
Understanding Islamic Finance

Muhammad Ayub





Understanding Islamic Finance



For other titles in the Wiley Finance Series
please see www.wiley.com/finance



Understanding Islamic Finance

Muhammad Ayub



Copyright © 2007 John Wiley & Sons Ltd, The Atrium, Southern Gate, Chichester,
West Sussex PO19 8SQ, England

Telephone �+44� 1243 779777

Email (for orders and customer service enquiries): cs-books@wiley.co.uk
Visit our Home Page on www.wiley.com

All Rights Reserved. No part of this publication may be reproduced, stored in a retrieval system or transmitted in
any form or by any means, electronic, mechanical, photocopying, recording, scanning or otherwise, except under
the terms of the Copyright, Designs and Patents Act 1988 or under the terms of a licence issued by the Copyright
Licensing Agency Ltd, 90 Tottenham Court Road, London W1T 4LP, UK, without the permission in writing of
the Publisher. Requests to the Publisher should be addressed to the Permissions Department, John Wiley & Sons
Ltd, The Atrium, Southern Gate, Chichester, West Sussex PO19 8SQ, England, or emailed to
permreq@wiley.co.uk, or faxed to (+44) 1243 770620.

Designations used by companies to distinguish their products are often claimed as trademarks. All brand names
and product names used in this book are trade names, service marks, trademarks or registered trademarks of their
respective owners. The Publisher is not associated with any product or vendor mentioned in this book.

This publication is designed to provide accurate and authoritative information in regard to the subject matter
covered. It is sold on the understanding that the Publisher is not engaged in rendering professional services. If
professional advice or other expert assistance is required, the services of a competent professional should be
sought.

The views expressed in this book by the author are those of the author and are not necessarily those of the
publisher. The publisher accepts no responsibility for such views.

Other Wiley Editorial Offices

John Wiley & Sons Inc., 111 River Street, Hoboken, NJ 07030, USA
Jossey-Bass, 989 Market Street, San Francisco, CA 94103-1741, USA
Wiley-VCH Verlag GmbH, Boschstr. 12, D-69469 Weinheim, Germany
John Wiley & Sons Australia Ltd, 42 McDougall Street, Milton, Queensland 4064, Australia
John Wiley & Sons (Asia) Pte Ltd, 2 Clementi Loop #02-01, Jin Xing Distripark, Singapore 129809
John Wiley & Sons Canada Ltd, 6045 Freemont Blvd, Mississauga, ONT, L5R 4J3, Canada

Wiley also publishes its books in a variety of electronic formats. Some content that appears in print may not be
available in electronic books.

Anniversary Logo Design: Richard J. Pacifico

Library of Congress Cataloging in Publication Data

Ayub, Muhammad, 1951–
Understanding Islamic finance / Muhammad Ayub.

p. cm. — (Wiley finance series)
Includes bibliographical references and index.
ISBN 978-0-470-03069-1 (cloth : alk. paper)
1. Finance—Islamic countries. 2. Finance—Religious aspects—Islam. 3. Economics—Religious
aspects—Islam. I. Title.
HG3368.A6A98 2007
332.0917′67—dc22 2007035537

British Library Cataloguing in Publication Data

A catalogue record for this book is available from the British Library

ISBN 978-0-470-03069-1 (HB)

Typeset in 10/12pt Times by Integra Software Services Pvt. Ltd, Pondicherry, India
Printed and bound in Great Britain by Antony Rowe Ltd, Chippenham, Wiltshire
This book is printed on acid-free paper responsibly manufactured from sustainable forestry
in which at least two trees are planted for each one used for paper production.

www.wiley.com


In the Name of Allah,
the Most Merciful, the Most Beneficent

For my youngest daughter, Wardah





Contents

List of Boxes and Figures xvii

Foreword xix

Preface xxi

Acknowledgements xxv

PART I FUNDAMENTALS 1

1 Introduction 3
1.1 Economic Scenario in the Neoclassical Framework 3
1.2 Conventional Debt: A Recipe for Exploitation 4
1.3 Growth per se May not Lead to Socio-economic Justice 6
1.4 Social Welfare Activities of the States 8
1.5 The Main Culprit 8
1.6 The Need of the Hour 9
1.7 Economics and Religion 10
1.8 Islamic Principles Can Make the Difference 11
1.9 Regulating Trade and Business 13
1.10 Islamic Finance Passing Significant Milestones 15
1.11 Could it Work to Achieve the Objectives? 16
1.12 About this Book 17

2 Distinguishing Features of the Islamic Economic System 21
2.1 Introduction 21
2.2 Islamic Sharı̄´ah and its Objectives 21

2.2.1 Sources of Sharı̄´ah Tenets 21
2.2.2 Objectives (Maqāsid) of Sharı̄´ah 22
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Foreword

The last decade has seen an unprecedented growth not only in the practice of Islamic banking
and finance but also in the literature on Islamic finance. This book, however, is not merely
another addition to the available literature. It has a marked distinction. It not only places
theory and practice in one place along with Sharı̄́ ah (Islamic law) underpinnings, but also
provides an objective assessment of conformation of the practice to the theory. A good
coverage of recent innovation in Islamic financial products is also a distinguishing feature
of this book.

Islamic finance is a subject that has now been recognized as a distinct academic discipline
to be included in the curricula of economics, business, finance and management faculties
of institutions of higher learning. There are several universities and institutions, both in
Muslim and other countries, that are teaching courses on Islamic banking and finance. These
teaching programmes, however, have been seriously constrained by the non-availability of a
standard textbook to be followed. I can say with confidence that this book carries the status
of a textbook to be prescribed in the senior levels of undergraduate programmes as well as
in graduate programmes in the relevant faculties.

Islamic finance is still a new subject. There is great interest in conducting research on
different aspects of its theory and practice in the contemporary set-up. Students of economics
and finance keenly look for topics of research in this field. The analytical approach adopted
in this book is conducive to bringing to light potential areas of research. Thus, research
students in the area of Islamic finance should find this book a must read.

The author of the book has a long experience of research in the State Bank of Pakistan
(the central bank of the country), which has played, during the last decade, a significant
role in promoting Islamic finance in the country. By virtue of his position in the research
department of the State Bank of Pakistan, he has a very valuable insight into the operations
of Islamic banks as well as their feasibility to survive in competition with the conventional
banks in the country. His approach in presenting the material in this book is very pragmatic.



xx Understanding Islamic Finance

The book, thus, is a useful guide to all those who would like to establish an Islamic bank or
would like to work in Islamic financial institutions.

I congratulate the author as well as the publisher in bringing out this useful book.

M. Fahim Khan
Division Chief

Islamic Research and Training Institute
Islamic Development Bank

Jeddah, Saudi Arabia



Preface

Islamic scholars have been critically examining the modus operandi of modern commercial
banks ever since their establishment in the Muslim world in the last decade of the nineteenth
century. As time passed, the consensus emerged among the scholars that the system was
against the principles of Sharı̄́ ah, mainly because of paying/charging returns on loans and
debts. Keeping in mind that direct or indirect intermediation between resource surplus and
resource deficit units was necessary to fulfil the growing needs of human societies and for
the development of business and industry, Islamic scholars and economists started offering
conceptual models of banking and finance as a substitute for the interest-based financial
system by the middle of the twentieth century.

Institutions offering Islamic financial services started emerging in the 1960s in isolation,
but the movement of Islamic banking and finance gained real momentum with the estab-
lishment of Dubai Islamic Bank and the Jeddah-based Islamic Development Bank in 1975.
In the evolutionary process, the initial theoretical model of two-tier Mudarabah developed
into a versatile model enabling the Islamic financial institutions (IFIs) to conduct trading
and leasing business to earn profit and pass on a part of the same to the savers/investors. To
complete the cycle of Islamic finance, institutions offering Takaful services started emerging
in 1979 as a substitute for the modern insurance system.

While the increasing involvement of the Sharı̄́ ah scholars, creative work by research
institutions like the IRTI (IDB) and the issuance of Sharı̄́ ah Standards by the AAOIFI
(Bahrain) provided a critically needed base to the emerging financial discipline, participation
of the world’s top banking institutions like HSBC, BNP Paribas and Citigroup in the 1990s
provided a driving force to transform it from a niche discipline to a global industry. The
establishment of the Islamic Financial Services Board (IFSB) in 2002, as a standard-setting
institution, also paved the way for making Islamic finance a globally acceptable proposition.
It provided impetus for the promotion and standardization of financial operations of Islamic
financial institutions (IFIs), involving consultations among the relevant regulating authorities
and the international financial institutions. The emergence of Sukuk as investment and
liquidity management instruments in the last six years not only tended to complete the
investment cycle in the emerging financial structure, but also provided a powerful driving
force for its development, with huge potential ahead.
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The above progress reveals that the Islamic finance industry has crossed the significant
milestone of having increasingly wider acceptance at a global level. The amazing develop-
ment so far, the present state of affairs and the challenges ahead give rise to some crucial
considerations for the experts, policymakers and practitioners in Islamic finance. First, the
rapid growth of the industry over the last decade has enhanced the demand for committed,
devoted and professionally trained personnel for Islamic banking operations. Second, the
industry, as it has emerged, is facing a credibility challenge on the grounds of lack of aware-
ness among the public and also due to the general perception that Islamic banks’ present
framework, with a reliance on debt-creating modes like Murabaha, might not be helpful in
realizing the objectives that its pioneers had visualized for transforming the interest-based
financial system to a system compatible with the tenets of the Sharı̄́ah.

Bankers, the business community, industrialists, Sharı̄́ah scholars and the general public
need to know what Islamic finance is, what its features are and how it works. In particular,
students of business and finance, the product developers for the emerging industry and the
personnel involved in operations need to have proper knowledge of the principles of Islamic
finance, the essential requirements of different Islamic modes of financing and how they can
be applied to various operations and services of banks and financial institutions. Accordingly,
the availability of any comprehensive book, covering both theory and practical aspects of
Islamic finance, is regarded a prerequisite for promoting Islamic banking and finance.

In the above scenario, I was asked by John Wiley & Sons to produce a write-up that
could serve as a textbook for students, bankers and all others who want to understand the
philosophy, modes, instruments and operations of Islamic banking and financial institutions.
I accepted the challenge and worked on the outline, covering Islamic economics as the basis
of Islamic finance, principles of Islamic finance, the main features of Islamic commercial
law, modes, products and procedures to be adopted by Islamic financial institutions and the
role Islamic finance can play in the development of the financial system and economies.
The book contains discussion on the basic modes, followed by the procedures that IFIs are
using or may adopt to fund a variety of clients, ensuring Sharı̄́ ah compliance. Practical
and operational aspects covering deposit and fund management by Islamic banks involving
financing of various sectors of the economy, risk management, accounting treatment and the
working of Islamic financial markets and instruments have been discussed in suitable detail.

The external reviewer of Wiley, while giving his expert opinion on the original manuscript,
suggested adding a chapter on appraisal of common criticism of Islamic banking and finance.
Although such discussions were there in scattered places in the book, covering all criticism
and misconceptions about the principles and operations of Islamic banks in one chapter in
the final manuscript will hopefully help readers to remove confusion, besides adding value
to the book.

In preparing the book, I have benefited from the traditional books of Islamic jurisprudence,
the literature available so far on Islamic banking and finance, resolutions of the Islamic Fiqh
Council of the OIC – the highest body representing Sharı̄́ ah scholars of all major Islamic
countries, the Sharı̄́ah Standards developed by the AAOIFI and rulings of the Sharı̄́ah boards
of some Islamic banks. As such, it reflects the consensus/mainstream viewpoint relating to
principles of the Islamic financial system, modes of financing and their essential Sharı̄́ ah
requirements that are recognized on a wider scale and are the bases for Islamic banking
practices in the Middle East and other parts of the world. In places, the minority view in
respect of some products has also been included to give a measure of dissent.
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Among those who accept the prohibition of interest, there are two approaches: according
to the mainstream approach, IFIs can use both categories of Islamic modes, while some
believe that Islamic banking, in letter and spirit, means only Shirkah-based transactions.
The latter perception is that Islamic finance, which was originally conceived as a two-tier
Mudarabah, has shifted to debt-creating modes that are almost similar to the interest-based
products of the banks, and as such, Islamic banks’ business also yields fixed returns as in the
case of the interest-based system. According to the mainstream approach, however, the issue
of mode selection is one of a preference for some over others and not one of prohibition of
debt-creating/fixed-return modes, and hence IFIs can use both categories of modes subject
to observance of the Sharı̄́ ah rules relating to trade and lease transactions and keeping in
mind the risk profile of the savers/investors and the nature of business, profitability and cash
flow of the entrepreneurs seeking facilities from the Islamic banks.

The message this author intends to convey is that IFIs need to carefully observe the
principles of Islamic finance with Sharı̄́ah inspiration while using any of the permitted modes.
It is, however, a fact that an important factor determining the integrity of their operations,
besides Sharı̄́ ah compliance and the professional competence of their incumbents, is the
possible impact of Islamic banks’ operations on the clients and the society or economy.
A common question faced by the practitioners is whether the Islamic banking in vogue will
be able to remove distortions created by the interest-based system, even in the long run. It
requires, on the one hand, that the role of partnership modes and equity-based capital in
Islamic banks’ operations needs to be enhanced and, on the other hand, the stakeholders need
to be educated and apprised that all Islamic modes can play a positive role in development
and capital formation, if used by banks observing the Sharı̄́ah rules. Further, banking is only
one part, though the most strategic one, of the overall system of finance and economics.
Fiscal, credit and monetary policies of the states have a crucial impact on the financial
business in any economy. This would require the creation of real-asset-based money only
and promoting retail and corporate financial services on the basis of fair play and risk-
sharing. Therefore, for sustainable and all-pervasive development of economies and the
welfare of human beings as a whole, the real-asset-based system of finance with care for
socio-economic ethics needs to be introduced gradually on a wider scale.

I hope that the work in hand will prove to be a useful source material for understanding
the principles, modes and operations of Islamic finance for all those who want to have such
knowledge, especially those who intend to apply it for providing Sharı̄́ah-compliant solutions
to investors and fund users.

I pray to the Almighty to accord His acceptance to this effort, made solely to spread
knowledge about and promote observance of the injunctions of the Sharı̄́ ah in economic
and financial dealings, and make this book a means of disseminating the concept of Islamic
banking and finance, forgiving me for any inadvertent errors and omissions.

Muhammad Ayub
Director

Training, Development and Shariah Aspects
Institute of Islamic Banking and Insurance (IIBI)

London
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