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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, expected not only to avoid interest-based transactions, but also to avoid Gharar, which is also prohibited in the Islamic Shari’a, and other unethical practices also, to participate in achieving the goals and objectives of an Islamic economy.
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ii. In all debt-creating modes including loans, Islamic banks may ask the client to furnish security or provide a collateral in the form of a mortgage, a lien or a charge on any of his existing assets, which is permissible and remains in line with the Shari’a principles. In a forward purchase, (bai’ salam) banks can ask the client to furnish security to ensure that he shall deliver the commodity on the agreed date. In PLS (profit, loss, and sharing) modes, the bank can also ask for security against the nonperformance of the contract. But the bank is not entitled to enforce the collateral in the case of loss in the business if a loss has occurred without any misconduct or negligence on the part of the client/partner.	Comment by Grammarly: Deleted:,
iii. The Shari’a does permit pre-fixed return on investments; all gains on investment or principal of a business are not prohibited. On the basis of the overall principles indicated by the Shari'a, scholars have identified methods of gainful deployment of surplus resources with the objective of enhancing their value. Profit has been recognized as a "reward" of capital and Islam permits gainful deployment of surplus resources. The ex-post profit, allowed by the Shari'a, symbolizes entrepreneurship and the creation of additional wealth. However, along with the entitlement to profit, the liability of risk of loss rests with the capital itself; no other factor can be made to bear the burden of the loss of capital. Financial transactions, in order to be permissible and for the purpose of earning a profit, should be associated with tangible real assets. In the Islamic framework, money itself is not recognized as capital, and as such, it cannot earn a profit in itself. The provider of funds is an entrepreneur as well. He will get a profit/loss for his capital and a wage/remuneration for his entrepreneurship/labor.	Comment by Grammarly: Deleted:n
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If he does not manage the business himself and provides capital to any other individual/group of individuals for any business, he will have a share in the profit while the manager of the business will get “wages” in the form of a share in the profit. But if the business suffers a loss, the capital owner will bear the loss while the manager’s labor will go wasted. Thus, earning of profit, depending on the outcome of the business, is permissible. Keeping in mind this principle, it can be said that one can earn a profit on his investment, or financing, but that has to be related to certain assets exposed to direct or indirect business risk. 	Comment by Grammarly: Deleted:up

All Pre-Fixed Returns are not Riba 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. To ascertain the Shari’a position of any types of transaction, we will have to look at their nature. If it is a loan or a credit transaction culminating in a debt, such loans/debts cannot fetch any increase whatsoever. In the sale of goods or their usufructs, however, one can make a profit as per the rules of the Shari’a relating to the respective transactions.
In summary the above discussion implies that 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.	Comment by Grammarly: Deleted:e
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iv. The philosophy of Islamic finance is broadly based on some prohibitions and encouragements. The prohibition of Riba and permission to trade, as enshrined in chapter 2 Surah Al Baqarah, verse 275 of the Holy Qur’¯an; (And Allah has permitted/consented (profit from) trade and prohibited Riba)
 Riba – (commonly known as Interest) drive the financial activities in an Islamic economy towards asset-backed businesses and transactions.   This implies that all financial transactions must be a representative of real transactions or the sale of goods, services or benefits. In addition, Islam has also prescribed a moral/behavioral standard that is most common in all civilized societies of the world.
	Comment by Grammarly: Deleted:al

The structure of Islamic financial philosophy revolves around the prohibition of any return derived on a loan/debt, (Riba) as well as Gharar and Gambling and games of chance, and the legality of profit.

A brief explanation of each is as follows;

Riba – commonly known as interest; is an increase taken as a premium from the debtor. It represents the return on transactions involving the exchange of money for money, or an addition, on account of delay in payment, to the agreed price on sale debts. The Shari’a has prohibited it, as it generates imbalances in the economy. 
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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. While the term “equal for equal” means that any increase on one side would be Riba, the exchange of money as business must also, be hand to hand, because otherwise, a person can take benefit by the use of money/currency which he has received while he has not given its counter value from which the other party could take benefit 

Gharar - Avoiding Gharar is another main philosophy of Islamic finance. Gharar refers to entering into a contract in absolute risk or uncertainty about the ultimate result of the contract and the nature and/or quality and specifications of the subject matter or the rights and obligations of the parties. Gharar is also involved if there is a lack of adequate value-relevant information (Jahl) or there are inadequacy and inaccuracy of any vital information which leads to uncertainty and exploitation of any of the parties. Deceit, fraud or deliberate withholding of value-relevant information is tantamount to Gharar. 
	Comment by Grammarly: Deleted:,	Comment by Grammarly: Deleted:,	Comment by Grammarly: Deleted:is

Gambling and games of chance - Another kind of activity which IFIs (Islamic Financial Institutions) have to avoid is gambling/games of chance. All instruments like prize bonds or lotteries in which coupons or tabs are given and inducement or incentives are provided by an uncertain and unknown event depending on chance, or disproportionate prizes are distributed by drawing of lots or where the participating persons intend to avail themselves of chance at prizes are 
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repugnant/offensive to the injunctions and principles of Islam. Similarly, a scheme wherein the investors' money is safe and intact, but the prizes to be given are related to interest generated from capital accumulated through it, does not conform to the injunctions of Islam due to the involvement of both Riba and Qim¯ar.
(Another term in Arabic meaning Gambling etc.)

v. The asset under Ijarah should be valuable, non-perishable, non-consumable identified and quantified.  All those things which do not maintain their corpus during their use cannot become the subject matter of Ijarah, for instance, money, wheat etc. 
The following can be leased out according to Shari’a compliance;
               c. House 

                g. Motor vehicles
                i. Shops
                e. ships 
2.   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 a 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". Conventional banks undertake no responsibility or risk in respect to the contracts and their counter payments or price.
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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. Central to Islamic finance is the fact that money itself has no intrinsic value, it is simply a medium of exchange as mentioned above, each unit is 100% equal in value to another unit of the same denomination and you are not allowed to make a profit by exchanging cash with another person.

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 rather than money.
                                                                                                          
3. The time value of money is a basic investment concept and a basic element in the conventional theory of finance. The Shari`ah does not rule out this consideration, for it does not prohibit any increment in a loan given to cover the price of a commodity in any sale contract to be paid at a future date. What is prohibited, however, is making money’s time value an element of any lending relationship that considers it to have a predetermined value. Here, the Shari`ah requires that a loan be due in the same currency in which it was given. The value (i.e., purchasing power) of paper currencies varies due to changes in many variables over which the two parties of a loan contract usually have no control.
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Modern banking and finance are based on the concept of money’s time value.
This value is considered a basic investment concept and also a basic element of conventional financial theory and, in return, is fully compatible with the conceptual system of economic science. The established techniques of cash-flow analysis, and the cost of capital and valuation of assets, as well as such financial institutions as the stock exchanges, central banks, commercial banks, non-bank financial institutions, and the world of trade. 
Islamic finance does not rule out time’s monetary valuation, for the Shari`ah does not prohibit increment in a loan in the price of a commodity in any sale contract to be paid at a future date. What the Shari`ah does prohibit is making money's time value an element of a lending relationship where it is claimed as a predetermined value. Here, the Shari`ah requires that a loan is paid back in the same currency by which it was given. 
	Comment by Grammarly: Deleted:be

Jurists allow the difference between cash and credit prices of a commodity, considering it a genuine market practice. Both time and place have their impact on the price. A commodity sold for £100.00 in a posh area might be available for £50.00 in a middle-class residential area. Similarly, an object with a price of £100.00 in the morning might be available for £50.00 in the evening.
The value (i.e., purchasing power) of paper currencies varies with changes in many variables over which the two parties of a loan contract usually have no control.  Within the context of Islamic finance, this concept is established by the fact that the Shari`ah prohibits the mutual exchange of gold, silver, or monetary values – except when this is done simultaneously. The reasoning behind this is that Islam does not allow people to profit from using a currency that they have received before being given its counter-value, a situation of which the other party could take advantage. 
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Furthermore, time valuation is possible only when goods are traded, not when exchanging monetary values and loans or debts. On the other hand, the Shari`ah considers a loan to be a gratuitous contract. That is why when one makes a qard hasan (a beautiful loan), the return on his/her loan is forwarded to the Hereafter, thereby making the loan a loan to God for which, in return, his/her reward will be multiplied. Therefore, no time value can be added to the loan’s or the debt’s principal after it has been assumed or the purchaser’s liability has been stipulated.

Money is the most strategic factor in the functioning of any financial system. The status, value, role, and functions of money in Islamic finance are different from those in conventional finance. 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. As 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 favored 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.
	Comment by Grammarly: Deleted:h
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Case study 
a. The difference between an interest-based financing and a valid lease does not lie in the amount to be paid to the lessor. The basic difference is that in the case of Islamic Ijarah, the ownership and title of the asset/property rests with the lessor, who assumes the full risk of the corpus of the leased asset. If the asset is destroyed during the lease period, the lessor will suffer the loss. Similarly, if the leased asset loses its usufruct without any misuse or negligence on the part of the lessee, the lessor cannot claim the rent, while in the case of an interest-based financing, the financier is entitled to receive interest, even if the debtor did not at all benefit from the money borrowed. So far as this basic difference is maintained, (i.e. the lessor assumes the risk of the leased asset) the transaction cannot be categorized as an interest-bearing transaction, even though the amount of rent claimed from the lessee may be equal to the rate of interest. 	Comment by Grammarly: Deleted:l	Comment by Grammarly: Deleted:in
Therefore, the use of the rate of interest merely as a benchmark does not render the Ijara contract invalid as an interest-based transaction. It is, however, advisable at all times to avoid adding a premium even as a benchmark so that an Islamic transaction is totally distinguished from a un-Islamic one, having no resemblance of interest whatsoever. 
	Comment by Grammarly: Deleted:n

b. The differences are as follows;
1)  Ownership:  
 
Conventional Lease: Leasing can provide financing for movable (industrial, transport and agricultural plant and equipment) or real estate assets, while at the same time allowing the creditor institution to retain ownership of the asset throughout the term of the contracts. 
           Ijara: “Muajjir” (lessor) is the owner of the leased property. 
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2) Risk bearer: 
 
Conventional Lease: The lessor assumes and manages the risk of the asset. 
 Ijara: The risk and liabilities of ownership lie with the “Muajjir” (Lessor) The leased asset shall remain the risk of the Muajjir throughout the lease period. Any loss or harm caused by factors beyond the control of the Mustajir lessee shall be borne by the Muajjir. 
 
3)  Starting time for rental obligation: 
 
Conventional Lease: The rental falls due from the date when the lessee accepted the goods.  
 Ijara: The rental falls due from the date of handing over the asset to Mustajir. (Lessee)

4) Penalty 
 
Conventional Lease: Penalty can be charged to the lessee for delayed payment. 
 Ijara: A penalty is not usually charged by Islamic Institutes; however, a penalty can be charged to the lessee for delayed payment through the amount recovered is only to be used for charitable purposes by the lessor.  


5) Repossession of an asset 

Conventional Lease: The lease must not contain an option to purchase the asset at a bargain price. 
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Ijara: There can't be two contracts in one contract. Since the purpose of "purchase bargain option" is entirely different than the purpose of transferring the usufructs of an asset. Inserting the clause of "purchase bargain option" serves the purpose of another contract. On the one hand it allows the lessee to avail the usufructs of the leased asset and on the other hand, it also gives the right to the lessee to purchase the same leased asset, which is not allowed in Shariah.   

 
6) Equivalent to a sale: 

 Conventional Lease: A manufacturer or dealer doesn’t recognize any selling profit on entering into an operating lease because it is not the equivalent of a sale. 
Ijara: Leasing differs from sale in the way that it does not transfer the corpus or ownership of the property, which remains with the transferor. 
 
 The important fact is that under Shariah the leasing and sale/purchase transactions are two separate things and should not be mixed up in one contract, as both are independent and governed by separate rules. 
The lease with a promise to purchase and sale is different from the memorandum of sale. The rent paid by the lessee cannot, in any way, be considered as part of the price of the asset, rather it is the price of the service of the asset. 
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