

 The modern Islamic finance industry was founded just over 30 years ago and has 

grown at a rapid pace to become a $600 billion industry. Islamic finance is based on 

adherence to Shariah, or Islamic law, by prohibiting paying or charging interest and 

promoting an equitable sharing of risk and reward. The theological background for Islamic 

finance is the prohibition of riba, or paying or charging usury or interest, in Islam. Using this 

theological background as a foundation, the Islamic finance industry has grown tremendously 

across the world including in Pakistan, Bahrain, and Malaysia. Countries in which Islamic 

banking exists have applied many of the Islamic financial instruments that are in use today, 

including profit and loss sharing techniques, trade and sale financing, leasing, and gratuitous 

loans. A select number of these Islamic financial instruments can and should be applied in 

undeveloped and developing nations to stimulate economic growth.
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GLOSSARY 

Amanah 
Placing something valuable in trust with someone for custody or 
safekeeping; a deposit to someone for safekeeping that does not grant 
permission to use the deposit 

Bay’ Sale of a property or commodity for a price 

Bay’ al-Muajjil Sale on credit or deferred payment 

Bay’ al-Salam Sale by immediate payment against future delivery 

CPP Murabahah 

A cost-plus-profit sale where a financier purchases a product for an 
entrepreneur who does not have capital to do so. The financier and the 
entrepreneur agree on a profit margin or markup which is added to the 
cost of the product. The payment is deferred for a period of time. 

Hadith Sayings and deeds of the Prophet Mohammed 

Hasna Deposit 
Deposit with a bank that is meant to be loaned to needy people as charity 
through qard-e-hasna loans 

Ijarah An operating lease 

Ijarah wa Qtina A finance or capital lease 

Istisna 
A sale in which the customer requests the seller to manufacture a specific 
product for purchase before the product is manufactured 

Mudarib 
The manager in a PLS mudarabah contract who receives capital from the 
rabb-ul-mal 

Musawamah A price determination method through bargaining 

Qard-e-Hasna 
A gratuitous loan that is lent out in charity to those who need it without 
any rate of return requirement 

PLS Mudarabah 

Partnership agreement in which the rabb-ul-mal provides capital to the 
mudarib who then invests the money. The profits are split between the 
rabb-ul-mal and the mudarib at an agreed-upon ratio while the losses are 
borne completely by the rabb-ul-mal. 
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PLS 
Musharakah 

Partnership agreement in which both parties contribute capital to a 
business enterprise. Any loss that is incurred by the business shall be 
incurred by each of the partners in an equal proportion to the amount of 
capital contributed. Any profits shall be divided based on a pre-
determined ratio. 

Rabb-ul-mal 
The capital provider in a PLS mudarabah contract who gives the capital 
to the mudarib to manage and invest 

Riba 
The premium (interest) that must be paid by the borrower to the lender 
along with the principal amount as a condition for a loan or for an 
extension 

Riba al-Nasiah Fixing in advance a required return on a loan as reward for waiting 

Riba al-Fadl 
Trading of commodities that are the same genus but of different 
qualities, rather than for cash 

Shariah Islamic law 

Sukuk An Islamic bond 

Wadia 
A deposit to someone for safekeeping that grants permission to use the 
deposit without the intention of receiving any return from it 
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