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ISLAMIC BANKING 
Introduction

Islamic banking and finance is a relatively new phenomenon. It did not exist before the Second World War. Islamic banking and finance is a child of the Islamic reform movement  of which the leaders were maulana Maududi (1903-1979) in British India and later Pakistan, Sayyid Qutb (1906-1966) in Egypt and Muhammad Baqir al-Sadr (1931-1980) in Iraq. They were out to organise society along orthodox, fundamentalist lines. Islamic banking and finance was born out of the dreams of these gentlemen, in particular Maududi. I will first explain the principles that govern Islamic banking and finance and next describe the main Islamic financial products. I will round off with a brief assessment.
The roots of Islamic banking and finance

Though the first Islamic bank is generally identified in the literature as the Egyptian Mit Ghamr savings bank, founded in 1963, this was not an explicitly Islamic bank. It rejected interest payments, but that in itself does not make a bank Islamic (Soliman 2004 pp. 267-9). Islamic banking as it exists today started in the 1970s in the Gulf region, when huge amounts of money became available to the oil-exporting states. The theoretical groundwork, however, had been laid in British India, after Partition in 1947 in Pakistan, by several men among whom maulana Sayyid Abu’l-A’la Maududi stands out.


In the 1930s Maududi had been an editor of Islamic intellectual journals. He noticed that non-Muslim intellectuals considered Islam benighted and set out to show that Islam is relevant to modern society and that society can indeed function according to Islamic principles. After the 1947 Partition he founded the Jamaat-e-Islami party in Pakistan that strove, and still strives, for a thorough Islamisation of Pakistani society.
 This would imply a very ascetic lifestyle, without any form of music or dance and no pictures on the wall (Maududi 1999 p. 31). 
Maududi and his fellow pioneers had no examples that they could follow when they developed their ideas on what an Islamic society, and in particular an Islamic economy, should look like. In practice it is only in banking and finance that those ideas really have materialised, and developments are still in full swing. Islamic banks and other financial institutions are devising new products all the time and the question then is whether these meet Islamic standards. 

Who decides whether they do? Unlike the Roman Catholic Church and Orthodox Churches, there is no clerical hierarchy or other ultimate authority in Islam, at least not in Sunni Islam, and Islamic financial institutions each have their individual sharia council or sharia board deciding whether particular financial products pass muster – or, if they are small outfits, they may outsource these decisions to specialised sharia advisory councils. These are manned by sharia scholars who are also financial experts. These councils are fully autonomous, and if one gives its seal of approval to a specific product, another one may give it the thumbs down. Precedent or leading case is unknown in Islamic jurisprudence. Obviously, this creates uncertainty in the industry and it is widely felt that harmonisation would be a good thing. In fact, there is harmonisation up to a degree, because, first, the few top scholars meet each other in dozens of sharia councils, and second, organisations have been formed with the explicit aim of bringing about harmonisation by setting standards, such as the AAOIFI, the Accounting and Auditing Organization for Islamic Financial Institutions. Resolutions of the Islamic Fiqh Academy of the Organization of the Islamic Conference, in which 46 Islamic countries participate, may also further harmonisation.
The basic ideas of Islamic banking and finance
Of course, sharia councils do not operate in a void. There are a number of basic ideas which underlie Islamic banking and finance and which should be taken into account with each decision. These basic ideas are found in the shariah, the complex of divine interdictions, commandments and exhortations that ideally rule a pious Muslim’s life. The Sharia, as found in the Quran and the Hadith, the Tradition, says that a number of goods and transactions are haram, forbidden, in  particular: 
(i) transactions that involve riba,

(ii) transactions that involve gharar  and maysir,

(iii) transactions that involve goods and services that are forbidden for Muslims.
I will now explain each of these three points.
The ban on riba 
In the Quran we find four verses that forbid riba (see the Appendix). Riba literally means: increase, addition, or surplus. The term is used for an addition to the principal that has been fixed beforehand. Two forms of riba should be distinguished:
- riba al-nasia = riba by way of deferment, it includes interest in the conventional sense of a predetermined payment for a loan.

- riba al-fadl = riba by way of excess, it refers to a kind of inequality in a direct exchange of goods.
It is a moot point whether riba al-nasia includes our present-day forms of interest. The majority of sharia scholars think it does, but the first Caliph (the successor to the prophet Muhammad as spiritual and worldly leader of the Muslims), Abu Bakr, already complained that Muhammad had died before he had explained the meaning of the ban on riba (Meherally 2007). Anyway, the proponents of Islamic finance are adamant that riba includes present-day forms of interest.
Riba al-fadl is not mentioned in the Quran, but there are ahadith, individual traditions, that have Muhammad say that “Gold is to be paid for by gold, silver by silver, wheat by wheat, barley by barley, dates by dates, and salt by salt, like for like and equal for equal”. This means, for instance, that one is not allowed to exchange two low-quality dates for one high-quality date, even if it is permitted to sell the low-quality dates and use the proceeds for buying a high-quality date. 

Now the question arises: is this an exhaustive list or merely an enumerative one? The various law schools in Islam differ on this point, but the majority accept a reasoning based on qiyas, analogy and extend the ban on riba al-fadl to money and claims on money. A claim on money, or an IOU, can thus only be exchanged for money at par, and smart people who would like to circumvent the ban on interest payments by trading zero-coupon bonds at a discount see their attempts fail.
Instead of demanding interest payments, providers of funds should ideally share the risks of the entrepreneur and receive part of the profits, or suffer part of the loss. Those Muslims that see present-day forms of interest as a form of riba agree with Aristotle that money is no more than a means of exchange which does not produce anything by itself (Aristotle 1992 pp. 85-7). Lending money and receiving a reward for lending goes, in Aristotle’s view, against nature. The Greek term for interest, tokos, also means offspring. But unlike nature, money has no offspring, it does not produce anything, it is barren, in the view of Aristotle that is shared by most Muslim religious scholars. Money does not beget money.
The ban on gharar and maysir 
The ban on interest is often seen as the hallmark of Islamic banking and finance, but the ban on gharar and maysir has consequences that are no less far-reaching. 

Maysir is gambling or speculation, which are explicitly forbidden in the Quran (Sura 2:219, 5:90, 91).
Gharar is avoidable uncertainty or excessive risk-taking. What does the ban on gharar imply? We have avoidable uncertainty if a sales agreement does not exactly stipulate what the seller should deliver and what the buyer should pay, or if the seller does not yet own the good he sells. Parties to a sales agreement thus must

- make sure that both the subject and prices of the sale exist, and that parties are able to deliver;

- specify the characteristics and the amounts of the countervalues;

- define the quantity, quality and date of future delivery, if any.

The prohibition of gharar is found in ahadith forbidding the sale of such things as “the birds in the sky or the fish in the water”. One may not buy tomorrow’s catch of a diver, even if one may hire a diver for a certain number of hours tomorrow. Nor may one sell goods ‘at the going price’. All this puts serious obstacles in the way of trading in derivatives. Forwards and futures for instance imply future delivery of goods not yet in the hands of the seller. This is not allowed. There are a few exceptions. Bai salam in particular is allowed. This is buyer’s credit, especially meant for farmers, who might otherwise be unable to make ends meet between sowing and harvest time. Farmers thus may sell their future harvest against immediate payment. Some Islamic jurists opine that bai salam is not only permitted for the agraricultural sector, but for all fungible goods, that is goods that are interchangeable and where it does not matter which individual unit is delivered.
Another far-reaching consequence is that conventional insurance is excluded. Conventional insurance implies paying premiums, but it is uncertain what one will receive in return, or even whether one will receive anything in return. Moreover, conventional insurance is tainted by interest. The conventional retort is that buyers of an insurance policy hedge their risks, or buy certainty, but Muslim jurists do not consider certainty a good or service that can be bought and sold. As an alternative, Muslims could contribute to a fund for mutual assistance, for the benefit of brothers and sisters that meet with adversities. 
Forbidden goods and services
Muslims must steer clear of pork and alcoholic drinks, and so should Islamic banks and investment funds. It goes without saying that adult entertainment is haram, but entertainment in general, in particular music, but also movies, and further tobacco, the hotel industry and the weapons industry should be shunned as well. Industries such as the telecommunications, technology and health industries or temp agencies pose no problems, provided there are no large amounts of interest-bearing assets or liabilities on their balance sheets.

The rules are quite strict. As far as hotels are concerned, they are excluded because they serve alcoholic drinks and meals are rarely halal; perhaps the fact that women may spend the night there unaccompanied by male relatives plays a role as well. As regards music, remember maulana Maududi. The four law schools in Sunni Islam all are all inclined to find music incompatible with a pious life (Slomp 2007 p. 47-51). One prominent member of sharia councils is Muhammad Taqi Usmani, who sits on the sharia councils of, among others, HSBC Amanah and Dow Jones Islamic Index and chairs the sharia council of the standard-setting AAOIFI. Indeed, the list of forbidden sectors just given is the Dow Jones one. Usmani is a retired judge of the Federal Shariat Court and the Shariat Appelate Bench of the High Court of Pakistan. He belongs to the Deobandi school that is also home to the Taliban and is said to maintain close ties to Maududi’s Jamaat-e-Islami party (Norfolk 2007, El-Gamal 2003 p. 6). But many leading sharia council members are probably tarred with the same brush. Individual firms’ shariah councils are not bound by this list. One manager of a British islamic bank told me he would feel no compunction financing, say, a concert hall dedicated to classical music, and he did not expect his shariah council to object.
Islamic finance can thus be seen as a kind of ethical finance, but it should be kept in mind that quite a number of industries are unable to access Islamic banks. And that is not all: if a firm in an industry that is in itself halal, such as a bottle factory, is found to supply its goods or services to firms that engage in activities forbidden by sharia law, such as a beer factory, it should be denied access to the bank’s services as well.
Islamic financial products
What financial products have been developed for making money available without charging interest? There are some products that meet the objective of making the financier share the entrepreneurial risks, and some that do not. The first two do:

- Mudârabah = sleeping partnership with profit sharing 

The bank, or any other money provider, provides the entire capital needed for financing a project. The other party, the mudarib or agent, manages the venture and brings their labour and expertise in. The capital provider is similar to a sleeping partner. Parties agree beforehand on the proportion in which they share any profits. Losses are borne exclusively by the capital provider. The mudarib cannot share in any loss, because the sharia stipulates that one cannot lose what one does not contribute.
- Mushârakah = profit-and-loss sharing partnership 

Musharaka  is partnership financing. It can be seen as a kind of equity participation contract. Both profits and losses are shared according to a predetermined formula, usually in the same proportion as the partners’ shares in the firm’s equity capital, though profits can be shared in any equitable proportion. Partners may decide to share profits not only taking account of capital contributions, but also considering the amounts of labour supplied. Losses must be shared in proportion to capital contributions.
Murâbaha =mark-up sale, usually including a credit sale, bai’muajjal 

The most popular Islamic financial instrument is murabaha, that is, a cost-plus or mark-up contract. A murabaha contract is a trade contract, stipulating that one party buys a good for its own account and sells it to the other party at the original price plus a mark-up. The mark-up can be seen as a payment for the services provided by the intermediary, but also as a guaranteed profit margin. Payment may take place immediately, but also at a later date or in instalments. In the case of deferred payments we have in fact a combination of murabaha and a credit sale, bai’muajjal.

Then we have
Ijara = lease,  Ijara wa iqtina’ = lease–purchase

This is similar to a conventional lease.
Next we have   
Bai‘salam = pre-paid purchase, that has already been discussed, 
and for charitable purposes we have
- Quard Hasan = benevolent loan = interest-free loan against a small fee

I should make special mention of one product that is often based on ijara, though it may also be based on musharaka or mudaraba: sukuk, or Islamic certificates. Large firms or governments may sell real estate to a so-called Special Purpose Vehicle, a legal entity set up specifically for the purpose, or lease it to the SPV, both against immediate payment of the full price or the lease price for the full lease period. The SPV finances itself by issuing sukuk. What do investors get in return? The SPV receives the periodical lease payments from the borrower and channels these to the investors. Usually these ijara sukuk pay LIBOR plus a spread. Investors thus have a stable stream of income, but it is not interest, formally.
The most popular forms of Islamic finance are murabaha and ijara. Why are the profit or profit-and-loss sharing arrangements, that is, mudaraba and musharaka, impopular, apart from savings deposits in islamic banks, which usually fall under a mudaraba arrangement? After all, they best embody the ideals of Islamic finance. 
One reason is the risk of moral hazard, that is the risk that the user of funds behaves in a way that is detrimental to the interests of the capital supplier. This is abundantly clear in the case of mudaraba, the sleeping partnership: any loss is exclusively borne by the financier, which may make an entrepreneur lazy and careless. In the case of musharaka, both losses and profits are shared between lender and borrower or capital user and capital supplier, so there is a stronger incentive to avoid losses, but why work 20 hours a day if even a small positive return on an investment leaves the entrepreneur/capital user a positive outcome? Under conventional finance, first the full amount of interest has to be paid to the financier before anything is left for the borrower. The financier thus receives his full 10 or 15%, whereas under Islamic finance the capital user may prefer the easy life and may be happy if he makes, say, an 8% return, of which perhaps one half goes to the bank and one half to himself. Or he may spend a lot on business trips, posh office furniture or premium-class cars, rather than share his hard-earned money with the financier. Under conventional finance he would have had to attain a 19% return if the bank asked 15% and he himself would like to get 4% for his efforts. But 4% for the capital user means, in this example, 15% for the bank under conventional finance and only 4% under Islamic finance. In the process, from the point of view of society as a whole, Islamic PLS finance thus leads to a less efficient use of capital. 

Another problem with profit sharing is that ‘profit’ does not have a clear-cut definition. Before PLS deals are made, parties have to agree on the definition of profits to be followed, and next the financier must make sure that the capital user does not cheat, because the capital user has an interest in showing low returns. PLS finance requires intensive monitoring by the financier, in order to see to it that the funds provided are used in an efficient way and that the capital user does not use one set of books for himself, one for the taxman and one for the financier. Moreover, it is often most unpleasant for the capital user if the financier is looking over his shoulder all the time. On the other hand, musharaka may be a quite useful vehicle for providing venture capital, where active intervention by the financier is part of the deal.
As financial assets can only be traded at the nominal value, finance has to be related to real activities if financiers want to make a profit. However, individuals and business firms often have a need for money to be prepared for unforeseen expenses, or for expenses that are not related to a purchase or the use of some specific good. Or, again, they may wish to buy goods or services where Islamic forms of finance are simply impractical, say the daily shopping at the supermarket, or a tankful of gas, or for going to the movies. How to get money for such purposes? By using the rules in a creative way.

In Malaysia the banks offer a variant of murabaha, bai inah (also written as bai-al-einah) that only formally links finance to a real transaction. The bank sells a physical asset to the client against deferred payment and buys it back against immediate payment. This doesn’t pass muster in the Gulf region, but legal scholars there accept another form, tawarruq, literally: monetisation. In a tawarruq construction someone buys a good against deferred payment, often from a bank in the guise of a murabaha transaction, and resells it to a third party against immediate payment. The bank may charge itself with selling the good on behalf of its client. For large transactions, platinum and aluminium, traded on the London Metal Exchange, and in Malaysia also palm oil, are used. 

Assessment: the pros and cons of Islamic finance 
Is Islamic banking and finance useful from a non-Muslim point of view? There are a few positive points to its credit:

- Banks following Islamic financial principles should run no interest risk. Depositors would have a mudaraba contract with the bank, share in the profits and bear any losses. But this is pure theory. Depositors would leave in droves if they saw the capital sum of their deposits impaired. They expect a return on their savings deposits roughly similar to what the conventional competition offers. Moreover, assets often have interest-related yields, think of sukuk. 
- Islamic banks are not buffeted by the storms of global financial crises, as they are not dependent on large-scale borrowings on the wholesale market and do not invest in all those opaque derivatives. This is true, but Islamic banks are not fully protected against cyclical shocks, nor do the proponents of Islamic finance pretend they do. After all, the ideal of Islamic finance is that the financier shares the fortunes and the misfortunes of the capital user. A nosedive in the real estate sector will hurt islamic banks as much as conventional mortgage loan providers, only they cannot add to their woes by investing in opaque derivatives. 

It may be remarked that the required link with real transactions does not mean that creditors’ rights are always secured by a claim on the underlying asset, as some sukuk holders found out the hard way when a number of sukuk issuers defaulted on their sukuk debt in 2009. It turned out that they did have no claim on the underlying assets. The sukuk were asset-based but not asset-backed. Another problem is that bankruptcy laws usually leave a lot to be desired in the Arabic world.
That brings us to the negative points:

- Islamic finance tends to be somewhat more expensive, because it often involves more transactions than conventional finance (think of murabaha).

- it offers a less full range of services, small-and-medium-sized enterprises in particular tend to be left out in the cold. They often have a need for a credit facility, to be able to be in the red every now and then. Furthermore, islamic banks hardly offer any futures or forwards, that is, few hedging facilities.
- Whole industries are shunned by islamic banks, because they are not considered halal.
To round off, it may be noted that Muslims themselves are deeply divided over the merits of Islamic banking and finance. Bankers have been extremely inventive in developing non-PLS products that mimic conventional ones while avoiding interest, at least formally. But it is exactly this phenomenon that makes the existing Islamic financial industry suspect to some, disappointing to others. It should, therefore, not be assumed that the potential market for Islamic finance is identical with the Muslim population.
Appendix: The ban on riba in the Quran
Sura 2, Al-Baqara (The Cow)

275. Those that live on usury shall rise up before Allah like men whom

Satan has demented by his touch; for they claim that usury is like trading.

But Allah has permitted trading and forbidden usury. He that receives

an admonition from his Lord and mends his way may keep what he has

already earned; his fate is in the hands of Allah. But he that pays no heed

shall be consigned to Hell-fi re and shall remain in it for ever.

276. Allah has laid His curse on usury and blessed almsgiving with increase.

He bears no love for the impious and the sinful.

278. Believers, have fear of Allah and waive what is still due to you from

usury, if your faith be true.

Sura 3, Al-Imran (The Imrams; from Amram, the father of Moses and Aaron)

130. Believers, do not live on usury, doubling your wealth many times over.

Have fear of Allah and you shall prosper.

Sura 4, Al-Nisa (Women)

160. Because of their iniquity, We forbade the Jews good things which were

formerly allowed them; because time after time they have debarred others

from the path of Allah;

161. because they practise usury – although they were forbidden it – and

cheat others of their possessions. We have prepared for those of them that

disbelieve a stern chastisement.

Sura 30, Al-Rum (The Greeks, that is, the Byzantines)

39. That which you seek to increase by usury shall not be blessed by Allah;

but the alms you give for His sake shall be repaid to you many times

over.

From: The Koran (1959), translated by N.J. Dawood, Harmondsworth, Middlesex:

Penguin.

Note that riba here has been translated as usury.
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� Maulana is a honorific term for a religious scholar.


� Jamaat-e-Islami applauded the recent assassination of a provincial governer who spoke out against the draconian anti-blasphemy laws in Pakistan.





