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Course Objective
< To recognize the flavor of Islaamic Finance
< To recognize coherent and consistent system
< To learn logic of Islaamic Finance
< To acquire overall picture
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Part 1: Principle and Rules of Exchange
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Chapter 1: Introduction to Islaamic Finance

A. Overview
a. Concept and Philosophy
b. Principles of Islaamic Finance
c. Different Modes
d. Different Contracts

B. Objective

To recognize the flavor of Islaamic Finance
To recognize coherent and consistent system
To learn logic of Islaamic Finance

To acquire overall picture

e o

C. Two Domains of Economy
a. Transactions aimed at making Profit - For Profit Activity
b. Transactions aimed at Charity, philanthropy - Non Profit Activity

D. Why Islaamic Economy?

a. Economy should be balanced by having both kind of activities

b. Having one side alone will make the system fail. Example: Communism on Non
Profit activity and Capitalism on For Profit activity

c. Islaamic Economy provides line of tradeoff between two activities and balances
the system

d. These two domains are like two wings of the bird

e. Islaamic Economy is not a mix of Capitalism and Communism rather it is a
different system based on brotherhood

f. Brotherhood replaces individualism and Communism, so it harbours sympathy
and cooperation

g. Differences among the brotherhood allowed trade. Eg.: One brother is an
Engineer and another is a Doctor. Trade requires Specialization

E. For Profit Domain
a. Depends on Self Interest
b. Most of the regulations are prohibition eg. Riba, Gharar

F. Non Profit Domain
a. Depends on Altruism, Fairness, Enjoying of giving
b. Most of the regulations are Obligation eg.: Zakah, nafaqat, Inheritance
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G. Why do we need two domains?
a. To live happily

b. To sustain happiness, we move from For profit to non-profit
c. Study shows happiness declines once we obtain income enough for us

H. Zakah
a. Donation/help/assistance from Rich to the poor or able to unabled
b. With extreme wealth concentration, market would fail
c. We should treat poverty properly to keep the market healthy
d. Hoarding is damaging to the economy. For ex, if everyone hoards then economy
would collapse
e. Zakah would work against hoarding

—_— e
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Chapter 2: Pillars of Prohibited dealings in For
Profit Domain

A. Principles of Islamic Finance
a. All general social transactions are acceptable from Sharee'ah perspective until there is
some explicit prohibition
b. If Scholars are split in an issue whether particular transaction is prohibited or not, then
burden of proof is on one who claims it is prohibited
c. Setof acceptable transactions are unbounded
d. Set of prohibited transactions are restricted and limited

Acceptable \

B. Origins of Prohibited dealings
a. Injustice: Riba
b. Gharar: Ignorance

C. Whatis Riba?
a. Any stipulated addition above and over the loan
b. This additional something is called Riba
c. Example:
i.  If someone borrows $100 and $110 will be paid if he fails to pay on maturity
ii.  Everyyearitis increase of $10
d. Itincludes Simple Interest like bank loans and Compound Interest (Riba on Riba)
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D. Riba and Religions
a. Concept of Riba prohibited by all religions like Hinduism, Judaism, Christianity,
Confucianism
b. Itindicates principles of Islamic finance are universal and shared by followers of
religions
c¢. Whatis special about Sharee'ah is its detailed and specific step on where would riba
exist and how to avoid it

E. What is wrong with Riba?
a. Debt will grow faster than wealth
b. Building up of wealth is much more demanding than building up of debt
c. Building up of wealth requires something like Energy, hard work, creativity and so on

d. Example 1
i. $1 borrowed at 5% of interest in year 1 A.D

ii. Atyear 1000, 1500, 2000 interest becomes unreadable number
iii. It becomes impossible to pay

S1 Borrowed at 5% in 1 AD

1000 [1546,318,920,731,850,000,000 |

2000

e. Example 2
i. If 1 penceis borrowed at 4% in 1 A.D, then debt equals to weigh of the globe of
Gold in the year 1750 and In 1990, it equals to 22,286 globes
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1 pence borrowed at
4.2%in 1 AD

In 1750 debt equals weight of the
globe of gold

In 1990 it equals 22,286 globes!

f. Itillustrates Compound interest is against laws of Physics to bare minimum
Naturally, only thing that grows exponentially is disease and disorder which are sources
of instability. Same goes with Riba. Riba is Cancer/disease in Economic system

h. Itis not just theory - Practical Example
i. Graph of Debtin US (in billion dollars)

Debt and Money in the US, 5b

20,000

15,000

10,000

1875 15E0 1985 1950 1945 2000 005 00T

En2 BEGDP Epomestic debt o

F. Summary
a. Two pillars of prohibited dealings are Riba and gharar
b. Ribais prohibited by all faiths
c. Main problem with Riba is debt grows faster than wealth in multiples and multiples
d. Dangerous aspect of Riba is it will collapse the whole Economic System

b
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Chapter 3: Debt Pyramids

A. Inverted Debt Pyramid
a. Itis a pyramid where we have base of wealth upon which huge amount of Debt is

standing
b. So, Riba is an upside down system

Inverted Debt Pyramid

-

c. Inverted Debt Pyramid of US

Derivatives
$£165 tnllions
12 times GDP
Growth 1998-2007: 400%

(GDP growth: 56%)

Total Debt
$48 tnllions
Inverted 3 times GDP
. Growth: 112%
Pyramid of Money M1
$1.4 trillion
the US’ 0.1 of GDP
2007 Growth: 25% |

d. Africans are paying for their debt services twice as they spend on their Health care

B. Financial Instability

a. Why do we need Finance?
i. Finance is means towards real economic needs

ii. We borrow to do some real transaction
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b. When debt grows beyond wealth, financial system collapse
c. Root of the problem is Debt is not interlinked with real Economy. So, Inverted
pyramid is not sustainable

C. Financial vs. Real Sector
a. Financial sector should serve the real sector like trade, Manufacturing, Production
and so on
i.  Once debt is delinked/decoupled from real transaction, we end up with

financial sector growing up on its own. That's how Debt growing faster than
wealth

b. Finance sector should actually support Real sector. However, opposite is
happening in present Economic System
c.  Hence, Economic System based on Interest is unstable

U5l nglST5 £ T4 385 15501 (a5

oy lelde

“And their taking of Riba (usury) though they were forbidden from taking it and their devouring

of men's substance wrongfully (bribery, etc.). and we have prepared for the disbelievers among
them a painful torment” (Qur’aan 4:161)
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D. Restrictions of Debt in Materialistic Economic System
a.  All agree debt must be under control
b.  In Economic Theory, there are budget constraints which means you can borrow
only with the capacity to pay
c.  Theory: Inter-temporal Budget Constraint:
i.  The present value of debt go to zero
ii.  Prevents Ponzi financing
d.  Reality: EU requirements:
i.  Deficit < 3% of GDP
ii.  Debt<60% of GDP
iii.  Deficit is debt for the current year
e.  Problem: Need to govern debt from the ground-up
i.  These restrictions are adhoc. Why 3% and why not 5%? Why we have to wait
until 60% and then say "Stop!" It will be too late and too difficult to start
ii. =~ We need a mechanism to keep debt in control from the beginning

E. How Islamic Finance does?
a. Islamic Finance integrates For Profit debt creation with Wealth Creation, so debt is
always under control
For-profit debt must be contractually embedded in real transactions
Islamic modes of finance: Deferred sale; salam; leasing;

In Islamic finance is it is only normal debt pyramid assuring stable economic
system

S

e
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Normal Debt Pyramid

F. Building Blocks:
a. Trade is the building block of real economic activities
b. Integrating credit with trade puts a cap on debt growth
c. Debtis under control from the ground up
d. For-profit debt is always coupled with wealth creation

G. Trade vs Loan
i.  Trade is the real transaction where each party able to gain something through
Exchange
ii.  Trade is building block of real sector
c¢.  Loanis building block of Financial sector

S.No | Trade Loan Remarks/Impact

1 Exchange Exchange In loan, it is exchange of items interms
different Items Identical Items | of quality. There will be difference in
Quantity if interest is introduced

2 Allows for No Eg. Umar is good in dress, then they

Specialization Specialization | specialize and produce more than
their need. Hasan is good in
electronics. Hasan and Umar exchange
their wealth. They exchange their
surpluses. Total output of economy
will be much much greater than
without specialization

3 Gains from Trade | No gains from
Trade
4 Multidimensional | Unidimensional | In Trade, Difference in quantity is

compensated by difference in quality.
In loan, if we add riba the difference
in quantity is not compensated by
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difference in quality |

The First “Cell”

Diebt; loan

_—

Wealth; trade

— +/
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Chapter 4: Time value

A. Fallacy of composition
a. Icando something as long as I do it alone or few in the society are doing it. If
everyone in the economy does it, composition will fail

b. Example
a. Story of water well
1. [Ifthere is water well in the city, city should be careful of how much
they are consuming as limited water will be available
b. Story of Tragedy of commons

c. Lending and Interest
a. Person X takes loan for production but lends it to person Y. Later Person Y
lends to person Z. If everyone does lending and relending, economy will
collapse as no one will produce
b. Ifindividual hoards the money, it is okay. If everyone hoards the money,
economy will collapse

C. How Islamic Finance circumvents?
a. Hoarding is treated through Zakah
b. Lending is controlled by prohibition of Riba

B. Time Value

Time has value as long as economy which is producing
Value of time is derived from real economy

Time value is allowed as long as it is part of real transaction
Separating time value from real value is illogical

o 0 oo

C. Ribaand Time value

a. IfIgive $100 now, after 1 year, value of $100 will be less than what is now, so you

compensate me by additional $5. This makes up for discounted future

b. If such is the case, then borrower after maturity can say, that $100 I took is less in
value than $100 in my pocket right now. So I will discount $5 and will pay only
$95
People discount the past more than the future
[t is impossible to satisfy both lender and borrower at time preference
In Riba concept, time preference is always served for borrowed.
Time preference on both the direction will cause damage. So fair solution is to
paying on par
g. Same refutation of Riba for money will work for things bought on credit as buyer

would still value what he bought one year back as the present value

o0
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D. Trade and Time Value

a.

b.
c.
d

S0

Trade allows both the party to win whereas in riba one party always wins

If everybody keeps on lending, then debt explosion will happen

[t illustrates loan cannot be used for wealth creation

That's why from Sharee'ah perspective, loan is non-profit instruction and not a
profit transaction

Finance “shall” be a means

By integrating finance with trade, finance becomes “subordinate” of trade
Islamic finance puts finance in its natural position

S
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Chapter 5: Riba

A. Riba
a. Any stipulated addition of a loan is Riba
b. Riba for loan will apply to any kind of materials like Money, Gold, Silver.

B. Types of Riba

Types of Riba

a. Simple

2l b2 N In terest

b. Three levels of Riba:
i. Riba of debt (compound interest - Riba al jahiliyyah)
ii. Riba ofloans (simple interest - Riba al quroodh)
iii. Riba of sale (riba al boyou’).
1. This includes riba al fadhl + riba al nasaa’.
2. Riba al Naseeah
a. Riba ofloans
b. To trade two items of the same group of the six items with one side
spot and the other deferred.
3. Ribaal fadhl: trading an item of the six items with itself but with different
quantities.

C. SaleRiba
a. Itapplies when two items are not identical
b. Applies to Specific type of commodities
i.  Gold and Silver
ii.  Stable food
c. Refer the Table
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Gold | Silver | Wheat | Baaley | Drates | Salt
Gold | &= 2] v v v v
Silver [3H] o= v v v W
Wheat v v = 3K] & 3H
Badey| v 3 o= 3k 21
Dates v v 2¥ 2 a = 0y
Salt v v & 3K & &=
Legend

i. = symbol denominates it should be equal
ii. Clock denominates it must be spot and immediate

Sample Interpretation
i. We cannot exchange 24 carat gold for 18 carat gold though it is immediate
ii. For exchanging silver, it should be spot alone and not equal
iii. If we want silver now for gold in the future, then the element of loan is present as
they are similar. Loan element would dominate Trade element.

Guiding Principles

i. Anything by itself should be equal and spot

ii. Anything by other item should be spot alone
iii. Anything from one group to other group has not specific restrictions
iv. Ifthe transaction is on spot, element of loan is removed and so the riba
v. Classification of items helps in where to draw the line

D. IMustration

a.

Suppose I have $100 bill in my pocket. Isay to Yusuf "Give me 100 coins each of 1 $." So
Yusuf says I am doing the service, so I will take $2 service charge and give you $98

i.  Onspot- Okay!

ii.  Quantity - not equal - not okay!
Other perspective: If [ say to Yusuf, I will give $100 currency after a week after receiving
the Salary. Give me $98 now as usual. Won't you call it as Riba?

E. Common property in all 6 items

a.

Physical property
i. Each of the item are homogeneous. If you take 1 gram of gold, one part will be
identicable with other parts. Fungible.

b. Economic property

i.  Necessary items for living
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c. Why these two properties lead to Sale Riba?
i. People would borrow and lend items of this kind as they are fungible.
ii. Less risk for borrower and lender
iii. People don’t borrow anything except what is important to them

F. Two qualities that makes an item potentially borrowable
a. Exchanging one item from one group (Gold and Silver) with other item from other
group (Wheat, Barley, Dates, Salt) doesn’t have specific restrictions applicable
b. Being Essential (duroori) and Fungible (Mithli) would make an item potential for
borrowing and lending
c. Ribaal Buva or Ribal al Fadhl is Sale Riba is in the gray area for us to fall into Riba.
As it is in border, Sharee'ah given a clear guidelines.

G. Ifthe duroori and Mithli are illaa for restriction of sale riba, Can we extend it to
commodities outside this?
a. Take for example things like Rice, Potato and so on
b. Most important commodity today is oil
c. Suppose we include oil in our table, within which group we should include the oil?
i.  Ifweinclude itin Gold and silver group, then Forward transaction might be
problem
ii. Ifweinclude it in Stable food group, it is not visible
iii.  Sono problem in including new group for oil. If we exchange oil for oil, then
spot and equal applies. For exchanging with other group, there is no specific
restrictions
d. More they are similar, stronger the restriction or lesser it is flexible
e. More they are different, lesser the restrictions or more it is flexible

H. Why more they are similar, more there is restriction?
a. Base is definition of trade
Objective of Sharee'ah is to create wealth so that people can live happily
More the two sides are similar, less the value is created
Similarity between to two sides will minimize gain from trade
Diversity, in general, is important for prosperity
Too much of one thing doesn’t satisfy the need
So, Riba is not good for Economy

@m 000 o

I. The Principle of Similarity

Similarity negates gain from trade

Variety allows mutual benefit

Diversity is essential for prosperity

Stronger similarity imposes stronger restrictions of exchange
Riba: imbalanced exchange of similar items

> a0 o
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High value Low value
Low restrictions High restrictions
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Chapter 6: Gharar

A. Definition:
a. Gharar is risk with delusion
b. Itisnotjust pure risk
c. Atsurface it good and appealing. At beneath, it is risky and dangerous (Thaahiruhum
Mahboob wa baatinuhum makroor)

B. Levels of Gharar
a. Degree of Risk
b. Form/Structure of Risk

C. Degree of Risk
a. Riskis probability of Loss
b. Gharar is probability of Loss >= Probability of gain
c. Gharar applies when we have two possibilities. Most likely of the two possibility is most
hated.
d. Some Scholars said that Gharar applies when two possibilities of existence and non-
existence is equally possible

e. How to measure the probabilities?
i. Itdepends on decision/Judgment of people

f.  Example:

i. If we have Project 1 where likelihood is 70% possibility is loss and 30% of gain, then
there is Gharar. In 30% chance of gain, several multiple of capital comes, then it
involves delusion

ii. Lottery

1. 1/10M can win the Prize
2. Why people still put money into this? Reason is size of prize is too big
3. Luckvs Skill
a. Ifperson buys Lottery, he relies purely on Luck
b. Inlottery, we cannot influence decisions which is strictly prohibited.
So it means there cannot be any skill involved

g. Ifyou thinkitis 50/50 chance of profit and gain, then it is also Gharar. You should be
confident of Success. Good Managers don’t gamble

h.  We would take Risk when likelihood of Success is much more greater. It is reasonable
risk.

D. Types of Risk
a. Good Risk - Dominated by Success

www.umarshariff.dawahdesk.com Page | 20



,) sn.lw;gufn.

Mma '}jfm{{

b. Bad Risk - Dominated by Failure
c. Allbratul Ghaliba - It is based on dominance

E. Difference between Mysir (Gambling) and State Lottery

a. Mysir is mainly for Social Objectives. Arabs would slaughter numerous camels.
Whoever wins can take all the meat. However, person cannot take all, he will give it to
needy and become generous
Same goes to state lottery. Winner gives some part to needy and poor
Ends does not justify the means. If we aspire a noble end, then we need noble means.
d. Qur'aan is very objective. It says there is some benefit in Mysir but harm is more

[glRen

F. Feasibility study
a. Itisveryimportant as it helps us to choose the Business Project
b. Required from Sharee'ah point of view

G. Structure of the Contract
a. So far, we were looking at one side which is Decision maker. This is level 1 Gharar. Now
we will get into gharar in structure of the contract
. Gharar is zero sum transaction with uncertain payoffs
c. Ifone party gains (+1000), it will be at expense of others (-1000). We end up zero which
is zero sum transaction

H. Example of Gharar in Structure of Contract
a. Gambling
b. Sale of lost camel/car
i. If person lost the camel which has a part value of 1000 Dinar, he sells it at
discounted prize of 100 Dinar as it is lost.
ii. Ifthe buyer finds the camel in the corner, it means Seller lost 900
iii. Buyer gained 900. So zero sum pay off
iv. Ifthe camel is not healthy, impaired, then it is loss for the buyer
c. Commercial Insurance

I.  Types of Transaction
a. Zero Sum
b. Positive Sum
c. Mixed
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Zero Sum Transaction

A. Zero-Sum Transaction
a. Itis between two parties A and B
b. Possibility 1: A would win (+) which means B (-) would loose
c. Possibility 1: A would lose (-) which means B (+) would loose
d. Itisimpossible for two party to win

Gambling

{+!‘} {‘:"'}

B. How to know it is Zero Some Transaction [ZSG]?
a. Ifone party always says No, then it is ZSG
b. Explanation:
i.  For example Gambling by tossing of coin. Person A chooses Head and person B
choose tails
ii. IfweaskA, Suppose you know in advance, outcome is going to be head, Would
you play that gamble? He would not
iii.  If one party refuses to play, then it is ZST
c. Steps:
i.  Startfrom a final outcome
ii.  If one party refuses to play, it is a zero-sum outcome
iii.  Repeat for other outcomes
iv. If all outcomes are zero-sum, it is a ZSG

C. Why Zero Some Transaction is not allowed in Sharee'ah?

a. Ifone party wins (Ghaanim) at expense of other (Ghaarim), then he is not compensating
from party B for whatever he has taken from Party A
b. This is Aklul Maal bil Baatil. It is simply eating others wealth for nothing

Positive Sum Deals

A. Positive Sum Deals

a. Both the party wins together and both the party loose together. However, objective is to
win.

b. Interest of both the parties are aligned
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c. Example: Partnership Business (Musharakah)
Musharakah (partnership)

(4, B)

@ |

Success

Failure

(+,+) {-.-)

e
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Mixed deals

A. Mixed Deals
a. Itisneither ZST nor Positive Sum Deals. It is mixed deal

If the zero-sum outcome is more likely, it is excessive gharar—not acceptable
If it is less likely, it is minor gharar—acceptable
They are in the middle between PSD and ZSG
We have two parties where we have possibilities of

i.  Win-win (+,+)

ii.  Win-Loose (+.-)
f.  Most of the transactions in our lives are mixed

™ oo o

B. Side point:
a. Some writers write "Life is a gamble" which is not true as it is not ZSG.
b. In general, Life is actually of mixed deals

C. Activity - Try it now!
a. Draw atree to represent commercial insurance. How it will lead to Zero Sum Game
b. Take example of car insurance, then two possibilities are
i.  Accident
ii. No Accident
c. Follow the steps mentioned earlier

—_— .
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Chapter 7: Some forms of mixed deals

Example 1: Muzara’ah (Crop Sharing)

A. Muzara’ah (Crop Sharing)
a. Parties involved are Person owning the land and Farmer
b. End of the day, they will share the crops

B. What kind of deal it is going to be?
a. Based on structure of pay offs

C. Two possibilities
a. Good season
b. Bad Season

Muzara’ah (crop-sharing)

(Land owner, Farmer)

Good season Bad szason

(+, 4 (+.-)

D. Good Season Scenario
a. Usually in Muza'arah, Farmer bears the cost of plantation, irrigation. Take cost
would be $1000.
Value of crops - $5000
Share for each party will be $2500
For Farmer, $2500 - $1000 = $1500
Both will be happy (win-win) - PSG

P a0 T

E. Bad Season Scenario
a. Value of crops - $1500
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Share for each party will be $750

For Farmer, $750 - $1000 = - ($250.00)

For the Land owner, it will be + $750
Itis +, - (ZSG)

® oo o

e. How to evaluate Mixed Deals?
a. ZSG are not allowed in Sharee'ah. PSG are allowed as long as both parties win-win or
loose-loose together
b. We have to decide based on mutual outcome
c.  Probability: If both parties are confident that Good season income is dominant
than bad season income. It should be sufficiently above win-loose
d.  Magnitude of gain in Win-win should be greater than gain in Win-Loose
i.  Inthe above example, Land owner gets $2500 in good season and gets just
$750 in bad season
e.  Mutual outcome = Win-Win outcome > Win-Loose outcome
This is accepted transaction according to Sharee'ah
g. The Win-Loose in the above transaction is called Minor Gharar (Gharar li yarir)

bl

Example 2: Ja'alah Transaction

A. Ja'alah Transaction
a. Ifyou achieve so and so target, you will get the bonus. If you don’t, you will not get the
bonus
b. Example: Landowner hiring a agent to find water in his land. If the agent is successful, he
will get the Money. If he doesn’t, he will not get it

B. Possibilities
a. Agent will find water in the area (+,+) Principal (Land owner) will get the water
b. Agent unable to find the water. He would loose all the labors, and expenses he incurred in
finding the water (-). It is possible for the Principal to gain something (+) like he himself
continue exploration by digging another 20m and he finds the water. (Win-Loose)

C. Scholarly opinions on Ja'alah
a. Notall the Scholars accept Ja'alah transaction
b. Hanafi School call it as Gharar
c. Malikis say Ja'alah is okay as long as Principal will not benefit from the unfinished work of
the agent
d. Hanbali and Shafi'ee call Ja'alah as accepted transaction irrespective Principal will benefit
from unfinished work of agent or not
i.  They allow it because Win-Win outcome is supposed to be dominant outcome in
Likelihood and Magnitude
i.  Itallows minor gharar
e. In principle, no Scholar will allow Aklul Maal bil Baatil. Minor Gharar outcome is tolerated.
It comes into picture in application and not in theory. That's where Scholarly differences
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arise. Similar to all scholars agree on Qawaid "Certainity is not removed by doubt" However,
they differ in the way it is applied

)| A RAES

Example 3: Sale of immature (unripe) Fruit

A. Sale of immature (unripe) Fruit
During the time of Prophet, Owners will sell the dates before maturity (i.e, when it is
green) For the seller, it is to get cash in advance (Liquidity). For buyer, he will get at
discounted price

B. Two possibilities

i.  Dates will not reach maturity at all, Spoiled. Buyer will be looser
ii.  Dates are better as Buyer expected.

Sale of Immature Fruit

(Zeller, Buyer)

+.4) +.

C. Hadeeth regarding Sale of immature fruit
i.  Prophetruled "Don't sell fruits until the maturity starts to appear”

ii. Here Win-Loose is dominant in terms of parameters: Likelihood and Magnitude of
gain

iii.  There is still some probability some of the fruits will not mature. This is minor
Gharar

iv.  Inthis transaction, if opposite is true i.e., Win-Win is predominant, it is acceptable
transaction

v.  That's why Prophet said "Don’t sell fruits until the maturity starts to appear” He
did not say "Don’t sell fruits are matured completely” This indicates the room for
minor Gharar
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Example 4: Urboon

A. What is Urboon transaction?
i.  Loss of down payment/deposit when transaction is not completed
ii.  If person wants to buy the furniture but he is not sure that furniture will fit him.
He makes down payment of 5% He would reserve the furniture for sometime until
his family members or boss are okay with this. If they are happy, he will buy it. If
they are not happy, he will not buy and ending up loosing the down payment
iii.  Itisthe normal sale transaction with right to cancel

B. Two possibilities
i.  Complete the transaction (+,+)
ii.  Cancel of transaction (+, -)
Urboun
(Brvrer, Sallar)

{+,+) (-2+)

C. Scholarly Opinions
i Hanafi, Maliki and Shafi'ee do not accept Urboon
1. They justify why buyer loosing his urboon without any reason. They call it as
Aklul Mal bil baatil
ii.  Hanbali School and earlier scholars before four schools permit Urboon
1. They say itis a normal sale transaction. Objective of any sale transaction is
mutual gain. Then, this possibility is considered as minor Gharar

D.Principle regarding Gharar
i.  Aslongas mutual gain outcome is dominant outcome
ii.  Win-loose is minor in terms of likelihood and magnitude
c.  Obijective of the transaction is Win-Win

E. Relation of types of Gharar
a.  Zero-sum games are always high risk
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b.  High risk deals invite zero-sum games
c.  High-risk: speculation
d.  Zero-sum: gambling

F. Relationship between Ribaa and Gharar

a.
Ribaa Gharar
Separates time value from the real Separate Risk from Real transaction (eg.
transaction and Wealth creation Gambling) and no wealth creation

b.  Time and Risk cannot be separated. They are two sides of same coin.
c. Ifwe are not allowed to separate Time from real transaction. Same applies to Risk
as well. This implies prohibition of Ribaa means prohibition of Gharar

-
—t

www.umarshariff.dawahdesk.com Page | 29



mar '}jfm{{

Chapter 8: Unacceptable Transactions

Forms of Unacceptable Transactions
a.  Profit without Liability
b.  Sale of what you do not have
c. Twosalesin one
d. Sale and Loan

Profit without Liability

A. What is meant by Profit without liability?
a. Iwould buy a good for $100 and will sell it for $110 retail to the customer. This is
allowed
b. IfIpurchased the good and I am not liable for it, then I cannot sell it for margin of 10

B. Examples:

a. In other words, I purchase Laptop and it is not available today and [ have to come
tomorrow. 1 hr later flood hit the area and store was submerged. Owner of the store
is responsible for the product and buyer is not liable during that period

b. Someone came to me at 10 pm. I will pay you 100 more for the same laptop, Can I
sell it for 11007 Within this period, I am not liable for the product. Then I cannot sell
it for profit.

c. Here Ribaa in general sense involved.

C. Why itis prohibited?

It is money for money. In between, there is nothing

Prophet prohibited the profit so we can sell it at the same price

If someone asks for the same laptop, we can give non binding promise

Qo oo

There are many international transactions in this way when Settlement period
(Purchase date + 2 days to receive it) : T + 2 is not completed. Like selling of metals
on a virtual market

e. Here there is gap between settlement date and purchase date. Buyer is not liable for
the products he bought during this period
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Sale of what you don’t have

A. What is Sale of what you don’t have
a. You have means: You own or You control
b. eg.: Walmart doesn’t own most of their products in their shelves but are authorize
people to sell it

B. Seller must be confidently able to deliver the goods on time
C. Eg. Airlines strategy of overbooking

Jeddah to Kulalampur

Capacity: 300 seats

They will sell 310 seats

Here they are selling something that they don’t own
If everyone turns up, they cannot deliver it.

L= I

D. People sell Securities in International market this way. They side bids (Sale on
purchase) the securities without even receiving the securities in hand
E. Prohibiting this prevents both Riba and Gharar

Combining Two sales in One

A. What is meant by Combining Two sales in One?

a. This is specific kind of combination where two sales are combined

b. When two contracts contradict each other, then we cannot combine it

c. Ifthere is no inconsistency between two contracts, then we can freely combine it
B. Why "Two"?

a. Inconsistency always arise between two things at a time

C. Three forms

Forms Example
Contradiction Einah
Deceiving objects Mudd ajwah

Tying Arrangements | Microsoft case
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Einah

Root word: Ayn - Money/Spot Gold/Spot Silver
It is two-step contract to end up with a loan
c. There are variety of forms of Einah

co

d. Bilateral Einah (Party 1: A | Party 2: B)

A B
Step 1 Mobile $100 deferred
Step2 | $90 cash Mobile
Net $90 cash | $100 deferred

Step 1: A sells a mobile to B for $100 to be | B is the owner
paid one year from now (deferred)

Step 2: B sells the same phone to A at $90 | Itis a separate step. Anyone can
sell their property.

Step 3: If you combine two transactions, $90 cash for $100
mobile will be cancelled out. deferred
Itis money now for
money later
It is literally lending $100 at
$10

e. Scholarly Opinions
i.  Shafi'ee School permits this transaction as we do not have solid proof for Step 2
transaction
ii.  Other Schools forbids because objective indicates their transaction is for Riba

Mudd 'Ajwa Transaction
A. What is Muddj Ajwa means?
a. Itis exchange of money for money plus a good

b. Money = Money + Goods

B. Scenario1
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a. Ifthe money standing alone on one side of transaction is greater than combined money,
then the transaction is okay
i.  Good's value should compensate the difference
ii.  Both should be on spot transaction
b. Ifoneis deferred, it becomes a sale and loan

i. Example: $100 = $50 + Pen (worth of $50)

C. Scenario 2:
a. Ifitis opposite i.e, Combined money is greater than separate Money, it is not allowed
b. Example:
a. $100 < $50 + Pen (worth of $60)
b. No rational person will do it. However they defer it to make this transaction
happen
c. Buy this pen for $10, you might win $1000. This is lottery and it is not allowed.
Objective of transaction is haram
c. Ijma exists in prohibition
d. Combining legitimate with illegitimate will make the transaction only illegitimate

D. Guiding Principles
i.  If separate Money > Combined money --> Acceptable
ii.  If separate Money <= Combined money --> unacceptable
1.  Good +100 =100 means Good =0 (ZST)

Tying Arrangement

A. Whatis tying arrangement?
a. Iwill sell you this pen only if you buy from me notebook
b. This is forcing the buyer to buy what he doesn’t want. This is exploitation

B. Example: Microsoft Case against Netscape

a. In Early 90's, Netscape was choice for the browser
Netscape took greater share of the Internet Market
Microsoft invested lot of money on their Internet Explorer
They forced vendors like HP, DELL to have IE as default browser.
If they don’t sell IE, then Microsoft will not give their OS to them
All the companies joint together sued Microsoft for this

~rPopomT

Combining Sales and Loan

A. What is combining Sales and loan?

a. Loan is simply to facilitate a trade. If I fail in trade, it will end up in Riba
b. Trade is used as price for loan
c. Itis specific kind of combination which is forbidden
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B. Guiding Principles:
a. Iftheloan is objective, then the sale becomes an implicit interest to the lender

b. Ifthe trade is objective of the loan, then it is permissible

C. Example 1:
a. Give me $1000 as Loan. Ahmad says I will give loan provided you buy this Pen or

sell your mobile
b. Trade component here is simply interest

D. Example 2:
Someone offered job into new city. In order for him to move, he needs money to
lease apartment and so on. Employee mandates in his contract that he should be
given interest free loan for him to move - This is permissible

Trade part | Employment
Loan part Means to facilitate trade

E. Example 3: Muza'rah and Loan
Like in Muzara'ah contract, If farmer conditions loan for him to start his farming, then it

is acceptable as objective is Trade and not lending

F. Example 4: Loan to buy a car
a. Some dealers would sell you a car for deferred price. Dealer would also give a loan.

This is acceptable
Sale Part | $15000 deferred 3 years

Loan $5000

b. This would be problematic if loan is with interest and or anything charged extra
from price of the cari.e., $15000> Car+5000

S
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Part 2: Instruments of Islamic Finance
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Chapter 9: Murabaha

A. Types of Murabaha
a. Classical Murabaha
i To sell at profit that needs to be disclosed. In other words, it is Sale for
disclosed profit

ii.  Types of Sales
1. Disclosed profit (Buye al amanah)
2. Negotiate the price (Musawwama)
3. Seller could sell at cost (Tawliyah)
4. Seller could sell at loss (Wad'eeyah)

b. Financial Murabaha
a. Itis Murabaha of our times where an arrangement of finance is made to
purchase a good or service
b. Transaction between three parties

Customer | One who wants to buy but do not have the money

Bank It would buy from the Merchant and sell it at deferred
prize

Merchant | One who owns the good but do not like to sell at credit

c. This is not something new. [t was found in books of Imam Shafi'ee and even
from people before it
d. Usage of the word Murababh itself is something new but not the structure

B.  Why Customer opt for Murabaha?
a. There may be many reasons why customer is not able to pay and buy.
b. Some of them are
i.  He might not have cash in hand
ii.  He may have currency different than what Merchant will accept
ii.  Merchant sells only to select group of people

C. Stages of Murabaha
a. Stage 1: Promise by the Customer
b. Stage 2: Friend or bank that will buy the good desired by the customer
c. Stage 3: Bank or friend sells the same to the customer
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D. Eachlink needs to be genuine

E. Difference between bank loan and Murabaha

Murabaha Bank loan
It is impossible to separate credit from debt | Debt is separate
Bank owns the good No ownership exists

Debt is under control Debt is not under control

F. The Promise

a. Binding vs Non-Binding
i.  Ifitmeans Customer is fully obligated to pay price of the good the moment
Bank purchases the good, it implies Bank has sold the customer the good
from day. This is something bank selling what it does not have
ii.  Ifit means the processing fee or penalty, something marginal, it is okay.
However, ideal situation is to have nothing
iii.  Imam Shafi'ee of the view that promise should be non-binding
1.  IfI show this good to third party, [ will tell him you buy it and I will buy
it from you for say 10% profit. After that, I can buy from him or
anymore

b. Ifitis argued, what if customer changes the mind after Bank buys.

Party Profit vs loss

Bank It will buy (buy'a bil hayar) with option of cancellation in a
mentioned period

Customer | Justlike the Customer have right to cancel, same goes to Bank

Merchant | There will not be any loss.
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27,
He is doing this because He can expand it to credit
customer through bank

c. What if the customer sells it back to Merchant for cash?
i.  Thisis not acceptable
ii. However, Bank is not responsible
iii.  One way to circumvent is for bank to finance the needs of the customer.
Bank should ask "For what, you are looking for finance?"

G. The Purchase
a. Bank Will purchase the good from the Merchant
b. Itis not necessary for the bank has to possess the good physically
c. Enough for the bank to become liable for the good

H. The Goods
a. Goods should be halal
b. It can be product or Service
c. Purchased Good should not be used for haram purpose
i.  Example: Liquor company needs loan from bank to buy Grapes. We know
they will use it for production of liquor

I.  The deferred Sale

Bank can sell the good for deferred price to the Customer

[t can be in installments or in one shot payment

[t should be based on agreed upon period

In a bank loan, total debt is not known. It increases based on his credit repayment

In Murabaha, debt is know in advance

How the price should be calculated?

i.  Anyway but profit should be fixed in advance

ii.  The one way that Markup can be calculated is based on expected inflation +
Risk premium + Transaction cost

bl N o N o Bk o il V]

J.  Guidelines on Murabaha
a. Customer should be (legally/managerially) independent from the Merchant

i.  If customer and merchant are same (i.e., like subsidiary company), it will
become Eenaah because bank buys it and sells it back to same person. It is
reverse Eenaah

ii. In other words, it is same good bought from a person and sold to the same
one at deferred price

Bank should buy first

Bank can sell the same at deferred price

d. Maximum ownership share should be 30% between companies

i.  However itis advisable to do case by case basis
e. Ideally, Bank should deal with the Merchant. There can be exemption only in
special scenario

oo
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K.  Customer's Agency

a.

It is Bank saying to the Customer that "You go and buy from the merchant, we will
arrange deferred payment for it"
However, Customer cannot be agent for the bank. It is not allowed
Bank can never give cash price to the Customer. It should be given directly to
Merchant
Customer cannot sell the good back to the Merchant
Why?
i.  Conflict of interests
ii.  Endsupinlending

Reverse Murabaha
a. Customer will do everything, Bank will just pay and get money in a deferred
way
b. For example, Bank will ask Customer to buy Metal and then sell it back to
customer at deferred price
If the Bank organizes and sell it to 4th party on behalf of customer, it is organized
tawarruk
a. Organization of Islamic Conference, Jeddah and Muslim World Academy,
Makkah prohibited organized tawarruk

L. Merchant's Agency

a.

C.

d.

Bank can buy the good and keep it at Merchant's place as Amanah. Bank would ask
Merchant to sell it to Customer. This is called Merchant's agency

It is allowed as there is no conflict of interest between Merchant and the bank
Merchant may not guarantee the customer

Ownership and liability applies

M.  Delay of Payment

a.

b.

o

Islamic bank cannot charge for delayed payment of the Customer as it is Riba al
Jahiliyah
Bank has to be certain right from the beginning that customer will be able to pay
on time
If customer is having difficulty, then bank has to wait
If customer is able to pay but he doesn’t, then bank can take action like backlisting
him or sue him to be punished
However, money should not be charged
In the conventional banks, if person refuses to pay 120, what's the point of pushing
him to pay 1307
i.  For conventional bank, if the customer delays it is profit for them.
ii.  People never think of paying their debt
.Solutions:

a. Select customer who care their reputation
i.  Bank should choose Customer who will care about the reputation
based on hadeeth of the Prophet
b. Take collateral
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Bank can deduct from the source of income.

Repurchase the good and sell it in the Market

Lease another asset from the Customer for a certain period

There can be penalty but penalty should be paid as charity and it should not

benefit the bank directly

g. Bank can develop incentive system.

i. After every payment, they can be given incentive like discounts and so
on

S o Qa0

N.  Early repayment

a. For example, Bank sells to the customer by deferring the payment of the original
by 1 year

b. However, if Customer wants to pay ahead of time, Bank gives discount (Jds235 g)
for it which is agreed mutually.

c. There are two opinions

i.  Bank can accept (Dawaat ajjab)

ii. Bankcanreject

d. Making the discount binding upon the Bank for early repayment is Gharar as Bank
doesn’t know when the customer will come back to him and it will not know the
final price it will receive back. It will end up in Mixed game

e. In principle, Riba increases the debt, as long as it decreases the debt, it is allowed
in Sharee'ah

— [
+—
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Chapter 10: Salam Contract

A. Whatis Salam Contract?
a. Cash is paid upfront and good will be delivered after a year
b. Itis Cash price for a future specified commodity
c. Itis opposite to deferred Sale contract

B. Mutual Gains
a. Buyer
i.  IfIpay $100 for the good and I will get it now itself.
ii. ~ However, if [ am going to get the good after the year, then I will pay $90
iii. ~ Lower price than spot price
b. Seller
i.  He will get the advanced payment
ii.  He will use the money to produce the good or it is for his own finance

C. Price
a. Price of Salam Contract should be paid in advance
b. If paymentis also deferred, it will become debt for debt
i.  Debt without real value
ii.  Separates finance from trade
iii.  Highly speculative
iv.  Itislike futures market which is Zero Sum Market
c. In Sharee'ah point of view, any contract that will increase debt is not allowed

D. Commodity
a. Itshould be specified and mentioned to avoid conflict
b. Buyer cannot restrict the source of production of commodity as long as objectives
are satisfied
c. Should be available at maturity
d. Need not be available at the time of contract

E. Time frame
a. There should be enough time for delivery of goods
b. There is nothing called minimum time frame
c. Majority: A future date must be specified
i.  Give aroom for the seller
ii.  Avoid selling what he doesn’t have

F. Is Salam selling of what you do not have?
a. Good is not necessarily available during initiation of contract
b. That's why Customer should pay it full in advance
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Advanced price The seller “has” the mean for commodity
Future delivery Better chances for fulfillment

Commodity is a debt | Full responsibility

c. Graph

Guaranteed (1)

Huot Guarandesl

I 't have Dbt fx et

21

G. Trading Salam Debt
a. Itis basically Selling the Paper
b. Case: Ahmad bought goods through of Salam contract, say 10 kg of Rice at 6
months from now for $100. It is written in the paper. Can he sell the paper?
c. Three Opinions:
i.  Major Scholars say you cannot do that as you are selling what you do not
have
ii.  Maliki's permits but not for the food (except six commodities)
iii. ~ Some Scholars say you can but without profit
d. Solution: Parallel Salam

H. Price Risk
a. Problem with Salam is Price Risk
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b. We buy Rice through Salam contract i.e., with discount. Price at Maturity
advantage of Merchant or the customer as it goes by the Market

c. High price benefits the buyer but harms the seller

d. Low price: the opposite

e. Minor fluctuation of price is accepted as Customer is already buying it with
discount

f. Salam contract allows mutual gain within the price ranges.

[. How to circumvent this problem?
a. By not giving permission for one party (buyer) given the right to cancel
b. Ibn Taymeah allows right to cancel in all the problems

J. Value based Salam
a. The commodity is determined by value and not on quantity
b. However, Commodity has to be specified in terms of Quantity in addition to nature,
properties and so on
c. Accepted by Ibn Taymeah (728H)
d. Example: Number of barrels = 100 whose value is 10,000. As it is salam contract,
there is 10% discount. It means [ will pay 9000 and you deliver it after a year
. Value = price * quanity
f. Atcontract
i. Value=100*100=10,000
g. At Maturity
i.  Quantity = Value at contract time/price at maturity
ii.  Quantity =10000/100=100
h. Customer should be delivered at maturity
i. Value is based on price at maturity

K. Objections to Salam contract
a. This is a kind of riba as there is a guaranteed return
i. At Maturity, buyer is going to get good not money. It is not money for money
ii.  Buyer cannot make a profit without bearing liability of goods

B. The quantity of delivery is mentioned in the contract
a. This uncertainty doesn’t lead to dispute so it is allowed.
b. Main reason for mentioning of quantity is to avoid dispute

f
T —
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Chapter 11: Istisna

A. Whatis Istisnaa?
a. Agreement to construct something
b. Two parties agree to make something such as construction
i.  Mustasna - Buyer who makes the request
ii.  Sanaa - Constructor/ Supplies material and work
c. Ifseller provides only material, it becomes salam contract
d. Ifseller provides only labour, it becomes labour contract
e. Price doesn’t have to be paid in advance which is opposite to Salam

Istisna’ Salam
Price Cash/Installments Cash
Work/Source Specified Not specified
Seller “Has” the product Not necessarily
Liability Conditional Debt

B. Parallel Istisna
a. Islamic bank would sign Istisnaa spot agreement with Manufacturer
b. After that it signs deferred agreement with Customer
c. Here Islamic bank is liable to customer for Manufacturer's work. If delivered
product is defective, Islamic bank should replace it

C. Partnership with Contractor
a. Islamic Bank creates a partnership with the contractor
b. Islamic Bank provides money; contractor provides expertise
c. The partnerships signs an istisna’ agreement with the customer

e S —
+—
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Chapter 12: Leasing (Ijarah)

A. Whatis Jjarah?
a. Sale of the service or use of certain assets

B. What can be leased?
a. Itisleasing of tangible/durable products
b. Whatever could be sold can be leased
c. Leasing non-durable items
i If [ lease water, it cannot be returned back at end of the contract.
ii.  Supposedly, if borrower returns identical water, it means loan as we have to
pay rent as scheduled giving rise to riba

C. Rent
a. Renthas to be known in advance
b. Floating rent is permitted based on Mutual agreement at the time rent changes
c. Can future rents be traded in Ijara?
i.  Someone says to the one who leased, I will pay your rent in advance at
discounted price and take what is leased
ii.  Itistrading money for money later which is not allowed
d. Rentis a conditional obligation

D. Responsibilities
a. Lessor
i.  He/Sheis the Owner
ii.  Responsible for basic maintenance
iii.  Risk of the asset
b. Lessee
i.  Working maintenance
ii.  Rentof past which is not paid before the conditional contract become debt
iii.  Notliable if the asset becomes useless

E. Sale of the Leased Contract
a. Itisselling something that is already leased

b. Leasing means you are selling the use

c. Ownership is still with lessor. So you can sell it.

d. This needs to be done in approval of lessee and approval of the buyer
e. Suitable for securitization and liquidity management

F. Up-leasing
a. Lessee wants to lease it to another person.
b. Itisallowed
c. Approvalis required from lessor or the previous owner
d. It helps avoiding the risk of the asset
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G. Sale with lease back
a. Itislike I own a house which I will sell it to bank. Then I would lease it from the

bank and pay the rent

At end of the contract, it will become ownership of customer

It is pure Eenah and eenah in utility as well

[t is prohibited in Sharee'ah

Illustration

i.  House for 1 Million is sold to Bank from the customer

ii.  Customer now leases it with the Lease Rent being paid during the lease
period

iii. For 1.2 Million, house is sold back after 5 years to the same customer

iv.  Value here is money for money which means no value

oo o

F. This structure also violates Mudd ajwa
a. Utility + sold money = Utility + Utility money
b. Utility + 1M = Utility + 1.2M
c. Utility will be cancelled out here

H. Financial lease
a. To facilitate the financial lease, there are number of options as mentioned below
i.  Option 1: With option to buy anytime during the lease
ii.  Option 2: Lease with end of ownership. It becomes property of lessee with
last payment

iii.  Option 3: Lease with gradual ownership

b. Owner should be liable for risk of equipment during the time of contract. If this is
satisfied, above contracts are valid

—_— e
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Chapter 13: Musharaka

A. What is Musharaka?
a. Itis Partnership that could be in could be in ownership, in management, or both
b. All types of business, trade and Manufacturing can be brought under Musharaka

B. Types of Musharaka

Types of Musharakah

“ Caﬁital + Labor Caﬁital + Labor

$1

C. Mudharabah
a. Person providing capital is known as Rabbul Maal
The other partner providing labour is known as Mudarib
Both the parties have agreed profit percentage during the time of the contract
They share both profit and loss
It is kind of specialization as owner might be good in something and mudarib
might be good in managing the money which is division of labour
f. Italso solves the issue of un-utilization of money

©oo o

D. History of the Mudharaba
Started during the time of the Prophet

i.  Rabbul Maal: Khadija (:&)
ii. ~ Mudharib: Muhammad (&)
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E. Types of capital

Money | can be a capital
Goods | can be a capital

Debt i.  Suppose you lend someone loan of $1000 with the condition to use
the loan (as mudaraba) to invest in some investment to share the
profit

i. Itisnotvalid if debtis not cancelled before the Mudaraba contract.
However, acceptable, if debt is cancelled

i.  This will give rise to ribaa. It is loan with condition over and above
the loan

F. Release of Money
a. Twoviews:
* View 1: Rabbul Maal should release the money to mudarib at time of the
contract - Majority
* View 2: Rabbul Maal can release the money after seeing Mudarib start doing
the arrangement for the business. Hanbalis support this view

b. View 2 is helpful in terms of bank
a. Bankcan find a right customer
b. Bank can have bit of control over the transaction

G. Responsibilities of Mudarib
a. Managing the money
b. Managing the Labor
c. Liable in terms of negligence and misfeasance
d. Mudharib cannot guarantee the capital.
* Ifhe does, it will become a loan and ending up as riba
e. Mudharib cannot guarantee fixed profit
* Paying regardless of performance
* Whatever Mudharib guarantee becomes loan. Further, Management and the
profit will become ribaa

H. Right of Mudarib
a. Percentage of share of the profit which should be predetermined and clear
b. We can have schedule of share
* If profit is between 100 - 500, Mudharib will get 50% and so on
c. We can have salary for the Mudharib
* If two parties agree, Salary arrangement can be made
d. Can Mudharib sub contract?
* He can have second Mudarib who will work under first Mudarib
* First Mudarib is responsible for payment/share to second Mudarib
*  First Mudarib is liable
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I.  The Profit
a. Profit = Total revenue - capital

b. If all profits goes to Rabbul Maal, share of Mudarib will be zero
* Itis done to help widows and orphans by philanthropist

c. [Ifall profit goes to Mudarib and share of Rabbul Maal will be zero
i.  Government gives all the capital
ii.  Difference of opinion
e  Malikis accept this transaction
e Handfis call it as an interest free loan where Rabbul maal is not
responsible for losses. This is the majority opinion and all the
scholars agree to it

d. Absolute amount of profits

i.  Rabbul Maal will take first 100 of the profit

ii. Itdoesn’t have ribaa

iii. However, there is minor gharar
1. If profitis just 100, then Mudharib will get nothing
2. If profitis number of times more then 100, then Rabbul Maal will get

just 100
iii.  Answer to the transaction goes case by case

-
—_—

For Corrections/Suggestion/Comments, email me at er.umarshariff@gmail.com
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