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Introduction 

 

   This Directory presents a comprehensive and detailed practical study of the 

Islamic financial products. It defines every product and elaborates on its 

applications and Shariah issues to serve as a guide and a reference for all those 

who are willing to study and understand Islamic finance, including researchers, 

academics and Shariah scholars. By so doing, Islamic finance shall be able to 

have more expertise resources to help develop the industry further. It is hoped 

that this Directory should help provide a straightforward platform to structure 

Islamic financial products in the right way and to streamline the way of 

application and implementation of these products.  

The Directory should al so function as a manual for individuals and clients of 

Islamic financial institutions, since it educates them about their products and 

answers the questions they may have about them, including their Shariah 

foundations a legitimacy, especially those produc ts whose Shariah compliance 

has been debated or whose ways of implantation have differed.  

This Directory is also a guide to the fatwa bodies and those in charge of managing 

the Islamic financial institutions, to help streamline the application of Islamic 

banking products, and to provide an independent Shariah assessment of their 

Shariah compliance and highlight the errors that may occur during 

implantation.  

        The Directory outlines the Shariah provisions relating to these products and 

attempts to jus tify them and quote their Shariah evidence. Indeed, the product 

does not simply list the Shariah provisions on each product but also clarifies and 

rationalize these provisions to help the stakeholder comprehend the provision 

and so earn his commitment and adherence to its right application.  

The Directory acknowledges benefiting different sources including Kuwaiti 

Jurisprudence Encyclopedia in quoting several Shariah provisions; Fiqhi matters 

were quoted along with their references in many places in the Dire ctory* 
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   The Directory has been drafted by academics who have been working in the 

industry of Islamic banking and finance for a long time. They have been 

excessively researching , training , and advising Islamic banks, so they are 

familiar with Islamic fina ncial products and quite aware of the challenges and 

obstacles facing their application. The authors of the Directory combine Islamic, 

economic , and finance knowledge, an experience that rarely meets in a work -

related to Islamic finance.  

   The authors have accomplished this work after reviewing the most important 

fatwas and standards issued on Islamic financial products, as well as the 

Shariah, economic and financial studies that relate to the industry and propose 

ways to develop it further to bring it closer to achieving the Shariah objectives. 

The Directory does not depart from the resolutions of the Fiqh academies made 

on the issues presented, and it refers to those resolutions as well as to some of 

the standards and fatwas that are releva nt to the cases presented. However, the 

Directory may disagree with some of the relevant fatwas and Shariah standards 

but with the provision of Shariah evidence and rationales to justify its position.  

   To achieve its objectives, the Directory includes pr oducts of Islamic financial 

institutions of different models, nationalities , and geographical distribution.  

Finally, to ensure its accuracy and practicality, a highly competent and reliable 

scientific committee has reviewed the Directory * 

Methodology and Themes of the Directory  

The Directory covers all Islamic financial products, subjecting each one of them 

to a detailed technical as well as Shariah analysis. It describes the modus 

operandi of the product and draws attention to any errors that may occur in  its 

practical application. It also comments on its relevant fatwas concerning  the 

applicable Fiqh resolution or Shariah standard. Based on the above, the 

Directory suggests the right application of the product in terms of both Shariah 

compliance and pract icality.  

The Directory also presents the ill -reputed products and practices that have 

invaded the Islamic banking industry. It describes these products and practices, 
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and analy ze their impacts on the industry. It also discusses the various 

justifications provided to claim their legitimacy and highlights the Fiqh 

Academiesõ stands toward them.  

This work takes into account the challenges facing the right application of some 

Islamic financial products, so it may state that some rules may be specific to 

these  temporary conditions , and have to change if the conditions change . 
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Chapter One 

Shariah Justifications of Islamic Finance 

Banking and finance are more about interest than anything else is, and usury is 

forbidden in Islam for its multiple and recurring harms, which emerge and evolve 

with the development in peopleõs transactions over time. 

A.  Usury is a major sin  

Allah says: {O you who believe! Fear God, and forgo what remains of usury, if 

you are believers.  If you do not, then take notice of war by God and His 

Messenger. But if you repent, you may keep your capital, neither wronging nor 

being wronged. But if he i s in hardship, then deferment until a time of ease. But 

to remit it as charity is better for you if you only knew}. 1 According to this Ayah, 

one who deals in usury is one who fights Allah and His Messenger  (һ). 

Abu Huraira narrated: The Prophet  (һ) said, "Avoid the seven great destructive 

sins." The people enquire, "O Allah's Apostle! What are they? "He said, "To join 

others in worship along with Allah, to practice sorcery, to kill the life which Allah 

has forbidden except for a just cause, to eat u p Riba (usury), to eat up an 

orphan's wealth, to give back to the enemy and fleeing from the battlefield at the 

time of fighting, and to accuse, chaste women, who never even think of anything 

touching chastity and are good believers. 2 

Jabir narrated: òThe Messenger of Allah (һ) cursed the one who collects riba, 

pays riba, and documents the contract of riba or witnesses to the contact of 

ribaó.3 

                                                           

1 The Holy Quran: 2/278 -280.  

2 Reported by Al -Bukhari (2615) and Muslim (89; 145).  

3 Reported by Muslim (14302).  
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In another Sunna report: òA dirham of riba eaten by a man knowing it is more 

severe to God than thirty -six -time  adulteryó.4 

In a similar Sunna report: òRiba has seventy-three doors, the least sinful of each 

is like sleeping with oneõs motheró.5 

Al-Nawawi said: "All Muslims unanimously agree that riba is forbidd en and that 

it is a major sin." 6 

Al-Nawawi also said, "Equal in the prohibition of to deal in riba are men and 

women, slave and slaves to be freed (Mukatab), and there is no difference in the 

prohibition between dealing in riba in a Muslim state or non -Muslim state. What 

is haram in the M uslim state is also haram in a non -Muslim state, and whether 

between Muslims, or a Muslim and non -Muslim. This is our doctrine (Shafiõi), 

Malikõs, Ahmadõs, Abu Yusufõs, and the vast majority of scholarsó.7 

 

B.  The evils of Riba  

 Undoubtedly, the evils of Riba  are numerous, and its consequences are grave. 

Islam does not command humankind with anything except that which is good 

and useful in this life and the hereafter, and it does not forbid anything but that 

which is harmful and bad.  

Before mentioning the harmful effects of usury, we mention the types of loans, 

since the harms may vary according to the type of loan:  

a. Loans are taken by needy individuals to fulfill their necessary needs. This 

is the primary reason for which money is lent, and where moneylende rs 

benefit the most at the expense of the poor. No country of the world is free 

                                                           

4 Reported by Ahmad in his Musnad (22097); Al -Haithami in Majma Al -Zwaiõd (6573); Al-DaraQutni in his 
Sunan (2819).  

5 Reported by Al -Hakem, and he commented by saying that t his Hadith fulfilled the conditions of both 
Bukhari and Muslim, yet they did not narrate it. 2:37.  

6 Al-Nawai, Al -Majmoh, 4/487.  

7 Al-Nawai, Al -Majmoh, 4/489.  
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of this problem, because these countries have not devoted attention to 

creating conditions in which the poor and middle -income people obtain 

loans easily, so everyone who falls  into the hands of usurers once can 

hardly get rid of it, and the debt could be passed on to his children and 

his grandchildren who inherit that debt. 8 

b.  Loans that merchants, manufacturers, and landowners seek to use them 

in their productive business. Indiv iduals or institutions that do not want 

to bear the risks of investing or working in the trade provide these loans. 

They prefer instead to give loans that are guaranteed in their principal and 

returns; thus, lenders would gain without sharing the risk and this is 

unfair to borrowers.  

c. Loans governments seek from the financial markets of other countries by 

selling government bonds and treasury bills. Whether to finance trade or 

industry, such loans are harmful and have negative impacts on the 

economy and the society of the borrowing country, especially the loans 

that poor governments take from rich countries to cover their urgent 

expenses. Such loans are normally difficult for the borrowing countries to 

repay, which may affect their sovereignty and give foreig n powers the right 

to interfere in their economies. However, Islam advocates cooperation, 

relieving othersõ needs, and not exploiting them. Quran says: "Help ye one 

another in  righteousness and piety , but help ye not one another in sin and 

rancor". 9  

These are the most important types of loans in general, and they carry several 

religious, social , and economic harms, including:  

                                                           

8 Al-Mawdudi, Al -Riba, P.40.  

9 The Holy Quran: 5/II.  

https://context.reverso.net/translation/english-arabic/righteousness+and+piety
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First: Moral and spiritual harms , because the one who deals with Riba is a 

person who is prone to all sorts of inner ills including miserliness, selfishness , 

and other vice characteristics.  

¶ Riba kills human feelings of compassion because the usurer does not 

hesitate to strip the debtor o f all his money when he can  do so* The Prophet 

(һ) says:  òMercy is only removed from the one who is destined for 

wretchedness ó10 . The Prophet (һ) also says: "Allah will not be merciful to 

those wh o are not merciful to mankind.ó11  He also says: "The merciful are 

shown mercy by Ar -Rahman. Be merciful on the earth, and you will be 

shown mercy from Who is above the heavensó.12  

¶ The one who eats Riba is normally a one who does not assist others; he 

does not lend but with interest nor does  he pardon the insolvent debtors. 

This is because it is difficult for him to give money without tangible benefits 

in return, and as such he is denied the great rewards of assisting others 

and relieving their distress. These rewards are mentioned in the Had ith 

narrated by Abu Huraira that the Prophet (һ) has said: òIf anyone relieves 

a Muslim believer from one of the hardships of this worldly life, Allah will 

relieve him of one of the hardships of the Day of Resurrection. If anyone 

makes it easy for the one who is indebted to him (while finding it difficul t 

to repay), Allah will make it easy for him in this worldly life and the 

Hereafter, and if anyone conceals the faults of a Muslim, Allah will conceal 

his faults in this world and the Hereafter. Allah helps His slave as long as 

he helps his brother.ó13 The Messenger of Allah ( һ) also said, "He who gives 

respite to someone who is in straitened circumstances, or grants him 

remission, Allah will shelter him in His Shade (the shade of His Throne, 

                                                           

10  Reported by Abu Dawud (4942); Al -Termethi  (1923)  

11  Reported by Al -Bukhari (7376) and Muslim (2319).  

12  Reported by Abu Dawud (1941); Al -Termethi (924).  

13  Reported by Muslim (2699).  
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on the Day of Resurrection, when there will be no shade except its  

shade)." 14  

Second: social harms , because a society that deals with interest, and whose 

members insist on lending on interest, is a society threatened to become 

degenerate and disintegrated. Its members do not cooperate, and no one helps 

others unless for s ome worldly gain in return, and its affluent classes antagonize 

the destitute classes. Such a society cannot  maintain happiness or safety; 

rather, it is prone to disintegration and animosity at all times.  

¶ Dealing with interest leads to the disruption of th e values of solidarity and 

human compassion: The Messenger  (һ) commanded compassion and 

solidarity among Muslims * The Prophet ( һ) said, "A faithful believer to a 

faithful believer is like the bricks of a wall, enforcing each other." While 

(saying that) the  Prophet ( һ) clasped his hands, by interlacing his fingers 15 . 

The Prophet ( һ) also said "The believers in their mutual kindness, 

compassion , and sympathy are just like one body. When one of the limbs 

suffers, the whole body responds to it with wakefulness a nd fever" 16 . 

Therefore, there is no salvation, no happiness, and no escape from 

misfortunes, except by following the correct Islamic approach and following 

the rulings and teachings it brought.  

¶ Thus, Riba causes hostility and hatred between individuals and groups, 

which degrades the social values and cuts ties or brotherhood in the society.  

 

Third: Economic harms , because it relates to an aspect of social life, which is 

loan among people,  

                                                           

14  Reported by Muslim (3006).  

15  Reported by Al -Bukhari (481) and Muslim (2585).  

16  Reported by Al -Bukhari (6011) and Mu slim (2586).  
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¶ It disrupts human appreciation of the value of work, since Riba  creates a 

class of people that lives on the blood of others, and does not appreciate 

work. This increases the number of people who do not do useful work, 

which ultimately affects the course of the economy.  

¶ Riba caused Muslims to deposit  the surplus of th eir money with  their 

opponents  (Western banks). This has  deprive d Muslims of a vital economic 

tool that could have been used to develop their economies instead, and it 

gave their opponents power and hegemony over them .17  

¶ Riba may entice people into business  adventures that they cannot bear 

the consequences of which. In brief, the harms of usury are incalculable, 

and it suffices to know that God Almighty does not forbid anything but 

anything that has pure harm or that has more harm than benefit.  

Retribution of Riba  

Usury began in the West at the hands of non -religious Jews, who twisted the 

interpretation of the prohibition of Riba  in their holy books as previously done 

by the people of Sabbath. This is exactly what can be expected of those who save 

no effort in circumventing their Shariah prohibitions. The Quran describes those 

people: {For wrongdoing on the part of the Jews, We ma de unlawful for them 

[certain] good foods which had been lawful to them, and for their averting from 

the way of Allah many [people];  And [for] their taking of usury while they had 

been forbidden from it, and their consuming of the people's wealth unjustly }18 . 

In this context, what applies to the Jews applies to the Muslims in circumventing 

the Shariah rules, including Riba prohibition. Besides, Riba is among the 

practices of the people of the pre -Islamic era, so he one who deals in Riba invo kes 

an old ill -reputed practice.  

                                                           

17  Al-Ashqar, Umar Sulaiman, Al -Riba wa Atharuhu alõ Al-Mujtamiõ Al-Muslim.  

18  The Holy Quran: 4/160 -161.  
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The following are some of Shariah texts on  the penalty of Riba dealers:  

¶ According to the Quran, the one who deals in Riba shall be resurrected on 

the Day of Resurrection like a lunatic. {Those who consume interest cannot 

stand [on the Day o f Resurrection] except as one stands who is being 

beaten by Satan into insanity. That is because they say, "Trade is [just] 

like interest." But Allah has permitted trade and has forbidden interest. 

So whoever has received an admonition from his Lord and de sists may 

have what is past, and his affair rests with Allah. But whoever returns to 

[dealing in interest or usury] - those are the companions of the Fire; they  

will abide eternally therein}. 19  

¶ Allah destroys Riba as stated in the Ayha: {Allah destroys riba  and gives 

an increase for charities. And Allah does not like every sinning 

disbeliever} 20 . Furthermore, Ibn Massoud reports that the Prophet  (һ) has 

said : òAlthough Riba appears to  increase wealth, in fa ct , it ultimately 

decreases itó.21  

¶ The one who deals in Riba is an enemy to be fought against by Allah and 

His Messenger  (һ). Quran says: { O you who have believed, fear Allah and 

give up what remains [due to you] of interest if you should be believers. 

And if you do not, then be informed of  a war [against you] from Allah and 

His Messenger. But if you repent, you may have your principal - [thus] you 

do no wrong, nor are you wronged}. 22  

¶ Eating Rib indicates weakness or lack of piety, and this causes failure to 

succeed in this world and the here after as indicated in the Quran: {O you 

who have believed, do not consume usury, doubled and multiplied, but 

fear Allah so that you may be successful. And fear the Fire, which has 

                                                           

19  The Holy Quran: 2/275  

20  The Holy Quran: 2/276  

21  Reported by Ahmad in his Musnad (424) and by Al -Hakem (3754)  

22  The Holy Quran: 2/278 -279  
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been prepared for the disbelievers. And obey Allah and the Messe nger that 

you may obtain mercy}. 23  

¶ Eating usury brings its owner into a curse, so he is deprived of Godõs 

mercy. Jabir narrates that òThe Prophet (һ) cursed the accepter of interest 

and its payer, and one who records it, and the two witnesses, and he said: 

they are all  equaló.24  

¶ The one who eats Riba shall swim in a river of blood and the stones put in 

his mouth shall prevent him from getting out of this river as reported in 

the Hadi th of Miõraj where the Prophet (һ) described such a scene and told 

that òthe man in the river is the eater of Ribaó.25  

¶ Eating Riba is one of the gravest sins.  Abu Hurairah (May Allah be pleased 

with him) said: òThe Prophet (һ) said: "Keep away from the seven fatalities." 

It was asked: "What are they, O Messenger of Allah?" He ( һ) replied, 

"Associating anything with Allah in worship (i.e., committing an act of 

Shirk), sorcery, the killing of one whom Allah has declared inviolable 

without a just cause, devouring the property of an orphan, the eating of 

usury (Riba), fleeing from the battlefield and accusing chaste believing 

women, who never even think of anything touching their chastity  and are 

good believers ." 26 

¶ Eating usury causes suffering and destruction. Ibn Abbas narrates that 

the Prophet (һ) has said: òIf adultery and usury appear in a village, then 

this will bring about the punishment of God on this villageó.27  

                                                           

23  The Holy Quran : 3/130 -132.  

24  Reported by Muslim (1597).  

25  Reported by Al -Bukhari (2085). See also Al -Asqalani, Fateh Al -Bari 4/313.  

26  Reported by Al -Bukhari (2615) and Muslim (89; 145).  

27  Reported by Al -Hakem 2/37.  
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¶ There are seventy -three evil degrees of Riba as narrated by Ibn Masoud 

from the Prophet ( һ): òThere are seventy-three degrees of Riba the least 

severe of which is like one committin g fornication with oneõs motheró. 28  

¶ The eater of usury is promised eternity in Hell if he does not repent. The 

Quran says: {Allah has permitted trade and has forbidden interest. So 

whoever has received an admonition from his Lord and desists may have 

what is past, and his affair rests with Allah. But whoever returns to 

[dealing in interest or usury] - those are the companions of the Fire; they  

will abide eternally therein}. 29  

¶ Allah does not accept any charity that originated from Riba 's money. The 

Messenger of Allah ( һ) said, òAllah the Almighty is Good and accepts only 

that which is goodó.30  

¶ The supplications of Riba eaters shall not  be answered. Abu Huraira 

narra ted the Prophet ( һ) mentioned [the case] of a man who, having 

journeyed far, is disheveled and d usty, and who spreads out his hands to 

the sky saying òO Lord! O Lord!,ó while his food is haram (unlawful), his 

drink is haram, his clothing is haram, and he has been nourished with 

haram, so how can [his supplication] be answered!ó.31  

¶ Eating Riba makes on eõs heart hard so that it does not admit mercy. The 

Quran says: {No! Rather, the stain has covered their hearts of that which 

they were earning} 32 . The Prophet  (һ) also says: òBeware! There is a piece 

of flesh in the body if it becomes good (reformed) the whole body becomes 

good but if it gets spoilt the whole body gets spoilt and that is the heartó.33  

                                                           

28  Reported by Al -Hakem 2/37; Ibn Majah (2274).  

29  The Holy Quran: 2/275.  

30  Reported by Muslim (1014).  

31  Reported by Muslim (1014).  

32  The Holy Quran: 83/14.  

33  Reported by Al -Bukhari (52) and Muslim (1599).  
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¶ Eating usury is a reason for the deprivation of good things. The Quran 

says: {For wrongdoing on the part of the Jews, We made unlawful for them 

[certain] good  foods which had been lawful to them, and for their averting 

from the way of Allah many [people],  And [for] their taking of usury while 

they had been forbidden from it, and their consuming of the people's 

wealth unjustly. And we have prepared for the disbe lievers a mong them a 

painful punishment}. 34  

 

Riba  and bank interest  

The Egyptian fatwa council ha s issued several resolutions deeming bank interest 

no different from the forbidden Riba.  

1.  Fatwas of the Egyptian fatwa council:  

1.1.  The subject of the fatwa: The prohibition of taking bank interest. 

Fatwa of Sheikh Bakri Al -Sadafi, Grand Mufti of Egypt, Muharram 1325 

AH 1907 AD, Dar al -Iftaa al -Masria (issued by the Supreme Council for 

Islamic Affairs).  

1.2.  The subject of the fatwa: Prohibition of investing money depos ited 

with banks with interest: Fatwa of Sheikh Abdul Majid Salim, Grand Mufti 

of Egypt, 1348 AH - 1930 AD, Dar al -Iftaa al -Masria (issued by the 

Supreme Council for Islamic Affairs).  

1.3.  The subject of the fatwa: Taking interest on money deposited in 

banks is prohibited and it is not permissible to pay the interest as charity: 

The fatwa of Sheikh Abdel Majid Salim, Grand Mufti of Egypt, (1362 AH - 

1943 AD, the same sources as the previous one).  

1.4.  The subject of the fatwa: It is forbidden to invest the money 

depos ited in the bank with interest, and the legitimate ways of 

                                                           

34  The Holy Quran: 4/160 -161.  
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investments are better alternatives: Fatwa of Sheikh Abdul Majid Salim 

1364 AH - 1945 AD (from the previous source).  

1.5.  The subject of the fatwa: The increase over the principal of the loan 

is Riba: F atwa of Sheikh Muhammad Abdo as reported by his student 

Sheikh Rashid Muhammad Rida.  

1.6.  The subject of the fatwa: Islam did not distinguish between excessive 

usury and others in the prohibition: Fatwa of Dr. Abdullah Darraz 8 / 

1951 AD. (The sources is a lect ure at the Islamic Law Conference in Paris, 

entitled òUsury from the perspective of Islamic lawó). 

1.7.  The subject of the fatwa: Riba is an increase against time: Fatwa 

Sheikh Muhammed Abu Zahra, 1390 AH - 1970 AD (Research in usury), 

published by Dar al -Buhut h al -Elmiyyah - Cairo.  

1.8.  The subject of the fatwa: Bank interest is nothing but the Riba 

mentioned in the Qurõan. (The same Mufti and source as above). 

1.9.  The subject of the fatwa: The prohibition of Riba includes 

commercial loans as well as loans for consumpti on: Responding to the 

claim that modern life necessitates resorting to usury, (the same Mufti 

and source as above).  

1.10.  The subject of the fatwa: Development bonds and fixed -income 

treasury bills are among the forbidden usurious transactions: Sheikh Jad 

al-Haqõs fatwa Ali Jad al-Haq, Grand Mufti of Egypt. (Islamic fatwas in the 

Fatwa House in 1399 AH 1976 AD (Volume 9 No. 1248).  

1.11.  The subject of the fatwa: Depositing money in banks with interest is 

forbidden whether these banks belong to the government or others.  (The 

fatwa of Sheikh Jad Al -Haqq Ali Jad Al -Haqq (the same source as above).  

1.12.  Islamic Fiqh councils agree that bank interest is forbidden and that 

it involves the three varieties of Riba: Fadl, Nasiõa, and Riba in a loan.  

 

2.  The fatwa of the International Fi qh Academy:  
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The council of the Fiqh Academy, which is affiliated with the Organization of the 

Islamic Conference in its second session in Jeddah on 10/6/1406 AH, after 

deliberation on  various issues related to contemporary banking, and after 

reflection on  the discussions that highlighted the negative effects of dealing in 

Riba on global economic injustice, especially in third world countries, decided:  

That every increase (interest) on the debt that is past due and which the debtor 

is unable to pay, and eve ry increase (interest) that is charged on loan upon its 

initiation, is a forbidden Riba.  

 

3.  The fatwa of the Islamic Research Academy in Cairo.  

The second Islamic Conference of the Islamic Research Academy in Cairo, which 

was held in the month of Muharram 13 85 AH corresponding to May 1965 AD, 

decided unanimously on the following banking transactions:  

3.1.  Interest on all types of loans is a forbidden Riba , and there is no 

difference in that between a consumption loan and a productive loan 

because the texts of both Quran and Sunnah are conclusive in prohibiting 

Riba in general.  

3.2.  Both excessive and minor interest is forbidden, as indicated by the 

correct unde rstanding of the Quranic text: {O you who have believed, do 

not eat Rib doubled and multiplied} .35   

3.3.  Lending on interest is forbidden, and nothing justifies lending on 

interest. Borrowing on interest is forbidden as well, and its prohibition is 

not lifted except in case of necessity, but every person shall be left to his 

piety to estimate his necessity.  

3.4.  Banks' services such as current accounts, cashing checks, letters of 

credit, and domestic bills of exchange are all permissible, and what is 

taken by the ba nk in consideration of these businesses is not Riba.  

                                                           

35  The Holy Quran: 3/130.  
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3.5.  Fixed -term deposits, interest -bearing letters of credit, and all other 

types of lending on interest are all usurious transactions and they are 

prohibited.  

 

4.  The decision of the Fiqh Academy of the Muslim World League 6 

The decision of the Fiqh Academy of the Islamic World League on the subject of 

the prevalence of the usurious banks and dealing with them, as well as the ruling 

on taking the banking interest 6 

Praise be to God, and prayers and peace be upon t he One after whom there is 

no prophet, our master , and our Prophet Muhammad - may Godõs prayers and 

peace be upon him and his family and companions.  

Next:  

The Council of the Fiqh Academy in its ninth session held in the building of the 

Muslim World League in Makkah from Saturday 12 Rajab 1406 AH to Saturday 

19 Rajab 1406 AH has considered the topic of òthe spread of usurious banks and 

peopleõs dealing with them due to lack of alternativesó which was referred to the 

Council by his Excellency Dr. Secretary -General, Vice President of the Council  

The council listened to the membersõ discussion on this serious issue, where a 

clear prohibition that is established in the Qurõan, the Sunnah, and the 

consensus of scholars is committed. This prohibition is a fundament al rule in 

the Shariah, and all Muslims agree that it is a serious sin and one of the seven 

major sins. The Holy Qurõan threatens its perpetrators to war against them from 

God and His Messenger, Almighty said: {O you who have believed, fear Allah and 

give up what remains [due to you] of interest, if you should be believers * And if 

you do not, then be informed of a war [against you] from Allah and His 

Messenger. But if you repent, you may have your principal - [thus] you do no 
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wrong, nor are you wronged}. 36  

In this regard, the Prophet  (һ) is reported to have said: òcursed is the one who 

collects riba, pays riba, and documents the contract of riba or witnesses to the 

contact of ribaó.37  

Ibn Abbas also narrates that the Prophet  (һ) has said: òIf adultery and usury 

appear in a village, then this will bring about the punishment of God on this 

villageó.38  

Furthermore, modern economic research has proven that Riba is a danger to the 

worldõs economy, politics, morals, and safety and that it is behind many of the 

cri ses that hit the world. It has also proven that to survive this, Riba had to be 

eradicated just as Islam ordained fourteen centuries ago.  

It is from the grace of God Almighty that Muslims began to regain their self -

confidence and awareness of their identit y after they raised their awareness of 

their religion, so the ideas that represented the stage of psychological defeat in 

front of the Western civilization and its capitalist system have regressed. Those 

ideas found once weak -hearted people who wanted to i mpose irregular 

interpretations on some Shariah texts to legalize that was forbidden by Allah and 

His Prophet  (һ). 

Several conferences and seminars held in more than one Islamic country, and 

outside the Islamic world as well, have unanimously prohibited the banking 

interest and demonstrated to people the possibility of legitimate alternatives to 

conventional banks and financial institutions.  

Then the blessed practical step, which is the establishment of Islamic banks, 

which avoid dealing in Riba and other  prohibited transactions. They began small 

                                                           

36  The Holy Quran: 2/278 -279  

37  Reported by Muslim (14302).  

38  Reported by Al -Hakem 2/37  



 

Page 37 of 490 

 

and then quickly grew and multiplied until the number exceeded 1500 worldwide 

in 2020.  39  

This refutes the claim of the secularists and the victims of the cultural invasion 

of the Muslim world, who once claimed tha t the application of Shariah law in the 

domain of economy is impossible because to them there is no economy without 

banks and no banks without interest.  

Moreover, some countries such as Pakistan converted their national banks into 

banks that do not deal wi th interest. It also demanded the foreign banks 

operating in Pakistan to change their system under  the direction of the state, 

otherwise , their license would be revoked.  

Hence, the Council decides the following:  

First:  All Muslims must stop all sorts of Riba dealings including paying, 

receiving , or facilitating Riba so that they may avoid Godõs punishment and the 

war he declared against dealers in Riba.  

Second:  The Council is satisfied with the establishment of Islamic banks, which 

are the substitutes to the usurious banks. In this context, an Islamic bank refers 

to a bank whose article of association stipulates the commitment to adhere to 

the provisions of Islamic Sharia in all of its transactions and obliges its 

management to have a binding Shariah super vision.  

The Council calls on all Muslims to support these banks, and not to listen to 

malicious rumors that are trying to unjustifiably distort their image.  

The Council also calls for expansion of these banks in all Muslim countries, and 

wherever Muslims e xist, so that these banks can form a strong network that 

prepares for an integrated Islamic economy.  

Third:  It is forbidden for every Muslim who can  deal with an Islamic bank to deal 

with conventional banks locally or overseas, as the excuse to deal with t hem is 

lifted after the existence of the Islamic alternative.  

                                                           

39  Islamic Bankers Resource Centre. The number originally mentioned was 90, but it was amended by the 
authors to 1500 as of 2020.  
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Fourth : The Council calls upon officials in the Islamic countries and those in 

charge of conventional banks to take a serious initiative to purify these banks 

from the evils of Riba, in response  to the call of God Almighty: {O you who believe! 

Fear God, and forgo what remains of usury, if you are believers} (2/278)  and 

thus contribute to the liberation of their societies from the legal and economic 

effects of colonialism.  

Fifth : all money accumul ated from interest is money that is unlawful in Islam, 

so it is not permissible for a Muslim to make use of this money for himself or any 

of his dependents on any of his affairs, and it must be spent in the public 

interests of Muslims, such as schools, hos pitals, and others. The disposal of the 

income generated from interest cannot be regarded as an act of charity, but 

rather it is something necessitated by the need to avoid tainted income.  

In this regard, it is not permissible to leave the interest to the conventional 

banks, because they may lend it on to others with further interest. However, it 

is even worse when the bank is a foreign bank, since this unclaimed interest may 

end up being used against Muslims, notwithstanding that one should desist from 

dealing with such banks, with or without interest.  

The Council also demands those in charge of Islamic banks to employ only 

efficient and trustworthy staff and to provide them with the necessary training 

so that their transactions and behaviors become in full  compliance with the 

teachings of Shariah.  

God is the guardian of success and Godõs prayers and peace be upon our Prophet 

Muhammad and his family and companions.  

5.  Conference Resolutions:  

Both the first international conference on Islamic economics in Makkah and the 

Islamic law conference in Riyadh issued resolutions confirming that borrowing 

from banks on interest and signing contracts with them on the condition of an 

increase in the borro wed money at an annual interest is a forbidden Riba.  

6.  Individual fatwas:  
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There are individual fatwas from leading Muslim scholars and Muftis confirming 

that bank interest is nothing but a forbidden Riba.  
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Chapter Two 

Economic Advantages of Islamic Finance 

    There are at least seven advantages of Islamic finance, which are visible if we 

consider this financing in several aspects including efficiency, stability, risks 

related to the asymmetry of information, the role of financing in the field of 

development,  the coherence of the national economy, justice and the ability to 

maintain growth. A brief explanation is provided about each of these advantages.  

First advantage: economic efficiency  

   As a result of the use of interest in conventional financing, people  (depositors) 

tend to maximize their income from the guaranteed return promised on their 

guaranteed deposits. To achieve that, they tend to minimize their spending and 

deposit all that they can deposit to gain the maximum return on their money. 

Thus, peopl e replace the use of real resources (Like work and capital) with the 

use of interest. For example, a large retail market that generates large amounts 

of cash resorts to employing many  workers to collect the cash and transfers it 

using a rented or a purchased armored vehicle with guards to a bank to gain 

interest over this money. Rather than deploying these real resources in 

production, they are used, thanks to the interest earned on de posits, to serve 

the depositing of cash at banks. Hence, the economy witnesses less production 

with the prevalence of the interest system, thus reducing its efficiency.  

As for Islamic finance, it does not give an absolute guaranteed return. Rather, 

the gai n shall always be associated with risk -taking, therefore it does not occur 

to the customers to use the real resources in exchange instead of money, and 

thus the national production remains high without a loss inefficiency.  

Besides , under conventional finan cing , the greatest attention is given to the 

borrower's ability to repay the principal and the interest on the loan. As for 

Islamic finance, the profit -loss sharing instruments focus on the profitability and 

the rate of return that can be achieved by the f unded investment. This type of 
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financing, if properly used on a large scale, can direct financial resources to the 

best investments in terms of productivity, which raises the level of efficiency of 

financing operations and supports macroeconomic efficiency * 

As for commodity financing instruments, which are based on the profit margin 

concerning  the financing term, and the lease instruments, which are based on 

periodic rental payments, they both finance the acquisition of useful goods and 

services, including productive assets. If these instruments are applied in a 

competitive open market, the cost of financing will depend on the relative value 

of the use of the financed goods, regardless of whether the use is in the area of 

production or consumption. Consequ ently, goods with the highest usage values 

will receive the best rank in obtaining financing, which achieves the highest 

levels of efficiency. Although the need for collateral exists in all financing 

operations, given that the acquisition of commodities is the greatest security 

when financing is related to the trade or manufacture of certain assets, these 

assets themselves become guarantees for the provider of financing, and thus 

there is a kind of self -coverage of the financing risks.  

Thus, we find that the national economy as a whole becomes more efficient, and 

the resources are less wasted as much as it uses Islamic financing instruments, 

which do not rely on the interest rate as a criterion for the allocation of resources.  

The second advantage: economic stability  

If we check the balance sheet of a conventional bank, we find on the liabilities 

side: current, savings , and fixed -term deposits, which are all guaranteed by the 

bank. In contrast, we find that most of the bankõs assets are debts whose quality 

depends on the debtors õability to repay them. This is why a significant failure to 

pay on the assets side, which usually happens in times of recession, would lead 

to the inability of the bank to fulfill its obligations on the liabilities side. This  

deficit becomes inevitable in the time of crises that occur for reasons related to 

the performance of the national economy or for reasons specific to the bank in 

question. Such crises may lead to the collapse of the bank, which leads the 
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depositors to rac e to withdraw their money from the rest of the banks, and this 

is one of the manifestations of the economic and financial crises that the 

conventional economy undergoes from time to time.  

As for the bank that operates under  the provisions of Shariah, its l iabilities are 

characterized by another nature; the liabilities are limited to the current 

accounts deposits, while the investment accounts are provided to the bank based 

on participation in profit and loss. Therefore, when the Islamic bank faces a total 

economic crisis or a crisis related to its conditions , in particular, investment 

deposits share the risk, and therefore the bank is not prone to collapse, nor is 

the banking system as a result of sudden withdrawal of funds. For this reason, 

we can say that the Islamic banking system is more stable than the conventional 

banking system.  

On the other hand, the conventional finance involves trad ing -in spot  money 

versus deferred money in debt markets that are integrated globally in one 

market, and deferred money in that market takes the form of obligations to pay 

certain amounts of cash at specified times. These obligations are called bonds, 

and bonds are financial instruments that are easy to trade. Many bonds are 

listed on the global financial markets with the v olume of their daily exchange 

reaching hundreds of billions of dollars. For example, according to the statistics 

of the Bond Market Association in the United States, the average daily volume of 

trading in bonds in the United States exceeded $ 800 billion a t the end of 

September of 2018 (SIFMA, 2018). This means that the average trading volume 

during the year (the daily average multiplied by the number of working days per 

year) exceeds $ 210 trillion. However, the gross domestic product of the United 

States of America In the same year reached about $ 20.4 trillion only! By 

comparison, the global GDP - that is, the value of all goods and services produced 

by all countries of the world - was estimated at $ 88 trillion in 2018. This means 

that the volume of trad ing in the American debt market is ten times the 

production of goods and services in the United States and is two times the 

production in the whole world!  
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What is going on in the bond market is also taking place in the derivatives 

market, with derivatives being effectively gambling contracts on commodities 

prices and interest rates and even some anticipated events. These contracts 

create debt as a liability on the part of one of the gamblers in favor of the other 

party. The winner earns the difference in th e price in the contract while the loser 

pays it. This means that derivatives are gambling debts compared to bonds that 

are borrowing debts. The Bank for International Settlements calculated the daily 

average value of mutual derivative contracts and found t hat they exceeded (6) 

trillion dollars per day in 2017, that is, more than (1588) trillion dollars per year, 

which exceeded 18 times the whole worldõs gross domestic product in that year. 

The high volume of exchanges in the bond and derivative markets (i.e . borrowing 

and gambling debts) indicates that a lot of short -term funds move easily and 

quickly between global debt markets and that this mobility does not depend on 

factors affecting the real economy, as much as it depends on each speculator's 

ability to  predict other speculatorsõ acts, and his ability to act in light of that 

expectation, regardless of the economic conditions in effect. Thus, the global debt 

markets have become closer to gambling clubs, which would subject the capital 

movements therein to  the influence of rumors and apprehension from any 

initiative that may appear to be unfavorable. Consequently, the short -term cash 

flows become a source of economic instability, rather than serving to finance the 

requirements of production and trade exchan ge. 

To make matters worse, the withdrawal of massive amounts of money from the 

debt market in a particular country, for a reason that is mostly not related to its 

economic conditions, may lead to the collapse of its currency, and spreads chaos 

in its marke ts, ending in a gruesome economic collapse. Not only that, but the 

economy of such a country may also  be linked to other neighboring countries, 

as a result , the economies of those neighbors would face a similar fate, and this 

phenomenon is called infection . With the increase in economic openness and the 

increasing linkage of the economy of each country to other countries, we find 
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that this infection is not limited to a specific economy or a region itself, but rather 

extends to threaten the global economy as  a whole.  

In comparison, the debts that result from Islamic finance come through 

financing the purchase of goods and services for a forward price. These debts are 

not tradable at all; that is, the credit market in Islamic finance is completely 

fragmented a nd far from the usual integration in global debt markets, so there 

is no chance for a sudden mass transfer of capital. Thus, contagion and 

instability become unthinkable under Islamic finance, and restricting the 

movement of capital becomes an unjustified policy.  

  The trading figure in the American debt markets for the year 2018, which was 

previously mentioned, and which is more than twenty times the US gross 

domestic product volume, indicates that the market transactions are dominated 

by gambling and spec ulation, and have nothing to do with the usual economic 

activity, which makes them a source of economic unrest and turmoil. On the 

other hand, Islamic financial institutions are prohibited from undertaking such 

gambling transactions, which largely prevents  speculation in the financial 

markets that causes economic disruption.  

In addition to the imbalances that come from the debt market, there is the 

possibility of the economy being exposed to another type of imbalance, which is 

price inflation. It is noticea ble that this happens mostly as a result of exaggerated 

monetary expansion, meaning that the monetary authorities increase the 

amount of money in circulation to rates that exceed the supply growth of goods 

and services. In contrast, the Shariah rules of Is lamic finance do not allow this 

type of imbalance to occur; every financing provided through banks is intended 

to be used directly in the production or purchase of goods and services. Thus, 

exceeding the rates of monetary expansion to levels that are comme nsurate with 

the growth in the supply of goods and services is highly unlikely.  

The speculation related to interest rate prediction is not relevant in the context 

of Islamic finance. As long as the financing is linked to obtaining real assets, 

every chang e in spending under Islamic finance will lead to a parallel change in 
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the demand for goods and services as well as in their supply and therefore, the 

quantity of production will respond more quickly to market forces. In other 

words, under Islamic finance, the markets will be closer to working efficiently 

and smoothly, and it is interesting to find that Islamic finance, although it is 

unconventional finance, supports market forces and mechanisms more than 

conventional finance.  

The third advantage: the risk o f information asymmetry is reduced  

    In a usurious loan contract 40, financing is done between two parties: the first 

party is the lender who provides the money, and the second party is the investor 

who uses the money to buy what he wants. Typically, the borrower knows more 

about the channels in which he will use the lent money than the financier knows, 

which means that the information available to the financier and the financed 

party about the uses of the money is not the same.  

This makes conventional fin ancing a source of economic risks, as it is a contract 

in which the lender does not care where the loan is used, and little does he know 

about its use unless the borrower volunteered to inform him. There is no way for 

the lender to ascertain the place wher e the money is used, because this requires 

monitoring the borrower constantly, not to mention the high cost of doing so , 

and therefore, the lender  in the end satisfies himself  with some collateral against 

the loan. Economists call this case òthe asymmetry of information between the 

two parties to the loan contractó; a situation that necessarily leads to two types 

of risks. The first type is known as the risk of òadverse selection ó, and the 

second type is known as the òmoral hazardó. 

The risk of adverse sele ction results from the borrower's awareness of the 

information asymmetry between him and the lender, so he uses that to his 

advantage. When he applies for the loan, he does not disclose everything related 

to his financial position, but rather tends to disc lose things that encourage the 

                                                           

40Classical Loan Contract.  
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lender to lend him and conceal things that discourage the lender from lending 

him. As a result, the lending institution may make an adverse selection of 

borrowers and end up lending its money to non -creditworthy people. Howev er, 

to avoid this inconvenience, borrowing institutions may cooperate in creating 

databases through which they exchange information about borrowers and their 

financial positions, but this comes at a high cost, which could be shouldered by 

the central bank using the public resources.  

The second type of risk is the risk of moral hazard, and this type of risk relates 

to the borrowerõs possible indifference about using the lenderõs fund in a manner 

that maintains and grows it, taking advantage of the lenderõs lack of knowledge 

of the borrowerõs conditions and its inability to closely monitor the use of the 

fund. For example, it is common to find some borrowers of funds, for allegedly 

financing investment projects, spend a significant part of the fund lavishly on  

themselves and their families.  

Hence, both risks, adverse selection , and moral hazard harm society resources, 

waste money , and lower economic efficiency.  

   On the other hand, we find that Islamic finance avoids the use of lending at an 

interest rate; tha t is, the loan contract is used only in the form of a donation 

(without interest), and therefore it is not suitable for business financing. 

Consequently, the return in Islamic finance, whether for shareholders, or on 

deposits (with various maturities), or Mudaraba investment, or the profit margin 

on commodity financing, all these returns are not guaranteed and may involve 

different risks. Moreover, Islamic financing contracts are distinguished for the 

symmetry information between the financier and the finan ced party except for  

Mudaraba, Salam , and Wakala in investment. However, one transaction may 

involve more than one financing contract, and therefore if one financing contract 

suffers from the asymmetry of information then it can be coupled with another 

con tract that achieves information symmetry. Thus, there is no room for adverse 

selection or moral hazard in Islamic finance, and the financier can reduce the 
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risk of information asymmetry by opting for the right financing contract and 

collecting sufficient i nformation about the fund recipient.  

It is also notable that Islamic banks do not give investors money in their hands 

and then just monitor them closely, but rather they may join them as a partner, 

or acquire the goods and services they need then sell them  to the investors. Thus, 

there is no room in general for information asymmetry in Islamic finance, and 

the risk of adverse selection and moral hazard is reduced to the minimum.  

The fourth advantage: the positive role of Islamic finance in 

development  

    We can assess the role of Islamic finance in development through two angles:  

  First: the validity of Islamic financing methods to finance development projects 

and needs.  

  Second: The role of Islamic banks as comprehensive banks in accelerating the 

pace o f development.  

From the first angle, we have already clarified that there are two types of Islamic 

financing instruments: the first type depends on participation in profit, and uses 

direct contribution to companies as well as providing the needs of working  capital 

through Mudaraba or Wakala. It is obvious that this type of financing 

instruments represents a fundamental change in the concept of banking, where 

the financing criterion is not limited to financial solvency, but rather tackles the 

investment feas ibility, and therefore the projects with the highest feasibility get 

the priority for financing. Undoubtedly, such projects contribute better to 

economic development, thanks to their high productivity and profitability level. 

Besides, participation in the profit and loss by the financier shall ease the fear 

of possible failure on the part of the financed entrepreneurs, so they feel more 

confident to invest, which can serve as an additional impetus for the 

development of the economy.  

The second type of Islam ic financing methods depends on financing the 

acquisition of goods and services, which are methods that provide 
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businesspersons with easy ways to obtain the assets needed for the production 

process, whether the assets are available for purchase in the mark et or 

unavailable and require manufacturing or production. In the latter case, the 

Islamic bank finances the production of the needed assets or their acquisition 

using several  financing instruments. It is also possible to use the same 

commodity financing i nstruments to finance the accusation of the assets from 

domestic and foreign markets. The same instruments can also be used to finance 

the acquisition of goods and services for consumption purposes. Hence, Islamic 

financing methods serve both investment an d consumption, which stimulates 

demand and supply at the same time, and helps to move the wheel of production 

and consumption to achieve growth and development.  

It is also worth noting that the Islamic finance institution is not restricted to 

providing fin ancing by a single contract, because it is possible, and it is often 

preferable, that the institution uses more than one contract to finance a specific 

economic activity. Thus, the bank can mix participatory contracts with 

commodity financing contracts, an d by so doing, it achieves more than one 

purpose at the same time: encouraging the supply under  the partnership, and 

encouraging the demand under  sale finance * 

Fifth advantage: consistency of the national economy  

    The conventional interest -based finance  can be likened to some sport matches, 

such as football, basketball, etc., where a small group of professional players is 

active on the field, while the large crowd of spectators does nothing but watch * 

As for Islamic financing, it can be likened to a grou p or participatory matches, 

such as running (cross -country) competitions that are open to public 

participation, where everyone participates in the game, and no one is satisfied 

with just watching.  

Besides , there is an ethical aspect that remains on everyon eõs mind: risk is one 

of the most important elements of the investment process, and in Islamic finance, 

the financiers shoulder part of the investment risk with the investors, whereas 
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conventional finance never shoulder s this risk with the investors. This is because 

conventional financial institutions do nothing but provide the investors with 

mortgage -backed loans, and they assume none of the risks associated with the 

production, marketing , or distribution. Thus, their exposure to risk is limited 

only to th e mortgaged assets, if any.  

In contrast, Islamic finance makes investment depositors share with the bank 

the risks associated with choosing the right investment and its success. In turn, 

financial institutions, when providing financing, participate in the risks of those 

who obtain financing, whether they are producers, traders, or otherwise.  

Thus, we note that both the responsibility to take risks and the responsibility for 

decision -making is distributed among a greater and more diverse number of 

individual s related to the investment process, and that participation in risks is 

matched at the same time with participation in decision -making. This shall 

deliver a broader connection to the economic activities, to the degree that people 

feel that they are partner s, not just òspectatorsó* 

Furthermore, sharing the risk leads to the distribution of responsibility, so that 

no one is burdened alone, and thus oneõs share in the responsibility is lighter 

and oneõs dependence on others is greater. This makes the national economy 

more consistent because it is now more able to absorb shocks, like a well -made 

car; despite walking on a bumpy road, its parts do not get disintegrated, but 

rather hold together.  

The sixth advantage: social justice  

    Islamic banks are by all standards private business enterprises that seek profit 

and operate according to market mechanisms, and therefore they alone cannot 

reduce poverty, let alone eliminate it, however , if they are provided with the 

appropriate tools, they can make an active co ntribution to the efforts of the entire 

society in combating poverty * 

To combat poverty, Islam imposes a system that combines between a collection 

of funds and provision of assistance, and under that system, the rich - whose 
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wealth exceeds a certain minimu m called nisab , which is enough to provide him 

and his family with their needs  ð pays zakat on his properties. The zakat proceeds 

are allocated to specific uses, such as providing for the poor who are unable to 

work and providing the poor who can  work with  productive assets that can be 

used to produce goods and services to be sold for profit. It is clear that this anti -

poverty system is closely related to economic development, because the 

redistribution of wealth tends to make the poor more productive, whic h in turn 

adds to the economic development.  

Mostly, the non -governmental organizations (NGOs) or governmental bodies 

handle the collection of zakat. Islamic banks can assist in this process by 

carrying out the function of guardianship of the zakat assets i f the NGOs collect 

zakat and deposit it in a separate account with Islamic banks. Islamic banks 

may also pay zakat on behalf of its shareholders or its investment accounts 

holders according to the size and the profits of the deposits.  Another source to 

th is charity fund is the financial penalty collected from the delinquent debtors, 

who delay payment of their dues, as well as the profit generated from unlawful 

transactions since the bank cannot claim either of them as income. Besides , the 

bank may receive charitable donations directly from individuals and charitable 

institutions. The Islamic bank invests the money collected in this account from 

different sources until it is paid to the poor. However, there are other uses of 

zakat besides assisting the poor.  The amounts dedicated to these uses from the 

zakat fund can be withheld with the organizations and bodies that collect them, 

or they can instruct Islamic banks to allocate special accounts for them.  

In the field of income adequacy, Islamic banks can credi t to the accounts of the 

poor the monthly payments specified according to the lists provided by the 

organizations and the bodies that collect zakat. It is also possible that these 

organizations and bodies coordinate with each other to draw up lists of the 

eligible beneficiaries and determine the amounts payable to them in light of their 

financial conditions and the available zakat fund. These lists can be reviewed 

and amended periodically in light of the changing circumstances.  
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As for the guarantee of weal th, it is achieved by establishing small business 

establishments that one or more poor people can participate in owning and 

managing them. The bank recognizes the appropriate projects and confirms their 

feasibility, then finances them from the share of the  poor of the zakat fund. Of 

course, the ownership of these projects belongs to the poor; however, some 

measures and controls must be taken and put in place to prevent the liquidation 

of these facilities prematurely to use  the proceeds to cover some persona l 

expenses of the owners.  

There is another point related to social justice, which is that conventional banks 

give most of their attention to the ability of the finance recipients to repay the 

debt and to be sure of that ability, they depend entirely on obt aining mortgages 

and guarantees, and as a result, most of the financing provided by the banks 

goes to the rich. In comparison, Islamic banks can provide low -income people 

with commodity financing (through Murabaha, deferred -payment sale, lease, 

and Ijarah  ending in ownership) to meet their immediate needs of durable goods 

and even own assets in return for reasonable installments. In this case, the 

durable goods and funded assets can themselves be used as a guarantee for the 

bank until payment is made. Besid es, in Islamic finance , it is not possible to use 

the financing for a purpose other than what it is allocated to, which protects the 

customer from failure to pay the debt as a result of misuse of the financing. 

Thus, the poor only need to prove that paymen t of the installments is within his 

capacity by providing proof of his income or transferring his salary to the bank, 

and therefore the opportunity of the poor to be financed increases under Islamic 

financing if implemented correctly.  

   The seventh advant age: the ability to survive  

The debt resulting from conventional financing has specific characteristics that 

can cause the debtor serious hardships, especially if he is unable to repay the 

debt within the specified period. It is known that the interest on the usurious 

debt is calculated on the balance of the existing debt compounded each year, 
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and sometimes it is compounded on shorter periods, and often the debtor who 

is late in the payment is charged a delaying interest at a rate that exceeds the 

interest rate on the original debt. Quite often, we find a debtor ends up paying a 

debt service equal to several times the amount he borrowed, without being able 

to get rid of it. On the international level, we find this problem characterizing 

debts of the states, which may lead to a real crisis, and may force the lending 

countries and institutions to find ways and mechanisms to reduce the burden of 

debt on the borrowing nations. Despite the continuous efforts in this regard, the 

problem of state indebtedness tends to worsen over time.  

Therefore, it can be said that conventional financing based on the interest rate 

cannot  survive, as creditors are forced every few years to request debt relief by 

rescheduling some and canceling others, and this may include selling the  debts 

of the indebted countries at low prices or exchanging their value with some 

participatory shares. Indeed, finance through participation should have been the 

mode adopted for finance, and the inefficiency of the conventional financing 

system has been  proved several times.  

In comparison, the debt resulting from Islamic commodity financing has 

characteristics that make it impossible to fall into debt crises. In particular, the 

total value of the debt, which includes the value of the financed goods in ad dition 

to the agreed profit margin in the case of Murabaha, or the total price of the 

goods in the case of a deferred payment sale, is specific and known to both the 

creditor and the debtor from the beginning. This price is usually paid in 

installments wit hout an increase in the value of the debt, because in Islamic 

finance, there is no room for charging interest or compound interest on the 

existing balance, and as long as the debtor pays the installments, there is no 

room to increase the value of the debt.   

When the debtor faces unavoidable circumstances that render him unable to 

repay the debt, Islamic banks classify him temporarily as insolvent, and the 

Shariah requires that a grace period be given to him so that he can during which 

reorganize his financi al conditions. The Islamic bank in this case should not 
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impose fines for the delay, that is, the rescheduling of the resulting debt, when 

justified, is done without an increase in the debt.  

In the case of debt resulting from financing by other modes of com modity finance, 

such as leasing and Istisna', the same rule applies to reschedul e the debt to face 

unavoidable insolvency.  

However, if the debtor procrastinates and fails to prove his insolvency, while he 

owns what he can settle the debt with, then he dese rves to be penalized, 

Nevertheless, in this case , the bank or the financial institution does not have the 

right to charge him interest or delaying fines, but it can resort to the court to 

force the procrastinator to repay the debt. However, in the absence of laws and 

institutions that can protect Islamic finance providers from procrastinators, the 

financier can  stipulate in the financing contract that the debtor in the event of 

procrastination shall pay to some charitable account an amount determined 

accord ing to the size of the debt and the length of the delay. A committee that is 

independent of the management of the financing institution shall manage this 

account, and the financier may not benefit from it in any way. Undoubtedly, 

such a case is an exceptio nal situation and hence it requires exceptional 

treatment * 

Indeed, Islamic banks have the potential to offer solutions that can alleviate 

insolvency problems, especially in times of economic downturn, to a greater 

degree than conventional banks, which do n othing in this case but penalize those 

who are late in payment irrespective of their financial conditions. Thus, we can 

say that Islamic financing is more sustainable on one hand, and it is less likely 

to exacerbate the insolvent debtors' conditions.  
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Chapter Three 

The validity of Islamic Investment and Financing Contracts 

The essence of Riba  

    Identifying the essence of Riba  is useful and important to avoid confusion over 

transactions that have a reality that is different from their apparent structure. 

In determining what constitutes Riba, we rely on the economic meaning derived 

from the Shariah, since Riba can be identified by two important elements:  

The first: Riba is achieved when a quantity of spot money (i.e., which is paid 

immediately) is exchanged with a higher amount of forward ing  money (paid all 

at once or in insta llments), the difference is Riba.  

The second: When the  purpose of the deal is to obtain the spot money or the 

forward money, and not obtaining the thing that appears to be the subject matter 

of the contract.  

The above two elements have to be assessed to determine the validity of the 

essence of the transaction  as will be discussed.  

The v alidity of the investment and financing contracts  

The validity of contracts and transactions is of two types: formal validity related 

to the forms and structures of the contracts used, and the validity of the purpose, 

which rela tes to the outcome of the transaction. The validity of the form does not 

substitute the validity of the purpose, nor does the validity of the purpose 

substitute the validity of the form.  

Formal validity  

    The formal validity requires the availability of the pillars of the contract and 

the fulfillment of its terms. If this is achieved, the contract is valid in form. Each 

legal contract has its pillars and conditions that achieve its formal validity. For 

example, in a sale contract, the contracting parties must possess the necessary 

legal capacity to initiate the agreement, the counter values have to be lawful and 
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the contract expression has to be decisive. Besides , the two parties must 

mutually agree upon the contact, and the contact must not involve 

postpo nement of both counter values, the sold item has to be owned, possessed , 

and deliverable by the seller; and the contract must not involve Riba or Gharar 

(uncertainty). These are the main conditions of a sale contract.  

Achieving formal validity using tricks  

   The Quran provides an example of the prohibition that is not committed directly 

but indirectly through some contrivance. It says: {And ask them about the town 

that was by the sea - when they transgressed in [the matter of] the sabbath - 

when their fish came to them abundantly on their sa bbath day, and the day they 

had no sabbath they did not come to them. Thus did We give them trial because 

they were defiantly disobedient} 41 . This is the story of the children of Israel when 

they disobeyed God by working on the Sabbath through a ruse, as th ey 

defrauded fishing on the night before it to collect it on the following day. In this 

regard, it was reported from the Messenger of God (һ) saying: òDo not commit 

what the Jews committed, so that you commit the forbidden using tricksó.42  This 

indicates th at committing the forbidden act through some subterfuges is worse 

than committing it openly because the former involves attempting to deceive 

God, though undeceivable, as well as disrespect to the Almighty God, which 

invokes nothing but His curse and punis hment.  

   In terms of the validity of the form, consideration in all acts should be given to 

the reality of the form not to its structure, since the latter can be modified in a 

way that leads to dressing it as a legal form. Thus, it is necessary to differen tiate 

between the form of the transaction and its formal result. Concerning  the 

transgression of the Jews on Sabba th , the trick they played yielded a legitimate 

act, but the result of that act was effectively an undisputed real aggression. 

                                                           

41  The Holy Quran: 7/163.  

42  This Hadith was mentioned by Ibn al -Qaiyyem, and accordion to him it was narrated by Ibn Batta from 
Abu Hurirah through Hasan  Isnad, and that it would meet Al -Termithiõs criteria of authentic Hadith. 
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Besides , this tr ick added dimension to violating the Shariah, which is the 

attempt to deceive the Lawgiver. In short, the bottom line here is that any act 

whose formal end is forbidden is forbidden in itself even if committed indirectly; 

moreover, it is even worse than th e forbidden act that is committed openly and 

directly.  

Another example o f using legal tricks to defeat the form of the transaction is to 

use two valid contracts to reach an unlawful transaction, as is the case with eina  

or tawarruq. In both cases: the fraudulent form is used to conceal Riba. The 

result is nothing but spot cash for deferred cash, which is nothing but Riba. 

Such an act is even worse than the explicit Riba since it involves attempting to 

fool the Lawgiver.  

   The v alidit y of purpose and the essence of contracts  

   The purpose of the contract may be either evident or implicit and hidden in the 

heart of the contracting parties; however,  in all cases , the purpose must coincide 

with the objectives of the Lawgiver. If the purp ose is clear, we can judge its 

validity, but if implicit, we rely on the original validity of the act along with any 

valid clues that would suggest a valid purpose. For example, selling grapes is 

valid, but if the buyer owns a brewery, or is known for prod ucing wine secretly, 

then it is obvious that the purpose of is forbidden and thus, the contract is 

forbidden. Concealing an unlawful purpose of the contract by one or both 

contracting parties conceal does not render the contract permissible. For 

example, i f a farmer hires a person to plow his land, and he hides from him that 

he will use it ultimately to cultivate forbidden drugs, hiding such forbidden 

purpose does not render the contract permissible for him.  

Contract  implications and  the Shariah economic ob jectives  

   The primary five Shariah objectives are òpreservation of religion, life, lineage, 

intellect , and moneyó. The value of life may involve caring for human resources 
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and their development through enforcing education and instilling moral values 

especially in the field of business, in addition to achieving good governance at all 

levels.  

   The value of lineage, on the other hand, involves caring for human resources in 

a way that includes the interests of future generations. Man has rights on his 

fel low human beings, and these rights relate to the preservation of economic 

resources, the environment , and the quality of life. Thus, the economic activity 

must take into account the sustainability of the resources, the preservation of 

the environment , and the quality of the life of future generations * 

Concerning  the value of life, it involves preserving and developing all kinds of 

wealth. Economically, Shariah objectives call for the following 6 

1.  Full employment of all production elements (human capital, material 

capital, and management) * 

2.  Economic efficiency, which refers to allocatĕon of the resources ĕn a way 

that maximizes the production of lawful goods and services * 

3.  A sustainable and balanced economic growth (between the various 

economic sectors) * 

4.  Economic and social development that raises the standard of living and 

quality of life for all individuals * 

5.  Stability in levels of economic activity and prices.  

6.  Social justice, so that every citizen has the minimum amount of wealth 

that generates a suffĕceĕnt income for hĕm, and the disparity in income 

between citizens is not that would harm the interests of society's classes.  

7.  Preservation of the non -renewable resources and protection of the 

environment for future generations.  

If the outcome of a transacti on or contract is harmful to one of these economic 

objectives, the transaction as a whole become s inv al id due to the inv al idity of its 

purpose, even if its struc tur e or form is valid . 
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Examples of transactions that contradict the Shariah objectives in the field 

of economics, and whose financing should , therefore,  be avo id ed 

Å Buying a plot of land for tabweer  (i.e. to get it out of agricultural activity) 

pending conversion into residential land and then selling it at a high price. This 

transaction leads to the deactivation of a production element , even if only 

temporarily, which contradicts the first objectĕve, i.e. full employment of 

production elements.  

Å Buying a business that produces goods and services to dismantle it and sell  its 

assets individually to  achieve great gains. Although valid, this transaction leads 

to reducing the level of employment, which violates the first objective.  

Å Importing old factories with obsolete technologies to install them locally. This 

wou ld hurt the economic efficiency and conflict with the objec tives  of 

preservation of wealth.  

Å Building a factory without the equipment that would prevent contamination of 

water, air , and land. This contradicts the objective of preservation of life and 

lineage and prevents achieving sustainable growth because pollution destroys 

the environment and makes it difficult to maintain economic growth at the same 

pace, which hinders the achiev ement of the third objective.  

Å The purchase of a productive business enterprise operating in a remote area, 

where growth is less than its level in other regions of the state, with a plan to 

moving it close to the capital. This transaction exacerbates the imbalance in 

growth rate between different regions of the state and contradicts with achieving 

balanced growth, which is the essence of the third objective.  

Å Building or financing a foodstuff factory whose products contain colors, 

artificial flavors, tast e enhancers, preservatives , and other substances that harm 

human health and other living organisms. This violates the fourth economic 

objective, which is improving the quality of life for humans.  

Å Financing the acquisition of shares on a condition to sell  them within a few 

days, similar to what happens in Murabaha shares. This transaction relates to 
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speculation in the financial markets, and it enhances market instability, which 

conflicts with the fifth objective.  

Å Establishing an educational or training institution in which admission is 

restricted to rich students so that they exclusively have more opportunities to 

increase income and wealth. This violates the sixth objective relating to social 

justice.  

In brief, any transaction whose outcome contradicts s ome of the aforementioned 

economic Shariah objectives lacks the validity of implication, and therefore it 

may become one of the forbidden transactions that cannot be facilitated under 

Islamic finance, even if its form and essence are correct and valid.  

The  validity of contracts and the tricks to Riba  

Two parties may collude to conceal the intended contract, by compounding 

contracts in an attempt to validate the form of a forbidden transaction. For 

example, eina sale, which involves two sales: a forward sale  contract (by 

Murabaha or bargaining sale) and an immediate sale; may be used as a means 

to validate lending on interest. Although each of the two contracts is valid 

individually, they involve the sale of money for money , and thus, it is invalid due 

to the  Riba involved.  

Two parties may also collude in using more than one contract in another way, 

such that they start with a forward sale contract, with an explicit or implicit 

agency to sell the commodity to a third party on the spot.  These three contracts 

boil down to the sale of money for money, i.e. Riba, although each contract is 

valid on its own. The combination of these three contracts is the essence of the 

tawarruq , which is nothing more than eina , but between three parties instead of 

two.  

This is simi lar to the famous ruse committed by the Children of Israel in their 

aggression on the Sabbath, which brought to them the curse of the Creator. After 

they were forbidden from fishing on Saturday, they dug pits near the shore on 

Friday, for the fish to fall in them on Saturday, and to collect them from the pits 
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on Sunday. Although digging the pits on Friday, and then collecting the fish on 

Sunday is valid in form as they do not involve fishing on Saturday, but the 

essence and the purpose of the act are banned  since it is fishing on a forbidden 

day.  

This example applies to multiple transactions in the area of finance, including 

justifying trading debt by mixing it up with other tradable assets to securitize 

them as one bundle. It also includes the use of some  types of sales to justify 

trade -in risks, or what economists term as òhedgingó, and so on. 

Examples of transactions whose form is valid but their purpose is not  

1.  Binary eina (with two sale contracts).  

2.  The multi -contract eina  (with two sales contracts and one or more 

agencies), which is known as tawarruq.  

3.  Securitization of debts with other assets at any ratio, using multiple 

contracts.  

4.  The use of Salam and parallel Salam (selling the sold item in Salam before 

its possession) w ith setting off the Salam obligations, to justify risk 

trading.  

5.  Murabaha on shares when intended for speculation and not for 

investment.  

The v alidity of transactions according to the economic standards  

Transactions can be divided economically into two type s: 

1.  Real transactions  

They refer to the exchange of cash and a commodity, a service , or a real asset, 

with spot payment of both counter values or postponement of one of them. They 

also include the spot exchange of two currencies of a different kind, such as  

Dollar against Dirham. The real transactions are intended to obtain the 

commodity or the service, and the spot currency exchanges are normally 

intended to acquire some goods or services from a foreign country.  
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2.  Nominal transactions  

These are transactions where cash is one of its counter values, and the other 

value is a debt resulting from an obligation to pay a future money amount, in 

exchange for the cash paid. This relates to exchanging currencies when the 

payment and receipt of on e value are deferred, contrary to the currency exchange 

rules; or to the receipt of a future gain from a gambling deal, such as what 

happens during the trading of derivatives. The above transactions in general 

involve an exchange of cash for deferred and m ore money, which is Riba: or cash 

in exchange for a possible future gain or loss (risk trading - gambling).  

The real transactions are acceptable to Shariah, as they do not involve cash 

trading nor risk trading or uncertainty. As for nominal transactions, th ey involve 

trade in debt, i.e. selling money for mon ey, or risk trading, and both are 

prohibited * 

From an economic point of view, using stratagems comes by wrapping the 

nominal transaction with one or more contracts that are valid in form, but this 

valid f orm is used to camouflage . Examples include cases when a forward 

commodity purchase contract is followed by another contract where the same 

commodity is sold in cash to the same party, as in eina , or to a third party via 

an agency contract as in Tawarruq . Thus, camouflage contracts are used to make 

a nominal transaction appear like a real transaction.  
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Chapter Four 

General rules for profit sharing 

The concept of Musharaka : 

1.  Musharka linguistically means mixing and mingling * 

2.  Technically: it refers to a partnership in which two or more people contribute 

money they have acquired or inherited or owned by other means to grow  that 

money in trade, industry, agriculture, or others.  

3.  The Hanafis define it as òa contract between two or more to contribute capital 

and invest it to generate a profit that will be shared between themó. This 

definition refers to what is known in Fiqh as Sharikat Al -Anan, where people 

share the capital and the management of their venture. 43   

4.  In other words,  it is the partnership between two or more persons either in 

their money, or in work, or both of them, to complete  a specific investment 

activity based on  sharing its outcome according to their respective shares in 

the capital or the work. 44  

5.  The pillars of  Musharaka include the partners, the expression comprising 

the offer and acceptance, which are supposed to be concluded on the same 

object  and during the contracting session, the capital with its conditions and 

the profit, which is to be distributed along with the loss according to the 

provision of Shariah.  

6.  Musharaka could be merely in ownership (Sharikat Melk), where there is no 

intention to invest and generate profit, such as when two pe ople jointly buy 

something for their use, or inherent something toget her. Thus, this type of 

partnership is voluntary or involuntary joint ownership of something without 

the intention to profit from it.  

                                                           

43  Tayel, Mustafa Kamal, Al -Bunuk Al -Islamiyya: Al -manhaj wal Tatbeeq, P1 90.  
44 Al-Maleqi, Aisha, Al -Bunuk Al -Islamiyya, Al -Markaz Al -Thaqafi Al -Arabi, 2001, P.348 -349.  
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7.  Whereas the partnership that is intended for profit by all or some of the 

partners is called contractual partnership (Shar ikat al -aõqd), which refers to 

an agreement between two or more to mix money, effort , or financial liability 

to achieve profit.  

The l egitimacy of Mush araka:  

1.  Musharaka is permissible as evidence in the Quran, the Sunnah , and the 

consensus of the scholars, as the Muslim scholars agreed on the 

permissibility of Mush araka.  

2.  The legitimacy of Musharaka is established in the Qurõan and Sunnah. 

3.  In the Quran, the Almighty says: {And indeed, many associates oppress 

one another, ex cept for those who believe and do righteous deeds - and 

few are they} .45  So, there is  an indication in this Verse to the permissibility 

of Musharaka as òassociateó means partners. 

4.  From the Sunnah, according to a Hadith Qudsi: "I am the third of two 

partners  unless one of them betrays the other. If he betrayed him, I depart 

this partnership." 46  

5.  Another Sunnah report  relates to the action of the Prophet (һ) where Al -

Saõib bin Abi Al-Saõib, the partner of the Prophet (һ) said: òI came to the 

Prophet ( һ). The people began to praise me and make mention of me. The 

Messenger of Allah ( һ) said: I know you, that is, he knew him. I said: My 

father and mother be sacrificed for you! you were my partner and how good 

a partner; you neither disputed nor quarrel edó.47  

Class ification of Musharaka (the contractual partnership)  

                                                           

45  The Holy Quran: 38/24.  

46  Reported by Abu Dawud (3383); Al -DaraQutni in his Sunan (139); Al -Hakem (2/52); Al -Bayhaqi (6/78).  

47  Reported by Abu Dawud (4836).  
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1.  Sharikat Al -Anan:  It refers to the agreement between two or more persons 

to contribute known amounts of money as capital, intending to invest it 

and achieve  profit. The profit is distributed according to their agreement 

while the loss, if any, is shared between them according to their respective 

capital contributions, and everyone has the right to manage the business.  

2.  The partnership in liability  (Sharikat al -Thimam/al -Wujuh) : it is also 

called the partnership of the bankrupts, which refers to a partnership with 

no capital contribution as partners agree to buy things on credit to sell 

them spot in the market and claim the profit after repaying the price to the  

first seller. Partners share the profit and liability according to their 

agreement; however, the agreed profit distribution ratio doesn't need t o be 

commensurate with the agreed liability for the debts in the credit sales.  

3.  Vocational Musharaka (Sharikat al -Abdan/Aõmal): This refers to the 

agreement of two or more people to lease their physical or intellectual 

capabilities in exchange for the compensation they share according to a 

ratio they agree on.  

Financing through Musharaka uses the first type of cont ractual partnerships, 

which is Al -Anan, and in this type of financing the Islamic financial institution 

finances its partner (client) with the share it pays. Each party has the right 

to manage the capital and invest it, and the distribution of profit betwe en 

them is as per their agreement, but the liability for loss has to be in 

proportions equal to each partyõs share in the capital. 

Musharaka characteristics and advantages:  

1.  Musharaka encourages the establishment of various investment projects, 

by enabling project owners to finance their projects in a way that other 

financing modes cannot. This is due to the flexibility of this mode of finance 

and the possibility of using it to finance the working capital, as it involves 

payment of cash, which cannot be done through other modes of finance 

such as Murabaha or Ijarah .  
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2.  It can be used to finance investment projects that need different 

production elements, including merchandise, cash, real estate , and rented 

labor, so it is possible to finance all these things through Musharka. With 

the liquidity that the financed party gets from the financing party, these 

things can be obtained without the need to use a different mode of 

financing for each of those elements.  

3.  The application of Musharaka leads to a fair distribution of liability and 

risk between the bank, the investors , and users of the money, as they all 

share the risks and profits or losses; a state that is peculiar to the 

conventional bank ing system. In conventional finance, the results of the 

projects fall on the investor using the money, as he alone bears the risks 

and losses, and he alone gets the profit.  

4.  It follows from this argument, that the basic rule upon which Musharaka 

is predicat ed is the risk factor, such that everyone who bears the risk has 

a share in the profit, if any, while in return he has to shoulder the loss, if 

any, with the other partners.  

5.  This means that there is no fixed reward for the financier for the money he 

provid ed, even if the feasibility study suggests that the risk involved is 

minimal. Hence, Musharaka involves the distribution of risks between the 

banks and the clients regardless of the outcomes of the investment.  

6.  This is what makes Islamic financing effective  in economic life as it 

participates in the project and its commercial and financial operations 48  

7.  Musharaka makes the participating parties, whether the bank or the 

investor, study the project carefully to estimate its returns using the best 

available tech nical expertise. Such a study, even available in conventional 

banks, is not equally important to them as conventional banks do not join 

with the clients as partners, and therefore they are not directly concerned 

with the results of the projects.  

                                                           

48  Al-Maleqi, Aisha, Al -Bunuk Al -Islamiyya, P.361 -363.  
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8.  Musharaka provides support to useful projects and increases the funds 

available to banks, and thus economic and social development is achieved. 

This is done through redistributing the revenues from Musharaka 

financing to the largest possible number of individuals, w hich gives them 

the incentive to deposit more money and as a result, a larger number of 

investors can have access to finance. Thus, Islamic finance through 

Musharaka achieves a fair and positive redistribution of wealth.  

9.  The banks ' relations with the part icipants in Musharaka are viewed as 

those of partners. The deposit holders do not obtain a specific income in 

advance, and the users of the money do not guarantee for them a 

predetermined income. Rather, the banks bear the risks of operations in 

partnershi p with all of the deposit holders, avoiding thus the exploitation 

resulting from interest -based lending and achieving justice, whether in 

financing or distribution .49  

10.  The p artnership makes banks establish a kind of balance between 

what shareholders take and  what depositors receive because it makes the 

outcome of the investments a profit or loss for both the fund providers and 

the fund managers.  

11.  While conventional banks care about their shareholders and give 

them priority in the profit generated from investin g the deposits, whose 

holders receive only a small percentage of that profit, Islamic banks that 

apply true Musharaka take extra care of the depositors to attract more 

depositors since the availability of funds is the most important factor in 

any investmen t.  

12.  Given all these advantages, Musharaka is compatible with the spirit 

of Islamic law and with the structure of a civilizational society, based on 

                                                           

49  Al-Maleqi, Aisha, Al -Bunuk Al -Islamiyya, P.363 -364.  
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several  considerations, some of which are psychological, some are socio -

economic, and others are technical. 50  

13.  In comparison with Mudaraba financing, the Islamic bank in the 

event of participation in the capital of the enterprise (the project) can 

maintain a direct accounting control over the project, which is not the case 

with Mudaraba unless the bank stipulates it in the Mudaraba agreement 

and makes the necessary arrangements for that.  

14.  Given the Islamic bankõs participation in the capital, and thus its 

right to participate in the project management, the Islamic bank can 

exercise a kind of control and supervision over the project operations, 

unlike Mudaraba, where the capital provider has no right to interfere  in 

the management of the fund. 51  

15.  The financing party can reduce its exposure to the financing risks 

embedded in the Musharaka financing by requesting the fina ncing party 

to prepare a detailed feasibil ity study for the project to be funded, 

diagnosing its risks, feasibility , and prospects, and it may also participate 

in the management of the project to ensure avoidance of unnecessary 

risks. Besides , other procedures  should help mitigate the risks involved in 

Mush Ƒraka, Mudaraba , and  Wakala, as will be addressed later.  

Musharaka in economic analysis:  

1.  In economics, Musharaka belongs to the group of investment and financing 

contracts that are characterized by participation in profit and loss, or in other 

words, participation in risks. Musharaka contracts are distinguished by two 

advantages: The first is that the parties to the Musharaka contracts are 

equally informed, and, as previously explained, the symmetry in the 

information negates the risks of adverse selection and moral hazards.  

                                                           

50  Al-Maleqi, Aisha, Al -Bunuk Al -Islamiyya, P.364 -365.  

51  Tayel, Mustafa Kamal, Al -Bunuk Al -Islamiyya, P194.  
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2.  The second advantage is that the spread of risk -sharing per se, contrary to 

the usurious and gambling activities, directs a greater number of citizens in 

any economy to productive activities that are related to the production of 

useful goods and services. If we compare two economies wherein one of them 

usurious and gambling activities occupy a positive percentage of the economic 

activity, while this percentage completely disappears in the other economy, 

the latter economy will have two characteristics. The first is the high 

percentage of activities relat ed to risk sharing, and the second is the 

immersion of all resources in producti on and service activity, which means 

more competition and specialization, and hence a higher level of economic 

efficiency. 52  

3.  The first characteristic helps distribute the risks  equally among those who 

are economically active to a larger number of participants, and therefore the 

average risks that an individual bears in the economy are reduced, which 

stimulates more investment. The second characteristic works directly to raise 

economic efficiency at the macroeconomic level.  

4.  In summary, there are macroeconomic justifications for preferring some 

Islamic financing modes over the others, and for relatively preferring 

Musharaka to others in terms of productivity and profit.  

Musharaka terms and conditions  

1.  Conditions relating to capital and work:  

1.1.  All partners must contribute to the capital.  

1.2.  The Musharaka capital can be cash or in -kind as per the agreement, 

and it must be described and determined in a way that precludes 

uncertainty.  

2.  Conditions relating to the validity of the Musharaka contract and the 

eligibility of the participants:  

                                                           

52  Al-Jarhi, Mabid Ali, Al -Tahlil Al -Iqtesad i Nazra Islamiyyah; a book in preparation.  
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2.1.  The nature of the investment has to be legitimate.  

2.2.  The contract is initiated using a valid offer and acceptance.  

2.3.  The partners enjoy the full active legal capacity to initiate 

agreements (mature in age and reason and eligible for power of attorney, 

i.e. can act for themselves and as a proxy to other partners).  

Types of Musharaka  

Musharaka in Islamic banks is implement ed in different ways, d epending on the 

nature of the Musharaka process and i ts underlying contract.  

The following are the most important types of Musharaka that have been 

practiced in Islamic banking:  

Partnership in a specific deal  

1.  This type of partnership involves the Islamic b ank as a partner in a single 

commercial or investment operation that is independent of other trade, 

industry or agricultural operations in any project, and is concerned with 

a specific number of goods or means of production.  

2.  The partnership agreement inclu des the contribution of both the bank and 

the client, each to a specific percentage of the deal's capital.  

3.  The partnership agreement includes the shares of the bank and the other 

partner in profits and losses.  

4.  A portion of the profits is allocated to the p artner (client) in exchange for 

managing the trading, production , and marketing process.  

5.  The partnership ends with the transfer of ownership of the business to the 

client through sale or any other contract that would transfer ownership.  

6.  One of its advantag es is that it makes the capital cycle faster, due to the 

rapid liquidation of this type of investment and the ability of the bank to 

re-invest the capital.  
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7.  Another advantage is the distribution of risks between the bank and the 

participants and reducing th e risks due to the diversity of the investment 

operations.  

8.  Another advantage is enabling the bank to monitor and verify the 

operations of the Musharaka underl ying business.  

9.  Ability to compare results of the Musharaka business in various sectors 

and choose ones with high profits and low risks for future investment. 53  

Permanent Musharaka  

It is the participation of an Islamic bank with one or more persons in a 

commercial, industrial, agricultural, real estate , or other project s. 

Among the characteristics and conditions of the permanent Musharaka:  

1.  It involves agreement on a permanent partnership that takes place under 

a contract signed by the bank and partners, in which the participating 

parties, in addition to the distribution of profits, determine the capital , the 

management and the liquidation of the partnership  and losses and all 

other conditions related to the partnership.  

2.  Accordingly, each party shall submit its capital or work.  

3.  Accounting for profits and losses is usually at the end of each fiscal year, 

after deduction of expenses and fees for the management and the 

operations of the partnership.  

4.  The Islamic Bank participates in providing expertise and advice for the 

project, and sometimes the bank assigns representatives to participate in 

the project mana gement.  

5.  Implementing permanent partnership s may include participating in new 

projects or companies or existing projects and this may include different 

types of projects as explained earlier.  

                                                           

53  Al-Sawi, M. Salah, Mushkilat al -Istithmar fil Bunuk al -Islamiyyah, p. 618.  
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6.  The bank usually requires that the project or the company  it fina nces be 

committed to the rules of Shariah rules in all stages of its operations.  

7.  The permanent partnership is considered a medium to long -term 

investment or financing instrument.  

C. Diminishing Mush araka  

Diminishing Musharaka is explained and discussed in Chapter Six . 
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Chapter Five 

Permanent Musharaka 

 

In this chapter, the permanent Musharaka is discussed according to its various 

stages.  

The first stage : the stage of starting the partnership  

The partnership between the financial institution and the party f unded starts by 

signing the contract, which includes determining the parties to the Musharaka, 

the amounts invested in the ratio of profit distribution between the partners, and 

the Musharaka basic investment activities.  

Eligibility and agreement of partners  

- To be able to initiate the Musharaka agreement, the partners are required 

to possess complete active legal: that is, being mature in both age and 

reason. This is because each partner manages the Musharaka fund in two 

capacities as a principal, act ing upon his own money, and as an agent 

acting on behalf of the other partners. As for the minor, his guardian may 

enter the partnership and assume the right of management on his behalf.  

- Like all financial contracts, the consent of all parties is a precondition to 

the start of the contract.  

a.  Partnering non -Muslims  or conventional financial institutions:  

- Being Muslim is not a condition for the parties to any financial contract in 

Islam, so joining a partnership with non -Muslims is valid. Likewise, the 

Islamic financial institution may finance using  Musharka non -Muslim 

clients or Muslim clients who are not observant of Shariah rules in their 

financial dealings, including conventional financial institutions, provided 

that all the Musharaka business activi ties of such partner are in line with 
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the Shariah provisions, especially if this partner is the one in charge of 

managing the business. The l egitimacy of such partnership is supported 

by reports attributed to Al -Hasan Al -Basri, Ataõ, Tawoos, Mujahid and Iyas 

bin Muawiya as they permitted partnership with Jews or Nazarene 

(Christians) if the management of the business was handled by the Muslim 

partner (this is to ensure avoidance of unlawful business activities). 54 

- Accordingly, it is permissible to engage con ventional banks with Islamic 

institutions in syndicated financing that is committed to Shariah, provided 

Islamic institutions take over the administration, or set strict conditions 

to ensure compliance with the Shariah if the conventional partner is the 

managing party.  

b.  Musharaka activities  

All activities of the Sharika to be established must comply with the provisions of 

Shariah. If some of its investment activities would involve dealing in prohibitions, 

such as trading in debts, selling alcohol , or lending  on interest, then establishing 

such Sharika would be unlawful. 55  More details on the matter are to be found 

under the "Shares" topic.  

c.  The Sharika capital and provisions  

The capital of the Sharika is what the shareholders contribute with, and the 

following is required:  

1.  That the capital is known in amount and kind, to be able to determine the 

realization of profit or the occurrence of loss, because the profit is what is 

above the capital, and the loss is the shortfall below it.  

                                                           

54  Ibn Abi Shaiba, Al -Musannaf, 6/9.  
55  Refer to OIC Fiqh Academy, Resolution No 130 (4/14).  
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2.  That the share of the partners be known in the capital of the Musharaka 

because the loss is borne by the partners according to their shares, while 

the profit could be as per capital shares or as per agreement.  

Based on the previous two conditions:  

- If the participation of the partners in  the capital is in different currencies, 

it is necessary to choose one currency as the currency of the capital and 

valuate the other currencies against it, to ascertain the total capital of the 

Sharika as well as the shares of the partners.  

- If the partners  or some of them contribute non -cash assets, these assets 

must be evaluated to ascertain the Musharaka capital and the shares of 

the partners.  Participation with non -cash assets is permissible because 

they have financial value, so they can be evaluated an d their value 

accounted for in the Musharaka capital, or they can be sold and the 

proceeds of their sale placed in Musharaka capital.  

3.  The Musharaka capital cannot be a debt (receivables). Nevertheless, debts 

may form part of the contribution to the capital  where they become 

inseparable from other assets that can be presented as a contribution to 

the capital in Musharaka, such as when a firm uses its net assets, which 

include debts, as a contribution to the capital. This is because debt in itself 

is lawful b ut its trading is unlawful unless it is part of some tradable 

assets. However, a debt must not be added up intentionally to some 

tradable assets to justify its trading.  The reason for prohibiting making 

the debt capital in the Sharika is two things:  

First , since debt is not guaranteed to be repaid, contributing it as a capital 

of the Sharika involves gharar (uncertainty). However, if it is certain that 

the debt will be collected before  commencing work, debt may be 

contributed, as if it is a deposit in a cu rrent account in a bank. Although 

it is juristically classified as a loan to the bank, the collection of the money 

in the current account is certain.  
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Second , this may be used as a legal trick to Riba, as the debtor may be 

insolvent, so he offers the credit or a partnership where the debt is part of 

the capital. Later on, he gives him an increase over the debt in the form of 

profit, even though there was no real Musharaka or a profit, but the debtor 

intended to entice the creditor so that he would not claim t he debt on its 

maturity date.  

 

d.  Increase in the Musharaka capital after its commencement  

Partners, or some of them, may agree to increase their contribution to the 

Musharaka capital, even after starting the Sharika, but their liability for the loss 

has to be adjusted according to their new shares after that increase.  

e.  Determination of the shareholders õprofits 

- The partners to Musharaka have to agree on their shares in the profit a fter  

Musharaka contract, unlike determining their shares in bearing the loss, 

because rules of liability for loss is determined and set by the Shariah and 

is not left to the contracting parties.  

- Allocation of the partnersõ shares in the profit cannot be delayed or left to 

a third party to allocate them after the conclusion of the Mus haraka. 

However,  partners may agree to make profit -sharing not proportionate to 

their contributions to the capital.  

f.  Adjusting the partnersõ profit shares contrary to the initial agreement 

Partners, even without an increase in the capital of the Sharika, or  a change in 

the right to manage it, may agree to amend their shares in the profit, because 

since they could have agreed on different shares in the contract, they would have 

the right to amend them later.  
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g.  Registration of the Sharika  

Official registration o f the Sharika is not required for its provisions to become 

effective, but if preserving the rights of the partners or the parties that the 

Sharika deals with requires that then the registration of the Sharika becomes 

obligatory.  

The second stage: managing the Sharika  

The management of the Sharika is a right for all partners and is not a duty; 

therefore, it is permissible for the partners to waive the management right for 

some of them. If the managing partner is not Muslim or not committed to the 

provisions of Sharia in his financial dealings, it must be ensured that he does 

not violate the provisions of the Sharia in his management of the Sharika. The 

partners may also entrust the management of the Sharika to a foreign party, 

with or without compensation.  

Shariah provisions relating to the management of the Sharika:  

h.  Compliance with the provisions of Sharia in the management of the 

Sharika  

The Sharika must be managed in a manner that does not violate the provisions 

of Sharia, so the Musharaka contract must not involve Riba, Gharar , or other 

prohibitions.  56  

Management of companies owned by more than one person must be through 

consultation. In  principle, the majority of partners must agree to the activities 

and plans of the institution, and the manager or board of directors may be 

authorized to perform certain actions and plans, possibly within specific 

financial limits.  

                                                           

56  Refer to OIC Fiqh Academy, Resolution No 130 (4/14).  
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i.  Powers of the Sharikaõs (company) director  

Partners may authorize the managing party of the Sharika to dispose of the 

Sharika's funds in a manner that serves the interest of the Sharika and in a 

manner that does not violate the conditions agreed with other partners. In 

principle , he may sell on cash or credit, mortgage or deposit the Sharika's assets, 

contract with others to invest the assets on Mudaraba , or any other investment 

basis.  The managing party is a representative of the partners in taking 

procession of assets, paying to others, depositing or mortgaging assets, 

borrowing, claiming debts, admission of liabilities, taking up legal actions, 

cancellation of contracts, rejecting defective goods and money or debt transfer. 

The managing party can handle all these acts and all that is in the Sharika's 

interest in a way that does not violate the partnersõ agreement or breach the 

custom. The partners are entitled, through their general assembly or board of 

directors elected from among them, to hold the managing party accountable f or 

his acts and decisions.  

 

i.  Duties of the Sharika director  

The manager  must  act in the Sharika capital in the best interest of the Sharika, 

and he has no right to act against its interest without the partners õpermission, 

such as by giving out grants or lo ans in a way that contradicts the interests of 

the Sharika or contravenes the commercial custom.  He also has no right to favor 

himself or his relatives such as buying from them at higher than the market 

price or selling to them at lesser than the market p rice.  

 

ii.  Compensating the director  

- To compensate him for his management, a managing partner may obtain 

a higher share in profit that he would normally take as a partner only, but 

he cannot be given a lump sum fee for his management.  This is because 
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giving him a lump sum fee violates the principle of sharing in the profit 

and loss and not guaranteeing the capital or profit or any part thereof to 

any partner, since giving him a lump sum amounts to guaranteeing him 

that sum.  

- Nevertheless, the managing partner may be given a lump sum amount if 

this is not for his management of the Sharika, but rather for doing 

additional work that is not part of his responsibilities as a manager of the 

Sharika, such as for handling the accounting work of the Sharika or the 

custo ms clearance.  However, this has to be per  the custom and based on 

a separate and independent contract from the Musharaka contract, such 

that its cancellation does not affect the Sharika contract.  

- The same also applies to the non -managing partner, so it is permissible to 

rent his services that are not related to the management of the Sharika 

against a lump sum amount if through a contract that is independent of 

the Sharika contract so that the Musha rka contract does not need to be 

canceled or amended if this contract is canceled.  

iii.  Appointment of a foreign party to manage the Sharika  

The management of the Sharika is a right for all partners and is not their duty; 

therefore, it is permissible for the pa rtners to waive the management right for 

some of them. If the managing partner is not Muslim or not committed to the 

provisions of Sharia in his financial dealings, then it must be ensured that he 

does not violate the provisions of the Sharia in his manage ment of the Sharika. 

The partners may also entrust the management of the Sharika to a foreign party 

and pay him some compensation. If this managerõs compensation is a share of 

the expected profit, then this manager is deemed a Mudareb, and the partners 

wil l share the profit remaining after paying his profit share. If, however, his 

compensation is a fixed amount of money, then he is deemed an investment 

agent and his wage is deductible from the Sharikaõs expenses, but he can be 

given on top of that a share o f the profit as an incentive, like by giving him 10% 

of the Sharikaõs profit as a bonus over his fixed -wage. This incentive can also be 



 

Page 79 of 490 

 

conditional on achieving a specific target like achieving 20% net profit, so in his 

case he shall be given 10% of this 2 0% net profit on top of his fixed wage.  

 

j.  Provision s of profit and loss  

i.  Profit provisions  

The partners must agree on their profit shares in the Musharka contract, subject 

to the following terms and conditions:  

1.  It is not permissible to determine the shares o f the profit in lump sums, or as 

percentages of the capital, but rather as common shares of the profit, such 

as being equally shared between the two partners. This is because 

determining the share in a lump sum or as a percentage of the capital leads 

to gu aranteeing that profit.  

2.  Partnersõ shares in profit may vary even if their shares in the capital are equal. 

The original principle is that the increase in the profit share, if any, should 

be for the managing partner, but not necessarily. However, no one can  

stipulate being a sleeping partner and yet he receives a higher share in the 

profit. Nevertheless, if one stipulates a higher share of profit without 

stipulating being a sleeping partner, then it is acceptable. However, the 

economic norms suggest that par tnersõ shares in the profit are commensurate 

with their shares in the capital and that the differences are justified if for 

performing additional work agreed upon by partners. Therefore, it is better to 

take into account the economic norms in distributing the profit and to explain 

the reason for the difference if it happens.  

3.  To avoid Gharar (uncertainty), it is necessary not to delay the determination 

of the shares of the profit to later than the Sharika contract. However, it is 

permissible to agree to chan ge the percentages of the profit shares at different 

periods of the life of the Sharika or based on the magnitude of the realized 

profit.  The permissibility of such change is justified by the original 

permissibility to agree on profit percentages that are  not commensurate with 
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the capital contributions, and that the condition for determining the profit 

shares in the contract is to avoid uncertainty and lift causes of dispute 

between partners. Hence, if a specific amendment is agreed upon and it is 

linked t o a specific time or event in the contract, then the reasons for 

prohibition are negated.  If the shares of profit are not determined in the 

contract, then the relevant economic norms are applicable, i.e. the shares of 

profit shall be determined according to the custom.  

4.  It is permissible for the partners to agree after the profit is realized on a 

different distribution of the profit, and that some of them give up their share 

of the profit or a part thereof to other partners. The basis of the permissibility 

is the absence of uncertainty at all stages: at the time of contracting as well 

as after the amendment. However, if the partners determine their shares of 

the profit in the contract and agree on amending them later when the profit 

is realized, but without stating the new  shares, the contract becomes invalid 

due to the Gharar  involved (uncertainty).  

5.  It is permissible for the partners to agree on assigning some or one of them 

the profit above a certain percentage, as if one of them,  the manager or 

another partner, demands and the others agree that if the realized profit 

exceeds 20% of the capital, then the surplus is for him. The basis of the 

permissibility is that according to Shariah, the distribution of the profit is 

subject to the agreement of the partners provided that  no uncertainty exists 

in the agreed distribution formula, and uncertainty here does not exist. In 

general, allocating one of the partners a greater share of the profit that is not 

commensurate with his share in the Sharika for a reason that is acceptable 

according to the economic norms is permissible, as long as the partners have 

approved it unequivocally.  

6.  The distributable profit is not the expected profit, but rather the amount 

above the capital at the end of the investment process, after deducting all 

expenses including all fees and taxes, and the non -performing debts that are 

unlikely to be repaid. Besides, profit remains uncertain until the end of the 
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investment process, so if some partners, including the managing partner, are 

given an amount or a sum of the Sharikaõs returns before the end of the 

investment process, it is deemed a loan from the Sharikaõs fund. Thus, it 

requires the approval of all partners, and it has to be set -off against the 

borrowerõs share of the profit or his share in the capital at the end of the 

investment process. If his share of the profit along with the capital is not 

sufficient to repay the loan, he has to repay the loan from his fund.  

7.  Selling the Sharika's assets for its liquidation so that the profit can be 

distributed amon g the partners is known as actual valuation. The profit may 

also be distributed based on  constructive valuation, i.e. evaluating the 

Sharikaõs assets at the market price or based on the market expertsõ 

evaluation. The latter scenario happens when the partn ers do not choose to 

liquidate the Sharika but rather to distribute the profits and proceed with 

new investment operations according to a new partnership contract, or when 

the partnership contract allows it to carry out repeated independent 

investment oper ations throughout its life.  

8.  When calculating debts in the assets evaluation process it is not permissible 

to take into account the time value of money if the debt is sold to a non -debtor 

because this very sale of debt is forbidden. However, if the creditor  discounts 

the debt for the same debtor for its early repayment by the debtor, then it is 

permissible. In the latter case, the partners upon liquidation of the Sharika 

agree with the debtors to discount the debt against its early settlement.  

9.  The partners may agree in the contract or after  it to retain and not distribute 

any percentage of the Sharika's profits every financial cycle. They may also 

agree to deduct a percentage of the profits every financial cycle to equalize the 

rate of profit di stribution, or to form a reserve to counter any future losses. 

The basis of this permissibility is the fact that this work does not lead to a 

guarantee of capital or profit, and that the reserve remains the partners õ, 

which negates any real change that may  invalidate the contract.  
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ii.  Loss provisions and guarantees  

1.  The partners bear the loss according to their shares in the Sharika, so 

each partner shall bear the loss to the extent of his share in the 

Sharika. Agreeing on the otherwise violates the Shariah.  

2.  It is permissible for whoever wishes of the partners to volunteer after 

the occurrence of the loss, not before it, to bear more than his respective 

share of the loss, even if to bear the whole loss. The basis of this 

permissibility is that with the absence of  a previous agreement or 

collusion to this effect, such an act can be deemed as a donation from 

him to the other partners since there is no suspicion of getting some 

compensation in exchange.  

3.  A third party who is completely independent of the partners in t erms of 

his legal entity, shareholding , and financial liability may provide a free 

guarantee of loss or loss of profit to all or some of the partners. The 

basis of this permissibility is that with the independence in the 

guarantor and the absence of compen sation such guarantee is deemed 

donation but conditional on the event of loss of capital or profit, which 

is acceptable according to the Shariah provisions of donation.  

4.  The director of the Sharika, just like any partner, is entrusted with of 

Sharika's ass ets and investments, so he is not liable for  any loss unless 

its caused by his  negligence, misconduct , or violation of the conditions 

agreed upon between the partners.  In case of dispute over the 

occurrence of one of those cases, the commercial custom ers and 

expertsõ opinions shall be the reference. 

5.  Some partners may require the managing partner to provide some 

securities, such as a mortgage, to be exercised only in cases where the 

managing partner becomes liable for the loss, which are the cases of 

neglig ence, misconduct , or breach of the agreement. This is because 

demanding such security does not involve the forbidden guarantee of 

the capital or the profit.  
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Stage Three: e nd of the Sharika  

The Sharika ends in the following cases:  

- It reaches its expiry dat e and the partners do not agree to extend it.  

- By the agreement of the partners to terminate it, even if before its 

expiry date.  

- Once Sharika's capital has been exhausted. In this case, the Sharika 

terminates automatically due to the impossibility of its c ontinuation 

with the loss of the capital.  

Liquidation of the Sharika:  

- If the Sharika ends due to the expiry of its term or due to its termination 

by the partners, its assets have to be liquidated, i.e. they are sold at the 

market price. The proceeds of the sale shall be used to first discharge the 

Sharika's financial obligat ions and then the rest is distributed to the 

partners according to their respective shares in the capital. If, however, 

the shares of profit distribution differ from their shares of the capital, then 

the shares of each in the capital are paid first, then t he rest, i.e. the profit, 

is distributed to the partners according to the agreed profit distribution 

shares. On the other hand, if there is a loss, the proceeds from the sale of 

the Sharikaõs assets are distributed to the partners, each according to his 

share in the capital without favoring some partners over others in this 

distribution.  

- If the partners choose to start a new Sharika, then they do not have to 

liquidate the assets by selling them, and they can just evaluate the assets 

so that their value will  be the capital of the new Sharika.  

Partners undertaking to buy the Sharika's assets upon liquidation  

- Some partners may make a binding commitment in the Sharikaõs contract 

or at a later stage, to purchase the Sharika's assets upon liquidation, or 

even before the liquidation date, at a price that is equivalent to the market 



 

Page 84 of 490 

 

value of those assets when implem enting the commitment, or at the price 

agreed upon then, provided that no complicity or implicit agreement takes 

place to carry out the purchase at any specific or a minimum price.  

- It is not permissible for some partners to undertake to buy the Sharikaõs 

assets at their nominal (face) value, that is, at the price at which they were 

first purchased, nor at any specific price, even if it is less than the nominal 

value. This is because this undertaking leads to some partners 

guaranteeing to the others the Shar ikaõs capital or part thereof, which is 

prohibited.  

Partners withdrawing from the Sharika  

- In principle, the Musharaka contract is not binding, so every partner has 

the right to withdraw from the Sharika, and this shall not affect the 

continuity of the Sha rika; rather, the Sharika remains even if only two 

partners remain. However, the amount payable to the withdrawing partner 

cannot be determined before the actual or constructive liquidation of the 

Sharika assets so that his share can be known, or with the approval of 

other partners to the  amount that he demands. This is because a loss 

could have occurred before his withdrawal request, and being a partner he 

is liable to the loss to the extent of his share in the capital, except that 

other partners choose th en to bear it voluntarily, as this is permissible as 

mentioned earlier.  

- The partners may commit themselves to the continuity of the Musharaka 

agreement for a specified period. In this case, the Musharka becomes 

binding on partners up to that specified time , and none of them may 

withdraw from the Sharika except with the approval of the other partners.  
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Chapter Six 

Diminishing Musharaka 

1.  It refers to a partnership in which the bank joins as a partner in a project, 

in return for a share in the profit in additi on to receiving a percentage 

allocated for recovering its capital contribution. The rest of the profit goes 

to the other partner, who becomes the sole owner of the project after the 

bank gets back its full contribution.  

2.  The bank commits to sell its share i n the project to its partner, either in 

one stage or in multiple stages.  

3.  The other partner in his turn is also committed to buying the bankõs shares 

in the project according to the terms of the partnership contract.  

4.  Examples of this financing include financing a company or a commercial, 

industrial, agricultural, health , or educational project, or to construct a 

building or purchase of a perennial machine or some means of 

transportation. 57  This process is called diminishing partnership when it is 

viewed from the bankõs standpoint, on the basis that its share in the 

partnership is diminishing with every amount of the capital recovered from 

the financing.  

5.  It is also a diminishing partnership ending with ownership when it is viewed 

from the clientõs standpoint because the more he p lays o ff the financing 

original amount, the greater the percentage of his ownership of the project 

until he finally acquires it when he finishes paying all dues to the bank. 58  

6.  During the conference of Islamic Bank held in Dubai in 13 99 AH / 1976 AD, 

the conferees discussed this transaction and concluded that these 

partnerships ending in ownership could take the following forms:  

7.  First: The bank agrees with its client to specify their shares in the 

partnership capital, and upon the expiry of the partnership each partner 

                                                           

57  Shehada Musa, Tajribat al -Bank Islami al -Urduni, 2000, Publications of Jordanian Islamic Bank, p.34.  

58  Al-Maleqi, Aisha, Al -Bunuk Al -Islamiyya, P.378.  
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shall have the right to sell its share to the other partner or a third party 

provided the sale is executed by a c ontract that is independent of the 

partnership contract.  

8.  Second: the bank agrees with its client to participate in a project, with the 

understanding that the bank receives its share in the net income achieved 

and its right to keep the rest of the net inco me, or any percentage thereof, 

to be used in repayment of the financing amount.  

9. Third:  the share of the bank and its partner in the Sharika is determined 

in form of shares representing the total value of the Sharika underlying 

assets, so each of the two p artners gets its share of the revenue generated 

from the Sharika assets. The client, if so he wishes, may acquire a certain 

number of the shares owned by the bank each year, so that the shares held 

by the bank are diminishing until the bankõs partner owns the entire 

shares, and so becomes the sole owner of the Sharika assets.   

Diminishing Musharaka application of housing financing:  

1.  The agreement is reached between the bank and the customer on their 

purchase of the property specified by the customer, whereby  the bank 

undertakes to sell its stake in the property to the customer, and the client 

undertakes to purchase the bankõs share in stages according to a specific 

schedule, for example , every six months. If the agreement was for the bank 

to pay 90% of the pr ice of the property, and for the customer to pay the 

remaining 10%, the agreement would be to divide the bankõs stake (90%) 

into nine shares, each share represents 10% of the propertyõs ownership, 

so that the customer would buy a share every six months at an agreed 

amount, 15000 per share for example.  

2.  The customer and the bank participate in the purchase of the house 

specified by the customer according to the agreed shares so that the bank 

pays 90% of its price, and the customer pays the remaining 10%.  
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3.  Afte r purchasing the house in partnership with the customer, the bank 

leases its share to the customer in return for an agreed rental, so that the 

client receives the house and can  benefit from it immediately.  

4.  The two parties implement their agreement to sell and buy the bankõs 

share in stages, so the customer buys a share every six months, the price 

of which is 15,000.  

5.  The rental paid by the customer is adjusted according to the growing size 

of his share of the ownership of the property * 

6.  With the expiry of the  lease contract and the purchase of the bankõs share 

of the property, the customer becomes the sole owner of the property and 

the partnership comes to its ends * 

Additional Shariah provisions for diminishing Musharaka  

The basic provisions of diminishing Mus haraka do not differ from the provision s 

of regular participation (Al -Anan partnership), because diminishing Musharaka 

is a normal partnership, but it ends with selling the share of one of the partners 

to the other. However, it has some additional provisio ns, which are:  

The independence of the sales and leasing contracts from the Musharaka 

contract  

1.  The Musharaka contract must not include deferred sale contracts of the 

share of one of the two partners, because these sale contracts would 

involve then defermen t of both counter values, which is forbidden. 

Besides, the transaction would also involve then two transactions in one 

deal: the partnership contract and the sale contracts, which is 

questionable from a Shariah perspective. Furthermore, Musharaka 

contract per se may not include the leasing of the share of one of the 

other partners, because contracts have to be independent of each other. 

Therefore, the Musharaka contract and the lease contract should be 
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signed separately without making entering in one condit ional on the 

other.  

2.  The transfer of the share of one of the partners to the other should be 

through a sale contract executed at each stage, and not automatically at 

the time specified for each stage of the sale. This is because the 

Musharaka agreement incl uded only a promise from both sides to 

implement the purchases in the future; however, it may be sufficient to 

exchange a notification to the offer and acceptance when the time of the 

promise execution comes.  

3.  Undertaking by a partner to buy the other partn erõs share 

3.1  The bankõs undertaking to sell and the customerõs undertaking to 

buy must not be binding on both, because the mutual binding 

promise on one subject amounts to a real contract, while future 

sales contract is forbidden by Shariah.  

4.  A single underta king (promise) by one of the partners (the financed party)  

to the other (the financier) to purchase its share over stages can be a 

binding commitment only if the purchase is not at the nominal value of 

the financed partnerõs share, or a predetermined price. Rather, the 

purchase undertaking should be at either the market value when 

executing the purchase, or at the price they may agree upon at the time, 

provided that this is not preceded by any complicity or an implicit 

agreement to carry out the purchase a t a specific or a minimum price. 

This is to avoid guarantee the capital, or the profit, or a part thereof by 

one partner to the other since such a guarantee is forbidden in 

partnerships as mentioned above.  

5.  The customerõs commitment to purchase the bankõs share in stages at 

pre -determined prices is permissible if this undertaking is not binding 

on him because the forbidden guarantee is negated with the possibility 

that the customer may abandon the purchase.  
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6.  Based on the above, if the undertaking to buy the s hare of the financing 

partner (the bank) is binding, then the purchase has to be at the market 

price when executing the purchase, or at the price , they may agree upon 

then, provided it is not preceded by any collusion or an implicit 

agreement to carry out the purchase at a specific or a minimum price. If, 

however, the undertaking is not binding, then it may be at a 

predetermined price provided that the option to abandon the purchase 

is not fictitious, or that such abonnement is not conditioned with 

payment of some penalty. This is again due to the impermissibility of one 

partner to guarantee any of his partnersõ share in the capital or profit. 

7.  The market value of the financing partyõs share when executing the 

undertakings to purchase could be higher than the nominal value, due 

to an increase in the market price of the Musharaka assets, or it could 

be lower than its nominal value due to a drop in the m arket price, or due 

to using the Musharaka assets, such as if they were vehicles or 

machines.  

8.  When one of the partners purchases his partnerõs share with cash, it 

should be taken into account that the subject of the sale contract, that 

is, the partnerõs share, has to be valid to be sold with cash. If, for 

example, the Sharika is an investment company whose assets include 

receivables, money, and tangible assets, then the ratio of debts and cash 

to the total assets of the company must meet certain conditions outlined 

and detailed in the Suk ǆk and Shares products in this Directory.  

Commitment to the Shariah provisions in profit and loss  

1.  Diminishing Musharaka in all applications, including financing the purchase 

of assets, such as housing or investment projects,  is a contractual 

partnership (Sharikat Aqd) and not a partnership in ownership (Sharikat 

Melk). Therefore, it cannot be treated like Murabaha financing in terms of 

justifying obliging the purchase undertaker (the client) to buy his partner's 
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share at a pr edetermined price. This is because the financing partner joins as 

a partner to make a profit and not to only own some asset, and hence at is a 

contractual partnership.  

2.  Although a diminishing partnership is used more often in financing the 

purchase of asset s and not in financing investment projects that generate 

income, it is necessary to determine the profit shares of the partners, because 

generating profit is still possible as the market value of the purchased assets 

may increase. However, according to the  Shariah provisions of Musharaka, it 

is not required that the percentages of profit distribution be commensurate 

with the shares in ownership (the capital).  

3.  In principle, the profit shares should be adjusted according to the change of 

ownership shares in t he diminishing Musharaka, but the partners may 

maintain the same original profit shares, because determining the profit 

shares in Musharaka is up to the partnersõ agreement, and they do not have 

to be similar to the shares of the Sharika capital.  

4.  If the di minishing Musharaka generates a profit, as it is normally the case in 

investment project financing, it should be distributed between the two 

partners according to the percentages agreed upon at the time of the contract. 

These percentages, if agreed by part ners, may also be adjusted according to 

the new changes in the ownership shares.  

5.  Diminishing Musharaka contract may not include a provision that gives 

either party to the partnership a guarantee of its share in the capital or profit.  

6.  The liability of the t wo partners for the loss must follow the changes in the 

shares of the partners in this Sharika, and partners cannot agree to the 

otherwise.  

7.  If the Sharikaõs assets are lost, or a loss occurs, the loss is borne by both 

partners, each according to its share of the Sharika at the time of the loss.  
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Renting the other partnerõs share 

1.  It is permissible for one partner to rent the other partnerõs common share in 

the Musharaka asset with a known fee for a specified period, if the two 

partners remain jointly liable f or the ownership of these assets, each 

according to its share. This is because renting the common share of one of 

the two partners to the other is permissible, as stated in the òIjarah hó product. 

2.  The leasing partner (the financing party) may not by any mea ns attempt to 

absolve itself of the liability that is normally associated with ownership of the 

leased asset, such as by appointing as agent its renting partner to pay its 

share of the expenses on its behalf, and then adding the amount paid to the 

subseque nt rental, as detailed in the product of Ijarah  Muntahiya Bittamleek.  

3.  In principle, if the financing partner leases the otherõs share, then the rent 

payable by the other partner should be adjusted according to the latterõs 

increasing share of ownership in  the leased asset.  

4.  Although the share of one of the two partners is going to be acquired by the 

other partner eventually, each partner must until then bear the ownership 

liability of Sharika's assets in proportion to its changing share. This includes 

maint enance, tax, insurance, and operating expenses , etc.  

 

Violations during application:  

a.  The client undertakes to purchase the financi er's share at a 

specified price  

The most common Shariah violation in Islamic financial institutions is giving a 

binding commit ment by the funded client to purchase the bankõs share at a 

predetermined price. This means that the bank has entered into a partnership 

in which the other partner has guaranteed for it both capital and profit, because 

the price agreed upon is a price that  includes both, and this is forbidden. Yet, 

this was justified on the basis that this kind of partnership is a partnership in 
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ownership and not a partnership in investment (contractual partnership); 

therefore, it should be acceptable that a partner guarant ees for the other his 

share in the capital or any amount. In other words, since this kind of partnership 

is not intended for profit nor is it an investment, it should not be treated like the 

contractual partnership ( Inan ). Rather, it is simply a partnershi p in ownership 

of an asset whose one of its joint owners decided to sell his share to the other 

partner on Murabaha basis. As such, he should be allowed to predetermine the 

price similar to any Murabaha contract, where it is lawful to undertake the 

purchas e of an asset at a predetermined price that includes a known increase.  

The answer, however, is that this is not true, because the financing bank enters 

this deal to make  a profit, and profit may come without effort even in the 

contractual partnership (Ina n), i.e. profit may come from the mere buying of an 

asset then selling them when their market price increases. It may also come from 

buying cash and then selling on credit, and this is what the bank does in this 

partnership, it buys cash on credit and make s a profit. Thus, it is obvious that 

to the bank this is a contractual partnership (Inan) and not merely a partnership 

in ownership (Sharikat  Melk). As such, the bank cannot obtain from its partner 

an undertaking to acquire its stake in Sharikaõs asset at a predetermined price, 

especially if this amount reflects the bankõs share in the capital in addition to 

some profit. Islamic Fiqh Academy in  some of its resolutions prohibits such 

undertaking as referred to previously.  

b.  Evading liabilities of ownership  

In practice, the financing bank seeks to absolve itself of all the liabilities that 

come with its joint ownership of the diminishing Musharakaõs assets, even 

though  the partnership expenses are to be distributed among partners according 

to their stakes, and that any agreement to the otherwise renders the partnership 

contract void, as previously discussed. Some financial institutions vio late this 

provision using a stratagem. After signing the lease contract with the client, it 

grants him the authority to pay its share of the expenses of the leased asset on 
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its behalf, and then whenever it incurs some expenses, it increases the rent on 

the  client for the subsequent lease period by an amount equivalent to the 

expenses incurred, in the way detailed in the product of Ijarah  Muntahiya 

Bittamleek. Thus, the financing bank does not bear its stake in the ownership 

liabilities, but rather it burden s the client with it. In this regard, Fiqh Academy 

has issued a resolution to the effect that each of the two partners must bear the 

liabilities associated with his share, and that the lessor has to be liable for the 

leased assets.  

c.  Transferring the owners hip of the bankõs share to the customer after 

paying the installments without executing the necessary sales 

contracts  

In practice, the bank agrees with the client when purchasing the asset to be 

funded based on  diminishing Musharaka that the entire asset i s registered in 

the customerõs name, to reduce the expenses and procedures for transferring the 

ownership later. However, the two agree internally that the bank still owns its 

share in the house, and that the entire asset remains mortgaged to the bank 

unti l payment of all installment. All this is acceptable to the Shariah as long as 

the bank remains effectively the owner of its share and remains fully responsible 

for the ownership risk . However, the violation occurs when no sale contracts are 

executed betwe en the two parties upon payment of the installments representing 

the price of the bankõs share. Banks may care for receiving the payments more 

than they care about  executing the necessary contracts that would justify the 

transfer of ownership and the payme nt of the installments from a Shariah 

perspective. In this context, the customerõs payment of the installment cannot 

be considered as an offer, nor can the bankõs registration of this payment in the 

Musharaka account be regarded as an acceptance to the off er, so that a sale 

contact would be deemed established between the two parties based on  Taõati 

(sale by action). This is for two reasons: First, Islamic finance modes have to 

remain distinguished from conventional finance through proper implementation 
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of t he relevant Islamic financing contracts. Second, the al -Taõti sale is forbidden 

according to many jurists , and some of those who allow it , exclude assets of 

significant values, such as real estate properties.  

Modus operandi of diminishing Musharaka  

1.  The bank investigates the feasibility of the financing request, such that the 

bankõs share of the projected income for the project constitutes an acceptable 

return on the financing provided, and that the customerõs share of the 

projectõs return and the funds he has are sufficient to pay the financing 

installments. 59   The customer (the owner of the project) prepares an initial or 

complete feasibility study, and then  the bank checks the study with the 

customer to ensure its accuracy.  

2.  These partnerships are execute d over things that generate income, such as 

constructing buildings to lease them, financing the purchase of perennial 

machines or means of transportation to operate them, financing industrial 

plants , and building hospitals or educational institutes to run them. This may 

also include financing professionals or artisans by providing them with what 

they need for their work, such as equipment for dentists, carpenters or 

blacksmiths. 60  

3.  In the case of financing machines or means of transportation, arrangement s 

can  be made that the bankõs client operates the machine or the means of 

transportation in exchange for a fee.  

4.  In the case of financing industrial or agricultural production units, or 

financing hospitals or educational institutes, it can be agreed that those w ho 

conduct and manage the work will receive the market rate of remuneration 

for their work.   

5.  The entitlement of the partner (the client) working on the machine or in the 

                                                           

59  Shehada Musa, Tajribat al -Bank Islami al -Urduni , p.34.  

60  Sami Humud, Seyagh al -Tamweel al -Islami, Journal of Islamic Banks, No.63, 1988, p.426.  
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project to own the machine or project depends on paying the bankõs share in 

the projec tõs capital and profit from what he receives for his work or from the 

earning on his share in the capital.  

6.  If  the person contracting with the Islamic Bank does not have a specific job 

to perform, as in the case of financing the buildings for those who do not wish 

to provide work on their part, the landowner does not receive anything during 

the period of the Musha raka . Rather, he shall have the right to own the 

building after paying the principal of the paid -up capital for its construction, 

out of the outcome of the percentage allocated for this purpose , according to 

the agreement .61  

7.  Diminishing Musharaka is often u sed in real estate, transportation , and 

means of production sectors. It is practically concluded with conditions 

including:  

Conditions related to clients : such as vetting their financial, professional, 

and behavioral conditions.  

Conditions related  to  the project:  these are of two types:  

Conditions before the agreement: assessing the technical, financial , and 

economic aspects of the project.  

Conditions after the agreement: supervising the accomplishment of the 

project, with the right to interfere in th e management, if there is a need for 

that.  

Duration:  In all cases, an agreement is made on the duration of the project 

and on that period during which the bank will recover its financing amount 

and profit. 62  

Capital contribution:  

Bank:  Provides part of the capital required for the project as a partner and 

                                                           

61  Al-Heity, AbdulRazzaq, Al -Masarif al -Islamiyyah Bainal Nazariyya wa Tatbeeq, 1998, p.504.  

62  Al-Maleqi, Aisha, Al -Bunuk Al -Islamiyya, P.379.  



 

Page 96 of 490 

 

agrees with the client (the other partner) on a specific way to gradually sell its 

share in the capital.  

Partner  Provides part of the capital required for the project and holds the 

bankõs share in the capital on a trust basis.  

Management of the diminishing Musharaka  

Typically, diminishing Musharaka is managed by the funded partner (the 

client) in return for a higher share of the profit agreed upon beforehand. He 

should prepare reports on the work progress, within the deadlines specified 

in the contract, and put them at the disposal of the bank.  

This typical practice does not deny the bank the right to participate in the 

administration of the Musharaka by appointing its representative either in 

the project bo ard or in the executive management.  63  However, it is preferable, 

economically speaking, for the bank to participate directly in management, 

so that the information asymmetry between the two partners is eliminated.  

Distribution of profit resulting from the project:  

The loss, if any, has to be borne by partners according to their shares in the 

capital, and it is not permissible for them to agree on the otherwise.  

If profits from the liquidation are achieved, they should be distributed 

between the two parties (the bank and the client) according to the agreement. 

This is if the bank and the partner have entered into the joint venture with 

the intention of trading, and the partnership is considered in this case a 

òcontractual partnershipó. If, however, the intent ion is to finance the partner 

in his acquis it ion of an asset or a commodity, such as a house, then the profit, 

if any, shall be distributed according to the percentage of ownership, and the 

partnership is considered then òpartnership in ownershipó. 

The ban k selling its share in the capital 6 

                                                           

63  Al-Maleqi, Aish a, Al -Bunuk Al -Islamiyya, P.379.  
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The bank gives its undertaking to sell its share as per agreement.  

The bank sells a certain part of its share of the capital, and the partner (client) 

pays the price so that the ownership of that part is transferred to t he partner. 

The process continues until the bankõs share is fully sold and transferred to the 

client. Thus, the bank recovers its capital in addition to its corresponding profit 

throughout the partnership period * 

Musharaka Applications  

First: Musharaka in domestic trade  

1.  Al-Baraka Islamic Bank in Sudan uses the Musharaka instrument to 

finance the buying and selling of commodities in the Sudanese market. 

It works as follows:  

2.  The bank enters into a partnership agreement with the customer to buy 

and sell local commodities whose specifications are presented by the 

customer, and the total cost of these commodities is borne by the two 

parties.  

3.  The two parties agree that they will contribute their share of the cost of 

the goods, and a partnership account is open in the same bank 

immediately after signing the contract that specifies all operations and 

money transfers related to this account. Afterward, it is the responsibility 

of the partners to arrange the purchase and sale of the required goods.  

4.   The profits are dis tributed as follows: The customer gets a percentage of 

the net profits, and the rest is distributed between the partners according 

to the percentages of their shares in the capital.  

 

Second: Musharaka for importing goods  

The importer requests the bank to participate in the import and sale of certain 

commodities. The total cost of importing the goods and the contribution of 

each party to the capital is determined, and the entire transaction cost is 
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determined in the relevan t foreign currency. The importer pays part of his 

contribution immediately after signing the contract and pays the rest after 

receiving the invoices. He opens a special Musharaka account at the bank, 

and then the bank facilitates a letter of credit for the  importer, and pays the 

full amount to the exporter after receiving the shipping documents.  

The cost of insurance is charged to the Musharaka account, while the 

importer is responsible for importing and clearing the goods in addition to 

selling the goods. The net profits are distributed between the partners as per 

agreement, and any loss is borne in proportion to their capital contribution.  

Third: Musharaka -based Letters of Credit  

Some Islamic banks issue letters of credit in accordance with the principle of 

Musharaka using the following mechanism:  

The customer informs the bank of the requirements of his letter of credit and 

negotiates the terms of the Musharaka -based financing. He pays to the bank the 

amount corresponding to his share of the cost of the im ported goods, which the 

bank accepts as a bank deposit.  

Then, the bank issues the letter of credit against the shipping documents and 

pays the price of the goods and the costs of shipping and insurance using the 

customerõs deposit and its funds. Next, the bank hands over the shipping 

documents to the customer, and the customer receives the goods and disposes 

of them  in the manner agreed in the contract. The profits generated from this 

process are divided between the two as per their agreement * 

Fourth: Musharaka in agricultural activities  

1.  Islamic banks in Sudan, especially the Sudanese Islamic Bank, 64  have 

developed other applications for Musharaka that have great potential for rural 

                                                           

64  http://www.sib.sd  
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and agricultural development in Islamic countries.  

2.  Sudanese Islamic Bank  provides money to farmers through the partnership 

agreement.  

3.  Sudanese Islamic Bank and the farmer enter into a partnership contract, 

according to which the bank provides the farmers with certain fixed assets 

such as plows, tractors, irrigation pumps, agri cultural sprinklers, etc., and 

some of the working capital, such as fuel, oils, seeds, pesticides , and 

fertilizers.  

4.  The farmer's contribution is limited to providing the land, workers, and 

administration, and as long as the contract is a òMusharaka contractó, there 

will be no need for any additional collateral or accompanying guarantees other 

than the personal guarantee. The profits are divided between the farmer and 

the bank in a way through which the farmer receives 30% of the net profit in 

compensation f or his management, and the remaining 70% is distributed 

between the bank and the farmer according to their shares in the 

partnership. 65   

Fifth: Opening investment accounts  based on  Musharaka  

Normally, Islamic banks run investment accounts based on  Mudaraba, 

but it is also possible to run them based on  Musharaka; however, this 

requires a special arrangement, and it may have special features that 

benefit both the bank and the account holders, as follows:  

1.  The starting point is for the bank to have a Musharaka investment fund, or 

for the investment department in the bank to have several  clients interested 

in financing through Musharaka so that funds can be provided to them within 

the framework of the Mushara ka pool.  

2.  The bank opens Musharaka accounts, the proceeds of which are invested in 

the Musharaka pool.  

                                                           

65  Ausaf Ahmad, al -Mumarasat al -Mumarasat al -Muõsirah Liasaleeb al-Tamweel al -Islamiyyah, journal of 
Islamic Economics studies, No2, 1994, P.42 -44.  



 

Page 100 of 490 

 

3.  The bank establishes a committee to manage the Musharaka fund consisting 

of a number of Musharaka -investment account holders and a number of the 

bankõs employees. The representation of the account holders is proportional 

to their share of the Musharaka pool.  

4.  Profits are distributed quarterly.  

5.  The Musharaka pool may have a maturity date, and the bank may be able to 

form Musharaka pools for a year, two years , or more so that the owners of 

the investment accounts choose to enter into each of them as pet s their 

appetite.  

6.  It is also possible to limit the Musharaka pool to a specific period, so that the 

investments may be renewed continuously. However, to facilita te the exit of 

the investment account holders, the bank may securitize part of the 

Musharaka pool assets and distribute the Sukuk  (securities) among the 

owners of the accounts according to their shares. The bank then organizes a 

market to facilitate the tr ading of th at  Musharaka suk ǆk so that investors 

can sell their Sukuk  when they want to exit or buy more when they want to 

invest more.  

 

Practical example: diminishing Musharaka to construct a building  

First: Funding request and feasibility study  

The customer requesting Musharaka financing applies to the bank. He has 

to possess a land that is suitable for construction and attach to the 

financing application an economic feasibility study for the project that 

includes:  

1.  Description of the project and its components.  

2.  Partial and total project cost.  

3.  The project's partial and total returns expected under three assumptions: 

a conservative estimate that assumes the worst, an optimistic one that 
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assumes the best, and an intermediate estimate that falls between 

conservatism and optimism, so that the bank can rely on it for its 

decision.  

Second: Official documents:  

1.  Land title deed.  

2.  Site plan of the land.  

3.  Engineering plans for the building to be erected, if any, or an initial 

illustration plan.  

Third: credit study  

The credit study is carried out by the bank as follows:  

1.  A field visit to the site.  

2.  Ensuring that there are no legal obstacles to the construction.  

3.  Ensuring the economic viability of the project after studying it in terms 

of: 

3.1.  Construction specifications: wa rehouses, offices ... etc.  

3.2.  The nature of the construction: building reinforced concrete, 

stone building... etc.  

3.3.  Project cost: partial and total.  

3.4.  Project expected returns: partial and total.  

3.5.  Other expenses incurred by the project.  

4.  Determine the necessary financing for the project.  

5.  Determine the shares of both the bank and the partner of the project ed 

income.  

6.  The expected duration of the project.  

7.  The expected period for repaying the financing.  

8.  A thorough study of the client's resume, and the extent of his r eligious 

and ethical commitment, in addition to his credit history in terms of 

dealing with banks and financiers in general.  
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Fourth: Administrative approval  

The application is studied by the related managers and approved if the 

conditions in favor of the b ank are fulfilled. The administrative approval 

includes the following:  

1.  Approving the technical specifications of the building.  

2.  The amount of funding needed for the project.  

3.  Tender procedures to award the project to a reliable party, more 

preferably known to the bank.  

4.  Arranging the appropriate way for payment of dues to the parties 

involved in establishment of the project.  

5.  The terms of the diminishing Musharaka contract that must be signed 

with the client, which include:  

5.1.  Mortgaging the projectõs land and all that it includes to the bank 

as a security  against the financing.  

5.2.  If the need arises, the bank requests a guarantor that guarantees 

the client in all the obligations incurred by him under the 

contract.  

6. Approving a consultant to deal with the contractor and ensure that 

the construction is in line at each stage with its technical specifications.  

7. Approving the measures that the bank should take to follow up on 

the project at the construction phase and to manage the building after 

its construct ion, including collecting the returns and paying the 

expenses.  

8. Authorizing the bank by its partner to do the following:  

8.1.  Disbursing the approved financing to cover the costs of building 

the project and having it ready for utilization following  the 

origin al documents approved by the appointed consultant.  

8.2.   Renting the project u nits when  they are ready.  

 

Fifth: The foundations of revenue distribution  
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1.  All returns are collected and all dues are paid using a special 

account managed by the bank, of which the customer is informed 

periodically.  

2.  The revenue is distributed according to what is agreed upon 

between the bank and its partner. The following represent the 

market common practices in this regard, provided as an example:  

2.1.  Often the bank gets 25% of each source of revenue, whether from 

rent or other sources related to the building facilities, as it is the 

party that funded the project entirely or partly and bore all the 

related risks. 66   

2.2.  75% of each revenue is distributed bet ween the bank and the 

client according to the ownership shares of the project capital, 

i.e. the share of the bank represented by the value of the 

financing i s provided, and the share of the client represented by 

the value of the land as estimated at the st art of the project.  

2.3.  The clientõs share of the profit shall be allocated to repay the 

financing provided by the bank. Once the entire amount of the 

financing is paid, the land, the building and all rights and 

obligations related to the project shall be tran sferred to the client, 

who becomes the sole owner of project.  

Sixth: Follow -up  

1.  Follow -up of the project: during execution in terms of:  

1.1.  Payments to contractors.  

1.2.  Actual completion of the project within the agreed period.  

1.3.  Receipt of the project after its exec ution and completion.  

1.4.  Taking care of the guarantees related to the project provided 

by the contractor and their due dates.  

2.  Receipt of the project:  

                                                           

66  Al-Heity, AbdulRazzaq, Al -Masarif al -Islamiyyah Bainal  Nazariyya wa Tatbeeq, 1998, p.503.  
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2.1.  After completion of the project, a committee is formed 

comprising the bank, the supervising consultant, the owner 

of the project (the client) and the contractor to receive the 

project.  

2.2.  After receipt of the project and the settling the contractorõs 

and the supervisor's rights:  

2.2.1.  The contractor provides a one -year maintenance warranty.  

2.3.  The guarantees provided previously by the contractor are 

returned to him if no contingent issues are remaining.  

 

3.  After implementation:  

3.1.  The bank in agreement with the client  determines the  rents for 

the stores, offices or apartments given  the market conditions 

and in consideration  to each unitõs size and features. 

3.2.  Leasing and follow -up.  

3.3.  The conditions of the leased stores, offices and apartments.  

3.4.  The conditions of the non -leased stores, offices and 

apartments.  

3.5.  The general condition of the building.  

3.6.  The payable and past -due rentals.  

3.7.  Liquidation of the project: Once the client has fully settled all 

payments from his share of the proceeds, the property is 

released from being mortgaged, and the tenants are notified 

that the bank no longer owns a stake in the project.   
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Chapter Seven 

Profit Sharing 

The Ordinary Mudaraba 

Definition of Mudaraba  

Mudaraba is derived from the verb òdarabaó which in this context refers to hitting 

on the ground, i.e. speeding up walking. It is called so because the Mudareb 

(enterprenuere) hits the road and tr avels seeking good investment opportunities. 

Quran says 6 òothers traveling throughout the land seeking [something] of the 

bounty of Allahó.67  

Mudaraba is also called òQiradó, from Qard, which means loan, and Qard refers 

to cut, because the owner of the money cuts from his money and gives it to the 

Mudareb to invest it; or because the profit realized is cut and distributed between 

the two parties. Mudaraba is also called òmuaõmalaó, which means "transaction", 

since it involves two parties, the fund provid er and the fund manager * 

Technically, Mudaraba is a term that refers to a partnership between money from 

one party, provided by òRabbulmaló, i.e. the capital provider, and work 

(management) from the other party òthe Mudarebó, i.e. the entrepreneur. Thus, 

Mudaraba is a contractual partnership and is subject to its provisions. 68  

Legitimacy and Rationale of Mudaraba  

Legitimacy of Mudaraba is predicated on some Shariah evidences, such as its 

being implicitly included in the verse: {There is no blame upon you for  seeking 

bounty from your Lord}. 69  And God Almighty said: {O you who have believed, do 

not consume one another's wealth unjustly but only [in lawful] business by 

                                                           

67  The Holy Quran: 73/20  

68  Ibn Qudama mentioned that Mudaraba is from among the contractual partnerships. Al -Muqhni 5/109.  

69  The Holy Quran: 2/198.  
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mutual consent}. 70  

As for the wisdom of Mudarabaõs legitimacy, it is evident in benefiting those who 

have money without investment experience, and those who have investment 

experience and no money, so the establishment of Mudaraba realizes both 

partiesõ benefits* 

Types of Mudaraba  

First: The unrestricted Mudaraba  

It is a Mudaraba in which the capital  provider authorizes the Mudareb to invest 

the money in the way the latter deems fit without placing any restriction on him. 

While the Mudareb in this case will have the absolute authority to invest the 

money, he must not depart from the business norms in the field of investment 

activity that is the subject of Mudaraba, to  achieve the best interest of the 

Mudaraba.  

Therefore, the unrestricted Mudaraba takes place within the framework of 

economic and commercial norms that cannot be overlooked, such as submit ting 

feasibility studies, maintaining regular books, and applying controls that prevent 

breaching contract terms or hiding information from the capital provider. The 

burden of verifying the information about this Mudaraba and its outcomes rests 

with the Mu dareb, not the capital provider.  

Second: The restricted Mudaraba  

It is a Mudaraba in which the capital provider places some restrictions on the 

Mudareb in the way he investment the Mudaraba fund, but without crippling 

the investment with rigid or too many conditions. However, these restrictions do 

not take the place of controls that may be stated in the contract to detect fraud 

or breach of contract by the Mudareb, but rather complement it * 

                                                           

70  The Holy Quran: 4/ 29.  



 

Page 107 of 490 

 

The concept of Mudaraba financing  

Mudaraba Financing means that the  Islamic financial institution finances its 

clients through the Mudaraba contract, such that the institution is the fund 

provider, and the customer is the Mudareb, based on a percentage of profit 

distributed between them.  

The advantages of Mudaraba financi ng  

¶ Mudaraba financing facilitates investment projects not feasible through 

other financing modes. This financing formula can be used to finance what 

the investment project needs, most importantly the working capital, which 

is cash money that cannot be funded by Murabaha or Ijarah ,  for example.  

¶ Mudaraba financing can be used to finance investment projects that need 

different production elements, including goods, cash, real estate, and rented 

labor, as with the liquidity that the financed party gets from the financing 

party, these element can be obtained without the need for a different 

financing mode for each of these elements.  

¶ The financing party can reduce its exposure to financing risks embedded in 

Mudaraba by requiring the financed party to prepare an acc urate feasibility 

study for the project to be funded, using conservative assumptions that 

adopt the worst scenarios, in addition to optimistic assumptions that adopt 

the best scenarios, and medium assumptions that fall between the previous 

two assumptions,  to learn about the projectõs risks, feasibility and 

prospects.  Afterwards, the agreement can be drafted with the Mudareb on 

applying the relevant procedures of the funded investment, in addition to 

determining who bears the burden of proof if the investme nt results differ 

from what was projected in the feasibility study, within the framework of the 

medium assumptions. Thi s should also be accompanied by appropriate 

arrangements for recording accounting entries, and preparing timely 

periodical reports about the development of the investment and its results.  
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¶ Mudaraba financing achieves the optimal economic use of the financing 

bank's resources, since through which the deposits of investment banks can 

be invested in projects that benefit and profit both the de positors and the 

society, and thus the real intermediary role for Islamic banks is achieved, 

in terms of mediation between the owners of funds and the owners of 

investment projects.  

Mudaraba and resource s mobilization  

¶ Islamic banks use Mudaraba to mobilize  financial resources that they then 

direct to finance economic activities, and Mudaraba is a simplified and an 

easy to implement formula, as it involves the owners of funds opening 

investment accounts with the bank based on unrestricted Mudaraba, 

where the  bank is the Mudareb. The bank then uses these funds to provide 

financing for economic activities based on another Mudaraba, where the 

bank is the fund provider and the financed party is the Mudareb.  

¶ It is clear from the practices of Islamic banks that the use of Mudaraba in 

the mobilization of resources in this way has proven effective despite the 

fact that investment accounts of Islamic banks do not enjoy in principle 

the same protection as time and savings deposits of conventional banks 

do. The former par ticipate in profit and loss, while the latter are loans with 

guaranteed principal and interest.  

¶ The success of Islamic banks in mobilizing resources depends increasingly 

on their ability to finance profitable activities, with good management of 

risk and li quidity, and the bank's ability to generate profitable economic 

opportunities.  

¶ However, the return on Mudaraba investment deposits for depositors is 

practically almost equal to the interest rate paid on savings and time 

deposits of conventional banks.  Thi s is mostly due to the fact that most 



 

Page 109 of 490 

 

of the financing modes that Islamic banks use to invest the investment 

deposits lack the essence and objectives of the true Islamic modes of 

finance, and depend on techniques that lend them only the structural form 

of the Islamic financing contracts, without meeting the essence and 

objectives of these contracts.  

¶ To avoid this, the banking supervision authorities need to interfere and 

prevent them from using financing techniques that may be compatible in 

form but not in essence or goals with the true Islamic finance. Examples 

of these modes, including tawarruq, eina and sale of debt, will follow.  

¶ In addition to the responsibility of the supervisory authorities, it also 

enhances the good utilization of the proceeds of the investment deposit 

funds to have the owners of these deposits represented on the boards of 

directors of banks, according to proportion of those deposits to the total 

resources available for investment in the bank. Their representation shall 

be through appo inting the depositors whose deposits are the highest in 

terms of volume and duration, and then giving them a voting power in the 

board of directors that is quantified in the same proportion as above.  This 

should not raise any objection on the basis that i t changes the nature of 

Mudaraba and brings it closer to Musharaka, because Musharaka is 

permissible in itself, so sharing some of its features should not render the 

contract as invalid. Besides, such propsed procedure should help preserve 

the rights of th e investment account holders, prevent the use of their 

money in a way that mimics traditional finance and create a balance 

between the bankõs role as Mudareb and the role of fund providers. It may 

even cause to turn Islamic banks into institutions run by t he investment 

deposit holders, changing thus the very structure of Islamic banking.  

Mudaraba financing steps  

The first stage: the establishment of Mudaraba  

¶ Mudaraba takes place between the financial institution and the party 
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seeking the funding by signing a Mudaraba contract, which normally 

specifies the parties to the Mudaraba, the Mudaraba capital and the ratio 

of profit distribution between the two parties. The contract also often 

describes the nature of the basic investment activities.  

¶ It is recommended  that the contract includes  a detailed study by the bank 

on its uses of the Mudaraba funds, the percentage of each use, the returns 

expected to be achieved, and the average return expected to be distributed 

to depositors, according to conservative and optimistic assumptions in 

addit ion to medium ones falling between the two. The bank shall bear the 

burden of proof in case the results were contrary to what was projected in 

the study. Upon failure to prove non -responsibility for the unfavorable 

results of the investment, the bank becom es liable for the principal of the 

investment deposits and their profit as stated in its study. However, it is 

possible to amend the study successively every quarter, for example, to 

include changes in the rates of distribution of the Mudaraba funds among 

different uses.  

¶ It is believed that if the supervisory authorities assume their 

responsibilities towards the owners of investment deposits, and the 

investment deposits holders are represented on the boards of directors of 

banks, and the aforementioned proc edures and recommendations are 

followed, the profit distributed on the deposits will exceed the interest rate 

by a figure commensurate with the additional risk exposed to by the 

Islamic investment deposits.  

A.  Eligibility of Mudaraba parties  

Mudaraba parties must possess a complete active legal capacity to be able to 

initiate the agreement, i.e. they have to be mature in age as well as in reason. 

There must be also a mutual consent to initiate the Mudaraba agreement, similar 

to all financial c ontracts. This requires in Mudaraba investment deposits that 

the holder of the investment deposit is an adult and sane. If not, the guardian of 
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the minor can open the account for him, and by doing so, the guardianõs 

permission to invest the money on Mudara ba is granted.  

B.  Mudaraba with non -Muslims, or conventional financial institutions : 

Islam is not a condition in financial contracts, so it may involve a non -Muslim 

party. Therefore, an Islamic financial institution may provide Mudaraba 

financing to a non -Mus lim, or to a party that is not committed to the provisions 

of Shariah in its financial dealings such as a conventional financial institution. 

However, precautions should be taken not to breach the Shariah provisions by 

the non -Muslim party, such as by educ ating him about the Shariah prohibitions 

and subjecting his actions to control to ensure abidance by the Shariah rules.  

Similarly, Mudaraba in not invalidated if the capital provider is not a Muslim, 

even if it is known that his money is acquired illegally . This is because Shariah 

permits the Muslim to deal with a non -Muslim without restricting the money to 

be Halal, except that it is known that the money is stolen, usurped, or illegally 

taken away, because the money is not the fund providerõs in this case, and 

accepting stolen money and investing it amounts to facilitating an evil act, so it 

is forbidden.  

C. Is Mudaraba a binding  agreement ? 

Mudaraba is not binding on either the capital provider or the Mudareb, but it 

becomes binding in two cases:  

First: Once t he Mudareb commences the Mudaraba activities, so the contract 

becomes binding in this case until the Mudaraba assets are liquidated whether 

actually or constructively. This is in consideration of the right of the Mudareb 

who has dedicated efforts and time to the Mudaraba business, and also the right 

of the fund provider, as he may not possess the necessary market experience to 

liquidates the Mudaraba assets. Hence, the fund provider has the right to 

demand an actual and full liquidation of the Mudaraba asse ts.  
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Second: If the event that the Mudaraba parties agree to set an expiry date for it 

and pledge not to terminate it before that date. In this case, Mudaraba becomes 

binding and cannot be terminated unilaterally before its expiry date. 71  

D.  Mudaraba activities  

All Mudaraba activities must comply with the provisions of Shariah. If all of its 

investment activities involve dealing in prohibitions, such as trading in debts, 

selling alcohol, or lending on interest, its establishment is forbidden and it is an 

invalid  Mudaraba.  

Mudaraba activities are not limited to trade. Rather, they include industry, 

agriculture, and everything that may generate profit.  

E.  Multipl e fund providers (joint Mudaraba)  

If multiple fund providers were  extending their funds to a fund manager, then 

the contract governing the relationship between the fund providers is 

Musharaka, and the relationship between them and the party to whom they 

agreed to give a share of the realized profit in exchange for inves ting their money 

is Mudaraba. This is called joint Mudaraba, which is the basis for investing 

deposits in Islamic banks. 72  

The relationship between the owners of the funds is subject to the provisions of 

Musharaka,  73  so they originally have the right to agr ee on any percentages on 

which they distribute the profit, and their responsibility for the loss is linked to 

the proportions of their contributions to the capital.  

The Mudareb may in this case mix the funds provided by the capital providers 

and invest the m in one pool, given  their implicit permission to do.  

                                                           

71  According to OIC Fiqh Academy Resolution No.122 (5/13), Mudaraba is binding in the above two cases.  

72  According to OIC Fiqh Academy Resolution No.122 (5/13), joint Mudaraba is valid.  

73  This is in line with OIC Fiqh Academy Resolution No.122 (5/13).  
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For the distribution of profits among the capital providers in joint Mudaraba the 

weights method can be used, which takes into account the size of each amount 

invested and the duration of its investment . This is because investorsõ funds 

combined have contributed to achieving the return, so their entitlement to return 

should be determined according to their volumes and the duration of 

investments. This is the best practical way to achieve justice to inves tors, and 

all parties should tolerate the inevitable errors resulting from using it. This is 

especially so given the nature of Musharka, where every partner benefits from 

the others in increasing the capital invested to reach out to more and better 

investm ent opportunities.  74    

F.  Mudaraba capital and its provisions  

Mudaraba capital is what the fund providers pay to the Mudareb, and it should 

fulfill the following conditions:  

1.  That the capital is known in amount and kind, to be able to determine the 

realization  of profit or the occurrence of loss, because the profit is what is 

above the capital, and the loss is the shortfall below it.  

2.  Accordingly:  

¶ If the Mudaraba capital, or part thereof, is non -monetary assets, these 

assets have to be evaluated to determine the capital amount. Hence, 

providing the Mudaraba capital in a form other than cash is permissible, 

since it can be evaluated and then sold as a normal Mudaraba activity; 

alternatively, it can be sold and the proceeds thereof are made the 

Mudaraba capital.  

¶ If the Mudaraba capital is provided in different currencies, then one 

currency must be selected as the currency of the Mudaraba capital, and 

the rest of the currencies are denominated in the chosen currency, to 

                                                           

74  Thi s is in line with OIC Fiqh Academy Resolution No.122 (5/13).  
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determine the total Mudaraba capital, and so be able to distinguish the 

loss from the profit.  

3.  The Mudaraba capital must not be debt, except that the debt is 

subordinate to other assets, l ike in offering as a Mudaraba capital a 

company with all its variable assets that may include cash, tangible assets , 

and debts. Debt in this example is subordinate and not the only asset and 

therefore, it can be tolerated. However, the inclusion of debt in  the 

Mudaraba capital must not be intentional, such as when some other 

assets are added up intentionally to the debt to justify making the whole 

mixture a Mudaraba capital. There are two reasons for prohibiting 

providing debt as Mudaraba capital:  

¶ First:  The debt is not guaranteed to be paid by the debtor, so making 

it a Mudaraba capital involves Gharar  (uncertainty). Hence, if it is 

certain that the debt will be collected before commencing the 

Mudaraba work, then it is permissible to contribute debt as Muda raba 

capital as if it is a deposit in a current account (demand deposit) in a 

bank.  

¶ Second:  This may involve a trick to Riba, as the debtor may be 

insolvent and not able to repay the debt, so he offers the creditor to 

start a Mudaraba whereby the debt is i ts capital. The creditor agrees 

and does not claim his debt, and then the debtor pays him the debt 

later on with some increase as profit, even though there was no 

Mudaraba or profit, but the debtor intended to tempt the creditor with 

some return so that he  would not claim the debt right away.  

4.  The Mudaraba capital must be placed at the disposal of the Mudareb so 

that he can start investing it right away. If, however, it is possible to start 

the Mudaraba activities with advancing only part of the capital, the n its 

payment in full is not necessary for the commencement of the Mudaraba.  

 

G. Determining the profit shares of Mudareb and the capital provider:  
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It is a condition for the validity of the Mudaraba to determine at the time 

of its establishment the agreed profit share of both the Mudareb and the 

capital provider. Liability for loss, however, has to be solely borne by the 

capital provider, and this requires no mention in the Mudaraba contract 

as it is one of its established and fixed rules. 75   

 

H.  Adjustment of the contracting partiesõ profit shares after setting them 

in the contract  

It is permissible for the two contracting parties in Mudaraba to agree on 

adjusting their profit shares after they have determined them. This is 

because the profit distribution ratio  is always left to their agreement, and 

this right is not specific to a particular time.  

The second stage: managing the Mudaraba activities  

  Managing the Mudaraba activities is a right and a duty of the Mudareb, and 

this is what justifies his share of the  profit. Delegating this duty to the capital 

provider renders the Mudaraba contract invalid, due to the absence of any 

contribution from the Mudareb in this case, which defeats the purpose of the 

contract. If there were multiple Mudareb in the contract and  they agreed that 

some of them only should assume Mudaraba activities, the Mudaraba would be 

invalidated concerning  the part corresponding to those who did not work.  

On the other hand, managing the Mudaraba activities is not a right nor a duty 

of the capit al provider, but he can participate with some minor work or appoint 

an assistant for the Mudareb with the consent of the latter. The reason for 

preventing the capital provider form participating in the management except with 

the permission of the Mudareb i s to preserve the interest of the Mudaraba and 

the interest of the Mudareb in particular.  The fund provider normally lacks the 

                                                           

75  This applies to cases where the judiciary system recognizes Islamic finance and admits Shariah rules 
and provisions; if, however, it does not, then the parties to the Mudaraba must include all the details in the 
contract, in order to protect both rights of the capital providers as well as the Mudarebs.  
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necessary business experience, and the fact that the Mudareb does not 

contribute to the capital with him may make him too cautio us for his money, so 

he tends to interfere in the Mudaraba business in a manner that may harm it 

and harm the Mudareb, who has devoted his effort and time to the Mudaraba 

work* 

Nevertheless, the lack of experience on the part of the capital providers is not 

always the case. It is common in our time to find wealthy people, who made 

money working in different sectors including trade, industry or agriculture, well 

versed in some types of investment, and can absorb the details of other types. 

Therefore, we su ggest, as we did before, th ose fund providers are to be 

represented by the most experienced of them on the boards of directors of the 

financial institutions.  

In general, the fund provider has the right to require the Mudareb to inform and 

update him of all  the Mudaraba activities, and to submit to him periodic reports 

summarizing the progress and development of these activities. However, he has 

no right to interfere directly in the management of these activities or in taking 

decisions.  

Shariah provisions on  Mudaraba activities:  

A.  Compliance with Sharia rules  

Mudaraba activities must be conducted in a manner that does not violate the 

provisions of Sharia, so it is prohibited that Mudaraba activities include an act 

of Riba, deception, Gharar , or any of the othe r forbidden acts. 76  

B.  Powers of the Mudareb  

¶ The Mudareb may dispose of the Mudaraba funds in a manner that 

achieves the interest of the Mudaraba and does not violate the restrictions 

placed by the capital provider if any. Hence, in principle , he has the right  

                                                           

76  OIC Fiqh Academy resolution No. 130 (4/14).  
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to sell the Mudaraba assets on credit, mortgage them, deposit or take 

procession of them, claim  to settle or acknowledge debts, attend courts 

and file lawsuits, rescind contracts, demand compensations, transfer 

funds and everything that is in the interest  of Mudaraba and in a manner 

that does not deviate from custom and condition.  

Á Mixing the Mudaraba fund with the Mudarebõs fund 

The Mudareb may mix his own money with the Mudaraba capital so long 

as the Mudaraba agreement does not prohibit that and the mixi ng does 

not harm the Mudaraba activities. In this case, the Mudareb deserves the 

full profit of his own money and is responsible for its loss. Concerning  the 

Mudaraba fund, the Mudareb deserves his agreed share of the profit and 

is not responsible for its loss except in cases of misconduct, negligence , or 

violation of the terms of Mudaraba. However, either way, the Mudareb 

remains responsible for the feasibility study he provided, and he bears the 

burden of proof i f the results of Mudaraba differ from what was mentioned 

in the study.  

Á Accepting money from others based on  Mudaraba  

The Mudareb may accept money from other parties on Mudaraba basis, 

provided that this does not harm the first contract of Mudaraba that he 

committed himself to, and only in the absence of an agreement that 

prohibits him from so doing.  

C. Duties of the Mudareb  

¶ The Mudareb must  dispose of the Mudaraba capital in a manner that 

achieves the best interest of the Mudaraba, and he has no right to act in 

contradiction to this interest witho ut the permission of the capital provider, 

such as by donating or lending money in a manner that contradicts the 

interest of the Mudaraba or contradicts the relevant business custom. He 

also has no right to favor his relatives, such as by buying from them on 
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account of the Mudaraba at higher than the market price, or selling to them 

at lesser than the market price.  

¶ The Mudareb must also abide by the restrictions that the fund provider 

placed on him, such as limiting his investments to a specific sector or 

market or avoiding a specific sector or market. The presence of restrictions 

in the contract makes Mudaraba a restricted one and obliges the Mudareb 

to commit to them. However, if the restrictions are such strict that the 

Mudaraba business becomes impossibl e to run, and then Mudaraba is 

invalidated unless the capital provider lifts them.  

¶ The Mudareb seeking assistance to manage the Mudaraba activities  

Managing Mudaraba activities is the responsibility of the Mudareb, and 

doing so is what entitles him to a sh are in the profit. Hence, in principle, he 

does not have to hire others to do what is his responsibility, and if he does, 

he must pay the cost from his own money rather than from the Mudaraba 

account. However, he has the right to hire others, on the Mudara ba account, 

to do what is not part of his responsibility as Mudarbe, or what he is unable 

to do alone, according to the prevailing customs.  

¶ It is not permissible for the Mudareb to involve others in the management 

of Mudaraba activities, or to extend the M udaraba capital to others on 

Mudaraba basis, except with the explicit or implicit permission of the fund 

provider. This is because the Mudaraba contract is based on trust; whereby 

the fund provider places his trust in the Mudareb, and he may trust only 

him  and not others. Accordingly, if the Mudareb extends the Mudaraba 

capital or part thereof to another Mudareb, or he brings in another Mudareb, 

without the permission of the fund provider, he becomes liable for the 

Mudaraba fund * 

¶ If the Mudareb extends the Mudaraba capital to another Mudareb with the 

permission of the capital provider, then the profit belongs to the three of 

them as per their agreement.  In the absence of an agreement on the profit 

issue with the capital provider, then the latter is entitled to his full share of 
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the profit as agreed in the first Mudaraba, and the first Mudareb will have 

to share his profit share with the new Mudareb as per their agreement.  

D.   Mudarebõs compensation 

¶ The Mudareb deserves a common share in the profit for his management 

and administration of the Mudaraba fund, and he cannot be given a lump 

sum fee. This is because giving him a lump sum fee violates the principle 

of profit sharing and not guaranteeing the profit to either party in the 

contr act, as the sum he receives is something guaranteed to him.  

¶ It is permissible to give the Mudareb a lump sum amount if this is not for 

his management of the Mudaraba capital, but rather for performing 

additional work that is not part of his responsibilitie s as a Mudareb. 

However, this has to be under  the prevailing customs and based on a 

contract that is independent of the Mudaraba contract such that its 

cancellation does not affect the Mudaraba contract. Examples are if the 

Mudareb handles the accounting w ork of the Mudaraba or handles the 

custom s clearance if as per custom these two works are not part of his 

responsibilities as Mudareb.  

¶ The above applies to the capital  provider  as well. It is permissible to hire  

his services that are not related to managin g the Mudaraba fund at a 

lump -sum fee if based on  a contract  that is  separate from the Mudaraba  

contract so that its cancel ation  does not lead to the cancelation of  the very 

Mudaraba  contract.  

E.  Mudaraba activities expenses  

The basic principle is that the expenses of doing Mudaraba activities are on the 

Mudaraba account, such that these expenses are to be deducted from the 

Mudaraba account before distributing the profit, and the Mudareb bears no 

responsibility of these expenses.  However, to remove any poss ibility of dispute, 

the parties to the Mudaraba may agree that the Mudareb bears the expenses of 

his management of the Mudaraba activities against a higher share in the profit.  
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F.  Protecting  the Mudaraba capital  

It is permissible to protect  the Mudaraba capit al through Islamic insurance, 

provided that insurance premiums are paid from the Mudaraba capital, not from 

the Mudarebõs money, because if the Mudareb incurs the expenses of the 

insurance, then he will have guaranteed the Mudaraba capital for its provider  

since the insurance company acts as an agent for the policyholder in paying the 

compensation to the designated beneficiary.  

 

The third stage: the end of the Mudaraba  

Mudaraba ends in the following cases:  

1.  Upon the expiry of its specified period if the Mud araba parties agree not to 

extend it.  

2.  Its termination by any of the Mudaraba parties if it was not binding originally.  

3.  Upon agreement to terminate it, or to liquidate the Mudaraba business, even 

if before  the expiry of its period initially determined in t he contract.  

4.  Upon total loss of the Mudaraba capital, since it is impossible to continue 

after the depletion of capital.  

5.  Upon the death of the Mudareb, and it does not automatically end with the 

death of the capital provider. Rather, the decision remains with his heirs 

whether to keep it or end it. The reason for its necessary termination by the 

death of the Mudareb is that Mudaraba is a trust -based contract, where the 

capital provider trusts the Mudareb on his fund, which necessitates its 

termination by t he death of the trustee, i.e. the Mudareb.  

Liquidation of the Mudaraba:  

If the Mudaraba has ended due to its expiry or termination, the Mudaraba assets 

should be liquidated, that is, they are sold at the market price, and the proceeds 

of the sale are used to perform the financial obligations of the Mudaraba 

business and pay the cost of the liquidation. Then, if there is no loss, the capital 
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is repaid to the capital provider, and the rest (profit), if any, is distributed 

between the two parties according to the profit ratio agreed in the contract.  

If the Mudaraba parties choose to initiate a new Mudaraba, then the constructive 

liquidation is sufficient, that is, the Mudaraba assets are valued at the market 

price, then the Mudareb is given his share of the pro fit if any, and so is the 

capital provider, and then the new Mudaraba is initiated.  

If there are multiple capital providers, then the withdrawal of some of them from 

the Mudaraba does not necessitate the termination of the Mudaraba agreement 

with the Mudar eb. Rather the Mudaraba remains as long as one capital -provider 

remains and the Mudareb chooses to stay.  

The undertaking by the Mudareb to purchase the Mudaraba assets upon 

liquidation  

The Mudareb may give a binding commitment to purchase the Mudaraba 

assets upon liquidation, or even before the liquidation, in one deal or multiple 

purchases. However, the purchase price has to be at the market value of those 

assets when implementing the undertaking, or at the price agreed upon then, 

provided that there is no  complicity or implicit agreement to purchase them 

at any specific or minimum price.  

Undertaking to purchase the Mudaraba assets at their nominal value is 

impermissible, that is, at the price at which they were first bought. Similarly, 

no purchase undertak ing of the Mudaraba assets is permissible at any 

specific price, even if it is less than the nominal value. This is because such 

undertakings lead to guaranteeing the Mudaraba capital or part thereof, 

which is prohibited. As for the commitment to purchase the Mudaraba assets 

at their market value or at the price agreed upon at the time of executing the 

purchase, it is permissible because it does not lead to any of that forbidden 

guarantees, due to the possibility of agreeing on a little price or that the 

Mu daraba assets may undergo a sharp decline in their market value.  
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Provisions of profit and loss in Mudaraba  

A.  First: profit provisions 77   

To avoid uncertainty, the parties to the contract in the Mudaraba contract 

must agree on a share for each in profit, but with consideration to the 

following terms and conditions:  

1.  The capital provider may require the Mudareb to submit a feasibility study 

that is built on solid economic and commercial grounds, and which 

contains estimates of profit in light of optimistic, medi um , and pessimistic 

assumptions.  

2.  It is permissible to hold the Mudareb accountable for the accuracy of the 

feasibility study and its profit estimates in light of the medium 

assumptions. If the results come contrary to the study, the burden of proof 

falls o n the Mudareb about justifying the actual results being different 

from the results projected in the study.  

3.  It is not permissible to delay the determination of the shares of the profit 

from the Mudaraba contract since this invalidates the contract. However,  

it is permissible to agree to change the percentages of the profit shares at 

different periods of the life of the Mudaraba or based on the volume of the 

realized profit. The permissibility of such change is justified by the original 

permissibility to agre e on any profit percentages, and that the condition 

for determining the profit shares in the contract is to avoid uncertainty 

and lift any causes of dispute between the parties. Hence, if a specific 

amendment is agreed upon and it is linked to a specific t ime or event in 

the contract, then the reasons for prohibition are negated.  

4.  It is permissible for the Mudaraba parties to agree after the profit has been 

realized on a different distribution of the profit, and that one party gives 

up his share of the prof it or a part thereof to the other. The basis of the 

                                                           

77  The provisions listed here are similar in general to the ones stated by AAOIFI Shariah standards (No.13, 
8). 



 

Page 123 of 490 

 

permissibility is the absence of uncertainty at all stages: at the time of 

contracting as well as after the unplanned amendment. However, if the 

parties determine their shares of the profit in the contrac t and agree on 

amending them later when the profit is realized, but without stating the 

new shares, the contract becomes invalid due to the Gharar  involved 

(uncertainty).  

5.  It is not permissible to determine the share of the profit in a lump sum, or 

a percen tage of the capital. Rather, it has to be a common share of the 

profit, such as the shares of the financing bank and the client being 50% 

each. This is because determining a share in a lump sum or a percentage 

of the capital leads to guarantee the profit. However, it is permissible for 

one party to link his profit share to the amount of the profit realized. For 

example, the Mudareb or the capital provider says: òI demand two 

thousand if the profit realized reaches five thousandó because this 

condition is st ill , in fact,  a common percentage of the profit, i.e. (40%) and 

thus, it does not involve gharar or guarantee of the profit.  

6.  It is permissible for the Mudaraba parties to agree on assigning one of 

them the profit over a certain percentage, as if one of them, the Mudareb 

or the fund provider, requests that if the realized profit has exceeded 20% 

of the capital, then the surplus belongs to him. The basis of the 

permissibility is that according to Shariah, the distributio n of the profit is 

subject to the agreement between the two parties with no limit for what 

one of the two parties can demand, provided that no uncertainty (gharar) 

exists in the agreed distribution formula, and uncertainty here does not 

exist.  

7.  If the profi t distribution ratio was not determined in the contract, then the 

contract shall not be invalidated as long as there is a custom (urf) to refer 

to. If there is no prevailing custom that defines the profit shares, the 

contract is invalidated due to the gharar  involved.  

8.  It is not permissible for the parties to the contract to agree that each is 
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allocated the profit of some deal or financial period, or that the fund 

providers provide two capitals the profit of each is allocated to each party. 

This is beca use such arrangements defy the principle of profit -sharing, 

since one party may gain while the other loses.  

9.  The distributable profit is not the expected profit, but rather the amount 

above the capital at the end of the investment process, after deducting the 

expenses including all fees and taxes, and the non -performing debts that 

are unlikely to be repaid. Besides, profit remains uncertain until the end 

of the investment process, so if the Mudareb is given a sum of the 

Mudaraba returns before the end of th e investment process, it is deemed 

a loan from the Mudaraba fund. Hence, it requires the approval of the 

capital provider, and it can be set -off against the borrowerõs share of the 

profit at the end of the investment process. If his share of the profit is not 

sufficient to repay the loan, he has to repay the loan from his fund.  

10.  Selling the Mudaraba assets for its liquidation so that the profit can be 

distributed among the Mudarba parties is known as actual valuation. The 

profit may also be distributed based  on constructive valuation, i.e. 

evaluating the Mudaraba assets at the market price or based on the 

market expertsõ evaluation. The latter scenario happens when the partners 

do not choose to liquidate the Mudaraba but rather to distribute the profits 

and p roceed with new investment operations according to a new Mudaraba 

contract.  

11.  When calculating the debts in the assets evaluation process it is not 

permissible to take into account the time value of money if the debt is sold 

to a non -debtor, because this ver y sale of debt is forbidden. However, if the 

creditor discounts the debt for the same debtor for its early repayment by 

the debtor, then it is permissible. In the latter case, the partners upon 

liquidation of the Mudaraba agree with the debtors to discount  the debt 

against its early settlement.  
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12.  The partie s to the Mudaraba  may agree in the contract or after  it to retain 

and not distribute any percentage of the Mudaraba  profits every financial 

cycle. They may also agree to deduct a percentage of the profits e very 

financial cycle to equalize the rate of profit distribution, or to form a reserve 

to counter any future losses. The basis of this permissibility is the fact that 

this work does not lead to a guarantee of capital or profit, and that  the 

reserve remains  the contracting partiesõ, which negates any real change 

that may invalidate the contract.  

B.  Loss provisions and guarantees  

1.  Mudaraba predicates on the principle of loss sharing, so each party shall 

lose his contribution; the capital provider may lose his capital, and the 

Mudareb may lose his work. Thus, financial loss befalls the capital 

provider only.  

2.  In the event of loss, the burden of proof rests with the Mudareb based on 

the feasibility study he has submitted, as detailed above.  

3.  A third party who is co mpletely independent of the Mudaraba parties in 

terms of his legal entity and financial liability may provide a free 

guarantee of loss or loss of profit to one or both Mudaraba parties. The 

basis of this permissibility is that with the independence in the guarantor 

and the absence of compensation such guarantee is deemed donation but 

conditional on the event of loss of capital or profit, which is acceptable 

according to the Shariah provisions of don ation. 78  

4.  The Mudareb is entrusted with the Mudaraba assets, so he is not liable 

for any loss unless the loss is caused by his negligence, misconduct , or 

violation of the conditions agreed upon between the partners.  In case of 

                                                           

78  Some governments or institutions, such as Waqf institutions, may guarantee loss of capital or profit in 
order to encourage investment in a parti cular field. For example, the state may encourage investment in 
the field of renewable alternative energy, or a Waqf institution may encourage investment in hospitals or 
the pharmaceutical industry. In this case, the funds used in the guarantees are typica lly public or 
endowment funds, which must be preserved and well managed to achieve the best interests of the society.  
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dispute over the occurrence of one of those cases, the commercial 

custom s and expertsõ opinions shall be the reference. The burden of proof 

that the loss has occurred for  uncontrollable  reason s rests with the 

Mudareb, and the capital provider shall have the right to appoint experts 

to investigate the loss and check all relevant records, which the Mudareb 

has no choice but to submit  and make available for investigation . 

5.  The capital provider  may require the Mudareb  to provide some securities, 

such as a mortgage, to be exercised only in cases where the Mudareb  

becomes liable for the loss, which are the cases of negligence, misconduct , 

or breach of the agreement. This is because demanding such security 

does not involve the forbidden guarantee of the capital or the profit.  
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Chapter Eight 

Sharing Profit: Diminishing Mudaraba 

Diminishing Mudaraba (ending in ownership)  

It is permissible for the fund provider, such as an Islamic bank, to agree with 

the Mudareb, the financed client, that the former extends its fund to the second 

based on  Mudaraba to buy certain productive assets, so that the Mudareb then 

gradually purchases these assets, whether from his share of the Mudaraba profit 

or his own money. Thus, the Mudareb becomes a partner to the fund provider 

by buying the first share in the  assets, and the transaction becomes subject to 

the provisions of Musharaka. The Mudarib, who has become a partner, will 

continue to buy the share of his partner (the fund provider) until he becomes the 

sole owner of those assets, similar to the diminishin g Musharaka.  

It may be agreed between the two parties to the Mudaraba on the transfer of 

ownership of these productive assets to the Mudareb not on a gradual basis, but 

in one go. In all cases, the price at which the Mudareb buys these assets must 

not be determined in advance, but rather the price is agreed upon at the time of 

the purchase, whether guided by the market price or in independence from it so 

that the Mudareb does not guarantee to the fund provider the Mudaraba capital 

or any part thereof.  

Usin g Mudaraba to finance a single transaction  

It is permissible for the capital provider (such as an Islamic bank) to finance a 

purchase of goods based on  Mudaraba. The bank pays the Mudaraba capital to 

the Mudareb (the client) who purchases these goods, then  sells them and shares 

the realized profit with the bank, while the loss, if any,  falls on the capital 

provider (the bank). This Mudaraba ends with the end of the deal, and it is a 

restricted Mudaraba since it is restricted to one deal only.  

Financing by  investment agency (Wakala b el Istithmar)  
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For investment agency provisions, see the bank deposits product.  
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Chapter 9 

tŀǊǘƴŜǊǎƘƛǇ ƛƴ tǊƻŘǳŎǘƛƻƴΥ {ƘŀǊŜŎǊƻǇǇƛƴƎ όaǳȊŀǊŀΩŀύ 

The concept of sharecropping partnership (Muzaraõa) 

    Linguistically, Muzaraõa refers to a partnership on growing crops to share the 

produce. 

Technically, it refers to giving the land to whoever cultivates it in return for a 

share of the output, like a half or a third or more or less as per agreement. 

Sharecropping partnership involves two parties, the landowner and the farmer, 

and the contract should determine the share of each party as per the agreement, 

while liability for loss depends on the nature of the participation of both parties.  

The difference between Muzaraõa and Musaqaõ (irrigation partnership) is that the 

latter is executed on planted trees, while the former is executed on zarõ (crops), 

and the difference between trees and crops is that what has fruits, stem, and 

branches is called trees, and what does not is called zarõ (crops).  

Muzaraõa implies the provision of land and seeds to the one who sows it and 

takes care of it, or the provision of land already planted to someone to take care 

of it, against a common share in the crop.  The farmer has to do all the necessary 

work  to grow crops such as plowing and watering.  

For example, if an individual owns an agricultural land that he cannot cultivate, 

and there is a farmer who does not own land but is free to cultivate othersõ lands, 

then with the land from first party and the s eeds and work from the other, they 

can establish a partnership, whereby they share the outcome as per agreement.  

Legitimacy of Muzaraõa 

The legitimacy of Muzaraõa is established in the Sunnah and the consensus of 

the scholars. It was narrated from "Abdull ah b. Umar (Allah be pleased with 

them) that The Messenger ( һ) returned to the Jews of Khaibar the date -palms of 

Khaibar and its land on the condition that they should work upon them with 
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their wealth (seeds, implements), and give half of the yield to The Messenger (һ)".
 

79 

As for the consensus of the scholars, it has been proven that the four caliphs, 

the companions , and the Tabiõeen (the Successors: the next generation after the 

Companions) all practiced Muzaraõa and they never objected to it (except for Abu 

Hanifa). 80  

Besides, Muzaraõa is a kind of cooperation between the farmer and the landowner 

as the worker may be skilled in agric ulture but does not own land to cultivate, 

while the landowner may be incapable of cultivation, so Islam validates it given  

the mutual interest (Maslaha) as well as the interest of the society, as it 

encourages production.  

The virtue of Muzaraõa: 

1. Muslim scholars considered Muzaraõa as one of the collective duties in 

Islam, so the imam must compel people to do it and do similar things such 

as tree plantation.  

2. Al -Bukhari and Muslim narrated on the authority of Anas, may God be 

pleased with him, that the Prophet  (һ) said : òNever does a Muslim plant tree 

or cultivate land and birds or a man or a beast eat out of them but that is a 

charity on his behalfó.81  

 

Shariah conditions of Muzaraõa: 

In addition to the general conditions that must be met in each contract, there 

are specific conditions for this contract:  

                                                           

79  Reported by Al -Bukhari (2328) and Muslim (1551).  

80  Ibn Qudama, Al -Mughni, 5/383.  

81  Reported by Al -Bukhari (2320) and Muslim (1555).  
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1. The land must be suitable for cultivation, and it has to be defined in terms 

of location and area.  

2. Determining the type of crop to grow by genre and kind.  

3. Determining the duration of  the contract so that its term is not infinite but 

sufficient to complete the cultivation.  

4. Agreeing on how to distribute the return, and that the share of each party 

is a common part.  

Forms of Muzaraõa: 

There are several forms of Muzaraõa, some of which are consistent with 

Mudaraba and some are consistent with Musharaka. These forms are:  

1. One party provides the land and the agricultural inputs, such as seeds and 

fertilizers, while the other provides his work.  

2. One party provides land only, while the other provides work and 

agricultural inputs.  

3. One provides land and work while the other provides the inputs.  

4. One party provides land, another provides the inputs, and a third party 

provides work.  

5. The two parties jointly participate in providing th e land, inputs , and work.  

Validity conditions of Muzaraõa:  

These are seven conditions:  

1. The yield is commonly shared by the two parties, i.e. no one is assigned 

the whole yield or the yield of a specific turn or specific part of the land.  

2. Determining  the farmerõs share of the crop, such as half, third, or a quarter. 

3. Determ in ing the period of cultivation in months or years.  

4. That the land is susceptible to cultivation, even if after the reform.  

5. Determining the crop, such as wheat or barley. If not determined, the 

farmer should choose from among the suitable kinds.  

6. Identifying the land, so it cannot be generic as one of these lands or farms.  
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7. Agreeing on who shall bear the expenses, such as the expense of sowing, 

unless there is a common cu stom that defines the party responsible for those 

expenses.  

What invalidates Muzaraõa: 

According to the above, the proper Muzaraõa refers to giving the land to the 

one who cultivates it against a common share of what comes out of it, such 

as a third, a qu arter, and the like, that is, his share is not related to a specific 

part of the land.  

If his share is specified by determining a certain amount of what the land 

yields, or by giving him the yield of a certain portion  of the land, then , in this 

case, Muzar aõa is invalid due to the gharar (uncertainty) involved, which may 

cause dispute.  

Al-Bukhari narrated on the authority of Rafi bin Khadij who said: òWe worked 

on farms more than anybody else in Medina. We used to rent the land at the 

yield of a specific de limited portion of it to be given to the landlord. Sometimes 

the vegetation of that portion was affected by blights etc., while the rest 

remained safe and vice versa, so the Prophet ( һ) forbade this practiceó.82  

Al-Bukhari narrated on the authority of Rafi bin Khadij who attributed to his 

uncle Zaheer that the Profit (һ) said to himó 'What are you doing with your 

farms?' We said: òWe rent them out for one quarter of their yield, or a certain 

amount of wheat and ba rley.ó He said: òDo not do that.ó83  

Application of Muzaraõa in Islamic banks 

1.  The Islamic bank can be the landowner, buying the land to invest it through 

Muzaraõa, so the bank provides the land to the farmer, and the return from it 

is shared between them as per agreement.  

                                                           

82  Al-Aõsqalani, Ibn Hajar, Fateh Al-Bari, Dar Al -Rayyan Lil Turath, (2202).  

83  Reported by Al -Bukhari (2181).  
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2.  The Islamic bank can also participate in the cultivation of land owned by 

others, by paying the cultivation costs in return for a known share of the crop.  

3.  The Islamic bank may also partner the farmer who cultivates some land in 

return for a share of the crop, which he shares with the bank against the 

latterõs paying the cultivation costs, and the rest of the crop goes to the 

landowner, as agreed.  

4.  Muzaraõa Sukuk : These are certificates of equal value issued to use  the 

funds mobilized through a subscription for financing a project based 

on Muzaraõa so that the certificate holders become the owners of the 

whole land or part of it, and as such become entitled to a share in the 

crop according to the terms of the agreement. Alternatively, they get 

only a share in the crop if the suk ǆk proceeds were used only to pay 

the cultivation cost.  

4.1.  When the issuer of the Muzaraõa Sukuk  is the landowner, and the 

subscribers are the farmers according to the underlying Muzaraõa 

contract, and the proceeds of the subscription are used to pay the costs 

of cultivation, then the suk ǆk holders get only a share in the land crop.  

4.2.  When the issuer o f the Muzaraõa Sukuk  is the farmer (the worker) and 

the subscribers are the owners of the land (the investors who bought 

the land with the Sukuk  proceeds), the suk ǆk holders shall be entitled 

to the agreed share of the landõs produce. 
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Chapter 10 

Forms of LΩƘƛŀΩ ŀƭ-mawat όƭŀƴŘ ǊŜǾƛǾŀƭ ŀƴŘ ǊŜŎƭŀƳŀǘƛƻƴύ ŀƴŘ ǘƘŜ {ǘŀǘŜΩǎ 
Investment of its Lands 

 

A.  Definition  

Ihiaõ al-mawat  means brin ging life to a fallow . Technically, it refers to the 

reclamation of lands that were not previously built on or planted, so that they 

become suitable for construction or agriculture, and so on. According to 

Shariah rules, the one who revives a land may own it.  

B.  Iõhiaõ al-mawat is Mustahabb (recommended)  

Islam encourages people to utilize and benefit from the unused lands so that 

they achieve prosperity and increase their wealth and power. Hence, Muslims 

should revive their fallow , i.e. reform their lands and make use of them.  

1- The Messenger (һ) says: òWhoever revives fallow  land, it belongs to him.ó84  

2- And he said: òWhoever revives a fallow  has a reward for it and the animals 

eating from it.ó85  

C. Conditions for Ihiyaõ al-mawat  

For the land to be considered dead, it has to be far from the urban areas, so 

th at it is not one of the urban facilities, nor is it expected to become so. 

However, urf ; i.e. custom of the people, should be the point of reference in 

what constitutes a fallow .  

 

1.  Permission of the State:  

                                                           

84  Reported by Abu Dawud, Al -Termithi and Al -Nasaiõ. See Ibn Hajar, Talkhee Al-Habeer 3/63.  

85  Reported by Ahmad in his Musnad (No. 13859), and Ibn Hebba n in his Sahih (No. 5205).  
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Á The jurists agreed that the revival of fallow  is a  legitimate way of owning it; 

however, they differed regarding whether this has to be approved first by the 

State. This difference of opinion relates to the disagreement over whether the 

statement of òwhoever revives a fallow , it belongs to him ó was issued by the 

Messenger of God (һ) in his capacity as of a Messenger of God, so it is a 

permanent general ruling, or in his capacity as the head of the State, so it is 

a temporary ruling decided by the Imam according to convenience.  

¶ According to the majority of scholars,  86  this does not require the Stateõs 

permission, so they took that statement of the Prophet (һ) as part of the 

permeant legal rulings, while to ôAbu Hanifaõ,87  it is conditioned with the 

Stateõs approval, so he took the statement as one given by the Prophet  (һ) in 

his capacity as the head of the State.  

¶ Malik, however, distinguished between the land that is adjacent to urban 

lands and the land far from them:  

¶ If it is adjacent, it must have the permission of the State.  

¶ If it is far, permission is not required, and it becomes the property of the one 

who revives it. 88  

 

2.  Does the right to revive a particular land expire?  

If one fence  a fallow  or mark it with stones for the purpose of reviving it, then 

he must revive it within three years, otherwise he shall have no right 

whatsoever on this land.  

Salem bin Abdullah narrated that Omar bin Al -Khattab, may God be pleased 

with him, said on the pulp it: òWhoever revives a fallow  is his, and there is no 

                                                           

86  Al-Nawawi, Raudat al -Talebeen 3/344; Al -Hattab, Mawahib Al -Jaleel 7/614; Ibn Mufleh, Al -Foruõ 4/552. 

87  Ibn Aõbedeen, Al-Hashiah, 3/83.  

88  Al-Hattab, Mawahib Al -Jaleel 7/614.  
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rightful marking of the land after three yearsó.89  This is because some people 

used to mark fallow s to claim them without reviving them.  

D.  Reviving lands owned by others without knowing  

Both Omar Bin Al -Kh attab and Omar Bin Abdul Aziz ruled that if a person 

revives a fallow  on the assumption it is not owned by anyone, then another 

man comes and proves is ti his, the latter shall have to cho ose to either 

recover his land from him and pay him his work wage or  transfer the title of 

the land to him after taking the price.  

This is based on a report that the Messenger (һ) had said: òWhoever revives a 

fallow , it is for him, and the unjust root has no right." Malik explained, "The 

unjust root is whatever is taken, o r planted without right." 90  

E.  The State Granting lands, minerals and water  

¶ The State may grant some individuals fallow s, minerals , and water as 

long as this serves a public interest.  

¶ The Messenger  (һ) did that and the caliphs did it after him, as evidenced 

by the following Hadiths:  

¶ On the authority of Orwa bin Al -Zubair, Abdul Rahman bin Auf said: 

òThe Messenger of God (һ) assigned as a fief to me and Umar bin Al -

Khattab such and such land. Al -Zubayr went to the Umarõs family and 

bought his share from them, and then he went to Othman and said:ô 

Abd al -Rahman Ibn Auf claimed that the Prophet, may God bless him 

Peace be upon him, assigned to him and Umar bin Al -Khattab such 

and such land, and I bought Umarõs share. Othman replied: Abdul 

Rahman is honest and tru stworthy (he never lies)ó.91  

                                                           

89  Abu Yusuf, Al -Kharaj, p. 65; Al -ZailõI, Naseb Al-Raya, 4/290.  

90  Malik Bin Anas, Al -Muwataõ, (1430) 

91  Ahmad, Al -Musnad, (1670).  
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¶ Ibn Abbas narrates that the Prophet ( һ) assigned as a fief to Bilal bin 

Al-Harith al -Muzani the mines of al -Qabaliyyah, both which lay on the 

upper side and which lay on the lower sideó92 . 

¶ The Messenger of God (һ) believed he did the right thing, as doing so 

would attract more people to Islam and would revive fallow s, and so did 

the Caliphs after the Prophet  (һ). 

 

F.  Recovering the (assigned) land from those who do not revive it  

Granting lands by the State is meant to achieve public interest. If this is not 

achieved by not reviving the land, then the land shou ld be recovered.  Amr 

bin Shuaib narrates from his father that the Messenger of God  (һ) granted 

some people from Mazina or Juhaynah a piece of land, but they did n ot revive 

it and some other people did. Then, Juhanis or the Muznites complained to 

Umar ibn Al -Khattab and Umar replied: If it was from me or Abu Bakr, I would 

have recovered it, but it was from the Messenger of God (һ). Then he said: 

òWhoever has a land (assigned to him as fief) but does not revive in three 

years, but other s do, then it belongs to those who revive itó.93   

G. Exploiting the state's lands through Muzaraõa 

The state can offer lands under its possession to those who cultivate it or 

create investm ent projects on it, in exchange for the state obtaining a share 

of its returns, like in the following forms:  

1.  The state offers agricultural lands suitable for cultivation which have an 

infrastructure of canals, drains, water sources , and irrigation system s, 

in public auctions to agricultural companies to submit tenders on the 

cultivation of the land  on Muzaraõa basis. The s election of companies 

                                                           

92  Abu Dawud in his Sunan (3062).  

93  Abu Yusuf, Al -Kharaj, p. 66 -67.  
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could be based on the types of crops and the size of the state's agreed 

share of them. The duration of the contrac ts can be linked to the 

agricultural seasons, renewable or cancelable at the discretion of the 

parties.  

2.  The state offers agricultural lands suitable for cultivation and which lack 

the infrastructure of canals, drains system, water sources and irrigation 

system, in public auctions to agricultural companies to exploit them 

based on BOT, 94  i.e. Build, Operate and Transfer. Accordingly, the wining 

company establishes the necessary infrastructure for ideal exploitation 

of the land in agriculture, in exchange for the right to cultivate it and for 

a certain period. Once the right of exploitatio n has expired, the land with 

the infrastructure established on it reverts to the state. The c ompetition 

shall be over the specifications of the infrastructure, the period of the 

land exploitation by the company , and the quality of the land (its validity 

for further cultivation) upon handing it over to the state.  

3.  The lands offered for exploitation according to BOT may require not only 

the necessary infrastructure but also reclamation by leveling and 

clearing it of weeds and salinity, fertilization and enrich ment of its soil.  

4.  Rangeland may be used in the same manner, the outcome of which are 

animals, meat , and dairy.  

5.  The methods of using these lands may extend to watering and planting, 

as will be mentioned later.  

H.  Muzaraõa Sukuk  

1.  Muzaraõa Sukuk  issued by the lan downer:  

                                                           

94  BOT: Build, Operate and Transfer.  
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1.1.  The landowner issues Sukuk , whose proceeds are used to cultivate 

the land so that the Sukuk  holders represent the farmer who cultivates 

the land against a specified share of the crop.  

1.2.  The landowner, or whomever he appoints, cultivates, irrigates, 

nurtures , and reaps the crop. He then shares the crop with the suk ǆk 

holders according to the agreed ratio. The suk ǆk holders may receive 

their share in the form of cash, i.e. the monetary value of their share of 

the crop, since they often mean to obtain a cash return, not a return in 

kind.  

2.  Muzaraõa Sukuk  issued by the farmer:  

2.1  Joint -stock companies can  invest through the cultivation of 

agricultural lands using Muzaraõa. 

2.2  The companies issue Sukuk  to finance the cultivation of land. The 

Sukuk  holders become sh areholders in the company for the value 

of their Sukuk , and they can participate in its management.  

2.3  Companies obtain agricultural lands from their owners under the 

Muzaraõa system, cultivate them in return for a share of the crop, 

sell this share and distr ibute the proceeds to the sukǆk holders in 

proportion to the shares they hold in the companies.  

2.4  The Sukuk  can be automatically renewed, and they can be 

converted into shares in the farming company so that the 

agricultural activity will be renewed automatic ally every season. 

Thus, the Sukuk  holders will turn into permanent shareholders, 

and the same Sukuk  can run for one or several crops and then be 

redeemed.  

ĸ. The concept of Musaqat (irrigation of planted trees)  

    Musaqat  refers to putting already planted trees at the disposal of someone 

(the farmer) to water them and do whatever is necessary for them to produce 

fruit, against a known common share of th is fruit. Thus, it is a contract between 
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the owner of trees and a farme r to irrigate the trees and take care of them, so 

that they share the fruits between them in agreed proportions. 95  

J.  The l egitimacy of Musaqat:  

¶ Musaqat falls under the lawful acts, as permissibility is the original norm 

in Islam, i.e. everything is deemed per missible unless the otherwise is 

established.   

¶ Besides, some Sunna reports suggest its permissibility, such as the report 

òthat Prophet (һ) was asked by the people of Khaybar, after it was 

conquered, to allow them to cultivate its lands against half of its fruit, and 

the Prophet (һ) agreed. This was a good deal since the people of Khaybar 

were good farmers, and the companions - may God be ple ased with them 

- were engaged in things that are more important than farming, i.e. 

Jihad ".96  

¶ Musaqat is also lawful based on  being a public interest. A person may own 

an orchard but cannot do what is needed technically or financially to 

cultivate it. So, rather than neglecting it, he can give it to someone to 

cultivate it against a common share of the yielded fruit. This would utilize 

available resources in terms of means of production and labor.  

K.  Musaqat conditions  

Like any contract, the general conditions for the validity of any contract must 

be met, in addition to the conditions that are specific to this type of contract, 

whi ch are:  

1.  The asset (the land with the implanted trees) must be owned by the one who 

contracts with the farmer, or that he has the legal right to offer it to the 

farmer.  

                                                           

95  Musagat in Arabic language implies interaction between two parties, and it is derived from the word 
(saqa ) which means to irrigate.  

96  Reported by Muslim (2904)  
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2.  That the asset (the land with implanted trees) be specified and known to the 

contractin g parties.  

3.  That the trees are already implanted in the land, which excludes a land with 

unplanted trees or with non -fixed trees, such as the plants that produce 

watermelon, cucumber, and the like.  

4.  That the duration of the contract is defined, such as bein g for specific 

several  months or years. It is even acceptable to make the period expire 

upon yielding the fruit within the same year as long as the time for starting 

the work is specified.  

5.  That the yield is commonly shared between the two par ti es, determin ed by 

proportions such as half, third , and so on.  

6.  That the work of the worker (farmer) is defined, such as plowing the land, 

watering, pollinating and weeding, etc.  

7.  That the worker brings the tools he needs for his work unless they are 

already available on the farm.  

8.  Agreeing on how to divide the yield, and that the share of each party is a 

common share of the same yield, such as half a third or a quarter, and it 

cannot be something other than the yield itself.  

9.  That the trees are known to be producing fruit.  

10.  That the contract is concluded before the fruit is close to ripening, because 

the fruits that appear close to ripening do not need work, and work is 

actually what entitles the farmer to a share in the yield.  

11.  Agreeing on the duration of the contract, as a  contract with no identified 

period involves uncertainty (gharar), which may cause dispute s. 

L.  Musaqat provisions  

1.  Musaqat does not apply  to trees with already ripe fruit. Therefore, Musaqat is 

valid only before the fruit appears, and after the appearance but  before 

ripening, if the trees still need watering or other work so that the fruit may 

grow even bigger.  
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2.  Musaqat does not apply to trees that do not bear fruit, unless they carry other 

benefits in their leaves, roses, as in berries leaves (for producing s ilk) and 

henna, for example.  

3.  Musaqat contract binds both parties, so it cannot be terminated unilaterally 

unless under  an Option.  

3.1.  If the landowner rescinds it, with the workerõs consent, before the 

fruit appears, the worker is entitled to a wage.  

3.2.  If it were the worker who rescinded it, he would get nothing.  

3.3.  Musaqat becomes binding after the appearance of the fruit, because 

the worker is now a partner in the fruit, so the landowner cannot 

dismiss him, and the worker is obligated to complete the work.  

4.  Sin ce Musaqat is a binding agreement, its period has to be determined, 

similar to Ijarah ,  because it cannot be forever.  No party can terminate it 

before its expiry date, so if the worker becomes unable to work, he should 

find someone to do the work for him at his expense, and the first worker gets 

his share of the yield.  

5.  Deeming Musaqat a non -binding agreement opens the door to dispute. The 

worker might take the land in the season and then once the season is over, 

he rescinds the contract. The landowner migh t also rescind the contract just 

before the fruit gets close to ripening, to keep all the fruits to himself and only 

pay the worker some wage. Therefore, to avoid harm and dispute, it is better 

to make the contract binding up to an agreed time.  

6.  If one of the two parties dies, the contract does not necessarily terminate. 

Rather, the heir can take his place. Likewise, if the two die, their heirs take 

their places.  

7.  Whenever Musaqat is invalidated, the fruit shall belong to the landowner, and 

the worker deserv es the market wage.  

8.  It is not permissible for a worker to enter into another Musaqat unless with 

the permission of the landowner.  

M.  Application of Musaqat in Islamic banks  
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     Islamic banks can offer this financing in the form of irrigation equipment, 

mach inery , and accessories and install them on the farm,  whereby the farm 

owner uses th is equipment  in exchange for paying the financial institution a 

portion of the yield. Islamic banks can also commit to cover all operating and 

maintenance expenses and provi de spare parts and other inputs like seeds, 

fertilizers , and pesticides. Alternatively, Islamic banks can also provide orchards, 

gardens, or trees owned by them to fa rmers so that they can take care of them, 

collect their produce and share it with them as per the agreed ratio.  

N. Exploiting the state's lands through Musaqat  

    The state can take advantage of the available lands that are planted with 

fruit trees or valid for producing wood in several ways, among which the state 

invites tenders to attract labor ers or companies specialized in Musaqat, where 

selection can be based on the best Musaqat techniques used or the size of the 

state's share of the fruits yields.  

O.  Musaqat Sukuk  

Musaqat Sukuk  refer s to certificates of equal value issued to employ  the funds 

mobilized through a subscription for the irrigation of fruit -bearing trees, 

spending on them and caring for them based on  a Musaqat contract so that 

the certificate holders become entitled to a share of the crop as per agreement. 

These Sukuk  can  be issued in two formulas:  

¶ The first formula is when the issuer of these suk ǆk is the owner of the 

land housing the trees and the subscribers are the farmers (workers) 

in a Musaqat contract, and the proceeds of the subscription are the 

costs of tree care.  

¶ The second formula is when the issuer of the suk ǆk is the farmer (the 

worker) and the subscribers are the owners of the land (the investors 

whose lands will be cultivated with the proceeds of their subscription). 
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The suk ǆk  holders deserve the agreed share of the trees produced, as 

they own the lands subject to the Musaqat.  
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Chapter 12 

Participation in production: Muqharasa (planting trees) 

 

The concept of Mugharasa  

   It refers to a state where a landowner gives his land t o someone to plant it 

with a known number of trees that produce fruit or wood. When the trees 

start producing, the planter will have an agreed -upon portion of the land. 

Thus, Mugharasa is a contract between an owner of the land and a worker 

who plants tree s according to an agreement.  

Mugharasa has an alternate name, i.e. Munasaba. It differs from Musaqat in 

that the latter applies to land with existing trees, while Mugharasa applies to 

land without trees and the worker has to plant it with trees. Furthermor e, in 

Musaqat, the worker gets a share in the fruit, and the trees remain the 

property of the landowner, while in Mugharasa, the worker works against 

owning a share in the planted trees.  

Legitimacy of Mugharasa  

 The same evidence of Muzaraõa and Musaqat validate Mugharasa, and the 

jurists , in general,  approve it.    

Conditions of Mugharasa  

The jurists mention five conditions for Mugharasa, the most important of which 

can be summarized as follows:  

1.  That the worker plants permanent trees, not crops or seasonal plants.  

2.  That the trees agreed to be planted do not vary much in the time of their 

yielding fruit. If they vary significantly, the contract becomes invalid.  

3.  That the worker is compensated with a share in the land and the trees. 
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If it is agreed that he will have one of them only, the contract becomes 

invalid, unless he is given with the trees the exact spots of the land that 

have his trees.  

4.  The agreement should not be on a retained land, because Mugharasa is 

like selling, meaning that the landowner must own the land truly and 

freely.  

Differences between Musaqat and Mugharasa  

¶ Musaqat applies to land with existing trees, while Mugharasa  applies to 

land without trees and the worker has to plant it with trees.  

¶ In Musaqat, the worker gets a share in the fruit, not the land or the trees, 

while in Mugharasa, the worker gets a share in the land and the planted 

trees, and thus he own s the fruit  of his trees.  

Applications of Mugharasa in Islamic banks  

    Islamic banks can use Mugharasa for financing the agricultural sector in one 

of the following ways:  

A.  Joint Mugharasa  

    The Islamic bank buys land that is suitable for cultivation, and then it agrees 

with some agricultural institution s, which usually hosts agricultural engineers 

who have graduated from specialized institutes and have professional and 

pra ctical experience in the field, to plant the land with fruit trees. The engineers 

conduct an in -depth study on the kinds of fruit trees that are suitable for  the 

land. If the study confirms the feasibility of the project, both parties sign the 

agreement to plant the land against the institution owning a part of it along with 

its planted trees. Thu s, both parties, the bank , and the institution own the land 

and its trees. However, typically, the share of the banks remains bigger and more 

significant than that of the institution.  
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B.  Mugharasa combined with sale and lease : 

    The Islamic bank buys a la nd suitable for agriculture and sells part of it to an 

institution specialized in cultivation at a price that consists of two parts: the first 

is nominal, which is offered in cash, and the second is in kind, presented in the 

form of planting the land with the agreed trees. Thus, the operating institution 

and the Islamic bank become partners in the land at agreed proportions. The 

bank then hires the same institution to cultivate the bankõs part of the land 

against a share in the yielded fruit.  

The Islamic fi nancial institution can also play the role of the worker (farmer) 

cultivating lands belonging to others on Mugharasa basis by employing workers 

whom Islamic banks provide with the necessary financing. After the Islamic 

financial institution owns a share of  the land for its role in the Mugharasa, it 

may further invest its land through Muzaraõa of Musaqat.  

C. Characteristics of the modes of participation in the output in 

financing agricultural projects  

   Although agriculture is a strategic economic sector, it has not been given the 

due attention that would bring about a real change in the status of the countries 

that depend on it. Considering that Islamic countries possess vast agricultural 

areas and have significant agricultural manpower, they can make a real positive 

change in the development of this sector, especially that they cannot compete 

with the developed world in other sectors such as the industrial or the 

technological sector. In this regard, Islamic finance acquires special importance 

in developing t he agricultural sector. This is because, in addition to Mudaraba, 

Musharaka, Salam , and lease contracts, which are suitable for the development 

of all sectors, Islamic finance include s other modes of finance that are 

particularly suitable for the developme nt of the agricultural sector, such as 

Muzaraõa, Musaqat, and Mugharasa. These formulas help develop this sector 

since they provide the following:  
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1.  Funding  

  Small and medium -sized agricultural institutions, and even individual farmers, 

often own lands and wish to work and invest in them, but they lack the necessary 

funding to do so. Islamic banks can provide the necessary financing for the 

purchase of seeds, fertilizers, irrigation technologies , and all that is needed.  

2.  B. Water supply  

     In addition to a lack of money, the water problem is the second obstacle to 

agriculture. Those formulas may help provide water either by sourcing it from 

its  surface  sources or underground, or even through desalination of seawater so 

that the owners of these projects can water their farms and fields and share their 

returns.  

3.  Lands  

Those modes help provide lands to unemployed youth or graduates of 

agricultural colleges or agricultural institutions that do not have sufficient lands 

to cultivate. This is done through the media tion of Islamic financial institutions 

between the owners of the untapped agricultural lands and those working 

groups, which eventually facilitates joint ownership of those lands.  

Exploiting state lands through Mugharasa  

    The state can take advantage of  its cultivable lands, whether those that have 

irrigation and drainage infrastructure, or those that do not have such 

infrastructure, in the following ways:  

1.  The state provides, through BOT system, arable land that needs irrigation 

and drainage infrastructu re to farming firms, choosing the best in terms of 

infrastructure specifications and tree types these firms undertake to 

deliver, and in terms of the length of the period of operation , they demand 

before  the transfer of ownership to the state.  
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2.  The states o ffer the lands to be planted (Mugharasa) through the BOT 

system with transferring part of the ownership of the land and its trees to 

the planting company. The s election of the company shall depend on the 

specifications of the infrastructure, the type of trees, and the percentage of 

the lands whose ownership will be transferred to the plantation company.  

 

Mugharasa Sukuk  

These are certificates of equal value issued based on  the Mugharasa 

contract to employ  the funds in buying land to be planted with fruit -baring 

trees and undertaking the work and expenses required by such plantation 

so that the certificate holders become entitled to a share in the land and 

the plantation. Th is sukǆk may take two forms:  

1.  The first form: The issuer of the Sukuk  is the owner of  the land on 

which he would like to plant trees, and subscribers are those who will 

plant it with fruit trees, and the proceeds of the subscription are the 

costs of plantation and the trees care.  

2.  The second form: The issuer is the planter (the farmer who p lants the 

trees), and the subscribers are the owners of the land (the owners of 

the land that will be planted with fruit trees). The suk ǆk holders shall 

be entitled to the agreed share of the land and trees.  

Reducing  risks  

     Financing through Muzaraõa, Musaqat , or Mugharasa requires the 

financier to conduct a careful and specialized study of the project in 

terms of the location of the land, the climate, the quality of seeds 

and the nature of trees and fertilizers, etc. This is because of the 

high risks i nvolved in this sector, especially that the farmer may not 

be able to conduct such a comprehensive study. However, these 

formulas are participatory , and this contributes to reducing the risk.  
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Chapter 13 

Al-Wakala bel Istithmar (Agency in Investment) 

 

What  is Wakala?  

Wakala means protection, authorization , and permission. Technically, it 

means authorizing someone (the Wakeel) to work or do something on behalf 

of the principal (Muwakkil). Both parties should have the legal capacity to do 

the act ivities  assigned in the Wakala, and the act should admit 

representation.  

The agent is considered a representative of the principal, whereby the agent 

can, through the agency, obtain rights for the principal or make 

commitments.  

Wakala is a bilateral non -binding contrac t, and thus it is based on mutual 

consent and can be terminated unilaterally.   

In principle, Wakala is a benevolent act, so the agent cannot demand a wage 

unless when agreed in the contract. However, if Wakala is with a fee, then it 

may become binding if the parties agree, and then it shares the same 

provisions of the labor -hiring contract.  

The use of the Walaka contract for investment has started only recently, 

especially in the investment relationships between Islamic financial 

institutions and individua ls, as well as among financial institutions. The 

following discussions will cover most of these applications along with their 

Shariah provisions.  

Legitimacy of Wakala  

The l egitimacy of Wakala is evident in the Quran, the Sunna h and the 

consensus of scholars.  

1.  The Quran: In Surat al -Kahf, it is mentioned that one of the believers 
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was delegated to buy some foo d.  {[They said] Send one of you with this 

silver coin of yours to the city and let him look to which is the best of 

food a nd bring you provision from it and let him be cautious. And let no 

one be aware of you}. 97   

2.  The Sunna:  

1.1.  The Prophet  (һ) appointed some agents to collect Zakat.  

1.2.  Other reports mention that the Prophet  (һ) authorized through 

Wakala someone to buy things for Him. "The Messenger of Allah ( һ) gave 

me on Dinar to purchase a sheep for him. So I purchased two sheep for 

him, and I sold one of them for a Dinar. So I returned with the sheep 

and the Dinar to the Prop het (һ), and I mentioned what had happened 

and he said: 'May Allah bless you in your business dealingsó.98  

Rationale of Wakala  

1.  The need arises for the agency when:  

1.1.  A person does not have the ability, experience, or time to perform a 

certain task.  

1.2.  The geographical distance prevents a person from completing a 

specific business deal.  

1.3.  When dealers are spread over wide geographical areas spanning 

different countries, as in the case of insurance, transportation , and travel 

services, where those services are obtainable through insurance 

representatives and travel agents.  

1.4.  The need for businesspersons and merchants to use agents who 

would obviate them from the need to carry out all their business tasks 

themselves, w hich would otherwise limit the scope of their commercial 

activities.  

                                                           

97  The Holy Quran: 18/19.  

98  Reported by Al -Termithi (1258).  
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2.  Wakala may enable the principal to manage his business in a more 

efficient way than what he would achieve if he alone managed his business.  

3.  Thus, the need for Wakala arises when the princ ipal cannot  perform 

certain actions that are essential to his business and economic interests.  

4.  The geographical distance also requires one to appoint agents to buy or 

sell oneõs properties or assets, operate oneõs businesses, and make financial 

investments  on oneõs behalf. 

5.  Wakala is necessary in some cases where the volume of business and the 

scope of its activities reach far limits, and when the increase in the volume 

of business results in an increase in costs. In this case , relying on agency 

improves the  results of the business expansion, and curb the increase in 

costs.  

6.  The nature of the market, in terms of the geographical distribution of 

dealers over multiple countries, leads to the necessity of using agents, as in 

the case of insurance and travel agent s who distribute these services on a 

wide geographical scale.  

7.  Unlike conventional banks, Islamic banks depend on deploying some of 

their resources in investment activities, which often necessitates the use of 

Wakala.  

8.  Wakala  is the basis for many contracts through which financial resources 

can be invested.  

9.  That is why Wakala is indispensable to Islamic banks as  seen in cases of 

international trade financing, in large -scale manufacturing operations, 

leasing deals, and other investments . 

Nature of Wakala as a trust contract:  

1.  Wakala is inherently a trust contract so it generally takes place when 

mutual trust exists between two parties.  

2.  It is not sufficient in Wakala to merely rely on the wisdom and the 

credibility of the other party to act on behalf of the princ ipal, but rather 
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Wakala exceeds the trust relationship to include the responsibility of the 

agent to take care of the assets with which the agent is entrusted, and to 

carry out the work that achieves the best interests of the principal.  

3.  The difference betw een Wakala in investment and Mudaraba  

4.  Wakala resembles Mudaraba in that the money is extended to the agent 

to put efforts to invest it in commercial activities against some 

compensation, which is in Mudaraba a common share of the profit, while 

in Wakala a fixed amount agreed upon.  

5.  The essential difference between Wakala and Mudaraba lies in  the legal 

relationship. For example, when the British Tax Act was amended in 2005 

to open the door to Islamic finance, the amendment was based on the 

assumption that the  Mudareb owns the money invested, so he becomes 

legally indebted to return it to the investor, and thus the legal wording of 

the contract was identical to that of the deposit. However, the amendment 

of the British tax law in 2006 considered that the agent behaves on behalf 

of the principal so that the money invested never belongs to the agent.  

6.  The importance of this distinction becomes evident when the fund 

manager, whether a Mudareb or an investment agent, becomes insolvent. 

In the  event of Mudaraba, when the bank accepts a deposit and then faces 

insolvency, the owner of the money has the right to demand his deposit 

from the bank and recover it.  

7.  As for Wakala, if the bank is insolvent, the owner of the money has the 

right to refer only to the project in whi ch his money was invested.  

8.  In the case of Islamic banks, if the investment agency is restricted, i.e. for 

a specific project, the bankõs insolvency gives the owner of the money the 

right to refer to the specific project. If the investment agency is 

unrestr icted, i.e. the money is invested in the Mudaraba pool, the money 

owner has the right to recourse to the Mudaraba pool or its assets.  

Wakala conditions  
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     Offer and acceptance  

1.  Like other contracts, Wakala has to be approved by both parties through the 

exchange of offer and acceptance.  

2.  However, the above does not need to be in writing, especially if the details of 

the agency are clear to both parties, and in this case, it is suf ficient for each 

party to express his intentions verbal ly  words or by actions.  

Eligibility of both parties to the contract  

1.  Both parties should possess the necessary legal capacity to initiate 

agreements.  

3.  One of the elements of this capacity is maturity in age and reason, as neither 

the underage nor the insane can start a business or give testimony in courts.  

4.  The principal must be able to perform the tasks he assigns to others. If the 

principal is not eligible to perform certain tasks on his own, he cannot 

delegate their performance to others. For example, a lunatic or a boy cannot 

act in business on his own, and so he cannot delegate others to do the same 

acts on his behalf.  

The subject of Wakala  

1.  The subject matter of the Wakala must be defined to avoid gharar  

(uncertainty).  

2.  It has also to be permissible, so it is an invalid Wakala to delegate someone 

to usurp the rights or property of others.  

3.  The subject of Wakala has to be something that admits representation, such 

as to sell, purchase or lease a property,  or to collect a debt, while it is not 

valid to delegate a person to pray, fast, testify or swear an oath on behalf of 

the principal.  

4.  Likewise, it is not permissible to appoint a person to seize a public property, 

such as gathering fruits from forest trees , or fishing, because the fruits and 
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fish are public properties, and therefore the rule of the first owner applies to 

them, so whoever takes possession of them before others own them.   

5.  Both the principal and the agent have equal rights in terms of withdra wal 

from Wakala, provided the one who decides to withdraw notifies the other in 

the manner agreed. If there is no provision in the Wakala contract regulating 

the withdrawal with prior notification, Wakala then can be terminated at any 

time, with no restric tion.  

6.  However, Shariah prohibits abrupt withdrawal, especially if it would threaten 

the interests of a third party that is involved in a transaction within the 

framework of that Wakala.  

7.  For example, if the principal authorized the agent to dispose of a spe cific 

property owned by the principal in exchange for a certain amount, and the 

agent had reached an advanced stage in completing the deal with a third 

party, such as if he had signed a memorandum of understanding or received 

a down payment, then the agent , in this case,  might not terminate the agency, 

even if the contract did not contain a provision that prohibits its termination 

without prior notice.  

8.  The reason for this is to protect the interests of the third party and to protect 

the agent who will not b e able to undo a transaction at an advanced stage.  

9.  Some jurists  set conditions to allow termination of Wakala in such a case:  

9.1.  The third -party does not object to the termination of Wakala  

9.2.  The price is refunded to the third party.  

9.3.  The agent is not harmed by any means, as long he has fulfilled his 

responsibilities to discharge the duties of the Wakala in good faith and 

manner.  

10.  If the agent happens to exceed his limits in the Wakala or to violate the terms 

of the Wakala, the principal has the right to cancel it  regardless of the stages 

that the agent's deals with other parties have reached. This is because the 

agent in this case would have acted with no authorization.  
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11.  An example is when it is found that the agent is selling the principal's 

properties at prices t hat are lower than those specified, or at these prices but 

on deferred payment terms , despite the principalõs instruction to sell in  cash 

only.  

12.  Such conduct makes the agent unauthorized and makes him liable for 

compensation to the principal and any third party for any direct and actual 

damage that they have suffered.  

13.  Some jurists, however, believe that such conduct is valid, as long as the 

agent has performed it at his responsibility so that he bears its risks and 

liabilities.  

14.  Accordingly, if the agent sol d a property owned by the principal at lesser than 

the price that the principal would accept, and the agent accepted to bear the 

difference in price, this conduct would be considered valid and authorized.  

15.  In the same vein, the agent who sells the property of the client at a price that 

exceeds what the principal seeks has the right to retain the difference if they 

agree in advance to that. However, to remove any ambiguity that may lead to 

a dispute, the jurists emphasize the need for the Wakala contract to i nclude 

clauses as  to how to deal with the surplus and deficit in the sale prices of 

the principal's properties.  

16.  In cases where the Wakala involves no restrictions in terms of the prices at 

which the agent may sell the properties of the principal or the ter ms of 

payment, the agent shall have the absolute right to sell at whatever price. 

However, the agent shall still be bound by his actions being in the interest of 

the principal and accordance with the prevailing custom.  

17.  It is not valid for the agent whom th e principal delegates to sell or purchase 

on his behalf to perform these transactions with himself or one of his minor 

children. This is because the agent cannot assume the roles of the two parties 

to the contract, such that he is a seller and a buyer at t he same time. 

Accordingly, he can conclude buying and selling transactions with his 
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spouse or adult children, but without favoring them in a way that is 

detrimental to the principal's interests.  

Types of Wakala  

A.  Specific Wakala v.  General Wakala  

1.  The specific Wakala is meant for a specific transaction.  

1.1.  For example, the power of attorney to sell a car or a house.  

1.2.  The Wakala mandate in the example above is limited to selling the 

car or the house specified in the Wakala contract.  

2.  The general Wakala involv es a general authorization from the 

principal to the agent.  

2.1  The power of attorney to sell, buy , and rent real estate properties at 

the agentõs discretion is an example. 

2.2  In this case, the agent has the same authority as the principal.  

2.3  The director of the company acts on behalf of the shareholders 

based on an implicit general Wakala.  

B.  Restricted Wakala v. Absolute Wakala  

1.  The restricted Wakala:  

1.1.  Restricted Wakala places restrictions on the agent's actions, as in 

authorizing the agent to purchase a home at a ce rtain price, or during 

a specific period, or on insta llments.  

1.2.  In this case, the agent must strictly adhere to these conditions. If 

the conditions are not fulfilled, the deal concluded by the agent shall 

attach him and not the principal, unless the latter a pproves it.  

2.  The absolute Wakala:  

2.1  This Wakala does not include any restriction s placed by the 

principal on the agent  about  the subject matter of the Wakala.  

2.2  For example, the principal authorizes the agent to purchase a house 

without specifying the price, terms of payment , or any other detail.  



 

Page 158 of 490 

 

2.3  However, the agent is still restricted in this case to acting within the 

limits of the applicable practices and customs. If he acts contrary 

to the existing practices and customs, the validity of his actions 

depends o n the acceptance of the principal. For example, the agent 

may not sell the principalõs assets at a price less than the market 

price, or for a value that is not money.  

2.4  If the agent concludes a contract that violates the terms of the 

principal but achieves t he best interest of the latter, the contract 

becomes binding on the principal. For example , if the agent sells a 

house at a price that exceeds what the principal demanded and in 

a way that achieves a better return to him, then the sale attaches 

the princip al.  

C. The general and unrestricted Wakala  

1.  Abu Hanifa and Al -Shafiõi decide that Wakala is not valid without 

specifying the agencyõs subject matter. Therefore, the agency is invalid 

if one party says to another: "I authorize you to act on everything small 

or big, on my behalf." 99  

2.  However, some other jurists validate such Wakala, because to them  

Wakala  derives its validity from the authorization granted by the 

principal, and in this kind of Wakala the principle has the legal 

capacity to delegate power and he is aware of what he is doing.  100    

3.  Ibn Qudama, from the Hanbali  school of jurisprudential thought , 

believes that this kind of wakala involves excessive gharar , and it can 

overburden the principal and probably cause him financial losses or 

even lead to his insolvency.  101  

                                                           

99  Ibn Qudama, Al -Mughni 5/107.  

100  Ibn Qudama, Al -Mughni 5/107.  

101  Ibn Qudama, Al -Mughni 5/107.  
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Wakala fees  

1.  Wakala can be with or without a fee. If with fee then it is a commutative 

contract and it is similar to Ijarah .   

2.  However, there remains a difference between Wakala and the Ijarah , as 

Wakala is principally a non -binding contract for either party, whereby the 

agent gets his fee as soon as he performs the work assigned to him. As for 

Ijarah ,  it is a binding contract, through which the worker is entitled to receive 

a daily, weekly , or monthly wage or salary, regardless of how useful was the 

employee for the employer.  

3.  If Wakala is with a fee, it is necessary to determine the fee in the Wakala 

contract; otherwise, the very contract is prone to invalidation.  

4.  If the fee is not determined  in the contact, reference should be made to the 

prevailing relevant custom.  

5.  For example, in the absence of an agreement to the Wakala fee, the lawyer 

and the broker deserve the wage estimated based on the common custom.  

6.  There are also indicators of how mu ch the wage should be, such as the wage 

for selling goods beyond the borders being typically higher than the wage for 

selling the same goods locally.   

The agent selling to himself or his family  

1.  The agent in the sale is not allowed, according to some juris ts, to sell the 

property of the client to himself  or his wife, father, son, or close relatives, 

because this could involve a conflict of interest.  

1.1.  The agent in this case probably  sell s the principalõs property at low 

prices, favoring himself or his relativ es. 

1.2.  Besides, it is not permissible for one to assume two capacities in one 

transaction; being a seller and a buyer at the same time.  

2.  In general, the agent who is entrusted with selling is not permitted to be a 

buyer at the same time. If he wants to buy the  property, he must withdraw 
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from the Wakala, in order not to take advantage of his position as an agent 

of the seller.  

3.  The same rule applies to the case in which the agent is authorized to 

purchase on behalf of the principal.  

Wakala for purchase  

1.  The principal may restrict the agent to purchase on certain terms related 

to price and specifications.  

2.  If the agent exceeds the powers he is delegated, then his purchase is not 

binding on the principal unless such act ion  is in the interest of the 

principa l.  

3.  The agent cannot purchase for himself the exact asset he is authorized to 

purchase for the principal.  

Wakala legal effects, rights and duties  

1.  Jurists unanimously agree that the legal effects of the Wakala contract are 

directly attributable to the princi pal. For example, the ownership of the 

assets purchased by the agent is automatically transferred to the 

principal.  

2.  However, there is a difference of opinion on whether the rights and 

obligations arising from the Wakala contract attach the principal or the  

agent. Examples include processing the assets purchased, collecting the 

price, exercising the defect option , or the other options related to the sale 

contract.  

2.1  The Hanbalis believe that, given that the agent derives his authority 

from the principal and ac ts on his behalf, the rights and obligations 

arising from the agency contract attach the principal.  

2.2  Hanbalis  say that as long as the agent represents the principal in 

initiating the agreement, then once the contract is signed the agent's 

role ends, so all legal effects, rights , and obligations attach the 

principal.  
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3.  However, all schools of jurisprudence agree tha t if the contract is of the 

type that requires the agent to attribute the contract to the principal, then 

the rights and obligations it entails must attach the principal.  

3.1  This includes contracts where the ownership of the subject matter of 

the contract is transferred by way of donation, such as gift and l oan 

contracts. The agent in these contracts shall attribute the transfer of 

ownership to the principal and the contract shall be made in the 

principalõs name. 

3.2  If the agent does not mention the principalõs name in the contract, 

then he is acting for himself and not the principal.  

4.  In other contracts, whether the principalõs name is mentioned therein or 

not, the rights and obligations arising from the contract shall be executed 

by the agent.  

5.  For example, the ag ent is responsible for delivering the object matter of 

sale, collecting the price , and exercising the defect option.  

6.  The principal has no right to require the seller to enable him to take 

possession of the sold item, nor to collect the price from the buyer  or 

implement options related to the sale, and he must exercise those rights 

and obligations through the agent.  

7.  This stand is based on the fact that the purpose of Wakala is to exempt 

the principal from performing actions that he may or may not have the 

time or experience to do on his own, and if he was to do them, he would 

not have benefited from the Wakala contract.  

Can the agent appoint another agent?  

1.  If the Wakala is restricted, the agent cannot appoint another agent, but if the 

Wakala is unrestricted  (absolute), then he has the right to appoint another, 

and in this case, the new agent is considered an agent of the principal next 

to the first agent, according to some jurists.  
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2.  To others, it is not permissible for the agent to appoint another agent unless 

he is not able to carry out the work of the Wakala. In this case, he can appoint 

an agent with the permission of the principal. In this case, both the new and 

old agents are deemed agents of the principal.  

The differences between the Wakala  and Ijar ah h  

1.  Ijarah  is a binding contract, while, in principle, Wakala is a non -binding 

contract.  

2.  The agent may act on behalf of multiple clients (principles) at the same time, 

while the employee in Ijarah  works for one employer.  

3.  The agent receives his commission a fter he performs his duties, while a full or 

part -time employee in Ijarah  deserves his wage whether the work is done or 

not, as long as the failure to do the work is not attributable to him.  

Limits and liabilities  of Wakala  

1.  Depending on the type of Wakala, the principal can authorize the agent to 

perform several  tasks or specific tasks. Regardless of the scope of the 

number of tasks and the scope of the delegation, the agent represents the 

principal, derives his power from hi m, and takes his orders from him.  

3.  The agent must act only within the limits of the authority the principal has 

given him.  

4.  The limits of authorization may be determined by written order or by custom.  

5.  To achieve its purpose, Wakala for a particular act may b e restricted with a 

specific time, place , or circumstance.  

6.  The agent may not appoint another person to perform his duties unless the 

principal authorizes him to do so in the original Wakala contract.  

7.  The agent is not liable for losses or damages to some or  all of the Wakala 

underlying assets (goods, tangible assets , or money), because the agent is a 

trustee and as such, he is not liable for the Wakala underlying assets.  
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8.  However, he becomes responsible for these losses and damages whenever his 

negligence, mi sconduct , or breach of agreement is proven.  

9.  It is not permissible for the agent authorized to buy and sell on behalf of his 

principal to buy and sell for himself or his underage child or relative.  

10.  However, to some jurists, he can do the above for his mature son/girl and 

wife, but without favoring them in a way that is detrimental to the principal's 

interests.  

Responsibility to serve, care and protect the interests of the client  

1.  The agency relationsh ip requires that the agent give reasonable care in 

serving and protecting the interests of his principal.  

2.  Therefore, the agent must abide by the principalõs instructions when signing 

a sale or purchase, collecting or paying money on his behalf, and it is not 

permitted for him to override his authority unless this is in the principalõs 

interest.  

3.  In the event of buying or selling goods or property, the agent must endeavor 

to do so at the best possible price and avoid risks as much as possible.  

4.  The agent is r esponsible if it is found that he sold the principal's property at 

a price lower than that specified by the principal, or if the terms of payment 

were contrary to what the principal wanted.  

5.  As a result, the agent is liable for compensation of the principal  and any third 

party for any action outside the authorization granted to him, if it has caused 

them damages or losses.  

6.  Some jurists consider that the behavior of the agent , in this case,  remains 

valid provided that the agent acknowledges that he acted on h is responsibility 

and is willing to bear the consequences.  

7.  On the other hand, if the agent can  sell the property at a price higher than 

that specified by the client, then he is entitled to keep the difference as long 

as the principal is informed and agreea ble to this.  



 

Page 164 of 490 

 

8.  To avoid any ambiguity that could lead to a dispute over the selling/buying 

prices and revenues, jurists emphasize clarifying issues of deficits and 

surpluses in the very Wakala contract.  

9.  The agent who harms the interests of his client (princi pal) or directs some of 

the benefits resulting from the Wakala to himself, breaches the duties of the 

trust, and he is financially accountable to the principal for any losses incurred 

by the latter, as this can be regarded as misconduct that violates the e ssence 

of Wakala.  

9.1  For example, if the agent accepts a gift or money in exchange for buying 

goods from a particular seller, then he breaches the trust, as this gift is 

tantamount to bribery that normally comes at the expense of the principal, 

while the age nt  must  work to serve the interests of his client.  

Withdrawal and termination of Wakala  

Withdrawal from Wakala  

1.  Both the principal and the agent have equal rights to withdraw from the 

Wakala by sending a notification to this effect. If the Wakala contract does 

not stipulate such notification, the Wakala may be terminated at any time.  

2.  However, the sudden withdrawal is not permitted if it would harm the 

interests of a third party that the agent dealt with based on the Wakala 

contract.  

2.1  For example, if the prin cipal authorized the agent to sell his property 

at a certain price, and the agent had taken the deal to an advanced 

stage with a third party (such as signing a memorandum of 

understanding or collecting a down payment, etc.), the principal may 

not terminate  the Wakala even if the contract allows him to do.  

2.2  The purpose is to protect the interest of the third party buying the 

property and to protect the agent, who cannot revoke the deal at such 

an advanced stage reached with authorization from the principal.  
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3.  According to some jurists, Wakala can be terminated in this case by requiring 

the third party to agree to withdraw from the deal and returning to him any 

money he may have paid.  

4.  The jurists affirm that the agent must bear no liability if he has acted in go od 

faith and worked hard to perform his duties.  

5.  If, however, it was found that the agent violated any of the terms of the 

Wakala, the principal has the right to cancel the Wakala contract regardless 

of the status of the transactions that the agent has init iated on his behalf 

because the agent would have exceeded the limits of his mandate.  

Wakala expires:  

1.  When its purpose is served.  

2.  When the principal himself undertakes the transaction for which the Wakala 

was initiated.  

3.  When the principal or agent loses his  legal capacity to initiate agreements.  

4.  When the agent withdraws from the Wakala.  

5.  When the subject matter of the Wakala no longer exists.  

6.  When the principal terminates the agent's services.  

Wakala  banking applications  

A.  Investment agency  

It refers to a situation where a customer presents money to the bank to invest  

it after the customer appoints the bank as an agent to invest that money, in 

exchange for a fee paid to him.  

This fee has to be determined and agreed upon in advance. For if a p erson 

appoints an agent to buy assets at specific prices and sell them to others at 

higher prices, then the fee of this agent must be determined, and it is not 

permitted to make it a percentage of the realized profit; otherwise, the 

investment agreement tu rns into Mudaraba.  

It is also not correct to make the fee of the agent uncertain, such as by giving 

the agent only what exceeds a certain amount of profit. For example, it cannot 
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be agreed that the agent always buys at ten and sells at a minimum of 12 and 

gets what is above12 as compensation. However, if a fee is determined for the 

agent, and on top of that, the agent gets what exceeds a certain amount of 

profit, as an incentive, then this is acceptable.  

B.  Letter of credit under Wakala  

A letter of credit is a  major tool for trade financing, as traders turn to banks 

to obtain this letter. While the letter of credit in conventional financing is often 

accompanied by a usurious loan, the Islamic bank can provide the letter of 

credit based on  Wakala, as follows:  

1.  The customer informs the Islamic bank of his need for a letter of credit to 

cover the purchase of certain local or imported commodities and provides the 

bank with the necessary details required for preparing it.  

2.  The customer gives Wakala to the bank to ex ecute the transaction, and the 

bank in turn requires the customer to deposit the value of the goods that he 

intends to buy or import.  

3.  The bank issues the credit letter and pays the value of the goods to the sellerõs 

bank using the customerõs deposit. The bank then delivers the goodsõ 

documents to the customer.  

4.  The bank charges the customer for the costs of its services and the agreed 

Wakala fees.  

C. Murabaha Agency: Appointment of the Murabaha client  as an 

agent  

1.  The Islamic bank can appoint the Murabaha custom er as its agent to 

purchase the goods from the supplier.  

2.  This requires special approval from the Sharia Supervisory Board.  

3.  The customer is not responsible for any defect in the goods unless caused by 

his negligence in handling the purchase.  
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D.  Murabaha agency  in the auction sale  

1.  The customer submits the request for financing accompanied by the promise 

to buy goods displayed in the auction, along with payment of earnest money.  

2.  The bank appoints the customer as its agent.  

3.  The customer enters the auction as the bankõs agent, without necessarily 

disclosing the banksõ name. Once the bid is awarded to the customer, the 

banks own the goods and consequently bears the ownership risks. The 

customer then receives the goods on behalf  of the bank and afterward signs 

the Murabaha contract.  

Throughout the process, the customer is bound by the following:  

3.1  The implications of his promise to purchase, if he does not honor his 

promise.  

3.2  By the Wakala agreement in case of negligence.  

 

E.  Murabaha  agency in the case of imported goods  

1.  The customer must have sufficient justifications to be appointed as an agent 

of the bank i f the Murabaha goods are imported from abroad. These 

justifications include:  

1.1.  The goods subject to Murabaha have high technical features.  

1.2.  The customer maintains a close relationship with the supplier, such 

as being an exclusive agent for him.  

2.  The customer submits a request for financing, together with a promise of 

purchase as well as a quotation from the foreign supplier, and pays the 

earnest money.  

3.  The customer applies for approval to be appointed as the banksõ agent in the 

letter of credit, along with the justifications for such agency.  

4.  The customer's request to be appointed as the bankõs agent is looked into and 

decided on as fol lows:  
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4.1  If the bank has a Shariah board, the application shall be presented to 

the Sharia Board for approval.  

4.2    If there is only a National Shariah Board (affiliated to the Central 

Bank), the bank would have already prepared a set of procedures for 

dealing with such request s and the National Shariah Board would 

have already set the approval criteria. Thus, the request  shall be 

approved in Light of established procedures.  

5.  The bank performs the rest of the usual banking procedures, such as 

ensuring the creditworthiness of the customer and setting limits for the credit 

allowed.  

6.  The bank delegates the customer to import th e goods and negotiate the price 

with the foreign supplier.  

7.  The bank prepares the necessary letter of credit (LC) for the customer, 

detailing the documents that must be attached to it. The LC may require that 

these documents be issued in the name of the cus tomer, except for the 

shipping document that ha s to be issued in the bankõs name. 

8.  The bank sends the LC to the correspondent bank in the country of the 

supplier, or the bank that the supplier specifies, requesting confirmation of 

the LC. The supplierõs bank then issues the confirmation letter and sends it 

to the supplier along with the LC.  

9.  After shipping the goods, the supplier sends all the documents related to the 

deal to his bank, which reviews the documents and ensures that they are 

complete, and then t ransmits them to the importerõs bank. Once received, the 

bank reviews them and then wires the price of the goods to the exporterõs 

bank.  

10.  The bank then gives the documents to the customer (the importer) to 

enable him to receive the goods on behalf of the ba nk. Once the customer 

receives the good s, he notifies the bank that he has received the goods on its 

behalf and then signs the Murabaha contract with the bank.  
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11.  Since the goods are already possessed by the customer, they now become 

the customerõs liability after he held them in trust as the bankõs agent. 

 

F.  Agency in Istisnaõ 

See the Chapter on Istisna'  

G. Agency controls in Mudaraba  

The Challenges  

Mudaraba involves what economists call the "problematic relationship 

between the principal and the agent." 102  The problem relates to the fact that 

the principal is unable to continuously interfere in the agent's business, 

which does not allow him  to ascertain the good performance of his agent. This 

problem arises in particular in the case of Mudaraba and agency i n 

investment, where it is not possible to monitor the performance of the agent, 

and where the agent is not liable for the loss. Yet, the agent may neglect his 

duties or violate the terms of the contract, while the principal cannot verify 

the validity of th e agent's claim that he has exerted his utmost effort in 

investing the money.  

From an economic point of view, it is noticeable that there is an incentive for 

the Mudareb or the investment agent to conceal part of the profits, and this 

is usually done by ch arging the investment with exaggerated expenses or 

altering the accounting records. For this reason, Islamic banks are forced to 

incur high costs to monitor financing users and ensure their commitment to 

investment terms. 103  This could make Islamic banks less competitive than 

                                                           

102  Or òThe principlal -agent problemó. 

103  Basically, this relates to the tendency of the clients to hide actual profits, but the same also applies to 
Islamic banks in relation to the investment accounts, whose holders place their trust in the investing banks. 
However, this problem can be dealt with in the framework of Islamic banking governance, which is outside 
the context of what this guide aims here; i.e. to set controls for the behavior of the clients of Islamic banks.  
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their conventional counterparts, given the additional burdens and expenses 

they incur.  

Because  Mudaraba depends on participation in profit and loss, and that 

investment deposits with Islamic banks are ba sed on investment agency or 

Mudaraba, it is important then to find solutions to the problem relating to the 

relationship between the principal and the agent. Islamic banks even avoid 

engaging in Mudaraba with investors, because of the problems surrounding 

this relationship.  

H.  The proposed solution  

The proposed solution includes some controls and guidelines that help make 

financing through Wakala and Mudaraba more acceptable to Islamic banks, 

and spare them the costs of continuous monitoring of financing users . It also 

makes the relationship between the principal and the agent closer to 

cooperation and mutual trust.  

1.  The Mudareb or the agent shall keep regular ledgers and submit reviewed and 

audited accounts periodically.  

2.  The bank requires the Mudareb or investm ent agent to submit with the 

application for finance a feasibility study that meets the technical 

requirements, i.e. the study estimates the rate of profits under three 

assumptions: pessimistic, optimistic, and moderate.  

3.  The Mudareb or the investment agent  shall be committed to the rate of profit 

under the moderate assumption, and he shall be considered liable for the 

capital and the profit if he claims that he made less profit than the projected 

rate.  

4.  In the case of achieving a profit less than projected u nder the moderate 

assumption, the burden of prove that this happened to circumstances beyond 

control falls on the agent.  
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5.  During the period of Wakala or Mudaraba, the agent must submit reports 

with audited financial statements, to update the principal or th e owner of the 

money on the smooth running of the investment.  

6.  From the beginning, the principal as the fund provider can obtain from the 

investment agent or the Mudareb a guarantee of good conduct, so that the 

guarantee is not exercised unless it is proven  that the agent has neglected the 

rights of the fund provider.  

7.  It is recommended that the contract of Wakala and Mudaraba be formulated 

in a way that allows the investment agent  to increase his profit as a reward 

for his success in achieving a higher profi t than estimated. For example, it 

can be stipulated that the agent in addition to the agencyõs fee, or the 

Mudareb in addition to his share of the profit, gets the whole profit he 

achieves above a certain percentage, or receive a share of that excess profi t. 

Both can also be allowed  to own a portion of the investment as an additional 

incentive. Moreover, to reduce the risk of moral hazard, it is possible to use 

the following, especially with small businesses:  

7.1  Diminishing Mudaraba, whereby the Mudareb can gr adually own 

the business by buying a part of the capital providerõs share at the 

end of each financial period.  

7.2  Diminishing Wakala, where the agent is also allowed to gradually 

own the business that he manages, by purchasing part of it at the 

end of each fi nancial period.  

7.3  Developing a good relationship with selected businesspersons to 

reduce control costs, and benefiting from relationships that have 

proven successful in the past.  

ĸ. Business ethics in an Islamic economic system  

The problems of the relationship between the principal and the agent in an 

Islamic economy would be greatly reduced if the agency parties abided by 

business ethics. These ethics need to be taught to people, and those who 
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violate them must be exposed to warn potential investors against the m. They 

also require rating companies to rate fund managers according to their 

performance and commitment to business ethics.  

The Muslim code of ethics should also have its positive effect, as it stems from 

a special view of human life as a life that does not end in this world but 

continues in the hereafter, where honesty is rewarded and treachery is 

punished.  

Besides, any rational investor knows that by entering into a business 

relationship with the bank or any other party, he is allowed  to develop this 

relationship and reap more benefit s from it later on and that the honest 

businessperson wins in the long term. This means that honest 

businesspersons will drive the dishonest ones out of the market, and this in 

itself represents a material incentive for hon esty.  

J.  Other applications of Wakala  

Wakala  in short -term fund placements  

Features  

Wakala products have some features that make them more appealing to 

Islamic banks. They include:  

1.  It does not have to be related to a specific commodity.  

2.  It does not require intermediaries between the principal and the agent, who 

charge commissions for their intermediary roles.  

3.  It facilitates collaboration between banks and allows the Islamic bank to 

accept liquidity from Islamic and conventional banks.  

The structure:  

The agen t invests the principal's money in an agreed type of investment for 

the term of the agency. The investment can be through unrestricted Wakala, 

whereby the money can be invested in the treasury pool, where treasury 

assets are invested.  
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The unrestricted Waka la is more flexible than the restricted one, and banks 

can use it as a tool in managing budget risks.  

However , it is worth noting the following:  

¶ Banks cannot guarantee a minimum return to investors.  

¶ In the event the bank, as an agent, achieves losses cover ed by the bankõs 

reserves, issues arise regarding how to document enforceable payment 

obligations; besides , this coverage in itself may not be Shariah -compliant.  

Wakala -based money market  tools  

The European Investment Bank (EIB) is offering an agency -based Islamic 

money market tool, approved by the Financial Services Authority (FSA). EIBõs 

CEO stated that this tool was designed to mimic the conventional money 

market tool, and claimed that it woul d facilitate the circulation of short -term 

liquidity among Islamic banks more efficiently. According to him, it is a step 

forward for the Islamic finance industry in Britain, and that it is available to 

depositors from inside and outside Britain. Subsequen tly, the European 

Investment Bank announced that this tool could be regarded by Prudential 

Regulation Authority  as one of the deposit products. The bank also expressed 

its hope that this tool would replace the commodity Murabaha that takes 

place in the Lon don Metal Exchange, which involves multiple contracts and 

is characterized by complexity and high cost.  



 

Page 174 of 490 

 

Chapter 14 

Istisna' 

Meaning  and significance of Istisnaõ 

1.  Istisna' is derived from the verb òsanaõó, which means to manufacture. As 

for the prefix ôistõ it refers to requesting something. So, Istisnaõ means the 

request to manufacture something.  

2.  The scholars have differed in their technical definition of Istisnaõ, due to 

their difference over the essence of Istisnaõ, whereby the majorit y of 

scholars deem it no different from Salam, while the Hanafis consider it a 

separate contract, but they differed in its definition, due to their 

differences in its terms and conditions.  

3.  From the different Hanafi  definitions of Istisnaõ we can formulate  the 

following definition: òIt is the sale of an item of particular specifications 

and that admits manufacturing, for a known price, on description basis.ó 

4.  Explanation of the definition:  

4.1.  Sale:  so it is a contract and not a promise, according to the majorit y 

of Hanafis.  

4.2.  Saleé of an item: so it is not Ijarah , as Ijarah  is a sale of the 

usufruct.  

4.3.  Particular  specifications : that is to remove uncertainty, which 

normally leads to dispute, so the asset has to be amply described.  

4.4.  Admits manufacturing : this exclude s Salam as it can be concluded 

on assets that do not admit manufacturing.  

4.5.  For a known price : known in genre and amount, and it does not 

have to be paid upfront.  

4.6.   On description basis:  so it is not a sale of an existing asset  

Is Istisnaõ is a contract or merely a promise ? 
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1.  The jurists debated on whether Istisnaõ is a contract or a promise. 

Before going into this di scussion, this is a brief overview of the 

meaning of the contract and promise s to help capture the matter.  

2.  Contract:  The term ôcontractõ in Arabic (ôAqd) indicates the meaning 

of determination, derived in Arabic from the rope knot (ôuqda) where 

the two ends of the rope meet, just as the wills of the two contracting 

parties meet and determine to do something. Hence, general ly, a 

contract is a commitment between two or more parties to do 

something; however, each type of contract has its definition.  

3.  Promise:  promise (Waõd in Arabic) refers to telling someone to do 

something in the future, good or bad, but typically ôWaõdõ is used in 

Arabic for the promise to do a good thing, while ôWaõeedõ (warning) is 

used for  the promise to do a bad thing. 104  

4.  The implications of judging Istisna' as a contract or as a promise : 

If Istisna' is a contract, then it is binding upon agreement, and neither 

of the two contracting parties can cancel it unilaterally, while if it is 

judged as ôpromiseõ then it binds nobody. However, a good promise 

whose giver can fulfill remains binding religiously (between man and 

God) but it is neither enforceable nor does it have any effect in courts.  

Positions of the jurists  

The Hanafi scholars  105  differed on this, having two opinions:  

First: Istisna' is a contract, not a promise. This is the stand of the vast 

majority of the Hanafis as well as the contemporary scholars, in addition to 

the Fiqh Academy.  

Second: Istisna' is merely a promise, not a contract. This is the opinion of 

some Hanafis.  

                                                           

104  Ibn Manzoor, Lisan Al -Arab; Fairuzabadi, Al -Qamoos Al -Muheit.  

105  The other schools of Fiqh deem Istisnaõ as an application of Salam and therefore, they do not discuss 
the issue whether Istisnaõ is a sale or a promise. 
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Justifications for judging Istisnaõ as Promise 

1.  According to the provision of Istisnaõ, the manufacturer is not obliged to 

start his work, which means that Istisnaõ is a promise, not a contract, 

because if it was a contract, he would have no option but to work.  

2.  The one requesting manufacture of the asset has also the right to back  

from the agreement or not to accept the manufa ctured asset. If Istisnaõ 

was a contract, he would not be able to do so.  

3.  If Istisna is a contract, it will not be annulled by the death of one of the 

parties to the contract, while we find that it is nullified by the death of 

one of them.  

4.  If it was a contr act, it would not be valid, because Istisnaõ involves the 

sale of non -existing assets. 106  

5.  However, deeming Istisnaõ a promise can be argued by saying that for the 

two contracting parties to have the option not to conclude the contr act 

does not necessarily entail that their agreement was a promise. If a 

normal sale was executed on sale of a commodity for a commodity, both 

parties would not be bound by the deal if they have not seen the two 

assets before  the sale. This is exactly the c ase with Istisnaõ, none has seen 

the asset before and thus, principally it is a sale but it binds no party 

though.  

6.  As for saying that if it was a contract, it would be annulled by the death 

of one of the two parties. This can be argued by saying that such a rule is 

only because Istisna is similar to Ijarah  in labor, which also terminates 

for the death of one of the two parties. However, Ijarah  is a contract, and 

so is Istisna.  

                                                           

106  Kasib Badran, Al -Istisnaõ, p.80; Shawqi Dunia, Juõala and Istisnaõ, p30; Mutafa al-Zarqa, Al -Istisnaõ, 
p18.  
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7.  As for saying that if it was a contract then it would be an invalid contact 

as i t would involve the sale of a non -existing asset, it can be argued by 

saying that the prohibition of the sale of non -existing assets is 

questionable, as the established prohibition in this regard relates to 

gharar or sale of what the seller does not own.  

8.  If to submit to the prohibition of selling non -existing assets, then relating 

Istisnaõ to Salam is more evident, as both involve the sale of future assets 

that are likely to be present at the time of delivery, based on  a 

description. 107  

9.  However, some jurists have permitted the sale of a non -existing asset if 

the seller is capable of delving it, because there is no gharar  befalling the 

buyer then, and the seller can use the price to produce or source the 

asset, so it is a useful sale.  

Just ifications for judging Istisnaõ as Contract 

1.  Similar to any sale contract, Istisna' comes with the option of inspection, 

while promise does not involve such an option.  

2.  Istisna' is valid only on things people used to manufacture, and since it 

admits such res triction then it is a contact, as a promi se does not admit 

restrictions.  

3.  The manufacturer owns the price paid. If Istisnaõ was a promise, he would 

not own it.  

4.  Istisna' admits litigation, and litigation takes place in contracts, not in 

promises.  

5.  If Istisna õ was a promise; it would not be possibly judged as valid or invalid, 

because such status relates to contracts and not promises. 108  

Conclusion:  

                                                           

107  Mutafa al -Zarqa, Al -Istisnaõ, p18; Kasib Badran, Al-Istisnaõ, p.82. 

108  Mutafa al -Zarqa, Al -Istisnaõ, p19; Shawqi Dunia, Juõala and Istisnaõ, p30. 
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It is obvious from the previous evidence and discussions that Istisnaõ meets 

the characteristics of a contract rather than promise. However, i f Istisna' is a 

contract, is it binding or not?  

   Is Istisna'  binding?  

The Hanafi  jurists have differed on whether Istisnaõ is binding, according to 

its various stages as follows:  

1.  After contracting and before commencing work: Istisna' is not binding on 

either party. Yet, according to OIC Fiqh Academy , it is binding at this stage 

and so to Mjallah (Majllat al -Ahkam al -Adliyyah). The same was also 

attributed to Abu Yusuf, but this attribution is questionable.  

2.  After contract ing and after the manufacturer has commenced work: Istisnaõ 

is binding on the buyer only. This is because the manufacturer could suffer 

a loss since he may have incurred some expenses. This opinion is rightly 

attributable to Abu Yusuf, while to the majorit y of Hanafis  it is not binding. 109  

3.  After accomplishing the work and presenting the manufactured asset to the 

buyer: Two opinions:  

3.1  The first view is that the buyer has the option not to conclude the 

contract because he cannot be bound by something he did not  see 

before, while the manufacturer has no option now because the 

manufacturer has dropped his option by presenting the 

manufactured asset to the buyer.  

3.2  The second view is that the option ceases to exist for both parties if 

the asset meets the description , for the manufacturer because he 

presented the asset, whic h indicates dropping his option;  and for 

the buyer , because giving him the option may inflict loss on the 

manufacturer. This opinion is also attributable to Abu Yusuf.  

Conclusion:  

                                                           

109  Al-Kasani, Badaiõ al-Sanaiõ, 5/3. 
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Contemporary circumstances call for making Istisna' binding once 

contracted, even though  Istisna' may involve deferment of both values, 

which is known in the Shariah as non -permitted, and which is, in fact, the 

very reason why Hanafis did not consider Isti snaõ binding. The justification 

for preferring to deem Istisn Ƒõ binding since inception is that the prohibition 

of deferring both values in sale relates to gharar , but the effects of gharar  

may change with the change of business norms. Moreover, the stand that 

Istisna is not binding harms people today in terms of the stability of their 

contracts, and may raise conflict and disputes, which are the very reasons 

why gharar  is prohibited.  

 

 The v alidity of Istisnaõ: 

Unlike other many other sale contracts, Fiqh schools differed about  Istisnaõ 

being valid or invalid, and this difference was due to their difference over 

the nature of Istisna õcontract, where the majority of scholars from the 

Maliki, Shafiõi and Hanbali schools viewed Istisna as related to Salam, so 

what would apply to Salam would also apply to Istisnaõ. As for the Hanafi, 

they viewed Istisna' as a separate contract, with all its characteristics and 

rulings.  

In this sense, the scholars differed over Cristi na' being a separate contract 

in its own righ t:  

According to one view, Istisnaõ is not valid unless it is entered into based on  

Salam rules. This is the view of Maliki, Shafiõi, and Hanbali scholars.  

The second view is that it is valid on its right, which is the view of the 

Hanafis.  

Evidence for the  first view:  
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1.  Ibn Omar narrated that the Prophet  (һ) òforbade the sale of two 

deferred valuesó. 110 Despite the doubt over the authenticity of this 

Hadith, 111  the jurists agreed on the prohibition of the sale o f two 

deferred values, and Istisn aõ may involve the  sale of two deferred 

value s.  

2.  Istisnaõ involves the sale of non -existent assets, which is forbidden . 

2.1  However, Salam also involves the same but it is valid 

exceptionally for its being a public need. Since Istisnaõ is also 

a public need, it should also be v alidated on the same ground .   

 

Evidence for the second view:  

1.  Both Bukhari and Muslim narrate on the authority of Abdullah bin Omar - 

may God be pleased with them ð òthat the Prophet, may God bless him and 

grant him peace, requested making of a silver ring ó.112  

2.  Both Bukhari and Muslim narrate on the authority of Sahl that the 

Messenger of God  (һ) requested from a woman to ask her servant, the 

carpenter, to make Him an accustomed chair to sit on while preaching 

people... ". 113  

3.  Dealing in Istisnaõ without any opposition being recorded, throughout the 

ages in buildings, shoes, furniture , and the like.  

4.  Shariah acknowledges the public needs of the people, and there is indeed a 

great need for Istisna', since not everything that is needed is available in the 

market, an d people may need to have things that match their own specific 

needs.  

5.  Al-Kasani says about Istisnaõ: òIt involves the essences of two permissible 

contracts, which are Salam and Ijarah h: Salam for the sale of the deferred 

                                                           

110  Reported by Al -DaraQutni (269).  

111  Ibn Bassam , Tawdih al -Ahkam min Bulughõ al-Maram, 45/4. 

112  Reported by Al -Bukhari (5528) and Muslim (2091).  

113  Reported by Al -Bukhari (875) and Muslim (544).  
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object, and Ijarah  to accomplish certain work, so what is consiste d of two 

permissible things must be permissible in  its totalityó. 114  

Conclusion:  

1.  The permissibility of the Istisna' is more evident, given  the following:  

2.  The evidence supporting its permissibility is stronger than those in 

support of the otherwise.  

3.  There is a genuine public need for Istisnaõ, so prohibiting it causes 

hardships to people.  

4.  The International Fiqh Academy ruled it as permissible in its seventh 

conference held in Jeddah in the year 1412 AH.  

Pillars of Istisna' con tract:  

¶ The pillars of Istisna are the two contracting parties: the manufacturer and 

the buyer; the subject matters of the contract: the thing to be 

manufactured and its price; and the expression used in the formulation of 

the contract: the offer and accept ance.  

¶ However, the Hanafis mention only one pillar to any contract, that is, the 

expression used in the formulation of the contract: the offer and the 

acceptance.  

¶ The jurists have also differed on the exact thing that is the subject matter 

of the contract  in Istisnaõ, whether it is the item itself or the work on the 

item. The effect of this difference appears when the manufacturer brings 

an item that meet s the description but manufactured by someone other 

than the manufacturer in the Istisnaõ contact. Based on the dominant 

opinion, which deems the thing contracted on the item itself, the buyer 

has to accept it without any liability on the manufacturer. Nevertheless , 

for the item to be binding on the buyer, it has to be as professionally 

manufactured as it w ould be if worked on by the original manufacturer.  

                                                           

114  Al-Kasani, Badaiõ al-Sanaiõ, 5/3. 
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¶ However, if the buyer stipulates that the manufacturer be the one who 

manufactures it, then the manufacturer must be the one working on the 

item.  

¶ Similarly, if there is a clue suggesting such stipulation,  such as by 

contracting with a particular manufacturer who is known to charge a high 

price compared to other available manufacturers, then he should be the 

one working on it. Moreover, the manufacturer cannot bring an item that 

is ready -made in the market and deliver to the buyer, because there is no 

work done whatsoever on the item after the contract, while Istisnaõ contact, 

as per custom, implies that the work will be done after the contract and 

that the item is not readily available in the market. This i s in addition to 

the fact that the price of the items to be manufactured is typically higher 

than that of ready -made items. 115  

Istisna' validity conditions:  

The v alidity of Istisna' contract requires special conditions in addition to the 

general selling cond itions, which are:  

1.  That the product is known: by determining the specifications of the thing 

to be manufactured, to prevent conflict and dispute between the 

contracting parties.  

2.  The sold item must be an item that admits manufacturing, so Istisna õ does 

not apply  to crops and the like.  

3.  The sold item has to be among the things that are customarily sold through 

Istisnaõ. This is because the validity of Istisnaõ is an exception as discussed 

earlier, so it is restricted to what people need; however, th ese changes  by 

time and place.  

                                                           

115  Al-Sarakhsi, Al -Mabsoot; 12/15; Mutafa al -Zarqa, Al -Istisnaõ, p30; Shawqi Dunia, Juõala and Istisnaõ, 
p30.  
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4.  The materials used for manufacturing must be sourced by the 

manufacturer. If by the buyer, then the contract is a labor -hiring contact, 

not Istisnaõ.  

5.  The price has to be determined in kind and quantity, such as being one 

thousand Jord anian dinar s. 

6.  Determining the place of delivery, if needed.  

7.  Scholars debated whether a specific delivery date can be stipulated in 

Istisnaõ, but allowing it is the more commonly held opinion among the 

scholars. 116  Moreover, according to International Fiqh Academy, the 

delivery date has to be determined to prevent a possible dispute and conflict 

between the contracting parties. This opinion is in line with the general 

Shariah objectives, as removal of harms and reaso ns of a dispute is among 

the Shariah objectives; however, a slight delay or sooner delivery that  

harms no one can be tolerated.  117  

Significance of Istisna'  

1.  Istisna' is benef icial to the following parties:  

2.  To the manufacture: The manufacturer manufactures wh at he has already 

sold and therefore, his profit is already guaranteed, unlike in normal sale, 

where the producer needs time and effort to market his products, and he 

may even fail to make a profit due to change in market price or recession, 

losing thus hi s efforts and the cost incurred in acquiring the materials 

used in manufacturing.  

3.  To the buyer: The buyer gets what he exactly wants, so he does not have 

to buy what he may not desire for  the ready -made goods. Besides, some 

items may not be available in th e market and have to be manufactured or 

customized, such as houses and buildings. Furthermore, with Istisnaõ the 

                                                           

116  Undoubtedly, fixing the date of delivery helps avoid gharar and achieve justice.  

117  Al-Kasani, Badaiõ al-Sanaiõ, 5/3; Ibn Al-Humam, Fateh Al -Qadeer , 7/114; Mutafa al -Zarqa, Al -Istisnaõ, 
p30; Shawqi Dunia, Juõala and Istisnaõ, p30. 



 

Page 184 of 490 

 

buyer may supervise the stages of manufacturing and thus be assured 

that he will get what he wants.  

4.  To the community: with Istisna' funds move  from one side to another, 

which revives the economic movement in the country. For this reason, 

many Muslim economists call for implementing Istisna' in Muslim 

countries to revive their economy and increase their sources of income.  

Istisna' financing  

Istis na' financing may take  many  forms, including:  

1.  The Islamic financial institution buys a factory outputs on Istisna 

basis, sells them after receiving them or before that through a parallel 

Istisna' where the institution becomes the seller after being the buyer 

in the first Istisnaõ contract, and it earns from the differences between 

the two prices.  

2.  Financing the purchase of housing real estate, which is the most 

common application of Istisna' in Islamic financial institutions, where 

the institution builds the property for the customer. In this 

transaction, the customer submits to the financial institution a 

request to manufacture a house according to certain specifications. 

The financial institution signs Istisnaõ contract with this customer 

whereby the ins titution sells the desired property to the customer. 

Next, the financial institution enters into a parallel Istisnaõ with the 

real estate developer to deliver a property with the same specifications 

mentioned in the first Istisna. When the developer delive rs that 

property, the institution in turn delivers it to the customer. The 

financial institution earns its profit from the difference between the 

two prices in the two contracts.  
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The advantages of Istisna' financing  

1.  Al-Istisna meets financing needs that are not met by other financing 

contracts, which are financing the acquisition of manufacturable things 

that are not existent at the time of contracting. Murabaha cannot fund 

these things for example, because Murabaha r equires that the seller owns 

and possesses what he sells. Besides , the condition of expediting the 

payment of the price in Salam makes its use in financing the customersõ 

access to manufactured items impractical, because if the customer has 

the full price,  he can buy the item directly from the real manufacturer * 

2.  Istisnaõ helps finance institutions that produce products through 

purchasing their products in advance, which enables these institutions to 

use the sales proceeds to obtain all the required producti on elements such 

as cash, raw materials, machines, real estate , and so on.  

3.  Istisnaõ can be used to finance various production elements, such as real 

estate properties, machinery , and working capital. Real estate properties , 

as well as machinery and equipme nt,  can be financed through parallel 

Istisna; while working capital can be financed by purchasing the products 

in advance th rough ordinary Istisnaõ but with expediting the payment of 

the price. Once the products are delivered, the financial institution can  

sell them, or it can also sell them before  delivery through parallel Istisnaõ.  

4.  Financing industries and the real estate sector through Istisna contributes 

to achieving development in the economy and society, and this realizes the 

role of the true mediato r of Islamic banks, in terms of mediation between 

the owners of funds and owners of industrial, urban and productive 

projects.  
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Sharia provisions for Istisna' financing  

A.  Formulation and nature of Istisna' contract  

1.  Istisna' contract can be structured using t he term Istisna' or any word or 

phrase indicating the purchase of a customizable, identifiable object to be 

delivered in the future.  

2.  It is commonly held that Istisna' contract is binding on both parties, so it 

is not permissible for one party to terminate it except with the permission 

of the other party. However, the buyer shall be given the option not to 

accept the item if delivered not meeting the agreed specifications.  

3.  Istisna' is a sale by itself, whereby ownership of the manufactured asset is 

transferr ed to the buyer upon delivery, without the need to exchange offer 

and acceptance.  

B.  The manufactured asset terms and conditions (the sold item)  

The asset to be manufactured must be well known to the contracting parties, 

for the contract to be void of gharar  (uncertainty) , and the causes of dispute 

between the two contracts are removed. Accordingly, the following conditions 

must be met:  

1.  The asset to be manufactured has to be one that admits description in 

terms of kind, type , and features, in a manner that li fts the uncertainty 

that normally leads to dispute.  

2.  That the exact sold asset is not presently available, such as by being a 

specific house that is presently available. This is because it is not 

permitted to sell ready -made items through Istisnaõ as those can be sold 

through a normal sale, while Istisnaõ is valid only for items to be 

manufactured and delivered in the future, even if similar items are 

available presently in the market.  

3.  The sold item in Istisna has to be one that admits manufacturing, which 

excludes things that are naturally available such as animals or crops. 

However, Istisna' may be used to change things from their natural 
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condition, such as canning of edible animal meat or canning of agricultural 

products.  

4.  The asset to be manufactured has t o be one that admits description in a 

manner that removes uncertainty and the causes of conflict between the 

two contracting parties, according to custom.  

5.  The time for delivery has to be approximated, and it is not required to be 

specified precisely, becau se it is difficult to determine the exact time 

needed for manufacturing. The time of delivery must be estimated because 

not doing so involves gharar and may lead to dispute s between the two 

contracting parties and because the price of the sale varies accor ding to 

the time of its delivery. It is permissible, however, to agree to deliver the 

sold asset over phases, and to specify multiple deadlines for this.  

6.  The place of delivery has to be determined if applicable. However, not 

determining the place of delive ry shall not invalidate the contract if there 

is a custom that defines the place of delivery, or if delivery is possible in 

the location where the contract took place if there is no such a custom. 

Accordingly, if there is no relevant custom and it is impos sible to deliver 

at the place where the contract was initiated, such as if a contract was 

initiated in an airplane, then the contract shall be deemed invalid. This is 

because the price of an item may differ according to the place of its 

delivery, which may  cause dispute s if left undetermined, especially if its 

transfer or shipping involves high cost.  

7.  The subject matter in Istisna' contract is the asset itself and not the work 

and efforts of the manufacturer. Accordingly, the seller can deliver what 

he manuf actured before the conclusion of the Istisna' contract, just as he 

can deliver what was manufactured by others unless the manufacturer 

has placed a condition on the seller to manufacture it himself.  

8.  Istisnaõ is not achieved if the raw materials necessary for manufacture are 

provided by the buyer, because Istisna' is a sale, and as such it has to 

involve some tangible asset, while work alone does not qualify the 
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agreement to be a sale. Thus, Istisnaõ in effect is nothing but a sale of raw 

materials after they are developed into a finished product.   

9.  Istisnaõ can be concluded on a specific land owned by the buyer. In this 

case, the subject matter of the Istisnaõ is the building to be erected on the 

land and the land is not part of it.  

10.  The buyer does not have an ownership right over the asset while 

being manufactured, or over the raw materials unless the buyer has paid 

the price or a part thereof and the manufacturer has pledged to deliver to 

the buyer th e same asset he is working on or pledged to allocate those raw 

materials to this particular contract.  

11.  It is not permissible for the buyer to sell the manufactured asset 

before he possesses it, because selling an asset not yet owned or possessed 

by the sell er is invalid unless he sells it by way of parallel Istisnaõ. 

12.  The buyer may, after actually or constructively possessing the 

manufactured asset, appoints the manufacturer as his agent, with or 

without fee, to sell the asset to the manufacturerõs clients or on the market 

for the benefit of the manufacturer, provided that this power of attorney is 

not stipulated in the Istisnaõ contract because contracts must be 

independent of one another.  

C. Terms and conditions of price in Istisnaõ 

1.  The price in Istisnaõ must be made known to the contracting parties in 

the contracting session in a way that eliminates any possibility of dispute, 

such that its type, amount, date , and way of payment are all known.  

2.  Price in Istisna' can be anything whose value is recognized by both Shariah 

and custom, whether it is in cash or kind. It is also valid for the benefit of 

the same manufactured asset to be the price in Istisna as is the case in 

BOT (Build, Operate, Transfer), where the manufactured asset remains 

with the manufacturer, who exploits it for a specific time and then hands 

it over to the buyer.  
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3.  Expediting the payment of the price is not required in Istisna' contract. 

Rather, it is subject to the agreement of the contracting parties. The 

agreement may be made to expedite the paym ent of the price or delay it by 

paying it once during the project or upon or after its completion. Payment 

of the price may also be linked to the stages of completion by dividing the 

price into installments and paying each installment at the end of each 

stage. Herein, each stage must be specified precisely to ward off a dispute 

over whether the payment is due.  

4.  It is not permissible for the buyer to have a debt on the manufacturer, and 

make this debt a price in an Istisna' contract. This is to avoid the susp icion 

of Riba, as it may be colluded to deliver goods whose value exceeds the 

debt, and thus the creditor would have increased the debt in exchange for 

its deferment. In this case, likely,  the debtor (manufacturer) would just 

buy the goods from the market and deliver them to the creditor, without 

having a real Istisnaõ. 

5.  If the cost of the raw materials needed for the manufacturing significantly 

increases in a manner that turns the Istisna õcontract into a loss to the 

manufacturer or consumes all or most of his profit, then he may request 

a price adjustment, and he is not obligated to execute the contract if the 

buyer refuses to amend the price. They may resort to arbitration to 

estimate the increase in the price, provided that the increase does not fully 

compensate the manufacturer for the lost profit, except with the 

permission and approval of the buyer, because observance of justice 

requires that both parties shoulder some loss in this case.  

 

Parallel Istisnaõ 

A.  Meaning of parallel Istisna'  

Parallel Istisna' is another Istisna' contract held with a third party in parallel 

with the first Istisna' on the delivery of an asset that is identical in type and 
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features to the asset in the first Istisna'. The one who initiates this contract could 

be the manufacturer in the first Istisnaõ to secure the asset he sold in the first 

Istisnaõ, to deliver it afterward to the buyer in the first Istisnaõ; i.e. he becomes 

the buyer in the second Istisnaõ after being the seller in the first Istisnaõ. 

Alternativel y, the initiator of the parallel Istisnaõ could be the buyer in the first 

Istisnaõ, initiating it with a third party to sell what he has bought in the first 

Istisnaõ; that is, he would be the seller in the second Istisnaõ after being the buyer 

in the first  Istisnaõ. 

B.  Advantage of parallel Istisna' contract  

The flexibility of the Istisna' contract in terms of the possibility of handing over 

the work of others, and its flexibility in terms of the way the price is paid, make 

Istisna' contract suitable for imple mentation in Islamic banking. The Islamic 

financial institution can sell on Istisnaõ basis to its clients' assets on 

installments, then the Islamic financial institution signs A parallel Istisna' 

contract with the ultimate manufacturer of these assets. Whe n delivered the 

assets, the financial institution hands them over to the client.  

C. Parallel Istisna' Conditions:  

1.  First: T he party with whom the subsequent Istisnaõ is signed is a party 

that is completely independent of any of the two parties to the first Istisnaõ, 

to avoid eina.  

2.  Second: The two Istisnaõ contracts have to be independent of each other in 

their rights and obligations, so that one contract may not be affected by 

the breach of the obligations of the other co ntract. However, it is not 

prohibited that the terms and conditions of the two contracts be the same 

or different, but a change in the terms of one of the two contracts cannot 

necessitate a similar automatic change in the other contract; rather, that 

the t wo parties to the other Istisnaõ contract must agree to any new change. 
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3.  Third: It cannot be mentioned in the subsequent Istisnaõ that the seller 

sells the asset he has purchased in the first Istisna'. However, he can 

mention the same specifications so that  when he takes delivery of the 

asset, he delivers the same to the buyer in the second Istisnaõ. If the first 

seller fails to deliver the asset as per description, the seller in the second 

Istisnaõ must remain liable for delivering the asset he has sold. This is 

because the obligations of the two contracts must be fully independent of 

each other.  

4.  Fourth: There must be no collusion between the three parties to execute 

tawarruq via Istisnaõ, such that the third party afterwards buys or sells 

the same asset to one of the parties to the first Istisnaõ. 

D.  Shariah provisions related to the applications of parallel Istisnaõ 

1.  The Islamic bank cannot finance an Istisnaõ contract already concluded 

between the bankõs client - the buyer - and the manufacturer, where the 

wor k has ended or is nearing completion, as it is possible that the client is 

unable to pay his financial obligations towards the seller so he resorts to 

the bank for financing. This is because parallel Istisnaõ in this case 

requires that the Islamic bank buy s the asset directly from the 

manufacturer, so if the customer has previously purchased that asset, it 

could not be re -purchased by the bank.  

2.  The customer applying to the Islamic bank for Istisna' financing must 

cancel any prior contract made between him a nd the ultimate 

manufacturer with whom the Islamic bank contracts in the parallel 

Istisnaõ. This is for the Istisnaõ contract between the Islamic bank and the 

manufacturer be a genuine one.  

3.  If the customer has signed an Istisna' contract with a manufacture r, and 

the manufacturer has performed some work, the customer may, if this 

contract has been canceled and the financial obligations have been settled 

between them, sign an Istisnaõ contract with an Islamic bank to complete 
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the previous work. The Islamic ba nk in this case may enter into  an  Istisnaõ 

agreement with the same manufacturer or others, provided that the 

Islamic bank is not responsible in any way for the customerõs obligations 

towards the first manufacturer.  

4.  The Islamic bank may request the customer  to apply  for Istisnaõ financing 

to submit quotes from several manufacturers so that the bank may choose 

the best offer.  

5.  The Islamic bank may first conclude the first Istisna' contract with the 

customer, then conclude the parallel Istisna' with the manufac turer; or 

may first conclude the first Istisna' contract with the manufacturer, and 

then conclude the parallel Istisna' with the customer. The first scenario is 

more common as it ensures the customerõs commitment to buy. 

6.  The Islamic bank, as a seller in Is tisnaõ may appoint, based on a contract 

that is independent of the Istisna' contract, its client, the buyer, to 

supervise the manufacturing process of the asset in the parallel Istisna'. 

For example, the bank may entrust its client with overseeing the proc ess 

of constructing a house for the client, and it may condition paying the 

installment to the manufacturer on a notice from the client to the 

completion of the relevant stage.  

7.  Principally, it is the Islamic bank and not the client, that should negotiate 

with the manufacturer the price as well as the conditions of the Istisnaõ 

contact. This is recommended as it is in line with the supposed genuine 

involvement of the bank in the Istisnaõ agreement.  

8.  If the bank discloses to the customer the price at which th e Istisnaõ is 

concluded with the ultimate manufacturer, then this shall not render the 

agreement with the client Murabaha, to invalidate it due to the sold asset 

being inexistent at the time of sale.  

9.  If the Islamic bank has instructed the customer to supe rvise the 

manufacturing process, the Islamic bank may demand the customer , in 

this case,  to acknowledge receipt of the manufactured item following  the 
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description requested, so that the customer cannot refer later to the bank 

in case of any discrepancy in the features of the asset.  

10.  It is not permissible for the Islamic bank to exonerate itself towards 

the customer from the liabilities associated with ownership and from the 

hidden manufacturing defects, even if it has authorized the customer to 

supervise the  manufacturing process because the real sale requires that 

the seller be responsible for the sales defects. This is especially so given 

that parallel Istisnaõ in the banking application is analogous to the risk-

free financing modes (suspicion of Riba), whi ch necessitates not allowing 

the seller (the bank) to absolve itself from the product defect, even though 

it is originally permitted according to some jurists. However, it is permitted 

for the bank to limit its liability for defects to a specific period or  to provide 

limited free maintenance following  custom.  

11.  In the event of a proven defect, the Islamic bank has the right to 

refer the customer directly to the ultimate manufacturer, provided that the 

bank remains responsible for that defect towards the custo mer if the 

manufacturer does not attend to the customerõs request. 

Istisna' guarantees  

1.  The manufacturer is responsible for any defects in the manufactured 

asset. However, it is permitted for the contracting parties to limit the 

liability for defects to a s pecific period or to provide limited free 

maintenance by custom.  

2.  Istisna' may be entered into based on  Urbun e, so that the buyer pays a 

down payment that is part of the price if the contract is concluded, while 

if the buyer ch ooses no to conclude the contr act then the down payment 

belongs to the manufacturer.  

3.  Both the manufacturer and the buyer can demand guarantees from the 

other party to fulfill his obligations, such as third party guarantees, or 

sureties.  
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4.  It is permissible to stipulate in the contract th at the buyer has the right to 

execute Istisna' with a third party at the expense of the manufacturer i f 

the first is harmed by the manufacturerõs failure to execute or complete 

the Istisnaõ agreement on the land provided by the buyer. However, the 

contract  should be clear on the time when the buyer shall have such a 

right, such as one month from the cessation of work.  

Amendments and change in conditions affecting the contract  

1.  The buyer may request the manufacturer, after signing the Istisna', to 

adjust the object of sale, and the manufacturer may agree to that with or 

without adjustment of price or time of delivery. However, the manufacturer 

is not obliged to accept the adjustm ent request as long as he has complied 

with what is in the contract. In case of an agreement to the amendment, 

the parties to the contract may agree to refer to a third party to determine 

the new price.  

2.  If there are urgent circumstances that require the pr ice of Istisnaõ to be 

amended by a significant increase or decrease, then the aggrieved party 

may demand a price adjustment, and if the other party does not respond, 

the parties must seek arbitration or go to court.  

3.  The Istisna' contract may include a clau se that the buyer, and not the 

manufacturer, bear the consequences of any restrictions or conditions 

imposed by the relevant authorities, and that the effects of these 

restrictions on the terms of the contract be determined by agreement or 

arbitration.  

4.  If the manufacturer is unable to execute or complete the agreement for 

reasons beyond his control, such as failure to obtain the necessary 

licenses, or due to some change in the laws, or the depletion of the 

materials necessary for manufacture, then he has th e right to terminate 

the contract with no liability on his side. However, in case of partial 
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completion, the two parties, if they fail to reach an agreement, may seek 

arbitration to estimate the price of the part accomplished.  

5.  If the manufacturer commence s work and then he fails to complete it for 

a reason related to the buyer, then the buyer must compensate the 

manufacturer for the work done, and bear the consequences of the damage 

caused to the manufacturer, if any. Conversely, if the failure is attribut able 

to the manufacturer, then he shall be entitled to the price of what was 

accomplished, and he will have to compensate the buyer for the damage 

caused to him, if any. If the  parties do not agree on the price or the 

compensation, then they have to seek arbitration or go to court.  

Delivering the manufactured asset  

1.  The manufacturer must deliver the manufactured asset on the agreed date 

according to the agreed specifications. Onc e the buyer has actually or 

constructively possessed the asset, by becoming able to utilize it, then the 

liability for the asset shifts to the buyer.   

2.  The buyer is obliged to accept the purchased asset if the manufacturer 

delivers it with the same specifi cations agreed in the contract. If different 

from what was agreed, and the difference is one that would affect the price 

or the utility of the asset, then the buyer may reject it.  

3.  If the buyer unjustifiably refuses to take possession of the manufactured 

asset after the seller has enabled him to take delivery, then the asset 

becomes trust in the hands of the manufacturer, which means that his 

liability for it shall be limited only to cases of negligence o r  misconduct. 

Furthermore, the buyer shall bear the co st of keeping it, if any.  

4.  It is permissible to stipulate in the Istisna' contract that the manufacturer 

has the right to sell the manufactured asset on behalf of the buyer if the 

latter refrains, without  a valid reason, from taking delivery of it within a 

certain period. In this case, the manufacturer can recover from the selling 

price the amount due to him and pays the balance to the buyer. If, 
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however, the selling price does not cover the amount due to the 

manufacturer, then he can recourse to the buyer f or the balance. The cost 

of selling, if any, shall be borne by the buyer.  

5.  If the manufacturer offers the buyer to deliver the manufactured asset with 

specifications that are better than what was agreed in the contract, in 

return for an increase in the pri ce, the manufacturer has the right to refuse 

the offer, and the manufacturer must deliver the asset according to the 

specifications mentioned in the contract. If, however, the better 

specifications are offered free of charge, the buyer has no right to reje ct 

the asset unless he has a valid excuse, as per custom, not to accept it. A 

valid reason could be such as if the original form of the asset is the only 

one that serves the purpose of the buyer, or that the adjusted asset would 

incur him more expenses, li ke extra taxes.  

6.  If the manufacturer offers the buyer an asset that is lower in quality than 

what was agreed in the contract, the buyer has the right to reject it even if 

it is in return for a refund of part of the price. In case of refusal, the 

manufactur er must deliver the asset as agreed in the contract.  

Delivering the manufactured asset earlier than agreed  

The manufacturer must deliver the manufactured asset to the buyer on the 

agreed delivery date. If, however, the manufacturer offers to hand it over  earlier 

than agreed, the buyer has to accept it, unless he has a valid excuse, as per 

custom, to turn the offer down, such as if this will incur him an additional cost, 

or that his warehouse is not ready yet to receive the asset.  

Istisnaõ parties failing to honor their obligations  

1.  If the price was agreed not to be paid upfront, but the buyer was late in 

paying it or in paying some of its installments, the seller would not have 

the right to levy any late payment fee on him. The manufacturer in this 

case sha ll have the option to wait until the price is paid, or to revoke the 



 

Page 197 of 490 

 

contract and recover the item, or refrain from delivering it until the price 

has been fully paid.  

2.  A penalty clause in the Istisna' contract may not be imposed on the buyer 

if he delays pa yment of the price, nor can the parties agree that the buyer 

has the right to pay less than agreed if he pays the price earlier than 

scheduled. However, the seller can grant the buyer a rebate for early 

settlement of the price if such rebate is not stipula ted in the agreement. 

This is because time carries no value in debts, but some value can be 

granted as a gratuity.  

1.  Istisna' contract may include a penalty clause on the manufacturer i f he 

fails to implement the agreement or delays delivery of the manufactured 

asset, as delay among manufacturers is common, so they become careful 

to honor their commitments. The penalty could be a payment of an amount 

already agreed upon by the parties and  mentioned in the contract, or it 

could be decided later through arbitration. However, for the penalty clause 

to be valid, it must be fair and the delay in delivery or the failure to 

implement the agreement must not be for reasons beyond the control of 

the  manufacturer.  

Shariah violations in Istisna'  applications  

1.  Evading the consequences and responsibilities of ownership  

It is not permissible for the Islamic bank in parallel Istisnaõ to acquit itself from 

the liabilities of ownership and the hidden defects in the manufactured asset, 

because the Islamic bank is a seller in parallel Istisna, and the real sale requires 

that the seller be responsible for the defects in the sold asset. This is especially 

so given that parallel Istisnaõ in the banking application is analogous to the risk -

free financing (suspicion of Riba) and not to the real sale. For example, 

practically, it is the client that negotiates, on behalf of the bank, the Istisnaõ 

agreement with the ultimate manufacturer and supervises the manufacturing 

process, which reduces the effective role of the bank as a real buyer. Hence, to 



 

Page 198 of 490 

 

avoid the suspicion of Riba in the overall transaction, the seller (the bank) should 

not be allowed to absolve itself from the product defects, even though a seller in 

a norma l sale is permitted to free himself from the defects in the sold asset, 

according to some jurists. Nevertheless, i f the customer has discovered a defect, 

it is permitted for the bank to refer him directly to the manufacturer, provided 

that the bank remains  responsible for that defect towards the customer if the 

manufacturer does not respond to the customerõs request. 

2.  Concluding a parallel Istisna' contract with one of the two 

original Istisnaõ parties 

¶ To avoid usurious financing, the second (parallel) Istis na' cannot be 

conducted with one of the parties to the first Istisna, or with an institution 

owned by one of the two parties to the first Istisnaõ. For example, a financial 

institution signs an Istisna' contract with a company to buy an asset at a 

cash pri ce, then that institution signs another Istisna' contract with the same 

company, or a company owned by this company, whereby the financial 

institution is the seller and the company is the buyer buying at a higher 

deferred price. This transaction in its tot ality boils down to eina as the seller 

repurchases the same asset at a higher price.  

¶ Similarly, interest -based financing could be circumvented using a different 

technique: The financial institution acts as the manufacturer in the first 

Istisna', while the company acts as the buyer paying the price in installments. 

Next, the financial institution sings the other (parallel) Istisnaõ contract with 

the same company or another company owned by it, whereby the company is 

the manufacturer and the financial institu tion is the buyer paying the price 

in cash  but it is lesser than the deferred price in the first Istisnaõ contract. 

Effectively, the òsoldó asset remains with the company and the transaction 

carries the same essence of eina, similar to the previous case.  

¶ The actual delivery of the asset in the previous two cases does not lend 

legitimacy to them, because it has no impact on the outcome, which is lending 
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money with increment using the technicalities of sale and purchase between 

the same two parties, which is the essence of eina.  

Effects of Istisna' contract and its conclusion  

    Effects of Istisna' contract:  

To the manufacturer :  He shall have the right over the buyer to pay him the 

price as agreed, since Istisnaõ is a binding agreement, provided he delivers the 

manufactured asset as agreed in the contract.  

To the buyer:  He shall have the right over the manufacturer to deliver th e asset 

as agreed, and he shall own the manufactured asset once it is delivered to him.  

Al-Kasani says: òThe effects of Istisnaõ is that the buyer shall own the asset 

deliverable in the future and the manufacturer shall own the priceó.118  However, 

the matter  of whether Istisnaõ is binding such that its effects become legally 

enforceable has been discussed in detail earlier.  

Conclusion of Istisna' contract:  

Istisna'  contract ends with  the following:  

1.  Fulfillment of the obligations stipulated in the contract; ma nufacturing 

and delivery of the asset by the seller as per the agreement, and payment 

of the price by the buyer.  

2.  The two parties agreeing to terminate the contract at the request of one 

or both of them.  

3.  The death of one of the contracting parties, according to some jurists, 

given that Istisnaõ in its first phase resembles Ijarah  in labor since the 

seller works on the asset before delivering it. However, the most commonly 

held opinion is that Istisnaõ is a sale form the begging to the end of the 

contract, and as such, it should not terminate by the death of the seller 

or the buyer, similar to any other sale contract. Besides, to the majority 

                                                           

118  Al-Kasani, BadaõI Al-Sanaiõ, 5/3. 
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of jurists , the death of the employer or the employee does not necessitate 

the termi nation of the Ijarah  contract. 119  

The contemporary application of Istisnaõ 

a) Istisna' in banking application:  

1.  Implementing Istisna' in banking helps stimulate the economy, regardless 

of w hether the bank acts as a manufacturer or as a buyer.  

2.  As a manufacturer, the bank may invest in industrial projects and real 

estate development, such as by building ships, aircraft, houses, roads, etc. 

To achieve so, the bank sets up the necessary administ rative arms 

specialized in industrial businesses to cater to the needs of the buyers.   

3.  As a buyer, the banks provide the industrial corporations with the 

necessary financing and helps sell their products, which increases their 

profit and brings prosperity  to the society by circulating financial liquidity 

among all parties.   

4.  Moreover, the bank can function as both manufacturer s as well as a buyer 

at the same time, which is called parallel Istisnaõ, as detailed earlier. 

b) Istisna' in Real Estate finance:  

1.  Istis na' can be applied to real estate financing with its various segments, 

such as the construction of houses and commercial buildings.  

2.  Istisna' can be also used in the land zoning, road 

maintenance/construction and other real estate and construction 

projects . 

                                                           

119  Ibn Qudama, Al -Mughni 5/301; Al -Mirdawi, Al -Insaf, 6/61; Al -Kasani, Badaiõ Al-Sananiõ, 5/4. 
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c) Istisna' in industrial finance:  

1.  Istisna' contract can be used in the industrial field in its various forms and 

types, such as manufacturing aircraft, vehicles, vessels , and everything 

that can be manufactured.  

2.  It can also be used to build machines and machines parts, instead of 

importing them from foreign countries at exorbitant values and incurring 

the cost of their shipping. This would revitalize the local economy, 

maintain domestic liquidity, and employ and develop local talents.  
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Chapter 15 

Salam Contract 

The definition : 

¶ One of the meanings of Salam in the Arabic language is giving and 

delivering, and it has the same meaning as Salaf. Al -Mutarrizi says: 

Aslama  in wheat, i.e. aslafa , is derived from Salam; originally, it is ò 

Aslama  in the priceó, i.e. he paid the price of the wheat. 

¶ Technically, Salam refers to selling an asset based on  a description in 

liability for a price that is paid on the spot. However, the jurists mention 

different definitions for Salam according to their dif ference in its rules and 

conditions * 

Legitimacy of Salam  

¶ The legitimacy of the Salam contract is established in the Qurõan, the 

Sunnah , and the consensus of Muslim scholars.  

¶ In the Quran, The Almighty says: {O you who believe, when you owe a debt 

to a named term, write it} .120  Ibn Abbas said: òI bear witness that Salaf 

(Salam) for a definite term is permitted by God in his book, and then  he 

read that verseó.121  

¶ Thus, the verse permits  debt, and Salam is a type of debt.  

¶ As for the Sunnah: òIbn 'Abbas (Allah be pleased with them) reported that 

when Allah's Prophet ( һ) came to Medina, they were paying one and two 

years in advance for fruits, so he said:  Those who pay in advance for 

anything must do so for a specified weight and for a definite timeó.122  

                                                           

120  The Holy Quran (2:282).  

121  Ibn Katheer, T afseer, 1/446.  

122  Reported by Al -Bukhari (2125)  
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¶ As for the  consensus of scholars, Ibn al -Mundhir said òAll of the scholars 

we know agree that Salam is permissibleó.123  

¶ Ibn Qudama  referred to this wisdom in Al -Mughni, where he said: òAnd 

because the sold asset is one of the two values of the contract, so it can 

be postponed and be treated like a debt similar to the price, and because 

people need Salam, as farmers and traders need money to spend on their 

businesses and themselves. For these reasons, Salam has been 

permitted". 124  

Whether Salam is in line with the general  norms  

¶ Although the legitimacy of the Salam contract was established by the 

Qurõan, Sunnah, and the consensus of scholars, the jurists differed as to 

whether this legitimacy is consistent with the general norms and rules of 

sale or that its validity is an exception due to being a public need. Jurists 

had two opinions in this regard:   

¶ The majority of jurists believe that Salam is permitted as an exception as 

it involves the sale of what does not exist at the time of contracting. 125   

¶ On the other hand, accordi ng to Ibn Taymiyyah and Ibn Al -Qayyim, Salam 

is in line with the general rules of Shariah and involves no exception.  

¶ Ibn Taymiyyah said: òAs for their saying, ôSalam is an exceptionõ, it is 

based on what they attributed to the Prophet  (һ) that he said òDo not sell 

what you do not own, however , Salam is an exceptionó but the last part 

[salam is an exception] is not part of the Hadith, but rather is a 

statement by some jurists, since they deemed Salam as a sale of what 

the seller does not own. However, Salam  is a debt, and it is similar to the 

deferred payment sale [in terms of deferring of the two values of the sale], 

                                                           

123  Al-Nawawi, Al -Majomooh, 13/95; Ibn Qudama, Al -Mughni, 9/11.  

124  Ibn Qudama, Al -Mughni, 4/305.  

125  Ibn Humam, Fateh Al -Qadeer, 6/206.  
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so there should be no difference between deferring the price and 

deferring the other valueó.126  

 

Pillars and conditions of Salam  

1.  The majority of  jurists hold that there are three pillars of Salam:  

2.  First - the expression: òoffer and acceptanceó. 

3.  Second - the two contracting parties òthe buyer and the selleró. 

4.  Third - the subject matter of the contract (the two values: the price 

and sold asset).  

5.  Han afis, however, mention the only pillar for Salam, similar to all 

other contracts, i.e. the expression that formulates  the contract: the 

offer and acceptance indicating the two partiesõ agreement to 

establish this contract.  

   The first pillar: the expressi on that formulates the contact:  

The jurists agree that Salam can be formulated with the use of the word 

ôSalamõ or ôSalafõ and their derivatives because all these words indicate the 

same meaning. Jurists also agree that accepting the offer to the formulati on 

of the contract can be with the use of any word that indicates approval, 

such as ôI acceptõ and òI agreeõ and so on. 

The second pillar: the two parties to the cont ract:  

1.  Each of the two contracting parties has to have the legal capacity to 

initiate the c ontract, and that he should have the authority to do so if he 

was contracting for others. 127  

                                                           

126  Majmooõ Fatawa Ibn Taymiyyah, 20/288. 

127  Al-Sarakhsi, Al -Mabsoot 29/38; Al -Kasani, Al -Badaiõ 7/353. 
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2.  The capacity referred to above is the active legal capacity, which means 

the authority of the person to initiate agreements in a legally valid 

manner. This capacity is processed by anyone who is mature in age as 

well as reason, and who is not under interdiction.  

The third pillar: the subject matter of the contract  

1.  Jurists are of the view that for a Salam contract to be valid, it is required 

each of its counter values is recognized by the Shariah, which excludes 

alcohol or pork, for example. 128  

2.  The jurists agree that it is required that both values have to be known 

and determined in kind and amount, to avoid gharar (uncertainty in the 

contract).  

3.  It is also required that t he values be valid to be sold against each other 

without leading to Riba in the sale (Riba al -Nasiõa) since Salam involves 

deferment of one of the two counter values.  

4.  Furthermore, the price in Salam has to be paid in the contracting 

session. More details i n the following.  

 

Payment of the price during the contracting session:  

1.  The majority of jurists hold that one of the conditions for the validity of 

Salam is the delivery of its price in the contracting session. If the 

contracting parties depart before its payment, the cont ract becomes 

invalid. 129  

2.  This is based on the following evidence:  

                                                           

128  Ibn Juzai, Al -Qawneen Al -Fiqhiyyah, p.273; Al -Bahouti, Shareh Muntaha Al -Iradat, 2/215; Al -Khurashi, 
Al-Hashiyah, 5/206; Ibn Rushd, Bidayat Al -Mujtahid 2/227; Al -Bahouti, Kashaf Al -Qinaõ, 3/278; Ibn 
Qudama, Al -Mughni, 4/331.  

 

129  Al-Kasani, Al -Badaiõ 5/202; Al-Shafiõ, Al-Umm, 3/95; Al -Shirazi, Al -Muhathab, 1/307; Al -Sherbini, 
Mughni Al -Muhtaj, 2/102; Al -Bahouti, Shareh Muntaha Al -Iradat, 2/220; Al -Bahouti, Kashaf Al -Qinaõ, 
3/278; Ibn Qudama, Al -Mughni, 4/328; Fateh Al -Qadeer, 5/227.  
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3.  First: The aforementioned Hadith: òThose who pay in advance for anything 

must do so for a specified weight and for a definite timeó. 

4.  Second: If the two parties to Salam leave each other before the price is 

paid, then this would involve the exchange of Kaliõ for Kaliõ, i.e., a deferred 

value for a deferred value, which is forbidden.  

5.  Third: Originally, Salam involves uncertainty (gharar), but yet it was 

validated due to it being a public need; however, if both values are deferred 

then the gharar is doubled and intolerable, especially that there is no 

genuine need to do so.  

6.  Fourth: If the two counter values are deferred, the goal of Salam is not 

achieved, i.e. enabling the seller to use the price for production.  

7.  Malikis, however, allowed delaying the payment of the price to two or three 

days with or without stipulation, given  the Fiqh maxim, "Whatever comes 

close to a thing shares the same rulings of this thing", after they conside red 

two -three day delay as tantamount to expediting the price. 130  

Payment  of part of the price and deferment the other part:  

  If the buyer expedites payment of some price and postponed the balance, 

then the majority of jurists would validate Salam for the p art received and 

would invalidate it for the non -received part. Malikis, on the other hand, 

would invalidate the entire contract. 131  

 

                                                           

130  Mawahib Al -Jaleel, Al -Hattab, 4/514; Al -Khurashi, Al -Hashiyah, 5/220; Ibn Al -mawwaq, Al -Taj Wal 
Iklil, 4/367.  

 

131  Al-Nawawi, Rudat Al -Talebeen 4/3; Al -Sherbini, Mughni Al -Muhtaj, 2/102; Al -Bahouti, Kashaf Al -Qinaõ, 
3/278; Ibn Nujaim, Al -Baher Al -Raõiq, 6/178.  
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Deeming a debt owed b y the seller as a price in Salam:   

¶ It is not valid that the buyer makes the debt that the seller owes t o him a 

price in a Salam contract, since this leads to the prohibited sale of debt for 

debt, as both values , in this case,  are debts. 132  

¶ However, Ibn Taymiyyah and Ibn al -Qayyim  mention that if the debt was 

due, then it would be accepted since it would not involve then the sale of 

debt for debt and since the debt amount is deemed paid to the seller in 

this case if it is due. 133   

¶ If, on the other hand, the debt were not due, then no  jurist would validate 

the Salam, as it would involve then the sale of a deferred debt for a deferred 

debt, not to mention the fact that this could be a stratagem for Riba 

(increasing the debt amount in return for its postponement).  

 

Conditions of an asset  sold in Salam:  

All jurists agree that it is required for the validity of Salam that the object 

of sale be defined in a way that leaves no room for dispute. As such, it has 

to be defined in kind, quality, amount , and date of delivery, based on the 

Hadith òThose who pay in advance for anything must do so for a specified 

weight and for a definite timeó. 

a) It is sold based on a  description in liability  

1.  According to all Fiqh schools, the asset has to be sold based on  a 

description in liability, i.e. it cannot be a particular  existent thing. 134  

                                                           

132  Ibn Abedeen, Hashiyah, 4/209; Al -Ramli, Nihayat Al -Muhtaj, 4/180; Al -Bahouti, Shareh Muntaha Al -
Iradat, 2/221; Al -Bahouti.  

133  Ibn Al -Qayyem, Iõlam Al-Muwaqiõeen, 2/9. 

134  Al-Baberti, Al -Iõnaya, Fateh Al-Qadeer, 6/219; Mawahib Al -Jaleel, Al -Hattab, 4/5 34; Al -Ramli, Nihayat 
Al-Muhtaj, 4/183; Al -Nawawi, Rudat Al -Talebeen 4/6.  
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2.  This is because the determin ing  existing thing may  get damaged 

before the delivery date, which puts the whole contract at risk.  

3.  Accordingly, it is imperative that the sale in Salam be based on 

description basis, so that it may be established in the liability of the 

seller, and such gharar  is avoided. As for the properties that do not 

admit description, they cannot be sold on Salam basis, and this is to 

avoid the major gharar involved then as described above.  

4.  Based on the above, the majority of jurists state that currencies can 

be sold on Salam basis, as currencies  admit description, but only on 

the condition that Riba in the sale i s avoided, i.e. the price and the 

counter value are valid to be sold against each other without falling 

in Riba in the sale. However, the Hanafis excluded currencies from 

the scope of Salam in all cases, so to them , currencies  cannot be sold 

on a Salam bas is. 135  

b) Delivery of the sold item of Salam being in the future:  

1.  The majority of jurists require the validity of Salam that the sold item 

be delivered in the future, such as if agreed to be delivered on the spot 

then the Salam is invalid. This is based on the  Hadith òThose who pay 

in advance for anything must do so for a specified weight and for a 

definite timeó. The Hadith mentions that the Salam asset is delivered 

in the future and the date of delivery has to be determined. 136  

2.  Besides, the nature of Salam and the wisdom behind it call for future 

delivery of the sold asset, i.e. it is a sale with future delivery to enable  

the seller to benefit from the advanced price in procuring the sold 

assets, and this takes time, as is typica lly the case in Salam in crops.  

                                                           

135  Al-Baberti, Al -Iõnaya, Fateh Al-Qadeer, 6/206  

136  Al-Hedaya, Al -Mirghinani, Fateh Al -Qadeer, 6/217; Al -Bahouti, Shareh Muntaha Al -Iradat, 2/221; Ibn 
Juzaiõ, Al-Qawaneen AL -Fiqhiyyah,  p.274; Ibn Qudama, Al -Mughni, 4/321.  
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3.  The Shafiõis, on the other hand, validate Salam with spot delivery of 

the sold assets. To them, if Salam with future delivery is allowed, then 

Salam with spot delivery should be allowed too, especially that Ghare r  

would be m inimized then since delay involves some uncertainty 

resulting from the possibility of the sellerõs failure to deliver the sold 

asset. 137  The Shafiõis here do not consider the wisdom behind the 

legitimacy of Salam.  

c) That the sold item can be delivered on time : 

1.  This condition implies that the sold item must be expected to be available 

on the agreed delivery date. This condition for the validity of Salam has 

been agreed upon by all jurists, and it is meant to avoid the prohibited 

gharar. 138  

2.  Accordingly, it is not permissible to sell on Salam basis fruit that does not 

exist, or rarely exists, on the delivery date, just as it is not permissible to 

sell the fruits of a particular palm tree or the fruits of a particular orchard, 

because this particular source may fail to produce the expected fruit.  

3.  However, to the majority of jurists, the existence of the item sold on Salam 

basis at the time of contracting is not a condition for the validity of Salam, 

so it is permissible to sell items non -existent at the time of the co ntract or 

later on, as long as they are expected to be available on the delivery date. 139  

4.  The evidence for that is the aforementioned Hadith òIbn 'Abbas (Allah be 

pleased with them) reported that when Allah's Prophet ( һ) came to Medina, 

they were paying one and two years in advance for fruits, so he said: Those 

who pay in advance for anything must do so for a specified weight and for 

                                                           

137  Al-Shirazee, Al -Muathab, 1/304.  

138  Al-Shirazee, Al -Muathab, 1/305, Al -Hedaya, Al -Mirghinani, Fateh Al -Qadeer, 6/213; Al -Bahouti, Kashaf 
Al-Qinaõ, 3/290; Al-Nawawi, Rudat Al -Talebeen 4/11.  

139  Al-Shirazee, Al -Muathab, 1/ 305, Al -Hedaya, Al -Mirghinani, Fateh Al -Qadeer, 6/213; Al -Bahouti, Kashaf 
Al-Qinaõ, 3/290; Al-Nawawi, Rudat Al -Talebeen 4/11.  
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a definite timeó. 140  Hence, the Prophet  (һ) di d not stipulate that the sold 

item be existent at the time of the contract; if it were a condition he would 

have mentioned it and would have forbidden them from selling for the two 

and three years because it is known that the fruit does not last for this 

long.  

5.  On the other hand, Hanafis, and some other scholars like Al-Thawri  and 

Al-Awzaõi disagreed with this submission. To them, Salam is not valid 

except in what is available in the market from the time of the contract to 

the delivery date without interruption. 141  

6.  They base their opinion on the argument  that the term in Salam is 

invalid ated by the death of the seller, so the sold item must be immediately 

taken from the wealth he leaves behind. Therefore, it is required that the 

sold item be permanently present so that the ability to deliver it persists at 

all times and thus, gharar is av oided.  142  

 

d) Designating the place of delivery:  

1.  The jurists have two different opinions regarding the requirement to specify 

the place of delivery for the validity of Salam.  

2.  First: It is not required to specify the place of delivery unless if moving the 

sold  asset to a different place involves some significant expenses. 143   

3.  The second: It is not required to specify the place of delivery, because there 

is no textual evidence for such a requirement, yet it is recommended.  

                                                           

140  Reported by Al -Bukhari (2125)  

141  Al-Hedaya, Al -Mirghinani, Fateh Al -Qadeer, 6/213; Ibn Qudama, Al -Mughni, 4/326; Al -Qasani, Al -
Badaiõ, 5/211. 

142  Al-Hedaya, Al -Mirghinani, Fateh Al -Qadeer, 6/213; Ibn Qudama, Al -Mughni, 4/326; Al -Qasani, Al -
Badaiõ, 5/211. 

143  Ibn Abdeen, Al -Hashiyah, 4/207; Al -Nawai, Rudat Al -Talebeen 4/12 -13; Al -Sherazi, Al -Muhathab, 
1/307; Ibn Qudama, Al -Mughni , 4/333.  
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4.  However, to eliminate a possible dispute between the two contracting 

parties, the place of delivery should be defined, and in the event of a 

disagreement over the delivery place, the parties should refer to the custom. 

In the absence of custom, it is the place where the contract has taken place, 

except that if the location of the contract turns to be inappropriate, such 

as if the contract was initiated  in a plane or on a cruise, here the parties 

should seek arbitration if they do not settle for  the place of delivery.  

The provisions of Salam  

Exchan ge of ownership  

1.  When the seller receives the price, he owns it and thus, has the right to 

spend it in all legal ways.  

2.  As for the sold item, it does not belong to the buyer yet, since it is still a 

debt not received.  

Replacing and disposing of the Salam asset before its receipt:  

1.  Based on the fact that the sold asset in Salam is a debt whose receipt is 

uncertain, the majority of jurists have held that it is invalid to sell it to the 

same debtor (the seller in the Salam contract) or others or to even replac e 

it with another asset since this very sale is unstable as it may be canceled 

and the seller may fail to deliver the sold asset. 144  

2.  Malikis, Ibn Taymiyyah, and Ibn Qayyim al -Jawziyya, however, permitted 

the sale of the Salam asset before receiving it to the  same seller for the 

same price or a lesser price, but not for a higher price as the later may 

involve a suspension of Riba. 145  

                                                           

144  Al-Nawawi, Al -Majmooh, 9/273; Al -Bahooti, Kashaf Al -Qinaõ, 3/293. 

145  Ibn Juzaiõ, Qawaneen AL-Fiqhiyyah, p.274 -275; Ibn Taymiyyah, Al -Fatawa, 29/503 -504 -518 -519; Ibn 
Al-Qayyim, Tahtheen Al -Sunan, 5/111.  
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Delivering the Salam asset  

1.  The jurists have agreed that the seller has to deliver  the Salam asset on 

the agreed delivery date.  

2.  If it is found as per the specifications  agreed in the contract, the buyer has 

no choice but to accept it.  

3.  If, on the other hand, the Salam asset delivered not meeting the description 

in a way that affects  its market price or its use, then the buyer has the 

r ight to reject it.  

4.  If the buyer refuses to receive the Salam asset with no valid reason, it 

becomes trust in the hands of the manufacturer, which means that his 

liability for it shall be limited only to cases of negligence o r  misconduct. 

Furthermore, the b uyer shall bear the cost of keeping it, if any.  

5.  It is permissible to stipulate in the Salam contract that the seller shall 

have the right to sell the Salam asset on behalf of the buyer if the latter 

refrains from taking delivery of it beyond a certain peri od, without a valid 

reason.  

6.  If the seller offers the buyer to deliver the Salam asset with specifications 

better than agreed in the contract in return for an increase in the price, 

the buyer has the right to refuse the offer, and the seller must deliver th e 

asset according to the specifications mentioned in the contract. If, 

however, the better specifications are offered free of charge, the buyer has 

no right to reject the asset unless he has a valid excuse, as per custom, 

not to accept it. A valid reason c ould be such as if the original form of the 

asset is the only one that serves the purpose of the buyer, or that the 

adjusted asset would incur him more expenses, like extra taxes.  

7.  If the seller offers the buyer as an asset that is lower in quality than agreed 

in the contract, the buyer has the right to reject it even if it is in return for 

a refund of part of the price. In case of refusal, the manufacturer must 

deliver the asset as agreed in the contract.  
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8.  The seller m ust deliver the manufactured asset to the buyer on the 

agreed delivery date. If, however, the seller offers to hand it over earlier 

than agreed, the buyer has to accept it, unless he has a valid excuse, as 

per custom, to turn the offer down, such as if thi s will incur him an 

additional cost, or that his warehouse is not ready yet to receive the 

asset.  

9.  If the seller offers the buyer to deliver the Salam asset in a place other than 

the agreed -upon location, the buyer is not obliged to accept the offer, and 

he has the right to adhere to the place stipulated in the contract, especially 

if its transfer involves extra cost. Some jurists, however, give the buyer no 

right to reject the offer if the buyer does not have a valid excuse for 

rejection. 146  

Failure to delive r the Salam asset upon its maturity date  

1.  There are two juristic opinions about  the failure to deliver the Salam asset 

upon its maturity date:  

2.  To the majority of jurists, the buyer is at option whether to wait until it is 

available or to revoke the contract  and recover the price. 147   

3.  To some jurists, the contact shall be revoked, and the price has to be 

refunded to the buyer right away.  

Guaranteeing the Salam asset:  

The Salam asset is a debt and as such, it can be guaranteed and documented 

by all valid means s uch as writing, witnesses , and taking sureties . 

 

                                                           

146  Al-Nawawi, Rudat Al -Talbeen, 4/31.  

147  Al-Nawawi, Rudat Al -Talbeen, 4/11; Ibn Juzaiõ, Qawaneen AL-Fiqhiyyah, p275; Al -Hedaya, Al -
Mirghinani, Fateh Al -Qadeer, 6/214; A -Bahooti, Sharh Muntaha 2/220.  
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Delivering the Salam asset over stages:  

1.  It is permissible to agree to hand over the Salam asset in stages at 

different times, provided that these dates are set with their respective 

stages such that gharar a nd causes of dispute are avoided.  

2.  If the buyer has collected part of the Salam asset, and the seller is unable 

to deliver the rest, the Salam shall be revoked for the remaining part, and 

the price corresponding to it must be refunded. 148  

3.  If the type of the S alam asset delivered at each stage differs, then this is 

not a single Salam, but rather multiple Salam contracts and each of them 

should be treated as an independent Salam contract.  

Advantages of Salam financing  

Salam contract benefits both the seller and the buyer, as well as the overall 

economy.  

1.  The seller, through the advanced sale of the goods, can obtain the 

necessary liquidity to produce those goods, i.e. he can purchase the raw 

materials and the other elements necessary for production. Although he 

sells the produced goods at a price which  is lower than what he would get 

if he sold them with immediate delivery, the deal remains advantageous to 

him as some profit is better than no  profit at all . 

2.  The buyer, on the other hand, through Salam contract can buy goods at a 

price below their market value, so that he can make a profit when he sells 

them after he collects them.  

3.  Furthermore, the overall economic benefit is achieved by Salam, because 

it is a sale that helps and encourages the increase in production, which 

benefits all society.  

                                                           

148  Ibn Qudama, Al -Mughni, 4/388.  
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4.  Salam fina ncing can be used to finance various production elements. With 

the advanced price paid, the seller can procure raw materials, machinery, 

real estate and labor without the need for multiple financing contracts for 

each of these components.  

5.  Salam financing a chieves the optimal economic use of the financing bank's 

resources, since it benefits all stakeholders including the society, and thus 

the real mediator role of Islamic banks is performed, in terms of mediation 

between the fund 's owners and the producers.  

Parallel Salam  

Selling the Salam asset in a parallel Salam  

A parallel Salam is another Salam contact conducted with a third party in 

parallel with the first Salam to deliver an asset that is identical in its kind, 

features and delivery date with the Salam asset in the first Salam contract. The 

one who initiates it is either the seller in the first Salam, to source  the asset he 

is supposed to deliver in the second Salam so that he becomes a buyer after 

being the seller in the first Salam contract; or he coul d be the buyer in the first 

Salam contract, to sell  what he has purchased in the first Salam, so he becomes 

the seller after being the buyer in the first Salam.  

The advantage of parallel Salam  

Parallel Salam contract provides a solution for Islamic financ ial institutions to 

sell the goods that these institutions buy in Salam. Principally, the Salam 

contract has limited applications in Islamic financial institutions, given the 

requirement to expedite the payment of the price, which makes Salam applicable 

to buying from customers, not selling to them. However, the challenge comes 

afterward, which is to wait until delivery to become able to sell the assets 

purchased through Salam. Parallel Salam comes to solve this problem as it 

enables the Islamic financial i nstitution to sell what it has purchased before the 

delivery date. After signing the first Salam contract as a buyer, the Islamic 
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financial institution waits for some time then sells the same goods through 

parallel Salam. This lapse of time is necessary to  be able to demand a price higher 

than the buying price in the first Salam, as it is known commercially that the 

longer the time for delivery of goods, the lower the price, and vice versa. Thus, 

the Islamic financial institution can earn a profit by execut ing parallel Salam on 

the goods it purchases though Salam financing, without having to wait until 

delivery.  

 

Parallel Salam Conditions:  

1.  First: The party with whom the subsequent Salam is signed must be 

completely independent of any of the two parties to th e first Salam, to avoid 

eina.  

2.  Second: the two Salam contracts have to be independent of each other in 

their rights and obligations so that one contract is not affected by the breach 

of the obligations of the other contract. However, the terms and condition s 

of the two contracts can be similar or different.  

3.  Third: It cannot be stipulated in the subsequent Salam that the seller sells 

the asset he has purchased in the first Salam. However, he can mention the 

same specifications so that when he takes delivery o f the asset, he delivers 

the same to the buyer in the second Salam. If the first seller fails to deliver 

the asset as per description, the seller in the second Salam must remain 

liable for delivering the asset he has sold. This is because the obligations o f 

the two contracts must be fully independent of each other.  

4.  Fourth: There must be no collusion between the three parties to execute 

tawarruq via Salam, such that the third party afterward buys or sells the 

same asset to one of the two parties to the first  Salam.  

Sharia violations in Salam applications  

1.  Salam may not be used to justify perso nal or corporate cash financing  
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¶ Salam contract is a genuine sale that has been exceptionally validated by 

the Shariah given  its merits, as mentioned above. Therefore, it is not 

permissible to misuse this privilege to justify dealing in cash, i.e. providing 

cash finance. This happens when a sum of cash is paid to the client as a 

price for a specific commodity that the bank buys  on Salam basis from the 

client, and then the same bank, on behalf of the client, buys the Salam 

commodity, receives it, sells it at a higher price, and makes a profit. The 

client pays the price of the commodity to the one from whom it was 

purchased by pay ing to the same financing bank, which manages an 

account for the commodity supplier, and this very supplier is the one who 

buys  the commodity from the bank.  

¶ It is obvious that the essence of the above  transaction is cash financing 

and not a real Salam, an d it does not differ in essence from tawarruq, 

which is prohibited by the Fiqh Academy. 149  

¶ No matter what form cash financing may take, and regardless of whether 

the underlying commodity is possessed by the financial institution, the 

transaction remains impe rmissible as long as it is used to provide cash 

financing to the client, who repays the amount with an increment payable 

to the same financial institution or to the third party through the 

mediation of this institution * 

 

2.  Parallel Salam with either of two p arties to the first Salam is not 

permitted  

To avoid usurious financing, the second (parallel) Salam cannot be conducted 

with either of the parties to the first Salam, or with an institution owned by one 

of the two parties to the first Salam. For example, a financial institution signs 

Salam contract  with a company to buy some of its products and pays the price, 

                                                           

149  Fiqh Academy Resolution No. 179 (19/5) on Tawarruq, 2009.  
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e.g. 100,00, then, at a later stage that institution signs another Salam contract 

with the same company, or a company owned by this company, to sell the same 

products for 120,000. Effectively,  the financial institution has lent 100,000 to 

the company to recover 120,000  later. Even if actual delivery of the asset takes 

place in both sale contracts, it does not lend any legitimacy to the transaction, 

because it would have no impact on the outcome , which remains an exchange of 

100,000 for 120,000 through the technicalities of the sale contracts, i.e. the 

essence of eina.  
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Chapter 16 

Murabaha Financing 

Definition of the banking Murabaha  

Murabaha is a sale, and its original juristic meaning refers to  the sale of a 

commodity at its cost plus a known profit. It is one of the trust -based Sales 

because it is based on trusting the seller about  the cost he discloses to the buyer. 

However, Murabaha in the banking application refers to a transaction where the  

bank purchases for itself a commodity identified by the client, pays its price in 

cash and then sells it to the client on Murabaha basis, i.e. for a price comprising 

two elements: the cost of the purchase and a known mark -up* The client pays 

this deferred  price in insta llments according to an agreed schedule.  

Similarities and differences between Murabaha in its simple traditional 

form and the banking Murabaha 6 

Banking Murabaha resembles the simple traditional Murabaha in the way the 

ultimate price is deter mined, as the bank determines the price about  the cost 

and a specific profit margin above it. Apart from this point, there is nothing in 

the modern banking Murabaha that resembles the traditional Murabaha, the 

most obvious difference being the financing nature of the banking Murabaha. 

However, the di fferences between these two forms of Murabaha can be 

summarized as follows 6 

¶ In the simple Murabaha, there is no pre -contract promise stage, whereas 

in the banking Murabaha the contract is preceded by a promis ing  stage* 

¶ The commodity to be sold in the banki ng Murabaha contract is owned by 

the bank upon request from the buying client, while in the simple 

Murabaha the seller owns the commodity without a request from the 

buyer* 

¶ The price in the banking Murabaha is mostly deferred and paid in 

insta llments, since  this Murabaha is a financing instrument, while 

nothing necessitates such a thing in the simple traditional Murabaha.  
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¶ The customer in the banking Murabaha often knows the price at which 

the bank has bought the commodity, and he is the one who identifies th e 

commodity and its supplier to the bank and requests it to purchase it, 

while none of these things take place in the traditional Murabaha.  

¶ In the banking Murabaha, the bank buys the commodity to sell it 

immediately to its client, who requested its purcha se; while the seller in 

the traditional Murabaha does not buy the commodity for a pacific client, 

but to sell it to anyone who offers to buy it, and probably for himself before 

deciding to sell it off.  

¶ The seller in the simple Murabaha may admit some improvement to the 

commodity, given that he may first acquire it for himself, or to sell it and 

gain more profit, whereas , in the banking Murabaha, the bank buys it to 

sell it immediately to the customer, and therefore there is often no 

improvement to the commodity.  

¶ In the banking Murabaha, the customer often knows the price and the 

features of the commodity before  signing the Murabaha contract, so the 

probability of cheating in the price of the commodity itself is minimal, 

unlike in the simple Murabaha.  

¶ The simple Murabaha contact may be effected on any commodity o r  

financial value, whereas the banking Murabaha is effected on things that 

the bank usually deals with, and the bank refuses to deal in many 

commodities for various considerations, such as the com modities that 

involve high risks like animals.  

Significance of Murabaha  

Murabaha contracts are distinguished by the following advantages to Islamic 

banks:  

¶ Achieving good profits for the Islamic financial institutions, which may 

exceed the profit achieved by lending the same amount on interest.  
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¶ Securing the necessary daily liquidity for the Islamic bank, while 

investment projects do not usually pay off quickly.  

¶ Murabaha enables Islamic banks to finance things that cannot be financed 

in other ways, such as t he daily needs of individuals and the public sector.  

¶ The absence of the constraints and legal challenges that are normally 

involved in investment projects.  

¶ The implementation of Murabaha contracts does not require much 

experience and study as required for investment projects, and this is 

especially significant for the relatively newly -established Islamic banks.  

¶ Murabaha financing involves fewer risks compared to investment projects, 

and this is considered important, especially in light of the unstable 

economic conditions of many Islamic countries.  

¶ Murabaha contracts are capable of attracting a huge number of clients of 

different specializations, which allows them  to experience Islamic banking, 

especially since Islamic countries, where Islamic banks mostly op erate, are 

among the importing countries, and Murabaha contract is the best 

financing instrument to fulfill the importing needs.  

¶ Murabaha sale reduces the cost for the importers or the commoditiesõ end-

users since it helps remove intermediaries between the  supplying parties 

and the Murabaha customers. For there is a difference between buying a 

commodity from a series of merchants each adding a profit margin to the 

price, and buying it from one intermediary (the bank) that buys it directly 

from the supplier.   

The downsides of Murabaha application  

¶ The excessive use of Murabaha in Islamic banks led to giving less attention 

to investment projects that benefit the Islamic community. This, in turn, 

also led to the lack of experience of these Islamic banks in devel oping 

investment projects.  
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¶ In terms of economic impact, Murabaha did not achieve the intended 

purpose, as it was mostly geared towards financing imported goods, even 

if they were luxuries. This would negatively affect the economies of the 

Muslim societies,  as the expansion of imports leads to a disruption of the 

trade balance and a depreciation in the price of the local currency.  

¶ The application of Murabaha contracts in some Islamic banks involved 

some Shariah violations that reduced the difference between them and 

conventional financing. In some cases , the contract deviated from its 

purpose and was used in tawarruq transactions, where the goods are not 

intended for sale and purchase. These irregularities in application 

prompted Fiqh Academy to issue recomme ndations to reduce the use of 

Murabaha and limit it to the applications that do not involve violation of 

the Shariah rules and to attempt to expand the use of investment 

contract s, such as Mudaraba and leasing.  

¶ Murabaha contract raises some questions, whic h causes some customers 

to accuse Islamic banks as violating Islamic law in their practice of this 

contract, and that they legalize for themselves what they forbid for others, 

and that they deal in Riba under the guise of sale. This has harmed the 

reputati on of Islamic banks, especially since many clients fail to 

distinguish and differentiate between Riba and the deferred payment sale.  

The scope of uses of  Murabaha financing  

Islamic banks prefer to use Murabaha to finance the needs of customers that are 

not  forbidden in Shariah, and they are the following:  

1.  Vehicle Murabaha , which helps customers acquire their desired vehicles 

and cars, and it is the most common Murabaha financing in Islamic banks.  

2.  Real estate Murabaha , which is used to finance the acquisition of existing 

houses, shops , and other real estate properties.  

3.  Commodity Murabaha , this financing enables customers to own any type of 

commodity, for example:  



 

Page 223 of 490 

 

- Furniture * 

- Electronics * 

- Hardware and machinery.  

Financing the purchase of gold and silver is not possible through Murabaha:  

It is noteworthy that the bank cannot finance the purchase of gold and silver 

through the Murabaha process, because it violates the Shariah regulations in 

terms of the inadmissibility of selling these two metals for  a deferred price (on 

installments).  

4.  Financing services through Murabaha  

Murabaha is not limited to in -kind things, but may also apply to services. Many 

Islamic banks finance various services such as study, travel, health services, 

home maintenance, and ot hers. Some Islamic banks finance these services 

through service Ijarah ,  not Murabaha, but the essence of the two is the same. 

The Islamic bank buys the service from its suppliers, such as the education 

service by buying academic seats at a university, and  then sells it to its clients 

by installments.  

5.  Documentary Credit through Murabaha (Murabaha 

LC) 

Murabaha through documentary credit is used to finance foreign trade by 

importing goods from foreign suppliers. Herein, the role of the Islamic bank is 

not lim ited to mediating between the importer of the commodity and its foreign 

supplier and guaranteeing the fulfi llment of each partyõs obligations. Rather, the 

Islamic bank buys the commodity from the foreign supplier for itself first and 

then sells it to its c ustomer. That is, the Islamic bank bears the liabilities 

associated with its contract with the supplier, whereas in the conventional LC, 

the customer buys from the foreign supplier, and the bank is merely a mediator 

and guarantor of this transaction.  
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There fore, Murabaha LC can be considered as a commercial credit that carries 

the risks associated with trade and dealing in goods. As for the ordinary 

documentary credit, it is a financial credit that does not involve dealing in goods 

or services, but rather it  involves providing cash against forward ing  cash, and 

this is the essence of Riba.  

 More details on Murabaha LC transactions will be provided when discussing the 

documentary credits.  

Shariah aspects of Murabaha  

Legitimacy of Murabaha  

Murabaha is a sale con tract, and sale contracts are legitimate as long as they 

have fulfilled their Shariah conditions. Murabaha does not differ from the normal 

sale except in the method of determining the price, i.e. disclosing the cost and 

adding a known increase to as a prof it.  Shariah texts include ones that have 

explicitly permitted sale contract, such as the Quranic verse: {Allah has 

permitted trade and has forbidden interest }150 , and the verse: { O you who have 

believed, do not consume one another's wealth unjustly but only  [in lawf ul] 

business by mutual consent}. 151  

The Prophet  (һ) also reiterated the permissibility of sale contracts if conditions 

are fulfilled by saying: òsell as you wish.ó152  Another report from the Sunna 

mentions that the Prophet  (һ) came to Madina and saw i ts people buy and sell 

and he approved that. Numerous narrations are  indicating that the Prophet (һ) 

                                                           

150  The Ho ly Quran: 2: 275.  

151  The Holy Quran: 3: 29.  

152  This is a part of the Hadith narrated by Ubada bin Al -Samit, in which the Prophet (һ) says: ò "Gold is to 

be paid for with gold, silver with silver, wheat with wheat, barley with barley, dates with dates, and salt 
with salt, same quantity for same quantity and equal for equal, hand to hand (i.e. payment being made on 
the spot). If these classes di ffer, sell as you wish as long as payment is made on the spot." [Reported by 
Muslim (1587); Abu Dawud (3349 -3350); Al -Termithi (1240).  
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sold and bought on his own. These Shariah texts made the scholars 

unanimously agree on the permissibility of sale contact.  

The clearest Fiqhi  text allowing Murabaha is that of Imam Al -Shafiõi in his book 

"Al -Umm". He mentions an application of Murabaha that is similar to the 

banking Murabaha "And if a man shows another a commodity and then says to 

him ôbuy this and I will buy it from you with a profitõ then this is permissible."153  

It is obvious that the meaning of òI will buy it from you with a profitó in the 

Shafiõiõs statement ôI buy it from you as a Murabaha by giving you an increase 

over your costõ. 

This application of Murabaha mentioned by Imam Al -Shafiõi is exactly the way it 

is in Islamic banks, where the customer identifies a commodity to the Islamic 

bank by mentioning its specifications and promises the bank that he will buy it 

from it with profit.  

Application steps of Murabaha and their  Shariah provision rules  

The application of Murabaha in banks includes several stages, which can be 

summarized in the following three stages:  

The first stage: the negotiation stage.  

The second stage: the stage where the bank owns the commodity and then sel ls 

it on Murabaha basis to the customer.  

The third stage: the ownership stage.  

Below is a description of each stage along with its relevant matters and 

procedures.  

 

The first stage: the negotiation stage  

  At this stage, the customer submits a request to t he Islamic bank to obtain 

financing in the form of Murabaha for the purchase of a specific commodity from 

                                                           

153  Al-ShafiõI, Al-Umm, 3/39.  
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a specific supplier. The customer also submits a quotation from the supplier in 

the bankõs name. The bank then studies the customer's credit standing by 

checking his income and periodic financial commitments and decides  whether 

or not to finance him.  

If to proceed with the financing, the banks ask the customer to sign the 

purchase -undertaking document, where the customer promises the bank to buy 

the com modity from it after the bank purchases it from its supplier. The 

customer provides the guarantees demanded by the bank, including the so -

called earnest money, which to be considered as part of the price if the 

transaction is completed. If, however, the cl ient abandons the purchase, the 

bank deducts from this money an amount corresponding to the actual loss it 

suffers, if any, and the balance is returned to the customer.  

The procedural details of this stage  

1.  The customer specifies for the Islamic bank the su pplier of the commodity 

and submits the price quotation in the bankõs name.  

At this sta ge, the customer has to observe the following Shariah issues:  

¶ That the supplier of the Murabaha commodity is a party that is 

independent of the customer; not owned by h im in whole or in significant 

part s such as a quarter or a third. This is to avoid eina through buying in 

cash and then reselling on credit to the same party.  

¶ That the customer does not collude with the supplier that the price of the 

good, when quoted to t he bank,  exceeds its real price, such that the 

supplier takes the real price and gives the remainder to the customer. This 

is because the amount that the customer receives , in this case,  is repaid 

with excess to the bank, similar to the interest -bearing loan. However, in 

that case, it is the customer, and not the bank, who bears the sin of 

violating the Shariah. The case can be further illustrated as follows:  

- Murabaha commodity is a car a nd its market value  is 100,000.  

- The dealer agrees to raise the carõs price in the quotation to 120,000. 
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- The bank hands over 120,000 to the supplier.  

- The supplier hands over 20,000, to the customer based on a prior 

agreement between them.  

- The customer pays the bank the due installments that include the profit 

in addition to the profit on the extra cash received (20,000), and hence the 

Riba.  

¶ That the customer collude s with the supplier to increase the price of the 

commodity so that the down payment that the bank may require the 

customer to pay is covered by this increase. This involves deception and 

fraud, and the Prophet  (һ) said: òWhoever cheats, he is not one of us.ó This 

is illustrated by the following example:  

If the bank requires its cu stomers to pay 15% of the car price directly to the 

supplier as a down payment, the customer who does not want to pay this amount 

may collude with the supplier to increase the price in the quotation by the same 

percentage. Then he brings a receipt from the  supplier as a false  proof of 

payment, so the bank ends up paying the full price.  

2.  The bank requires the customer in most cases to provide various guarantees, 

such as mortgage, checks, or a request to transfer his salary to the bank, to 

exercise these guara ntees i f the customer defaults in payment. This is 

permissible according to Shariah because the Shariah allows the creditor to 

safeguard his debt by lawful means like those guarantees. The bank may 

demand and collect these guarantees in agreement with the customer before 

or after signing the Murabaha contract.  

3.  The customer signs the purchase undertaking, which binds him and which 

includes the total price comprising the cost and the markup. This document 

is not a contract, because an agreement that binds one  party only is not a 

contract, and Fiqh Academy has approved the binding commitment from one 

party in Murabaha. The purpose of this promise (purchase undertaking) is to 

use it against the customer if he fails to execute the  Murabaha after the 
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Islamic bank  has purchased the commodity from its supplier, so that the 

bank can, by this undertaking, hold the customer liable for the loss resulting 

from selling the commodity at lesser than the cost, if the supplier refuses to 

take it back.  

4.  If the Murabaha was for  financing the acquisition of a used car that is 

mortgaged to a conventional bank, then there are two scenarios:  

¶ The first scenario: the price of the car in the market is higher than, or 

equal to, the value of the debt remaining on the car owner with the 

conventional bank. In this case, the Islamic bank purchases the car from 

its owner and issues a check in the name of the conventional bank for the 

value of the car on condition that the Islamic bank receives an official letter 

from the conventional bank sta ting that the mortgage is transferred to the 

Islamic bank. This is permissible because the Islamic bank only deposits 

the amount in the conventional bank on behalf of the car owner to pay off 

his debt. Then, the Islamic bank sells the car on Murabaha basis  to the 

Murabaha client.  

¶ The second scenario: the price of the car in the market is less than the 

value of the debts remaining on the car owner with the conventional bank, 

in this case , the Islamic bank buys the car from its owner at the market 

price only,  and the amount is transferred in favor of the conventional bank 

on condition that it submits a formal letter stating the transfer of the 

mortgage to the Islamic bank. The seller would bear the settlement of the 

remaining sums due to the conventional bank.  

5.  The customer may offer to pay a small amount to the owner of the commodity 

to reserve the commodity for him lest he sells it to another before he can  

obtain the necessary approval from the bank. This is permissible and is not 

considered a direct purchase of the commodity from its original owner, and 

the owner is mostly informed that the customer is going to buy the commodity 

not by himself, but rather through obtaining bank financing in the form of 

Murabaha.  
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6.   If the customer wants to buy a specific commodity through Murabaha 

financing, he must not initiate a purchase agreement such as by making an 

advance payment that forms a significant part of the pri ce as per the 

commercial custom, 20% for example. This behavior implies the conclusion 

of sale between the customer and the supplier, rendering thus the rest of the 

price a debt owed to the customer. In other words, the bankõs role, in this 

case, boils dow n to financing the customer in this debt, as the bank cannot 

buy the commodity after the customer has bought it from its original owner. 

However, the process can be corrected if the bank requests its customer to 

cancel his obligations towards the seller an d recover the payment he made. 

Then, the bank purchases the commodity from its seller and sells it to the 

customer through Murabaha. Nevertheless, if the customer, for some reason 

wants to make an advanced payment to the commodity owner, then he can 

do so only on behalf of the bank *  

7.  When negotiating the price with the customer, the bank normally determines 

the price in consideration of the number of installments and the term of their 

payment. This is valid and cannot be regarded as Riba, because the two 

parties are still in the negotiation stage, and they have not signed the sale 

contract yet. An i ncrease in money against time is forbidden only in the 

context of debts or loans, not when negotiating the price, and the price in the 

negotiation stage of a forw ard sale has not turned into debt yet such that its 

increase for a time becomes a kind of usury.  

The second stage: the bank owns the commodity and then sells it on 

Murabaha basis to the customer  

At this stage, the bank prepares all the documents and contra cts required to 

carry out the transaction. The bank hands over the Manager Check or the local 

purchase order document (LPO) to the seller to buy the commodity from him. 

Having received the commodity and completed the deal, the bank signs a 

Murabaha contrac t with the customer , and the commodity is delivered to him at 
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the sellerõs place or anywhere else, so the customer becomes the new owner of 

the commodity, owing its price to the bank. However, it should be noted that 

Murabaha part of the whole process rela tes only to the point when the banks sell 

the commodity to the customer, and whatever takes place before  this is not part 

of the Murabaha contract, but rather a prelude to it.  

Details of the procedures for this stage  

1.  The bankõs possession of the goods from the seller through purchase is 

considered one of the most important and serious legal issues in Murabaha 

because it is not permissible for the bank to sell something that it has not yet 

acquired. The evidence for th is is the saying of the Prophet (һ): òOh Hakeem, 

do not sell what you do not have.ó154  However, the bankõs ownership of the 

goods is achieved once the seller has accepted the Manager Check or the LPO 

document.  

2.  Once the bank has owned the commodity and took constructive possession of 

it by having i t at its disposal, not necessarily through actual delivery, the bank 

can sell it to the customer. This is because the legal condition of the seller being 

liable for what he sells,  as requested in the Hadith òThe Prophet  (һ) prohibited 

to profit from what y ou do not possess ( selling what has entered oneõs 

liability )ó155  is achieved under  constructive procession.  

3.  To transfer the ownership of the commodity to the customer, the bank has to 

execute the Murabaha contract with the customer, as the purchase 

undertaking previously signed by the customer is not a sale contract, and 

Murabaha contract cannot be deemed automatically concluded between the 

two parties once the bank purchases the commodity.  

                                                           

154  Reported by Abu Dawud (3503).  

155   It was narrated from 'Amr bin shu'aib, from his father, from his grandfather, that: the Messenger of 

Allah (һ) prohibited lending on the condition of a sale, or to have two conditions in one transaction, or to 

profit from what you do not possessó. Reported by Al-Nasaiõ (4629).  
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4.  The price of the commodity and its profit must be determined  in the Murabaha 

contract. It is not permissible to mention the price in the Murabaha contract 

as a lump sum, but rather the profit must be distinguished from the cost to 

achieve the Murabaha pricing mechanism. In this regard, the profit can be a 

percentag e of the cost or a lump sum margin. Profit can also be determined in 

consideration of the market interest rate, since the interest rate per se is 

nothing but an accounting indicator, while Murabaha is a sale and not a 

usurious loan, and the contracting par ties to a sale contract can agree on 

whatever prices they want.  

The third stage: Murabaha debt  creation and settlement  

   After the customer owns the Murabaha commodity from the bank under  the 

Murabaha contract, the customer becomes indebted to the bank for the agreed 

installments, which represent the deferred price of the commodity. Upon paying 

the installments in full, the bank releases the Murabaha commodity from being 

mortgaged to the b ank as security, ending thus its contractual relationship with 

the customer.  

Issues related to this stage  

1.  If the customer delays in paying the installments due to the bank, the bank 

can implement all the conditions stipulated in the Murabaha contract, 

incl uding:  

¶ The bank may stipulate in the Murabaha contract that if the customer 

delays in paying the installments or some of them without a reasonable 

excuse, he must pay a specific amount to be channeled by the bank to 

charity. This is permissible, because th e bank does not keep that penalty 

for itself, but rather spends it on charitable channels, and the bank has 

no choice but to do it  to  prevent deliberate procrastination.  

¶ Deeming the remaining installments due if the customer delays payment 

of two consecuti ve installments. Such condition does not violate the 
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Shariah, and placing conditions that involve no prohibition is permissible 

based on the Hadith: òMuslims will be held to their conditions, except the 

conditions that make the lawful unlawful or the unlawful lawfuló.156  

¶ Liquidation of the mortgage registered with the official authorities in favor 

of the bank if the customer delays in paying the installments so that the 

bank recovers its dues and pay s the balance to the customer. If the selling 

price of the mortgaged asset does not cover the bankõs dues, the remaining 

amount remains a debt in the customerõs liability, and it shall remain so 

until it is paid by the customer or waived by the bank.  

2.  It is permissible to stipulate in the Murabaha contract that  the bank may 

waive part of the price in the event of an early partial or full payment of the 

remaining installments. However, the customer cannot demand such rebate 

as his right over the bank, since time does not carry any value in debts, 

whether by incre asing the debt amount against delaying the debt, or 

decreasing the debt amount in exchange for expediting it; unless the rebate 

for early settlement is provided as a gift from the creditor to the debtor.  

3.  The Murabaha debt installments may be rescheduled at  the request of the 

customer and the bankõs approval, provided that this rescheduling does not 

include any increase in the amount of the debt.  

4.  It is not permissible to securitize the Murabaha debt so that it can be traded, 

because the sale of debt is subje ct to certain Shariah rules that would 

invalidate trading Murabaha debts.  

SHARIAH VIOLATIONS DURING  MURABAHA  IMPLEMENTATION  

The bank selling the commodity before purchasing it from supplier  

¶ An employee of the Islamic bank could attempt to reduce the Muraba ha 

steps by having the customerõs signature on the Murabaha contract before 

                                                           
156  Reported by Al -Termithi (1352).  
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the bank purchases the Murabaha commodity from its supplier. This is a 

critical mistake since it makes the bank sell what it does not own.  

¶ Another notable Shariah violation is when  the Islamic bankõs employee 

requires the customer to sign the purchase undertaking and the 

Murabaha contract at the same time.  In this case, no date would appear 

on the Murabaha contract, but it would be postdated after the bank has 

purchased the commodi ty from the supplier. This to make the Murabaha 

contract appear as one signed after the bank  purchases  the commodity. 

This often happens in order not to burden the customer with returning to 

the bank to sign the Murabaha contract after the bank has purchas ed the 

commodity from its supplier.  

Registering Murabaha commodity in banksõ name   

¶ Most countries require that some purchased properties, such as real estate 

properties and vehicles, be registered in the state's records to recognize 

their ownership and ad mit the liabilities that are associated with 

ownership. The Shariah does not object to such procedure, because it is 

meant to preserve rights and prove ownership. However, applying this to 

Murabaha commodities entails additional expenses and procedures tha t 

will burden the bank and the customer. Accordingly, although the official 

registration of Murabaha assets is a good affirmation that the Islamic bank 

owns these assets, and it brings the overall process closer to real trade 

and legitimacy, it cannot be c onsidered a condition for the legitimacy of 

Murabaha, because from Shariah point of view the bankõs ownership of 

the Murabaha goods is fulfilled under  the contract of sale and purchase.  

The bank selling before taking delivery  

¶ It is evident in the Shariah t hat selling a commodity before possessing it 

is unlawful. On the authority of Zayd bin Thabit , may God be ple ased with 
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him, that the Prophet  ( ) òforbade to sell the goods where they are bought 

until the tradesmen take them to their warehousesó.157  

¶ Possessing the asset is necessary for its liability to be transferred from the 

seller to the buyer because the sale contact per se transfers only the 

ownership of the commodity, while delivery taking transfers the liability, 

and it is not permissible for th e owner of a commodity to sell it before it 

enters his liability. This is based on Hadith òthat: the Messenger of Allah 

(һ) prohibited lending on the condition of a sale, or to have two conditions 

in one transaction, or to profit from what you do not posse ssó.158  

¶ However, it is not required for the possession to be by hand or to transfer 

the goods to the buyerõs warehouses. Rather, the mere enabling of the 

buyer by the seller to take delivery of the asset is considered a possession 

taking, which is kno wn as constructive possession. Likewise, Fiqh 

Academy has issued a resolution accepting the constructive possession 

and considering the prevailing custom as a reference in this regard.  

Can the bank authorize the client to take delivery of the asset and then sel l 

the same to himself?  

After  buying the Murabaha commodity from its supplier as per the clientõs 

request, the Islamic bank, to save time and reduce costs, could authorize the 

client to collect it on its behalf and to sell it afterward to him on Murabaha ba sis. 

In principle, there is no Shariah objection to this if the customer takes 

possession of the commodity on behalf of the bank, that is, the commodity 

remains in the bankõs liability until the Murabaha contract is concluded and the 

customer has taken pos session of the commodity for himself, i.e. in his capacity 

as the buyer in the Murabaha contract.  

                                                           

157  Reported by Abu Dawud (3499).  

158  Reported by Al -Nasaiõ (4629). 
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Authorizing the client to handle the purchase and tak e delivery:  

In practice, the Islamic bank may delegate its Murabaha client to execute the 

purchase agreem ent with the commodity supplier on its behalf, and then take 

delivery of the same from the supplier, so that the bank can subsequently 

execute the Murabaha contract with the client. Can this be accepted in 

Murabaha?  

Principally, the Islamic bank is respons ible for handling the purchase of the 

Murabaha commodity from its supplier, since it is supposed to act as a seller of 

the commodity to the client and not as a financing intermediary. However, if 

there is a genuine need to delegate the purchasing process t o the client, then it 

might be accepted, such as when the client is the exclusive agent of the 

commodity supplier, or when the customer has special technical know -how in 

the Murabaha commodity such that if the bank handles the purchase process 

by itself, i t may not buy the commodity as per the clientõs requirements.  

Nevertheless, the purchase agreement with the supplier should be in the bankõs 

name unless it is not possible to have the contract executed in the banksõ name 

as is the case with an exclusive a gency. However, in all cases, the legal 

consequences of the contract must attach the bank, and the bank must remain 

liable for the asset until it is sold and then delivered to the client. Furthermore, 

the Murabaha transaction must not stop with the purchas e of the commodity by 

the customer on behalf of the bank;  rather, another contact, which is the 

Murabaha contract, must be executed between the bank and the client to justify 

the transfer of the ownership of the commodity to the client, and the client mus t 

take delivery of the commodity again but for himself this time so that he becomes 

liable for the commodity.  

 

Compensation for damages in Murabaha  
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First - Compensating the bank in case the client does not fulfill his 

undertaking to buy  

If the customer reneges on his promise to buy the Murabaha commodity after 

the Islamic bank has purchased it from its supplier, the Islamic bank has the 

right to implement the penalty stated in the purchase undertaking. The Islamic 

bank shall calculate the actual financia l loss it has incurred and claim ed the 

same from the defaulting client. However, if the default does not lead to any 

financial loss, then the Islamic Bank has no right to request any compensation 

from the client.   

Nevertheless, in the event of default, the  Islamic bank must  minimize the damage 

as much as possible, such that it attempts first to return the commodity to its 

original owner without loss if possible or to sell it in the market for a price that 

covers the total cost. If the bank fails to return i t or sell it for a price that covers 

the cost, then it must sell it at the best price available whether to its original 

owner or in the market. After this, the bank claims from the customer the actual 

amount of loss by calculating the difference between th e cost of the first purchase 

and the second sale price. If, however, the Islamic bank manages to sell the 

commodity in the market at a price higher than the cost, then it has the right to 

retain the profit because the commodity is the banksõ and as such it is entitled 

to the profit generated thereof.  

This is the utmost thing that the Islamic bank can do in the event the Murabaha 

customer defaults on his undertaking to purchase. Accordingly, the following 

practices are deemed unacceptable:  

¶ That the bank take s compensation for the for egone profit for the period of 

holding the money for the Murabaha deal that has not been completed. 

This compensation is normally estimated based onthe bankõs average rate 

of profit for such amount in such a period.  

¶ That the bank confiscates the whole payment the customer has made 

when signing the purchase undertaking.  
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About  the invalidity of the first practice, it is because the compensation , in this 

case, exceeds the actual financial loss, and the forgone profit is merely a 

possi bility and not certain in any Islamic financial transaction since the risk is 

inherent in it, unlike conventional finance, where the money is considered as 

self -productive and treated like a commodity.  

As for the invalidity of confiscating the whole down p ayment, this is because it 

may exceed the actual financial loss, and thus the bank will have profited from 

a transaction that was not completed. Moreover, forfeiting the down payment 

cannot be justified based on ôUrbun, because ôUrbun entails that a sale c ontract 

has taken place between the bank and the client since ôUrbun is a sale cont ract 

in itself. However, the bank is not supposed to sell the Murabaha commodity 

before it owns it, so the bank cannot execute ôUrbun sale with the client at this 

stage. Fiq h Academy has confirmed the inapplicability of ôUrbun to the banking 

Murabaha, dismissing thus the validity of forfeiting the down  payment based on 

ôUrbun.159  

Evidence supporting bank  compensat ion  against  failure to purchase:  

The stand that the bank may be compensated for the actual financial loss arising 

from the client's default on the purchase is based on the opinion of the Malikis 

and Hanafi about  conditional promise whose default inflicts a loss on the 

promised party. To t hem , such promise renders the promiser liable for 

compensation, such as when one tells another: "Demolish your house, and I will 

build a new house for you, or I will lend you money to build a new home." Here 

Malikis and Hanafis say this promise binds the p romiser in the sense that he 

has to compensate the promised party for the actual financial loss resulting from 

defaulting on such promise if any. 160  

                                                           

159  OIC Fiqh Academy, Resolution (76/3/85) on Urbun.  

 

160  Ibn Al -Humam, Fateh Al -Qadeer, 6/185; Ibn Abdeen, Al -Hashiya, 7/623; Uõlaish, Al-Tatawa, 1/212; Al -
Qurtubi, Al -Tafseer, 18/77.  
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Second - Compensating for  default in  installments  payment  

The customer could default in paying some of the installments representing the 

price of what he has bought in the Murabaha contract. In this case, the customer 

could be either insolvent or solvent, and the Shariah stand on the matter is as 

follows:  

If he is insolvent, then he has to be given the necessar y time until he can repay 

the debt with no increment whatsoever. This is based on the Quranic verse {And 

if someone is in hardship, then [let there be] postponement until [a time of] 

ease}.161  Accordingly, all jurists agree that the creditor has to grant the  debtor a 

grace period until the latter can repay the debt. 162  

On the other hand, if the defaulting client is solvent but delinquent, the bank 

will have the right to take the matter to court to compel him to pay, and the 

judiciary may punish him with imprisonment and defamation, based on the 

Hadith "Delay in payment o n the part of one who possesses the means, makes it 

lawful to dishonor and punish him. "163  

Furthermore, the bank may require the customer to settle the remaining 

installments if he delays paying some of them. However, the bank cannot 

demand compensation from  the customer for his delay in paying the 

installments, because this would lead to Riba as the debtor would have paid then 

an increment over the debt amount for the extension of time granted to him by 

the creditor.  

                                                           

161  The Holy  Quran (2:28 0). 

162  Al-Ramil, Nehayat Al -Muhtaj, 4/323; Al -Kasani, Badaiõ Al-Sanaiõ, 7/173; Ibn Juzai, Al-Quaneen Al -
Fiqhiyya, p313; Ibn Qudama, Al -Mughni, 6/585.  

163  Reported by Abu Dawud (3658); Al -Nasaiõ (4689). 
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Imposing a financial penalty on the deli nquent client, which the bank 

channels to charity  

Some Islamic banks intend to impose a fine on their delinquent clients (solvent 

defaulting clients) as a precautionary measure intended to limit the occurrence 

of procrastination that harm the Islamic bank and its depositors. However, those 

banks do not retain the fine, but rather spend it as a charity. The precepts of 

Shariah accommodate such practice, as it cannot be counted as Riba, because 

the bank does not retain this fine and does not benefit from it i n any way, but 

rather distributes it as a charity to those who deserve it. Besides, such practice 

is necessary for Islamic banking, because if procrastinators were not fined , 

procrastination would be rampant among clients, which would cripple and harm 

Isla mic banking. Procedurally, the bank can ask its client to undertake when 

signing the financing contracts to donate to a charitable fund managed by the 

bank a percentage of the installment due in arrears. However, the fines for failure 

to pay installments i n this manner only warrant if the defaulter is delinquent, 

but not an  insolvent. This is because the insolvent debtor is entitled to charity 

in Islam, so it is unreasonable to force someone who is entitled to charity to give 

charity to others. Nevertheless , procedurally, banks may impose fines on all 

defaulters, and then exempt from it, or give a refund to, the one who proves that 

he is insolvent.  

wrong practice : imposing compensation on late payments  

Based on the above, Islamic banks cannot receive compens ation in the event of 

late payment of installments. Nevertheless, some Islamic banks ð based on some 

fatwas from their Shariah boards ð do impose compensation on delinquent 

customers, and they determine this compensation either based on their forgone 

profi t so that the customer pays the average of what the bank usually earns in 

the period of delay, or based on the customerõs profit, deeming the due debt 

similar to the capital in Mudaraba. Some other banks refer the matter to an 
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arbitration committee to esti mate the compensation. Thus, there are two criteria 

for determining the amount of compensation:  

1.  The amount of damage expected, where the bank takes into consideration its 

forgone profit. Herein, it is noted that the damage varies from one bank to 

another, according to the profits it usually generates.  

2.  The amount of profit the debtor normally makes from investing such amount, 

even though  the profit itself is a mere possibility and is not certain.  

According to those peculiar fatwas, the penalty is justifiable based on  the rules 

relating to the act usurpation, considering that the customer has usurped the 

bankõs right to the money and its profit, so he must return this money with its 

potential profit . It is also justifiable based on  implicit Mudaraba, based on the 

incident when Abu Musa Al -Ash'ari sent with Umar bin Al -Khattabõs two sons 

money to the public treasury in Medina and allowed them to invest it on their 

way to Medina; however, when Umar cam e to know that, he ruled that half of 

the profit should belong to the public treasury. 164  Thus, Umar considered what 

his sons did a Mudaraba with the public treasury although there was no previous 

agreement to Mudaraba.  

The compensation was also justified based on financial retribution, which is 

principally lawful in Islam. However, it is obvious that this basis of justification 

does not relate the compensation to the actual amount of the financial loss or 

the potential damage, but rather it deems the compens ation a financial penalty.  

Nevertheless, regardless of the legitimacy of these justifications, the very 

principle of compensation does not apply to debts, as it would lead to Riba. Since 

the agreement to increase the debt amount in return for later payment  is not 

allowed, it would not be allowed either to impose upon the debtor any 

compensation for delaying or stopping paying his debt installments, as both 

involve an increase in the debt amount for not paying it on the agreed term.  

                                                           

164  Al-Shawkani, Nail Al -Autar, 5/285.  
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In this regard, Fiqh Acad emy issued a resolution disallowing the condition for 

compensating the creditor for the damage that may befall him in the event of 

delay in the payment of the debt by the debtor, especially in the context of a 

deferred payment sale. However, the resolution  allowed the creditor to stipulate 

that in the event of default in payment of any installment all the remaini ng 

installments shall fall due. 165  

Therefore, it remains better and safer for the Islamic bank to exercise caution 

and take adequate payment securiti es from the customer upon si gning the 

financing agreement with him, so that the bank may liquidate them when 

repeated delays occur.  

Executing a new Murabaha contract on the same Murabaha commodity  

It is also impermissible for the bank, in the event the cus tomer fails to pay the 

installments, to resell the Murabaha commodity to the same customer with a 

new price that compensates the bank for the forgone profit resulting from the 

customerõs default. This is forbidden because the ownership of the commodity 

has  already been transferred from the bank and to the customer under  the first 

Murabaha, so the bank does not own the Murabaha commodity anymore to sell 

it to the customer or anyone else.  

Compensation cover ing  late payment  expenses  

If the customerõs delay in paying the installments results in some actual 

expenditures such as the cost of follow -up and collection, then the bank shall 

have the right to demand from the client an amount that covers these expenses 

only. If it is difficult to calculate this precisely , then it is acceptable to calculate 

it approximately , with the necessity of exercising precaution to ensure that the 

bank does not benefit from this compensation.  

                                                           

165  OIC Fiqh Academy, Resolution No (5/2/6) Year 1410 H.  
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Third - Compensation for the damage caused by the death of the 

customer:  

If the customer is an individual, his death could occur before or after the 

conclusion of the Murabaha contract:  

If before the conclusion of the Murabaha contract, the bankõs harm could result 

from buying the commodity then failure to dispose of it  at cost, especially if the  

commodity is rarely demanded. The ruling here is that the bank would bear the 

full loss because what  took place between the bank and its customer was only a 

promise, and the customer could not be held liable for it since he did not have 

the chance to hono r it.  

If after the conclusion of the Murabaha contract with the customer, the price of 

the commodity, with its agreed profit, would become a debt in the client's estate, 

so the heirs would be liable for it. However, would the whole debt fall due in this 

case, or it would remain payable according to the agreed terms?  

To the majority of jurists, the death of the buyer renders his debts due, because 

he longer has an extended liability that would accommodate a deferred debt. 

Besides, the deferment of the debt  does not attach the liability of the heirs, 

because the purchase was not made by them, and because the bank or the seller , 

in general,  may not be satisfied with their creditworthiness. Furthermore, the 

debt may not remain attached to the deceasedõs estate, because this would harm 

the heirs and would prevent the division of the estate among the heirs. It would 

also harm the deceased as hi s religious liability remains occupied with the debt, 

based on the Hadith òThe soul of the believer is tied to his debt until the debt is 

paidó.166  

Accordingly, the debt falls due once the debtor has passed away, and it attaches 

the estate he leaves behind. 167  

                                                           

166  Reported by Al -Termithi (1079); Ahmad Bin Hanbal in his Musnad (10160 ); Ibn Majah (2413)  

167  Al-Shirazi, Al -Muhathab, 1/327; Ibn Abdeen, Al -Hashiya, 7/387; Ibn Qudama, Al -Mughni, 6/567; Ibn 
Rushd, Beda yat Al -Mujtahid 2/215.  
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However, it is worth noting that according to Hanafis, while the Murabaha debt 

falls due upon the death of the buyer, the seller can keep of the profit only the 

amount corresponding to the actual deferment occurred until the death of the 

buyer. 168  For examp le, if he buys something for ten and sells it on Murabaha 

basis for twenty for a year, then the buyer passes away after six months, the 

seller can keep half of the profit only since half of the period corresponds to half 

of the profit.  

Nevertheless, this f atwa does not restrict the Islamic bank, so it may opt for 

whatever serves its best interest in this regard, provided its policy be stated in 

the contract.  

The bank reneging on the purchase (financing)  

The parties to the Murabaha may agree that i f the bank  refrains from purchasing 

the Murabaha commodity after the customer has signed the purchase 

undertaking or refrains from selling the commodity to the customer after buying 

it from its supplier, then an arbitration committee has to look in the matter. The 

committee shall investigate if this has inflicted a financial loss upon the 

customer so that it may hold the bank liable to compensate him for the loss.  

DISCLOSURE AND  THE MURABAHA CONTRACT  

First ð defects:  

Murabaha is a sale contract, so the seller (the ba nk) must disclose any defects 

in the commodity whether old or new and whether attributable to him or others. 

This is because the defect, regardless of its cause or time of occurrence, may 

reduce the value of the commodity, so selling it without disclosing the defect 

involves deception. Besides, the price that the seller  has committed himself to 

pay in exchange for  the Murabaha commodity was for a defect -free commodity, 

so when it is defected an amount corresponding to the value of the defect must 

                                                           

168  Ibn Abdeen, Al -Hashiya, 7/387  
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be reduced  from the price (cost). This is something that the Murabaha client may 

not be willing to execute the Murabaha unless it is taken into account. Hence, 

the defect must be disclosed regardless of the time of its occurrence, since time 

does not make a differen ce as long as the defect has occurred.  

Second ð The increase in the Murabaha commodity:  

The object of sale may increase naturally from the time of its purchase to the 

time of its sale. So  can the Murabaha seller keep this increase for himself and 

not disclose it in the Murabaha contract?  

The increase may generate from object naturally, whether it is attached to it, 

such as the weight gained by an animal or the wool is grown on the back of 

sheep, or detached from it, such as the cowõs calf or the fruit of the trees; 

alternatively, it may not generate naturally from the object of sale s, such as the 

case with the utility of land or a car.  

In the first case, the case when the increase generate s naturally from the object 

of sale, whether it is attached to or detached from it, the jurists agree that the 

seller does not have to increase the price (cost) against that increase, but they 

differed as to whether the seller can keep the increase for him self, if applicable, 

and not disclose it to the buyer in Murabaha. According to one view, the seller 

can keep it without the need to disclose it, which is the ShafiõIõs opinion and one 

of the two opinions attributable to Imam Ahmad bin Hanbal. To another v iew, 

which is the view of Hanafis and Malikis, the increase becomes part of the object 

of sale, and the seller must disclose it if he wishes to exclude it from the object 

of sale because by not disclosing it the seller would have retained part of the 

Murab aha commodity and delivered the rest, which is not permissible. 169  

In the second case, where the increase does not generate naturally from the 

object of sale like if the commodity was a car and the seller used it, the seller 

does not have to disclose it acco rding to the jurists unless the use has led to a 

                                                           

169  Al-Nawawi, Raudat Al -Talibeen, 3/532; Ibn Qudama, AL -Mughni, 6/268; Al -Kasani, Badaiõ Al-Sanaiõ, 
5/223; Uõlish, Menah Al-Jaleel, 5/276.  
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decrease in its market value, as it renders the commodity defect. In this regard, 

custom should be referred to  as what const itutes a value -reducing defect. 170  

Third ð The discount is given on the price of the commodity:  

If the commodity supplier grants the bank a discount before the conclusion of 

the Murabaha contract between the bank and the customer, then the discount 

attaches the Murabaha price (the cost), so the bank must deduct the same from 

the Murabaha p rice, because Murabaha is a sale at cost plus a markup, and the 

cost has changed after the discount.  

According to contemporary economic terminology, the discount granted by the 

seller before the conclusion of the sale is called ôcommercial discountõ, and the 

one granted after the conclusion of the sale is called ômonetary discountõ. Some 

Islamic banks deduct both discounts from the Murabaha price, and some banks 

deduct the commercial one only as it is intended to lure the buyer into buying 

and it is not per sonal, while the other discount is personal. The latter stand, 

however, is the stand of the majority of Fiqh schools, excluding the Hanafis. 

Nevertheless, some banks apply no discount, which is contrary to the rules of 

Shariah.  

Forth - the price paid by the  bank being spot or deferred:  

The bank in Murabaha must inform the customer of the price in its deals with 

the commodity supplier whether it is deferred or paid spot.   This is important as 

time in price payment has a value so that the customer knows the ma rket value 

of the commodity he is buying from the bank. If the bank does not disclose to 

the customer the price is deferred, then this would trigger the normal legal effects 

of fraud and deception if Murabaha. However, if after the conclusion of the 

Muraba ha sale between the bank and the customer the commodity supplier 

                                                           

170  Al-Nawawi, Raudat Al -Talibeen, 3/532; Ibn Qudama, AL -Mughni, 6/268; Uõlish, Menah Al-Jaleel, 
5/276 -277.  
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grants the bank the privilege of reclaiming the price and paying it deferred, then 

the bank does not need to disclose that to its Murabaha customer. This is 

because such a privilege is nothin g but a gratuity from the supplier, similar to 

the monetary discount, which does not need to be disclosed according to the 

opinion of the majority of Fiqh schools. 171  

Fifth: The additional expenditures  added to the price:  

The Murabaha seller must provide details of the expenses he adds to the price, 

and he cannot just mention the total cost of these expenses without detailing 

them. However if the agreement with the buyer was to sell the commodity at the 

total cost plus a ma rkup, then he does not need to mention the details of those 

expenses, since òcostó refers to all that he spent on the commodity. 

The expenses that can be included in the cost  

The bank has the right to include in the cost of the Murabaha commodity all 

expenses tha t  would enhance the commodity or increases its market value until 

it is sold and delivered to the customer, such as the shipping and offloading 

expenses because the value of the goods varies according to their location. On 

the other hand, expen ses that do not enhance the commodity or increase its 

value, such as the expense of the necessary shipping insurance, cannot be added 

to the cost unless the prevailing commercial custom allows such addition. 172  

However, it should be noted that the Islamic ba nk cannot include in the cost of 

the Murabaha commodity the expenses resulting from unavoidable prohibited 

procedures, such as the bribes that the bank could have to pay to avoid illegal 

or unjust seizure or confiscating of the Murabaha goods. The bank can not add 

                                                           

171  Ibn Qudama, Al -Shareh Al -Kabeer, 5/395; Al -Qarafi, Al -Thakhira, 5/167; Al -Sarkhsi, Al -Mabsoot, 
13/78; Al -Ramil, Nehayat Al -Muhtaj, 4/12; Al -Dasuqi, Al -Hashiya, 3/165.  

 

172  Al-Zaiõlaõi 4/74; Ibn Al-Humam, Fateh Al -Qadeer, 6/125 -126; Al -Sherbini, Mughni Al -Muhtaj, 2/78; Ibn 
Rushud, Bedayat Al -Mujtahid, 2/161.  
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such an expense because otherwise , it would be profiting from an unlawful act; 

nevertheless, it can collect from the client the exact amount that was paid 

without any profit.  

Moreover, if someone has volunteered to pay some of the expense s that can  be 

validly added to the cost, or the bank was exempted from them, then the bank 

cannot add these unpaid expenses. This is because Murabaha is a sale at cost 

plus a markup, so what was not paid cannot be added up to the cost. 173  

Expenses that are incurred af ter the commodity is delivered to the 

customer:  

Some banks add the customs fees that are paid after the arrival of the goods to 

the port of arrival, in addition to the expenses of transporting the goods from the 

port of arrival to the customerõs warehouse. Some other banks do not add them, 

given that the place of delivery is the port of arrival if agreed to be, and if the 

bank pays these expenses, it claims them from the customer without markup. 

The first banks justify this on the ground that the bank is ma king an effort to 

complete the delivery process. However, what the bank spends after the delivery 

of the commodity to the customer cannot be added to the cost, because the 

commodity has already entered the customerõs liability so he becomes 

responsible for  such expenses. In this regard, the place of delivery is the place 

agreed upon between the bank and the customer, so and whatever expenses the 

bank pays after delivery to this place is deemed paid on behalf of the customer, 

so it can be claimed from the cu stomer without a markup since the Murabaha 

contract has ended by delivery.  

Other things that must be disclosed  

                                                           

173  Fateh Al -Qadeer, 6/125 -126; Al -Sherbini, Mughni Al -Muhtaj, 2/78; Ibn Qudama, Al -Mughni, 6/269; 
Al-Dasuqi, Al -Hashiyah, 3/160.  
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Being a trust -based sale, it is necessary for the bank in the Murabaha contract 

to disclose everything that if concealed it would be regarded as  fraud or deception 

by the seller. Therefore, it is necessary to clarify the circumstances in which the 

first purchase contract was concluded, which if made known to the customer he 

would not probably have bought it for the agreed Murabaha price, or he wou ld 

not have probably concluded the Murabaha contract. Examples include:  

- Whether the price in the first purchase (from the supplier) was overly above the 

market price, or if it exceeded the normal inconsequential differences in the 

prices of the same comm odity, such as if the bank bought what is worth one 

hundred for one hundred and fifty. In this case, if aware of it, the seller (bank) is 

obligated to disclose it.  174  

- Whether the first purchase was from those whom the buyer would normally 

favor in prices,  such as buying from sister companies, partners , or close relatives 

and friends. 175  

- Whether the Murabaha commodity was obtained through reconciliation with 

other parties since the parties to a commercial reconciliation normally tolerate 

the values they pay  or receive. 176   

In conclusion, it can be said that the custom er has the final say in what can be 

considered as a must to disclose, and in what may affect the price of the 

commodity so that the concealment of which would be regarded as a betrayal 

that would trigger its normal legal effects.  

The legal effects of betrayal (breach of trust) in Murabaha  

Betrayal in Murabaha could be over the price amount or the price 

characteristics:  

                                                           

174  Ibn Abedeen, Al -Hashiya, 7/ 362.  

175  Ibn Qudama, Al -Mughni, 6/271.  

176  Al-Kasani, BadaõI Al-Saniõ, 5/224. 
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First ð Betrayal in the price amount:  

If the seller in Murabaha betrays the buye r in the price amount by telling him 

that it bought the commodity for a hundred, but it appeared later that he bought 

for less, or that he added unreal expenses to the cost, then there are three juristic 

opinions for the Islamic bank to choose from and ado pt officially.  

The first view: The buyer has the option either to cancel the wholesale or to 

validate it for the same agreed price, without having the right to claim any 

difference in price from the seller. This is because giving the buyer the right to a 

partial refund could affect the sellerõs consent to the very sale, as he might not 

be willing to sell its commodity for a lesser price. However, on the other hand, to 

protect the right of the buyer, he would have the right to cancel the deal. This 

view is a ttributable to Abu Hanifa and his student Muhammad. 177  

The second view: The buyer has the option to either revoke the sale and return 

the commodity, or validate the sale and claim the difference in price. This is the 

view of Shafiõis and Malikis.178  

According to this view, the buyer can claim from the seller the excess over the 

real price in addition to markup corresponding to it. For example, if the real cost 

was ninety, but the seller declared one hundred and demanded 10% as markup, 

then he has to return elev en to the buyer: ten corresponding to the difference in 

the price, and one to the makeup. 179  

The third view: The buyer has the right to claim the difference in price without 

having the right to revoke the sale. This is the view of the Hanbalis as well as 

Abu  Yousef from the Hanafi School. 180  

                                                           

177  Al-Kasani, BadaõI Al-Saniõ, 5/225-226.  

178  Al-ShafiõI, Al-Umm, 3/93.  

179   Al-Dasuqi, Al -Hashiya, 3/168; Al -ShafiõI, Al-Umm, 3/93.  

180  Ibn Qudama, Al -Mughni, 6/266 -267; Al -Kasani, BadaõI Al-Saniõ, 5/226. 
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Second - betrayal in the price characteristics:  

If the betrayal was in the price nature, as if the price was agreed to be deferred 

but the Murabaha seller claimed it was paid spot, then this would constitute a 

violation of t rust, since the deferred price is often higher in market value than 

the cash price. Accordingly, the Murabaha buyer would have the right to either 

validate the sale for the disclosed price or revoke the very contract, as there is 

no price difference to cla im in this case, similar to th e betrayal in the price 

amount. 181  

Mitigation of risks in Murabaha operations  

The customer guaranteeing  the supplier:  

The Islamic bank may stipulate that the Murabaha customer must guarantee 

the supplier he identifies to the ban k, because the bank may not be able to 

ascertain the credibility of the supplier so it needs the customer who chooses 

this supplier to guarantee him. This guarantee is an independent agreement 

from the Murabaha contract and it precedes it. The majority of jurists allow such 

a guarantee, and they term it òmarket guaranteeó. They gave an example of a 

stranger who wanted to work in the market, so he would need to be guaranteed 

by some merchant or by someone known so that people may deal with him 

comfortably. 182  

The bank mortgaging  the Murabaha commodity until the price is fully 

paid  

When the Murabaha commodity is a real estate property or that requires 

registration at some State departments, the bank may stipulate that this 

                                                           

181  Al-Mawerdi, Al -Hawi, 5/282; Ibn Qudama, Al -Mughni, 6/273; Al -Kasani, BadaõI Al-Saniõ, 5/226; Al-
Dasuqi, Al -Hashiya, 3/165.  

 

182  Ibn Qudama, Al -Mughni, 7/73; Al -Merghinani, Al -Hedaya, 3/90;  Al -Dasuqi, Al -Hashiya, 3/333.  
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commodity be mortgaged to it until the price is fully paid. Such a mortgage shall 

give the bank a priority right over the mortgaged asset when the customer 

declares bankruptcy. If, on the other hand, the Murabaha commodity is not that 

admits registration, then it would not be practical for the bank to retain the asset 

until the price is fully paid, because no customer would accept such retention 

from the first place. However, the bank in this case can ask the customer to 

mortgage something other than the Mu rabaha commodity, or the bank can 

maintain preliminary sale contracts for some of the customerõs properties. By so 

doing, the bank would secure its right to the debt representing the Murabaha 

price, without mortgaging the Murabaha commodity. 183  

Stipulating no liability for defects:  

The bank is responsible for the goods that it sells on Murabaha basis to the 

customers. If a defect in the Murabaha commodity appears after delivering it to 

the customer, then the customer has the right to hold the bank liable for  that 

defect, since he bought the commodity from the bank and not from the 

commodity supplier. If the defect could not be fixed, the customer would have 

the right to revoke the contract and claim the price of the commodity, except that 

if the bank offered him a similar commodity in exchange for it. That is, the bank 

is responsible for  the customer for the Murabaha commodity, but the bank has 

the right in turn to hold the commodity supplier liable for the defect. In the event 

of revoking the Murabaha contrac t because of the defect, the bank will have 

missed the opportunity to generate profit for the Murabaha financing period. 

This is a risk that does not exist in conventional banking.  

However, Fiqh schools in general allow the seller to stipulate in the sale contract 

no liability for defects but disagreed regarding the possibility to include in this 

                                                           

183  According to OIC Fiqh Academy, (53/2/6), the seller can mortgage the asset for himself until the deferred 
price is fully paid.  
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condition the defect that occurs after the sale but before delivery, and whether 

the seller must not be aware of the defect. 184  

Nevertheless, the application of this  right of the seller to the banking Murabaha 

may not be appropriate, because such a condition would almost eliminate the 

commodity risk for the bank.  This would place a question mark on the 

genuineness of the very sale contact, especially when the commodi ty is sourced 

locally, as the risk is at a minimum then and the role of the bank as a seller -

then -buyer is not obvious, which brings the banking Murabaha closer to 

conventional financing.  

Notwithstanding the above, there is nothing wrong with the Islamic b ank 

absolving itself from the defects resulting from poor handling of the commodity 

after its delivery, or from the legal liability relating to breaching the state 

regulations in terms of the commodity specifications, as this requires special 

expertise tha t is not normally available in the bank.  

Commodity insurance by the customer  

Some banks require the customer to insure the Murabaha commodity against 

certain risks until all installments are paid. Can this be regarded as interference 

in the rights of other s? 

Undoubtedly, the bank has the right to demand the customer to furnish it with 

the payment guarantees that it deems sufficient to guarantee its right. However, 

if the customer furnishes the bank with the requested payment guarantees, then 

the bank has no  right to require the customer to insure the commodity, because 

the commodity belongs to the customer now, especially that insurance would 

burden the customer with unnecessary expenses.  

                                                           

184  Ibn Qudama, Al -Mughni, 6/264 -265; Al-Merghinani, Al -Hedaya, 3/41;  Ibn Juzaiõ Al-Quaneen Al -
Fiqhiyya, p.264; Al -Ramli, Nehayat Al-Muhtaj, 4/37 -38.  
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The exchange rate  risk : 

The Islamic bank may import a commodity using  currency but cannot sell it with 

the same currency due to some restriction s on the use of foreign currency locally. 

The bank and the customer may also willingly agree to conduct the Murabaha 

sale with a currency different from the currency of purchase from  the supplier. 

Both the above scenarios face the risk of change in the exchange rate from the 

time of first purchase to the time of executing the Murabaha sale.  

If the bank, for example, bought the commodity in a currency that is the dollar, 

and the dolla r at that time equaled 3.7 riyals, then the value of a dollar rose to 

3.9 riyals on the Murabaha day, would the Murabaha contract be concluded 

based on 3.7 or 3.9?  

Since Murabaha is a sale at the price at which the seller has acquired the 

commodity, then th e customer in the scenario above has to pay the price of the 

commodity with its profit in dollars or their equivalence in riyals as per the 

exchange rate on the Murabaha day, i.e. 3.9. If the customer pays the price of 

the commodity in riyals at the exchan ge rate on the day of the bankõs purchase, 

the customer would not have paid the bankõs cost along with the agreed profit, 

as the value of the commodity in dollars would be lower than the agreed price.  

Thus, whenever the price in Murabaha contract is in a d ifferent currency, the 

exchange rate that applies is the one on the Murabaha day.  

Based on the foregoing, the ruling should be the same if the opposite happens; 

if the bankõs purchase currency loses some of its value against the Murabaha 

currency like if t he dollar to riyal exchange rates drops from 3.7  to 3.5, the 

Murabaha price shall be calculated at 3.5. Accordingly, if the banksõ cost was 

one thousand dollars, then the price in the Murabaha cont ract would be thirty -

five thousand riyals plus the agreed markup.  

The same rules apply if the change in the currency exchange rate occurs during 

the payment of the installments. This should have no impact on the installment 

amount, and it remains the same as determined in the Murabaha agreement. 

This is in line w ith the stand of Fiqh Academy, as its resolution stated that the 
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change in the value of the currency should have no impact on the debt 

amount. 185  

However, the Islamic bank can hedge against an unfavorable change in the value 

of the Murabaha currency by effec ting the Murabaha contract with the most 

stable currency, or even by selling the Murabaha commodity with gold or silver. 

In the latter case, the bank can estimate its cost in gold or silver according to its 

price at the time when Murabaha contract is execu ted, then execute the 

Murabaha contract with this metal, so that the installments become payable in 

it. Alternatively, each installment of gold or silver can be agreed to be paid upon 

maturity in some currency, so the customer pays the equivalence in the a greed 

currency as a substitute for that metal.  

                                                           

185  OIC Fiqh Academy Resolution  no. 4/5/1409.  
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AAOIFI Murabaha Accounting Standard  

1.  Scope of the Standard  

Scope of the standard  

This standard shall apply to the assets available for sale by Murabaha, the 

revenues, expenses, gains , and losses attributable to such an asset as well as 

Murabaha receivables. This shall apply whether the Islamic bank buys these 

assets exclusively from its funds, from the pool of commingled funds comprising 

the Islamic bank's funds and unrestricted invest ment accounts, or from 

restricted investment account funds. Should the requirements of this standard 

contradict the Islamic bank's charter or the laws and regulations of the country 

in which it operates, and the Islamic bank had to comply with such 

require ments, a disclosure should be made of the contradiction.  

2.  Accounting treatment of Murabaha  

2/1 Measurement of asset value at acquisition by the Islamic bank  

Financial Accounting Statement No.(2): Concepts of Financial Accounting 

for Islamic Banks and Fina ncial institutions stipulates that historical cost 

shall be the basis used in measuring and recording the assets at the time 

of acquisition thereof. Therefore, the assets possessed by the Islamic bank 

for selling them based on  Murabaha shall be measured at  the time of their 

acquisition on an historical cost basis.  

2/2 Asset value after the Islamic bank  acquisition  

2/2/1 In the case of Murabaha with a binding promise  

Assets available for sale after the acquisition , based on  Murabaha with 

binding promise shall be measured at their historical cost. In cases where 

the asset value declines below cost , due to damage, destruction , or other 

unfavorable circumstances, such decline shall be reflected in the valuation 

of the asset at the end of each financial perio d.  

2/2/2 In the case of Murabaha with a non -binding promise  
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If the Islamic bank finds that there is an indication of possible non -

recovery of the costs of goods available for sale based on  Murabaha with 

non -binding promise, the asset shall be measured at the cash equivalent 

(i.e. net realizable) value.  

 

2/2/3 Potential discount to be obtained after  asset  acquisition  

(a) In the cases where the Islamic bank is likely, at the time of concluding 

the contract with the client, to obtain a discount on the asset a vailable for 

sale based on  Murabaha, and the discount is received subsequently, such 

discount shall not be considered as revenue for the Islamic bank; instead, 

the cost of the relevant goods shall be reduced by the amount of the 

discount. Consideration sho uld be given to the effect this shall have on 

both the profits of the period and deferred profits.   

(b) The discount may, however, be treated as revenue for the Islamic bank 

if this is decided by the Shariah supervisory board of the Islamic bank. 

Such rev enue shall be recognized in the income statement.   

2/3 Murabaha receivables  

Short -term or long -term Murabaha receivables shall be recorded at the 

time of occurrence at their face value. Murabaha receivables are measured 

at the end of the financial period at their cash equivalent value i.e., the 

amount of debt due from the customers less any provision for doubtful 

debts.  

 

2/4 Profits recognition  

2/4/1 Profits of Murabaha are recognized at the time of contracting if the 

sale is for cash or on credit not exce eding the current financial period.  

2/4/2 Profits of a credit sale which will be paid for either using  one 

payment due after the current financial period or by insta llments over 

several future financial periods shall be recognized by using one of the 

following two methods:  
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(a) Proportionate allocation of profits throughout  the credit whereby each 

financial period shall carry its portion of profits irrespective of whet her or 

not cash is received. This is the preferred method.  

(b) As and when the insta llments are received. This method shall be used 

based on a decision by the Shariah supervisory board of the Islamic bank 

or, if it is required, by the Supervisory authorit ies. In both 2/4/1 and 

2/4/2 above, revenues and costs of goods sold shall be recognized at the 

time of concluding the sale contract, subject to the deferral of profits in 

2/4/2.  

2/5 Deferred profits  

Deferred profits shall be offset against Murabaha rece ivables in the 

statement of financial position.  

2/6 Early settlement with deduction of part of the profit  

2/6/1 Deduction of part of profit at the time of settlement  

If a client accelerates payment of one or more insta llments before  the date 

specified for  such payment, the Islamic bank may deduct part of the profit 

to be agreed upon between the Islamic bank and the client at the time of 

settlement. The deducted amount shall be credited to the Murabaha 

receivables account and excluded from the profit recogn ized in respect of 

the insta llments.  

2/6/2 Deduction of part of the profit after settlement  

The same accounting treatment in 2/6/1 applies if the client accelerates 

in paying one or more insta llments before  the time specified for such 

payment and the Isl amic bank did not allow the client a deduction of part 

of the profit but asked the client to pay the full amount and thereafter the 

Islamic bank reimbursed the client with part of the profit.  

 

2/7 Insolvency  
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If it becomes evident that the client's non -payment was due to insolvency, 

then the Islamic bank cannot ask the client to pay any additional amount 

by way of penalty.  

2/8 Promise unfulfilled  &  Hamish Al jeddiyyah  

The amount paid as Hamish Aljeddiyyah is considered an obligation on 

the Islamic bank and shall be treated as a liability unless the Shariah 

supervisory board of the Islamic bank decides otherwise.  

2/8/1 In the case of a non -binding promise  

The amount of Hamish Aljeddiyyah is returned in full  (on the basis that 

the promise is not -binding) even if the asset is sold to another client at a 

lower price than that agreed upon by the client.  

2/8/2 In the case of a binding promise  

a. The amount of actual loss shall be deducted from Hamish 

Aljeddiyyah , i.e., the Islamic bank shall not carry any losses.  

b.  If Hamish Aljeddiyyah or other guarantees are not adequate or not 

available, any resultant loss to the Islamic bank shall be recorded as 

an amount due from the client provided there is evidence of his fail ure 

to fulfi l l his promise.  

2/9 Disclosure requirements  

2/9/1 The bank should disclose in the notes accompanying the 

financial statements whether it considers the promise made in the 

Murabaha as obligatory or not.  

2/9/2 The disclosure requirements state d in Financial Accounting 

Standard No. 1: General Presentation and Disclosure in the Financial 

Statements of Islamic Banks and Financial Institutions should be 

observed.  
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Chapter 17 

Deferred Payment Sale 

Definition of the deferred payment sale:  

 It is t he sale in which the delivery of the commodity is expedited while the price 

is delayed; it is paid later either in installments according to an agreed schedule 

or as one payment on a specific date.  

Deferred payment sale as an alternative to Murabaha  

The ba nk may buy in advance goods that are frequently demanded in Murabaha, 

and then sell them to customers based on  regular deferred payment sale, not 

based on  Murabaha.  Although in Murabaha the price is deferred too, Murabaha 

still differs from the deferred p ayment, as the latter is a normal sale where the 

price is determined with no reference made in the contract to the price at which 

the seller has acquired the commodity. Besides, the deferred payment sale does 

not include a stage of purchase undertaking ( a promise to purchase) before the 

contract.  

 

Advantages of deferred payment sale as an alternative to 

Murabaha:  

Á Murabaha is not devoid of some procedural complications that may cause 

invalidation of the transaction if not applied properly, unlike the ordinary 

deferred payment sale, which is simpler and does not involve a division to 

two stages; the stage of promise and then the stage of the contract, nor 

does it involve agencies for purchase or delivery tak es. 

Á Deferred payment sale could be more profitable to the bank, as the bank 

normally buys on a wholesale basis and so receives a quantity discount, 

which does not need to be passed on to the client, unlike Murabaha, which 

is a sale at the actual cost plus a markup.  
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Á The bank can take advantage of the commercial discounts that the first 

seller may give after the sale contract and retain it for itself. As for 

Murabaha,  the bank cannot retain any rebate whether granted before or 

after the sale, because the price of the Murabaha must be adjusted 

according to the cost since Murabaha is a sale at a certain profit above the 

actual cost of the seller.  

The steps of the deferre d payment sale as an alternative to 

Murabaha  

1.  The Islamic bank buys the commodities that are found to be highly 

demanded in Murabaha from their suppliers for a cash price and then 

offers them for sale to its customers in its showrooms, or in galleries owned  

by the suppliers in arrangement with them, with or without a fee. 

2.  When it is agreed with the customer to buy the commodity, the two parties 

sign the deferred payment sale at the agreed price, without the need to 

disclose the cost and determine the profit accordingly, as is the case in 

Murabaha.  

3.  The bank delivers the commodity to the customer, and the customer 

becomes indebted for the price, which he pays in installments.  

The economic advantage of this sale for the bank is that the bank may retain 

the disco unts it receives from the supplier; while in Murabaha, the bank does 

not benefit from these discounts, because the price of the Murabaha must be 

adjusted according to the actual cost.  

Shariah provisions of the deferred payment sale  
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The l egitimacy of the de ferred payment sale:  

This sale falls under the common concept of òSaleó in the Quranic verse {God 

has permitted the sale} 186  and it may fall under the common concept of òdebtó in 

the Quranic verse, {O you who have believed, when you contract a debt for a 

specified term, write it down}. 187  Some Hadith also suggest the legitimacy of the 

deferred payment sale, such as the hadith narrated by Aisha, may God be 

pleased with her, that "When Messenger of Allah ( һ) died, his armor was 

mortgaged with a Jew for thirty Sa'  (measures) of barley ". According to an other 

narration, "Allah's Messenger ( һ) bought some foodstuff (barley) from a Jew on 

credit and mortgaged his iron armor to him (the armor stands for a 

guarantor) 188".This indicates that the purchase was a deferred paym ent price, 

and the armor was the guarantee of payment.  

Increasing the price due to postponing it  

¶ It is permissible to increase the price of the sale given  postponing it, as long 

as this increase is agreed upon before concluding the sale contract, that is 

before the contract of sale is signed and the price becomes a debt owed to the 

buyer. For example, the seller may say: òI sell you this item for ten cash or 

twelve on credit; or ten cash or twelve to a month or fourteen to two monthsó, 

and the buyer has to agree on one of these offered prices to conclude the 

contract accordingly. All Fiqh schools endorse the legitimacy of such sale, 

because Shariah recognize s the time value of money in all contracts, except  

loan and debt in general. This is because according to Shariah, a loan is a 

gratuity contract, and the repayment of debt is based on ease and facilitation, 

not to mention that money and debt are not commod ities to be sold with an 

increase, from the Islamic economic perspective.  

                                                           

186  The Holy Quran (2:275).  

187  The Holy Quran (2:282).  

188  Narrated by Al -Bukhari (1962) and Muslim (1603).  
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¶ It is required for the permissibility of the deferred payment sale that if the 

seller offers more than one price that the two contracting parties agree to a 

specific price, such that  the buyer cannot accept the offer to buy without 

specifying the price that he has accepted. Thus, if more than one price is 

offered to the buyer, one is spot while the other is deferred, or all are deferred 

but with a variation in the term, one of these p rices and terms must be chosen 

in the sale contract. If the contract was concluded without specifying one of 

the offered prices, then the contract would be deemed invalid due to the 

uncertainty of the price (gharar), which has nothing to do with Riba.  

The  term in deferred payment sale is binding  

¶ The term of payment of the price becomes binding once agreed upon in the 

contract, so its adjustment or cancellation requires the consent of the two 

parties. This is because determining the price relates to the ter m of its 

payment, so expediting or dropping it by the seller may harm the buyer, 

while its further postponement by the buyer may harm the seller. Therefore, 

the two contracting parties must mutually agree upon any change to the 

term.  

¶ It is unlawful for one  of the contracting parties to the deferred payment sale 

to stipulate in the contract that he shall have the right to cancel the term or 

to amend it. This is for the reason highlighted above.  

¶ The debtor (buyer) can accelerate the payment of the debt, and the seller 

has to accept that unless he has a valid excuse to refuse its receipt earlier 

than agreed.  

¶ It is permissible to agree that the whole debt shall fall due upon the death 

of the debtor (buyer).  

¶ It is not permissible for the contracting parties to a gree on their right to 

cancel the term or to accelerate the debt against an agreed reduction in the 

debt amount. This is because giving the term a share of the money in debt 

using  stipulation is unlawful, whether by increasing the term against the 
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increase  in the debtor by accelerating the term against the debt deduction. 

However, it is permissible to reduce the debt, i.e. give a rebate, for its early 

payment as long as such rebate can stand as a gift or donation, that is, it is 

not stipulated in the contra ct as the debtorõs right. Hence, the debtor can 

request a rebate for early settlement of the debt or part thereof and the 

creditor must have the right to accept or reject it.  

Agreement to postpone the price after concluding the sale  

¶ It is permissible for the two contracting parties to agree after the sale 

contract has been concluded and before paying the price to postpone the 

payment of the price to a  certain time, so that the new term of the contract 

becomes binding, such that the buyer will not have to p ay the price before 

the new deadline. However, this is restricted with the price remaining 

unchanged.  

Conditions for the deferred payment sale  

¶ In addition to the general conditions that are required for every sale, it is 

required for the deferred payment s ale in particular to include a clear 

agreement on the terms of the price pa id , such that the schedule of the 

installments payment is clearly defined, and none of the installment is 

conditional on uncertain events, such as harvesting a land or some market 

incidents.  

¶ If it is agreed to pay one installment every month, then the day of payment 

must be determined. If the day is not specified, it will be determined as per 

the prevailing custom; if there is no custom, it shall be counted as every 

thirty days from the date of concluding the sale contract.  

¶ It is not permissible to sell cash, currencies, gold, or silver on deferred 

payment basis, because these items are subject to the provisions of Sarf 

contract; i.e. they have to be exchanged on the spot unless they are sold 

against other items, such as wheat, as in selling gold for wheat.  
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Shariah parameters for the practical steps of deferred payment sale  

The d eferred payment sale involves two main phases:  

The first phase: Negotiating and concluding the sale  

The second phase: Paying the debt (the price)  

Below is a description of each phase along with its relevant rules, matters , and 

procedures.  

The first phase: negotiating and concluding the sale  

¶ When negotiating the price by the customer and the bank, the bank links 

the price amount to the number of installments and the term of their 

payment. This does not involve Riba as discussed earlier, because both 

parties are still in the negotiation stage, and they have not signed the sale 

contract yet.  As highlighted earlier,  the increase in money against time is 

forbidden in debts, and not when negotiating the price, as the price in the 

negotiation stage has not become a debt yet, such that increasing it 

against time can be deemed , Riba.  

¶ Linking the profit to the prevailing interest rate  

The bank may link its profit in the deferred payment sale to the prevailing 

interest rate, such that when internally determining its profit, it takes into 

account the prevailing interest rate and sets its profit for the duration of the 

financ ing accordingly. This is lawful because an interest rate in this respect is 

nothing but an accounting indicator, and the underlying transaction here is the 

sale and not a usurious loan, and the parties to a sale contract may agree on 

whatever price they wa nt regardless of the elements that constitute it or how it 

is calculated, as long as the price is eventually known in its totality and agreed 

upon.  

¶ The bank may not stipulate that it shall not be held responsible for hidden 

defects that may appear later in the commodity. Rather, the customer, 
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after transferring the ownership of the commodity to him, shall have the 

right of recourse to the bank for the  hidden defect. I f the defect cannot be 

fixed, the customer shall have the right to revoke the contract and claim 

the amount of the price he has paid, unless the bank offers him a similar 

commodity in exchange for the old defected one.  

¶ The bank may not interfere and require the customer to insure the 

commodity against certain risks to secure itself. This is because the 

commodity belongs to the customer now and as such, the bank has no 

authority to place any restriction on the customer, e specially that 

insurance would burden the customer with unnecessary expenses.  

The second phase: Payment of the debt installments (the price)  

   After the customer acquires the commodity from the bank through the deferred 

payment sale contract, the customer  becomes indebted to the bank for the 

agreed installments, which represent the deferred price. Upon paying all 

installments, the bank officially releases the pledged commodity, ending thus it s 

contractual relationship with the customer.  

Price payment guara ntees  

The bank, as a seller, may take the following guarantees from the customer, the 

buyer, upon or after the sale contract.  

Upon the sale contract:  

¶ Mortgages  

¶ Third -party guarantees  

¶ The bank cannot stipulate that it shall retain the ownership of the sold asset 

until the buyer has paid the whole or some of the price, because the deferred 

payment sale entails the transfer of the ownership of the sold asset to the 

buyer irrespective of the price pa id . 

After the sale contract  
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¶ That the remaining unpaid installm ents fall due upon default in their 

payment. 189  

¶ That the cont ract shall be revoked in case the buyer fails to pay the 

installments or some of them. However, in this case, the seller must refund 

to the buyer the part of the price he has already paid, even if the buyer 

has already utilized the asset, because throughout the past period the 

buyer was liable for the asset, so he deserved its benefits. After the sale is 

canceled, the seller may offer the buyer to rebuy the same asset at any 

price they may agree upo n, but the customer must genuinely have the 

choice to accept the offer or turn it down.  

Other provisions relevant to this phase:  

1.  If the customer fails to pay the installments, the bank may implement all 

the conditions stipulated in the sale contract. These  conditions include:  

¶ What if the customer without a reasonable excuse fails to pay the 

installments as per schedule, he must pay a specific amount to the bank 

to be channeled by the later to charity. This condition is permissible and 

does not lead to Riba  because the bank does not keep that penalty for itself, 

but rather spends in good causes; i.e. the penalty functions as a deterrent 

to intentional procrastination and delinquency.  

¶ Liquidation of the asset mortgaged to the bank if the customer delays 

payin g the installments, such that the bank retains its dues and returns 

the balance to the customer. If the value of the asset does not cover the 

bankõs dues, the remaining amount remains a debt owed by the customer, 

and it will remain a liability until it is paid, or written off by the bank.  

2.  It can be stipulated in the deferred payment sale that the bank may give a 

rebate in the event of early payment of the price installments or some 

                                                           

189  This is permissible according to OIC Fiqh Academy. Resolution No. 51/1990.  
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thereof. However, this discount may not be stated in the contract as the 

customerõs right. 

3.  Debt installments may be rescheduled upon the customerõs request and 

the bankõs approval, provided that this rescheduling does not involve any 

increase in the debt amount.  

4.  It is not permissible to securitize the debt (the unpaid price) so t hat it can 

be traded because the sale of debt is subject to stringent Shariah 

restrictions that ultimately prohibit debt securitization for its trading.  

Compensation for damages in deferred payment sale  

First - Compensating the bank for the damage caused b y default in the 

installments payment  

¶ If the customer is insolvent, then he has to be given the necessary time 

until he can  repay the debt with no increment whatsoever. This is based 

on the Quranic verse {And if someone is in hardship, then [let there be]  

postponement until [a time of] ease} 190 . 

¶ If, however, the defaulting client is solvent but delinquent, the bank will 

have the right to file the matter to the court to compel him to pay, and the 

judiciary may punish him with imprisonment and defamation, based on 

the Hadith "Delay in payment on the  part of one who possesses the means, 

makes it lawful to dishonor and punish him. "191  

¶ The bank cannot demand compensation from the customer for his delay 

in paying the installments, because this would lead to Riba as the debtor 

would have paid then an increm ent over the debt amount for the extension 

of time granted to him by the creditor.  

                                                           

190  The Ho ly Quran (2:280).  

191  Reported by Abu Dawud (3658); Al -Nasaiõ (4689). 

 



 

Page 268 of 490 

 

¶ The burden of proving insolvency rests with the customer since he is by 

default solvent until the otherwise is established.  

¶ It is permitted to impose a penalty on the procr astinating customer, not 

the insolvent customer, provided that the bank does not benefit from it, 

but spends it in charitable causes.  

¶ The bank may deduct from that penalty an amount corresponding to the 

actual expenses incurred in collecting his due debt; however, the 

estimation of these expensed has to be done in consultation with, and 

subject to the approval of, the Shariah board of the bank.  

¶ It is not permissible for the bank to impose upon the delinquent customer 

any amount to be kept by the bank as co mpensation for the customerõs 

default in paying the debt installments. Since the agreement to increase 

the debt amount in return for later payment is not allowed, it would not 

be allowed either to impose upon the debtor any compensation for delaying 

or sto pping paying his debt installments, as both involve an increase in 

the debt amount for not paying it on the agreed term. 192  

¶ The bank may collect compensation from the customer to cover the actual 

expenses resulting from the delay in payment of the installmen ts, such as 

the cost of follow -up and collection. If it is difficult to calculate this 

precisely, then it is acceptable to calculate it approximately , with the 

necessity of exercising precaution to ensure that the bank does not benefit 

from this compensati on. Moreover, determining the compensation amount 

has to be done in consultation with the Shariah board of the bank.  

¶ It is impermissible for the bank, in the event the customer fails to pay the 

installments, to resell the same commodity to the same custom er with a 

new price that compensates the bank for the forgone profit resulting from 

the customerõs default. This is forbidden because the ownership of the 

                                                           

192  According to OIC Fiqh Academy, increasing the debt amount in case of default is unlawful, but the 
creditor may stipulate expediting the debt in case of delay in its payment. Resolution (53//2/6), H 1410.  
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commodity has already been transferred from the bank to the customer 

under  the first sale contract, s o the bank cannot sell it again to the 

customer or others.  

Second - compensation for the damage caused by the death of the 

customer  

¶ With the death of the customer, the price of the commodity becomes a debt 

attaching his left -behind estate, so it is to be c laimed from his heirs.  

¶ It is permissible that the sale cont ract contains a clause to the effect that 

upon the death of the customer all the remaining unpaid installment fall 

due and be paid from his estate.  
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Chapter 18 

Operating (Ijarah) leasing 

Meaning of Ijarah  

1.  Ijarah  is derived from Ajer, and Ajer has two meanings: what is paid against 

a service or a usufruct, or it means  reparation.  

2.  Ibn Faris says that the two meanings are related as the wage of the worker 

reparates his conditions and comes as  a reward to his hard work. 193  

3.  Technically, and in the sense that includes all juristic definitions, it refers 

to a commutative contract that achieves the exchange of some 

service/usufruct for a fee. 194  

Ijarah  is the sale of a usufruct of a specific asset or a  non -specific asset, or the 

sale of a specific service from a specific service provider or a non -specific service 

provider, for a specified or renewable period, at a price called "rent" agreed upon 

between the parties: the seller, that is called the "lesso r", and the buyer, that is 

called "the lessee".  

Legitimacy of Ijarah h  

The legitimacy of Ijarah  is established in the Qurõan, the Sunnah, and the 

consensus of scholars.  

From the Quran: {If they will breastfeed for you, then let them get their wages} 195 ; 

{One of the women said, "O my father, hire him. Indeed, the best one you can 

hire is the strong and trustworthy} 196 . 

                                                           

193  Ibn Faris, Maqaiyes Al -Lugha, 1/62.  

194  Al-Zaiõlaiõ, Kashef Al-Haqaiõq 2/151; Al-Sarkhsi, Al -Mabsoot, 15/74; Al -ShafiõI, Al-Umm 3/250; Ibn 
Qudama, AlMughni, 6/3; Al -Dardeer, Al -Shareh Al -Sagheer, 4/5.  

195  The Holy Quran ( : 6)  

196  The Holy Quran ( :26).  
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From the Sunnah: Abdullah bin 'Umar that the Messenger of Allah ( һ) said: òGive 

the worker his wages before his sweat dries.ó197  

Abu Huraira also na rrates that: òThe Prophet (һ) said, "Allah, the Exalted, says: 

'I will contend on the Day of Resurrection against three (types of) people: One 

who makes a covenant in My Name and then breaks it; one who sells a free man 

as a slave and devours his price; an d one who hires a workman and having taken 

full work from him, does not pay him his wages.ó198  

As for the consensus of Muslim scholars, multiple reports suggested that the 

scholars unanimously agreed to the validity and permissibility of Ijarah . 199  

Types of I jarah h : 

1.  Ijarah  of assets, such as real estate and vehicles.  

2.  Ijarah  of labor, such as construction, transportation, medical care , and 

education.  

3.  Operating lease  

4.  Ijarah  of a non -specific asset  

5.  Ijarah  ending with ownership  

Shariah provisions  on  the leased asset  

1.  The asset to be leased has to be valuable from Shariah perspective, i.e. its 

value has to be recognized by the Shariah, and the utility has to be also 

permissible, i.e. the asset has to be leased for a lawful purpose, which 

excludes, for example, leasing a  real estate property to be used as a bar or 

a nightclub.   

2.  In the Ijarah  contract, the lessor remains the owner of the leased property, 

while the lessee owns its usufruct or the right to utilize the leased asset.  

                                                           

197  Reported by Ibn Maja (2443).  

198  Reported by Al -Bukhari ( 2270). 

199  Al-Kasani, Badaiõ Al-Sanaiõ, 4/256; Ibn Qudama, Al-Mughni, 8/6.  
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3.  It is not valid to lease consumables, that  is, what can only be used by 

consuming it and spending it, such as food and money, because in Ijarah ,  

the lessee is supposed to return the leased asset upon expiry of the 

contract, and consumables are impossible to return after consumption.  

4.  It is valid t o lease a common share in a property even to a non -partner, so 

the lessee may benefit from the common share with the other partners by 

rotation whether in time or place; however, the other partner/partners 

shall have the right of pre -emption in this lease.  

5.  The lessor must assume liability for the leased property in terms of loss, 

defect and basic maintenance, according to the custom, while the lessee 

shall be liable for other things, such as the non -basic maintenance and the 

utility bills, as per custom. It  is not permissible for the two parties to agree 

that the lessee should assume what is normally the responsibility of the 

lessor, because this violates the essence of the Ijarah  contract where the 

fee is paid against the usufruct, and which entails that th e asset is valid to 

derive the usufruct from. 200  This is actually in line with the decision of the 

International Islamic Fiqh Academy, which states that the lessor must 

assume full liability for his leased property. 201  

6.  If the purpose of leasing the asset is specified in the contract, such as 

residential use, the lessee cannot use the asset for other purposes except 

with the permission of the lessor. If the purpose of the lease is not specified, 

the lessee may use the lea sed property for whatever he wants but following  

convention and custom.  

7.  The leased property is a trust in the hands of the lessee, so it is the owner 

(lessor) who is liable for it  and not the lessee , except in cases where the 

                                                           

200  Some fatwas, like Al -Baraka group, No. 1/97, 9/9, prohibited the bank from shifting such liability to 
the customers.  

201  OIC Fiqh Academy Resolutions No. 13 (1/3); 110 (4/12).  
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damage results from the lessee õs negligence, misconduct or breach of the 

terms of use. This is in line with the resolutions of the Fiqh Academy. 202  

8.  The asset to be leased has to be identified and distinguished to remove 

uncertainty from the contract. Thus, it is not permissible to lease one of 

two different houses or one of two different commercial stores without 

specifying which one exactly.  

9.  It is not required in the operating lease that the lessor be the owner of the 

leased property. Rather, it is sufficient to be the owner of the usufr uct, as 

in the case where he leases property and then subleases it.  

10.  The lessor who owns the leased asset has the right to sell it to others since 

such an act does not harm the lessee as the new owner owns the asset 

along with its rights and commitments; th at is, the new owner becomes the 

lessor. However, if the buyer is not informed that the asset he has bought 

is leased out, then he shall have the option to cancel the sale contract.  

11.  The basic principle is that the lessee owns the usufruct of the leased 

pro perty, based on the fact that Ijarah  is the sale of the usufruct as stated 

in its definition. Therefore, as the owner of the usufruct, he has the right 

to sell the same to others, because whoever owns something has the right 

to sell it to others. However, this is conditioned with the following 

restrictions:  

11.1  That the agreement was not concluded between the two parties to 

the contrary; i.e. that the lessee would not have the right of a 

sublease.  

11.2  The absence of custom that would not give the lessee the right t o 

sublease, if the contract was silent on this matter.  

11.3  That the sublease is for the same purpose stated in the original 

lease agreement, if any, not for a purpose that would wear the 

leased asset more badly, unless the owner agrees to that. For 

                                                           

202  OIC Fiqh Academy Resolutions No. 13 (1/3).  
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example, a property that is rented for residential use, for example, 

may not be subleased for commercial use. This restriction is based 

on the Shariah general principle of removal of harm.  

Ujra  (fee/wage/rental) Shariah provisions  

1.  The determination of the Ujra  in the lease contract is subject to the 

agreement of the two contracting parties, so one party cannot unilaterally 

determine or adjust it before or during the lease contract, unless with the 

approval of the other party.  

2.  It is necessary to agree in the lea se contract on the Ujra  in terms of its 

kind, amount , and features. However, there is no Shariah objection to 

setting various amounts during the period of the lease. For example, it 

starts with five thousand in the first three months, and then it becomes 

four thousand in the next three months, and so on.  

3.  The Ujra  becomes due by handing the leased property to the lessee and 

enabling him to utilize it, regardless of whether he has effectively utilized 

it. Hence, the Ujra  is not payable unless the asset is val id for use and 

delivered to the lessee, as the Ujra  is the price of the usufruct, so in the 

absence of the usufruct nothing justifies the Ujra . Accordingly, in the 

Islamic banking application of Ijarah ,  what the customer agrees to pay 

before the delivery of the leased asset is a payment on the account of the 

Ijarah , which will have to be refunded if the bank fails to deliver the leased 

asset to the customer.  

4.  The Ujra  that is due from the past Ijarah  period becomes a debt on the 

lessee, and being a debt mea ns that it cannot increase with time if the 

lessee delays paying it. However, as a precautionary measure, it is 

possible to agree in the contract to hold the procrastinating lessee, who 

is not insolvent, to pay a penalty to the lessor to be spent by the la tter in 

charitable causes, without him benefiting from it.  
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5.  The lessor is not allowed to sell the future income of the leased asset, 

because it is uncertain as the contract could terminate for some reasons, 

and because the counter value is typically money, and according to 

Shariah when selling money for money the two values have to be at par 

and have to be delivered spot.  

Beginning and expiration of the lease contract  

1.  The lease contract starts from the moment the leased property is delivered 

to the lessee so that he becomes able to benefit from it, because the 

essence of the lease contract is exchanging the usufruct of the leased 

property with the Ujra , and the usufruct  is not available before delivery. 

Therefore, if the delivery of the leased property to the lessee is delayed 

from the date specified for the start of the lease, the lessor is not entitled 

to Ujra  for the delay period.  

2.  Leasing can be added to a future date  with the contract signed today, but 

the Ujra  shall not be due until after the handover of the leased property 

to the lessee.  

3.  To remove uncertainty (gharar), Ijarah  contract must have a start and 

expiry dates; however, it may be agreed to make it renewable  

automatically for the same or different period. In this case, the one who 

wishes to terminate it has to notify the other party at some time as per 

their agreement.  

4.  Leasing contracts may be made on the same leased property for 

consecutive periods based on  a forward lease, with the same lessee or 

others. For example, multiple lease cont ract can be signed with the same 

lessee for different durations and different rentals; the first period is for 

three months and $1000 a month, and the subsequent period is for  six 

months but $900 a month and so on. Alternatively, the same asset can 

be leased on a forward basis to different lessees. For example, it can be 
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leased to a tenant for three months for a specific rental and subsequently 

to a different tenant for the sam e or different period or rental , and so on.  

5.  The lease contract ends with the expiry of its term. It also ends with the 

loss of the leased property or its defect in a way that cannot be used for 

the intended purpose, unless the lessor furnishes the lessee with another 

similar asset, but until then the lessor cannot demand Ujra  from the 

lessee. However, alternatively, the two parties may agree to reduce the 

Ujra  if the leased property is partially damaged or partially lost but still 

usable.  

6.  The two parties c an agree to revoke the lease contract before its 

commencement or terminate it before the expiry of its term. However, 

neither of them can do that unilaterally except in the cases of force 

majeure, such as the tenant having to leave the country in which he 

rented, or the lessor having to live in the house he rented out. This is 

based on the Shariah principles about  the removal of harm and the lifting 

of uncountable damages.  

7.  Just like lease contract can be terminated in case of force majeure, it can 

also be extended for the same consideration, such as when the maturity 

of the harvest in the land leased for cultivation is delayed. In this case, 

the contract shall be extended un til the land is harvested, and the lessee 

will have to pay the Ujra  corresponding to the extended period.  

8.  Ijarah  does not terminate with the death of the lessor or the lessee, 

because the lease relates to the leased property and not to the personal 

capacit y of the lessor or the lessee. Nevertheless, if the heirs of the lessor 

prove their personal need of the leased asset, or the heirs of the lessee 

prove that the continuity of the lease contract would harm them, then the 

contract can be terminated. However,  such termination relates then to 

force majeure and not to the death of one of the two parties to the Ijarah  

contract.  
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9.  The lessor may stipulate in the Ijarah  contract that it shall be terminated 

if the lessee fails to pay the rent. Such a condition is lawf ul because it 

helps protect the right of the lessor to the Ujra . Besides, personal 

conditions are valid in general, unless when in conflict with the Shariah 

rules or principles, and there is nothing in the Shariah that suggests the 

invalidity of this parti cular condition. According to a Sunna report " 

Muslims will be held to their conditions, except the conditions that make 

the lawful unlawful, or the unlawful lawful." 203  

Types of Ijarah  and their uses  in Islamic finance:  

Islamic banks apply both two types of  Ijarah h: Ijarah  of asset and Ijarah  of labor, 

and the last one in the Islamic banking application is called Ijarah  of services, 

and some banks call it service Murabaha.  

a.  Ijarah  of assets:  

This type of Ijarah  applies mostly to real estate properties, such as houses, 

through either the regular operating lease, or the financing lease, or the so -called 

lease ending in ownership ( Ijarah  Muntahiya Bittmleek).  

b.  Operating lease:  

It is the normal lease in which the tenant pays a fee ( Ujra ) for his temporary use 

of t he leased property.  

c.  Financial Lease:  

  This lease ends with the transfer of ownership of the leased property to the 

lessee through the contract of gift or sale at a nominal price, if the lessee fulfills 

                                                           

203  Al-Termithi (1352).  
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the terms of the contract in terms of payment of all rentals throughout the Ijarah  

period. This lease is called a òlease-to-ownó (Ijarah  Muntahiya Bittmleek).  

Steps to implement the operating lease:  

Nothing distinguishes the Islamic banking application of the operating lease form 

the normal application of this type of lease, as it cannot be considered a type of 

financing but rather an investment. The bank either leases assets he buys from 

the market or  constructs some residential or commercial assets then leases 

them. The bank may also rent out assets it does not own, by leasing assets then 

subleasing them to others. The bankõs gain from this work generates from the 

difference between the rental it pays  and the rental it collects, and this is justified 

economically by the difference in flexibility in terms of payment of the two 

rentals. For example, the bank lease a property for two years for 500,000 payable 

in advance, and then subleases the same for 60 0,000 payable in 24 installments. 

Then the bank may also earn in subleasing from the increase in the market price 

of the property's rentals.  

Important provisions of operating  lease in the banking application:  

1.  The bank may authorize the customer to rent a property on behalf of the bank 

to sublet  it to him. This is lawful because it does not go beyond the 

independent agency in a permissible matter.  

2.  The bank may demand the customer to pay a specified amount of mon ey as a 

guarantee of his seriousness in carrying out his promise to rent the asset. If 

the customer does not fulfill his promise, the bank would have the right to 

deduct from this down payment the amount that covers the actual financial 

damage resulting fr om the default. This is based on the aforementioned fatwa 

in the context of Murabaha, allowing the bank to hold the c usto mer liable for 

his promise when reneging on it causes actual financial losses to the bank.  
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Chapter 19 

Forward Ijarah 

Some Islamic bank s tend to sign a forward lease contract, especially in the 

application of financial lease ( Ijarah  Muntahiya Bittamleek), before the bank 

acquires the asset to be leased to the customer. The f orward lease is a lease of 

an unspecific asset, but an asset that  is defined in terms of features and 

specifications, such as a house of a particular location, area , and specifications. 

The lease si gned on an asset in this manner is lawful and in this case, the asset 

does not have to be existing or owned by the lessor a t the time of the contract.  

When establishing Ijarah  Muntahiya Bittamleek based on  a forward lease, the 

need to take an undertaking from the customer to lease the asset after the bank 

purchases it, or to sign a lease specimen, is negated.  

In a forward lease, the Ujra  becomes payable upon delivery of the asset to the 

customer. As for what the customer may be required to pay before that, it is 

counted as payment on the account of the Ijarah  such that if the lessor fails to 

deliver the asset to the  customer, the bank has to refund to him the advanced 

payments.  Details of this type of lease will be provided in the chapter on Ijarah  

Muntahiya Bittamleek.  
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Chapter 20 

Service Ijarah 

This product of Islamic finance applies to services that cannot be obt ained on an 

installment basis from their providers, such as academic education service, 

hospitalization, wedding parties , and travel. The Islamic bank buys these 

services from their providers on a cash basis and then sells them on a credit 

basis to the cli ents requesting them.  

Service Ijarah  implementation steps:  

Service Ijarah  is carried out through the following stages:  

1. The negotiation stage:  

¶ The customer specifies the type of service he wants to obtain (education, 

travel, medical care, tourism, etc.). The Islamic bank offers these services 

according to a previous standing arrangement between the ultimate 

services providers. These services coul d be marketed by the bank itself or 

through the ultimate services providers by referring to the bank the 

customers who cannot afford to pay  the service fee on a cash basis. Some 

services may  not be available with the bank  but acquired upon request 

from the  customer, similar to Murabaha mechanism. In the latter case, 

the customer defines the provider of the service and gets a quotation in 

the bankõs name. 

       In this case, the following must be taken into account:  

1.  That the service provider is an entity in dependent of the customer, not 

owned by him entirely, or partially but with a substantial share, such as 

a quarter or a third. This is to avoid eina, i.e. buying a service from an 

entity on cash and then reselling the same on credit to the same party.  
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2.  That  the customer does not agree with the service provider to increase the 

service price over its actual price when selling it to the bank so that the 

provider keeps the original service price and gives the rest to the customer, 

as previously explained in the Murabaha product.  

3.  That the customer does not agree with the service provider to increase the 

service price over its actual price when selling it to the bank so that the 

advance payment that the bank may require the customer to pay is 

covered in the price, as previously explained in the Murabaha product.  

¶ The customer signs the service purchase undertaking, which includes the 

purchase price as well as the bankõs profit. This document is not 

tantamount to a contract, as it is decided by the Fiqh Academy in 

Murabaha that a unilateral commitment is not a contract. 204  Accordingly, 

the bank by doing so will not be selling a specific service that it does not 

own. The advantage of this undertaking is that if the customer fails to rent 

the service after the Islamic b ank purchases it from its provider, the 

customer will bear the bankõs loss if the latter is unable to return the 

service to its provider or sell it in the market at a price that covers the cost 

of the purchase.  

¶ The customer may offer to pay a small amount to the service provider to 

reserve the service until he can  obtain the bankõs approval to fund it. This 

is permissible and is not considered a pre -contract between the customer 

and the service provider. On the contrary, the service provider normally 

knows that the customer is going to buy the service not directly but 

throu gh the bankõs Ijarah  financing.  

¶ It is permitted when needed, for the bank to delegate the customer to 

purchase the service from its provider on behalf of the bank, so that the 

bank pays it s price and owns it, and then sells it to the customer.  

                                                           

204  OIC Fiqh Aca demy Resolution on Mur abaha No. 2/3, 1988.  
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¶ The customer may not enter into the procedures of purchasing the service 

from its provider on his own, such that he pays an advance payment that 

is considered a significant part of the price of the se rvice according to 

commercial custom s. This is because such behavior carries the effects of 

a final sale according to custom s so that the rest of the price becomes a 

debt liability on the customer. In other words, the bankõs role would then 

be reduced to f inancing the customerõs debt, since the customer has 

already bought the service from its provider. However, the process can be 

corrected by the bank requesting the customer to cancel his commitment 

with the service provider and recover the previous payment . Then, the 

bank purchases the service from its provider and sells it at a profit to the 

customer. If the customer insists on making a down payment to the service 

provider, he must obtain an authorization from the bank to do so, for this 

payment to be vali dly considered as one made on behalf of the bank.  

2. The stage where the bank owns the service and then sells it to the 

customer  

At this stage, the bank undertakes the process of acquiring the required service 

from its provider and then sells it to the cu stomer requesting the service. To 

execute the contract with the customer as Ijarah  or Murabaha is effectively the 

same since the lease is nothing but a sale of usufructs.  

This Ijarah  or Murabaha between the bank and the customer is necessary to 

effect the transfer of the ownership of the service from the bank to the customer 

because of the undertaking given by the customer and then the mere purchase 

of the service by the bank is never sufficient to achieve the same.  

3.  The stage of p ayment of the debt installments (the service price)  

After the customer acquires the service through the service Ijarah /Murabaha 

contract, the customer becomes indebted to the bank for the agreed installments 

representing the service price.  
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The same rules of Murabaha debt in terms of treatment of default in payment of 

the installments, expediting the payment of the installments, rescheduling , and 

securitization of the debt also apply here. This is because the Shariah provisions 

of debt are the same regardless of the underlying  contract that yielded the debt.  
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Chapter 21 

Ijarah  Muntahiya Bittamleek (Lease -to-own/Financial Lease)  

As already highlighted, Islamic banks offer the three forms of Ijarah : operating 

leasing, service Ijarah , and financial lease (lease -to-own/  Ijarah  Muntahiya 

Bittamleek),  the latest being the most important.  

The concept of Ijarah  Muntahiya Bittamleek  

It is a special type of Ijarah  in which the lessor (the bank) leases an asset to the 

lessee (the customer) at a fee, which is usually higher than the mar ket fee in an 

operating lease, for a specified agreed period, with the lessorõs pledge to transfer 

the ownership of the asset to the lessee, through gift or sale at a nominal price, 

at the end of the lease period but conditional on payment of all rentals.  

The d ifferences between Ijarah  ending in ownership and operating 

lease  

Ijarah  ending with ownership differs from normal operating Ijarah  in the 

following matters:  

1.  Lease ending in ownership is one of the bank's financing activities while 

operating leasing i s among the bank's investment activities.  

2.  The Ijarah  ending with ownership is close to a sale, with some differences 

that distinguish it from the sale contract, while the operating lease is 

completely independent of the sale contract.  

3.  The Ijarah  ending with ownership often involves assets not yet owned by 

the bank, but rather the customer specifies an asset and requests the 

bank to finance it for him through this type of Ijarah , whereas  the 

operating lease is often executed on assets already owned by the bank, or 

at least the bank owns their usufructs.  

4.  Ijarah  ending with ownership precedes the undertaking stage between the 

bank and the customer, where the customer undertakes to rent the  asset 
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after the bank purchases it.  On the other hand, there is often no 

undertaking or promise stage in the operating lease, because normally the 

bank already owns the assets or the usufructs it leases or subleases on 

operating Ijarah  basis.  

5.  The term of the lease ending in ownership is often long, as it falls under 

the long -term financing instruments, while the operating lease is typically 

for a short period with the ability to be renewed.  

6.  The rental paid by the customer in the lease ending in ownership i s 

typically divided into fixed and variable. In contrast, there is no division of 

rental in the operating lease.  

7.  The signing and implementation of the lease ending with ownership are 

accompanied by guarantees provided by the customer upon request from 

the financing bank, which are not very different from the guarantees that 

the customer is required to provide for sale -based finance such as 

Murabaha, while there is no request normally for such guarantees in the 

operating lease.  

8.  Cases of default and delay in the payment of installments in the lease 

ending in ownership are treated similar ly  to their treatment in the sale -

based financings, but this is not the case in the operating lease, where the 

bank only recovers the leased asset in case of default on rent pa yment.  

9.  The lease ending in ownership ends with the transfer of the ownership of 

the leased property to the lessee if he fulfills his obligations, while the 

operating lease does not end with the transfer of the ownership of the 

leased property to the lessee . 

The development of this contract  

This contract appeared in 1846 AD in England under the name "Hire -Purchase", 

when a dealer of musical instruments sold these instruments on installments 

basis. To ensure he receives the price in full, he did not resort to  the ordinary 

form of a sale contract but concluded the contract in the form of a lease with the 
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right of the lessee to own the musical instruments upon completion of the lease 

term, with which he would have recovered the full price.  

Then, this contract sp read, and from individuals extended to factories, then to 

real estate development companies, then to financial institutions.  

With its reach to financial institutions, it took a new turn, as it involved a third 

party, i.e. the financial institution. The fin ancial institution would purchase the 

assets on cash from their owners, and then would lease them to their customers 

for a relatively long period, which would enable the financial institution to 

recover the price of these assets and achieve some profit. At  the end of the agreed 

period, the lessee would have several options, namely:  

¶ Return the leased asset to the financial institution  

¶ Extend the lease term for another period or periods.  

¶ Acquire the asset for an agreed price while taking into account the sums  

he previously paid as rent installments.  

Later on, this contract was adopted by Islamic banks and became one of the 

primary financing instruments in Islamic banking.  

Forms of Ijarah  ending in ownership  

Leasing with a pledge to sell  

The contract is formulated as a lease contract that enables the lessee to use the 

leased property in return for fixed rentals and a specified period, with the lessor 

pledging to sell the leased property to the lessee at a nominal price if the latter 

completes the lease to  its expiry date and pays all installments.  

In essence, the lessor is telling the lessee: I am leasing you this asset for such 

money until such date, and I pledge to sell it to you at a nominal price if you 

complete the lease contract and pay all installme nts.  

Herein, the sale contract must be executed upon the expiry of the Ijarah ,  as the 

ownership of the asset does not transfer to the lessee automatically. Thus, it is 

not valid to state in the lease contract that the sale would take place 
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automatically s ince the sale contract cannot be made conditional on some event, 

which is here the expiry of the lease contract.  

Leasing with a pledge to  gift  

The contract is formulated as a lease contract that enables the lessee to use the 

leased property in return for f ixed rentals and a specified period, with the lessor 

pledging to gift the leased property to the lessee if the latter completes the lease 

to its expiry date and pays all installments.  

In essence, the lessor is telling the lessee: I am leasing you this asse t for such 

money until such date, and I pledge to donate it to you if you complete the lease 

contract and pay all installments.  

The contract in this way is a lease contract with a pledge of a gift when 

completing the lease contract.  

Leasing with gifting  

The contract is formulated as a lease contract that enables the lessee to use the 

leased property in return for fixed rentals and a specified period, with the lessor 

gifting the leased property to the lessee but conditional on the latter completing 

the lea se to its expiry date and paying all installments.  

In essence, the lessor is telling the lessee: I am leasing you this asset for such 

money until such date, and already donating it to you but conditional on 

completing the lease contract and paying all inst allments.  

The contract in this form is a lease contract with a gift that takes effect upon the 

successful completion of the lease contract, meaning that the gift is pending on 

the completion of the lease contract. This is acceptable according to Shariah 

because it is permissible to suspend the gift on a condition, since it is a gratuity 

contract, unlike commutative contracts, which cannot be made conditional on 

any event or contract.  
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Leasing with options to the lessee  

The contract is formulated as a lease c ontract that enables the lessee to use 

the leased property in return for a fixed rental and a specified period, with the 

lessorõs pledge to give the lessee at the end of the lease term the right to choose 

between three things:  

¶ First: Acquiring the commodit y for an agreed price while taking into 

account the sums he previously paid.  

¶ Second: Extending the lease term for another period.  

¶ Third: Returning the leased asset to its owner.  

Advantages of Ijarah  Muntahiya Bittamleek to the bank  

1.  This product achieves to  the bank the possibility of correlating the return 

with the bank profit rate, which is linked to the interest rate. This is done 

by linking the Ujra  paid by the customer in this contract to the interest 

rate, which makes this product suitable for long -ter m financing.  

2.  In this contract , the customer can be contractually bound to the 

agreement from the first day, that is, before the bank purchases the asset, 

by founding the contract based on  the forward lease.  

3.  Ownership of the leased asset remains with the b ank throughout the 

repayment period (the leasing term), which enables the bank to recover 

the asset easily in case of default in payment on the part of the customer. 

This is particularly advantageous to the bank when the market value of 

the leased asset ex ceeds the purchase price.  

Ijarah  Mutahiya Bittamleek implementation steps  

The lease ending in ownership, according to the most common form, is executed 

through the following stages:  
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The negotiation stage:  

The customer specifies the asset for the bank to a cquire if the bank still does not 

own it. The asset could be ready for delivery, under construction , or in the 

process of being built. The bank would evaluate the customer's creditworthiness 

given  his periodic income and payment commitments and decide  to finance him 

accordingly.  

Details of this stage:  

1.  The customer signs the self -binding lease undertaking document, which 

states the total duration of the lease contract, the fixed fee , and the criteria 

for determining the variable rent. This document is not a contract since it 

only binds one party, the customer, while a contract would bind two parties. 

In this regard, Fiqh Academy approves, in principle, the binding commitment 

from one party as in Murabaha. The advantage of this undertaking for the 

bank is to use it against the customer if he fails to rent the asset after the 

Islamic bank purchases it, such that the customer will bear the bankõs loss 

if the latter fails to recover its co st from s elling the asset in the market. 205  

2.  The customer also signs a specimen of the leasing contract that he will sign 

later, and the purpose of it is to familiarize the customer with the contract he 

is about to be bound by after the bank has acquired the asset. The specimen 

includes the duration of the lease contract, the rent amount and the criteria 

for determining the variable component of the rent.  

3.  If the customer has begun the purchasing process of the asset, such as by 

reserving the asset and paying a  portion of its price, then the bank might ask 

him to bring a no -objection letter from the owner to sell the asset to the bank 

instead.  

4.  The bank may require the customer to furnish it with various guarantees 

such as mortgage, checks or request him to trans fer his salary to the bank, 

                                                           

205  OIC Fiqh Academy Resolution on Murbaha No. 2/3, 1988.  
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to  protect its position in case the customer has failed to fulfill his obligations. 

This is lawful because the purpose is to safeguard the debt, and safeguarding 

the contracting partiesõ rights consolidates the legal effects of the lease 

contract.  

The second stage, the stage of buying the asset and then leasing it to 

the customer  

If the asset is ready for delivery, the bank purchases it and has it ready for 

delivery to the customer. Then, the bank enters into the lease -to-own ag reement 

(Ijarah  Muntahiya Bittamleek) with the customer. If the asset is still under 

construction, the bank begins the purchasing process from the owner and then 

waits until it is ready for delivery to sign the lease -to-own agreement with the 

client.  

Detai ls of this stage:  

1.  If the bank accepts the customerõs request to finance the asset through the 

lease-to-own arrangement after the latter has provided all the required 

documents, the bank will then initiate the purchase of the asset from its 

owner. If, howev er, the customer has already initiated with the owner the 

purchase of the asset, then the bank would prepare what is knows as a 

tripartite assignment agreement, which includes the bank as the Assignee, the 

seller or real estate developer as the Seller, and  the customer as the Assigner. 

In this agreement, the customer (Assigner), with the consent of the remaining 

parties, assigns all his rights and obligations towards the seller to the bank 

(Assignee), so that the contractual relationship between the seller and the 

customer ceases and a new contractual relationship begins between the seller 

and the bank. 206  

                                                           

206  The agreement can be formulated as follows: òThe assigner has requested, the assignee has accepted 
and the seller has agreed that all the assignorõs rights, interests and obligations under the property sale 
agreement be assigned to the assignee thus, terminating the agreement between the assigner and the seller 
and establishing a new agreement between the assignee and the selleró. 
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2.  The payments advanced by the customer to the seller shall be transferred to 

the bankõs account with the seller, so that the payments become in the name 

of t he new buyer (the bank), and the clearing takes place later between the 

bank and the customer from the future fixed rentals.  

3.  When required, the customer may be authorized by the bank to purchase the 

asset he is going to rent from the bank. This is in line with  the  stand of the 

Fiqh Academy. 207  

4.  Often, the leased asset is not registered in the name of the bank, but rather it 

is registered immediately in the name of the customer although  the customer 

has no ownership at this stage. This is to save double registr ation expenses. 

However, the bank asks the customer to sign a òTitle Agency Agreementó as a 

legal proof that he is not the real owner of that asset, and that the real owner 

is the bank but the customer holds it as its representative. To safeguard its 

right  further, the bank may mortgage the same leased asset in its favor. This 

is lawful as long as the bank assumes the owner -type responsibilities and acts 

as the genuine owner of the asset.  

5.  The bank requires the customer to provide an undertaking in writing to 

purchase the leased asset at a price equal to the sum of the remaining rentals 

for the lease term in case of breaching t he terms of payment, such as d elaying  

two consecutive installments.  

 Typically, the purchase price comprises the following components:  

5.1  The balance of the total fixed -rent component of the remaining 

unpaid installments.  

5.2  The balance of the total variable -rent component of the remaining 

unpaid installments. The variable rent is typically determined 

according to the interest rate on the day of executing the purchase.  

5.3  The balance of the supplementary additional rent, if any, that 

represents the maintenance and whatever spent by the bank on the 

                                                           

 

207  OIC Fiqh Academy Resolut ion No. 13 (1/3).  
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leased asset. However, despite bein g added by some Islamic banks, 

this component is suspicion from a Shariah perspective as will be 

explained later.  

5.4  The actual expenses incurred due to the annulment of the contract.  

6.  The bank presents to the customer an undertaking to donate the leased asset  

to him or sell it to him at a nominal price if the customer fulfills his contractual 

obligations. The bank may present to the customer a specimen of this sale or 

gift contract.  

7.  Some Islamic banks require the customer to obtain a life insurance policy in 

which the debts of the deceased are insured in favor of the financing entity so 

that the insurance company is obligated to settle the debts of the deceased if 

not covered by his estate.  

The third stage: the stage of delivering the leased asset to the customer 

and paying the fee  

Having owned the asset, the bank signs the lease -to-own agreement with the 

customer and delivers him the leased asset. The customer starts using the asset 

and paying the rentals as per agreement.  

The stage details:  

1.  The lease per iod is usually made one, two , or three months renewable, and 

the two parties agree to renew the lease period for equal lease periods, the 

total of which equals the term agreed upon in the master Ijarah  agreement.  

With the expiry of each Ijarah  period, the  bank may send a written notice of 

renewal to the customer at the end of each lease period. The notice states that 

if the lessor does not receive a response within seven working days, for 

example, then the lessee is implicitly agreeable to renew the lease for a similar 

period according to the terms stated in the notice. If the lessee refuses to enter 

into a new lease period, the bank has the right to demand him to fulfill his 

undertaking to purchase the leased asset. If, however, the lessee does not 

fulfill  his undertaking to buy the leased asset or he fails to do so, the bank 
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can recover the asset and sell it in the market. If the selling price does not 

cover the bankõs loss, the bank can demand the shortfall from the customer 

based on his previous undertak ing to rent the leased asset for the entire 

agreed Ijarah  period.  

2.  In the first rental period, the rental payable by the lessee comprises one 

component, but for the subsequent periods, the rental comprises two main 

components:  

3.  The first component: the fixe d rent, the total of which represents the cost of 

buying the leased asset from its owner, in addition to the bankõs profit for the 

construction period if nay. For example, if the construction takes two years, 

and the bank wants to achieve 4% as annual prof it, then 8% of the purchase 

cost is added to the fixed rent, and is paid independently by the c usto mer 

upon taking delivery of the leased asset. Some banks collect this additional 

amount during the construction period as a payment on the account of the 

Ijarah ,  not as a rental, because no rental is due before the delivery of the 

asset to the lessee. In the event the bank fails to deliver the asset to the 

customer, it refunds the advance payments to the customer.  

3.1  The second component: the variable rent, w hich represents the bankõs 

profit for the term of the lease contract, which is practically the interest 

rate prevailing in the market for the rental period, such as LIBOR plus 

certain basis points for three months.  

3.2  In addition to the above rental component s, there could be a third 

component called the supplementary rental. This Ujra  (rental 

component) is not regular, but rather it is incidental as it is added to 

the rental only when the bank incurs any expenses on the leased asset, 

such as paying for basic maintenance. The bank usually assigns the 

lessee to oversee the leased asset and take care of its owner -type 

expenses on its behalf. The bank later deducts from the subsequent 

fixed Ujra  what the customer spends on the leased asset on its behalf, 
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but oddly  enough, it may trigger this third Ujra  component and price 

it at par with the amount it has deducted from the fixed rental!  

4.  The due but unpaid rental becomes a debt owed by the customer, and it shall 

be treated the same way any debt liability is treated; it shares the same 

provisions of Murabaha debt in terms of late payment charges, rescheduling, 

early payment treatment , and securitization; since debt is a debt regardless 

of what has caused it.  

Ijarah  Muntahiya Bittamleek of a property constructed on land  

owned by the customer:  

The details and steps of this transaction are not significantly different from 

the above; the customer signs a promise to rent, and then the bank agrees 

with the real estate developer to do the construction. Often, the bank appoints  

the customer as its agent to supervise the construction process and makes 

him responsible for ensuring its proper execution. Upon the completion of the 

construction, the bank requires the customer to sign a declaration 

acknowledging recipe of the property  on behalf of the banks under  the 

required specifications, so that the customer will not have the option not to 

enter into the Ijarah  agreement on the pretext that the asset is not as per the 

specifications required. Next, the bank signs with the customer the lease -to-

own agreement.  

The customer participating in buying the leased asset  

It is permissible for the bank and the customer to agree to jointly purchase the 

asset, so that only the bankõs share will be leased to the customer on a lease-to-

own basis, and the same rules and procedures mentioned above, such as the 

bankõs undertaking to gift or sell at a nominal price upon successful completion 

of the Ijarah  period, will apply to this case. Liability for the leased asset shall be 

shared between the bank a nd the customer as per their respective shares in the 

asset.  
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Shariah violations during Ijarah  and Ijarah  Muntahiya Bittamleek  

a. Linking the Ujra  to a variable benchmark without capping it  

The Ujra  paid by the customer in the lease -to-own is divided into two 

components:  

1.  The first component: the fixed rent, the total of which represents the cost 

of buying the leased asset from its owner, in addition to the bankõs profit 

for the construction period, if any .  

2.  The second component: the variable rent, which rep resents the bankõs 

profit for the term of the lease contract, which is practically the interest 

rate prevailing in the market for the rental period, such as LIBOR plus 

certain basis points.  

In principle, the variable rent violates the Shariah condition of the Ujra  being 

known and determined in amount, as a volatile Ujra  may either harm the lessee 

(customer) or the lessor (bank) since none of them knows how much it is going 

to pay or be paid r espectively. Some Islamic banks tend to reduce the 

inconvenience of this uncertainty by setting a floor (minimum) such as the rate 

of LIBOR plus certain basis points capped at a minimum of 5%. This would 

reduce the uncertainty and protect the bank, but sin ce the benchmark is not 

capped on the top (at maximum), it does not reduce the gharar (uncertainty) to 

a tolerable level. On the other hand, a benchmark with a floor and no ceiling 

safeguards the bank but not the customer, which is unfair.   

If it is neede d to link the rent to a fluctuating benchmark, Islamic banks should 

adopt a mechanism that would reduce the gharar to a tolerable level, by setting 

a reasonable upper and minimum limits so that both parties can be protected; 

the customer by knowing that he  will not have to pay more than 6% over the 

fixed rent, for example, and the bank by knowing that it will not receive less than 

4% of the fixed fee, for instance.  
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  B. Shifting the ownerõs liabilities to the customer 

The bankõs earning from the lease-to-own arrangement is justified by the bank 

being the owner and lessor of the leased asset. However, one of the established 

provisions of Ijarah  is that the lessor (owner) is liable for the leased asset in terms 

of total or partial damage if occurred without th e lesseeõs negligence or 

misconduct. The bank, as owner and lessor, is also responsible for the major 

maintenance, insurance, and all that which is usually the responsibility of the 

owners. This is, in fact, the position of the Fiqh Academy 208 , and it was fo llowed 

by some other fatwas of some Islamic financial institutions. 209  

Therefore, if the bank shifts the labilities that are normally associated with 

ownership to the lessee, then the bank is not a true lessor of the leased property, 

but rather a seller, bec ause these liabilities cannot be shifted from the owner 

expect by sale contract, not by lease. Thus, such a shift of liability suggests that 

what took place between the bank and the customer was a sale and not a lease, 

as contracts should be judged and def ined by their purport or essence and not 

by the terminology used in their formation. If that was a sale contract, then it is 

a void sale, because the bank does not transfer the ownership of the sold asset 

to the customer, but rather retains its ownership u ntil its price is paid in full. 

Hence, this contract is not valid, neither as sale nor a lease. A resolution of the 

Fiqh Academy states that one of the criteria for the permissibility of the lease -to-

own arrangement is that the lease is real and not a cove r for sale and that the 

bank, as an owner, bears the responsibilities of the leased property in terms of 

liability, owner -type expenses , and maintenance. The following are the exact 

words of the resolution:  

 òPermissibility Criteria:  

                                                           

208  OIC Fiqh Academy Resolution No. 13 (1/3).  

209  Such as fatwa of Al -Baraka group, No. 1/97, 9/9.  
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1.  The presence of two c ontracts that are separate and independent 

concerning  the time of their conclusion and in which the sale contract 

succeeds the lease contract or the presence of a promise that would enable 

the lessee to become the owner at the end of the contract period. In this 

connection, Option and Promise stand on an equal fo oting about  their  

Shariah rulings.  

2.  There should be a genuine desire from the two parties to conclude the 

lease contract and not just to use it as a mere veil for the sale contract.  

3.  The leased property should be guaranteed by the owner and not the lessee. 

In this sense, the owner should bear any damage that is not caused by 

misuse or negligence of the lessee. The lessee has to bear nothing even if 

such damage has made the property useless.  

4.  If the contract includes insurance of the property, insurance should be 

made according to the Islamic methods and at the expense of the owner 

alone.  

5.  Throughout the lease period , the contract should be subjected to Shariah 

rulings on Ijarah ,  whereas Shariah rulings on Ownership should be 

observed when ownership of the prope rty is shifted to the lessee.  

6.  The cost of maintenance, excluding operational expenses, should be borne 

by the les see throughout the lease periodó210 . 

Evading the liabilities of the leased property and transferring them to the lessee 

is also achieved by autho rizing the customer to pay the expenses associated with 

these liabilities on behalf of the bank and then deducting the same from the fixed 

rent of the subsequent Ijarah  period, but with adding the same amount under 

the "supplementary rent". Effectively, th e customer here bears these expenses, 

not the bank.  

                                                           

210  OIC Fiqh Academy No. 110 (4/12), 2000.  
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Even if the leased asset is damaged or lost, effectively the bank bears no liability 

but the customer does, as the latter is the one who pays the insurance 

premiums.  

C. Holding the lessee liable for the shortage in the insurance 

compensation  

The leased asset is a trust in the hands of the lessee, and he does not guarantee 

it except in cases of misconduct , negligence , or violation of the terms of the Ijarah  

contract. Thus, it is not permissible to hold the  customer responsible for the loss 

or damage of the leased property, except in one of the above three cases, and it 

is not permissible either to hold the customer responsible for paying the 

difference if the insurance company pays less than the amount of t he damage 

done to the leased asset.  

D. Buying a property from the customer and then leasing it back to him 

on a lease -to -own basis, without the bank taking liability of the leased 

asset  

If the leased property on the lease-to-own basis was originally purchased from 

the customer, then the suspicion of eina and financing on interest would attach 

the transaction so long as the lease is not real, but rather it is a sale under the 

guise of a lease. This occurs when the less or transfers the liabilities of the leased 

property to the lessee in the way described above. If this act was deemed a sale 

given  the above, then being preceded by the purchase of the asset from the same 

customer at a lower price would make it eina, and ei na is nothing but a usurious 

loan. 211  

                                                           

211  According to AAOIFI Shariah Standard No. 9 (8/5), the asset purchased from a client can be leased b ack 
to him on lease -to-own basis if the lease takes place after a period of time that would entail some change 
in its market value. However, such position may not be valid as what invalidates such transaction is the 
genuineness of the lease contract as dis cussed above, whereby the lessor (the bank) takes genuine liability 
for the leased asset.  
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E. Leasing an asset that is invalid for use  

What adds to the mischief of the above case of buying an asset from a customer 

then leasing the same to him on a lease-to-own basis is that the asset leased 

could be practicall y unuseful for the customer, such as by being a barren land 

with no building erected on it. In this case, the land is used only as a tool to 

obtain financing by selling it and then leasing it back on a lease-to-own basis. 

Some Islamic banks have resorted t o this technique of buying an asset, or a part 

thereof, from a client, then leasing it back to him on the lease-to-own basis only 

to justify profiting for what is called in technical terms òRefinancingó. 

F. Suspending the sale upon the successful completio n of the Ijarah  

contract  

 The contract of gift or sale through which the ownership of the leased property 

is transferred to the lessee has to be independent of the Ijarah  contract so that 

neither of them is conditional on the other. Accordingly, it is inva lid to state in 

the lease -to-own agreement that the sale will have been deemed as taking place 

once the customer has fulfilled his obligations towards the Ijarah  agreement. 

Rather, the sale of the property must be initiated upon the expiry of the lease 

con tract. It is invalid either to conclude the sale contract in advance, on the 

condition that the customer fulfills his obligations and completes the lease 

contract since sale contract , in general,  cannot be made conditional on 

something else. Clearly, the resolution of the Fiqh Academy in this regard states 

that in the lease -to-own arrangement, the sale contract has to be independent 

of the lease contract. The resolution reads:  òPermissibility Criteria: The presence 

of two contracts that are separate and independent concerning  the time of their 

conclusion and in which the sale contract succeeds the lease contract or the 

presence of a promise that would enable the lessee to become the owner at the 

end of the contract periodó.212  

                                                           

212  OIC Fiqh Academy Resolution No. 110 (4/12), 2000.  
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The same resolution mentions that among the invalid transactions: ò 

i.  A Lease Ending with Ownership contract that leads to transfer of ownership 

to the lessee against the amounts of rent he pays during the contract 

period, without signing a separate sale contract. In other words, when the 

same lease contract automatically changes into a sale contract.  

ii.  A lease contract according to which the property is given to the lessee 

against a specific amount of rent and for a specific period, coupled with a 

sale contract that becomes effective only when the lessee pays the whole 

amount of rent agreed upon, or at a certain date in the future.  

iii.  An appropriate lease contract including an option for the owner to sell the 

property to the less ee, at the end of the leasing periodó. 213  

However, the gift contract is different from the sale contract in this regard, a s it 

is valid to suspend the gift contract on some condition according to some jurists. 

Accordingly, the bank can initiate at the outse t or before the expiry of the lease 

a contract a gift contract conditional on the successful completion of the lease 

contract by the customer. In this case, there is no need to initiate a gift contract 

after the expiry of the lease contract. According to F iqh Academyõ resolution: 

òSome permissible forms of the contract are a lease contract that enables the 

lessee to make use of the leased property against a specific amount of rent and 

for a specific period, along with a separate contract offering the proper ty as 

a gift to the lessee.  The latter contract becomes effective at the end of the lease 

period and when the lessee has paid all the amounts of rent agreed uponó. 214  

                                                           

213  OIC Fiqh Academy Resolution No. 110 (4/12), 2000.  

214  OIC Fiqh Academy Resolution No. 110 (4/12), 2000.  
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G. Nonpayment of  the difference between the rent in Ijarah  Muntahiya 

Bittamleek and the re nt in the operating lease, if Ijarah  Muntahiya 

Bittamleek cannot be completed  

It must be stated in the agreement between the bank and the customer that in 

the event the lease cannot be complete for reasons beyond the control of the 

lessee, the lessee shall  have the right to recover the difference between what he 

has paid as rentals in Ijarah  Muntahiya Bittamleek  and the market rent in the 

operating lease for the same asset.  This is because the lessee has agreed to pay 

a higher than the market rent in anticipation that he will own later on the leased 

asset at a nominal price or as a gift. Therefore, if this becom es impossible for 

reasons beyond his control, then justice and the Shariah norms on the removal 

of harms entail that he should not pay more than the usual market rent in an 

operating lease since his lease turned to be nothing but an operating lease.  

 



 

Page 302 of 490 

 

Chapter 22 

Bank Deposits 

Bank deposits are the amounts that people or companies deposit in banks for 

investment, safekeeping , or other reasons.  

Types of bank deposits  

1. Current accounts:  

These are deposits or accounts deposited with the bank by clients for us ing them 

in daily transactions, whether by direct cash withdrawal or by checks. Current 

deposits usually come with additional services provided by the bank, such as 

checkbooks, monthly statements, ATM cards , and debit cards.  

Current accounts differ from sa vings and investment accounts in that the 

formers are guaranteed by the banks, and therefore their holders do not deserve 

a return on them, and they are usually intended for money saving and obtaining 

other banking services. On the other hand, the investme nt and saving accounts 

are not guaranteed by the banks and are intended for saving as well as 

investment, and their holders receive a return on them.  

The Shariah underlying concept of current accounts  

¶ Since the bank guarantees their repayment, current accounts are 

considered loans from their holders to the bank. This is because unlike 

money extended to others for investment purpose s, loaned money is 

guaranteed by its recipient (the borrower), while the money provided to 

others to be invested cannot be g uaranteed by its recipient.  

¶ It is inaccurate to deem current accounts as Amana (trust) with the bank 

because what is Amana is impermissible to make use of, while the owner 

of the current account knows in advance that the bank uses this money 

and returns t he same amount, and he is implicitly agree ing  to this, which 

makes the money deposited a loan.  



 

Page 303 of 490 

 

¶ No harm in naming these accounts as deposits, because the literal and 

customary meanings of the word accommodate that, unlike the legal 

(Shariah) meaning of the word (deposit), which refers to Amana.  

Current account Shariah provisions:  

¶ As loans, current accounts are owned by the bank, but the bank is 

obligated to return similar amounts to these account holders upon 

request.  

¶ The borrowing bank cannot commit to pa ying  a return on these deposits, 

because a stipulated return on a loan is nothing but Riba.  

¶ The bank may grant current account holders cash increases or in -kind 

gifts as long as these are donations and are not guaranteed to the 

depositors whether explicit ly, implicitly , or customarily. However, it is 

recommended not to distribute these donations regularly , fix them in 

value , or link them to the volume of the amounts deposited.  

¶ The bank has the right to collect from the current account holder a fee for 

the additional services provided to him, such as the provision of 

checkbooks and ATM cards.  

¶ The bank has the right to link the payment of that fee to failure to maintain 

a certain limit so that the account holder is exempted from the fee if he 

maintains a minimum amount in his account.  

¶ The fee mentioned above cannot be deemed in exchange for safeguarding 

the money in the current account, because, as mentioned earlier, current 

accounts are deemed loans to the bank, and loans are always guaranteed 

by the borr ower (the bank). Rather, this fee is in exchange for the services 

provided by the bank to the current account holder, as reiterated above.  
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2. Saving s Accounts  

¶ These are the deposits or accounts that clients deposit with the bank to 

save and investment, ba sed on the Mudaraba contract, so that bank may 

invest the fund in a pool known as the Mudaraba pool and distribute 

profits commensurate with its average balance during the accounting 

period.  

¶ The Mudaraba pool is the pool in which various investment deposit s and 

accounts are placed to invest  them as one fund. The bank may also invest 

in this pool the funds from the current accounts, which it guarantees as 

loans to their holders.  

¶ Savings deposits are distinguished from  fixed -term investment deposits as 

the fi rst are not limited to a specific term or a certain amount, so their 

holders can, without prior notification, withdraw the money in this 

account at any time. Besides, the holder of the saving s account s normally 

receives a lower share of the profit than tha t of the investment account.  

3. Fixed -Term Investment Accounts  

¶ These are deposits or accounts deposited by the clients with the bank to 

invest  them on Mudaraba or Wakala basis, but mostly on the Mudaraba 

basis. They are classified into brackets of differen t amounts and 

maturities, and typically invested in the Mudaraba pool, where they 

deserve a share in the poolõs profit under  their total volume and duration 

of investment in the pool.  

¶ Investment accounts of fixed terms can be divided into unrestricted, i. e. 

based on the unrestricted Mudaraba, where the investment account 

holder has no right to restrict the bank as  to where to invest the money. 

On the other hand, the restricted ones are based on the restricted 

Mudaraba, where the investment account holder c an restrict the bank as  

to where to invest the money, such as in a specific investment fund.  
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¶ It is permissible to agree on setting a specific maturity date for the 

investment deposit and to renew it automatically at the end of its term if 

the account holde r chooses not to withdraw it. Non -withdrawal of the 

deposit after its maturity date can be considered as an agreement to start 

a new investment contract.  

General provisions for savings and fixed -term investment accounts  

¶ These accounts are investment accoun ts because the bank invests them 

for their holders on the Mudaraba basis, whereby the account holder is 

the capital provider, and the bank is the Mudareb. The profit distribution 

ratio between the two parties must be stated when op ening the account.  

¶ The re lationship between the holders of these accounts is Musharka, while 

the relationship between the account holders from one side and the bank 

from the other is Mudaraba, as the bank invests their funds against a 

share of the profit.  This Mudaraba is called joint Mudaraba as it involves 

more than one capital provider.  

¶ The bank may mix the funds in these accounts and invest them in one 

pool, based on the implicit permission of their holders, as all of them now 

that the bank does so due to their huge number.  

¶ The bank may mix its fund with the investment account funds, and the 

profit shall be shared between the two funds according to their volume 

ratio. The bank shall be concerned with the profit and loss of its money, 

and it will have the Mudaraba share of pro fit about  the investment 

accounts funds.  

¶ The underlying investment contract signed by the depositor upon opening 

the investment account must stipulate the ratio of profit distribution 

between the bank and the account holder, in addition to the percentage of 

the fund deposited that will be invested in the pool after deducting the 

necessary reserves, if any.  
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¶ The bank as Mudareb (fund manager) cannot guarantee the deposit holder 

the indicative profit rate nor the amount invested in whole or in part. 

Rather, t he amount invested shall be prone to los s, and the bank shall not 

be responsible for the loss except in cases of misconduct, negligence , or 

violation of investment terms and restrictions if any.  

¶ It is desirable to form a committee from among the account ho lders 

(investors) to safeguard their rights and monitor the implementation of the 

agreed Mudaraba terms. This committee may also have the right to give 

non -binding advice, but not the right to interfere in the investment 

decisions.  

¶ The bank may charge a co mmission for opening the investment account, 

provided that it is a reasonable fixed sum that represents the actual cost, 

and it is desirable that it be a one -time and not repeated.  

¶ The bank must disclose to the depositors the percentage of the amount 

that is invested, as most of the investment accounts holders may not be 

aware of the fact that not their entire deposited money enters the 

Mudaraba pool, but some reserves are taken from it.  

¶ The bank must disclose to the depositors its investment priority polic y; 

whether the priority is given to the bankõs fund, to depositorsõ, or both 

proportionally, if there is a shortage in the investment opportunities, or 

where the opportunities available fail to absorb the money of the bank and 

the depositorsõ combined. 

¶ If a loss occurs, or the investment yields no profit, then the fund manage r 

(the bank) shall bear no liability, and the burden of proof of the occurrence 

of negligence, misconduct or breach of the agreement by the bank shall be 

on the investment deposit holde r.  

¶ Documents provided by the bank to prove non -liability is considered valid 

and reliable unless the account holder proves otherwise. In the event of a 

dispute, the bank is obliged upon request of the account holder to resort 

to the judiciary or arbitratio n.  
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¶ A third party, who is completely independent in his capacity and financial 

liability from the two Mudaraba parties (the bank and the investment 

account holder), may furnish the depositors with a guarantee against the 

loss of capital or loss of profit. T he permissibility of this guarantee is 

justified by being a pure donation as long as it is genuinely independent 

of the Mudaraba contract and provided without consideration paid by the 

depositor or the bank. This is because donations, in general, can be ma de 

conditional on certain events, such as the occurrence of loss of capital or 

loss of profit. In this regard, the central bankõs guarantee of the investment 

deposits may be regarded as an independent third -party guarantee, and 

as such be accepted, as long  as the central bank does not charge the 

operating bank for the provision of such a guarantee.  

The Profit Shariah provisions  

¶ The ratio of profit distribution between the bank and the investment 

account holder must be predetermined. If not determined by the  time the 

account is opened, then the underlying Mudaraba contract is void due to 

the gharar involved, unless there is a customary practice that two parties 

can be refer red  to.  

¶ In principle, the bank can demand a different share of the profit when 

dealing with each investment account holder, because each investment 

account is a separate Mudaraba contract. However, the bank must not 

promote the otherwise and must be able to handle the accounting of each 

deposit accurately.  

¶ The bank may demand a standard prof it ratio or vary its share of the profit 

according to the available investment brackets.   

¶ The bank may announce the expected profit rate, as an indicative rate that 

is not guaranteed by the bank to the holders of these deposits, and the 

bank's policies on  deposits must clearly state that these declared 

percentages are merely indicative and not guaranteed.  
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¶ In principle, the bank may stipulate in the Mudaraba agreement, which is 

the underlying contract of the investment deposit, that it shall receive, as 

an incentive, whatever exceed s the indicative rate of profit. However, such 

practice is abhorred given that it may damage the image of Islamic banks 

and justify accusing them as being mimicking conventional deposits, 

especially that the indicative rate is lin ked to the interest rate. 

Nevertheless, such incentive remains permissible, because the parties to 

the Mudaraba cont ract may agree on any mechanism for profit 

distribution and regardless of the share of profit each party receives, as 

long as the mechanism and the ratio are clear to both parties.   

¶ The bank may stipulate for itself the right to amend the investment terms 

or the ratio of profit distribution between it and the investment deposit 

holder, provided that the account holders are informed of any cha nge and 

the changes appl y only to the following investment periods. Ideally, the 

account holders should be personally notified of the change, but if this is 

not visible, it is sufficient for the bank to announce the amendment on its 

website or through publ ic advertising methods. The permissibility of this 

amendment is justified by applying  to the new investment terms and not 

the existing one, and every investment period is regarded as a new 

Mudaraba agreement, which gives the two parties the right to amend their 

terms.  

¶ The amendment may include the existing investment periods if it is 

mathematically impossible to distinguish the existing from the new 

investment accounts, provided that the owners of the existing investment 

accounts can  withdraw their funds wi thout affecting their right to the 

previously agreed percentage until the amendment announcement.  

¶ The bank may stipulate that the holder of the investment account shall 

not be entitled to a profit, or that he shall be entitled to a lower share of 

the profi t if he withdraws the investment deposit in whole or in part before 

its maturity date.  
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¶ The bank may stipulate that the ratio of profit distribution be adjusted to 

a new specific one if the investment account holder withdraws his deposits 

or part thereof af ter the lapse of a certain period but before its maturity 

date. For example, the bankõs share can be set at 30% if the deposit 

remains until its maturity date, and it rises to 70% if the depositor 

withdraws his fund after a month but before the maturity dat e.  

¶ Profit is not achieved in investment accounts (savings and investment 

deposits) except after the capital remains intact upon maturity date. 

Accordingly, what the bank may distribute before the expiry of the 

investment period is permitted if paid on the  account of the investment (as 

a loan), such that the bank can recover it later if no profit was achieved or 

if the account holder has received more than his actual share of the profit. 

This can be done by setting off the amount paid on account and the 

depositorõs share of the profit at the end of the investment period, and the 

depositor is obligated to return the balance if his share of the profit does 

not cover what has been advanced to him, and he will return it in full if no 

profit is achieved.  

¶ The prof it added to the investment account, which the investment owner 

did not withdraw, becomes part of the capital for the new investment 

period.  

¶ In principle, profit is not known to have been realized until after the real 

liquidation of the Mudaraba pool asset;  however, the constructive 

liquidation is sufficient, which is doable through the evaluation of the 

Mudaraba assets to find out whether or not a profit has been achieved, 

and the through the assessment of debts to ascertain the possibility of 

collecting th em.  

¶ Profit is the amount achieved above the capital at the end of the investment 

period. As for the profit accrued throughout the investment period, it is 

not a real profit until the investment reaches its maturity without losses 

that may exhaust the previ ously accrued profits, because the profit covers 
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the loss, and the amount remaining after that over the capital at the end 

of the investment period is the real profit.  

¶ Every investment period is considered a contract in itself. Therefore, it is 

not permiss ible to cover the loss of an investment period from the profit of 

another period, except that the reparation is from the reserves made from 

the profits of the past investment periods, as will be detailed soon.  

¶ The bankõs shareholders, as Mudareb, may waive, without prior 

agreement, their share of the profit in favor of the investment accounts 

holders. This usually occurs when the distributable profits fall to a rate 

that may lead depositors to withdraw their deposits. However, 

transparency entails that the bank discloses this so that the investment 

account holders be aware of the bankõs financial and investment position. 

¶ If the bank chooses or is compelled by a decision of the central bank to 

withhold a specific percentage of the investment deposits from investment, 

to  meet the liquidity requirements of these deposits, then for some reason 

it was not effectively held by th e central bank and the bank was able to 

invest in an easy -to-liquid or short -term investment, then the profit 

realized from this investment must be added to the investment pool to be 

shared with the depositors.  

¶ The bank, as Mudareb and investment manager,  and with the 

authorization of depositors, may allocate part of the realized profit to form 

a profit equalization reserve, in addition to a provision allocated for the 

doubtful debts, and a provision allocated for the investment risks. While 

the first two provisions can be formed from the gross profit that includes 

the share of the bank as Mudareb, the last one should exclude the bankõs 

share in the profit, since the risk of losing the investment capital rests with 

the capital provider in Mudaraba, not the Mudareb.  

Profit distribution method  
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¶ The distribution of profit among the fund providers in joint Mudaraba can 

use the w eightage  method by taking into account the amount of each fund 

and the duration of its placement in the investment pool, so each 

investme nt account is given points based on the amount and the duration 

of its placement, with consideration of any top -ups or withdrawals.  

¶ The bank must stipulate in its policies that it adopts this method so that 

opening the investment while knowing the way prof it is calculated may be 

regarded as implicit approval of it. This method is the most appropriate 

way to determine the distributable profit because all the investorsõ funds 

contribute together to achieving the return, so the entitlement to a share 

of profit  that is commensurate with the fund amount and time of 

placement is the fairest way to distribute profit among investors.  

Provisions for doubtful debts:  

¶ The Islamic bank may deduct from the investment accounts and their 

profits the doubtful debts resulting  from investing these deposits, provided 

that this includes the bankõs share of the profit as Mudareb, because these 

debts are an initial loss that may consume the profit, so nothing will be 

left for the bank in this case to earn.  If these debts are later  repaid at any 

time, the bank must return them proportionately to the holders of those 

investment deposits after collecting its share of the profit, if any. If some 

of the owners of those deposits have already closed their accounts with the 

bank, then the bank must do its best to reach out to them to return their 

share of those provisions.  

¶ If it is not practically possible for the bank to deliver to the account holders 

their shares in the debt provisions, then the bank may state in the 

investment accounts f orms that the investment account holder shall waive 

his share of the debts provision to the rest of the investors or to some 

charitable causes.  
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Risk and profit equalization Reserves  

¶ The Islamic bank may, with the approval of the depositors, create a special 

reserve from their profits to confront future losses or to achieve profit 

stability whenever the distributable profit falls below the indicative profit 

rate at the end of the financial cycle.  

¶ To do that, the Islamic bank, in the event the realized profit exceeds the 

expected rate of return in a given cycle, withholds a percentage (for 

example, 10%) of the net profits and deposits it in that reserve. The 

deduction for each financial cycle may continue until the amount 

accumulated in this reserve reac hes a certain target.    

¶ However, the above is subject to the following conditions:  

1.  That this is done with the knowledge and consent of the deposits 

holders because the amounts used to create these reserves are 

deducted from their profits due to be ing  distr ibuted to them, so their 

approval must be obtained.  

2.  The deduction of profits and placement of the same in the reserve, then 

withdrawal from it, have to be done under the supervision and subject 

to the approved of the banksõ Shariah supervisory board. 

3.  In pr inciple, the account holder, in the event he closes his account, 

should be able to recover what was deducted from his profit and placed 

in the above reserves, because he did not leave that amount except to 

benefit from it later when the loss occurs or the profit is less than the 

expected. Therefore, if he does not benefit from it, he should be able to 

recover the same.  

4.  If it is not practically possible for the bank to deliver to the account 

holders their shares in these provisions, then the bank may state in the 

investment accounts forms that each investment account holder, who 

decides to close his account, shall waive his right to the unrealized 

profit as well as his share of the provisions to the rest of the investors, 

and that he shall also be absolved, by the other investors, of the loss 
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that could occur after his withdrawal but before the completion of the 

investment cycle.  

Other Shariah provisions of investment accounts  

Refer to the provisions of the Mudaraba product for the provisions that are 

relate d to investment deposits but not mentioned here.  

4. Wakala investment accounts  

These are investment deposits accounts opened by clients for investment, and 

the bank invests them for the account of depositors based on Wakala, i.e. against 

a fee the bank norm ally deducts from these deposits. Typically, these investment 

deposits are available to wealthy clients.  

 Shariah provisions of Wakala investment accounts  

¶ The very opening of this account is regarded as Wakala (delegation of 

power) from the account holder to the bank to invest the money placed in 

the account. The bank must specify in the application form its fee for 

investing the money.  

¶ Wakala investment accounts are of types:  

- Unrestricted : This is based on unrestricted Wakala, where the account 

holder has  no right to place any restriction on the bank, as a fund 

manager, as where and how to invest the fund.  

-  Restricted:  This is based on the restricted Wakala, where the account 

holder has the right to place restrictions on the bank as  to  where and 

how to inv est his deposited money, such as by investing it in a 

particular investment fund.  

¶ The Wakala investment account holder is entitled to the whole profit 

generated f rom the investment, while the bank receives its agreed fixed 

fee, regardless of the investment  outcome, be it a profit or loss.  
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¶ The bank may announce the expected profit rate, as an indicative rate that 

is not guaranteed by the bank to the holders of these deposits, and the 

bank's policies on deposits must clearly state that these declared 

percenta ges are merely indicative and not guaranteed.  

¶ In principle, the bank may stipulate that it shall receive, as an incentive, 

whatever exceed s the indicative rate. However, such practice is abhorred 

since it may damage the image of Islamic banks and justify a ccusing them 

as being mimicking conventional deposits, especially that the indicative 

rate is practically linked to the interest rate.  

¶ The bank must disclose to the Wakala investment depositors the 

percentage of the actual amount invested if some reserves  are to be 

deducted from it.  

¶ The bank as the agent in investment (fund manager) cannot guarantee the 

deposit holder the indicative profit rate nor the amount invested in whole 

or in part. Rather, the amount invested shall be prone to los e, and the 

bank is not responsible for the loss except in cases of misconduct, 

negligence , or violation of investment terms and restrictions if any.  

¶ A third party, who is completely independent in his capacity and financial 

liability from the two investment Wakala parties (t he bank and the Wakala 

investment account holder), may furnish the depositors with a guarantee 

against the loss of capital or loss of profit. The permissibility of this 

guarantee is justified by being a pure donation as long as it is genuinely 

independent of the investment contract and free of charge. This is because 

donations, in general, can be made conditional on certain events, such as 

the occurrence of loss of capital or loss of profit. In this regard, the central 

bankõ guarantee of the investment deposits may be regarded as an 

independent third -party guarantee, and as such be acceptable, as long as 

the central bank does not charge the operating bank for its provision.  

¶ It is permissible to agree on setting a specific maturity date for the Wakala 

investm ent deposit and to renew it automatically at the end of its term if 
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the account holder chooses not to withdraw it. Non -withdrawal of the 

deposit after its maturity date can be considered as an agreement to start 

a new investment contract.  

Reserves for loss  or profit equalization and debt provisions  (for Wakala -

based deposits)  

The establishment of a loss reserve and a profit equalization reserve and the 

allocation of debt provision are subject to the same Shariah rules detailed above 

under Investment Deposits. However, in all cases , these allocations shall be 

sourced from the funds of the accounts holders, while the bankõs Wakala fees 

should remain intact.  

General Shariah provisions for all deposits types  

¶ The constructive possession of funds shall be sufficient in all fund 

transfers between accounts, whether belonging to the same holder or 

different holders and regardless of whether the transfer is in the same 

currency or different currencies.  

¶ The funds of dormant accounts, whose holders have not done on which 

any banking transaction within the active period, and whose holders are 

not reachable, can be channeled to charity. However, if their owners 

appear later and claim them, the bank must pay them back, allowably 

from the charity fund of the bank, if any.  
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Chapter 23 

Shares 

Definition of shares  

A share (stock) refers to a security that represents its owner a common stake in 

the ownership of assets in a joint -stock company. This ownership is genuine and 

not limited to the mere rights of the stock  owner to a share in the dividends or 

the companyõs assets upon liquidation. Shares can be nominal, or to the bearer. 

Advantages and characteristics of shares:  

To the issuance company, issuance of shares increases its capital, increases its 

market value , and raises its profile. To the shareholder, the purchase of shares 

is an investment tool characterized by the following advantages:  

1.  Investors may acquire shares to retain them and benefit from their 

dividends or to trade in them and achieve quick gains.  

2.  Indi vidual investors may become shareholders of major companies of 

different sectors and benefit from the profits they achieve.  

3.  Shares represent an international investment tool that goes beyond the 

investorõs country of residence, achieving the necessary diversity to reduce 

risk and stabilize income.  

4.  Shares are a means of operating excess liquidity.  

5.  They are within the reach of all; one does not need large sums to invest in 

them.  

6.  Shares represent ownership of the underlying assets, which allows their 

holders  to earn from the increase in the value of those assets and reduces 

investment risks.  

7.  They can be easily liquidated by selling them in the financial markets.  

8.  Thus, shares are more profitable than bonds, because , in addition to the 

dividends, shareholders c an achieve capital gain resulting from the 
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appreciation of their market value. Besides, given that they represent real 

ownership of the underlying assets, shares are more secure than bonds in 

the event of the issuerõs bankruptcy; however, the return from shares is 

volatile and unsecured, not to mention the high volatility in the market 

value of the shares themselves.  

The differences  between shares and Sukuk , and between shares and 

bonds  

The difference between stocks and Sukuk  

¶ Sukuk  are defined as certificat es or documents of equal value, nominally 

or to the bearer, that represent s common and legitimate property rights 

in, properties, usufructs, services, financial rights, or a mixture thereof, 

which are negotiable on certain terms, and whose holders share th e profits 

and losses of the assets they represent.  

¶ Accordingly, shares and Sukuk  are similar in terms of being common 

rights over various assets acquired for investment and the distribution of 

their profits to their holders. Besides, their assets are manag ed by a 

certain entity that is accountable before their holders.  

¶ On the other hand, shares differ from Sukuk  in that the stock usually 

represent common ownership in a particular company, and that the 

stockholder has direct rights to the management of the c ompany, as he 

can vote on the appointment or dismissal of the administration, and he 

can vote on approving the final accounts and distributing the profits. 

Besides , the stock may represent common ownership in the assets of more 

than one joint -stock company , i.e. when the stock is a share in a holding 

company, with subsidiary companies. However, the stock does not give its 

holder direct rights to manage the subsidiary companies, but it does give 

him rights to influence the management of the subsidiary compan ies 

through his influence on the management of the parent company. In brief, 

the stock is subject to the provisions of the partnership contract.  
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¶ A sack (singular of Sukuk ), on the other hand, represents rights in various 

assets, some of which may be common  ownership rights in companies, 

and some of which are assets directly managed by the Sukuk  manager. 

Furthermore, the relationship of the Sukuk holder to the Sukuk  manager 

is different from the relationship of the shareholder with the management 

of the compa ny, as the Sukuk holder has no right to appoint or dismiss the 

administration of the Sukuk . 

The difference between stocks and bonds  

¶ Bonds: (Sanadat; singular: Sanad) the bond is a certificate or document 

(security) that represents a right in a specified amount of cash to be paid 

on a specific date. This amount consists of the principal initially paid for 

the purchase of the bond and the interest charged for the period of the 

bond. The bonds include government bonds, treasury bills, corporate 

bonds, and ot her debt instruments issued by governments and private 

institutions under other names.  

¶ The bond is one of the usurious financial instruments, so it is invalid to 

deal with according to Islamic law. Giving it a different name does not solve 

the problem, as financial instruments should be judged by their reality 

and characteristics. Therefore, calling bonds òinvestment certificatesó does 

not render their ownership or circulation lawful.  

¶ In summary, the difference between the bond and the stock is that the 

bon d is a common right over a debt that is mostly usurious, and therefore, 

the holder of the bond gets his share of the interest paid on the bond, fixed 

or variable. Hence, the possession and trade of the bond are prohibited. 

As for the share, it represents a  common undivided right in the assets 

invested, some of which could be tangible, debts , or cash.  

Types of shares  

The shares have different types:  
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i.  Ordinary shares  (capital shares): these are the typical shares; they are equal 

in value and rights, and they entitle their holders to vote in the general 

assembly, to a proportionate share in the profit, in the losses and the 

liquidation proceeds.  

ii.  Preference share : these  shares have priority in profit distribution, as their 

holders deserve specific amounts or some share of the company's profits, 

liquidation proceeds, or both.  

iii.  Tamattuõ shares:  these are shares whose nominal value is repaid to their 

holders from the company õs profits, but their holders still enjoy some of the 

shareholders õrights, such as dividends, though less than what the holder of 

ordinary shares receives, in addition to their share in the liquidation 

proceeds but only after the other shareholders recove r their investment 

capital. However, they have equal voting rights with the other shareholders 

in the general assembly.  

The Shariah Characteristics of Shares  

1.  The stock is subject to the provisions of Musharaka ( Sharikat Al-Anan).  

2.  Shares are equities in th e company's assets that may include tangible 

assets, cash , and debts, or the assets of multiple companies combined if 

the share is a stake in a holding company.  

3.  Shares represent their holdersõ rights in the ownership of the company's 

assets, as well as the ir stake in the financial liabilities of the company, and 

they never represent a debt owed by their issuers to their holders.  

4.  The shareholder is a partner who has direct rights over the management 

of the company. He has a voting right in appointing and di smissing the 

companyõs administrators, as well as in approving its final accounts and 

the distribution of the profit.  

5.  The shares do not provide a guarantee to their holders in terms of the 

nominal value of the share or terms of the expected return; rather they are 

subject to los e as much as they are eligible for profit, like any Islamic 
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investment. Accordingly, both Tamattuõ shares and preference shares are 

not permitted under Islamic law.  

6.  Their holdersõ eligibility for-profit and liability for loss shall b e 

proportionate to the number of shares each of them owns.  

7.  Their acquisition and trading are not permitted unless the activities of the 

company or the companies the y represent are Shariah -compliant.  

8.  Unlike conventional shares, trading of Shariah complaint shares is subject 

to some restrictions, based on the composition of their underlying assets 

as tangible assets, cash , and debts.  

Sharia provisions of shares  

A. Shares issuance and subscription provisions  

1.  The l egality of the company's activities:  

1.1.  The issuance of shares is prohibited if the company represented by 

the shares involves in Shariah -repugnant activities, such as usury and 

trade of some prohibited items because the establishment of companies 

of such nature is forbidden in itself, so the issuan ce of its shares is also 

prohibited.  

1.2.  It is also forbidden to buy and trade the shares of companies that 

deal with prohibited things, regardless of whether the purchase is for 

investment (i.e. acquiring shares for their dividends) or trading (i.e. to gain  

from price differences) as long as the buyer is aware of the prohibited 

activities involved. This is because the shareholder is a partner in the 

company, so he is a partner in its forbidden acts, and his inability to 

influence the decisions of the company i s not a n excuse, because his very 

subscription to its shares implies consent to its activities. This is, in fact, 

in line with the stand of Fiqh academies.  215   

                                                           

215  OIC Fiqh  Academy and Islamic League Fiqh Academy both prohibited dealing in stocks representing 
companies of different activities. Resolution No. 31 (1/7).  




















































































































































































































































































































































