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i. In the 1980s, the term “interest-free banking” was used to describe an alternative system to the conventional interest-based system. But the term “interest-free banking” is a narrow concept, denoting a number of banking instruments or operations which avoid interest. Islamic banking, a more general term, is expected not only to avoid interest-based transactions, but also to avoid Gharar, also prohibited in the Islamic Shari’a, and other unethical practices and to participate in achieving the goals and objectives of an Islamic economy.

ii.Yes.

 In all debt-creating modes, banks may ask the client to furnish security in the form of a mortgage, a lien or a charge on any of his existing assets.

b)  In a forward purchase, banks can ask the client to furnish security to ensure that he shall deliver the commodity on the agreed date. 

c) In PLS modes, the bank can also ask for security against the nonperformance of the contract.

iii. Yes.

It is also not necessary for the sake of Shari’a compliance that income from any investment transaction should be variable. In a number of structures it could be fixed and even then Shari’a compliant. Islamic banks can charge a fixed profit if they engage in trading and leasing. In loaning, however, or in the case of any debt or receivable emerging from credit transactions, they cannot charge any amount over and above the amount of the loan or the debt once created. Below are different modes such transaction can take:

a) Bai‘ (sale/purchase of goods)

b) Hibah (gift)

c) Qard al Hasan/Tabarru‘

d) Ijarah

iv.   The basic of Islamic banking finance are entrenched in the following:

      a)Avoiding Interest

      b)Avoiding Gharar

      c) Avoiding Gambling and Game of Chance

It should also be noted that the prohibition of Riba and permission to trade, as enshrined in verse 2: 275 of the Holy Qur’¯an [Allah has allowed (profit from) trade and prohibited Riba, drive the financial activities in an Islamic economy towards asset-backed businesses and transactions. This implies that all financial transactions must be representative of real transactions or the sale of goods, services or benefits. In addition, Islam has also prescribed a moral/behavioural standard that is almost common in all civilized societies of the world.

The structure of Islamic finance revolves around the prohibition of any return derived on a loan/debt (Riba) and the legality of profit. Riba – commonly known as interest – is an increase taken as a premium from the debtor. It represents the return on transactions involving exchange of money for money, or an addition, on account of delay in payment, to the agreed price on sale debts/debts. The Shari’a has prohibited it as it generates imbalances in the economy. As all transactions involving interest payments are strictly prohibited, debt contracts cannot be sold at a premium or discount, and exchange transactions of money or goods representing money like gold and silver must be equal for equal and hand to hand.

In addition to the negation of interest, Islamic finance does not approve involvement in excessive risk-taking or any games of chance that also lead to exploitation and loss to both or any of the parties to the contracts and to human society as a whole. One should sufficiently know what one is giving and what one is getting in exchange in a contract. This implies that certainty about the subject matter and its exchange value, transparency, disclosure and free consent of the parties for entering into the contract are the important factors in Islamic business and finance. 

v.

a)House

b) Ship

c) Motor vehicles

d) Shop
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Conventional banks deal in money: they get money from the public as loans and pay them interest; they give advances to needy people or firms in the form of money and charge them interest. In domestic or foreign trade financing activities or even in the case of finance lease, goods are also involved, but they have no concern with the goods or assets themselves; their main concern is with financing the purchase of goods and for that purpose they also deal in documents to facilitate the trading of goods. As such, there is a famous quote in conventional banking: “Banks deal in documents not in goods”. They undertake no responsibility or risk in respect of the subject of the contracts and their counter payments or price.

In contrast, Islamic banks deal in goods and documents and not in money. They use money only as a medium of exchange for purchasing the goods for the purpose of leasing or selling onward, thereby earning income or profit. In this process they also use documents for executing sale and lease contracts, keeping in mind the Shari’a principles and facilitating the operations.

The above discussion reveals that Islamic banks intermediate between savers/investors and fund users by involving certain goods and assets or papers representing ownership of real assets.
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There is almost a consensus among Shari’a scholars that the credit price of a commodity can genuinely be more than its cash price, provided one price is settled before separation of the parties. While what is prohibited is any addition to the price once agreed because of any delay in its payment. This is because the commodity, once sold (on credit), generates debt and belongs to the purchaser on a permanent basis and the seller has no right to re-price a commodity that he has sold and which does not belong to him.

In the conventional system, money is considered a commodity that can be sold/bought and rented against profit or rent that one party has to pay, irrespective of the use or role of the lent money in the hands of the borrower.

Whereas this is not the case in Islamic finance, the philosophy, principles and operation of Islamic finance differ to a large extent from the principles and operation of conventional finance. Experts in Islamic economics concede the advantages of money as a medium of exchange. The holy Prophet (PBUH) himself favoured the use of money in place of exchanging goods with goods. The prohibition of Riba Al-Fadl in Islam is a step towards the transition to a money economy and is also a measure directed at making barter transactions rational and free from the elements of injustice and exploitation.

Case Study

a) Like a conventional lease, ijara is the sale of manfa’a (the right to use goods) for a specific period. In Muslim countries, leasing originated as a trading activity and later on became a mode of finance. Ijara is a contract under which a bank buys and leases out an asset or equipment required by its client for a rental fee. Responsibility for maintenance/insurance rests with the lessor. During a predetermined period, the ownership of the asset remains with the lessor (that is, the bank) who is responsible for its maintenance, which means that it assumes the risk of ownership. Under an ijara contract, the lessor has the right to renegotiate the terms of the lease payment at agreed intervals. This is to ensure that the rental remains in line with market leasing rates and the residual value of the leased asset.

Under this contract, the lessee (that is, the client) does not have the option to purchase the asset during or at the end of the lease term.

Car Ijara is a product designed for interest averse individuals looking for a car financing scheme that helps in avoiding interest based transactions. So the Car Ijara is simply a rental agreement under which the car will be given to the customer in exchange for rent for a period, agreed at the time of contract.

b) For conventional lease, failure to meet the regular rental payment will result into penalties being paid by the lessee to the lessor. While for Islamic banking lease contracts does not attract such additional payment as a result of failure to meet the regular rental payment.

In Islamic banking lease contract, the lessor shows concern for the leased item and the lessee, while in conventional lease contract; the pre occupation is the rental payment.

There is no element of speculation in Islamic Banking lease agreement since all payment are pre agreed at the onset of the contract, on the order hand, conventional lease contract speculation is evident.
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