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ABSTRACT

Islam has assigned a significant role to the market mechanism.This can be judged by the fact that
the fundamental economic parameters in Islamic economic system are determined by the forces
of demand and supply. The basic purpose of the prohibition of riba and gharar, on one hand, and
the permission of profits, on the other, is to ensure the smooth functioning of natural market
forces. However, owing to the intricate Figh interpretations of riba, the existing literature on the
subject seems to have substantially failed to integrate the concept of riba and its inherent
difference from profit into modern price theory. Reviewing the existing literature, this study
identifies the unresolved issues associated with the traditional Figh interpretations and
explanations presented in contemporary studies. In response to the pressing demand for a
rigorous fresh look into the problem, this work seeks reinterpretation of riba doctrine and profit
theory. It aims at highlighting the neglected aspects for assessing riba and profit.

The work reconstructs a unified notion of riba based on the Qur anic usage of the term
and synthesis of the present diverse juristic explanations. The proposed single concept is to cover
all elements of riba, i.e., riba al-fadl and riba al-nasiah. 1t consolidates some conceptual
foundations for the natural distinctions between riba and profit in Islam. Based on the premises
of this integrated concept of riba, the basic hypothesis of the study is that both riba and profits
are exchange phenomena, but inherently with separate origins: while riba squarely falls in the
context of exchanges of homogeneous goods, profit takes place in the domain of trading in items
of heterogeneous kinds.

This study also examines the validity of the above proposition in the context of an
exchange economy, inter-temporal setting and uncertainty and risk-bearing. And with the help
of logical reasoning and the elementary economic principles of price and trade theori'es. the
natural relation of objects of exchange seems to be the fundamental criterion for identification of
riba and profits. Likewise, a time factor in its abstract sense, is found to have no economic value
and not to change the legal position of economic variables.The existence of higher deferred price
as compared to spot price, does not justify the existence of time value as often thought

One of the major implications of this work is suggesting that the prevailing view of
identifying 7iba in the domain of risk #nd uncertainty is not necessarily true. This study argues
that the assessment of legal position of profit or profit-sharing in the context of risk and
uncertainty is determined by the degree of gharar (asymmetric risk costs) that is associated with
it, but not riba. Hence, this study argues that the underlying economic activity of financial modes.
t.e., Mudaraba and Musharaka indicate the distributional aspect only depending on the nature

of the enterprise and the level of participation. It observes that the predetermination or fixity of
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the rate of profit may be questioned on the ground of gharar not riba. Thus, factors that
determine the entitlement to profit and profit-sharing ratios should be distinguished from those
that generate the profit itself or control its legal position. Therefore, this work proposes that there
is a large scope for improving the theoretical foundations of Islamic financial system and
enhancing its operational state.

Moreover, the findings of this study have some significant economic implications on
major policy variables in economics, i.¢., equity and income distribution, economic stability
and vital issues of monetary management.
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CHAPTER I
INTRODUCTION

The elimination of riba is one of the basic requirements for the establishment of an Islamic
economic system. Hence a correct understanding of riba is a prerequisite for appreciating what
needs to be avoided and adopting an appropriate policy for its elimination. In recent years a
good deal of attention has been paid by Muslim experts in economics, banking and finance to
find ways and means of doing away with riba. A tremendous efforts and intensive works have
been directed to dig out the conceptual meaning and practical implications of the term. A
series of conferences, seminars and symposium are held in Muslim World. And numerous of
farwa rulings has been issued on its prohibition at individual, institutional and governmental
levels. Despite, all these efforts the issue of the elimination of riba and implementation of
full-fledged model of profit-sharing as the sole natural substitute of a riba element seems 10
be hardly realized and dimly theorized. Given this reality, the present study devoted to
enlighten the major issues and mostly overlooked underlying problems of this intricate
subject. This introductory chapter outlines the issue at hand as the central problem of the
matter to which this research is intending to address. It makes the reader to comprehend the
nature of the research synopsis; for instance the significance of the topic as the basic
motivation of conducting this study, objectives and the methodology followed. It summarizes
the structure of the study and its contents in a chapter wise structure.

1.1 THE ISSUE AT HAND

As mentioned above, in spite of, extensive efforts directed towards the eliminations of riba
from the economy at institutional and national levels the desired objectives have not yet been
attained in substantial. Perhaps the reason lies with the interpretations and the adopted
methodological inconsistency between Figh position and contemporary approaches. Surveying
the existing literature of classical Figh interpretations and contemporary studies on the subject
of riba and profit, we see two main approaches, juristic approach and modern Islamic
economic approach, each one of these two trends is facing certain kinds of conceptual
difficulties. These difficulties perhaps raise the most challenging questions of this field in the
modern time. The nature and rationale of profit-sharing system are generally based on its
essential features of total rejection of riba and establishing a financial alternative system free

from this element. However, the whole theory of islamic financial system is founded squarely
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on the assumption that riba is essentially risk free and fixed rates of return, while, PLS (profit
and loss sharing) system in contrary allows for the participants to share risks. And the fixed
nature of the rate of return on capital is considered the unique characteristic of interest as
believed by most of the contemporary Muslim economists, on the view that riba in Islam is
absotutely equal to the conventional interest. Thus, PLS principle (Mudaraba and Musharaka)
is the necessary substitute, which is based on the variable rate of return. However, the
emergence of Islamic financial institutions has practically demonstrated a contrary reality.
They are almost dependent in their financial operations on Murabaha or short-term trade-based
system known as mark up and leasing techniques of financing, as these modes would provide
relatively risk-free and predetermined income, while profit sharing as it is visualized in the
contemporary Islamic literature, is the least popular and practically negligible part in the
volume of business operations of Islamic financial institutions. As a result, the I[slamic
financial institutions practically have shown that they cannot run on the basis of PLS principle
because they are too risk-prone while this system, in its present form, is too risk-oriented in
nature. It is strongly argued that the ordinary financier is not entitled to a return on his
savings unless he puts them at risk, on the basis of the maxim ‘al-ghunm bi al-ghurm’
interpreted as - no gain without risk taking.

1.1.1 A Methodological Problem

The contemporary studies apparently show a methodological inconsistency with how the earlier
jurists approached to the explanation of riba. The early Figh scholars reduced its scope entirely
into the context of an exchange contract and accordingly examined in depth its essential
features such as: the intrinsic characteristics of exchange items, a standard unit of estimating,
and the conditions and features of the nature of a contract. The contemporary Islamic
economic literature on this subject is continuously explaining the matter on the basis of
conventional asshmptions such as; consumer time preference, uncertainty or risk-bearing or
risk and return sharing ratios, in order to distinguish between and separately define what is the
justified profit and prohibited riba in Islam. There is no feasible correlation between the above
Figh methodology and contemporary studies. It seems that the Muslim economic experts have
not substantially incorporated in their researches the juristic considerations or they have not
independently worked to trace out the underlying principles of the classical Figh discussions

in order to formulate a workable Islamic economic model with logically meaningful



conceptualization.
1.1.2 Unresolved Figh Considerations

No doubt that there is a complete agreement among Muslim jurists that riba is strictly
prohibited by Qur’an and Sunnah in clear and unambiguous words but despite this fact. the
wssue of riba in Shariah, as far as its identification and rationale is concerned, has been one
of the most complexes and challenging issues tackled by the Muslim scholars, since, the time
of early Islamic jurists.

There are number of fundamental issues related to the very nature of the term riba
which have not been yet resolved in the Figh literature. The main points of contention between
classical Figh scholars and their modern interpretations have been identified as; Firstly the
conceptual ambiguity of the technicai interpretations of riba, where although the literal
interpretation of the term is very clear and obvious, the intended meaning of the term riba by
Shariah was subject to recurring disputes. Whether the word riba is a generic term as may
be understood from its linguistic usage or it is undeveloped word that has an inchoate meaning
like prayer and Zakar has been the question worked out by the early Maliki and Hanafi
schools of jurists respectively. As a result of this traditional debate most of the Islamic
economic writers in the modern time feel uncomfortable with referring the term to it
dictionary meaning, instead they rely on the objectives and the central purpose of its message.
Secondly, the significant dimension of the problem arises from the ambiguity around the
effective cause (illaf) of riba, its well familiar among Figh scholars that there is general
disagreement among juristic presentations about the underlying rationale of the prohibition
of riba and 1ts “illat” or effective cause. Although the majority of Figh scholars are of the view
that the ratione of the prohibition is extendable to all economic goods rather than limiting to
the six items mentioned by the traditions of the Prophet (saw) but, there is no conclusive
criterion for this extension. All the approaches worked out by the Figh scholars for this
purpose have been subject to critical, and serious reservations, since the early Figh scholars.
Thirdly overlooking the qualitative aspect of exchange items is another crucial matter. The
general view of the Figh scholars totally disregards the concept of quality difference in the
context of exchange of identical items. The conceptual difficulties of this point are widely
noted and it is considered as an unjustified assumption which is contrary to the common sense

and objectives of Shariah. Generally Figh scholars emphasize the quantitative difference of



4

the two items irrespective of their quality standard. The rationale of selling superior property
for inferior one of equal quantity is subject to logical question and serious conceptual criticism
in contemporary treatments. Fourthly, it scems apparently the theoretical inconsistency of
time valuation is not rigorously investigated. However, it is noted that there is a double
treatment of assessing time value, where on the one hand we see a complete rejection of ume
difference in exchanges of homogeneous articles or in juristic terms ribawi objects for its
association with riba al-nasiah’ or riba al-yad, on the other hand the permission of raising
deferred price is categorically considered as a permission to time value. Moreover. as
inseparable attribute of loan transaction, the time lags that associate with lending activities are
acceptable without incremental value. The importance and the pressing need for resolving
these conceptual Figh questions for Islamic financial system is hardly to be overemphasized.
They are in fact the integral and central point of the problem or present paradoxical situation
faced by Islamic economic theory.

1.1.3 Present Paradox

Contemporary studies as it is noted above, show certain features of conceptual inconsistencies
and theoretical difficulties that may put in doubt the rationale and logical conclusions of the
subject. Majority of Muslim writers are repeatedly focusing on an equality assumption, that
is, one-to-one correspondence of riba and interest relationship. The current Islamic economic
studies concentrate almost on justifying the above presumed equality on the basis of that riba
as a fixed rate of return on money capital. However, the main arguments of this justification
are built around certain features attributed to this conventional term of interest rate, such as:
its time framed and risk-free nature, in other words the certainty/predetermination of its rate
as well as its time dimension. Although these characteristics of interest are founded on diverse
conventional assumptions, the modern Islamic economic studies accepted them as the principal
elements which establish the effective underpinning reasons of the prohibition of riba in Istam.
Unlike the rent the Figh books have not shown any substantial elaboration of the cencept of
profit. Despite the fact of its immediate concern not only for its role on economic efficiency.
resource allocation and being the sole known substitution of riba in Islam, no precise
interpretation of the word profit and its originating factor has yet been worked out, Akram
(1992). The current studies instead of developing this raw concept of profit are relying on the

conventional literature, which bears a lot of ambiguities and placing in doubt even its basic



existence.

Profit in contrary to interest is determined through counter rationale of an interest rate.
for uncertainty and risk bearing determine the existence or permissibility of profit. The
contemporary Islamic scholars have built their theory of profit on Knight's all embracing
eclectic theory, and they strongly asserted that profit by definition to be the reward for risk
“bearing on the basis of juristic principle al-ghunm bil- ghurm which interpreted as no risk and
no return. Hence, any risk-free return is considered as riba. As a result of this view, 1L 13
concluded that risk-bearing to be a necessary condition for the legitimacy of the rate of return.
This perception of assuming the existence of the risk element as the sole difference between
profit and riba has led a large number of the Muslim economists to a paradoxical correlation
between profit and riba where profit is equivalent to a pure interest rate plus a risk premium
or total sum of profit plus interest in capitalist economy, was regarded to amount to profit in
Islam, [Chapra (1983); Naqvi (1983) and Chaudhary (1992)].

Despite the theoretical claims that in Islamic frame work Mudaraba and Musharaka
will be better modes for utilizing resources in the financial sector, in practice, the Islamic
banks and financial institutions are very reluctant to adopt it. Perhaps they are afraid of the
dishonesty of their clients or the cost of monitoring. On the other hand, the traditional private
Mudaraba applications in the modern banking finance have been found to have inherent
limitations by some Muslim scholars, i.e., Homoud ( 1985) and Bacha (1995).

Therefore, the Islamic banks have found certain trade-based and leasing modes
financing, i.e., Murabaha and [jara to be the most suitable operations for their practical
business. Despite all the rationalizations, Islamic economists have been unable so far to
convince the common man about the Islamicity of these alternatives and integrate them into
the realm of profit-sharing system, Akram Khan (1998). To explain this phenomenon Islamic
economists have presented various views mostly not addressing the core of the issue to answer
the following namely; Does Islam glorify risk to such an extent that any legitimate gain is
determined by it? Do any predetermined and risk-free return necessarily mean riba? On the
other hand, does any uncertain or high risk return implies profit? If it is so, what is the role
of gharar in business activities? Whether PLS is a specific mode of financing or simply some
kind of distribution scheme of outcomes among participants? Whether its operation is

absolutely free from riba in other words, whether it has internally built-in factors or safety
which may keep the system in riba free?



1.2 THE NATURE OF THE RESEARCH

This apparent inconsistency and present paradoxical situation of Islamic financial agenda
necessitate further research and fresh examination of the fundamental concepts of the issue.
The problem seerningly staris not with the fixity and the variability of the rate of return. But,
with the absence of precise and conclusive definitions of profit and riba, the ambiguity about
these two terms is perhaps the main source of recurring confusions and present irreconcilable
disparity between the theory and practical reality.

1.2.1 Importance and Motivation of the Study

This unfortunate situation of theoretical crises in this vital issue serves primarily, the
motivating factor for the present research. The importance of the subject cannot be
exaggerated as it addresses the heart-center of Islamic financial system, and I am optimistic
about that this study may pinpoint the major factors of the problem and present the modest
attempt to build a consistent view and theoretical process that may reactivate Muslim
intellectuals towards bridging the gap between Figh teachings and modern economic analysis.
i.e., to synthesize the existing diverse views on the subject of riba and profit. Ironically. the
issue of the topic is considered beyond any individual effort, it is pointed out that it requires
for a collective work of /jtihad to be made by Shariah scholars and economic experts. It is
s0, because, on one the hand, the explanation and determination of profit and interest still give
rise to more disagreement among conventional economists than any other branch of general
economic theory, on the other hand the concept of riba in Islam is considered the most
ambiguous and debatable area in the Figh literature. Incorporating these obscurely correlated
parameters together in one issue is, in fact, extremely difficult and a dangerous task. Kéeping

in mind with this reality, we would make an adventure and try to examine the basic ingredients
of profit-sharing doctrine in Islam with cautious.

1.2.2  Objectives of the Study

Precisely, the research is designed to deal with the following issues;

I It is to demonstrate a simple integrated concept of riba unifying its juristic divisions

and applicable to all its designated individual elements on the basis of the literal usage of the
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term riba in the Qur‘an and in the Sunnah of the Prophet(saw). Precisely, we would try to
present a synthesis of the interpretations and widely diverse views of the Islamic jurists on the
rationale, source, scope and practical implications of riba in order to make the common

man easily undersiand where the problem of riba falls on.

ii. To draw a clear separation and illustrate the distinctive nature of riba and profit
concepts in the context of pure exchange, inter-temporal choice and uncertainty assumptions,
and try to throw light on certain conceptual ambiguities and apparently inconsistent
justifications presented by the modern Islamic economic literature as the rational principles
behind the prohibition of riba and permission of the profit in Islam.

iii.  Itis to investigate the implications of the inherent distinctions between riba and profit
on market efficiency and resource allocations and in the light of this postulation to suggest
improving the conceptual foundations and operational efficiency of profit sharing system.

1.2.3 Hypothesis and Methodology of the Study

Although, the illustrative mathematical models are the preferred means of scienufic
communications, the nature of the present study is a desk of an audit tool of research work
based on critical analysis and conceptual formulations, with the belief that unless the
fundamental issues are resolved and some clear grounds are prepared any well articulated
model and empirical studies are most likely liable to miss the mark. Our general impression
of the existing literature on riba and profit is in a highly unsettled state, which necessitates the
reexamination of the fundamental concepts. In general, the present work is based on library
work of an original and secondary sources. We used the existing text books, research
publications and works of classical Figh scholars as well as texts of Qur'an and Sunnah as the
original sources of Islamic law. Moreover, incorporating with the basic tools of modern
economic techniques, we seriously tried that the distinctive features of Islamic finance may
be brought into the light.

The present study is intending to formulate a microeconomic-foundation for the
concepts of riba and profit. It seems to be a deliberate diversion from the dominant view and
mainstream methodology of Islamic economists that maintains to concentrate on the riba-

interest equivalence versus profit. This work streamlines a separation approach. i.e.. riba
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versus profit, focusing the essence and origin of each and illustrating their individual
distinctive nature as well as their justifying factors, based on the Shariah injunctions and their
literal interpretations. Although both terms, i.e., riba and profit, in Islam are related to excess
values, which are basically exchange-phenomenon. Nevertheless, unlike interest which is
inherently subject to so many ambiguities and controversies, the two terms have exclusively
separate roots and separate origins. Profit arises from trade in two different goods / utilities.
While, riba in contrast, arises from the exchange of two identical utilities contained by the
same kind of a good, this interpretation applies to both kinds of riba al-fadl and riba al-
nasiah. Profit-oriented activity is beneficial to all parties while riba-based activities appear
to be a zero sum game operation as any gain of either party is a loss to the other. Moreover.
in this context riba is clearly quantifiable with complete certainty, while the advance
determinations or distribution of profit may associate with uncertainty and gharar. In these
postulation factors which relate to profit-sharing or distribution ratios of outcomes are
considered separate issues from those that originate the profit or determine its permission. In
order to illustrate the essence of the matter we will apply certain elementary principles of the
modern economics and generally accepted basic laws of utility and trade theories. In our
exposition of Shariah principles related to the subject we should consult the works of classical
jurists, concentrating upon such views and interpretations which make a conceptual unanimity
and meaningful comprehension. Some times we may not follow the view of the majority
instead we may choose an opinion of minority if it is consistent with the general objectives of
Shariah and clearly relevant to the immediate requirements of the concerned issue.

1.3 THE RESEARCH STRUCTURE

This study contains three parts divided into eight chapters including the introduction. The
first part consists of chapter 2 and 3 and devotes exposing the conceptual background of the
study. This part is to demonstrate a comprehensive literature review about the nature, source
and implications of mostly confused concepts, such as: riba, profit, and rent according to the
contemporary Islamic economic writers and classical Figh literature as well as the modern
conventional views. Chapter 2 exclusively exposes the traditional Figh treatment of riba and
its contemporary interpretations. Chapter 3 deals with comparatively theoretical review of
profit, rent and interest in the context conventional explanations and Islamic interpretations.

In this chapter we devote to critically assess the main theoretical inconsistencies that associate
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with the conceptual explanations of these fundamentals parameters. The chapter highlights the
nature of profit and its sources in mainstream perspectives and confusion associated with the
usage of profit and interest and its implications on contemporary Islamic writings, (3.1). It
would look into the nature and source of profit in Shariah injunctions and current Islamic
economic literature, (3.2). It reviews certain theoretical apprehension related to the nature of
renting in conventional economics. It highlights the conceptual ambiguities related 1o lending
and leasing, (3.3). On the other hand, it comparatively discusses the nature of renting(/jara)
and its modern economic applications, in the light of Islamic jurists’ interpretations and
current Islamic economic literature, (3.4).

The second part which covers next four chapters establishes the central theoretical
arguments of the study and aims at formulating a consistent integrated picture of the subjccl.g
Chapter 4 presents solid Figh foundations for almost all subsequent discussions. In this chapter
we would like reconstructing an integrated view of riba (excess value) derived from the basic
message of Shariah principles. This is a serious attempt of reconstructing a consistent theory
of riba doctrine in Islam, i.e., riba in Qur'an together with riba in the Sunnah of the Prophet
(saw) to constitute a single generic notion in Islam. Outlining the juristic treatment of
traditional conclusions it highlights the unresolved problems and conceptual difficulties-(4.1).
It examines the textual message of the relevant injunctions and decomposes them into several
marnageable axioms and their applications to both sale and loan transactions (4.2,3). With these
findings the chapter consolidates the feasibility of an integrated concept of riba based on the
common features essential conditions governing the transaction in exchangeable items of
homogeneous kinds. (4.4). Finally, it examines the role and economic implications of the
axiom of "hand to hand" and its broad applications in financial transactions to take care of
riba as well as gharar elements, (4.5).

In an attempt of formulatihg microeconomic foundations for some logical separations
of the concepts of riba and profits we illustrate the underpinning logical principles of the
prohibition of riba and the permission of the profit in the context of exchange economy. We
would like to examine the concept incremental value exclusively in pure exchange economy.
The discussions in chapter 5 are organized as follows; in the beginning it is demonstrati'ng the
nature, scope and importance of the exchange economy, it explores the underpinning
philosophical comprehension of the subject (5.1). Classifying the exchange according to the
delivery, nature of the object, and economic relations of exchange items,

it explores the
economic assessment of an incremental value that transactions could generate. (5.2). It
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investigates the economic rationale of ri. it in consumer perspectives employing the
commonly accepted principles of uti st theories, it demonstrates that the two
concepts have clear distinctive origing e economic implications (5.3,4). Finally it
outlines the Islamic point’s of view iing profit, and it presents certain ethical
principles governing the market opera ). ‘
Chapter 6 concentrates the co. ne value in conventional as well as Islamic

perspectives. It examines nature of time and whether, in its abstract sense, an economic value
can be related to it (6.1). Then proceeds further, to discuss the debates on Consumer Time
Preference and its linkage to future values of economic goods in the light of conventional
underlying assumption and the views of contemporary Islamic economists. It will also look
into the critiques and alternative considerations of the assumption on the basis the production
preference, saving behavior, liquidity preference theory, as the main evidences for the
weaknesses of Consumer Time Preference, { 6.2,3). The chapter also focuses on the deferred
sale and the role of time on price. It is synthesizing the current diverse views on the vital issue

and comparatively looks into the loan transaction in Islam, (6.4).

The condition of riba-free financial system and justification of profit-sharing as
envisaged in current Islamic economic literature is entirely founded in the realm of uncertainty
and risk bearing. Examining the validity of this view, chapter 7 probes into the rationale of
this argument, i.e., the role of risk as a source profit or originating factor and the role of risk
on determining the legitimacy of the rate of return. Referring to scientific explanation of risk
and uncertainty, it explores the nature of riba in subjective and objective perspectives; the
relations of risk and return or interest, in conventional literature, (7.1,2).

In juristic perspectives, this chapter assesses the dominant view of " without risk there is no
profit" and its critiques. In this context, it looks into central message of the underlying Figh
axioms, i.e., al-Kharaj bil-al-daman and al-ghurm bil-ghunm, (7.4). It argues that risk and
uncertainty can be assessed on the ground of gharar rather than riba, (7.4).

Finally, it elaborates the idea of risk management and implications of predetermination of the
rate of return on the risk bearing patterns. In this connection, it concentrates on the concepts
of risk shifting, risk sharing, risk minimizing or risk averting mechanisms in Islamic financial
institutions.

The third part contains the final chapter is related to some selected economic

implications of the theoretical findings of the study. It consolidates the major theoretical
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findings and logical conclusions of the first two parts. It summarizes the important conclusions
of the study. It consolidates the major theoretical deliberations of arguments the first two
parts,( 8.1). It looks into implications of the findings on the market economic mechanism in
terms of efficiency and resource allocation. It highlights the consequence of riba-based
economy in the light of the tradition of the Prophet (saw) and microeconomic principles,( 8.2).
It examines the role nature and scope of profit sharing system in the context of the theoretical
derivations, and it focuses on the current unresolved points of the profit sharing issues and
assesses the possibility of fresh arrangement of Mudaraba modes according to the implication
of findings of this study, (8.3). It outlines some of the relevant areas which require for further
research on the light the implications of this study, i.e., an inflation problem in the light of
an integrated concept of riba, Equity and income distribution and economic stability, (8.4).



PART 1

CONCEPTUAL REVIEW



CHAPTER 2

REVIEW OF ISLAMIC LITERATURE ON RIBA:
TRADITIONAL TREATMENT

Riba is prohibited in clear terms in the Qur'an and the Sunnah of the Prophet (saw). Despite
a consensus on this prohibition, the issue of riba and its practical implications have been
among the most contentious issues in the Islamic jurisprudence since the very beginning of
Islamic history. This chapter looks at the different views of the prominent early Islamic jurists
on the nature of riba. In this chapter we briefly outline the traditional approach of the
interpretations of 7iba. It is exclusively review of the nature or common apprehension of the
concept of riba in Islamic literature.

Section 2.1 looks into the usage of the term riba, its literal meaning and essential
features, in the light of the revealed injunctions and on the basis of interpretations of the
Qur'anic commentators . It examines the linguistic meaning of the term in Qur‘an Sunnah and
practices in the pre-Islamic era. Section 2.2 summarizes the juristic studies of the subject. It
takes a look at the technical usage and juristic interpretations of the term riba, scope and
classifications, effective causes and underlying rationale (illat) of riba, the juristic view of the
similarity concept and lastly the views of modern Figh scholars. Section 2.3 reviews the
interpretations of contemporary Islamic economics on riba. 1t briefly outlines the main views
and various trends of Islamic economists about the subject. Section 2.4 sums up the main
findings of this literature review highlighting the unresolved issues and shortcomings of the
classical Figh interpretations and contemporary studies.

2.1  THE NATURE AND THE PROHIBITION OF RIBA

Riba is a Qur'anic term. Both the Qur'an and the Traditions of the Prophet(saw) have
repeatedly used this word in its literal context. The commonly believed perception of riba
regards 1t as the increment or increase over the principal in return for nothing. In this section
we elaborate the essence of “riba” in original revelations. The argument runs as follows.
Firstly, we present the literal interpretations of the term riba as the Qur’an used it. according
to the Qur'anic commentators. Secondly, we explain the prohibition of riba in the Qur'an in
the chronological order. In each stage of the prohibition we highlight the textual meaning of

the ayar in the light of explanations given by the Qur'anic commentators and in the context
of the practical usage of the term by pre-Islamic Arabs.
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2.1.1 Riba in its Linguistic Usage

Usually, in understanding about the essence of any conceptual subject, the study starts with
the exposition of linguistic usage and identifying the basic terminology applied to the subject.
A clear comprehension about subject matter of riba depends on its literal interpretation far
more than as it is presently envisaged explanation. Thus, referring to its linguistic usage, riba
means increase, growth, addition, expansion or augmentation. It means an increase over its
origin according to Lisanul Arab the root of the term means “increase of al-mal (a financial
asset) where it grows.”' Al-Imam Al-Wahidi mentioned that “linguistically riba is an
increase.”” According to the purely linguistic usage of the term, it implies an increase to the
thing itself or a growth stems from comparison or differential between two things in respect
of quantity as well as the quality, Homoud(1985, p.67). Al-lmam Wahidi has elaborated these
two cases and stated that both above cases we find these examples from the Qur'an. Allah
(swr) says,;

"Would not you see the lifeless land but when we make water fall on it, it shakes and
grows.” (21:5). In another verse "Allah shall strip riba of all the blessings and
increase the alms (charity)"(2:276).

In the first verse the meaning of the word "rabat” means expands when rain fall on
it and gets wet, and it increases on its own accord. In the second verse, while what is given
for charity increases by the will of Allah(swr), riba gets ever decrease. This meaning is aiso
used by the Prophet (saw) in his sayings: "It does never grow a flesh feed by “suht”
(unlawful).” Some companions reported that the prophet (saw) invited them for a meal and
while they were eating they observed an increase of the food itself. One of them pointed out
that "whatever be taken out (of the food) its replacement grows from below" using the term
"raba.™ it is growth from itself, where the same food gets an increase from within.

In the second case Wahidi noted that the growth results from a relative increase in two
parts of the same thing. This meaning is mentioned also in the Qur’an. Allah (swr) has stated
that. "One nation to be more in number (stronger) than another" As the word "arba" implies

ibn Mansur, Lisanul Arab vol.19, Term Riba.

Al-Nawawi, al-Tahzib Al-Asthma Wallughat, Section 2, vol.1, p.118.
Sunan Al-Termed, p.79

Al-Bukhari, Muwagit p.79
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more numerous, greater or stronger which implies superiority of having a margin by one
nation in any respect of the above aspects comparatively over another. This profound
understanding of Imam Wahidi can be explained in the light of our modern state of arts. The
comparison of two nations as the above verse used the term arba can be in terms of number
but what is important as we see today may not be the mere quantitative magnitude, it could
be in terms of quality of the people and how well they are equipped in training and
technology. This may confirm the essence of Arabs saying ‘fulan arba ala fulan’ that Mr so
and so is superior to Mr. so and so

In another place the Qur'an used the term riba in the meaning of power and strength
and mentioned "He (Allah, swr) has taken him (pharaoh) with a strong, terrible grip"“(al-
Hagq:10). The word "rabiah” in this context shows the meaning of extra power and strength
or increase in its terrible effect, comparing to the degree used for other disbelievers®. Al-
Tabari has mentioned that "rabia” was (hill) thus, called because it is greater in height than
others, and over looks the level of the area around it. The Prophet (saw) also mentioned that
"al- firdowsa" is "al rabwah" the highest and the best in the middle of the paradise, in other
words this term indicate that "ai-firdowsa" is comparatively the best and highest place of the
paradise. In all these meanings we may find that riba is an increase but, particular increase.
its peculiar features may be derived from the way it is used literally, that is an increase from
the same thing, growth within or increase of the thing on its own accord. In this connection
one may conclude that riba peculiarly has a feature of automatic growth. From the above
linguistic interpretations one may deduce that the type of an increase that associates with the
term riba, is substantially related to the quality dimension in addition to the quantity
consideration. These peculiar characteristics of riba would perhaps expose the real nature and
essential characteristics of the concept.

Referring the matter to its practical applications the earlier Islamic jurists had faced
certain challenging difficulties. Although the Qur'an used the word riba and its grammatical
derivatives in the pure linguistic sense which can give us a ground to believe that Allah (sw)
has used the same word as would be comprehended in its literal meaning and linguistic usage.
But, this pure lateral implications apparently had been seen to be different and incompatible
with the meaning intended restrictively in the applications of the term during the pre-Istamic

and early Islamic era (the era of ignorance). The pre-Islamic Arabs knew for the word riba

Al-Haq, Verse.10, Al-Tabart, vol.12, p.34
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what they used to deal in, on the basis of an increase of money in consideration of the term
of maturity or from the actual date of the debt. The following quotations illustrate the practical
use of the term during the era of ignorance. Al-Tabari quoted Mujahid: "A man borrowed a
sum of money ffom another and pledged himself to return it with an excess amount, if the
lender gives him a certain grace period.” Qortubi also reported that riba in the period of
ignorance had the form that: A man used to sell a thing to another and after certain period of
time if the payment was not made at its maturity the buyer asked for extension with the
increase of the principal. Numerous reports from the prevailing practices of riba transaction
before Islam prohibited, show that the dealings with riba transactions were very common in
the early Islamic period. The most well known transactions were that a loan was advanced to
a person on the payment of monthly riba over and above its principal. This kind of transaction
was widely used among Arabs in those days. They were advancing loans for a fixed term and
when its maturity lapsed, the creditor demanded repayment of his dues from the debtor. It the
debtor was not able to pay it, an easing time was granted to him on consideration of an
additional sum of money, Qureshi(1954, p.65).

Similarly al-Imam Razi (1990, p.91) noted the dealing on riba that the Arabs used to
pay the money on loans and receive a certain sum of payment each month leaving the
principal sum intact, when the debt matures the owner of the principal receives it back from
the borrower. If it is not possible on the part of the debtor to pay it, they used to increase the
principal sum and extend the time. This was the riba which was prevailing in business dealings
of pre-Islamic days. Among usurious classes of Arabia Banu Mughira were the prominent
users of riba dealings after the victory of Makkah. The Prophet abolished all riba which the
people owed to them. He issued a strong and final verdict, according to which if they persisted
in demanding for riba, war should be declared on them. Hence, the pre-Islamic usage of the
term conveys the meaning of increase or growth of the same principal amount of money after
certain period of time. So, although, the people see only that certain kind of transaction, such
as; loan or credit transaction, takes place, but, the resulting fact is the incremental growth of
the original financial amount over time, by comparing the initial amount to the final
repayment, it shows a quantitative increase. But the existence of an increase does not negate
to be justification for the presumed growth in value or claim on the basis of quality for the
time difference, irrespective of its existence. In this perspective, there may not be any
difference between the linguistic usage of the term in Qur'an and how practically was

employed during the pre-Islamic and even very early period of Islam. In order to, find out the
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crux of the matter and the exact nature of the subject, we have to refer it to the Shariah
injunctions related to the prohibition of riba. This may enable us to pinpoint the essence of
the subject and illustrate the scope of prohibited riba and its implications. We would examine
the concept in three levels, in the context of Qur'anic verses, the authentic traditions of the

Prophet (saw) and the views or interpretations of Islamic jurists.
2.1.2 The Prohibition of Riba in the Qur'an

The Qur'an contains clear revelations which gradually have absolutely forbidden the entire
concept of riba that may arise in the financial transactions. The Qur’an has prohibited
charging of riba repeatedly, in four different revelations using all the times the grammatical
derivations of the term riba. The first stage of riba concept in the Qur'an is in Surah ar-Ram
which was revealed in Makkah. The second stage is mentioned in Surah al-Nissa’ in the form
of reminding the Muslims about the banishment deserved by Jewish people as the
consequences of their riba practice. The third stage occurs in Surah al-Imran with stronger
tone, while the last decree on riba was revealed in Surah al-Baqarah as the final ayar of the
Qur'an. In the following paragraphs we elaborate the different stages that the prohibition of
riba has taken place referring to the prominent commentators of the Qur’an and their
interpretations. .

The first stage of the prohibition of riba occurs in suret ar-Rum of the Qur'an and
this surer was revealed in the early period of Islam when the Prophet (saw) was in Makkah.
It implicitly shows the undesirability of riba. Allah (swr) has said;

"That which you give as riba, to increase the peoples’ wealth, increases not with

Allah. But that which you give in charity seeking the good will of Allah, multiplies

manifold” (30:39). '

It is considered the first verse has dealt matter by intimatibn with riba, declaring that riba will
never derive a credit with Allah, while, alms and Zagkah grow and multiply. Fakhru-Din al-
Razi commented on this verse saying that "this verse carries the meaning of inciting” which
may be inferred to imply that "you do not get credit with Allah(swt) through riba, where it
asked, you respond and give one for two."® Tabari (1988, p.529). Alusi ( 1990, pp.45-7) also

pointed out "riba in this verse meant the well-known kind of dealing which were banned by

Ibid., vol.6, p.529.
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Shariah.” Late Sayyid Qutob (1971, p.460) expressed also that "Allah (swr) is clearly
declaring that this riba can never be a means of growing wealth. Then Allah (swr) has
shown/them the way the wealth can increase in real terms.” Qasimi( 1978, p.221) added that
"this verse means that Allah (swr) will give not blessing (to riba transaction) and it has no
increase at all.” It is also mentioned this verse covers some existing practices in pre-Islamic
Era that people to extend a gift to another with intention of getting from him more gift as a
reward or return. Ibn Katheer (1980, verses:159-61) went on the view that this (gift) practice
is not Aaram itself but the way of conducting it, is analogous to that of riba, and accordingly
the Prophet (saw} has prohibited it following the order of Allah (swr) "give not asking for
more.” Al-Tabari (1988, p.20) commented on the meaning of this verse saying that it implies
"What you give (you) people among yourself of gifts and donations by intention of increase
and more return within the other people's wealth will increase not with Allah (swr) for it was
not intended for getting reward from Allah. But what is given for charity or Zakah for the sake
of Allah (swr) they will receive multiplied reward and handsome credit.” The second stage of
the prohibition of riba can be referred to the wrong doings of Jewish people including their
riba practice, which was prohibited by Allah (swr) from them. The verses are reminding the
Muslims what was the consequence of these peoples’ bad deeds. Allah (swr) said:

"And for their taking riba even though it was forbidden . . . We have prepared for

those among them who rejects faith a previous punishment”(4:159-161)".

These verses are strongly stating the penalty deserved by Jewish people for their
abnormal economic dealings. Comparatively stronger words are chosen for this expression.
The verse unveils the fact that Jews did manipulate the situation and some of them imagined
that usury is permissible if it charged to a gentile)®. Ibn Katheer noted the conformity of this
riba mentioned in the bible with the familiar riba. But some difficulties of understandmg s
meaning is noted as it appears in Suret Al-Bagara: 278).

The Jews using various kinds of tricks raised suspicions on the issue and justified their
taking riba, though, Allah (swr) banned from them in committing it®.” Qurtobi in his
interpretation said that: "Allah did not intend (the usage of the word riba in these v
the riba of the Shariah which was banned from us

erse) to be
, but the intention was directed to the
illegitimacy of eating properties of the people in baril (wrong way). Hence, riba implies.

An Nisa, Verses, 160-62
Bible (verse: 23/19)
Ibn Katheer. Tafseer al Qur'an al-Azeen, vol.4, p.584.
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here, all haram earnings covering any illegal acquisition of peoples’ property, i.e., "They (like
to) listen to a falsehood and to devour any thing forbidden, and their devouring of men's
properties wrongfully.” 0 However, Majority of commentators indicated the similarity of the
case. Tabari has considered the ban on riba taking by Jews something which makes it nearer
to pre-Islamic riba according to him "the intention is their taking of surplus to the sum of their
capitals in consideration for extension of the term of maturity.”' He considered that "the
matter as long as it relates to the Heaven's Shariah is one, and of the same; that riba which
was banned to the Jews is the same riba which is banned to the people of Islam; that the
heavenly laws confirm to one another as each of them originates from Allah (swr).

The Jews have definitely modified the scriptures granting themselves license to practice
usury, which is completely contrary to the divine justice and harmony inherent in the
scriptures and actions of the Prophets’ (saw). Perhaps this is a manipulated version of the
scriptures is clear in this meaning “When you lend money or food or any thing else 10 a
fellow Israelite, do not charge him interest you may charge interest on what you lend to &
foreigner, but not on what you lend to a fellow Israelite.""

The third stage of the prohibition directly addresses the Muslim believers and
prescribes with more clear and stronger way not to eat riba that multiplies. Allah (swr) said;

"Oh ye who believe! Eat not riba (usury) which is doubles and Multiplies and fear

Allah that you may be successful (3:180)".

The commentators are on the agreement that the phrase of "doubles and multiply” is
not meant by specification or fixing the nature of the prohibition to this particular aspect, but
it is meant by illustrating its practical dealings which was prevailing in the early period of
Islam and pre-Islamic Arabs. Sayyid Qutob commented on this, saying that "It is not only a
historical example in the past or not a condition for its legal position but it is an attribute of
the prevailing reality" In another place he pointed out "this phenomenon is the real nature of
any riba-based system".” Qasimi wrote that the verse is meant by repetitive increase (of a riba
contract) not to confine and limit the scope of the prohibition by linking to this specific nature
(of riba)."” Shallut responding to the argument that this verse banned only excessive riba said

Al-Qurtobi, Jamil Al-Ahkam Al-Quran, vol.3, p.348.
Al-Tabari. Ibid., vol.9, p.391.

See Al-Tabari Ibid., p.392

Suret e-Ala Imran, verse: 180.

Sayyed Quiob, Ibid., vol.4, p.74.

Al-Qasimi, Ibid.
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this statement is null and void. Allah (swr) does mean by “doubles and multiples” to remind
them what they were actually doing and strongly condemned their evil doings. This verse was
revealed at the wake of the "Battle of Uhud.” Thus, for construction and internal preparation
of the society was needed on this occasion so, the order of banning the eating of riba and to
obey Allah (swr) and His messenger (saw) came in the purpose of a total ban on all kinds of
riba which were known and understood by the Arabic speaking people while the phrase
"doubles and multiples" is indicating their customary and popular terms in business conducts
of those days before its prohibition, Saffer Nagqvi (1993, 42).
The fourth and last stage of the prohibition of riba has come in the Surar-e-Bagara.
Allah {(swr) stated that: "Those who benefit from riba shall be raised like those who have been
driven to madness by the touch of the devil; this is because they say "Trade is like riba” while
Aliah has permitted trade and forbidden riba. Hence those who have received the admonition
from their Lord and desist may have what has already passed, their case being entrusted 1o
Allah: but those who revert shall be the inhabitants of the fire and abide there in forever.
Allah deprives riba from all blessings and blesses charity; He loves not the ungrateful sinner.
O’ ye believers, fear Allah and give up the riba that remains outstanding if you are believers.
If you do not do so, then, be sure of being at war with Allah and His messenger. But, if you
repent, you can have your principal neither should you commit injustice nor should you be
made injustice" (2:273-279)'.
In these verses of the Qur'an the ban of riba is concluded in the shape of the ultimate
verdict. The prohibition on the practices of riba is established beyond any doubt without
carrying any confusion not containing any loop holds which can permit the penetration of
inclination. The verses are also demonstrating the impact of riba on its users. Qasim reported
from Bagawi saying that "we had never seen and never heard on user of riba speaking of
wisdom or familiar with dignity they were of the most inferior and wicked people.” Al-Tabari
commenting on arguments of unbelievers of riba users that "Trade is like riba. And Allah has
permiited trade and forbidden riba.” He explained this verse in historical context that riba
users used to say no matter if we increase the price in the beginning or at its maturity in this
way they claimed (the above equality). And Allah (swr) has declared that Allah (sw1) has
permitted profit out of trade in selling and purchase and prohibited riba out of extending in

maturity. And one of the two increases is from trade (bay') and the other from the increase

Al Baqgara verses 275-280.
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of the principal along with the extension of its maturity which are not the same. And its
payment follows with the ability to pay, but, you will get your own principal sum without
increase or decrease. In general, the Quranic commentaiors are of the view that the definitive
term was used in such a way to indicate its reference to the kind of transactions familiar in
early Islamic history. Jassass pointed out that it was a common fact that riba aljahiliva was

stipulated increase only on loans in a fixed term.
2.1.3 Prohibition of Riba in the hadith

A large part of the riba discussions and perhaps the most contentious portion of its literature
related to the explanations and interpretations of the textual message of the ahadith ot the
Prophet(saw). In other words, throughout the history of Islamic jurisprudence, the Shariah
scholars concentrated their deliberations on riba al-fadl which is known as riba in hadith.
Although, the Prophet {saw) has condemned riba dealings in the most unambiguous words.
and elaborated the Qur'anic message of the prohibition extensively in consistent and
harmonious way with the general principles and objectives of Shariah, but it seems that this
consistency has not been well understood. Islamic scholars are of the view that the
explanations made by Prophet (saw) are related to other areas of riba which was not familiar
with Arabs in pre-Islamic period. However, these kinds of riba may be considered as practical
examples of riba related to goods sale transaction or trade.

The ahadith of the prophet (saw) that explain different aspects of the prohibition of riba
would be discussed in the context of juristic exegesis and their technical interpretations, in the
following section of this chapter and completely in chapter four. Therefore, we briefly
mention here a few authentic and well-known aghadith of the Prophet (saw). There are
numerous ahadith (traditions) from the Prophet (saw) about the prohibition of riba. Perhaps
the best known of them has been reported by Ubadah Ibn al-Samit who said: "The messenger
of Allah said gold for gold, silver for silver, wheat for wheat, barley for barley, dates for
dates, salt for salt, like for like, in equal weights, from hand to hand, if these species ditfer,
then sell as you like, as long as it is hand to hand".” From Abu Saeed al-Khudri is reported
that the Messenger of Allah has said”: Do not sell gold for gold except when it is like for like.

and don't misappropriate one through the other, and do not sell silver for silver except like for

It is reported by Muslim in {Sarf)
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like and do not misappropriate one through the other and do not sell things absent for those
that are present.” (Agreed upon by both Bukhari and Muslim). In another version the
messenger said”: Gold for gold weight for weight, like for like, silver for silver weight for
weight like for like if one gives in excess or acquire in excess it is riba” reported by Muslim.”
The Prophet (saw) has condemned riba dealings in clear and most obvious words not only
those who take riba, but also those who give riba and those who record the transaction or act

as witnesses (o i;.
2.2 JURISTIC STUDIES OF RIBA

The early Islamic jurists have examined the subject comprehensively on the light of the
Qur'anic injunctions and the elaborations of the Sunnah. They decomposed the concept of riba
and classified it into two broad categories, i.e., riba al-nasiah and riba al-fadl in order to
figure out the underlying rationale or 'illat’ of the prohibition of each and to identify the scope
and extension criteria of the concept. Figh scholars have established a vast literature and rich
resources of diversified views in this field as the issues related with this intricate element are
receiving fresh insights and ongoing discussions. Our review of juristic studies of riba in this
section concentrate on the following points, the technical interpretations of riba, Figh debate
on the intended meaning of the term, classifications of riba in Islamic jurisprudence and the
rationale or effective cause (/Hlat) underlying in the prohibition of riba considered by various

Figh schools of thought. We also take into account some reconsideration made by number of
the modern Figh scholars.

2.2.1 Technical Interpretations of Riba

We have seen it before riba has the literal meanings of increase growth height or superiority.
However, the technical interpretations of the concept have taken different shapes according
to Islamic juristic schools. We may sum up the main technical definitions given by the
majority of them;

1. Hanafi jurists defined it that " riba is a specific increase entitled to either party

without counter value."'® In another version is also as follows “riba is an

Al-Nihava fi Sharhi Hidaya, vol.2, p.524
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excess which has no corresponding value in the exchange (bay'). niy

2. According to Shafi'i school. "It is a contract on exchange of a thing for a
specific thing with unknown equivalence in legally a standard unit of
measurement at the time of the contract or delaying both or one of the counter
values. "

3. Hanbali school of thought defined it that. "riba to be disproportion of things
delayed but of specified terms."*!

Examining the above interpretations, we find that according to Hanafi school of
thought riba is an "excess" or "increase” in real terms, i.e., selling a dirham for two dirhams
whether on a spot or on credit; or on deferred terms such as selling a dirham of the present
time for a dirham in the future for there is an increase in judgement (1414 H. p.40). The
phrase "without a corresponding equivalence" implies that the said "excess" has no counter
value in exchange" which shows that according to this definition, riba stems from the
transactions of goods or assets not from gift, charity or other financial dealings but in the
context of exchange. Some of the short comings of this definition are pointed out such as: It
does not cover the dealings in loans as the main sources of riba jahiliyyah or riba in pre-
Islamic Arabs was based on loan transactions and the loan is not part of exchange or sale is
argued. If we consider the term bay’, its comprehensive meaning of exchange which implies
substitution of any two things it will cover any two things used for exchange including loans
as they are exchange of the present benefit for that which will be available in the future. The
Maliki school of thought is almost in conformity with this view. According to it the increase
and delayed payment riba falls within the frame work of sales for being parts of riba. Ibn
Rushd is quite clear about riba in exchange in all sales and in what is determined as liability.
Nevertheless, most of the jurists of different schools of thought are on the view that ribu
concept takes place in sales and debts as we will see in the discussion of the juristic
mterpretations of the technical meaning and divisions of riba. However, we may turn now to

the debates of Figh scholars on the intended meaning of the term riba in Figh injunctions.

Al Sarakhsi, Al-Mabswr vol.12, p.109

Al-Sabaki, Takmilat al-Najmi, vol.10, p.22, or Al-Mughni Muliaj, vol.2, p.21.
Ibn Qudama, Al-Mughui, vol.4, p.221
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2.2.2 Juristic Debate on the Intended Meaning of the Term Riba

There is almost a complete agreement on the literal and practical usage of the term riba amuong
earlier Islamic jurists, which means an increase to a thing. However, the reconciliation
between the literal meaning of the term and its technical interpretation was subject to long
discussions and debates which gave rise to the question about the intended meaning of the
word by Islamic injunctions. The classical Islamic jurists inquired whether the word riba is
a generic term as can be understood from its linguistic usage or it is undeveloped one which
has inchoate meanings like; prayer and Zakah. In elaborating this issue and drawing a line
between these two dimensions of the subject, it is pertinent to explain the notion of inchoate
or unelaborated word. Ibn Rushd the prominent Maliki jurist gave the following explanations:

1. The purpose of using the general word is to understand it clearly due to its
generality until something comes to specify it.

2. The use of the word has an inchoate meaning implies to where the intended
purpose is not clearly understood by utterance alone, but it is supported or
explained by other words to clarify the meanings.? _

What is important to be inquired is that the effect of the concept of the inchoate or

general and the reasons compelling their association with 7iba. Simply the reason is to identify
and comprehend the intention of the law giver from using the term of riba. Zakaria Birr in
his book "Origiﬁs of Islamic jurisprudence" has explained the meanings of general and
inchoate words; "The general word is what which is given to denote one meaning for the
purpose of generality and to cover all its units without being restricted to a specified number
thereof. Inchoate word implies that the meaning of the term is not clear in itself where the
ambiguity might arise which can be clarified by a statement of the speaker, i.e.. the words of
prayer and Zakat have a linguistic meaning such as a call for good and growth respectively.
However these words according to the objective and intention of the Sharigh have specific
meanings which could not be apprehended except by a clarification from the legislator. Thus.
the practical and spoken Sunnah came to explain what is intended in these inchoate words in
the Qur’an, Nabil Saleh(1992). The main causes of these two different views may be grasped
from the underlying reasons of perceiving the inchoate nature of the term riba.

1. According to Jassas the thing that Arabs were familiar with and practiced was

M. 1bn Rushd, Al-Mughadimar, vol.2, p-179
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the lending and borrowing of dirhams and dinars for a fixed term with an
increase over original sum . . . Allah has annuiled this riba as well as other
kinds of sales named them riba. The Arabs were not familiar with that the sale
of gold for gold and silver for silver with an increase to constitute riba, while
according to Shariah it is riba. So, from the context of the words, it appears
that what is intended by the Legislator its annulments were kinds of sales.
Thus, the verse "riba is banned" means the ban is covering all its individual
clements, because the appellation covers all through Shariah."

2. As we mentioned above the existence of some technical term in Shariah which
have different practical interpretations from their linguistic usage and explained
by the Prophet (saw) such as Prayer and Zakat the Jurists on this line, i.e..
Hanafi school has followed in the same analogy that the term riba also has an
inchoate meaning and it is undeveloped word.

3. In Hanafi school a general word is absolute in its connotation to all its
individual elements. So the jurists in this view considered riba may not be the
similar. That is so, in order to observe the conformity of the application of
procedural rules of their school of thought. Otherwise the general term would
mean that every increase is banned so long as riba is increase, and it is well-
known that every increase is not forbidden.

Ibn al-Arabi of Maliki jurist mentioned that, "it is correct to assume that riba as a
general term because the people used to exchange sales and practice usury which was known
to them” A man used to sell to another with delayed payment for a term and upon the expiry
of the agreed term the creditor used to say 'will you pay or increase? Allah (swr) forbade
riba which is in the increase, Ibn al-Arabi (1952, p.241). Nawawi ( 1977, p.442) of Shafi'i
school mentioned different opinions on the subject. It is stated that our jurists differed about
the stipulations of the Qur'an which bans riba in two respects. Firstly, it is undeveloped word
which was interpreted by the Sunnah. So all the rules brought about by the Swnnah are an
explanation of what is general in the Qur'an. Secondly, that the interdiction stipulated in the
Qur'an covers the delayed payment riba and the requirement for an increase in the money in
consideration for the extension of the term. Which had been known in pre-Istamic times? Then

Al-Tassas, Ahkam al-Qur’an, vol.1, p.552.
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the Sunnah stipulated riba in each, which is in addition to the stipulation of the Qur’an.”
2.2.3 Classifications of Riba in Islamic Jurisprudence

Generally, there is a common agreement in the Figh literature that, riba is divided IO WO
major categories, such as;

I Riba al-nasiah, pre-I'srlamic riba (riba al-jahiliyya), riba al-duyun or riba in Qur'an,
the term al-nasiah comes from the root nasiah which means to postpone, 10 defer or wait and
refers to the time that is allowed for the borrower to repay the loan in return for the addition
or the premium, i.e., where someone owes (o another a certain amount of debt and when it
matures the creditor asks the debtor to pay or to increase, this kind of economic dealings
existed before the Islam. According to Hanafi jurists "it is excess that arises from the maturity
or time of real asset in debt measured by weight if they are different species, and without
measuring if they are similar in kind. In other words, riba arises from an exchange of a good
for itself or for another good but in an excess amount on the base of delay, Zuhaili (1985.
p.346). This is what is known as riba al-qurud. Al-qard literally is to cut, garadahii- he cuts
it, is what to put forward or give to someone to receive it back later on. Technically it is what
to give in order its similarity be received in later. It is a specified contract of giving or
payment of money to someone to repay it in similar. The loan is permissible in the Qur'an
Sunnah and the consensus of the Muslims. In the Qur'an (2:28), in Surnah, the Prdphet's
saying "whoever release a Muslim from one of the hardships of the world he will be released
from one of the hardships of the hereafter by Allah) And Ibn Masud reported that the Prophet
said that "no Mustim to lend a Muslim a loan for two times, If he does so it is like charity of
once.” And the Muslims in a consensus have agreed on the permissibility of the loan. The
essence of a loan bears the meaning of help and sympathy for the urgent need of the borrower.
In the present time it is considered to refer to the interest on loans. There is no difference
between [siamic jurists and common Muslims and it is almost settled that in this sense the
Qur'an has very clearly declared its prohibition stating that" Allah has permitted sale and
forbidden riba" (2,275). And this is the riba which the Prophet (saw) referred when he said:
"there is no riba except in nasiah,” which does not mean that the concept of riba to confine
in nasiah only, but, it can be understood in the sense of his statement " Al-hajj is Arafah." it

M. bin Sharat Al-Nawawi, Al-Majmu': Sharh Al-Muhazab, vol.9, p.442
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conveys that the dominant and essential part of riba is that falls under al-nasiah.

II. riba al-fadl, riba al-bay' or riba in hadith was explained by the Prophet (saw) and

elaborated it, although its prohibition is very clear, the nature of riba al-fadl in the context of

exchange as the ahadith of the Prophet(saw) presented was alien and unfamiliar to the

companions of the Prophet (saw), so, the Muslims could not easily grasp its rationale and

limits of its prohibition. Although the riba concept revolves around these above aspects. the

Islamic jurists have further elaborated by extending its scope, some times expressing a same

thing in a different way.

- According to Hanafi jurists. It is an excess of tangible property stipulated in the
exchange contract on the basis of a legal criterion in the similarity of the two items.

- Shafi’i jurists viewed that it is an exchange with an increase in one of the trade items
over the other.

- According to Hanbali jurists. It is an increase in one of the exchange items identical
in kind of measurable and weighable goods.

The definition given by the Hanafi jurists can be explained that "excess" according to
them is in absolute and the phrase "aynul al-mal" shows that the increase is attributed to the
exchange item itself so it is an increase of a thing itself in the exchange contract when they are
identical in kind. According to Shafi’i School riba arise from exchange as a discrepancy of two
trade items.” But, in the views of Hanbali jurists riba occurs only in weigh able and
measurable exchange items as it is common in their reasoning of riba which exist only goods
of the same specie with the measure & weighing. Jassas elaborates this division of riba which

is riba al-fadl was not known to pre-Islamic Arabs. According to him this Riba al-buyu’' is of
two Kinds namely: -

1. Increase riba which is realized where an item subject to riba is sold for its kind
with an addition on the part of either consideration over the other.
2. Delayed payment riba which is realized in case of the sale of an item subject

to riba for an item of its kind or of another kind where the cause is common
to both items riba is committed in the later case if the payment of either

consideration is delayed”. The benign of both cases of sale riba 1s provided
in the ahadith of the Prophet (saw),

Al-Jassas, Ibid., vol.1, p. 552.
Abu Zahra. Nomenclawre in Delayed Payment Riba, vol. 6, p.26.
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[bn Rushd divided, the liability arises from sale into two forms in addition to the well-
known pre-Islamic one he added; "a reduced part of what you owe to another in order 10 pay
something of what you owe.” According to the Author of Fathu al-Qadir, riba exists in any
thing measured or weighed which is exchanged for its kind. The author of Mughni al-Muhiaj
mentioned a similar view. Mitwali a Shafi'i Scholar has added another kind of riba that is.
loan riba which stipulates for advantage. Ibn Hazm the author of al-Muhalla was also of the
view that riba can only be in sale, loan, or salam. According to S. Homoud this trend is most
acceptable division of riba. Ibn Qayyim [(d.751 H.) 1973, p.135-6] in one of his treatise
divided the riba into two kinds namely overt and covert, or hidden riba and manifests riba
where the former is riba by way of deferment and the latter by way of increase. According
to him hidden riba is not forbidden in itself, but only it is a way to abstain from manifested
riba. In other words it is banned to block the road leading to overt riba which is forbidden by
itself. As a result manifested riba cannot become lawful except in the case of pressing
necessity on the contrary hidden riba can be lawful in case of need (haja) only.

2.2.4 The Underlying Effective Reasons (Illat) of Riba

As the Prophet (saw) mentioned (saw) only six items, such as; gold, silver, wheat, barely.
dates, and salt. The Islamic jurists have over centuries debated the question of whether riba
al-fad! is confined only to these six items or it can be generalized to include other commodities
if so what would be the reasoning (illar) used for this purpose, Chapra (1985). Except the
Zahiri School which sees that riba to confine to the six commodities mentioned by the Prophet
(saw) which accordingly does not see any need for searching /tiar, the majority of the jurists
agreed that the prohibition of riba is to be extended to other commodities besides these six
items provided that illat or the cause of the prohibition exists in the goods under consideration. '
In order to derive criteria applicable to all goods the jurists have paid a lot of efforts in
examining the common features and essential attributes of these six items. Before, we go into
the details of illat it is pertinent to mention the meaning of illat itself. To mention what is
meant by 'illar’' in the Figh literature in general, the following principles are noted. illar in the
interpretations of Islamic jurists, it is the underlying principles or the rationale and driving
objectives of Shariah inductions. it is generally agreed that analogical reasoning is valid \\‘he;

the following conditions are met;

a. The illar should represent the compelling factor which has motivated or intended by
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the legal rule, which essentially must be clear and consistent.
b The same illar must appear in both elements of the analogy, object as well as the
subject. A mere resemblance between attributes is not enough.
C. The legal rule governing the object of the analogy should be of general application and
not restricted to specific case.
Now let us examine how the different Figh schools of thought have applied the above
principles on the nature of riba, in order to understand the rational behind the extension of
its scope and the various criteria used for this extension.

I. General Criteria; According to Hanafi school the determining factors of riba n the
six commodities are common to all of them, such as;

a. Similarities of species of the goods, and

b. Similarities of the unit of estimation.

As the practices in the time of the Prophet, Hanafi school assumed that gold and silver are
estimated in weighing, while other four items are estimated in measurement. Accordingly. 1f
species are the same, i.e., wheat for wheat, both equality of estimation and spot in the
transaction are necessary, but if the species are different only immediate transaction is
required, the coined money and paper currency are considered to have a different unit of
estimations and allowed different in their exchange by Abu Hanifa, while Abu Yusuf sees that
their species to be the same, so, no excess is allowed”. Thus, this view implies that an
exchange in any two kinds of items with the same unit of estimation, irrespective of their
difference in quantity, can take place only in spot transaction, otherwise there is riba nasiah.
which is strictly prohibited by Shariah, and if the method of estimation and the specie of the
items are different, i.e., silver and wheat, no riba factor involves this trade. In order to, study
the issue in depth and to simplify the matter, most of the Islamic jurists divided the six
commodities mentioned in the tradition into two groups, gold and silver in one group and
other four items in another group, for some common characteristics in each category and
accordingly they applied different criteria for determining the underlying causes of riba in cach
group.

ii. Criteria of predominantly monetary. According to Shafi'i jurists, gold and silver are
mainly monetary terms and this feature is very specific to gold and silver only, sb. the

underlying cause in this group is considered as mainly currency-value. This criterion may not

Al-Sarakhsi, al-Mabsut, vol.12, p.116-20
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cover paper currency and some non monetary items made of gold or silyer.

iii.  Absolute Monetary criteria. According to a view attributed Imam Malik, as well

as, the view of Ibn Taymiyah the cause is the monetary nature, in its absolute term, as this

phenomenon is not specific to a particular good, it is applicable to any item being used as a

medium of exchange. Therefore, as this view implies, the exchange in monetary items should

take place immediately and on a spot in both cases, but, with an equal amount if the items are
the same specie, i.e., silver for silver.

iv. criteria in non-monetary goods.

There are different views in non-monetary things, e.g., corn, barely, date and salt the reason

of being riba n their exchange.

a. According to the criteria of Hanafi the similarity of the unit of volume (makif) and
species are the determinant factors, so that, there 1s  riba al-nasiah if the exchange is
not hand to hand due to the former and riba al-fad! if there is any discrepancy due to
the later or combination of the two criteria, this view is followed by al-Imam Ahmed.

b. According to Al-Imam Shafi'is, for the other four goods the illar is their being
foodstuff, which is understood by the Shafi'is to be all kinds of food used to sustain
the body whether as principal nourishment, spices, fruit or medicine, But contrary to
the Hanafi view, the Shafi'is consider as a matter of principle that the exchanged
articles belong to the same genus is a requisite for the riba prohibition and not an
element of the iflar’®. In this case the underlying causes are two things; the nature of
the goods being food staff and the similarity of the unit of measurement (volume).
Which implies that the exchange in any two food items must be immediate and with
equal quantity as well, if they are the same kind of species.

c. Hanbali: As Ibn Qudama in his famous treatise al-Mughni quoted three slightly

different versions relating to illat attributed to Ahmed Ibn Hanbal the first view is

similar to that of the Hanafi school, the second one is coinciding with that of Shafi'is.
while the third one is holding that goods to be foodstuffs at the same time measurable
and weighable.?

Maliki jurists are of the view that the underlying causé s, being the four commodities

mentioned by the Prophet (saw) “storable food staff” Ibn Rushd mentioned that ‘the

Al-Sarakhsi, al-Mabsi, vol.12, p.116-20
Ibn Qudama, al-Mughni, void4, p.5-9
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reason of prohibiting of excess and delay in exchange of these items is because, they
are all foodstuff and storable'®. Accordingly exchange in any two storable or
preservable food items is subject to riba.

e. Rabi'a opined that the reason of the prohibition is the 'necessity of Zakat" hence, riba
is not applicable to any thing which not chargeable to Zakar. Perhaps, according to him
the four items are not liable to Zakat payment, and in his view riba and Zakar go
together, therefore, any thing falls under Zakat obligation is subject to riba as well.

f. Ibn Sereen argued that 'the similarity of the specie is the cause' and all that are of the

same kind is vulnerable to riba, this covers every fungible or non-fungible property

or any good, i.e., cloth for two clothes, camel for two camels or egg for two eggs.

This view is followed by Abibakar Al-Awdhani of Shafi'i jurists. Said bin Jubair also

held nearly a similar view saying that “every two goods their utility is closely related

their direct exchange is not allowed, in other words, they must be equal in exchange’'.”

But, Ibn Qudamah rejected this view that it does not appropriate or work. This view

has relatively narrowed the scope of riba to exchange in identical items, so, only the

exchange in the same kind of goods is subject to riba.

2.2.5 The Consideration of Similarity in Kind

Mostly all prominent Figh scholars are on the view that the exchange items which are similar
in kind or genus both increase and deferments in their exchange are not allowed. But, what
is the similarity in kind or genus, there are different interpretations according to Figh schools
of thought (a) for the Hanafis two species are deemed to be similar if they belong 10 one
genus-if they bear the same name if they are of the same origin and have the same specific
use, i.e., meats of the same kind of animal; goat, lamb, or camels while meat and fat are
bearing different names and used for different purposes even though they belong to thé same
origin to single type of animal on the other hand all varieties of dates are considered one
genus.’” In the first case one article can be sold for another with an increase but in hand to
hand not deferment while the second case should be in equal and without any delay of either
one (b) Shafi'is consider a flour of different products of soil are different genera even though

Ibn Juzay, Qawanin al-Ahkam al-Shar'iava, p.279-80
Ibn Qudama, al Mughni, vol.4, p.5
Al-Kasani, Badai al-Sanai Fi Tartib al-Sharai, vol.5,p.188.
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they bear the same name. The similarity in origin is essential in considering them the same
genus®. Thus lamb fat can be exchanged for beef with an increase provided it is in hand 1o
hand transaction for they belong to distinct genera. Use is also taken into consideration, i.e..
different of a given animal belong to different genera. (i.e., fat, meat etc.) when they are
needed for different purposes”. And relating to one origin makes the species under on¢ genus,
i.e.. all dates are of the same genus even though they may be of different species. But when
the two species although they bear the same name are of different origins they are considered
as two genera, i.e., Flours from corn and wheat, vinegar from dates and grapes, these are two
genera as they are two kinds of flour or two kinds of vinegar. Ibn Qudamah further mentioned
that when two species are of the same origin they are under the same genus even though their
purposes are different from each other®. For the Malikis the close relations of the purpose of
the two species makes them of one genus even though the names of their origins are different.
Therefore, Lead and Zinc, which are of different origins cannot be exchanged uniess it 1s the
same quantity for the same quantity in hand to hand. For various kinds of wheat barely & ryes
are one genus, i.e., maize, millet and rice are one; meats are three genera for all meats of
quadrupeds meats of winged, animal’s meats or fishes. Processing of all these species does not

change the origin of these articles, i.e., grinding of wheat kneading of flour, the grilling of
meat and extracting fat from milk etc.

2.2.6 Views of Modern Figh Scholars

Rashid Ridha following the jurists, approach has divided riba into riba in the Qur'an and riba
in Sunnah. He maintained that the primary form of riba is prohibited by the Qur’an and this
prohibition is to be maintained at all times. On the other hand the text of the Sunnah prohibits
an insignificant or secondary type of riba which is generally prohibited but may be permitted
in case of necessity (darurah). He considered riba al jahaliyyah or riba in Qur'an, relying on
the literal meaning of the term riba as interpreted by the commentators. riba al- nasiah is also
the riba in the Qur'an, but the bay' al-nasiah that is sale with a period of delay and any
increase that arise as the enhanced price of the item itself is part of credit sale. It is expected

the seller in such a case will charge a slightly higher price than on cash one. Thus, the seller

Al-Nawawi, Minhaj al-Talibiin, Translated by E.c. Howard, p.125.
Al-Hythami, al- Futuliat al Kubra vol.2 p.239.
Ibn Qudamah, Al-Mughni vol.4, p. 24-3.
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and the buyer used to agree upon a period within which the payment would be made and the
excess in price ‘was not stipulated separately when the fixed period was over, the seller
demanded his money from the buyer saying "will you pay or increase the amount due, in lieu
of further delay.” If they agree on further delay the due amount would be increased or even
doubled over time then this process may continue for few more periods of delays. Thus, in this
way the amount of the original sum was doubled or multiplied. Abu Zahra drawing the
distinction between riba al-nasiah and riba in the Sunnah or riba al-fadl stated that " . . . the
legal issue related to riba which is the excess in lieu of the period is riba al-jahitivva. 1t is also
called riba al-nasiah because the excess in it, is in lieu of the period of delays. This 1s ribda
of the Qur'an. The second form of riba is the riba of sales (bay'). It is settled the matter in
the Figh . . . as a secondary to the prohibition which may be permitted in the case of need.""
Abu Zahra in this connection has concluded that. The first division is pre-Islamic riba which
is the debt riba where sum is loaned as debt; The principal sum of the debt increased every
time the maturity date is extended where the surplus will be in consideration of the term-of the
debt. Such an, increase constitutes usury according to the verses of the Qur'an which were
revealed its banning.” He further more, asseried that "It is the sale riba which is the riba
because the Prophet (saw) called it riba. Abu A'la Mawdudi also made this separation.
according to him."riba al-fadl is the excess that is found in the spot exchange of two things
of the same genus. The messenger of Allah (swr) has prohibited this form”. Studying the
writings of the modern jurists on the subject of riba we observe a general trend of Muslim
scholars who viewed riba in its general and comprehensive meaning. The concept that ribu
is divided into two kinds has been established and almost all of them maintained this
classification.

Mutrik (Ibid.p.42) tried to synthesize these definitions and presented that: riba is an increase
in specified items and increase of a debt in exchange for extension of its maturity in-absolute
terms. The juristic technical interpretation of riba is not far from its lateral meanings. .Thus.
riba is a specific kind of increase and excess. Muslim jurists have technically defined the term

riba as follows "riba is the excess stipulated in one of the two counter values in transaction
or exchange (bay')”.

Abu Zahra, “Forward®, in Zaki al-Din-Badawi, Nazarivar al-riba al- Muharram, Cit |
bu Zah; . ’ A " . Cited by Imi: ¢ . Cthe v
of Riba in Islamic Banking' ,1995, p.13 ’ a0 Ryizee. the Convep

Al- Sarakhsi, Al Mabsut. Ibid.
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2.3  CONTEMPORARY ISLAMIC ECONOMIC LITERATURE

The elimination of riba is one of the basic requirements for the establishment of an Islamic
economic system. Hence a correct understanding of riba is a prerequisite for appreciating what
needs to be avoided and adopting an appropriate policies for its elimination. In post colonial
era the subject of riba was the focal point of scholastic studies, contemporary Musiim
economists and Figh scholars have extensively researched and over emphasized its legal
importance and economic implications. And for the last three decades in particular Figh
scholars and Muslim economists have paid a large efforts in identifying the prohibited riba and
its economic implications on one hand and finding economically feasible legally acceptable
alternatives for this on the other. In this section we review the explanations of riba presented
by contemporary Islamic economists. We briefly outline the main views and various trends
of Islamic economists and Shariah scholars about the subject

2.3.1 Interpretations of Islamic economists

In recent years a good deal of attention has been paid by Muslim experts in ecOonomtics,
banking and finance to find ways and means of doing away with riba. A tremendous efforts
and intensive work have been directed to figure out the conceptual meaning and practical
implications of the term riba in Islam. Large number of fatwa rulings have been issued on the
prohibition of riba at individual, institutional and government levels. The report of 11C of
Pakistan is considered as the turning point and important development of thought on the
Islamic Financial System. In December 1969 the Council categorically pronounced that all
forms of interest were riba, irrespective of the purpose, parties, rates and duration involved.
This report was a landmark in the efforts for Islamizing the financial institutions in PakKistan.
In order to implement this report the State Bank of Pakistan started issuing a circular to the
banks for transforming their operations on the Islamic lines from first January 1981, Islamic
windows were opened in all Nationalized Commercial Banks. During 1981-1984 the State
Bank of Pakistan prohibited from the banks to accept any interest bearing deposits. This efforis
of Islamization economy result the historical decision of the Federal Shariah Court (F in the
form of its land marking judgement of the prohibition of riba in Islam. In Novefnber 1991
Federal Shariah Court decreed that riba embraces all forms of interest including the prevalent

system of mark-up. The FSC has decreed that a " transaction which contains excess or addition
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over and above the principal amount of loan, which is predetermined in relation to time or
period to be conditional to the payment of predetermined excess or addition payable to the
creditor constitutes riba and any sale, transaction-or credit facility, money or in kind to be
considered transaction of riba, which is unlawful (haram) in the territory of Islam and in
Muslim society. There is a consensus of Muslim jurists on it"*. The report on Banks and
Financial Institutions (yet unpublished) categoricaily took the position that ail forms of
interest were riba and prohibited. This modern trend toward the Islamization of knowledge
in general and economics in particular is the natural result as an institutional form of the
contemporary Islamic revival. Almost all Muslim countries have experienced more or less
some forms of this Islamic oriented reformation of economy. More than 30 fatwas and Figh
rulings have been issued by Figh Centers in Makka and Jeddah as well as al-Azhar al-Sharif
that bank interest, whether credit or debit is riba and utterly forbidden by the Qur’'an and
Sunnah and the consensus of Islamic jurists, El- Ghazali(1994).

However, reviewing the contemporary literature of Islamic economics, although there
is a complete unanimity of Muslim Scholars on the prohibition of riba, one may encounter
with a definition problem of the subject. There are diverse interpretations of the concept of
riba in the contemporary studies to mention few of them we find as follows; " riba is generic
Qur'anic terminology for all kinds of excess above the value of a thing, Chaudhary
(1992,p.103). According to this view any increase or growth in the value of a thing falls under
the sphere of riba. Mirakhor and Muhsin Khan (1987) observed that "riba is an Arabic word
for the predetermined return on the use of money”. Omar Chapra (1985, p.56) also noted that
"technically riba is the premium that must be paid by the borrower to the lender along with
the principal as a condition for a loan or extension in its maturity.” There is a general
agreement among Muslim scholars that the interest (usury) is the prohibited riba in absolute
terms. Khurshid Ahmed(1991, p.38) elaborated the matter in detail and came up with that
"riba as any claim in excess of a principal sum, the differential between the amount received
by the borrower and the amount paid by him is interest and that is what exactly riba is.” In
other explanations, he considered riba to be "any premium or excess small or moderate or
large which is contractually agreed upon at the time of lending money, as a fixed rate of return
for its use over a period of time and this is what has been described as an interest.” In

economic terms this means that Islam prohibits predetermined pricing capital. The

FSC. judgement, p.104



43

+4

36

contemporary Figh scholars are almost in a consensus on this equivalence on the basis of their
interpretations of the Qur'anic verse "And if ye repent, ye have 'your principal” as a
recognition of right to collect the principal only without any increase’ whether high or low, and
the reports from the Prophet(saw) that prohibits any gain that may be derived from loans. The
FSC has conducted a survey about the identity of riba and in this connection it has distributed
a questionnaire to the leading Shariah scholars and Muslim economist in the Muslim World.
In responding to this almost all of them have emphasized the equivalence and one to one
correspondence of riba and interest terms, asserting that whatever is known as interest in the
conventional economy is riba in Islam. To outline the views of several of them we find as
follows: According Rafi Osmani riba is considered as all loans that carry payment in addition
to the (amount of) loan or every loan that derives a profit comes in purview of riba." He
asserted that"riba as quoted above discards also every quantity of return by way of profit.""
Hassanuzaman, M.Uzair and Faiz M. held siumilar views that the interest (riba) whether
simple or compound is unlawful (haram) in other words interest is prohibited in all its forms
and that usury and interests are one and the same thing.”*' Similarly A. Kharofa asserted that
“riba is synonymous with interest and there is no difference between the two words "usury”
and interest”. He further noted that "I have been reading writing and lecturing about usury for
the last thirty years and I have concluded that interest is usury (riba)"**. However, M. Zia-ul
Haq gave the opinion that riba is unjust exchange between (wo parties in which no
recompense, counter values or return is given by one to another party. On the basis of this
interpretation he noted that "riba covers the interest charged by modern banks for loanable
funds dllegal usury, all speculative sales of future values, share cropping etc."*. N. Siddiqi
however, observed that "the Sunnah has also prohibited riba involved in barter and exchange
of currency which often served as a cover to what was in reality riba in loan transaction the
relevant traditions are well known, but, they do not concern us here as they only broaden the
scope of the definition of riba without diluting in any sense the crux of the definition given

above. "

This predominant view of the contemporary Islamic economists is perhaps the

Federal Shariah Court (FSC) Judgement on riba, 1991, p.263.
Ibid, p.263.

Ihid, p.273.
Ibid., p.288.
Ibid., p.292
thid,. p.280
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replications of the great Islamic revivalists of this century like Sayyid Quiob, Maulana
Mawdudi Who gave their observations on the basis of the practical operations of the matter
expressing that "riba to be a contractual increment received by the lender from the borrower
over and above the original principal capital."* The Islamic economist based their arguments

L

on " if a loan is given or taken for moral or humanitarian purposes, the principal amount

should be protected and any excess on that loan is forbidden as an immoral and exploitative
instrument. If loan or investment is made for economic reasons, then the owner of the capital
has no right to demand a fixed rate of return. One cannot legitimately ask for any additional
payment without sharing the risk of business. Thus, if a simple loan is advanced without risk
sharing any additional payment small or large, in excess of the original amount of the loan
constitutes riba and as such it is forbidden®.” The contemporary Islamic economists have
maintained the view that all commercial transactions or noncommercial individual or
corporate, private or public, which involves a predetermined rate of return on loan, in money
or in kind fall within the scope of riba and as such they are forbidden. According to S.
Munawer Hassan, interest or riba is excess over the principal and such covers the modern
interest in all its forms."*” Ziauddin (1991) also affirmed that the fundamental justifications
of this equation to be based on that in interest system the provider of capital funds is assured
a fixed return while all the risks borne by the user of the capital funds. Justice which is the
hallmark of the Islamic system demands that provider of the capital fund should share the risk
with the entrepreneur, if he wishes to earn profit. It is easy to see therefore, for that martter
all devices which involve a fixed predetermination return on capital are no real substitutes for
interest including mark-up, Bay ul Mu'ajjal or Murabaha. [t is asserted that Mudaraba on
fixed rate of profit is not only incurring a doubtful thing but it is acquiring haram itself. With
this predetermination the profit share of one party is guaranteed in any situation, while the
other party alone is facing the uncertainty of profit and foss and this is the real riba prohibited
according to authentic revelations."*® The predetermination of the outcome or fixity of the
return in advance is considered as the essential features of both riba and interest and hence
they are treated as one and the same thing in absolute terms. In this context the contemporary
literature treats the same with the fixed rate out profit or business real outcome and fixed rate

Mawdudi, cited by Kahf, in Principles of Islamic Finance, IRTI, IDB, 1994, p.21
Elimination of Riba from the Economy, ed. IPS. p.37

Muslihuddin, Banking and Islamic Law, Islamic Research Academy. Karachi. 1974, p.1.
M. Salah M. Sadi, Mushkilatul al-Bunuk at-Istamiyya, Darul al-Mujtama’ 1990, p.542
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out of loan principal. Monzer Kahf and Tariqullah ( 1994, p.21) have pointed out ir their
study on the subject the difference between contractual return on lending and contractual return

on sale and leasing-based financing have not been spelled out in the literature under the
review.

2.3.2 The Main Approaches of Contemporary Muslim Economist

In connection with the technical analysis of the term riba, the views and methodologies of
contemporary writers on the subject may be divided into several main interpretations. These
may be summarized as follow;

L. Riba to be equivalent to usury which is exorbitant interest.

According to this view the prohibited interest in Qur’an is only that which takes the
nature of doubling and redoubling which were the practices of pre-Islamic societies and ancient
nations in the past. This is the view of mainly Jawesh, Rahman, Jafri, Qadiruddin and others.
However, the shortcoming of this view is undoubtedly obvious from the start, if the following
considerations are taken into account;

- The above verse is an intermediate verse where the final injunction states that. “If you
repent then ye have your principal ye do not wrong and you would not be wronged” which
does not leave room to accommodate any such partial quotations and misinterpretations.

- According to the above definition, as riba is specific kind of incremental growth apart
from the principal lent, doubling and redoubling is the natural essence of riba which can take
place at any rate, irrespective of being, simple or compound. While trade is a sale of an article
once for all, riba transaction is selling the same thing in multiple times, In this sense. the
phenomenon of doubling and redoubling is the essential nature of riba itself.

ii. Riba covers the meaning of the term “interest' in conventional economic literature
This meaning is mainly focusing on the nature of fixity and predetermination of the rate of

return on capital lent as the basic rationale of the prohibition of riba. It is strongly argued that
the underlying reason of the prohibition of riba squarely associates with "its essential feature
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of being a fixed rate of return on guaranteed principal lent.”* As a result, the forbidden riba
in Islam, is identically equal to the generic meaning of prevailing interest in modern economic
system. Although, this-view is the general belief among Islamic economists, but this
predominant view seems to be a crude equality and shallow conclusion, for it is devoid of in-
depth investigation of the subject due to the following reasons.

- The theory of interest itself is controversial in conventional economics , as we may see
in the next chapter, where the modern conventional theories of interest do not distinctively
separate between what is profit and what is pure interest and therefore, equating riba what
itself is inherently obscure, makes the concept of riba to put the same position or at least,
equally vague and subject to unending debate over its identification.

- This view concentrates only on partial aspect of riba that relates to credit loans or riba
al-nasiah, while it is totally ignoring the other part that arises from transaction, or ribg al-fadl.
Therefore, within the limits of this view the concept of riba seems to be incomplete. And
as a result, its elimination as well, would seem to be partial.

ili.  Riba equals to all economic injustice

According to this view riba is not only equal to its corresponding concept, namely,
usury or interest, but to all kinds of economic injustice and exploitative practices, such as ..
profiteering, monopoly, and speculative measures, or any returns which have no counter
value. As we have mentioned above, the Muslim economists in this category argued that the
substitution of interest with profit sharing as a crude and raw deal which may keep the
capitalist evils in tact. Thus, they envisage that the concept of riba may not confine the
conventional term of interest, but it encompasses all kinds of economic injustice and market
mal practice. This view is expressed by considerable number of Muslim economists including
by Abu Suleiman, Zia-ul Haq, Naqvi and Chaudhary. Nevertheless, although, injustice is a
very important factor underlying the prohibition of riba, it seems to be quiet general view,
too abstract and unhelpful for identification of the prohibited riba by itseif alone. For riba has

its own identity and unlike other measures its banning has been very specifically restricted,
in repeated revelations, to particular kind of economic advamtage.

Iqiisad al-Islaini Magazine, Issue 193, Dubai Islamic Bank, 1997, p.920
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iv. Riba as an excess from exchange in identically homogenous items

Feeling dissatisfaction with the methodological treatment of the concept of riba which shows
some diversion from addressing its essential nature, Tahir (1994) has presented an innovative
attempt and original interpretations that combine both riba al-fadl and riba al-nasia without
losing the sight of juristic technical explanations;

"Riba is a discrepancy which results from the contractual obligation of a party in the

context of a direct exchange of items of the same general kind between parties” [Tahir

(1994, p.34]
On the light this definition, some important conclusions may be highlighted, the distinction
between riba al-nasia and #iba al-fadl is inconsequential for the purpose of adjudging riba.
The ahkam on riba requires all loans and debts to be settled on an absolutely equal basis. A
violation of this principle retains the concept of riba in the transaction. A loan essentially
represents a case in which ownership of the object of a loan is transferred along with claims
to its usufruct. Analyzing the basic ingredients this definition we may decompose it into
several elements: such as the followings; (a) riba is a discrepancy (b) contractual obligation
© direct exchange (d) items of the same general kind between the parties. As far as its nature
of being discrepancy is concerned, there is no any disagreement among Islamic scholars that
riba to be excess, increases or difference of two items.(b) points out that the activity should
be a contract that creates an obligation, however the jurists also take into considerations in gift
case, where someone may provide gifis to someone in consideration of more gifts from that
one. In this kind of gift transaction the Figh scholars recognized it as a kind of riba
transaction. Incorporating this with the next point © concept of exchange may take care of (b).
So as long as there is an exchange or trade unlike gift or charity there is a contract that
generates obligations which must be fulfilled. Perhaps, the word “direct” if it is associated
with the next feature, i.e., items of the same general kind, shows reciprocal transference of
similar items. The similarity of items transferred each other itself is a direct exchange. The
opposite is through intermediation via third items of different kind. Precisely, the basic
message of these interpretations is very close to the juristic interpretation of riba as al-Imam
Sarakhsi has interpreted riba to be in Shariah stipulated excess (discrepancy that goes o
either party) without counter value in the exchange (bay'). Later on Zak al- Din Badawi also
reduced the concept of riba in the context of exchange in similar items. He emphasized that
this similarity 1o be the underlying reason of giving rise to riba that is doubled and multiplied.
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He stated that " realized after research and comparison of traditions and opinions of that the
purpose of a majority of the transactions incorporating riba al-jahli was the contract of sale
with delay in which excess in cash was stipulated over the price of a sold commodity at the
time of commencement of the contract . . . this was the most important point Allah(swr) made
me in this issue converting me from my {erroneous) opinion to the correct view, Badawi
(1940) or as Muslihudin presented, "it is a monetary advantage without a counter value
which has been stipulated in favor of one of the two contracting parties in exchange of the two
monetary values.” While Muslihidin (1974) confined the two exchanging items as some
monetary values, SayyidTahir(1995) preferred to use in its broad sense, Perhaps the truth lies
within these two polar points. Without incorporating the concept of similarity Niyazee also
recently discussed the problem in the context of sale.(1995, p.20-36). Thus, although the
condition of similarity as we will see in later chapters is extremely important but, what does
similarity of items exactly mean is a crucial matter for riba doctrine. However, the legal
foundations and economic implications of these profound thoughts of SayyidTahir have yet
to be discovered, and it requires more critical understanding of its central thesis and far
reaching ramifications in the field of Islamic financial system.

2.4 CONCLUSION

Although the linguistic usage of the word is very clear, there have been unresolved issues of
finding the intended meaning and implications of the term riba in the Qur'an and in the
context of the ahadith of the Prophet (saw). There is probably a missing linkage between the
literal interpretations of the term and economic comprehension of the subject. Following the
methodology of jurists, such as, examining riba al-fadl in isolation from riba nasiah, someone
may realize the complicated nature of the problem and get puzzie about it, when he could not
reach any convincing answers for these crucial dimensions of the subject. However, these
extensive scholastic studies seem to be repetitious exercises producing typical insufficient and
unsatisfactory answers. As a result of these insufficient responses, certain fundamental
questions are used to emerge frequently in the minds of not only the opponents of the riba
elimination process but even among its front proponents. Some of the common sense
questions which could be often encountered but have not yet been answered convincingly.

See Muslihuddin, Banking and Islamic Law, Islamic, 1974, p.3
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Do riba in Qur'an and that mentioned in Sunnah denote for a single concept or for two
different concepts and how?, If they are the same and single entity, what is precisely the
prohibited area of riba or what does exactly the term riba stand for?. In literal context the
Arabic word riba is usually interpreted as an increase expansion or growth, or as an additional
amount over and above the original level of a thing. But riba which prohibited by Islam is not
any increase or growth as this is a common phenomenon of profit as well. There is any
difference among Figh scholars on that mere increase of the principal debt is not the Qur'anic
riba. For Mudaraba financing -the most favored mode of financing also entitles increments
to the principal amount, despite the fact no personal participation is involved on the part of
the financier in tﬁe relevant venture Anwar (1991, p.54). It can thus, be concluded that riba
is not increase simplicity but, in the Shariah, it is special kind of increase, Zaman (1993).
Therefore, the prohibited increase should be necessarily very specific kind of “excess” in
physical magnitude or value, which can be assessed in measurable, recognizable and
avoidable form. The early Islamic jurists as we have seen above focused and addressed on this
particular point. They have laid down the foundational principles of understanding the true
meaning of the concept of riba in the context of its usage in Qur'an and Sunnah. However.
despite the present state of academic achievements in modern economic literature, not much
further, developments have yet been made. The current Islamic economic literature on the
subject shows a general tendency toward cosmetic surgery of the issue by equating riba
simply to the conventional term of interest and prohibiting them together without teaching
what is nature of this equivalence which perhaps seems for the common man as an equation
of two unknown variables. Thus, matching the inherently unstable concept of interest with riba
as we may see in the next two chapters will never solve the problem. The lack of sufficient

clarification of what really the term riba does stand for in the present complex economic and
financial dealing is the major cause of the confusion.



CHAPTER 3

REVIEW OF CONCEPTS OF PROFIT, RENT AND INTEREST
IN CONVENTIONAL ECONOMICS AND ISLAMIC LIERATURE

Despite, the fact that the scientific techniques and empirical methods which could be easily
employed in this computer age are available for the use of economic analysis yet the
fundamental concepts and basic ingredients of economic theories, i.e., profit, rent and
interests are in ambiguous and obscure state. Although there is a general agreement among
cconomists that profit-oriented activity plays a key role not only in allocation of scarce
resources but also in providing an incentive for efficiency and innovation, no concept is more
maligned or misunderstood than profit [Hirschey et al (1992)]. There are a lot of confusions
in its substantiation. It is also very surprising to know that there is no agreement among
economists about the fundamental nature and origin of profit, interest and rent. In this chapter
we examine main theoretical inconsistencies that associate with these elementary concepts.

Section 3.1 highlights the nature of profit and its sources in mainstream perspectiifcs
and the confusion associates in the usage of profit and interest. It draws to the attention the
influence of this confusion on Islamic economic literature. Section 3.2 looks into the concept
of profit in the Islamic perspectives and examine the nature and source of profit in Figh as
well as the contemporary Islamic literature. It briefly considers the Islamic economists’ views
about a profit-maximization hypothesis, the Figh discussions on pricing, profit margin and its
entitlement. Section 3.3 reviews certain theoretical apprehensions associate with the nature
of leasing\renting in conventional economics.It highlights the conceptual ambiguities in
lending and leasing. Section 3.4 discusses the nature of leasing \renting(/jarah) according to
Islamic jurists and current Islamic economic literature. It briefly presents the modern
applications of leasing mode of financing and it clarifies the difference between renting and
time value. Sice the concept of riba is discussed at length in the previous chapter. its
discussions are avoided here. However, whereever it is felt necessary we make a brief
theoretical comparison between profits, rent and interest.

3.1.  THE NATURE OF PROFIT IN CONVENTIONAL LITERATURE

Profit is normally held to be the amount by which the total revenue of an enterprise exceeds
its total costs. There has been great confusion in the literature over its terminology since the
classical school of economics. Adam Smith (1776, pp.48-52) speaks of the profits
expressing that “high profits will eat up rent.” In the same passages,

on “stock’
he tries to distinguish
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between profits and interest. According to him "the former is the reward to ‘stock” or capital
while, the latter are the price of borrowed money. In another place he states “the compensation
which the borrower pays to the lender for the profit which he has an opportunity of making
by the use of money. Part of that profit naturally belongs to the borrower, who runs the risk
and takes the trouble of employing it and part to the lender who affords him the opportunity
of making this profit.

The interest of money is always derivative revenue'. J. B. Say (1860, p.330) the
follower of Smith seems to make a sharp break with Smith by considering profits as a special
type of wages.” Malthus (1827, p.240) gets around these profit problems and he considered
the profit as the difference between the value of capital advanced and the value of the
commodity when sold or used. But, his explanations has no answer to the question why is the
difference? Ricardo in his principles normally treats profit as a real cost which must be paid
to maintain the supply of capital or as the return to capital and its organization in production®.
Ricardo's writings focus on profit to be purely the result of the ability of society in
cooperation with nature to produce a surplus. Thus, the classical theory neglects uncertainty
and is vague about the micro foundations of profits®. However, for radical school this surplus
concept is known as exploitation theory of profit or equally is called a bargaining-power
theory of profit. According to this theory profit is the residue after the deduction of the rent
and interest and in this context profits are considered as a symbol of exploitation on the part
of labor. This perhaps, is the natural consequence of the dominant view of neoclassical
economists. The use of the aggregate production function in neoclassical growth theory in the
1950s accomplished two things; It could link the rate of growth of the economy to the rate of
profit, in some cases, the both could be equal and in other cases, for instance. according to
Arrow Debreu in equilibrium the profit becomes zero. With the 1870s, the neoclassical
economic analysis emerges as the main stream vision which its essential feature is its turn
toward the market as the key to understanding the economic phenomena. The switch from
production-based theories also means dropping the surplus notion completely.

* It is the market
which now explains all categories of income( wage, rent and interest) as the rewards of factors

See Obrinsky, Profit Theory and Capitalism, 1983, p.15
Ibid.

Sraffa. ed. The Works and Correspondence of David Recardo, 1951, 19%0, p. 108-10. See also Panico,

and Profit in the Theories of Value and Distribution”, The New
Paneco, “In New Classical Theories of Profit”,
Obrisky, Ibid. p.39.

“lnterest
Palgrave Dictionary of Economics. 1987, p.13.

The New Palgrave Dictionary of Economics vol, 4 1987, p. 1018
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of production (labor, land and capital). In this context, the opportunity for profit substantially
shrinks. There are only two possibilities: either a fourth productive factor whose services are
rewarded by the profit income, or profit exists only because of imperfections in the market
that pays less reward to the other three factors than they generated. As a result of this new
economic world, the profit theory is set to one side, and it is removed from the core of
economic theory. For instance, Walras (1954, p.423), in his general equilibrium model has
come to the conclusion that in a state of equilibrium in production, entrepreneurs make neither
profit nor loss. Another place, he observes “So far as profit is concerned, in the sense of profit
of enterprise, the English classical school fails to see that it is the correlative of possible loss
that it is subject to risk, that it depends upon exceptional and not upon normal circumstances.
and that theoretically it ought to be left to one side.® Clark is of the view that on the basis of
universal static economic phenomena there is no room for profit. According to him the
dynamic changes of economy, therefore, may produce profits, but only temporary profits,
which the laws of static state rapidly eliminate. Thus, profit in this sense is an elusive sum.
which entrepreneurs grasp, but cannot hold, [Clark (1899, p.32)].

However, in Wicksell (1958, p. 96) the entrepreneur ceases to perform any function
at all, hence, he receives also no income for doing this. According to him the laborer may
serve as entrepreneur, for organizing of production does not require a particular talent. It is
not surprising, then, to find that Wicksell considers it is "obvious that entrepreneurial profits
as such must always tend to zero. For the work and thoughts which the entrepreneur devotes
to managing the enterprise, he should have, of course, receive wages like any other worker
[Wicksell (1958 p.96)] This means that the entrepreneur would receive no payfnent for his
special activity of organizing production to outperform the competing firms. In this case, the
motivation to creative work and continue this activity would vanish and production would
cease. If profits are only implicit factor payment or monopoly earnings then 'pure’ profits
must be zero. Perhaps a similar result holds for the notion of profits as the payment for risk-
bearing, in a world where all known risk can be, and uvsually is covered by insurance
company. It would appear that only the insurance company would be receiving this profit
payment [Samuelson (1967, pp.619-24)].The innovation theory also reaches a similar
abandonment of equilibrium, so long as innovation is continual. If not, neither is profit. as

profit in this context must then be regarded as of "accidental” character, a mere windfall that

Ibid.
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only temporarity justifies entrepreneurial activity. Innovation suggests that profits are only
temporary phenomena, while monopoly implies that they are not general, but, exist only in
an abnormal situation of market operation. Thus, the student of this subject is inevitably left
with the impressions that profit theory is an odd collection and a morass of confusion better
left alone, [Obrinsky (1983. p.13)]. Shackle synthesizing Keynes' view of long-run
expectation puts forward the notion of potential surplus to the profit or loss attached to the
enterprise. Keynes in his Treatise on Money, also envisaged profits as disequilibrium
phenomenon and insists the exclusion of a profit factor from national income calculations.
The extreme variability of the firm’s net income is well recognized as a fact of life in the
business world. It is associated with much more stable capital for factor. This appears to create
two rates of return for the same factor. Thus, this approach holds no promise for a theory of
profit.

It is realized that the problem underlying profit is indeed difficult, but need not be as
vexing and formidable as general equilibrium would make it. Sraffa considered that wages and
profits to constitute surplus value. According to him wages may no longer become merely the
costs of production, but, part of the value added. Trying to solve the conflict between the rate
of profit and the share of wages in total surplus, he implicitly takes the technical conditions
of production as a method of guaranteeing that a surplus exists, for the profit rate is neither
an explicitly negotiated rate nor it is a price. He does not however pursue the question of the
origin of profit and to him the owners of capital goods will receive the price as their own
reward, but this is not profit. He argues that no need the price of capital assets has any specific
connection with the rate of interest as an inter-temporal price the interest rate links the price
of any commodity to that of its substitute is available at a different date [Sraffa (1960, p.541).

3.1.1 Origin and the Sources of Profit

In order to explain the factors originating and generating profit, economists presented a
different analytical works, starting mostly with zero-profit models which all tend to converge
ultimately to the classical assumption of perfect competition. According to the classical
economic theory, profits are important only as a magnitude. For this theory, profits together
with the rent constitute the economic surplus. Smith regarded the surplus produced by
agriculture as a necessary, but, not the sole source of surplus. Since, the productive labor was
another source, in Smiths' writings there are no clear rules about the division of the surplus



between rent and profit. David Recardo defined the rate of interest as the lower limit of the
rate of profit. There is the first attempt to define the rate of profit and considered it as a pure
number which will be free from problems of valuation. Recardo tries to solve the contlict
between rent and profit by integrating them with the theory of growth. Physiocrats also
regarded land (nature) as the only source of surplus. The emergence of profits as a
disequilibrium category comes from the gap between savings and investment. This implies
that unregulated profit can never be contractually guaranteed because profits are the residual
of two bargaining processes that take place in two different markets. However, according to
the leading conventional theorists, profits are considered by nature as an abnormal
disequilibrium phenomenon. There are several hypothetical theories illuminating the nature
and sources of profits. The main stream economists proposed several explanations as the main
factors that indicate the origin of profit including the followings, Hirschey et al (1992, p.10).

(1) As a residual value that cannot be a price attributable to any factor of
production, i.e., wages, rent or interest on capital. The economists in this view
consider profits as a surplus of business earnings over contractual payments
whose origin lies essentially in progressive dynamic change.

(i)  As a compensatory or functional theory that focuses on the notion that above
normal rates of return is the result of the ability of certain firms and
entrepreneurs to outperform their competitors. The term profit is to be
distinguished from the earnings of managers. Profits are considered in this
context as the difference between the money value of the product and the
money value of the goods and services used up in the process of production
from its initiation to its culmination in the sale of the product. More precisely
it is the difference between revenue and costs. It is the magnitude determined
by the market through the price of the products and factors of production.
Profit belongs to both enterprise and capital.

(ii)  As a frictional or monopolistic profit: According to this theory, profits are due
to non market clearing economic activity or disequilibrium. In other words it
is due to the market imperfections in the adjustment process of economic
forces. In this connection some firms may earn above normal profit rates of
return and they erect barriers to entry in which they can insure themselves of

earning economic profits.

(iv)  Technology and innovation hypotheses of profit. This contends that edarning
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economic profits is necessary reward for inducing individuals to undertake the

risks associated with developing new products, new preduction techniques,

through this they earn higher profits like discovering a new marketing strategy.
But as it may seem, all these propositions are built on a temporary situations and occasional
phenomenon. For instance, the last proposition which is regarded as the most powerful
justification for the existence of profit appears as a momentary or incidental result for the
competitors will gradually erode their positions unless barriers might be erected. Schumpeter
placed emphasis on technological change symbolized by innovations that were crucial for
agricultural economy on the road to development as the entrepreneurs were the engines of this
development which generated profits then profits were their reward, [Schumpeter (1954,131)].
However, according to Knight profit arises because of the unmeasurable uncertainty’, all true
profits are linked with uncertainty. He stresses that risk taking must be rewarded "profit is
treated as a residual like rent earned by the entrepreneurs as a result of their correct decisions
taken in the present to bear fruit some time in the uncertain future period.® In this view
Knight threw up more than one theory of profit and profit concept, his analysis demonstrates
that profit as a wind fall element resulting from the errors of forecasting in all the income
factors. Wenston states that "profit theory is now arising from the difference between
transferable risk and nontransferable risk the former involves not only into measurable risk but
others also that may be reduced or even eliminated through insurance organized market law
and technology, Wenston (1950, p.158). According to this view it is non transferable risk
which generates profit. So profit is the difference between exact and expected incomes. Or
expected and actual incomes. To Wenston profit is not the whole residual, it is only the
unexpected part of this residual as the rest goes to the factors of production.

Although an ambitious attempt to link profits to the economic growth was made by
Schumpeter (1954, p.645), but he came up with the conclusion that profits to be a
disequilibrium phenomenon, in terms of the rate of profit, which, itself is indeterminate but
it 1s inter-industrial deferential in the rate of which needs to be zero in equilibrium, A
persisting deferential of non-zero indicates either disequilibrium or imperfecily competitive
elements. Schumpeter's theory is in fact the only one that associates the profit to actual
productivity where there is a clear link between the monetary system that finances production

and the real system that generate profits. According to him the source of profits is innovarion

See Obrinsky, Ibid,.p.34-35
Pappas., Imd., p. 10.
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which can comprise introduction of a new good or a new method of production, opening new
market or discovery of a new source of supply of raw material or the carrying out of a new
organization of an industry. Thus, for Schumpeter the source of profits is the superior
productivity achieved through innovations and the agent of the change is the entrepreneur. His
view reconciles zero profit stationary equilibrium with the observed facts of profits. But.
despite its appealing comprehension, the theory is suffering from a lack of sufficient analytical
details to prove a source either of the developments in profit theory or as a tool for empirical
investigation.

The obscurity of interest concept is also self evident and widely recognized among
economists and extensively noted in modern economic literature. It is not appropriate here to
enumerate the profound disagreements among economists regarding the definition and
theoretical conceptualization of the interest rate. However, briefly pointing out the unending
debate on its theory among economists may be sufficient to quote few of them. For instance,
Halbeller has rightly noted, in his writing on prosperity and depression, that the explanation
and determination of the interest rate still give rise to more disagreement among economists
than any other branch of general theory. Maclachlan (1993, p.3) Although, there is a common
opinion that interest in its essential nature is fixed value added to the borrowed capital.
Nevertheless, the economic rationale of this general belief has, so far, remained extremely
vague. Almost all theories of interest have substantially failed to answer the fundamental
question of its raison d'etre, i.e., why interest is to be paid? . Interestingly, refuting almost
all preceding theories of interest, the modern inter-temporal theory reduces the concept of
interest squarely into price of temporal exchange of capital fund or consumer time preference.
Manisfield(1988, p.530) has come to the conclusion that the rate of interest to be a price and
argued that it is the price of a dollar today in terms of dollars a year after. The paradoxical
situations of this conceptual equation of price and interest will be discussed in the context of
pure exchange economy and in the domain of time ( Chapters five and six respectively). In
further investigation of the relation between interest and profit in this conventional context we

try to see whether there is separating line between these two concepts or how far these
conceptual confusions about their essence extend to this aspect.

3.1.2 Confusion in the Usage of Profit and Interest

The ambiguity related to the basic concepts of profit and interest is deep rooted in conventional



economics, as the nature and originating causes of these terms in their separate entity have
been the confusing matter commonly confronted by the economists throughout the history.
Reviewing the conventional economic literature we generally find that there are extreme
conflicting views and vague concepts associate with the essential features that distinguish
between profit and interest. And if we examine the modern economic literature someone may
conclude that there is no clear cut separation between interest and profit concepts. A brief
assessment of conventional economic literature on the subject reveals a lot of confusions and
collection of contradicting views on profit and interest terms extending, some times, forms the
total denial of their very existence, Homoud (1985, p.136) to identifying any kind of return
as an interest. On one hand it is argued that identifying the interest rate "it seems to he
searching for a black cat in a dark room at midnight" El-Ghazali (1994, p.23) Most doubtful
perception is expressed over the very existence of interest by Robertson “the rate of interest
is what it is, because, it is expected to become other than it is, if it is not expected to become
other than it is, there is nothing left to tell us why it is, what it is, the organ which secrets it
has been amputated and yet it some how still exists - a grin without a cat" [Robertson (1940,
p- 25)]. On the other hand it is argued that the interest rate is the foundation of all forms ot
production and that all kinds of returns are in one way or another a form of interest, as the
price of, or rent for, or use of money, irrespective of the fact that interest is not an
endogenous element of production, but it is considered to be an exogenous factor imposed and
controlled by monetary. Since, the beginning of nineteenth century there has been 2 dominant
view among economists related to the inter-dependance of rates of interest and profits: while
monetary factors determine the everyday fluctuations of interest rates, s average value
overiong period depends on the rate of profits to be made from the employment of capual n
production, Schumpeter (1954, p.176.) According to classical economists the concepts of
interest and profits were identical, profits being a rate of return on capital of the same
dimensions as the rate of interest, Joshi (1992, P.427). The rate of profit is determined on the
basis of a surplus theory in the tradition of English political economists. Ricardo presented a
coherent analysis of how the theory of the interest rate and money has to be integrated with
the classical theory of value and distribution when a real wage rate is taken as a given Carlo
Panico (1987, p.877). According to Ricardo. the average interest rate and the general rate of
profits always move together’. Both Trower and Malthus supposed that profit of stock and

This opinion was expressed in 1814, ina Letter 1 Trower, See Ricardo vol. 6. p.103-4
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interest of money moved together." In the Principles, Ricardo confirmed this opinion and took
the average interest rate as an empirical indicator of the general rate of profits. ‘' This idea of
correlating the general profit rate to the average interest rate was the firm point in Ricardo's
analysis and maintained in all his writings.'> He asserted also that the average interest rate is
regulated by the general rate of profits. In this view the average interest rate was considered
as a portion of profit. However, Malthus went further and claimed that the average interest
rate always moves not only in the same direction, but also in the same degree as the general
rate of profit Sraffa (1951, p.199) Tooke & J. S.Mill (1826, p.7-8) criticizing Recardo's view
claimed that interest rates can be determined both temporally and permanently because they
are independent of what happens to the rate of profits. However, later on a new trend was
reflecied in the analysis of the relationship between the rates of profits and interest which had
a tendency to identify interest and profit and use them as synonyms. Tooke and Senior were
of the view that the term of interest equivalent to the term of profit, implying therefore, that
variation in one rate result in variation in the other. Senior (1836, p.93), explicitly used the
two terms interchangeably. In the context of his abstinence theory he expressed that "if the
value of the return is inferior to that advance, he is obviously a loser; he is a loser if it is
merely equal as he has incurred abstinence without profit, or in ordinary language he has lost
interest on his capital.” In another place he explicitly denied the usefulness of distinguishing
between these two terms. Gilbart (1834, p.166 ) observed this general belief of interest-profit
relationship "it has been the opinion of most of our political economists that the rate of mierest
i1s regulated by the rate of profit."

Schumpeter (1954, p.647) exposed this cluttered situation and noted that "there has
been presumed causal links between the rate of interest and profits which proceed from the
later to the former.” He also documented position of classical economists "Since, pure interest
was perceived nothing, but the bulk of business profits, the fundamental problem was the
explanation of those businqss profits: there was no separate problem of interest at all . . . ali
the theories throughout the nineteenth century are based on the acceptance on this v

iew.
including Ricardo's, Marx's, and later on Bohn-Bawerk's. " He stated also that "

these
economists had used the concepts of interest and profit as synonyms". On the basis of this

Sratta, ed. The Works and Correspondence of David Recarda, 1951, 19

Interest and Profit in the Theories of Value and Disiribution, 1988, p.1s
Sraffa, Ihid., Vol.l, p.110
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common apprehension Schumpeter has justified for himseif to use these terms alternatively for
the same meaning and stated that "Since business profits were conceived as essentially a
return to capital goods . . . interest was identical with the net yield of capital goods, we will -
henceforth use the term for (the bulk of) what Smith Ricardo, Senior and Marx called profit.”.
Then, interest and profit terms are used as synonyms and interchangeable terms.

According to Panico (1987, p. 15), Tooke, Wilson and other economists have made the
observation that * a permanent change in the interest rate was the same thing as a change in
the rate of profits. No one spoke any longer of independent movements of these two rates.
Indeed, the whole analysis of the relationship between the average rate of interest and the rate
of profit faded away. The only issue left for discussion was the temporary fluctuations of the
market interest rate” Panico (1987, p.15). In these discussions, it is shown that the natural
interest rate and the general rate of profits were the same thing. Panico continued that the
relationship between the rates of interest and profits can, thus, considered one of the most
open and controversial subjects of political economy. It is also argued that if profits are
conceived as the return to capital the distinction between interest and profit lost, particularly
if the net income earned by the firm is identical in substance to the cost to that firm of
borrowing money (Wood, 1975).

Under the assumption of certainty and perfect competition, the main stream of
conventional economists contends on the existence of equilibrium between the marginal
productivity of capital (profit) and interest. In other words the presence of uncertainty in any
observed non-zero profits is considered as the random deviation of actual return from the
expected. Or as Samuelson and David Patinkin say "the rate of interest is equivalent to the
rate of profit anticipated to be certainly realized.”Sumueslon (1967, pp. 577-578) Daugherty
(1980, p.29), in his critical assessment of the theories of profit and interest has also observed
that "one has the well-known Fisherian proposition that if all the appropriate assumptions (i.e.,
under perfect competition and certainty) are satisfied the rate of profit is equal to the rate of
interest.” Further more, he noted that "the Fisherian model in its simplest version predicts
that there is triple equality in every time period, where the rate of interest will be equal to the
rate of time preference and the rate of profit.” Panico (1987,p.39). This proposition, in
principal, forms basis for a refutable hypothesis. Daugherty testing this proposition of
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Fisherian triple equality has come up with positive conclusions. '* Similarly, most of the pre-
Kenesian theory assumes that the rate of interest and the rate of profits are almost
interchangeable terms. One should also note that Keynes marginal efficiency of a capital
schedule also preserves the link between the rate of profit and the rate of interest. Atkinson
(1983, p.465 ) addressed the issue squarely in positive sense and noted that "the matier of
profit is complex, and often varies with its everyday meaning.” However, he argued that
"what economists call normal profit is really the (implicit) wages, rent and interest costs
associated with the factors of production supplied by owners themselves. While, these above
distinctions are important to the study of profit, they are rather sterile they do not capture the
essence of the choices people make between selling services of the resources they own t0
others and setting up their own business enterprises, or joining with others in a shared
ownership of a business.” According to him "that is why, perhaps, the profit income is viewed
as different from wages, rent and interest.”

On the basis of this review of conventional economic literature, there is a sufficient
reason to believe the existence of a serious theoretical confusion about fundamental concepts
of profit and interest. This fact is perhaps what realized by Hausman (1981,p.14 ) who
seriously conducted a philosophical assessment of the contempofary theories of profits and
interests. He noted the theoretical confusion and conceptual impasse of the subject and stated
that “in their (economists) linguistic applications profit and interests are not the same thing,
neither in ordinary language nor in the technical usage of economists. Economists usually
distinguish interest which is equal to the return on a secure loan from profit. However, the
classical economists usually called the whole of the return of an investment profits.” He
concluded that; "For this purpose there is no reason (understandable) to distinguish between
profits and interest or distinguish between the rate of profits and that of interest. He discussed
the problem as there is no excess or pure profit. Thus, there is no important difference
between what classical economists called the rate of profit and what neoclassical political
economists, since the 1870s have more often called the rate of interest. He asserted that
physical cost theories of exchange value do not appear to allow for profits or interest. They
thus seem doomed right from the start.”

On the face of these conflicting views and bewildering state of conventional economic

See Dougherty observed that once taxation measures are introduced in this model the equivalence may change

thus: in case of p.e_rfectly competitive economy, taxes would be respensible for discrepancies between the rate of
profit, the rate of interest and rate of time preferences. “Profit and Interest”, 1980, p.41
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literature about the basic concepts of interest and profit, it is pertinent to ask what is the
position of Islamic economics? In order to answer this question two things should not be
confused, the positions of Islamic economics on the subject and the individual views of
Muslim economists. As far as the first position is concerned, it is beyond any doubt that
Shariah has maintained to hold clear and realistic measures in each aspect of life, hence
essentially there should be at least general remedies for this problem. The Islamic position on
this vital issue will be the focal point the subsequent chapters of this research. However, it
is important to sum up briefly, the views of Muslim economists on this vital subject.

3.1.3 Indeterminate View of Muslim Economists

The above theoretical confusion of conventional economy about interest and profit has
infiltrated in the writings of Islamic economists. Although Muslim economists are generally
unanimous on that profit element or profit sharing is the sole and viable substitution of
interest, one may get surprise to note their apprehension of regarding the summation of the
two terms- profits together with interest of conventional economics to mean profit in Islamic
economics. For instance, Umer Chapra(1985, p.114) has asserted that "It must be clearly
understood that the return on equity in an Islamic economy must not be equal to just 'profit’
but will rather be the sum of what constitutes interest plus profits in the capitalist economy and
is called the return on capital ( equity + borrowing). It will include the reward for saving and
risk taking on the one hand and entrepreneurship, management and innovation on the other”
Further more, he asserted that "the divergence of the value of ouicomes of productive
enterprise from the value of inputs (costs) is regarded as one integral phenomenon caused by
the forces of the market reflecting from the changing social valuations which is capable of
being objectively subdivided into pure profits and productivity of capital (or interest)'*."
Moreover, a number of Islamic economists outlined the positive correlation between the rates
of profit and interest. According to Naqvi (1983, p.124) the mutual agreed proportion of the
profit and its variability rate: if they are put together lead to the general view that rental (not
rent) on capital should be a function for profit which tend to vary with business conditions.
So, two things are significantly important in this analysis such as; (I} Interest may not be fixed
term, for it can vary with the variability of the economic situations and (ii) that interest is

Derails of these discussions can be found in M. N. Siddigi, Issues in Islamic Banking, 1989, p.87
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positively related to the rate of the profit. Naqvi is of the view that profits can perform the
function of an interest rate in a dynamic economy. Then with this assertion whether there is
a substitution of profit for interest if possible as such in formal mathematical sense, the answer
is affirmative because dynamic equilibrium of the interest rate and the marginal profit rate
must necessarily be equal. This relationship follows because in general the profit rate (or rental
on capital) is defined as “pure” interest rate plus a risk factor in probability terms. And the
expected value of the marginal profit rate is equal to the sum of these two terms, the expected
values of the pure rate of interest which is risk-less and the corresponding value of the risk
factor. Now in an economy where the outcome can be predicted with perfect certainty, the risk
factor becomes zero. In this case, the marginal profit rate must be equal to the rate of interest.
Nagqvi continued in his discussion that the rate of profit should be sufficiently high to attract
participation of the maximum number of firms in investment activity for the high risk takers
are only those who have large financial resources. Hence, the explicit provision for a risk
premium is to be sufficiently large to cover the risk. Naqvi termed this consideration as a
warning against thinking of mechanical substitution of profit for interest. Ariff (1982,p.8)
commenting on this view pointed out that the confusion here is caused by the application of
capitalist terms to an Islamic system without exercising any caution the term profit in a
capitalist world refers to the reward for enterprise, where as in the Islamic context it is a
reward which has to be divided between capital and enterprise.

Nearly similar observations of this correlation between interest rate and profit can be
found in the recent writings of Chaudhary (1992, p.56). He based his arguments on the notion
that the prohibited riba or usury to be an exorbitant excess over the market value of money.
Hence, he tried first to determine what the market value of money means, and thus, what does
constitute the excess over this value? In answering these questions, he decomposed the total
price of capital into a profit component which according to him equal to marginal productivity
of capital (MPk), a service charge component and expected risk component including
unobservable or a statistical error term. Chaudhary tried to prove the correlation between
profit and pure interest incorporation with the risk element. According to him the profit
component is based on marginal concept and expected component in any economic system is

left its final determination by the market, these two components will always be shown to

acquire high values abruptly or by sequence of upward rising trends. The service charge

coniponent is imputation of a management fee for service rendered in financial transactions

and so is a fully determined value at any time and has no relationship with subjectivity and
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statistical error. Chaudhary presented the definition of the interest as a function of expected
profit rates, expected risk level and service factor. According him the expected profit rates
unlike actual profit rates is an increasing function of the expected profit levels for a given time
period and in relation to an ordinal expectation parameter. For a risk factor is unconstrained
variable and in case of risk averting the degree of risk is an increasing function of the level
of profit. Since expected profit s unconstrained variable also, the risk parameter as well, is
an over increasing function of the expected level of profits. Now the two subjective
components taken together show the fast escalating effect of increasing levels of expected
profitability over increasing ordinal values on interest rates.

The comimon conceptual flaws of Muslim scholars arise from their usage of the terms
of interest and profit interchangeably. Although Uthman (1994, p.1-18 ) expressed surprise,
why money economists confused interest and profit and why did they treat them as one and
the same? But, Uthman himself noted that contractual interest (on loans) and natural interest
(or profits), which Schumpeter explained that interest payment is a contractual profit, and the
interest rate is an explicitly negotiated price of (debt). Zia-ul Haque (1989, p.236)) has
exhibited this confusion clearly in his lengthy discussions on 'The economics of riba interest
and profit'. Examining his conceptual analysis, it is very difficult to find any difference
between his notions of riba, profit and interest. According to him riba is synonym to profit,
he writes that "so riba, in the sense of increase or profit, is all-pervasive.” Asking the
relevance of riba theory to modern capitalist mode of production he expressed that "can this
theory of (riba al-fadl and riba al-nasia categories) be any help to us explaining the nature of
all profits ( interest, rent, eic.)earned in the context of capitalism"? He equated the terms of
profit, interest and rent and on the basis of the means of earning them, that is through
ownership arguing that "this profit (rent) is similar to the interest of a moneylender who
charges it on his capital as he is its owner, where neither moneylender nor the landlords
contribute any work or any productive labor.” According to him both are "usurious”. Further
more, he expressed that "when riba was abolished as an illegal economic system based on
illegal profits (rents). Therefore, both these bans on riba and lease of land are correlative and
complementary”. He strongly argued that "therefore, the notion that one part of aggregate
profit (interest, usury) is unlawful, but other part is legal is contradictory and misleading”, for
him the Mudaraba mode of finance is part of capitalist economic system, and profit or riba-
based economy must be rejected or accepted in its entirety” for "profit-earning is the sole

purpose of riba and Mudaraba”. The contemporary Figh scholars also made to some extent
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similar flaw, they are probably misled by careless choice of words and terminological
mishandling. Without elaboration a large number of them assumed the equivalence of the
terms of riba and profit on the basis of their interpretations of the Holy verse "And ye repent,
ye have your principal” as a recognition of right to collect the principal only without any
increase whether high or low, and some of them interpreted the reports from the Prophet (saw}
to imply that all lends that carry profit is riba, in other words, any kind of profit that is
chargeable on principal is declared interest, is it simple or compound” Federal Shariah Court
(1995, p.246).

3.2 THE CONCEPT OF PROFIT IN ISLAMIC PERSPECTIVES

Actually there is an extreme scarcity of Islamic literature on this very important aspect of the
economy. It must be admitted that the Islamic scholars have not substantially elaborated the
concept of profit. The classical jurists have not apparently discussed the nature and causes of
profit in detail as they did in the case of riba. Perhaps, due to their problem solving tendency
they have not considered conceptual elaboration of profit to be economically crucial matter and
demanding exercise, Homoud (1985, p.145) Among various means of earning living and
acquiring wealth Islam places business one of the most beneficial and the noblest of economic
activities and it considers business as a social obligation of the individuals. Islamic jurists
classify business in the category of fard kifayah, i.e., a duty, the performance of which is
obligatory on the general Muslim society: where, if it is not performed sufficiently by one or
group of them, all of them are responsible for its negligence. Shariah provides detailed
instructions to the people for conducting their business affairs in a way conducive to social
well being, and in general it requires:
(i) All business transactions must be free as far as possible from traces of riba,
speculation, gharar and debit.
(i)  Production relations are based on the principles of trust mutual benefit and
cooperation, Zubair Hassan ( 1991,p.244).

Islamn balances the individuals life in both, Here and Hereafter. It urges the believers
to engage in almost every good material pursuit, specially trade and productive efforts, in
order, to acquire and seek profits as Allah's bounties. Islam recognizes man's inordinate love
and excess passion for worldly gains. So, it instructs people to observe moderation in the drive

for business profits and they are prescribed acquiring only exclusively legitimate benefits.
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This is to bring the pursuit of profit under Islam's moral principles. The Islamic ideal of
economic justice necessitates that each factor of production to get ultimately what it contributes
to total output. The Qur'an explicitly declares that: "Allah created the Heaven and the earth
for justice ends and in order that each soul may find the recompense of what it has earned”
(45:22). Islam aims at shaping all exchange relations among people on the principle of
cooperation mutual benefit collective interest and fair plays. It directs men not to €xpose
themselves or inflict loss on others or inconvenience with the possibility of avoidance.

Therefore, any financial contract or business dealings must be gharar-free as far as possible.
3.2.1 Nature and Origin of Profit in Figh Perspective

The concept of profit is not controversial issue, as there is no different opinion about its
theoretical understanding in Figh literature comparing to riba concept. However, we have not
met any authentic delineation of the term and there is a general feeling that the 'Ulama’
should get together and try to define the word "profit” precisely, Akram Khan (1992, p.214)
Islamic scholars, to explain concept, they refer it to the linguistic usage of the word "profit"
that means growth or increase by trading.”” In this way, the terms of profit, benefit and
advantage are more or less giving close connotations. Ibn al Arabi has acknowledged the
accounting definition of profit. He expressed that the profit in seller's point of view is the
difference between the price fetched by his commodity or service and its cost.'® In the
Qur'an the word profit is used in one occasion clarifying the irrationality of the infidels and
states that "these are they who have purchased error in exchange for guidance their trade has
brought them no profit" (16:2). Al-Tabari has interpreted the above verse of profit, and noted
that "a trader makes a profit if he exchanges the commodity which he owns for a more
precious commodity or at a higher price than that he paid for it: But, whoever exchanges his
commodity for a commodity of inferior quality and lower price than that he paid for it is a
loser in that trade. "

The general technical comprehension of the profit by the jurists is not different from
that of the literal meaning or as that is used in the Qur’an. According to the literature of

Islamic jurisprudence profit is the increase of the value assets actually realized in exchange.

Ibn. Manzur, Lissan al Arab, vol. 2, the term Ribil.
Tbn, Arabi, Quoted by Abdul Halim Ismail, Ibid., p.293,
AL-Tabari, Ibid., Jamail al-Bayyan fi Tafsir al-Quran, 1980, vol.1,p.4
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The Istamic jurists considered the increase arises either through the repetition of commercial
activities such as; purchase and sale operations keeping the good in its original state or through
transformation of the good purchased into higher value-added state. Through these processes
the commodity may fetch a higher price than its origin and consequently generate more income
known as profit. However, profit may be the result of a natural process of growth without any
effort or cost on the part of the owner. That is by mere changes in the conditions of supply
and demand rather than any contributing efforts from the part of the asset owner. In any case
the profit is considered as an incremental value that accrues to the original capital or
additional value of the initial principal. However, the concept of higher value added have not
been explicitly discussed in Figh literature as the main source of profit. Although the
introduction of transforming mechanisms or the conversion process is acknowledged as the
main profit generating vehicle, it does not in general go in conflict with the essence, of the
trading operation. Further more, the majority of the classical Figh scholars are of the view that
profit is from trade only and it is not called profit except what is grown from sale and
purchase's. And since the basic motive of the contract is to generate profit (which must be
shared in partnership) and profit cannot be generated except through commercial activity, Ibn
Hazm has logically concluded that "Mudaraba is permissible only in sale and purchases.""”
No doubt this transformation requires human effort, and perhaps, that is why profit is always
linked with work. Saffer R.Naqvi (1993, p.43) made the observation that the amount which
is surplus to the capital cannot be called profit unless it is coupled with the work, and unless
the surplus was the resuit of an exchange which converted the capital from one state 10 another
and the trader earns through transaction repetition a profit by transforming money into

commodity. Identifying the magnitude of the profit necessitates that the transformation circuit

10 be complete and end with the original state of the process. For instance, the individual has
in the beginning some amount of money and purchases certain amount of a good at this stage
the trader does not know whether he is at profit/gain or loss even if he is at a gain he is not
sure how much is that gain, unless he sells this commodity and transforms it intc money again.
One important issue is that what originates the profit is different from what causes the
entitlement of the profit. The first is related to its basic existence of the profit while the second
is related to the distribution right. As we have mentioned above the prominent Islamic jurists
see that profit as a kind of growth of property resulting from the investment of such property

Ibn Hazm, Muhalla, vol.8, p.250
Ibn Hazm, Thid.



in a business activity. Thus, the physical transformation of capital from one state to another
is noted as an essential element for generating profit, e.g., Trading where money is
transformed into merchandise and then it is re transformed into a larger sum of money, this
process of generating profit, necessarily requires human efforts and business skill. In this way
the man's property management and as a reward of his efforts is entitled to compensation. Al-
Kasani [(d.370H.)1982] has pointed out that profit primarily becomes due on the ground of
ownership, wdrk, liability or guarantee. Entitlement due to the ownership or property
ownership is obvious because profit represents 2 growth in the capital and as such being the
case, the owner of money that is to utilize the money in the business operations, is entitled
to profit. As far as the entrepreneurial position is concerned, his participation in the business
becomes entitled to profit for his effort and due to his work. As for liability, money is
guaranteed by active partner, he becomes entitled through setting the guarantee versus al-
Kharaj as the Holy Prophet (saw) stated that "al-Kharaj is in consideration of liability”. In the
opinion of Ibn Qudama [(d.620H.)1962] a guarantee entitles man 1o a profit as it is evident
in participation of the corporate,[Bhehat (1993)].

3.2.2 Contemporary Treatments

Despite the general need for precise identification of the term profit, it is hardly to find a fresh
look and distinctive explanations of the subject. There is no problem to use the terms profit,
refurn or gain, as there is no need to be dogmatic about the terminology. Language is arbitrary
and conventional and there is no harm in using terms, provided that they are well and clearly
defined and that they convey the meaning aimed at. However, there is a pressing need for
precise definitions of concepts and clarifying the denotation of each term particularly in
academic works. El-Ghazali (1994, p.23) has rightly argued that it is appropriate to use the
term "profit" as it has been used by Islamic jurists more than twelve centuries before it was
ever adopted by Western economists. Despite this fact, there are a large deviation and
divergence between the classical Figh interpretation of the concept in its simplistic and
pragmatic form and the modern enigmatic state of the profit theory. The ambiguity of the
matter is recognized by both conventional and Muslim economists. The contemporary Islamic
economic studies show general acceptance among Muslim economists of the intricacy and
complexity of the concept "profit.” Zubair Hassan (1992,p.245) has observed that "There is

a long-drawn-out controversy on the determination of the profit. The most tricky questions
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have been the valuation of assets, the capital profits, the past losses, etc. So far, no law has
been able to define this concept clearly and precisely. Most of what is being believed depends
on court rulings." Some of the Islamic Scholars have, to some extent, tried to clarify the
confusion they have only duplicated the conventional exegesis. Without justifying on Shariah
points of view they have explained profit according to the mainstream views of the subject,

which we have mentioned above such (1) profit as an accentuated reward of an entrepreneur
for an innovation. (iii) profit as a risk premium or as a reward for risk-taking (iv) profit as a
monopoly power.

The contemporary Muslim economists have recognized that profit emerges from labor
efforts and risk bearing, innovation, and monopoly. Al- Misri (1989, p.215-22) writes that,
if the rent is the return to land and wage ujra is the return of work and labor, the profit is the
reward of risk bearing, innovation or monopoly power. But, consequently they adopted in
general that return on risk-bearing capital is to be termed "profit." El-Ghazali (1994). Al-
Misri has explained the reason and concluded that "for the reward of innovation are temporary
phenomena and innovation itself involves high risk and uncertainty, so, this return also is a
kind of reward for risk-bearing. Therefore, profit can be precisely called purely a return for
risk and uncertainty.” In this connection, Fahim Khan (1995,p.54). has strongly argued on this
view and contested this reason to be perhaps, the sole justification for the legitimacy of profit.
He asserted that "Profit by definition is the reward for risk-bearing only" in another place he
stated that "there is no profit for guaranteed principal and any profit for guaraméed principal
means predetermined positive return or time-value of resources which is not permitted in
Islam.” El-Ghazali also stated that this term is used directly to indicate the return on the risk-
bearing labor(i.e. entrepreneurs)-the conventional risk bearing factor in economics.

In the connection of entitlement, most of the contemporary Islamic economic Wwriters
are of the view that profit arises from human activity, and it is based on work (effort) and
risk. It is achieved through productive activities and it is manifested in the form of selling
goods or services, but no profit is reaped unless the original capital is entirely maintained
through the assessment on actual or potential basis. On the light of the above views, the profit
is closely related to work as the result of human efforts. No doubt that work is a main cause
for entitlement and as the profit is the growth of capital. The profit or the return can be
possessed either through ownership, work or liability. However, the owner of the capital to
gain the growth of his asset ts very realistic irrespective of whether the business is of his own
or he is a partner of the business. According to Zubair Hassan in the context of business firm
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both interest and profit are payments for the use of capital yet interest is not allowed in Islamic
while profit is encouraged. He is of the view that the level of interest is determined merely by
the state or monetary authority as a part of monetary policy manipulations. Moreover, all of
the funds are intermixed in the asset formation of the firm which are equal]y productive and
exposed to the same type of risk and uncertainty. In free enterprise of market economies the
sum of the factor payments deducted from the revenue product of the firm leaves surplus that
accrue to the entrepreneurs. This profit partially represents capital compensation which is
taken act of the gross profit, to arrive at its new component. As far as the role of monopoly
power is concerned, majority of Muslim economists are of the view the profit which arises
from monopoly is not permissible so it should be eliminated according to Shariah principles.
According to Al-Misti "this kind of profit will erode with the price regulation which must be
observed.” Rafi Khan (1985, p.78) also went on, further expressing that this would clearly
lead to riba and is therefore unacceptable. The idea is that if it does so, the auihority

mechanism would have to eliminate it by antitrust action.

3.2.3 Profit Margin and Maximization Hypothesis

One of the leading examples that man is actuated only by self interest which influenced the
content and nature of economic theory over many years is the proposition of that profit
maximization. This is invariably a non refutable hypothesis of business rationality in
conventional economics. The firm is rational only when it attempts to maximize its profit
irrespective of the market conditions under which it operates. While, Allah (swr) has strictly
forbidden eating up each others' property in vanities or faulty ways such as: stealing,
gambling, deceit and through gharar sales. Allah(swr) has allowed that believers may-eat up
each others property through a contract of exchange conducted by mutual willingness on the
part of the two contracting parties, Ismail (1992, p.298). Building upon this Ibn Arabi points
out the main purpose of any party entering into an exchange contract is to either obtain and
satisfy his need or earn profit. Allah(swr) allows this profit as long as the buyer and seller have
legal rights in their respective commodities or service offered in the transaction. Ibn Arabi
elaborated the matter and analytically itlustrated that the resultant profit magnitude in any
transaction would depend on the relative need of the buyer and seller for their respective items
in order to, the exchange take place. He expressed that "if the need of the seller for the price

or money is relatively stronger he would add more of his commodity or services for a given
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price. If on other hand the relative need of the buyer for the commodity is stronger, he.would
add more of his price for a given commodity or service.” In other words the outcome of
pricing and profit margin for a given commodity or service in any transaction depends on its
supply and demand. Such profit margins may vary with different market situations of the
transactions. Ibn Khaldun (1958, p.336-38, considering the commercial activity as a necessary
means and attempt to generate profit stated by increasing a capital through buying goods at
lower price and selling them at a higher price the accrual is called profit.

However, there are certain crucial principles governing exchange business in Islam
such as: freedom of chbicé, mutual trust, honesty and mutual consent. Islamic injunctions have
clearly manifested and repeatedly emphasized on the importance of justice in I[slam. Generally
justice refers directly to transactions and economic dealings. A just standard of exchange
focuses on the market and its moral values. Islamic concept of just prices implies a fair order
and free play of market price that may fluctuate induced by purely economic forces of demand
and supply. The participants are given as a complete freedom of conducting contracts and at
the same time the obligations to fulfill them are prescribed. A businessman who complies with
Islamic rules is ranked with Prophets & Martyrs and truthful believers of Allah (swr). The
Prophet (saw) stated that; 'The mercy of Allah be upon a man "Samhan" (lenient or
permissive), when he buys, when he sells and when he takes back.” On another occasion he
said: "The trading parties if they speak truth and give advice, their trade gets blessed. But if
they cheat and tell a lie their trade is deprived of blessing’ (Bukhari & Muslim)*'.

It is also noted that if the transaction is free of any unlawful will and manipulations
there is no upper limitation of profit. Some people may see that profit should not exceed
certain limit, i.e., 10% or 33% but, this view has no supporting evidence in Islamic Shariah.
Moreover, on the other hand we find in the Qur'an numerous verses which encourage the
people to seek profit as the bounty of Allah (swr), while reminding them the blessings of Allah
(swr) that He bestowed upon them by creating the means of making ships and subjecting the
large seas and great oceans for their benefits. Allah (swr) has stated

"And Allah is who has subjected the sea (to you) that you eat there of fresh tender

meat and that you bring forth out of it ornaments to wear. And you see the ships

ploughing through it, that you may seek (thus) of His Bounty (by transporting the

Ibn Arabi quoted by Abdul Halim Ismail, Ibid. p.294
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goods from place to place in trading) and that you may be grateful (14:16) "Your lord

is He who drives the ship for you through the sea, in order, that you may seek of His

bounty ( profit) truly, He is ever most merciful towards you" (66:17).

It is narrated by Hakim bin Hizam that once the Prophet (saw) gave him a dinar to buy an
animal of sacrifice for him upon which he bought a ram and then, sold it (to a buyer) at that
very place for two dinars. He later on, bought an animal of sacrifice for one of two dinars,
and came back and delivered the animal along with the (remaining) dinar to the Prophet (saw).
The Prophet (saw) gave away the dinar in charity and prayed for Hakim bin Hizam's success
and prosperity in business (Tirmizi & Abu Dawood)?.

Hamid Al-Ghazali mentioned that ghubn, i.e., selling a good below its market price,
is common in trade and permissible. He named it as a part of /hsan, as long as there is no
deception and misinformation then taking excess level of profit is not injustice and some of
the Islamic scholars noted that if the ghubn exceeds 1/3 or 33% it necessitates option in the
trade contract.”? Sheikh Yusuf Addajor of Maliki school is in the opinion that ghubn if it
exceeds 1/3 of the goods' price, the trade contract is to be commented. However, Ibn Rushd
following strictly the Prophets' saying that 'the present should not seli for the absent one’, he -
said "let the people be in their unawareness and Allah (swz) provide rizq (sustenance) from one
another". He also mentioned that it is a permissible ghubn even if the price varies from the
general prevailing levels and even if the purchaser is aware of this difference, unless the
selling party commits deception and falsehood™. In the context of this framework the market
is an autonomous and self managing institution provided that it works naturally and there is
no bad-will in human intervention. But, some of the Islamic economists have expressed certain
reservations over the impersonal market mechanism of capitalist system and argued that market
in Islam is necessarily regulated one. Nevertheless, regulations may be needed as long as
undesired human behavior influences its natural operations and autonomous mechanisms.

3.2.4 Existing Views of Muslim Economists

As we have elaborated in preceding paragraphs, Islam allows private ownership of property,
grants freedom of enterprise, hails profit as a form of Allah’s bounty, and permits a role for

M.Nomani, Ibid.
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a price mechanism in resource allocation and output distribution. Despite this clear above
position of Shariah injunctions and the view of Figh scholars about a profit margin, we find
that the contermnporary economists have shown an uncomfortable impression about the profit-
maximizing hypothesis. Despite this general understanding of Islamic jurists in this
consideration that is encouraging the man's pursue in the object of profit seeking and its
maximization, the contemporary economists have shown strong reservation in this hypothesis.
They raise doubts whether there is a need for retaining the profit-maximizing hypothesis in an
Islamic theory of the firm, Zubair Hassan (1992, p.240) And they argue on that producers
would not be maximizing their profits if and when they feel by lowering their profit margins
they can further enhance the welfare of the society by fulfilling unsatisfied needs. Of course,
there is no disagreement among Figh scholars on that no producer in any circumstances will
increase his profits at the cost of explicit injury to the customers or o his competitors. Mannan
(1975, p.168) has expressed concern about the profit maximization assumption and opined that
Islam has recognized the concept of profit only in a restricted sense because the unrestricted
and abnormal profit which capitalists generally obtain is the result of monopolies and cartels
which became the main features of capitalist economy. Therefore, Islam is for normal profit
which refers to that level of profit at which there is apparently no tendency for new firms to
enter a given trade operation nor for old firms to disappear out of it. According to him even
this tendency is not enough. Hence, the fundamenta! principle which should be kept in view
is that at no section of society should be deprived of its legitimate share in the process of
production.

M.N. Siddiqi (1972) also recommends that in Islamic framework producers will
generally be content with satisfactory profits. And he has explained "satisfactory profits” by
taking ceiling and bottom limits. The ceiling limit is the highest profit permitted by the
circumstances (without violating any legal binding part of Islamic code of conducts). The
bottom limit is that level of profit which would afford the producer a decent living and some
surplus to average out losses. Any profit between the two limits is satisfactory profit™.
Nevertheless, according to number of economists, this idea seams to be subjective and vague.
Arif & Kahf also rejected the concept of profit maximization in situations of monopolist
oligopolies and monopoly etc. Ariff (1982, p.8) suggested that Muslim entrepreneurs should
fook for equality of AR=AC instead of MR=MC. But in another piace Ariff contested that

M.N. Siddiqi, Ibid, 1972, p.136.
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"profit” in Islamic system consists of return to capital and a reward for enterprise, therefore,
what may be called "excess" profit in capitalist model may well be normal in Islamic model.”
Although, these views are good wishes in social respects, the basic logic and their economic
reasoning are questionable and subject to critical appraisals. The activity and efforts paid for
profit seeking should not be mixed with those related to brotherly or humanitarian
considerations or /hsan and charity. [hsan oriented activity is outside the business oriented
activities which are essentially carried out for gaining more profit under the Shariah
framework. High rates of profit mostly arise from the relative scarcity of the concerned goods
and the intensity of the respective demands for concerned items.

Zubair Hassan (1992, pp.234-40) is in the opinion that the pursuit of maximum profit
is apparently avaricious and it seems to inflict with the moral code of Islam, but still, it is
needed in Islamic economics as well. Secular economics has retained this hypothesis for two
reasons. First, price theory which is the core economic science cannot stand erect without it.
Secondly, the critics of the tradition have not so far been able to propose an alternative
behavioral rule with the same or superior predictive value and lead to empirically testable
conclusions. Profit maximization as a business objective has a globe character and it is for that
reason to be appropriate both for explanatory and predictive purposes in this area of human
behavior. However the pursuit of this goal can be possible with a minimum of conflict
between self seeking and social good will, only if the concept of profit sheds its exclusive
income character and some sort of sharing becomes its institutional attribute. Under dynamic
uncertain conditions, profit maximization manifests the firms endeavor to create, enlarge and
keep open as much as possible the profit yielding space between the total revenue and total
cost curves by equating their slopes (MR=MC) would keep increasing. Through this process
of profit multiplication must eventually transform the perfect competition into Monopolistic
competition, product differentiation in the widest sense of the term is now possible and only
helps to hasten the process of market domination. According to Naqvi profit maximization as
understood in economics is consistent with both normal and abnormal profits in the sense of
marginal cost being equated with marginal revenue in both instances. But the capitalist

philosophy of profit maximization itself is value loaded and therefore, there is no place for it
in Islam.



33 THE NATURE OF LEASING IN CONVENTIONAL ECONOMICS

Renting is another form of combining the factors of production in economic activity, where
one party is related to owning and maintaining fixed assets and selling their usufruct, while
another party buys this usufruct, the same way, as onc may buy the labor hour of laborers.
In the first case the outcome or the profit after their cost is the benefit which may be extracted
from the fixed assets. And the second firm gets the benefits of assets directly. [n any society
there may be different legal formulations for the combination of productive factors which
influence the distribution of risk. Fairness, in transaction also, requires that exchange contracts
must be compensating and balancing between the responsibility and the gain. This is
considered as the human rationale in Islamic system. Rent charges are the payments or prices
for the use of a resource, whether they may be land labor, equipment, ideas or even money.
In a main stream economic literature the rent for labor is called wages, the payment of land
and equipment is often called rent, the payment for use of the idea is known as royalty and the
payment for the use of money is called interest. '

To early classical economists, rent meant payments for the use of land. Recardo in
particular considered it as the payment for the uses of the original and indestructible powers
of the soil. The concept of economic rent is usually depicted in graphical illustrations by
employing the standard demand and supply curves, assuming a vertical supply curve of rental
resources at a fixed amount the concerned factor of production(land), the all pfiécs and the
entire return to the resources is an economic rent. Or it may be called a quasi-rent a term
apparently initiated by Marshall (1920, p.74). Virtually every existing resource is like an
economic rent for at least a short interval time. If a rental payment stream to an existing
resource is not sufficient to recover the costs incurred in its production, the durability of that
existing resource will, nevertheless, enable the resource to continue to provide services at least
for certain period of time. In other words, because of the resources' durability, this durability
of that will continue to yield services even at a rent insufficient to recover its costs of
production but sufficient for current costs of use. Thus, any excess over those current costs
is a quasi-rent. In this sense, quasi-rent resembles an economic rent. If the resources received
a payment exceeding all the initially anticipated and the realized costs of production, it will
have achieved a profit that is more than pure interest over the resources investment costs.

The question is, whether quasi-rent means that portion of the rent in excess of the
minimum operating costs over the remaining life of the asset or all the excess including profits
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if any. According to Marshall any excesses over variable costs of operation were classified
into quasi-rent, interest on investment and profits. Hence, rents for the use of the services in
this context may be different, though equal in every relevant respect. But, whether, specific
use of resources is created by natural talents or sheer an accident may not make any $pecial
differences in use value. Supply differences and payments for these particular features were
often called Ricardian rents to distinguish them from differences in rent obtained due to
monopolizing or unnatural restrictions. Examining the conventional economic literature on this

fundamental subject, we find certain inherent obscurities and conceptual inconsistencies.
3.3.1 Conceptual Ambiguity in Lending and Leasing

In general, economists mean, by rent notion, a return earned by factors of production in excess
of its opportunity costs. The interest and profit shares of income are closely related to the
process of capital accumulation indeed some of early economists used the two income concepts
interchangeably as measures of the return to capital. Today most economists distinguish the
two terms into income or return on debt capital which is an interest and return on equity
capital that is profit. To many people, profit represents an income that is earned by exploiting
other, its existence is taken as evidence of the presence of economic injustice and greedy
corporations in the economic system. This hostile reaction is often disputed by others who
view profits as essential to the growth prospects of the economy an instrument critical to the
improvement of living standards of the participaﬁts of the business in particular and perhaps,
to the whole society in general.

But, in ordinary language the rent means a payment for the services of a material asset
for specific period of time. As such, rent is comparable to wages under the heading of hire
value. However, classical economists applied this term for the return on various forms of
capital investment or factors of production. In modern economics it is used as a part of the
income of any productive factor. Rent is also defined as excess of expected return over cost
or simply as an excess of return over cost. The determination of the rental or hire value of an
asset is generally a specific instance of the determination of the prices of productive services.
All of the forces that affect rent in the sense of rental or hire value also affect rent as the
excess of expected return over cost. For any particular unit of the productive service actually
devoted to the specific use, rent is merely the ordinate of the factor supply schedule at that
quantity at which the particular unit enters into specific use. Loans need not always to be in
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the form of money sometimes they were made in the form of a commodity, i.e., wheat, dates,
barely in the ancient times.

The rate of interest on such loans is frequently called the own rate of interest - a term
or originated by Keynes( Keynes 1936, p.22-39), Lerner(1953, pp. 56,354) Because the amic;ipated
price movements of various commodities differ their own rate of return, which need 10 be
equal to each other or to the rate of interest on money loans. If there is perfect arbitrage in
equilibrium the interest rate on money loans is approximated as the own rate of interest on the
loan of a commodity plus the anticipated rate of the increase in the money price of that
commodity (In=Ic+8Sc). If this formula is applied to commodities in general, it becomes an
expression of Fisher's celebrated distinction between the money rate and the real rate of
interest. Where the real rate is the rate of interest measured in terms of commodities and
accordingly is approximated by In - Sc=Ic, (Fisher, 1930, p.54). In prehistoric agricultural
communities loan of seeds was actually recognized type of arrangement to be repaid by greater
quantity of seed at harvest. But this arrangement is noted to be near to what we call today crop
sharing or partnership, for the failure of harvest no repayment was required. Although no very
satisfactory theoretical treatment of general relations between interest and risk has yet been
worked out, but, for a practical purpose, a good usage is to limit interest to fairly safe loans
and stable or standard market quotations, and to designate by some other term, such as,
dividends or profits to the other uncertain and less standardized rates.

In the modern text books, the confusion and conceptual inconsistency in the
identifications of income groups from economic resources are common and some extremely
critical. Almost any attempt made towards enlightening these conceptual ambiguities, results
paradoxical consequences. For instance, Boris and Thomas (1968, p.256) have displayed the
misleading usage of these terms in theoretical treatments of the text book. They explained the
similarity of the terms in their practical implications and noted in their book of Money and
Banking "in our economy we see innumerable instances of items being lent, rented, or leased
for interest payments and lease payments, actually all three terms express the same thing and,
strictly analytically, there is no difference among them. It is purely arbitrary habit of Specch
that leads us to say that I 'borrow’ money but ‘rent’ a house and 'lease’ an office machines".
Maddalla and Miller (1989, p.540) also, in their very recent basic text book of 'Economics'
have illustrated the equivalence of interest payment to the concept of rental price of capital.
They have, in this connection asserted "It is nothing but the rental price of money citing an

example. If you have $10,000/- and you lend it to another at a 10 percent rate of interest for
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one year, you are in essence, renting your money for $1000 and you get back the rent and the
principal at the end of the year. Mahmoud Abu Saud (1980, p.39) observed these theoretical
misconceptions and expressed that treating money capital as to be equivalent to capital goods
is considered as the subtle mistakes which help them (conventional economists) to find a
warrant for charging interest on borrowed money.

As we have seen above this confusion between interest rent and some times with profit
is very common in the modern text books. For instance, Samuelson has made the notion that
interest is the price or rental of the use of money considering its services exactly as the service
of a medical doctor or of a tractor. We would find some difficulties to reconcile his
description of money as a means of "transforming one good to another by exchange rather than
by production."With his view about interest "when money is sold, someone should pay a price
and if it is borrowed one should pay a rent.” Perhaps what Samuelson has missed is that the
separation between rentable things and non-rentable ones like money. He ignored the fact that
every rentable asset can be sold but the vice versa does not hold. Joan Robinson writes "the
rate of profit earned by a given stock of capital is governed by its marginal productivity. The
rate of profit thus, depends on the relative scarcity of capital and falls as the stock of capital
falls. The rate of interest is the price at which money can be rented (borrowed). So, like other

tactor prices the rate of interest is determined by supply and demand.” Boumol and Bhinder
(1992 p.592).

3.4  THE NATURE AND SCOPE OF IJARAH IN ISLAM

The simplicity and clarity of Islamic injunctions would emerge from this very vital financial
instrument in the Islamic economics. The early Figh scholars were in fact pragmatic and
practically oriented in this matter. They gave a due attention to examine this subject
thoroughly and they came with impressively profound views resolving entirely the conceptual
and practical dimensions of the subject. Jjarah contract in Shariah is quite flexible and open
to the incorporation of additional conditions. Without going into the detailed discussions of
the legal conditions of parties to the Jjarah contract, its iegal format, the asset leased and the
amount of rent, one may easily compare ljarah with bay' (sale). Classical Figh scholars
consider [jarah contracts as part of sale transactions in its broad sense.

Islamic Figh injunctions have clearly manifested the flexibility of [jarah instrument and
its competence to cope with the prevailing situations and it is harmonious with the variations
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of business conditions. If it is desired so, at the beginning of each period, can be made
renewable as long as, the asset exists. The important point is that, both the leased asset and
the amount of the rent must be clearly known to both parties in the contract. If there is an
advantage or benefit, to either party it should be the same kind, because the rentals sale of an
advantage or utility may be different according to its locality, type of the property for rent and
the purpose of its usage. An advantage which is obtained against a wage (rental) must have
a definite object or definite form known to both parties. Similarly advantages are identifiable
by the object as in the case of hiring a man for tailoring a suit, where the kind of the work
required should be specified and identified advantage. However, the accuracy of identification
of the advantage does not necessarily to be accompanied with the actual acquiring of such an
advantage, and it is not condition for the accrual of the rent, i.e., a lease contract of a house
is concluded for two months whether the lessee takes the advantage of residence or not. The
same Is applicable to a man who hired himself to another where the worker will be entitled to
receive the wage even if his employer does not make him to work during the contract.

In its linguistic usage, Jjarah means selling usufruct/benefit and its technical definition
in Shariah is similar to this literal usage®. Hanafi defined it as a contract on usufruct for
exchange (iwad) of something. In more comprehensive interpretation. ljarah is a contract
intended to give ownership of a determined and legitimate utility (Manfa'a) of a rented
corporeal object (al-ayn) against a consideration. For the Shafi'is "ljarah is a contract where
the subject matter is determined, assignable, and lawful usufruct of ap object against
consideration. Maliki school referred it to a provision of utilities of a lawful thing in
substitution for specified period of time. A similar interpretation is given by Hanbali School.
According to Malikis, ajr/ remuneration is used for reward of human effort and the word
fjarah\ rent is used for properties in spite of these different nomenclatures, the rules are the

same. For the wage or remuneration is the price of an advantage regardless of whether the
advantage is derived from the work of a person or from the services

of any thing turned to
advantage”’.

The Figh scholars had explicitly and implicitly established that renting or [jgrah in
is a specific kind of sale transaction for it peculiar features. Ibn Rushd
[(d.595H)1984,p.215] observed the resemblance of [jarak to a sale contract where the price
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and the use of Manfa'a are exchanged.” The magnitude of the use should be determined either
by the duration of the contract or by its subject matter. Further more, the use should be
lawful and not a mandatory duty. Thus hiring a mother to feed her own baby is invalid. Al-
Bahuti has described [jarah as a contract where the subject matter must be lawful and defined
utilization (Manfa'a) of a lawful and specified corporeal object (ayn) for a specific period of
time. As Bahuti [(d.595H.)n.d. p.470] noted in al-Kashaf, It is also a contract for praviding
a defined work for a fixed price.

According to the usage of the term, wage (ujrah) or rent, it is the price of an advantage
or service which is concluded by the parties. According to the above juristic definitions the
ljarah contract implies the appropriation of advantage against consideration. Thus, for the
[jarah is a sale of utilities of a thing. The Figh scholars pointed out that it should not be a
physical portion of that object itself such as renting a tree for its fruits or sheep for its milk
or its wool or its fats, or renting a well for its water. In all these things the usufruct is the part
of the rented property. Therefore, for [jarahh, it is necessary that the intended utility should
be separate as a product that may stem from the object, but the advantage or usufruct should
be the object itself, so that it may finish with its use. The object should be intact at least during
the time of using it or even after the use of its utilities. _

[jarah in its broad sense, does not confine to specific kind of utilities but, it covers a
large area of economic activities. It embraces any thing or property which is used to supply
on price, any sort of useful services, such as: accommodations, transport, communication,
entertainment, taking leisure and even sitting under a tree. All these are subject to renting
as long as the user can derive some kind of reasonable utility or pleasure. Nevertheless, any
thing whose utilization is causing that both its usufruct and the object itself go together and
perish at the same period cannot be hired, but it can be sold. Jurists considered any assessable
utility which is permissible in Shariah is valid for renting, i.e., Ibn Rushd mentioned that if
a tree is hired to be used as a shade or for tying it with an animal. If a bird is hired for
enjoying its singing or watching a peacock to enjoy its color all these are valid for rent
because the advantages or utilities mentioned are intended and assessable (Al-Ramli, n.d.
p.174). Ibn Hazmi is in the opinion that rent is allowable in every thing having an advantage
which is hired for use and is not consumed. In al-Mughni the lease of dirhams and dinars is
permissible for weighing and for using for ornament for a definite term Abu Hanifa and one
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version of Shafi'i view is siding with this?®. In al-Kashaf is reported that the lease of coins is
valid, i.e., dirhams and dinars for definite period because its advantage is permissible and can
be perceived to leave the item intact but, that is restricted to their use for different purposes
other than monetary usage.such as an intermediate instrument. The jurists are generally of the
view that any thing useable while keeping its physical nature in tact is rentable, but, the vice
versa is not permissible. They are also of the view that as long as the rented object is in tact
physically this rent period is valid. [bn Qayyim [d.751H.)1973] is in the view that the
tangible thing which occurs over period of time with maintaining or keeping itself intact and
has a physical existence is subject to renting. It can take the rule of utilities, i.e., fruits of a
tree, milk of the animal, water of the well. Ibn Qayyim equated here the tangible thing to the
intended utilities from it.?

These definitions show that [jarah is a bilateral contract where the utility of a corporeal
object is exchanged for a price. The rules for averting riba apply to [jarah and these rules are,
as we have previously seen, varying from one school of law to another. We have also seen that
with [jarah the éubject matter would be materialized gradually by the lessee making use of a
hired object over certain period of time. This is a tolerated exception which particular to
{jarah. However, the basic requirement is that the subject matter should be in existence at the
time the contract is concluded. The requirement cannot be met when work or use is the subject
matter, the latter are necessarily nonexistent at the time the contract is concluded but comes
progressively into being by the gradual implementation of the contract, Nabil Saleh (1992,
p.87).

Islamic Jurists are in a complete consensus on the permissibility of Jjarah according
to the following verses of the Qur’an. Allah (swr) stated: “Then if they give a suck to the
children for you give them their due payment and let each of you accept the advice of the other
in a just way" (6:65). At another place the Qur’an preserved the contract that mutually agreed
by Musa (saw) and Ya 'qub(saw) "And said one of them (the two women) Q' my father! Hire
him (Musa)! verily a best of men for you to hire is the strong the trustworthy, He (the father)
said, I intend to wed one of these two daughters of mine to you on condition that you serve
me for eight years, but if you complete (it in} ten years it will be ( a favor) from you (26:28).

The Prophet (saw) said also. " Give the hired (man) his due before his sweat to dry up.”

3.4.1 General Rules of [jarah for its Modern Applications

Ibn Qudamah, ‘Al Mughni' vol.5, p:404
Wahab Al-Zuhaili, Figh Islam wa Aditlatuhu » vol.4, p.729.34.
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An operating lease or [jarah is based on a contract between the lessor and lessee for use of
some specific assets. The léssor retains the ownership of the asset and the lessee has possession
and use of the asset on payment of specified rentals over specified period. The rentals are in
sufficient to enable the lessor to recover fully the initial capital outlay. The rentals should be
made at the disposable of the lessee through disposing or releasing the equipment or [jarah
capital from any other users or engagements. [jarah contract does not require the beneficiary
of the usufruct of the asset to pay the price of that asset. All that the beneficiary pays is the
price (rent) of usufruct. Furthermore, the usufruct of an asset is divided over time and is
usually defined in terms of units of time. [jarah contract, in fact, is a sale contract whose
subject is usufruct. As Fugaha usually say the usufruct is measured by time and therefore the
user can have a certain consecutive number of periods in which [jarah contracts are defined.
According to Islamic economists, the Shariah permits a fixed charge associated with tangible
assets on the basis of converting financial capital into tangible assets the financial have
assumed risks for which compensation is permissible.”™ Islamic institutions regularly enter with
financial leases with the lessee bearing all the risks. However, the innovations in the leasing
structures used by these institutions are prompted mainly by business considerations rather than
Islamic financial principals. According to the prevailing business norms in this field, the lessee
is responsible for the following aspects:- (I) providing security in the form of an investment
in the lessors investment amount, (ii) to provide additional guarantees or collateral, (iii) the
lessee has to maintain a current account with the lessor and the lessor debits this account for
advance payment of lease rent when it becomes due, (iv) the lessee has to maintain the lease
asset and is also responsible for buying Islamic insurance known as takaful, (v) the risk of loss
lies with the lessee (vi) the lessee may also be charged damages for later payments based on
the average returns of the lessor during the relevant periods, (vii) at the end of the lease term
the lessee has the option or the obligation to purchase the assets at pre agreed price®'.
Although leasing mostly concentrate on financing big projects, i.e., aircraft, ships. etc.
it is also used to finance smaller items of equipment such as a medical equipment or small
scale equipment leasing.* The rent may be fixed in the first period and subsequently be varied

Istamic Banking an Over View, Ed. Da
1996, p.28-29.

M. Taqi Usmani, Brief Notes on Basic Features of Mi
International 1991,

lbid. p. 29.

phne Buck Master International Institute of Islamic Banking (I1IB) London

trabaha and leasing in the Light of Shari'a, Al-Balagh
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and made it known before the beginning of each renewal period. In the [jarah contract the
lessor is required according to Shariah to keep the leased asset in a shape that allows the lessee
to extract intended usufruct. This implies that maintenance spending related to the basic
characteristics of the asset is the responsibility of the owner, while maintenance expenses
related to its operation are to be taken care of by the lessee”. The expenses carried by the
owner are periodically predictable expenses in regular operations. Depending on the nature
of the asset these kinds of expenses may actually be charged to the lessee as a part of the rent
such as periodic repairing and insurance expenses. There may be some maintenance expenses
which are not predictable and unexpected changes in the cost of insurance. These expenses
also are born by the owner which according to Kahf (1994, p.34) makes the Jjarah contract
non risk-free investment, although most of the unexpected changes in costs are usually
insurable. Taqi Usmani (1991,p.28) has outlined a general frame work of leasing operation,
such as the followings; (a) the period of the lease must be determined in clear terms such as;
defining the period of the lease contract which would be necessary for determining its price
in unit terms of each interval, in the entire period of the lease contract and in the long-run
aspect of renewing and changing the lease contract (b) the purpose of using the leased property
must be specified in the lease agreement (c) the liability of the lessee to compensate every
harm to the leased asset caused by any misuse or negligence on his part is acknowledged and
the leased asset remains in the risk of the lessor throughout the lease period and (d)the final
termination of the lease agreement may be noted.

As the above discussions of Islamic jurists have indicated that, it is very important to
stress in this connection on the fact that 'the separability of the services or usufruct and the
thing itself is a necessary and condition for the rentability of a thing. What is for sale is the
utility derived from the thing or the benefits associated with the property, but, according to
established Sharigh injunctions, it should never imply any part of the object itself. So,
anything which is not possible to use it without depletion, is not subject to leasing. Therefore,
the rent is the price of the utility supplied by the thing not a price of the thing itself, so that
the lease cannot be affected in respect of money and any perishable item which is consumable,
1.e., fuel food etc. because their use is not possible unless they are consumed up. If any thing
of this nature is leased out, it will be deemed as a loan contract and all the rules concerning

the transaction of a loan will accordingly apply it. Any rent charged on this invalid lease will

Ibid, p.28
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not be considered rent, but, it is an interest charged on a loan. In this way [slamic Figh
presents a very clear distinction between a loan and leasing, and consequently the rent of
Tjarah is totally different from the conventional term of interest rate. Moreover, as the corpus
of the leased property remains in the ownership of the lessor, all the liabilities emerging from
the ownership will be borne by the lessor but the liabilities referable to the use of the property
will be born by the lessee.

3.4.2 Leasing as a Mode of Financing

In fact, in Figh studies the [jarah was not originally considered as a mode finance or it was
not popular in profit-oriented business. It was simply a transaction meant to transfer the
usufruct of a property from one person to another for an agreed consideration. However
recently the financial institutions adopted leasing as a mode of finance used in place of
interest. This kind of lease is generally known as the Financial Lease as distinguished from
the operating lease and many basic features of actual leasing transaction has been dispensed
with. Since leasing is a lawful transaction according to Shariah, and it has a considerable
market, it is felt that leasing to be appropriate in using as an interest free mode of finance.
Therefore, leasing has been adopted by the Islamic financial institutions. Nevertheless, many
of them paid attention to the fact that the "financial lease” has a number of characteristics
more similar to interest than to the actual lease transaction. Suppose, the lease purchase
"[jarah wa iktina)” on the other hand is more like financing leasing. The rentals during the
term of the lease are sufficient to amortize the leasing companies investment and provide
amount of profit. Lease and purchase technique is increasingly getting popular among fslamic
modes of finance. It is usually defined as a medium term mode of financing which involves
purchasing and subsequently transferring the right of use of equipment and machinery to the
beneficiary for a specific period of time, during which the bank retains the ownership of the
asset. fjarah wa Iktina is a contract in which an Islamic bank purchases equipment building
or an entire project and rents them to the client. The client agrees to make payments into an
[slamic investment account which will eventuaily lead to the clients purchase whole of the
equipment or the project from the bank. The profits which accumulate in the investment
account are paid to the client. The profit element in an [jarah-wa- iktina is permissible despite

its similarity to interest charge, Zarqa (1997, p.35).

[slamic leasing and lease purchase are now accepted as financing instruments. and



77

generally Ijarah is considered suitable for small and medium scale business and at the same
time it helps growth in investment and capital formation. Therefore it is not sufficient for this
purpose to substitute the name of interest by the name of rent and replace a mortgage by leased
asset. There must be a substantial difference between a leasing and interest-bearing loan.
Perhaps, the problem arises from the implementation of the lease rather than its nature. In
most cases of the financial lease the lessor, i.e., the financial institution purchases the asset
through the lessee himself. The lessee purchases the asset on behalf of the lessor who pays this
price to the supplier. In some lease agreements the lease commences on the same day on which
the price is paid by the lessor regardless of whether the lessee has taken delivery of the asset
or not. It means that the paying the rent starts before the lessee takes the delivery of the asset.
The Figh scholars have clearly shown the injustice that this practice involves and its contrary
to Shariah principles. Taqi Usmani has expressed its un acceptance in Shariah, because it
amounts to charging rent on the money given to the customer which is nothing but interest
pure and simple™. According to Shariah the rent is charged after the lessee has taken delivery
of the asset and not from the day the price has been paid. If the supplier has delayed the
delivery after receiving the full price, the lessee will never be liable for the rent of the period
of delay.

The leasing is not itself a mode of financing in its origin. However, the transaction may
be used for financing subject to certain conditions. The basic differences between the
contemporary financial leasing and the actual leasing allowed by the Shariah are indicated
below.®. It should be kept in mind that when the lessee himself has been entrusted with the
purchase of the asset intended to be leased. There are two separate relations between the
institution and client which come into operation one after the other, as follows:; in the first
instance the client is an agent of the institution to purchase the asset on behalf of the
institution. Up to now the relation between parties is nothing more than the relation of
principal and his agent. The relation of lessor and lessee has not yet come into operation. The
second instance begins from the date when the client takes delivery from the supplier. At this
stage the relation of lessor and lessee comes to play its role. During the first stage the client
cannot be held liable for the obligation of a lessee. In this period he is responsible for carrying
out the functions of an agent only. But when the asset is delivered to him he is liable to
discharge his obligations as a lessee. In leasing the asset remains in the risk and ownership of

Taqi Usmani, Ibid., p.23
Ibid p. 24.
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the lessor throughout the leasing period because the ownership has not been transferred. As
the lessor is the owner of the asset, he is liable to pay all the expenses incurred in the process
of its purchase and its importing to the country of the lessor. Moreover, he is responsible for
the freight and the custom duty €. He can include all these expenses in his cost and
accordingly fix the rentals. But he is responsible for bearing all as a matter of principle being
the owner of the asset as a basic principle of leasing the lessee is responsible for any loss
caused to the asset by his misuse or negligence. He can also be made liable to the wear and

tear which normally occurs during its use.
3.4.3 Renting and Time Value

Probably one of the most misunderstood points of this subject includes the relationship
between time value and renting, that is, on the basis of the existence of a fixed rate of rent per
given period of time is the main source of confusion with an interest rate, coupled with the
ambiguity surrounding in conventional theories of interest and rent. As we have seen in the
above discussions, a number of contemporary Muslim economists feel uneasy to accept the
constant rate of rent on capital while rejecting the rate of interest. To clarify this point we may
emphasize on the fact that may be deduced from the above Figh injunctions and the practical
reality on the ground to assert that the only feasible standard unit of measurement for all
services is the time, hence the utilization of the services provided by a given asset and the
amount of advantages which are spreaded over period of time can be estimated only on the
basis of time length that it has taken place. The humanity has not yet, developed a universally
accepted standard unit of measurement, other than duration, for this vast area of economic
activities. The gross income of the owners throughout the period in case of lease contracts is
caused by the nature of its output (usufruct) not time value, and it can be measured only by
units of assets per unit of time.

According to Kahf (1994, p.36 ) this fact does not mean that there is a time value of
money involved in rent if it exceeds the assets depreciation. To illustrate this point, Kahf
presented as an example, a transportation whose output is measured by passenger per mile,
in this case we cannot derive a distance value of money simply because the output of
transportation industry occurs only through distance and when transportation fare exceeds its
cost and depreciation, as any business industry, it tends to gain more than its lay out,

otherwise there is no reason for conducting any enterprise, if there is no profit or surplus
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outcome. Therefore, as Kahf has concluded there is no time value of money in the lease
business even if the rent exceeds a fixed assets depreciation rate. Because the increment
obtained is a profit of the lease enterprise as the rent in leasing being a price is subjec; to the
same factors that determine any other market price. The time element involved in the lease
business is part of the nature of the product of this business itself. Time here serves as the unit
of measurement where the supply of the services or usufruct takes place smoothly over time
and similarly the users of these services and utilities derive them from the suppliers over
period of time which necessitates that the service activity is to be measured in per unit time,
in order its price per unit of time to be determined, i.e., hourly daily, monthly, or yearly. The
operation mechanically similar to renting of transport and fixing its price per unit of distance,

i.e., miles, Kilometers, meters, etc. for both of them stand for selling benefits continuously.
3.5 CONCLUSION

As we have mentioned above, there is an extreme misconception about the basic terms of
economics profit, rent and interest. It is hardly possible, in the conventional literature, first
to identify the difference between interest and profit or profit and rent concepts, and second
to differentiate between the rent and interest. In this jungle of ambiguities and interchangeable
usage of basic terms, it is very difficult to express confidently that the prohibited riba in Islam
is absolutely equivalent to the conventional term of interest. Unless and until specific and
exclusive definitions are carefully coined for each of these terms, a simple equation of riba
to interest leads only into unending controversies and the situation is more complicated than
this shallow equation. Even if we are familiar with the economic terms of price, profit and
rent in Islam, we have this fictitious element of interest that is assumed to hold mysterious
power of embodying itself in the form of profit, rent or price. With this prevailing reality, the

favorite approach of seeking the solution from equating riba to a conventional term of j interest,

in order, to figure out the desxred element of profit is founded on an untenable postulanon

Western economists admit the underlying complexity and vagueness of the term mterest but

there are few Muslim economists who acknowledge this puzzle. After lengthy elaborauon of

its implications Uzair has accepted the challenge "there can be an endless controversy on the

subject. The deeper we go the more involved does the concept of interest becomes. [ronically,

people consider interest a ‘neat' and 'simple’ instrument, though theoretically and

conceptually, it is too complex and inexplicable”, Uzair (1996) For this reason we opted the



80

Qur'anic method which addresses profit versus riba, instead of the debatable approach of
profit versus interest. Hence, the main task of the subsequent parts of this research will focus
on studying these two terms and exploring their essence, origin and legal conditions on the
basis of economic rationale and Shariah perspectives. However, this task requires a rigorous
effort of reinterpretation of the riba doctrine and reconsideration of profit theory; The next
chapter is aiming at discovering a certain neglected aspect of the former and tries to provide
it stronger theoretical justifications in logical and legal consistence. And the rest of this
research work will focus on studying these two terms and exploring their essences.
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CHAPTER 4

PRINCIPLES OF AN INTEGRATED CONCEPT OF RIBA:
TEXTUAL ANALYSIS OF BASIC TRADITIONS

Riba and gharar are two fundamental concepts for the Islamic financial system. A lot of juristic
work has been done in order to sort out the distinctive features and the implications of these two
concepts, in the light of the Qura’anic injunctions and ahadith of the Prophet (saw). However,
the the two terms remain among the hotly-debated issues in the modern age. The contemporary
discourse reveals the existence of either some ambiguities or something unsettling about the
proposed theories of riba and gharar. In these circumstances there is a growing need for taking
a fresh look at the text and basic message of the Qur’an and Sunnah. In particular a rigorous
reexamination of Prophet’s (saw) teachings related to the subject is necessary. This chapter is a
serious attempt of reconstructing a unified view of riba doctrine in Shariak. The basic argument
runs as follows.

Section 4.1 presents briefly the jurists’ treatment of the subject and outlines the most
challenging conceptual problems of the issue. Section 4.2 examines the content and textual
components of the related ahadith in order to derive from it a certain manageable principles or
axioms namely, quantitative, qualitative and ascertaining principles. In this connection, it
demonstrates that each principle independently addresses an important dimension of the problem.
Section 4.3 explains the nature of loan transaction and its contours, loanable goods, repayment
conditions. As the logical conclusion of the preceding discussions section 4.4 presents an
integrated concept of riba derived from the common essential features of sale and loan
transactions. Section 4.5 elaborates the nature and economic implications of “hand to hand” axiom

in the light of its role of ascertainment for assuring equivalence of exchanges as a precautionary
measure against both riba and gharar.

4.1 TRADITIONAL PROBLEMS OF RIBA

Before starting our deliberation on the subject, it is pertinent to outline the traditional thinking of the
issue and its basic juristic problems that may act as the major hindrance of formulating a concrete
mode! for economic theory of value in Islam, i.e., problems of definition, classification, the rationale
(édlat)or analogy and most importantly the assessment and evaluation problem.
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4.1.1 Definition Problem

No doubt that the concept of riba literally means increase, growth, height or superiority, Mutrik
(1414H. p, 56) but, the juristic technical interpretations of the concept have taken different shapes
in various Figh schools of thought. While riba al-nasiah was well known in the Jahili era, the
concept of riba al-fad! was considered a new thing which required a fresh interpretation introduced
by Islam through the traditions of the Prophet (saw), Chapra (1985, p.54).The incompatibility of the
literal meaning of the term #iba as it is used in the Qur'an and practiced it by the pre-Islamic Arabs
with the teachings of the Prophet (saw) was noted even by the earlier classical jurists. On the basis
of this difficulty, for some of Figh scholars riba was an inchoate or undeveloped word like Zakat and
prayer. _
Owing to this view a number of modern scholars avoided to use the literal interpretation of
the concept and concentrated only on its practical fitness, Sayyid Tahir (1995, p.7).The technical
definitions provided by classical Figh jurists reduced the concept squarely in the context exchange
or sale transaction with almost complete silence about riba in loans. Based on the traditions of the
Prophet (saw) the definitions they presented concentrated on the essential features of a contract, i.e.,
quantitative equivalence of the exchange items or counter values, the conditions for exchange of
ribawi items, 1.¢., physical presence or reciprocal delivery of both considerations in the same session.
According to Hanbalis "riba is a specific increase entitled to either party without counter value."'
Or as Imam Sarakhsi of Hanafi school stated “excess which has no corresponding value in the
exchange (bay").””. Similar interpretations were also given by al-Sabaki and Ibn Qudama.® However,
the modern interpretations focused on riba on loans and explained it in the domain of credit
transactions. The contemporary literature overemphasized the contractual nature of riba charged on
loans as the essential features of riba "riba to be a contractual increment received by the lender from
the borrower over and above the original principal capital ™ This is considered as the riba al-jahiliya,
or riba prohibited in Qur'an, while, riba al-fadl is practically neglected and is conéidered as
secondary to riba nasiah which may be permitted in the case of need.”. Thus, existing literature on

the issue shows that the focal point of the definition is a changing parameter. It is frequently shifting

Al-Nihaya fi Sharhi Hidaya, vol .2, p.524
Al-Mabsut, vol.12, p.109

Al-Sabaki, Takmilat al-Majmu’', voi. 10, p.22, or Al-Mughni Muhtaj, vol.2, p.21.

Maududi, The Sood (riba), 1950, cited by Monzer Kahf and Tariquliah, in *
» IRTL., Islamic Development Bank, Jeddah, 1994, p.21

Abu Zahra, Khatam Al-Nabiyvin. Cairo: Darul al Fikri al Arabi, n.d., p.65

Principles of Islarnic Finance’.
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from purely linguistic context to technical interpretations, from sale-based explanations to a
contractual and credit phenomenon and from purely Qur ‘anic terminology having its own inherent
distinctive features to its absolute equivalence to usury and conventional term of interest or some

times to all kinds of economic injustice.
4.1.2 Classification Problem

Although the Figh scholars considered riba as an exchange phenomenon and defined it mostly in the
context of sale, but they classified it into various categories following different methodology and
criteria. Generally riba is divided into two kinds riba al-fadl and riba nasiah (Hanafis and Hanbalis). -
But, according to Maliki there are three kinds of riba including riba Muzabana that is selling known
thing for unknown one or exchanging two unknown things of the same kind, Ibn Rushd [(d.595 H.),
1984, p.128] noted that there is a general agreement among Figh scholars on that riba exists in sale
and loan. The latter have also two forms; (1) riba al-jahiliya agreed on its prohibition and (ii) ‘tha’
wa ta'jjal(reduce and immediate repayment) Al-Mitawali, a Shafii Scholar has also added any
advantage stipulated in a loan. Figh scholars also agreed upon that riba on sale consist of two forms:
riba al-fadl and riba nasiah' or nasah 6 The Shafit jurists added third form in this category and
called it riba al-yad. They argued that it is different from riba al-nasia, for al-nasiah is a conditional
delay stipulated in the contract even for a short while and riba al-yad is any accidental delay that may
arise in the delivery of either consideration.

Accordingly, owing to this kind of 7iba, the contract is null and void or invalid.” However,
to the majority of Figh scholars, this riba al-yad is an integral part of riba nasiah. 1bn Qayyim also
divided riba, on the basis of its clarity and significance, into two kinds namely concealed riba and
manifested riba where the former is 7iba by way of deferment and the latter by way of increase.
According to him the concealed riba is not forbidden in itself, but only it is a way to abstain from
manifested riba. In other words, it is banned to block the road leading to overt riba which is
forbidden by itself. Figh scholars also discussed the identity of riba duyun whether it is apart of riba
al-fadl or riba nasiah seems unsettled, for it stems from both loan and credit sale. It is an increase
of the debt/loan on account of deferment or extension in its maturity

Examining these juristic classifications of the subject we find that riba on one hand is a
physical increase of the exchange objects provided they are similar in kind i.e. salt for salt or barely

3

Ibn Qudama, A--Mughni, vol.4, p.123,
Al-Sharbini, Al-Mughni Muhtaj Sharhi al-Minhaj, Darul al-thya' Truth al Arabi, Beirut. n.d.
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for barely. While, on the other hand, a mere absence of mutual delivery of items or delay on the part
of either party constitutes riba al-nasiah. The inclusion of riba al-nasiah in both main categories of
riba is logically questionable, Moreover, its assessment in the context of time creates conceptual
problem. In case of loans, riba appears in the form of physical excess over the principle irrespective
of its maturity, while in case of sales, it has only conceptual existence in terms of time discrepancy
between the contract and the delivery of objects. The rationale of equating the legal state of physical
excess (riba al-fudl) and the mere time difference in the delivery of items is hardly intelligible to the
modern readers. The paradoxical situation that appears from putting these two notions together is
perhaps what has compelled some learned scholars to conceptualize that riba in loans to be a kind
of a compound riba that consist of riba al-fadl and riba al-nasiah together, Nyazee (1995, p.23).
Hence, the juristic classifications of riba into fragmented notions is unable to produce a meaningful
contributions to our economic understanding rather than creating another dimension of conceptual
problems.

4.1.3 The Rationale and Analogy Problem

Although the authenticity of ahadith on riba al-fad! did not call at any stage for a question, the
rationale and the economic justification of their basic message have been subject to a logical test.
Contemporary studies raised certain crucial questions related to the specifications of the six
commodities, reciprocal requirement of the exchange goods and mostly inquired the underlying
effective reasons (illay) of riba. It seems that the intended meaning of the term riba was not very clear
even to many of the classical jurists. For this reason, some opined that the prohibition of riba
particularly in what came in riba al-fadl is to be obeyed and followed like faith and worship because
its intended purpose is not comprehensible and not subject to human reasoning and logical exercise.
This confusion, due to the general silence of literature on the rationale of prohibition (wisdom) since
the earliest stage of Figh studies, have sustained with deepening practical complications. For instance,
Imam al-Razi asserted that "the prohibition of riba is proved by a text (of the Qur'an) and it is not
necessary for humanity to know the rationale of duties. Therefore, the prohibition of riba rﬁust be
regarded as definitely known even though we do not know its rationale"

Imam Razi emphasized that seeking the wisdom of its prohibition is not important and
humanity has to abide by it. However, this passive attitude towards the rationale of the prohibition
riba seems very difficult for the common sense to accept. For riba falls in the context of muamalat

( business transactions) it is of the utmost importance to refer to the rationale in order to arrive at a

Imam Razi Tafsir Al-Kabir, vol.2, verses of Riba
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practical and justified view of what exactly the term riba may stand for. That is why the classical Figh
scholars undertook a lot of pain in probing into its hidden facets and underlying hikmah (wisdom of
its prohibition). Except Zahiri of the Figh scholars are in a consensus on the extension of the
prohibition of riba. They arrived at different reasons on the basis of the general features and attributes
of these six commodities. But, even if all proposed reasons are considered their practical significance
f41l short. In case of gold and silver they came up with the view that illat is their currency nature or
being monetary items, except Hanafi school which see the similarity in species and the unit of
estimation, such as: weigh and volume to be the considered illat. But, in case of other four 1tems
Figh scholars presented different reasons ranging from storability and nourishment (Maliki),
foodstuffs measurable in weight and volume (Hanbali) being merely foodstuffs (Shafi) to the
similarity of any thing measurable in weight and volume/capacity (Hanafi). However Ibn Sereen came
up with the view that the similarity in kind is the basic illat of the prohibition. Besides, Zahiri school
who does not accept analogy as a principle of Islamic jurisprudence, there are number of prominent
of classical J-igh scholars such as, Tawus and Osman Al-Batta of Hanafi school and Ibn Agil of
Hanbali who are unsatisfied with the reasons presented by the majority of the classical Fi igh scholars
and they expressed that ‘the illats- reasons considered by some of the prominent Figh scholars are
not appropriate ones’. Mutrik (1414H.) commenting on these diverse views produced the impression
made by San'ani while discussing matter in Subul Salam stating that 'for they could not find an
authentically approved illat in Shariah, they differed (on this subject) largely on the issue which
would make the knowledgeable observer to support the view of Zahiri schoo!"”

4.1.4 Evaluation and Assessment Problem

As far as the assessment of riba is concerned the Islamic Figh scholars have constantly focused on
one particular consideration of equality that is the quantitative difference of the exchange objects, on
the basis of weight or volume irrespective of their quality standards. This traditional dichotomy of
ignoring the qualitative difference in evaluating the exchange of homogenous goods by the Figh
scholars as well as the contemporary Islamic economic writers is probably one of the most serious
flaws in Figh literature on the issue. There is general believe among jurists that riba is quantitative
excess or time lags that may associate with the exchange of ribawi items. The contemporary studies
asserted this view in more explicit way, Homoud (1985, p.99) stated “riba arises from quantitative

discrepancy in either consideration of identical species even if they are different in quality aspects”.

San’ani, Subula Salam, vol.3, p.8.
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Al-Misri (1987, p.8) clearly maintained that if the two dates are different in quality even then, they
must be equal in quantity on the-basis of a standard unit of estimation. In this way, the owner of the
superior one would be muhsin - generous to the owner of the inferior date.” Faisal Moulawi (1990,
p.30) also asserted that if the Mustim wants to sell his goods of these four items mentioned by the
Prophet (saw) for items of the same species, he must not give any consideration to the quality
difference of the two items. The argument is squarely built on the literal apprehension of certain
ahadith of the Prophet(saw).'® For instance, the hadith reported by Bilal (ra) of selling superior
dates for the double of the inferior is taken as an essential requirement for equality condition.

The contemporary Figh literature established from the typical interpretations of this hadith
that as long as Bilal (ra) was transacting in a date-for- date framework, and he ought to have ignored
the qualitative differences and traded them on a one-to-one and equal basis otherwise the discrepancy
would imply riba, Tahir (1995). Thus, the Prophet (saw) has rendered a cancel and considered
useless the qualitati\;e difference of exchange items of similar kinds, i.e., dates, dirhams, etc. The
Islamic jurists constantly maintained, in case of the six items: gold, silver, wheat, barley, date and salt
which are known in Figh terminology as ribawi goods, the view that the Prophet (saw) recommended
their quantitative equivalence, volume, weighs, or counting must be strictly observed, irrespective of
their relative superiority or inferiority to each other.'"' Consequently the Islamic scholars argued, in
the loan context, the lender must ignore the qualitative difference between the thing given and that
taken back and he must treat them as the same, in terms of the relevant units of exchange, rupees in
the case of rupee-dominated loans, tons (bushels) for wheat lent by tons (bushels) and so on. As these
problems constitute a serious conceptual obstacle and persistent intellectual challenge towards
economic comprehension of this important subject one can hardly derive a meaningful conclusion
from the above juristic views. Thus, the situation invites to a serious reconsideration of the whole
issue and critical reexamination of the central message of the basic ahadlith and teachings of the
Prophet (saw). Exploring the text and general objectives of Figh injunctions we find their actual
meaning are not properly interpreted and consequently their true intentions are misconceived.

Thus, in search for a consistent conviction of the subject and demonstrating its simple and

Taqi Osmani, Buhuth fi Qaddaya Fighiyya al-Mu'asara, Maktaba tul Ulum, Karachi,
seminar on indexation held in Jeddah in 1987 also declared that the purpose of ahadith of riba and loan
transgctions essentially demand for similarity in kind and Quantity in legal terms that is weigh volume, and
counting not value/quality, What the Sunnah of Prophet(saw) showed is to cancel and completely ignore the

qgali[y consideration in trading items or ribawi goods. A similar view is expressed also in the report of HC
of Pakistan. 1987

M. Taqi Osmani, Ibid., p.175.

H.1415, p.191-92.The
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pragmatic nature, it is pertinent to study the text of these ahadith. That is to conduct a penetrating
textual analysis of the Prophet's directives in line with the teachings of (Jur'an. In the subsequent
discussions we substantiate the central idea of the revealed message and decompose it into several
workable principles or axioms believing that the identification of these principles and their operational
scope is the crux of the problem.

4.2 TEXTUAL ANALYSIS OF PRINCIPLES OF INTEGRATION

Incorporating with all these dimensions of the problem necessitate the integral factors of the issue
must be refined and underpinning axioms to be redefined. This objective essentially requires a serious
analysis and critical study of the actual words and phrases of the principal ahadith on the subject with
reference to their literal and linguistic usage without losing the sight of its intended Shari'ah
objectives. Basically there are three important axioms which serve as the preventive measures against
riba. All of them are explicitly mentioned in one hadith of the Prophet (saw). Islamic scholars
consider this Aadith as the most comprehensive and complete version on the topic. It is reported from
Ubada bin Samit (ra) that the messenger of Allah said,;

“Gold for gold, silver for silver, wheat for wheat, barley for barley, dates for dates, salt for
salt, mithlan bil mithi (like for like)®, sawa'an bisawa'a (_equal measures)* and_yadan bil-vad
(hand to hand)®, if these species differ, then sell as you like, as long as it is_hand to hand”'*.

As the central argument of this chapter for reconstructing theory of riba in more understandable
fashion and deriving, from the basic idea of the original textual terms, the core of the Prophet’s
message suits to be translated into the following fundamental principles:

A sawa'an bisawa'a - Principle of quantitative equivalence.
B. mithlam bil mith! - Principle of qualitative equivalence.
C. Yadan bil-yad - Principle of assurance and ascertainment.

As the above hadith shows, these three principles come after the clause of gold for gold silver for

silver and so on, which signifies that one is already talking in the framework of similarity in species
or genus and exchange in homogeneous things.

Thus, in this context, these principles must mean something more than similarity in species

12
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or genus. The terms of mithl and sawa' indicate clearly the quantitative and qualitative aspects of
things rather than similarity in kind The crux of the confusion may arise from the juristic
interpretations of the terms used in the hadith and their functional applications rather than authenticity
of the message. Mostly the ahadith contain the terms mithian bi mithiin (like for like) sawa ‘an bi
sawa in (equal to equal) or aynan bi'aynin (same for the same), yadan bi-yadin or haa' wa haa’ (hand
to hand) or all of these aspects. Muslims have strictly observed the letter and spirit of these teachings
throughout the history without bothering about their economic rationale. In the subsequent
discussions we focus on explaining the first two principles and try to demonstrate their hidden
economic aspects and practical implications, particularly the qualitative dimension of the equation.

4.2.1 Principle of Quantitative Equivalence ( Sawa'an bi Sawa’a)

As we have mentioned earlier the condition sawa’ bi sawa’ (equal for equal) is the focal point of the
juristic discussions which is strictly observed as the necessary and sufficient condition for the
equivalence of exchange items. However, in addition to the fundamental defect of disregarding other
important aspects of the equation the considered quantitative measures fall short of even this
particular aspect. The Figh literature concentrated only few scales for assuring the equivalence of
things such as counting, weighing and volume. But, the principle of quantitative equivalence is not
confined to these three scales only and it suggests that any quantitative difference in the exchange
items through any kind of standard unit of measurement amounts to riba provided that the concerned
items are homogenous or similar in kind. There is a logical necessity for avoiding riba a standard
scale of measurement must be used in both sides of the equation. the type the unit of measurement
depends on the nature of the subject matter for exchange. The kind of the unit of measurement to be
employed depends on the nature of the subject matter for exchange. measurement, weigh, volume
or counting if they are physical goods, or per unit of time, if they are services, rent, etc. So, whatever
the unit of measurement might be according to the physical characteristics of the two articles, the
quantitative equality must essentially be observed such as 2 kg of wheat for 2 kg of wheat, one meter
of cloth for one meter of cloth, three sheep for three sheep 100 kw for 100 kw of energy, 6 hrs of
work for 6 hrs of the same work or 3 minutes of phone call for the same duration of a similar
telephone call. All these must be the same in quantitative terms and as far as this axiom is concerned
it is sufficient if arithmetic equality of the two items are observed. Any quantitative discrepancy of
either consideration is susceptible to riba. According to the ahadith of the Prophet (saw) as Abu Said
al-Khudriyyi reported that the Prophet (saw) has said " date for date ...barley for barley ... hand to
hand like for like, and there should not be excess or decrease, whoever increases or decreases it has



90

verily committed riba (this applies to ) every thing that could be weighed or measured."" From this

comprehension the realistic quantitative principle of riba may be stated as follows;

A, Riba in a quantitative perspective; Any quantitative discrepancy which might arise
from a direct exchange of homogeneous articles measured by a common standard
unit of estimation is riba.

As this condition fulfills only the physical aspect or magnitude of the items, it is clearly inadequate
to compare the qualitative aspects of things. Therefore, as we will see in short, the other two

conditions are also extremely important and indispensable for understanding the essence of riba.
4.2.2 Principle of Qualitative Equivalence ( Mithlan bi Mithlin)

The Figh literature does not give this principle a separate explanation than that of the quantitative
equality. Although the Prophet(saw) has particularly emphasized this point in most of his
recommendations, there are large misinterpretations and erroneous interchanges in the legal usages
of the terms of genus/kind (jinsi), similitude (mithli) and equalities (musaway). The existing Figh
literature on the subject maintains the similarities of these notions. This confusion arises from the
general view of mixing mith! sometimes with jins where the amount and species of items and their
qualitative attributes have no separate considerations and sometimes with the physical quantity with
complete disregard of the qualitative aspects of the things. For instance, Taqi Osmani has explicitly
asserted that the required mithliya in loan transactions is the equivalence in the numerical amount or
quantity rather than its (intrinsic) value"". In an attempt to define this condition of mithlan bi mithlin
Sayyid Tahir has explained it in the context of the similarity of the unit of exchange, which according
to him is required to be one and the same for both buying and selling in like for like exchange
Emphasizing on this point the scholar’s arguments are based on the historical fact regarding the lack
of uniform standards for weights and measures in Arabia during the early Islamic days. The difference
of sa'a of Madina and that of Makkah was the evidence and presently the existence of difference
scales of measurement, i.e., US Bushel and UK gallons.

However, with close scrutiny and examination of the above reasons and arguments on .
interpreting the phrase of mithlan bi mithlin to similarity in the unit of estimation or uniformity of

standards of measurement may not solve the problem, according to this explanation the difference

Y Al-Baihaqi, al-Sunan al-Kubra, vol.5, p.282. see also, al-Mustadrak, vol.3, p.42.
Taqi Osmani, Ibid p.176.
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between the first axiom and the second one will disappear and a mithian bimithiin axiom would

eventually indicate only equality in quantity of the objects which is not the case. The majority of
classical Figh scholars are on the view that estimating a countable or measurable thing in weigh or
volume is permissible for the purpose is to know the exact magnitude of the exchange quantities
without any dispute. So, no matter if one purchases cloths by metering and sells them by yards or
purchase liquid things in capacity \ volume, but it is quoted in weigh (kg) as happens in the case of
milk, then there is no harm if given amount of oil which is bought in gallons is sold in kg, as long as
the standard conversion of scales is observed. Hence, there may not be any riba when the equivalence
of the quantitative estimation is observed with the consideration of their standard conversions. What
is important is not the number or the scale as such but the actual rate of exchange items which is to
be reciprocally transferred. In this discourse we probe into the question that what is the message or
the meaning implied by the phrase "mithlin bimithlin" rather than traditional interpretation of the
same genuses, species or quantity? In search for an answer for this fundamental question we examine
the problem in its linguistic, economic and legal perspectives. '

L Linguistic Reconsideration

Referring the meaning of the term mithi to its literal context, we find the contemporary Arabic
dictionaries presented almost similar explanations of the term covering its broad linguistic applications
and its derivative connotations. The consulted material reveals that the term mithl primarily indicates
the qualitative dimension of things. The author of al-Muhidul Muhid,Butrus Bustani (n.d., p.1938)
noted that the term mith! means "shabah" resemblance, or alikeness, similarity and qualitative
attributes of the thing. Alfara'id of Arabic dictionary and An Advanced Learners Arabic Dictionary
also confirmed this meaning. The latter noted that the grammatical derivatives of the term, i.e , a/-
mathal also refers to comparatively preferred qualitative attributes like: excellence, superiority, merit,
perfect, complete, eminent, and better or best.'* Comparing the lexicographical implications.of al-
mumathala (similarity) and al-musawat (equivalence), the linguistic scholars clearly illustrated the
literal difference of the two terms. A I-Mujma' noted that al-mumathala does not apply to other than

identical things, but a/-mussawat applies both identical as well as different things, for tassawi implies
only quantitative equivalence neither less nor more.

' Ibn Mansur also quoting Ibn Barri in Lisan al-
Arab expressed that "

the difference between al mumathala and al-musawat is that al-musawat is used

s H. Anthony Salmone, An Advanced learners Arabic Dictionary,, Al-Biruni, Lahore, n.d.

© Al- Mujma’ al-waseer, Tbid.
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for both similar and dissimilar things because al-fassawi is the equivalence in estimation or in
quantitative measures ( numbers) which means that they are equal to each other, no more, no less.
But "mumathala" is not used except for similar (alike things), i.e., similarities in color, taste,
knowledge and so on."” Thus according to Ibn Barri the term mith/ indicates quality, such as ﬁtness,
suitability and status or condition. He referred this meaning to the Qur ‘anic verses "So if they believe
in the like (mithl) of that which you believe, then they are rightly guided but if they turn away then
they are only in opposition..." (2:137) and "There i1s nothing like Him and He is the All-Hearer, the
All-Seer" (42:11). To the people of wisdom two things is mithliyat if they are completely in
conformity, sharing all their attributes and essence.'®

The above linguistic interpretations of the issue indicates very obviously that the term al-
mithl implies quality rather than quantity or genus (jinsi) and it is clear in the common sense how
incomparable are the quality aspects and physical quantity, i.e., two things to be alike, does not mean
they are equal in number. So, similarity or mith/ indicates features, resemblance and the common
characteristics shared by the two things. This literal interpretation of mith! coincides with the
dictionary definition of the notion of quality which implies fitness, merit and excellence or standard
of something when it is compared to other things of similar kind. Thus, given these facts to say that
literally mithl shows quantity to total disassociation from quality is manifestly inappropriate. Both
dimensions should be observed at the same degree. Perhaps that is why the Prophet (saw) did not
stop mentioning the similarity in kind and equivalence in quantity only for abstaining from riba in this
particular transaction, but he struck at the root of #iba with the imposition of the mithlan bi mithiin
restriction, otherwise, the exchange would be susceptible to riba provided that they are in the same
kind. As the result of the above value illusion, the underlying economic consideration of this condition
is misplaced and completely ignored in traditional Juristic treatment.

1L Economic Consideration

In Islamic teachings the utility is known as usufruct (manfa'a) before long ago the word utility had
appeared in the western economic literature which means its meaning appears as a common
synonyms, i.e., usefulness or satisfaction that determines the quality of the object and subject matter
of economic transactions. Hence, the close correlation between the value in use and the quality of the
object cannot be underestimated, the better the quality of the concerned good the more it will satisfy
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the demand of the user and generally the higher will be its value in exchange. Ignoring this qualitative
aspect of the objects as their value in use, is the fundamental defect of mostly traditional juristic
reasoning.

This reality compels us to examine the intended meaning of the text of Prophet's
recommendations given to Bilal (ra) when he brought to him certain good dates as the most powerful
legal foundation of this view. The crux of the problem lies with the interpretations made on the basic
message of this tradition and its related versions. Presenting the text of the original message, it is
reported from Abi Saeed al-Khudriyi that "Bilal (ra) came one day to the Prophet (saw) with sa'a
(unit, bushel} of dates of superior quality, the Prophet (saw) asked/inquired, from where did you bring
this? Bilal said, we had dates of inferior quality so I have given two sa'a of those dates against one
sa'a of dates of superior quality: Hearing his explanation, the Prophet (saw) responded to him stating
"this is a clear riba! Do not do it again, if you wish to acquire dates of superior quality, first sell the
dates of inferior quality and then with the sales' proceedings, purchase the superior dates you want'’
(Bukhari & Muslim). In another version with the same authenticity, it is reported that the Prophet
(sew) employed a man in Khayber, who brought superior quality dates, the Prophet (saw) asked him
" are all dates of Khayber like this? The man said no "O! Messenger of Allah" we used to exchange
sa'a of this for two sa'as or two sa'as for three, then the Prophet (saw) said. Don't do that sell the
sum (of dates) for dirhams and purchase the dirhams for superior dates." In another one Abi Said
al-Khudriyi has said: we were provided a collective sum (of dates) which were mixed amount of
dates (superior & inferior ones) and we used to sell two sa'as for one sa’a. The Prophet (saw) said:
"no two sa'as for one sa'a and no two dirhams in exchange for one dirham" *®

Examining the essence of the Prophet’s recommendation, it is clear that the basic purpose of
the Prophet's (saw) message concentrates on assuring the actual quality difference of dates through
the market exchange ratios. This implies that the quality standard of the items must be taken into
account and the disproportion of their quality should be balanced with equivalent quantitative
disproportions. That is if there is a difference in their quality there should be adjusting difference in
their quantity. There is no clue to believe that the Prophet (saw) has recommended any sort of
physical equality for exchanging items of different qualities. But all the sayings of the Prophet (saw)
regarding this issue are emphasizing one important point that is the disproportion's of identical goods
must be the true reflection of the degree of their quality difference. Since, the qualitative difference

"’ 'I“ms is the only feasible way of assuring that that both articles are fairly valued by measuring with market
price.
X

Mohammad Fuad, Al-lu'lu’ wal Marjan Bima Inafaqa Alayhi Shekhan, vol. 2, 1994 p. 458-9.
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of exchange items, can be measured only through knowing their accurate exchange values, the
exchange values of the two items should be considered according to their market prices. This
exchange to take place fairly, the trade must be either through another item, according to their
relative price, that is, selling the concerned item for another, then purchasing the desired one. Or
referring the two items to their exchange values (in dirhams) prevailing in the market at the time of
the contract. In both situation the natural forces of supply and demand determine the exchange value
of each good. Thus, the normal operations of market price is generally the true reflection of the actual
difference and appropriate indicator of the qualitative characteristics of trade items.

The above traditions show two situations (a) a rejected case of selling two units of bad dates
for one unit of good dates because it contains riba (b) a recommended case of selling the bad dates
in dirhams or another good then with 1ts proceedings purchasing the good dates. The Figh scholars
added a third situation (c) a juristic case of observing one-to-one correspondence of dates. Islamic
jurists took this condition as a matter principle where quantitative equality should be observed even
at the cost of their qualitative difference. All three situations are given, but the only missing point is
market price of bad dates and good dates. Let the prevailing market price of bad and good dates to
be in terms of dirhams 15/- and 25/- per one kilogram respectively. Suppose consumer B wants to
buy 3kg of good dates from A, and according to the given market price B must pay Skg of bad dates
to get the required sum of good dates, so real exchange ratio of good dates in terms of bad dates is
5/3. Given this relative price ratio supposed to be the actual market exchange we are interesting to -
know which transaction is clearly bearing riba (discrepancy) and which is not? Does the quantitative
inequality of dates determine the prohibition? If so, why did the Prophet (saw) recommend the
exchange to take place through the market price ratio which still might preserve the quantitative
disproportions?

The basic purpose of the Prophet's (saw) message shows clearly that the actual quality
difference of the two items must be included in the exchange ratio. As we mentioned above, it is clear
that in case of similar goods, the exact degree of their quality difference cannot bejudged through
observation of the two items but in reference to their market prices. Therefore, in our hypothetical
example, we assume that the third situation stands for the accurate exchange ratio of these two kinds
of dates, i.e, I/S = 5/3, stands for the market ratio of goods’ relative prices and the only feasible way
of avoiding riba. And in fact selling it in another thing implies selling it to the market price, in
monetary or real terms, the important thing here is to observe their relative price while exchanging
them. Therefore, the relative price or exchange ratio prevailing in the market is the only feasible
indicator of true exchange values of goods, because it stands for the standard measurement and
reference point for the valuation of objects, i.e., dates, in order to determine their real price ratios.
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Accordingly, the uncompensated divergence from the exchange rate in this respect, amounts to riba.
Thus, the crude equality of physical amounts is contradictory to the objectives of relevant injunctions.
To demonstrate the comparative study of the considered situations, taking the market price ratio as
the reference point, we can depict the degree of divergence of each option from the given market
prices in the following table.

Table 4.1 Comparative Study of Three Considerations

Various Ratio of exchange Terms of | Deviation from | % of the
Considerations in real terms exchange | market price deviation
Rejected case by the | Bad dates/Good dates 2 /3 33%
Prophet (saw) 2kg/ lkg :
Proposed case in the Bad dates/Good dates 1 2/3 66%
Figh literature 2kg/2kg

Recommended case On the basis of the 5/3 00 00

by the Prophet (saw) | prevailing market price

On the basis of the given market exchange ratio the above table reveals the following facts:
° The Prophet (saw) prohibited the direct exchange of an object for its same kind
without considering their actual price difference resulting from their qualitative
difference as the above example may indicate.

According to this example the rejected case deviates from the market ratio 33 percent

so it 1s prohibited.

The juristic consideration of observing one-to-one correspondence of the exchange

items deviates from the market ratio by 66 percent.

There is no logical reason and sufficient evidences for conceiving that the objection
of the Prophet (saw) in the first case implies approval of the second option of
ignoring the qualitative aspects of exchange objects.

After this elaboration and conceptual clarification of this delicate matter, someone may ask why do
the Figh scholars prefer the first case to the third one? Keeping the forgoing discussions and these
interpretations in mind, the problem arises from the misplacement of the concept of quality into the
quantitative consideration and that they are treated the same. It is kind of price illusion by perceiving

that the quantity measurement of an object will take care of its quality attributes. Although, majority
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of classical Figh scholars took the price difference of the goods into the account to differentiate
between mithliat and gimiat things ,in their technical interpretations this issue has been completely
neglected. The Figh scholars usually suggest the exchange to take place through intermediate object
as the last resort, that is if either party does not accept the physical equality of the items. However,
the transaction to take place through third item or according to the market rates does not necessarily
imply that the purchaser should go to the market to sell his dates then with its proceedings purchase
the kind of dates he wants. One may argue that what is intended are the human efforts and activity
of going to and back from the market, or exchanging through third items, even though the two parties
know perfectly well the prevailing price of the items. In our opinion this kind of effort or work is not
necessary by itself for the following reasons;

1, One of the basic objectives of .Sharlah is that to relieve the existing burden and
difficulties from the people not to increase it. This is very clear in many verses of the
Qur'an.

ii. In an economic point of view, going to and back from the market by the concerned

parties seems to be an unnecessary cost or activity if the prices of items are fully

known to the concerned parties.
One of most visible wisdom of Prophet’s directives, is to take the transaction from riba susceptible
context to riba-free transaction, it is to remove it from the domain of riba to the realm of permissible
gains. Because, as we will elaborate later on, the exchange of homogeneous goods is subject to riba
while, the exchange of different ones may involve gharar rather than riba what can be acceptable
in former is intolerable in latter. Perhaps, on this ground of assessing the exchange value of similar
objects on the market rates was justifying the case of selling a camel for two camels by the Prophet
(saw). That he referred the price of the sold camel to the market value and then accordingly
purchased the camels he wanted, provided the authenticity of the hadith.

On the basis of this view we can conclude that the objectives of the Prophet's (saw)
recommendations have an enormous and far reaching implications on the microeconomic theory of
value on the light of exchange of goods and the role of market operations in Islam. It is hardly to find
someone accepting inequality in quantity if the two items are the same in quality, but there is every
possibility that an undue quantitative discrepancy may be acquired by either party through quality
difference knowingly or unknowingly and with the satisfaction of both parties. The case of Bilal (ra) -
shows a very clear example in this regard. From these elaborations we come up with the second
axiom of riba,

Riba in a qualitative perspective Any qualitative divergence of exchange items of the same

species, which have not been compensated by the concerned party may constitute an element
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of riba.

Since the ascertainment of quantitative equality is used for internationally accepted standard units of
measurement, i.e., kg, meter, liter, minute etc., which can manifest easily a certain given magnitude
of quantity depending on the nature of the good or service. The crucial question which remained
unanswered and which generally the contemporary Islamic scholars have neglected to address its
importance may be, how can an ordinary person judge the equality in quality of two items of the
same kind? The answer of this question in the light of the existing authentic Islamic guidelines and
in fine with our above discussions, will be elaborated in section 4.5 of this chapter, But now we turn
to the legal consideration of the issue in the context of loan transaction to see how the above two
principles are essentially an integral part of the prohibition of riba.

4.3 INTEGRATING PRINCIPLES IN THE CONTEXT OF LOANS

Keeping in mind, the above discussions related to the role of these two conditions, i.e., quantitative
and qualitative equivalence in sale transactions and having sorted out the above difficulties and
misconceptions about the basic message of these fundamental principles we may now analogously
itlustrate how these two principles are employed in the loan transaction by the Islamic jurisprudence.
Although as we have seen above the Islamic scholars have ignored the concept of quality in sale
transactions for fear of riba, they intensively incorporated it in the context of a loan, so the task of
exhibiting the scope and the functions of the above principles seems to be a relatively obvious and
easy exercise. The manifestations of this fact appears from the nature and meaning of a loan, the

essential conditions for loan transaction and the prohibition of advantage that may be derived from
a loan contract by either party.

4.3.1 Nature and Meaning of a Loan in Islam.

The term al-gard literally is to cut off. Qaradahu means he cut off for him a portion to be required
or compensated for it, Alwi (1994, p.117). It is what someone puts forward or gives to another, in
order, to receive it back later, Mutrik (1414 H, p.33). Technically, a loan is a thing that to be paid of
which its similarities are received later on, in other words, it is a specified contract of giving payments

of money to someone with the intention of its repayment in similar.?* And in legal context it is defined

a1

E. W. Lane, Arabic English Lexicon. Vol. II, p. 2515
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as a contract whereby one of two parties transfers or passes the ownership of a definite amount of
his property to the other party, so that the other party returns to the lender what is equivalent thereto
in respect of quantity, kind and description other wise, gives its price, Nabil Saleh (1992, p. 46),
In Islamic law, it is a contract by which the lender transfers something to the borrower in return for
the latter's liability to give back the same thing, or its equivalence, or price/value in the market. Thus,
loan transaction in Islam 1s not motivated by profit-oriented drive, it is not for investment by nature
in lender’s perspectives, it is only as we have seen in this definition a temporary inter-temporal
exchange of economic means to meet temporary discrepancy between human needs and available

economic resources, 1.e., income, goods and services.
4.3.2 Necessary conditions for loanable object

The dominant view in Figh literature shows that the loanable property should be one of mithliyat -
those assets which have standard similarities in each respect. This condition implies that the object
of a loan should be an asset which its individuals have no difference in exchange value, such as
currencies, industrial products which have standard measurement and absolutely identical things®.
Therefore, the loan is not subject to gimiyat (things which have no similarity, i.e., animals and
properties’houses etc.) for their impossibility of knowing its similarity or its market price. Hence, the
permissibility of a loan is limited to those properties which are mithliyat (equivalents) in qualitative
respects. In this connection general Figh opinion is that lending is permissible only in liken things
(mithliyat)®  Tbn Qudama [(d.620H.) 1962, p.53) expressed in Al-Mughni that all those
knowledgeable people are agreed on that the loan is permissible only in those goods or things which
have similarities (smithliyat) in equivalence in quality and quantity with the same standard unit of
estimation, i.e., measurement and weight and there is an obligation to return the borrowed thing itself
or its equivalent. Hanafi jurists stressing on this point, recommended that in lieu of avoiding any
dispute in value, the reimbursement of loans must be strictly similar or identical to the principal. The
subject matter of gard should be precisely the same, with the same standard unit of estimation by
measurement, weight, number and characteristics.

There are two conditions for this purpose: (I) a standard unit of estimation and (i1) a standard
similarity in attributes of the two items. As a result gard is not applicable to any commodity which
has no similarity at the place of payment. While Abu Hanifa is very strict about this condition even

1

Al Mausu'at al Fighiyah, the word Qard. vol.33. p.119.
Ibn Abidin, Radhdhi Al Muhtar, vol.3, p.173.
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if payment of the like thing become difficult, al-Kasani {(d.370 H.)1982, p.395)}. According to
Hanbalis in case of the like not being available, the borrower is indebted to the extent of its market
value, irrespective of its fluctuations.”* To Malikis, the borrower has two options either to return the
like (al-mithl) of which he borrowed or the very property lent by the lender, provided it has kept its
essential features intact. If this proviso is not fulfilled and the borrowed article undergoes
transformation, then the borrower is under obligation to repay the like (al-mithl). There are two views
of Shafi’i scholars on how to discharge the contract of a loan. One opinion suggests that it is
acceptable to give back the value rather than the like. While the other recommends that the borrower
should give back an article similar to the object of the gard in characteristics and appearance.” But,
if the borrowed article being currency which becomes obsolete, he should return the value nearest to
the original available at the time of claiming back the debt.

From these discussions in the treatise of classical jurisprudence with respect to the conditions
of loanable properties and the liability of the borrower to the creditor may be summarized. The existing
literature on this issue reveals that the obligation of the borrower is to return to the lender the
equivalence of the borrowed property or its price, no more, no less, on the basis of the Qur ‘anic verse
“But, if you repent you can have your principal neither should you commit injustice nor should you
be made injustice"(2:279). For instance, if the borrowed property is fungible (mithl) such as wheat,
barley, gold and silver, the borrower must return the equivalent of the borrowed property which is
similar to that in all qualities, regardless of the increase or decrease of exchange value or market price
in contrast to the time of borrowing. This is the case in all things of industrial products or produced
by the same factory under certain specified standards, i.e., dishes, processed food items, electronics,
etc. If the borrowed property is non-fungible (gimi) such as animals, then its market price must be
returned. This is the general view of classical jurists in all schools of thought. But whether the
borrower must pay the price of the thing when it was borrowed or its price at the time returning it,
seems to be an unresolved issue. The criterion for dividing the commodities into fungible and non-
fungible may be important to be noted in this context. However, this division is treated, although it
has no origin and roots either in the Qur'an or the ahadith of the Prophet(saw) and it has been
underlined by Islamic jurists in order to facilitate the discussion about the claim of the creditor, Nail
Saleh ( 1992, p.43). Any how, this division seems to be dynamic, changing overtime with the éhange
of standardization of economic goods. For example, clothes were gimi in earlier period but now the
industrial revolution and computerized standards have changed them into mithii.
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4.3.3 Prohibition of a Loan that gives rise to Advantage

The strong emphasis of Figh scholars on the necessity of the similarity between the principal lent and
its repayment is actually based on the Shariah principle of rejecting any advantage being stipulated on
the loan contract. In Sunnahh we find the Prophet (saw) stated "Any loan that brings about advantage
(manfa’a) is riba"® He also said “O, Every riba of jahiliyya is abolished, for you, the principal of
your assets, you will neither wrong nor you will be wronged”, [Abi Dawoud, p.219]. The Figh schools
have a common opinion on this matter which should be better to mention here in brief, For Hanafis
a gard should not be in principle, intended to provide the lender with any advantage stipulated in the
contract for that deems it to be riba.’’ Hanbalis asserts that gard is a charitable act and it should
remain so, if an increase, whether in quality or in the quantity, 1s stipulated that would alter the
objective of gard. For the adherents of Maliki school, it is unlawful that a gard agreement should
stipulate conditions to the lender’s advantage, such as lending defected wheat with the proviso that
a commodity of good quality will be given back or accepting a gift from the borrower in connection
with the loan contract. According to Shafi'i school, a gard which gives an advantage to the lender, i.e.,
giving back more in quantity or a better quality, is unlawful **. Ibn Munzir writes that they (/igh
scholars) agreed that the loan once stipulated that the borrower to increase or pay a gift and the
borrower accepts that, this increase or benefit which the lender is to receive is riba. Ibn Qudama, Ibn
Hazm, and others also held the same view. Mutrik (H.1414) has observed that there is a complete
consensus of Muslim scholars on the prohibition of loan on riba (increase or addition), without any
contrary opinion throughout Islamic history, except negligible voices in post colonial era.

4.4 AN INTEGRATED CONCEPT OF RIBA

Having seen the textual analysis of the basic message of the Prophet's recommendations related to the
sale and loan transactions, we find that the significant relationship between these two riba-stained
transactions is very clearly observable. Abstaining from riba element while conducting these particular
exchanges of the same species, necessitates a careful observations of similar rules this transaction is

the basic sources of riba. Departing from the traditional classifications of the subject into riba al-fad!
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and riba al-nasi'ah, this understanding gives us al general integrated view of riba doctrine with strong
logical foundations and Figh consistence. Before elaborating the rationale of this generic view, we
summarize the common principles applied to this particular kind of sale and loan transactions, the
conformity of this interpretation with the literal implications of riba . Consequently we reconsider the

basic effective iflat (reason) of the prohibition of riba in order to analogously extend to this category
of transactions.

4.4.1 Common Fundamental Principles

Examining the above discussions, we realize that these two transactions are actually the same in both
spirit and substance. Both of them constitute a special kind of exchange, which, when it is to be
conducted, necessitates the transaction to take place in equal balance and absolute equivalence in terms
of quality and quantity. In this respect the concept of exchange implies to both the exchanges of
different goods as well‘as to homogeneous ones. For what is inherently characterized in the nature of
exchange is that two goods are given one for another and nothing more. Therefore, as for established
linguistic usage of the terms ‘exchange ‘ conveys, the transaction in which the same goods are given
one for the other irrespective of the time element involved. This transference of the same good, is
considered as an exchange, in its broad sense both in the common usage of the term or in jurists’
technical interpretations. It is noted in al-Muhalla that riba does not occur except in three cases:;
sale, loan and credit transactions (Salam, Mu'ajjal, etc) and there is no difference among scholars on
this point, because, the Shariah injunctions included only these. The author of this book further
elaborated this point and mentioned that the difference between sale, Salam and loan is that the sale
and Salam takes place in two different things or in a thing for its kind. But, the gard does not take
place except in similar things.* In this sense, the loan transaction represents inter-temporal transaction
or credit sale, while the immediate reciprocal transference represents its spot form. In the context of
exchange of identical species, we see that both sale and loan transactions are subject to certain common
conditions which must be observed for avoiding a riba element. To consolidate this idea ,we emphasize
again the common essential conditions for fair transaction of loan and sale in homogeneous kinds or
the same species are as below:

a. Quantitative equivalence: Both exchange items must be absolutely equal In
magnitude, according to a common standard unit of estimation.

]
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b. Qualitative equivalence: The exchange items must be mithli items which are
completely identical, having common standard similarities
C. Assessing the equivalence through market: If the above conditions are not fulfilled

due to the existence of difference in terms of quality, they should be evaluated through

their market ratio or exchange value and accordingly the contract be settled..
Without going into details, the practical similarity of sale and loan in this respect is pointed out in the
current literature, Muslihuddin (1974, p.1). Homoud (1985.p.94) noted that as far as the reciprocal
possession of exchangeable items is concerned for avoidance of riba in selling of identical goods,
except in the cases sarf (gold for silver), the problem becomes simply nomenclature not more, for
there is a possibility of switching the operation from calling it sale to a loan, so long as the discharge
of the liability is equal to the principal sum. To Shafii this kind of transaction is valid and it would
constitute neither increase ( riba al-fadl) nor delayed payment (riba al-nasiah). In this context, al-
Misri (1987, p.5) also extensively elaborated this point in order to prove the harmony of their central
message. He asserted that the prohibition of riba in sale i.e., gold for gold, or wheat for wheat etc,
with increase (in quantity or kind or ) equally applies to the prohibition of riba in loan. As he argued, |

riba in this sense, is trading of loans. Thus, the traditions of the Prophet (saw) are sufficient by
themselves alone, for the prohibition of riba on loans.

4.4.2 The Common Effective Cause of Riba

This apparent phenomenon of homogeneity in exchange items is considered as the common effective
cause of riba in both cases of sale and loan transactions. The condition of similarity in kind, or the
exchange items being same species or genera constitute the central fundamental reason and il/at for
the existence of riba in the business transaction. Other criteria mentioned by the classical Figh scholars
such as: being monetary, foodstuffs, storable, needed for nourishment, or estimated with the same
standard unit of measurement, i.e., volume, weighing and counting have no separate significance or
economic implications, but, they are part of this major criterion and mainly they reinforce this principal
criterion or they are simply the common features of the six items mentioned in the principal hadith of
the Prophet (saw). For riba being part of devouring a property of people in vanity, i.e, theft or
robbery, it is not confined to food, particular commodities or monetary items. But, we find the general
agreement among majority of Figh scholars that any valuable object that can be used for transaction
1s subject to riba. And all standard units of quantitative methods of measurement merely serve as the
indicators of the discrepancy in either scale rather than to be the underlying reason of the excess.
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Moreover, we know that many things which were to be estimated in measuring or counting in the past
are now estimated in weighing. Therefore, these criteria cannot independently determine the nature of
riba, but they may represent for certain features of the basic i//af of the prohibition.

It is juristic prerequisite that the illat should be based on hikmah without which the extension
of a rule through i/lat has no meaning, While the hikmah of the similarity \ homogeneity of exchange
itemns is glaringly clear, the different kinds of illar arrived by the classical /igh scholars in the case of
riba al-fadl may not serve the objectives and intended purposes of the rules of Shariah. The criterion
homogeneity in origin of exchange items has important distinctive rationale to explain the wisdom of
the prohibition of riba and permission of profit. This concept serves as the guidepost of differentiating
between the most important basic economic elements of our concern, i.e., profits and riba. Hence the
criteria of similarity and dissimilarity or homogeneity and heterogeneity have a very tremendous
economic implication in whole business and financial activities. From the discussions of classical jurists
and in cooperation with the literal usage of the term riba, it may be very obvious that the common illas
- the effective underlying cause of riba prohibition - to be the similarity in kind of exchange items. The
majority of Figh scholars are of the view that the principal underlying reason of the prohibition of riba
is based on the similarity of the exchange goods. Ibn Qudama [( d.620H.) 1962. p.58] asserted that
all knowledgeable people from whom we learned are in a consensus on that riba al-fad! does not exist
except in 1dentical species (the same jinsi). Therefore, the basic illar of al-fadl arises from its
association with selling something for its same kind. According to Homoud the similarity ( in kind) and
al-maliyya (being economic good) constitute the effective reason of riba. So any financial item which
has sinularity in kind, if it is sold for itself or its same kind with increase it would involve riba. Among
the diverse juristic analysis of the issue Ibn Sereen’s criteria best suits to our proposition. He stated
that “the similarity of the specie is the effective cause of riba and all that are of the same kind is
vulnerable to riba”. This general critera covers every fungible or non-fungible property or any
economic good, i.e., cloth for two clothes, camel for two camels or egg for two eggs. This view is
followed by Abibakar al-Awdhani of Shafi' jurists. Said bin Jubair also opined nearly a similar view
saying that "every object which their benefits are closely related their direct exchange is not allowed,"
in other words ..."they must be equal in exchange."™ However, the economic application of this
reasoning remained unexplored and dominated by various juristic considerations. Despite its isolation
in the sale context Figh scholars have recognized its relevance to loan transaction. Imam Malik noted
in his Mudawana that "any thing you provide in a fixed term and you were paid back with an additional
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amount is riba" *' Ibn Rushd also expressed that it is not lawful (exchanging) one thing for two of its
same kind in all things" ** According to Ibn Taymiyya "It is the consensus of scholars that he (lender)
has no right to stipulate excess (over principal) in all properties or assets."”

Some one may raise a common question and ask, then what is the motive of conducting this
kind of transaction that is devoid of any economic benefit to either party?. In fact ,the basic deriving
force is to gain benefit or advantage but, on what ground? Probably there are two feasible factors
through which an extra advantage may be generated out of this transaction namely; (I) through
qualitative differences of the exchange items, this is the case of trading directly the same kind of goods
but with different qualities, i.e., good dates for bad dates (i) through inter-temporal discrepancy of
needs and resources , that is the lack of adjustment of income and expenses. Ibn Qayyim observed this
reasoning and explained it in the light of historical evidence “when they (Jahili, Arabs) sell dirhams
for two dirhams they do so for the differences in their kind i.e. in their qualities, minting characteristics
or weigh etc. Or they do so in preferring for immediate advantage in it to advantage in future and this
is real riba."* Given these two natural situations there is human tendencies to make profit out of these
discrepancies. And Islam is clearly teaching that the transaction in the same goods are not subject to
generate profit and any additional value over and above the onginal amount acquired by either party
through this process is considered to be riba. Therefore, with these findings from our enormous Figh
heritage and abundant contributions of the great Islamic jurists, we come up with he conclusion that
the similarity or homogeneity in identity of the exchangeable objects is a universal criterion or rationale
(illaty which analogously applicable to all kinds of economic goods.

Imam Malik, Mudawanah, vol 4, p.25
Ibn Rushd (grandfather), Mugidimar, p.507
Ibnt Taymiyya, Majmu'al-Fatawa, vol.29, p.535
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As this diagram demonstrates, despite the fact that Islamic jurist have discussed the effective
cause of the prohibition of #iba in two separate context of monetary and food items, but vet
the have a common view on one point as the basic criterion for identifying the cause of riba,
1.c., similarity in genus or specics of exchangeable objects.

4.4.3 Essential Conditions for the Similarity

The term mithi in general consists of a thing whose parts are equal in price or equal in exchange value
which implies that their qualities are the same or very close to each other so that there may not exist
any considerable quality difference, while gimi in contrast consists of a thing which its parts fetch
different market prices that is each individual elements is different in quality from the rest. Thus,
according to the general comprehension of [“igh injunctions, the notion of similarity necessitates two
important aspects of the exchangeable things. Firstly, homogeneity/identity in kind or genus, which
implies the similarity of species, origin or purpose of their use. Secondly, equivalence in value, that
1s their market price should be absolutely equal. As far as the first condition is concerned, it is very
clear from the examples given by the message of the Prophet {saw) gold for gold, silver for silver,
wheat for wheat, etc. The Figh scholars also have extensively elaborated the subject and established

a common understanding about the similarity. According to them two species are deemed to be similar
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if they belong to one genus, the same origin(Shafi'1) ** and have the same specific use or bear the same
name,’® (Hanafi). The purpose of their use is specifically emphasized even though the names of the
ongins of the species are different., 1.e., different parts of a given animal belong to different genera (i.e,
fat, meat etc.) when they are needed for different purposes (Maliki)*’. | '

Although the second condition of similarity seems to be relatively less familiar compared to the
first one, the concept of similarity in the context of price or exchange value exists in the Figh literature
and as we have seen in the earlier discussions of the definition of mith/, Figh scholars expressed that
the term mithl implies "equality of the parts of a thing in price” it pertains that each part of a thing is
equal tn price to every other part of the same thing. Some of the great Islamic scholars namely Ibn
Taymiyya, Ibn Qayyim, Imam al-Ghazali, Abi Yusuf and others, studied the matter seriously and came
up with profound conclusions that "The difference of prices prohibits the similarity.” In other words
where there is a price divergence there is no similarity. Ibn Taymiyya insisted on this rule in the context
of money which depreciates in value arguing that the two valuable things can be alike only if their
prices are equal, but with deference of their exchange values, there is no similarity."*® Hence, al-Khalifi
deducted this understanding from the classical juristic view of money and values that the absolute
similarities or alikeness of things necessitates (1) similarity in features (essential charactenistics that
determine its kind or genus) and (ii) similarity in monetary value or price, Tahir Khalifi (May,1998,
p.61-65). So, these two basic elements determine the similarity or alikeness of any two commodities
including monetary units.

4.4.4 Literal Correlation of Riba and Charity

The above interpretation conforms with the literal meaning of the word riba which shows, growth of
the same thing, analogous to that growth of the living animals and plants. The root of the term from
which riba is derived is used in the Qur'an twenty times and the actual word riba is used eight times
where the linguistic usage of the term holds the following meanings to grow on its own accord (22:5),
to increase (30:39), to swell (13:17), to be greater and bigger in power (16:19). All of which appear
to have the same common connotations of growth increase or excess in respect to quality and quantity,
Abdallah Saeed(1996, p. 40-48). In this senses, the term riba manifests its scientific usage in Qur ‘an
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and Sunnah which has no parallel or terminological substitution. Its actual nature may be grasped from
the technical correlation between the supposed growth of riba and the actual increase of charity . This
meaning is derived from the grammatical derivatives of the term in the Qur ‘an “Allah deprives riba
from all blessings and increases (yurbi) charity in many fold”(2:276). The word yurbi is used in the
growth of charity so this indicates that riba is a technical term applicable to both the increase of charity
and prohibited financial riba. Examining both cases in the context of loan transaction. Allah (swf)called
the charity loan deposited with Him which increases in manifolds by His will, and who creates its origin
creates its increments.* But as we observe in this worldly life, non-living things do not grow. For
instance gold and silver being matter have no power to increase or expand. For the common sense, to
lend a given amount of gold does not increase its size or quality that can consequently entitle for the
lender to claim more than his principal. As natural laws dictates, we cannot create matter and energy
or destroy them, but we can only transform them into more useful form. This meaning is glaringly clear
in the Qur’amc verse “that you give as riba to get increase (/iyarbuwa) from the people’s wealth
increases not with Allah”(30:39). That is, what you provide of financial assets in ribawi investment
procedure, in order.to get returns from people’s wealth is contradictory to the universal physical laws
laid down by Allah (swr), so this process will never fetch a legitimate growth of capital or return.

Thus, an important point is that to assume the financial assets when they are lent or exchanged
in their similar kinds would increase their quantity or value, is to claim a power of creating something
out of nothing and perhaps that is one of the reasons for why riba activity deserves a war against Allah
(swi). For riba process, at least, is a kind of waging war against universal natural rules. And owing
to this it is frquently, bound to economic crises and inherent instability. This is the message which can
be derived the Qur ‘anic verses usually correlating the two concepts.

4.5 PRINCIPLE OF ASSURANCE AND ASCERTAINMENT (YADAN BIL-YAD)

In the previous textual analysis we have mentioned three principles that constitute the fundamental
requirements for abstaining riba al-fadl, whereas we have thoroughly elaborated on the first two of
them such as the quantitative and qualitative principles of equivalence. However as we have briefly
pointed out the fulfilment of these two principles necessitates ascertaining and assurance through a

Aisha (ra) reported that the Prophet (saw) said “Verily Allah (sw() aceepts charity only which is good and He
(Al!ah) makes it 1o grow (tarbuwa) for its owner as one of you rears to grow his voung horse or a seedling
unul a fugmah (mouth fill) ms like the mountain of Uhud” According to another version of the same source

the Prophet{saw} said "It (charity) increases in the hand of Allah or arm of Allah (swt) until it becomes like
{ihud. give charity”, ( Muslim and Bukhari).
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standard unit of quantitative measurement and through inspection and standard specification of the
qualitative aspects of objects. After, the reconstruction of the above integrated view of riba doctrine.
It is appropriate to substantiate the role of this important principle of ascertaining and assurance.
However, this is not an easy task as it may seem in the beginning, for it is related to a delicate matter
of highly complex concept. That is comprehending the rationale of the condition of "yadan bil yad"
mentioned by the Prophet (saw) in various similar phrases has been one of the most challenging issues
of Figh literature throughout the Islamic history and as the blocking stone in the way of understanding
the true nature of riba doctrine. The misconception about this axiom puts a lot of difficuities in
practical financial transactions. Most of the contemporary writers on this topic ask a typical question
why would anyone like to exchange equal quantity of the similar counterparts and on the spot too?
Why are exactly the same things and their immediate reciprocal payments are essentially required?
Although these and similar logical inquiries have been frequently expressed by the readers of this
subject, but unfortunately, neither Shariah scholars have reconsidered the issue nor Muslim economists
have come up with convincing propositions or practical solutions. A recent work of Sayyid Tahir {
1994, p.13) on riba al-fadl, is perhaps the first of its kind as a serious attempt of working out this
obscure and conceptual complexity of matter. It suggests that the deferment of payment or delivery
does not automatically amounts to riba, for this spot restriction is imposed by the Prophet (saw) also
on the heterogeneous exchanges in all the six items as well, although he left the rates of exchange or
trading ratios of these items to the discretion of the concerned parties. Then the question is what is the
significance of this axiom of spot restriction? It is suggested that the original ahkam of Shariah
related to this matter is to close the doors on accidental landing into riba by requiring observation of
this restriction. However, as we have seen this condition is not simply optional or complementary, but
an independent principle and a practical way of avoiding committing riba mainly in qualitative aspects
of things. The section is basically devoting to sort out these conceptual problem and discuss its
following dimensions; the significance of the principle and its juristic and practical meaning on the kind
type of transaction and delivery of trading items. It will also focus on the role this principle on the
basis of economic relation of exchangeable items, ie., homogeneous and heterogeneous kinds,
according to this the main function of this principle will be elaborated  Then we summarize the main |
concluding findings of this juristic reconstruction of the theory of riba and its economic implications.

4.5.1 Asa Method of Inspection and Supervision

The importance of this principle can be hardly emphasized. Practically, it holds a comprehensive
applications to all financial transactions. The role of inspection and specification which according to
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this interpretation, stands in the context of traditions of the Prophet (saw) for the clause "hand to hand"
or "give and take," is applicable to all business transaction. In general the meaning of hand to hand is
conceived to imply that the transaction is to take place on the spot and be completed at the same
session. The Prophet (saw) ordered the Sahaba (ra) to strictly observe this condition irrespective of
whether it was, for example, gold for gold or silver for gold. As we have noted above classical Figh
scholars have taken-an extreme position on it, where some of them regarded it riba "al-yad" as a
separate division of #/ba®® which according to them, suggests that any time lags that intervenes before
the delivery of either consideration contains riba. The central idea of this restriction is that the objects
for exchange must be thoroughly inspected and the process should take place under the supervision
of the purchasing party. But whether the inspectidn is to be carried out in ex ant or ex post is a matter
of convenience, what is essential is the equivalence of the object quantitatively and more importantly
in quality according to the agreed standard. In this sense, the inspection is the standard way of assuring
and ascertaining that the given object is exactly up to the required specification. With this

understanding the significance of the principle emerges from its explanatory nature which its absence
has a tremendous economic and legal consequences.

The importance of the principle is clearly obvious in the context of commercial transactions.
It is an obligation on the seller to allow the buyer to inspect the goods prior to entering into an
agreement in order to ensure that they are free from any unknown defect. Such an obligation on the
seller is known as in conventional law as a Caveat Emptor.*' It implies that the buyer after such an
inspection or investigations of the fitness of such goods will shoulder the responsibility of any risk of |
the said sale and purchase agreement. The right of buyer’s inspection is considered in Islamic law as
a part of the general purpose of upholding justice in commercial. This obligates upon the seller to allow
the buyer to inspect the goods prior to entering into an agreement in order to ensure the qualitative
fitness of the object While, the seller is allowed by the secular laws of commerce to keep silent about
the commodity during the inspection, Shariah wants from the seller to disclose any hidden defect he
knows about the concerned commodity to the buyer before the contract. Under this.the seller is
responsible for allowing the buyer to inspect the quality of the good and its conformity with the
required standard not only before the agreement but even after its conclusion. This option is known
as khiyar al-ayb in Figh terminology. Imam Nawawi defines al-khiyar al-ayb in the following words;
"A purchaser has a right of opinion on account of defects in the thing bought of which he becomes
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Shaf’ii School also is of this view, see Mughni Al-Muhtaj.
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aware, only after taking possession, but which existed previously"*

The product is regarded as a defective if it does not comply with the standard of reasonable

safety that a person is entitled to expect”® The argument is based on the tradition reported from Ugba
bin Amir that the Prophet (saw) said: "It is illegal for one to sell a thing if one (seller) knows that it has
a defect unless one (seller) informs the buyer of that defects.” Or in other version " The Prophet(saw)
said A Muslim is the brother a Muslim it is not lawful for a Muslim to buy from his brother a thing with
a defect unless he inform it" { Abi Majja, 2237).
From these discussions we observe that this principle is the standard measurement of the qualitative
attributes for the exchange items. It is the most accurate way to control the quality of the things
particularly when the exchange is refated to two similar goods. With the absence of the standardization
of exchange objects in this situation the only feasible way is through inspection and supervision by
delivering both items at the same session and comparing them. Because, as we have mentioned and we
will again shortly notice that the only feasible way of checking qualitative similarity of objects is
through this method. If for instance, the buyer or consumer orders a specific quantity and quality of
a given good from a manufacturer, he is under obligation to prepare the goods exactly in accordance
with the specifications of the order, if they are not according to the required standard the consumer
has a right to rescind the contract and claim any damages.

4.5.2 As a Method of Specification and Identification

While the spot sale, where both things are presented at the same session of the contract, is less
disputable and its permissibility is generally agreed upon, the sale of an absent thing is subject to
different opinions. The classical [igh scholars held a diverse views of the issue, some of them
suggested that the sale of an absent object is not allowed irrespective of its possibility of specification
or not. According to Shafi’i schools the sale on the basis of identification is not allowed. But, Hanafi
school showed in this respect a liberal view and large flexibility endorsing its permissibility even
without specification, but with subject to inspection after delivery. The buyer in their view always has
the right to repudiate the sale once he is in a position to inspect the object of sale, even if it is in a
perfect conformity with the desc?‘iption which induced the purchaser to enter a sale contract. Although
some of the Maliki jurists also agreed with this view *, but, majority of them opined that the sale of

2 Al-Imam Nawawi, Al-Majmu . Ibid.
s Haward Abbott; Product Risk Management, London, 1992, p.90f
Ibn Rushd, Ibid p.156
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absent goods is permissible only if they are specified as the people of Madina used to do. Ibn Hazm
also held this view. They argued on that what is not known by identification is not allowed because,
it is subject to gharar which is batil.” Nevertheless, to be familiar with the object a prior inspection
is sufficient, provided that the object does not undergo a change after that inspection, that is the prior
knowledge of objects of exchange and its essential attributes is prerequisite for deferred transaction.

In the context of credit exchange, the meaning of the condition of "hand to hand" does not
seem to be confined to its literal context which means physical hand or necessitates the exchange to
take place physically on the spot. There are strong evidences to believe that the basic purpose and
objective of the condition are the identification of the two trading items and assuring the qualitative
similarity of exchange items. Although Figh experts have not explicitly elaborated this point, some of
them have mentioned in their deliberations. Hanafis explaining the 'hand to hand condition' asserted that
what is intended is the specification of the goods to be exchanged, for all commodities, unlike dirhams
and dinars, can be specified ** According to them the phrase “yadan bil yad" does not mean a
condition for physically reciprocal exchange of the things. But as it can imply immediate payment and
"spot reciprocal delivery” it can imply also identification, for the hand is a tool/instrument of
specification and acquisition and the prohibited thing is the addition or excess which is known as al-
Jfad! or a appointment of a delayed right which is called a/-nasi‘ah. So, the spot ( transaction) is not
a necessary condition, as the values of the spot and the specified things are the same.”

Thus, the identifications of the two things and ability of substitution for one to another are
sufficient for acquiring a right on them.*” On the basis of these evidences there is no riba in exchange
of specified articles. The majority of /igh scholars agrees the essence of this view that the prohibited
thing is the estimated excess which is al~fad! and the condition of “yadan bil-yad” as it can imply for
immediate it can imply for specification. To them, this is in line with the clear analogy principle for the
exchange in general is permissible. Keeping in with these Figh interpretations of the subject in the light

of the scope and applications the clause ‘hand to hand’ in business transactions we summarize its
central idea in following table 1.2.
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Table 4.2 The Nature and meaning of hand to hand: Yadan Bi yadin

According to the delivery | The nature and the meaning of yadan
time of exchange items biyadin - the ascertainment principle

Spot exchange Inspection and supervision

Deferred/ credit exchange | Specification and identification

4.5.3 The Role and Implication of Ascertainment Principle

While the principles of quantitative and qualitative equivalence are strictly limited to transactions in
homogeneous goods, this principle of ascertainment covers all kinds of commercial transactions,
irrespective of whether concerned items are identical species or different. This is very clearly stressed
by the Prophet (saw) in his well-known hadith reported by Ubada Ibn al-Samit that the messenger of
Allah said; ""gold for gold, silver for silver..... hand to hand, if these species differ, then sell as you
like. as long as it is hand to hand".** The Islamic jurists devoted to find the reason and the wisdom
behind this condition in the context of the common features of six items mentioned in the text.
However, the extension of the condition of hand to hand to the exchange of different goods has
remained the challenging issue in commercial injunctions. Investigating the problem with respect to the
economic relations of exchange goods we divide transactions into (I) the exchange of similar kinds or
homogenous objects, and (i) and exchange of different or heterogeneous ones.

L Exchange in homogeneous kinds

In the case of exchange in homogeneous goods, we have asserted in the forgoing discussions that the
basic effective reason of riba in both cases (riba al-fadl and nasiah’) is the similarity of goods. We
have shown also that the notion of similarity in kind represents the point of a consensus among Islamic
jurists incorporating all their reasons. Thus, the exchange of a commodities, financial assets and
services for themselves is the nub and kernel of riba. This kind of exchange must fulfill two
fundamental conditions, namely, equivalence in quantity and equivalence in quality, otherwise, the
transaction would not be free from riba. The importance of the principle of inspection and specification

in this context is self explanatory for its basic function of taking care of preventing riba. In case, there

8
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is no standardization of products, i.e., gimi things or people have no confidence in the similarity of their
quality states. There should not be direct exchange without referring them to their market prices and
accordingly be exchanged. Therefore, we may conclude in these elaborations that in this, inspection
which necessitates spot exchange is the only way of avoiding riba particularly if there is no standard
uniformity of the concerned items. If after supervision and inspection, one detects that the condition
is unsatisfactory, the exchange value of the object must be taken into consideration of market price or
through intermediating with another kind of object for assessing their qualitative difference. This is so,
because naturally objects express their exchange values not against themselves but against each other.
That is perhaps why the Prophet (saw) stressed on this point in particular expressing that as Said al
Khudriyi reported "Do not sell gold for gold except when it is like for like, and don't misappropriate
one through the other... and do not sell absent things for those that are present."*,

However, if there are standardized goods, i.e., industrial products, currency, which are
absolutely similar in characteristics, the speciﬂcations and accurate descriptions of intended items can
sufficiently serve the role of inspection and supervision. The inspection or specification in this context
is designed to serve as a means of preventing riba. And there may not be any riba involved through
spot exchange or standard description. Perhaps the implications of the hadith of Usama and the view
of Ibn Abbas implies this meaning "There is no riba in that which is delivered in hand to hand."* In
another version the Prophet (saw) said; no problem what is in hand to hand, but what is in nasiah' is
riba"*' These ahadith imply that the transaction contract in exchange of the same kind of things

without ascertaining their similarity is most likely associate with riba particularly in the age of absence
of standardized industrial products.

IL Exchange in heterogeneous items

Another very important role of this principle of ascertainment, as we have mentioned earlier, is that
it applies to exchange in heterogeneously different goods as well. The hadith of the Prophet (saw)
stated that "if these species differ, then sell as you like, as long as it is hand to hand."* While in
this case the quantitative difference is not important, but yet the requirement of ascertainment condition

is highlighted in the context of trading dissimilar objects. In traditional Juristic treatments, the meaning

H

Agreed upon by both al-Bukhari and Muslim
Muslim, vol.5, p.50
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of this clause is taken for granted in its literal context and /igh scholars have extended the scope of
riba broadly to number of normal trade transactions according to their various considerations. It is very
important to keep in mind the fact that to require the presence of the subject matter and the payment
of the price at the same session is undoubtedly the safest way of dispelling the perils of riba and
gharar altogether. Putting this with the main themes of our deliberations in this chapter, we submit that
the role of ascertainment is not to take care of riba, in case of the exchange in different goods, for this
kind of commercial transaction is not subject to riba, but to exclude another undesirable factor In fact
the major factor after riba which Islam has prohibited in the context of exchange or financial
transactions is gharar. And like riba, the safest way of gharar would be to have the exchanged counter
values in hand to hand, in order to inspect them and decide whether or not to enter the contract. Thus,
the actual presence of the subject matter and knowledge of the prices at the meeting of the contracting
parties dispels all elements of uncertainty {(gharar or jahala) which guarantees that neither of the
contracting parties is assuming on risk with respect to the identification of the subject matter or the
price.

So, the gharar elements would disappear from the contract, if the object for sale is certain in
its existence, quality and quantity and it is possible for the seller to deliver in a fixed period of time,
This is applicable to both object and price. In this context, almost all Islamic schools of law are in a
consensus that the period of repayment in a credit sale should be defined, leaving no room for
uncertainty.>> When either of the consideration is absent at the time of contract, it might come under
bay' ghaib or sale of what is not visible at the meeting of the parties. The Figh scholars identified the
following situations as an indication of gharar irrespective of the kind of transaction (I) imperfect
information regarding the existence of the exchanged counter-values and (ii) imperfect information
regarding the characteristics of the exchanged counter values, or the identification of their species,
quantities, or of the date of future performance if any. Given these imperfections and depending on the
judgement of intensity of gharar that it may involve there are various Figh opinions ranging from
prohibition to permission of seiling what has not been actually inspected or identified by the potential
purchaser. For instance, Shafi’is stand on an extreme position of regarding the sale of what is invisible
at the meeting of the contracting parties as an invalid owing to the gharar it may involve ** They are
strict to the condition of yadan biyadin.

The meaning of this clause in this context, coincides with the meaning of the notion of gabd
(acquisition or possession). Qabd generally applies to the exchange of different goods for it stresses
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on the prevention of gharar. There are several versions of Prophet' (saw) hadith which requires that
the goods particularly foodstuffs should not be sold without actual possession of it. This requirement
has received considerable attention in the scholastic works and writings of Figh experts based on the
hadith of the Prophet (saw) reported by Ibn Abbas "He who buys foodstuffs should not sell it until
he has taken possession of it." Ibn Abbas said "1 think it applies to all other things as well."**. That is
why large number of Figh scholars have maintained with great fiexibility in this subject by opening it
up to the influence of custom and social norms. And it is the fact that the condition of gabd -
requirement is omitted completely at least from two kinds of transactions, namely; the forward sale
(Sadam) and manufacturing contract ( istisna). The exemption here extends to all goods includiﬁg food
grains, on the ground of the people's need for these transactions and the utility they may derive from
it or for their convenience. Kamali (1997, p.95-101) argued that if there is an area where the delivery
1s guaranteed in a way that precludes even the slightest gharar or uncertainty the requirement of gabd
would not have the same meaning where its proper i//at is no longer present. Thus, on the basis of the
above interpretations of gabd and the present vast advancement of communication teéhnology and
banking system, it is very reasonable to recognize the view that customary practice and prevailing
business norms ** havé an important role in determining the manner in which the legal requirement of
delivery in hand to hand or gabd may be fulfilled. Therefore, given the exchange items to be various
in kind or heterogeneous species i.e., wheat for barely or gold for silver, the basic role of the condition
of hand to hand or gabd is to prevent any uncertainty and gharar concerning the seller's ability to
deliver without any disputes. From this above discussions, we can deduct certain fundamental
ditference between gharar and riba in several important dimensions which may be briefly
mentioned below;

(D In terms of their sources; riba arises from the exchange of identical goods or services
manifest as a discrepancy in terms of their quality and quantity or their values. While,
gharar stems from any uncertainty and risk that may associate with an exchange contract
of two different goods or services in terms of the features of the contract or the
characteristics of the exchange object.

(i)  In terms of clarity and assessment; riba is very clear excess and known quantity or
magnitude to both parties. While gharar is uncertain by nature and the magnitude of loss

to either party is not surely known in ex ant, or its assessment may associate with significant
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cost.
In terms of being the object matter of the contract; while in riba contract, the excess or the
discrepancy that arises from this transaction is the object matter and the indigenous element
of the contract, in case of gharar the subject matter of the contract is a permitted thing or
benefit by Shariah, But, its association with undesirable elements of uncertainty and risk or
gharar may change iis legal state.
In terms of permissibility and legal considerations. In riba case, Islam has strongly
prohibited in absolute terms and severely condemned its practice to the extent that Allah
(swr) has declared war against its users, but in the context of gharar, as we have seen above
the situation is totally different, and Islam has shown a considerable tolerance and enormous
flexibility in dealing with gharar element.

Thus, the significant function of this principle on basis of the natural relations of exchange objects may
be summarized in table.1.3 below;

4.6

Table.4.3 The Economic Role of the Principle of Assurance

According to the economic relations | The economic role/function of the

of exchange items principle of assurance

In case of homogeneous goods To take care of preventing riba

In case of heterogeneous goods To take care of preventing gharar |
CONCLUDING FINDINGS

This chapter proposes certain departure from the main dominant thinking in the contemporary
studies and it submits the following concluding findings regarding the essential features of riba;

¢ There is a great feasibility of convergence of riba divisions and establishing a unified
doctrine of riba or comprehensive economic theory of riba in Islam.

¢ This unified doctrine of riba is established on three fundamental principles, ie.,
quantitative qualitative and ascertaining principles.

¢ Riba is excess value that goes to either consideration in the form of a qualitative
difference or time lag.

L 4

The qualitative aspect of exchange items is essential principle for assessing riba and
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ignoring this may lead to real kind of riba.

+ There is no visible riba due to purely an abstract time element if physical excess or
quality discrepancy is not associated with it. There is no riba involved in mere delay of
either consideration, in mutually agreed transaction.

¢ There are no specific ribawi goods, hence every economic good, is subject to riba.

¢ The common effective cause of riba is the similarity or homogeneity in identity of the
goods rather than the juristic view of the common features derived from the six articles
in the ahadith of the Prophet (saw) namely being foodstuffs, monetary, measurability,
storability etc.

¢ The condition of yadan biyadin- hand to hand is purely for.ascertaining purposes. As
this principle practically means inspection and specifications, it takes care of preventing
both gharar and riba from financial transactions.

¢ Consequently the exchange in heterogeneous items irrespective of whether the
transaction takes place on the spot or on credit, does not fall in the domain of riba

The above concluding findings do not only establish a clear cut difference between riba and

gharar, but they also discloses another extremely important aspect of the subject, that is the natural
distinction between riba and profit. We have come to the conclusion that the concept of riba
according to this interpretation is limited to the discrepancy that may arise from the exchange in
homogenous items, while the concept of profit entirely falls in the context of exchange in
heterogeneous ones. Therefore, the concepts of profit and riba are exclusively different entities by
nature, However, the first may be subject to uncertainty while the later is complete certain. And
in this context we may assert that the transactions that generate profit may associate with gharar
according to the terms of the transaction, feasibility of the profit and loss and its sharing ratios.
Because, dividing the exchange transactions into these two ample categories on the basis of their
economic relations we find it complies with the given fact presented by the revealed truth that
"And Allah has permitted sale (profitable transaction) and prohibited riba”(2:276). Thus, profit and
riba must be completely different factors of absolutely separate origins. While exchange of different
goods s trade and hence it is to generate profit by nature, exchange in similar items motivated by
either qualitative discrepancy of the things or by enter-temporal adjustments of ends and economic
means is not subject to profit.

This is what perhaps, the Qur’anic verse of Suret Rim has declared from the beginning and

initial stage of its dealing with this matter that "That you give as a riba to get increase in people's
wealth increases not with Allah" (30:39). As Georg Simmel (1990, p.82) has disclosed in his
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seminal book of The Philosophy of Money a rarely substantiated fact of price theory that "goods
express their exchange values against each other”. However, the objects are completely silent to
indicate their market prices by themselves. On the light of this discussion, perhaps the most
appropriate definition of riba could be stated as "Riba is a unilateral physical increase or excess
of either consideration, in the context of an exchange in similar goods by the virtue of
uncompensated quality and time discrepancy”.

To expose the distinctive nature and economic rationale of this comprehension, the concepts
of riba and profit will be assessed in the light of we will thoroughly elaborate the economic
rationale of these findings in order to reconstruct microeconomic foundations of theories of profit

and riba in the context of exchange economy, time value and risk element and uncertainty as well
as in organizational perspectives.



CHAPTER 5

RIBA VERSUS PROFIT IN THE EXCHANGE CONTEXT

As we saw in the previous chapters discussions, profit and riba possess common features in
nomenclature, which may pose certain complexities on the face of drawing their economic
distinctions. As far as, the literal interpretations of both terms are concerned, we find closely
related meanings; where there is a general comprehension in Figh and economic literature that
both terms are treated as an increase, surplus or excess values [Uthman (1994)]. In the
Islamic terminology riba is seen as an increase or excess over principal or, more precisely,
a stipulated surplus on debt. In modern economic theory, profit is also seen as a surplus or
residual value over contractual payments or simply the difference between revenue and costs.
Even in the domain of risk and uncertainty profit is considered as a surplus amount arises
from the difference between actual and expected incomes. And in the context of their sources,
as noticed in the preceding chapter, there is a general agreement among Figh scholars that riba
1s based on exchange. More specifically, according to classical juristic interpretations riba is
an incremental magnitude or additional value over its original principal stipulated in bay',’
which implies that riba is exclusively based on exchange, Nabil Saleh (1992). Similarly, the
available juristic teachings reduce profit to its literal context as a growth or increase to a thing
by trading. More technically profit is defined as the increase in the value of assets actually
realized in exchange Therefore, both riba and profit fall squarely in the context of exchange
or sale and purchase. On the light of these evidences, it is very pertinent to carry out a
rigorous work on this perplexing phenomenon inquiring for resolving certain fundamental
questions, i.e., to what extend this similarity goes? What is the point of their divergence?
What is the economic rationale of their distinctions? Because, despite these seemingly similar
features we have a given fact presented by the revealed truth that "And Allah has permitted
sale { profit) and prohibited riba"( 2:276). Thus, profit and riba must be completely different
elements and necessarily have exclusively original roots on the ground of this Qur'anic

teachings. The question is what kind of excess each infers and what economic factors
originate each of them?

Sarakhsi, Al-Mabsut, vol.12, p.109..
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In this connection, we try to formulate solid theoretical foundations for some
distinction between the concepts of riba and profits. In this work we propose a departure
from the main dominant view which is in favors of concentrating on riba-interest relationship
versus profits. And we directly focus on riba versus profit. By doing so, we illustrate the
underlying principles of the prohibition of riba but the permission of profits in an exchange
economy. In doing so we assume a competitive market framework, constancy of general price
level, consumer rationality, perfect foresight, and no time value. The argument runs as
follows;

Section 5.1 highlights the nature, scope and importance of the exchange economy.
It explores the underpinning philosophical thoughts of the subject. Section 5.2 presents
classifications of transactions and it provides certain economic assessments on the incremental
value and the concept of counter value in juristic as well as economic perspectives. Section.5.3
is a logical investigation of the economic rationale of riba and profit in consumer perspectives
employing accepted microeconomic laws of utility theory. Section 5.4 examines the prbblem
from trade perspectives and in this context argues that profit may be realized in the form of
cost reduction in production activity and in terms of gain from trade. Section 5.5 outlines the

nature profit seeking behavior and summarizes the Islamic ethical principles which govern
market operations.

5.1 THE NATURE AND IMPORTANCE OF EXCHANGE ECONOMY

Exchange is considered as the central problem of economics which coordinates and adjusts
consumption and production. It is the core concept of the discipline of business activity and
fundamental characteristics of market economy. In this modern world exchange is extremely
important and indispensable to human existence for a simple fact that no one can produce all
his necessaries of life, Viclcrey (1973). Due to the specialization constraint each individual
or group of individuals engages in one type of work or service and every one's needs depend
upon the economic activities of the others. To elaborate the nature and role of exchange

economy we will discuss the meaning and scope of the term exchange and the conceptual
foundations of exchange economy in the next subsections.
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5.1.1 The Meaning and Scope of Exchange

The term exchange in Islamic context is usually transiated as a sale, however, it has a

comprehensive meaning and broader applications than might be commonly thought of. It
covers any economic activity that falls under the meaning of bay’, trades, substitutes,

preference or choice. In practice the act may take place in physical or even in moral sense. In
the context of business activities any contract in which there is an exchange of two counter
values is considered to be bay'. Exchanges of any two kinds of benefits are known as a trade
in Figh context that is in the form of trading utilities, as this in its tangible form is the transfer
of one commodity in return for another or one commodity in exchange for money.

Furthermore, we find that in the Qur’an the terms of sale and tijara are used interchangeably
and in broad implications "these are they who have purchased error in exchange for guidance
their tcjara(frade) has brought them no profit" (2:16). In this connection any reciprocate
activity that involves transfer of one thing for another by mutual consent of the concerning
parties is considered as a sale or exchange. This comprehensive scope of the notion of
exchange is recognized as a part of human interactions rather than its traditional confinement
to economic context as observed by Simmel (1990, p.82) that "It should be recognized that
most relationships between people can be interpreted as forms of exchange. Exchange is the
purest and most developed kind of interaction, which shapes human life when it seeks to
acquire substance and content.” He equated exchange with interaction and accordingly argued
that "every interaction has to be regarded as an exchange including, conversions, affections,
games, or even glancing at another person. The difference that seems to exist, that in
interaction a person offers what he does not possess whereas in exchange he offers what he
possesses, cannot be substantiated. Nevertheless, it is true that interaction is more
comprehensive concept than exchange; however, in human relationships the former appears
predominantly in forms that may be interpreted as an exchange.” In the constraint of that every
individual is a specialist in a given field in order to satisfy his unlimited wants, exchange
becomes the only feasible activity for anyone. In the modern age wants have increased to the
extent that it is practically impossible for a man to produce all his necessities himself alone.

Therefore, almost all our wants are satisfied through exchange. Islam places a great
importance in exchange and encourages it, for exchange as we mentioned earlier generates

income. And it is the major vehicle of increasing real income. Shariah wants people to be

prosperous and to avail themselves of the bounties of Allah (swr), Zarqa (1992, p.93).
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Moreover, Shariah considers the permissibility of this profit generating exchange or trade and
the freedom to exchange as the fundamental rights of each individual's choice. It is the
standard rule which should not be violated except for very clear and justifiable reasons.
Shariah has laid down governing principles of exchange for two important purposes (I) for
increasing the gains from exchange and (ii) for minimizing the costs and unnecessary
difficulties that exchange may face. In this context freedom of economic activities is the
essence of market economy which enables the economic agents to advance their money in
order to acquire more money. Advancing an object for receiving more of it, is generally the
underlying driving force of commercial activities. They can be actually exchanged only when
their respective owners freely choose to trade them and desire so, ruling out any external
regulations.

5.1.2  Conceptual Foundations of Exchange Economy

Looking into the matter from purely objective and impersonal perspectives, provided that the
exchange commodities are economic goods which have their own intrinsic values or utilities,
being objects of different market needs, Simmel expressed that "the fact economic exchange,
therefore, frees the objects from their bondage to the mere subjectivity of the subjects and
allows them to determine themselves reciprocally, by investing economic function in them.
The fact that the object has to be exchanged against another object illustrates that it is not only
valuable for someone, but also valuable independently of him; that is to say for another
person. The objects acquire its practical value not only by being in demand itself but through
the demand for another object. Value is determined not by the relation to the demanding
subject, but by the fact that this relation depends on the cost of a sacrifice which, for the other
party, appears as a value to be enjoyed while the object itself appears as a sacrifice. Thus,
objects balance each other and value appears in a very specific way as an objective, inherent
quality. The equivalence of which we become aware, and in which we develop an interest
through exchange imparts to value its specific objectivity” [Simmel (1990, p.83)].
However, examining the concept of exchange on subjective perspective, it is
considered as a purely human activity directed by satisfying needs and wants through
substitution processes. It is a natural and a part of human nature, one to long for and desire
relatively more what he does not have compared with what he possesses. The consumer’s
desire for what they do not have and prefer those goods and products that offer the most
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satisfaction, according to its performance and particular attributes of the objects meeting their
desires. The underlying basic philosophy behind the exchange is natural human need, which
are beyond the control of individuals such as; unlimited and multidimensional wants, including
physiological needs for food, clothing, warmth, safety etc. and social needs for belonging,
influence, entertainment and affection, as well as the individuals' intellectual need for
knowledge and self expression, which are the basic part of a human make up. When a need
is not satisfied the person feels deprived and unhappy and strives for acquiring the desired
object. It is observed that within coincidence of relative needs and the reciprocal relationship
of exchange items the traded commodities acquire a further social quality consisting in the
equivalence in e;(changeabi]ity of one good for another as a realized value in their actual
exchange. The great philosophers, i.e., Hegel, Simmel etc. also recognized that the
commodity exchange is such that the exchangeability of goods ultimately rests on the
complementary acts of will by which the commodity owners choose to trade what each other
owns. Of course to be exchangeable the goods must have conventional qualities of being
objects existing to satisfy specific market needs, Windfield (1988, p.109).

What then gives the traded commodities both the common quality of exchangeability
in general and specific exchange values are nothing but the mutual acts by which their owners
render them equivalently exchangeable. Therefore, exchange value is neither intrinsic to the
natural qualities of the exchange goods nor rooted in psychological evaluation of them, nor
determined by any thing preceding the freely entered exchange act setting them in their actual
exchange relations of equivalence. "Neither the natural scarcity nor psychological attraction
of the object necessarily mandates its exchange to take place. The socially specific wants of
owners or their reciprocal desire or more precisely their relative demand each others’ objects
are considered as the main determinant factor of exchange. "Windfield (1988) What makes
the commodities exchangeable are the concurring decisions of their respective owners Qho are
independent market agents, free to decide what they need and how they will dispose over their
own commodities. Since, the mutual decisions of their owners determine the exchangeability
of commodities, the origin of the exchange object has no effect on what exchange value it may
bear. Its market exchange values remain the same, regardless of being it a gift of a nature or
manufactured article as long as its owner offers it in trade and some other market agent agrees
to give another commodity for it. In this connection the market forces of supply and demand
happens to disregard the costs of the goods and services. Monetary value is simply the

measuring rod of the exchange value that expresses the proportional relations of goods and
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services, but actual exchange is dictated by the human desire and free will of the buyers and
seliers provided that they behave rationally. However, this seems to be an objective beyond
the control of human capacity.

Economically progressed societies try to find or develop objects that will satisfy their
needs, while, the poor people try to reduce and depress their needs to what is available. The
need takes in the shape of human wants according to people’s culture and individual
peculiarities. Since people have almost unlimited wants but limited resources they will choose
those goods which will give them the most satisfaction from the attainable resources through
exchange. In general the individual who wants to acquire the products in the market has only
the following options: - (I) he can produce by himself self production, (ii) through coercion
or stealing it, (iii) through begging and get as a charity, or (iv) he can offer some resources
such as money, another product(s) or service(s) for the desired good that is through exchange.
In fact out of these four ways of satisfying needs, exchange has a great deal in its favor,
[Lomer et al (1983)]. People do not have to prey on others or depend on alms from others nor
do they produce every thing necessary, regardless of ability and skill. They can concentrate
on producing things that they are efficient in their production and trade them for the required
items produced by others, Through this, the society ends up producing a greater total number
of products. When the human want is accompanied with ability to acquire the desired object
in other words when wants can be transformed from mere wishes to practical implementations,
it is known as demand.

Assuming the product or commodity is any thing that has usefulness and offered to
a market for acquisition, use, or consumption that may satisfy a specific want or particular
need, then exchange is the act of obtaining a desired object from someone by offering
something valuable to the other in return. Hence, a voluntary exchange to take place five
conditions must be satisfied namely (a) there are at least two parties (b) each party possesses
something that may be of valuable and desired by the other party © each is capable of
communication and delivery (d) each party is free to accept or reject the other party's offer
(e) each party believes, it is appropriate or desirable to deal with the other party in trading.
These conditions set up a potential for exchange whether exchange actually takes place or not
depends upon the parties coming to an agreement. If they agree and conclude the deal
according to this frame work, in general, the exchange leaves ail of them better off (or at least
not worse off in either party) because each one is rational free to accept or reject the offer.

In this context the relationship between Islamic Figh and economics of exchange
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theory goes to the heart of economic theory in Islam. It is this issue which is the very central
point of the economic theory of markets and prices. The fundamental concept of earning
additional income or incremental value in general is based on exchange. According to Figh
scholars profit is a justified increase which is usually generated by exchange of two goods
while, riba occurs either in a thing or a commodity to be returned with an increase; or in
unjust\inequitable exchange of one commodity against another with an increase in either
consideration. Without repeating the discussions of jurists' interpretations which have been
thoroughly reviewed and elaborated else where in chapters two and four it is important to note
that the most precise understanding is presented by the great jurist, al-Imam Al-Sarakhsi in his
book Al-Mabsut, which seems to be carefully devised and comprehensive one. From the above
discussions of the subject we may derive certain important points which establish the
fundamental frame work of our investigations for the nature, origin and economic rationaie
of the concept of incremental value. Briefly summarizing the juristic studies of the subject of
riba and profit the following three points are significantly relevant with our investigation of
the theory of excess value: these (a) incremental value originates from sale or exchange this
value is considered as an exchange phenomenon (b) it is a discrepancy of initial and final

values of the same kind of a thing © the excess value (riba) has no counter value while profit
naturally entails its equivalence.

5.2 EXCHANGE PATTERNS AND THE SOURCE OF EXCESS VALUE

Since profit is simply the difference between the revenue -the price of sold goods and its cost,
it is an excess or surplus over the original principal, generally all Islamic scholars consider
profit as the result of cornmercial activities or increase by trading as they defined it. Exchange
is the transfer of one commodity in return for another. It may be exchange of one commodity
for another commodity as barter system or one commodity in exchange for money or even
money for money, i.e., sarf transaction. In this economy there may be various motives for
exchange depending on the nature of the commaodity, available contractual arrangements and
perhaps the relative needs of concerned parties. The main driving motives of exchange may
be, (1) exchange of one good for a particular one, (2) exchange of a commodity for money,
(3) exchange of money for more money. In this section we outline several classifications of
exchange and their operational scope, unlike the traditional divisions of listing all Kinds of

transactions we divide them in three ample categories on the basis of a time horizon, the nature
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of exchange objects and economic relations of exchange objects. On the light of economic
relations of exchange we investigate how physical incremental value emerges out of their
reciprocal transactions and in this connection we assess the economic realization of additional

value/ income out of physical transformation of goods and services.
5.2.1 Patterns of Exchange Transactions

Exchange in its broad sense may be divided into three ample categories according to; (A) the
time dimensions that it may involve in, i.e., spot and credit transactions (B) the nature of
acquiring the things for exchange whether it is continuous or discrete form, i.e., sale of goods
or sale of services and ijara and © the relationship between the exchange items, i.e., identical
or different. According to Ibn Arabi tijara or trade involves exchange of commodities
(including money) for commodities. The types of bay' vary according to the nature of wealth
or commodities or in the sense of the usufruct to be derived from the exchange goods. In this

context we may summarize each category and its subdivisions.

A. According to time perspective

On basis of the time dimension exchange is divided (I) spoi transaction and (ii) credit
transaction, regardless of the relations of the exchange items whether the two items are

identical or different and irrespective of the nature of exchange objects goods or services

I. Spot transaction patterns

This category of exchange implies transaction of material substance for another. It is
immediate exchange of give and take without any delay in either consideration. That is
exchange of one commaodity or money for another commodity or money at the same session,
which is generally known as spot exchange or tijara hadira in Qur'anic terminology regardless
of being barter or money economy, i.€., goods for money or money for money which.a pure
monetary exchange (sarf). This kind of exchange does not involve time. Therefore, unlike
credit contracts, spot transactions may not require for reducing them in written or keeping
the record of its documentation. As it is clear in the following verse of the Qur'an "Disdain

not to reduce to writing ( your contract) for a future period, whether it is small or big: it is
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justice in the sight of God, more suitable as evidence, and more convenient to prevent doubts
among yourselves butif itisa transaction which ye carry on the spot among yourselves, there
is no blame if ye reduce it not to writing." (2:282) While any deferred transaction or exchange
must be written down and documented with the presence of at least two mature witnesses for
its involvement in future obligation, 'tijarah hadira’ which is spot or cash transaction there

is no obligation of writing down such contracts.
ii. A deferred transaction pattern.

Deferred or credit transaction is a sale involving delaying in delivery of either consideration.
The sale on deferment is based on immediate delivery of the commodity by the seller to the
buyer on the condition or commonly understanding that the buyer will pay the agreed price
at a certain future date. The deferred exchange as it falls under the term al-bay' it really mean
deferment in the delivery of either consideration to a specified point in the future. Generaily
the credit sale activity covers both the exchange of one commodity for money or for another
commodity, as well as the exchange of services. Deferred transaction, here it means any sale
contract in which one of the trade items is absent or delayed its acquisition at the time of
transaction but its payment is made obligatory on the concerning party. This category of
exchange is usually applied to manufactured things or crops on the field, or credit transaction.
During the pre-Islamic period the Arab where extensively practiced contracts of exchange in
their daily commercial activities. There were many forms of deferred contracts of exchange
practiced by the Arabs at the time of early history of Islam.

Credit sales include all transactions in which, utility of one consideration only is
supplied in return for deferred counter value, such as: al-bay' ul-mu'ajjal, al-Murabaha,
Bai'al Salam, Bai'al-Istisna' and so on, Ismail (1992, p.290). According Arabic terminology
the whole range of the exchange contract is encompassed within the generic term of al-bay'
and al-tijara sometimes. Both of them are mentioned in the Qur'an and they stress on the
reciprocity of the action, for the two contracting parties sell (exchange) with one another.
Thus, any future liability or claim which arises from the contract of exchange is usually known
as al-dayn in both literary and Islamic juristic interpretations. This concept of al-dayn may
cover also the deferred liability that arises from a loan which is usually referred to gard and
that may arise from credit sale. As long as the sale of commodity or money for another

commodity or money is concerned there is no large difference between Salam and deferred



128

sale ( bay' al-Mu'ajjal), for instance, the bartering with the delay in the delivery of either
consideration or credit sale of a commodity for another implies both Salam and deferred sales,
regardless of which party initiates the contract. Both of them are part of transactions involving
future obligation. According to the Islamic jurists Salam is a sale of a commodity whose
delivery will be in a future date for a price immediately delivered. This implies that it is a
financial transaction in which price is advanced in cash to the seller who is obliged to deliver
the commodity in specified state on a definite due date. In this case the deferred thing is the
commedity sold with identified description and the immediate payment is the price the
opposite 1s the case of deferred sale ( bay al-Mu'ajjal) where the commodity is delivered on
the spot and its price is to be paid in latter. Deferred transaction is inseparable part of an
exchange contract which Shariah has permitted in its general frame work. Ibn Abbas said "1
witness that the sale by advance which is guaranteed to a certain period was permitted by Allah
(swe) in His Book and allowed it.> And he recited the verse.” Allah (swr) has revealed the
longest verse in Qur'an which lays down the basic principles and rules governing financial
transaction involﬁing future obligations. “ O you who believe when you deal with each other
in transactions involving future obligations in a fixed period of time reduce them to writing.
Let a scribe write down faithfully as between the parties . . . If you are on a journey, and
cannot find a scribe, a pledge possession may serve the purpose” (2:282). In Madinah the
Prophet (saw) found that the people had been practicing forward sales (Salam Sales) in fruits
for one or two and three years and he said anyone who wishes to make forward sale he should
do so in a specified measure and a specified weight and for a specified period.” It is reported
from Aisha (ra), that she said " the Prophet(saw), bought some foodstuff on credit from a
Jewish trader and mortgaged his armor to him"® The consensus of MuslimUmma show its
permissibility provided that the due date is known. Some Islamic scholars are on the view that
the practice of deferred transaction is legalized as an exceptional case and in defiance of
analogy which in fact implies that this legality cannot be made a precedent for further analogy,

this view is based on the general rule laid down by the Prophet (saw) that the sale of a

commodity which is not in the possession of the seller is unlawful. But, Majority of the

Islamic scholars see that the deferred sales in general as an important component of the

exchange or al-bay' with specified conditions regardless of which consideration is absent at

Al-Shafi'i, Al- Umm, vol. 31, p. 93-94
Nail al Awtar, vol.§, p.233
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the time of contract compatible with the general message of the verse that "Allah has permitted
irade and forbidden riba" (2:275). Usually the deferred price is higher than the spot price
enabling to possess and benefit from the commodity, in certain period of time. This kind of
exchange is very relevant to the practical operations of Islamic financial institutions in the

present time.
B. According to the nature of an exchange object.

On the basis of the nature of the intended objects whether its possession or acquiring would
take place continuously over time or in discretionary, the exchange can be divided into
transaction of goods and transaction of services. The transaction of physical goods takes place
within a short duration and transference of their possession could be immediately concluded.
However, the transference of services normally takes place continuously and the intended
benefit is acquired bit by bit over certain period of time. The exchange of goods is very simple
and clear but the sale of services including all kinds of [jara requires certain elaborations. As
we have mentioned in section 3.3, [jara is a sale of services or usufruct (al-manfa’a) for
another material substance, i.e., commodity or money. That is when the intended benefit
cannot be directly delivered or acquired at once, but it is received slowly over given period
of time through the services of fixed property or labor. We have elaborated the discussions

related to Jjara in the earlier chapter. Therefore, avoiding the repetition on the same point we
emphasize now only the nature of [jara as a part of sale

In Islamic juristic interpretations Jjara is a contract of selling determined utility or
usufruct for specified and lawful compensation or efforts/ work which* according to Figh -
scholars fjara is mere sale, i.e., sale of usufruct®. Malik® and Shafi'i’ considered al-ljara as
a sale, where the usufruct is the object of sale and ujra stands for the price of the usufruct or
manfa'a. However, the price or rate of hiring or renting a property can be assessed and
determined only when the property is known, whether by inspection, viewing or description.

This must be clarified because the value of the usufruct and the condition for the value is

Al-Qastalani, Irshad, fi Sharhi Sahih al-Bukhari, iv, p.126
Al-Zurgani, v.3, p.368

Muwatta’, The version of Yahva bin Yahya al-Layth, p.595
Shafr’i, Kitabul Umm, vol .4, p.26
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determined by knowing the nature of the property. That is, since [jara is a type of sale there
should not be an element of gharar which can influence the validity of the contract.
Therefore, the contracted usufruct should be absolutely ascertained. However, the [jara
in general is part of the sale operation but, with peculiar features. For instance, according to
Ibn Rushd /jara resembles a sale contract where by the price and the use of Manfa'a are
exchanged.® The magnitude of the use should be determined either by the duration of the
contract or by its subject matter. It is a contract for providing a specified work for a fixed
price.” According to the usage of the term, wage (ajr) or rent is the price of an advantage
which is concluded by the parties. Thus, for the [jara is a sale of utilities of a thing. The Figh
scholars pointed out that the nature of the intended utility determines which goods are subject
to rent or not. The utility should not be a physical portion of that object itself. Any thing
which its utilization is causing that both its usufruct and the object itself to go together and
perish at the same period cannot be hired, but it can be sold. According to this view, [jara is
a bilateral contract where the utility of a corporeal object is exchanged for a price. The rules
for averting riba apply to [jara as well and these rules as we have previously seen \iarying
from one school of law to another. We have also seen that with [jara the subject matter would
be materialized gradually by the lessee making use of a hired object and that is a tolerated
exception to the requirement that a subject matter should be in existence at the time the
contract is concluded. The requirement cannot be met when work or use is the subject matter,

the latter is necessarily nonexistent at the time of the contract but comes progressively into the
being by the graduate implementation of the contract'’.

C. According to the economic relations of exchange items

We have seen that exchange emerges from a desire of an individual to acquire other specific
commodity belongs to another individual. Hence, the commercial activity appears to be an
important form of manifestations of the economic relations of goods and services. For
Instance in a simple barter economy the exchange value or the relative price implies to express

each commodity or services in terms of other(s). In monetary €conomy we acquire a

Ibn Rushd, Bidayar al-Mijtahid, vol 4, p-215
Bahuti, AI Kashaf Al Qina, vol.3, p, 470
Nabil A. Saleh, Ibid,
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sophisticated device of measuring the exchange value of any good or services to the rest of
goods and services. Examining the concept of exchange from the perspectives of economic
relations of commodities, two significant categories which are relevant to this study would
arise namely; (I) transaction of different goods or services and (ii) the transaction of
homogeneous ones. The concept of exchange is applicable to both cases for what the term of
exchange inherently implies is that two things are given one for another and nothing more in
both the linguistic usage of the term and its technical interpretations. Both terms of tijara
(trade) and hay'(sale) in Islam as we have mentioned above convey the meaning of exchange
or trade. Hence, the generic connotation of exchange implies to reciprocal transference of
similar as well as dissimilar things irrespective of their nature, i.e., physical goods or
services, or the time element in which they may involve. The exchange of different things is
normal commercial activity for which the term exchange automatically captures. But, a mutual
transference of the same article may seem to be a strange thing. However, with a short notice
we find that this Kind of transaction establishes an important part of the exchange concept.
Each one of these categories can take the form of spot and credit transactions. While the sale
in identical goods may represent its spot form, the loan transaction represents a credit form.
Both kinds of this particular exchange involve a reciprocal offer of identical goods, because
loan transactions mean merely exchanging the present benefit for its simitarity in the future.
Hence, the economic activities of lending and borrowing establish an essential and most
obvious part of the theory of exchange.

Although this division of exchange on the basis of the economic relations of traded
items is overlooked in conventional literature as well as the contemporary writings of Muslim
economists, it contains extremely fascinating conceptual implications and demonstrates the
essence of fundamental economic parameters, i.e., price and profit. It also provides a
significant economic rationale for the prohibition of riba in Islam. In the preceding chapter,
we have elaborated the issue in detail and looking into the matter from legal perspectives we
have illustrated a consistent legal framework for understanding it. We have come with the |

conclusion that economic activity related to the exchange in homogenous items is subject to

prohibited riba in Islam, in other words the riba doctrine is limited to the discrepancy that may

arise from this kind of reciprocal identity, while the concept of profit entirely falls in the

context of exchange in heterogeneous things.

All these three kinds of transactions share common basic features which determine
their essential characteristics of being part of sale or bay'. All of them comply with our above
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definition of bay', or exchange in general, as long as there is mutual consent of the two parties
where the seller has something to sell and purchaser is giving its price according to the market
value of that thing. In other words as long as there are two things to be reciprocally transferred
hoth immediately on a spot or with delay, at once or over time period, there is a sale. Suppose
in case of renting price is clearly the monetary value and the utility or the benefits the
consumer is to derive from it, is the intended object. Whereas one party is selling services and
the other is purchasing it by giving its due price, in terms of money, commodity, or other
utilities and services. Therefore, profit whether based on services or physical goods involves
actual transformation processes while riba does not, we discuss how that transformation takes
place in business activity in the next subsection.

5.2.2 Manifestations of Incremental Value

In order to figure out the excess or increase on the part of either consideration the final
resultant value is compared to the initial one on the basis of the same identical asset or money.
Anything produced for exchange are considered an economic good and its intrinsic or use
value and exchange value are the twin factors which together determine the socioeconomic
importance of that commodity. Adam Smith(1776, p. 28.) observed that: the word value is
to be observed to have two different meanings and sometimes expresses the utility of some
particular-object and sometimes the power of purchasing other goods which the possession of
that object conveys. One may be called value in use and the other in value in exchange.
The relationship between value and price is the problem which subsequently has
continued to attract every generation of economists. In this connection we examine the
physical nature of the incremental value that is the difference in magnitude arises from
exchange of two items evaluated in the same standard unit of measurement, as a contractual
condition of the trade, the point to be emphasized here is that the increase which we concern
in this connection is that which must be observable measurable and transferable, subject to
economic valuation. In economic sense, for both terms are being based on exchange we can
say that they are value concepts where in both cases an exchange activity of two goods each
one stand for the price of the other item is involved. But one important point which is mostly
ignored in exchange concept is that the additional value cannot be identified unless the initial
good and the final output are evaluated in the same original kind of commodity /item. When

someone transforms his commodity into money, he compares the original amount and the final
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outcome of money of course after deducting his expenses of transformation. Thus, profit
emerges only after the goods are transformed into their original forms whatever that original
form might be. In other words the sufplus or additional value can be quantified and clearly
observable only if the original amount of the sale good and the amount of the final result
constitute a similar kind of a good or an asset, for simply converting one a commodity into
another of different or the same in their number or volume does not necessarily show the
existence of excess or increase in either one. In this sense we affirm again that to say that
profit as well as riba is an excess concept because any positive magnitude arises from the
difference between the original value and final value is called increase or discrepancy.
Therefore, for identification of the excess, the initial and the end results of the
exchange activities should be of the same kind of a particular item. It implies that the original
value of an object which is for sale and the final resulting output from these commercial
activities should be of the same original good. Because, the exchange of one commodity for
another whether they are same quantity or different does not necessarily show excess of one
good over the other, whatever their difference in volume or quantity might be. For instance,
a few dinars might be exchanged for a number of tons of cotton or the thousands liters of fuel
might be exchanged for one dollar without detecting any excess amount of either side''.
One can judge whether he received more of his assets or not, only when he converts
his output to the original kind. This may arise either through direct exchange of the same thing
or through transformation irrespective of how many times be exchanged before it is finally
converted back to the original form of the object. The latter process shows the commercial
circuit in the form of the following sequential scheme ( M-C-M') where one market agent
purchases from another (M-C) and next sells it at greater price than he paid (C-M') so that
M'>M which represents for the existence of positive incremental value or excess. We
observe from here that M' and M are the same asset, where the final result emerged after
intermediate good C, and the value of the original asset has increased. Therefore, we may
conclude from this discussion that the growth or the increase of the value can be measured

only in the form of the same object;'? The excess value is equal to the final value or output
minus the original value.

Anv\.far Sheikh, The Laws of International Exchange,’ in Growth, Profus and Property: Essays in the
Revival of Political Economy, Edward J. Nell (ed.), Cambridge Universily press, 1984.p.245
Anwar Sheikh, Ibid. P.246
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Oor EV=M-M2>0 EV = excess value

It is very clear from the ahadith of the Prophet (saw) that the excess or incremental
value is significantly linked with the relations of the exchange items. The heterogeneity of
homogeneity which is the naturai characteristic of exchange articles is the essential criterion
that establishes the yardstick for distinguishing between riba and profit. The Islamic
injunctions have clearly shown that the transformation process of objects and trading of goods
one for another is itself the objective matter and it is considered as a necessary condition for
seeking of profit. The most authentic and complete hadith of the Prophet (saw) states that "

if these species are different, then sell as you like as long as it is hand to hand"-which
show that as long as the two articles are different no equality is recommended for normally
any real income that may accrue to both or either party is considered as a justified profit. The
well-known hadith of the Prophet (saw) in the context of exchange inferior date for superior
one is significantly relevant to this point. In another version of this report the Prophet (saw)
asked him to sell the dates for dirhams and purchase the dirhams for superior dates. Abu Saeed
al-Khudriyyi also reported; an owner of a date tree comes to him with saa’ of good date. The
date of the Prophet (saw) was of that kind. The negation of disproportions in an exchange ratio
of the same items in both quantitative and qualitative aspects is peculiar to the direct
transaction of the same articles. Hadith is clear that the disproportions of the dates are
prohibited through direct exchange, while the Prophet (saw) clearly permitted but
recommended if the exchange is taking place through intermediation of third objects either
through money or another commodity. .
Perhaps, this is the basic point separating between riba and profit. Acknowledging
this fact, Islamic jurists viewed mentioned that the excess or addition value that may stem from
the physical transformation of an object from one state to another is profit and this transaction
is naturally the profit generating process which is not subject to riba. Some Figh experts
argued that provided the nature of the good remains the same as its original form no profit can
be derived. Nagvi quoted from Sayyed al-Fiqqi that the extra money generated from the use
of money without any transformation whatsoever the result of such use which may leave the
commodity in its initial stage is not called profit it would be a wage, rent or fee in
consideration of an advantage where the revenue generated was the result of a natural increase

or generated from the original it would be a yield or advantage, Saffer. R. Naqvi(1993. p.
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43).

Production is considered as an indirect exchange: No matter, whether the
transformation takes place in trading where initially a monetary asset is transformed into
merchandise goods and these goods are transformed into a larger sum of money or in
production process where organized efforts/services and goods (raw material) are channeled
into producing (in the future) a new object. This kind of operation is virtually commercial
activity. However, it may take in the form of transformation through production process.
Generally the object of exchange is to increase the sum of value, where each party offers to
the other more than he possessed before as Simmel expressed "every enjoyment of values by
means of attainable objects can be secured only by foregoing other values, which may take the
form not only of working indirectly for ourselves by working for others, but often enough of
working directly for our own ends",[Simmel (1990, p.84].This clarifies the point that
exchange is just as productive and value creating as in the case of production itself. In both
kinds of transformation process, one is concerned with receiving goods for the price of other
goods in such a way the final situation shows a surplus of satisfaction as compared with the
situation before the action.

Perhaps, this process conforms with purely natural physical theories, that we are unable
to create either matter or force; we can only transfer those that are given (in terms of goods
and services) in such a way that as many as possible rise from the realm of reality into the
realm of values through exchange. Thus, both exchange and production have almost the same
economic implications. Individuals feel that they have produced the objects they acquired by
means of exchange. In other words, normally the individuals feel that they have produced the
goods they accepted in return for their services, Silver (1989, pp.44-48). Therefore, equating
productive activity with exchange has a wide recognition in historical experience, legal
treatment and linguistic usage of the terms in various human civilizations. It s predictable that
producers would experience the manufacture of objects, i.e., X and its exchange as the
continuation of the operational process the creation (acquisition) of a new object, i.e., Y. One
implication of this view is that there is no conceptual problem (as an) "alienation” inherent in
the process of exchange. Our great Figh scholars have recognized this fact and considered both

kinds as transformation process which is necessary for generating profit. In the form of the
circuit transaction, we may precisely write this view as follows;

Monetary asset = Merchandise goods = Larger sum of money.
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In more precise form
I) M, = C— M, Profit = M, - M, >0

This simple case of a transformation circuit consists of two items and two transactions and
one opportunity of realizing gain or profit. Islamic jurists are almost in a consensus that the
additional value or profit is either earned through the repetition of this commercial operations
sale and purchase activities, keeping the original nature of the good unchanged or
transformation of the good into more valuable form through value-added process and then
selling it at higher price. The first case shows simply a pure exchange economy, where the
existing goods are traded among households through which some extra values are created
which in turn may result a real income. While the second case stands for a chain
transformation process of productive functions and series of exchange activities, which may
give rise to a higher value added. During the process the goods undergo different stages of
transformations, slight either modifications or complete conversions from one state to another.
For instance, initially an asset of monetary form might be converted into labor services, fixed
capital and raw materials that is a complete transformation of liquid money into totally
different kinds of inputs, again these inputs may be converted into output or intermediate
goods which will be further processed into final goods for selling them in a higher value or
larger sum of liquid money.

Therefore, the production process is not desired for itself, but simply is a necessary
intermediate activity and complex multistage process of exchange. While, the trade is a
simple and straightforward kind of exchanging produced goods, endowments or services, the
production process is considered indirect exchange of goods and services'’.. However, in
commercial activity, although the essence of the goods does not change, the transference of
the ownership over individuals gives brought to additional value which is nothing else except

profit.

Monetary asset— Inputs= Intermediate goods= Final good and services— larger sum of
money

In the form of notations, i.e., l=inputs, G=Intermediate goods and services and F=final
goods and services as an output of the process. We may write more precisely.

15

See Traut Rader, Production as an lindirect Exchange, Palgrave Dictionary of Economics, 1989, p.
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i)yM, =1 = G=F=M, Profit = M,- M, >0 Real production
fii) Mg, = M, = Mg = My, Profit = My, - Mg, >0 Money exchange (sarf)

The two cases are multi-steps transformation process which consists of four and three objects.
[t consists of a several transformation stages with similar number of opportunities for earning
more value or income. However, the transformation processes can take theoretically infinite

number of intermediary exchange activities.

V) M= C,= M= C, ..., M= C,= M, Where M,..M, Stand for Money
and C,...C, Stand for Commodities
Profit = M, - M,

The accepted main task of economic activities is the allocation of resources which
comprises production and exchange as essentially important two processes of transforming
commodities and transferring the control. In another process of producing excess value arises
from exchange of an object for itself that is

V) M, = M= M/, where, riba = M' - M, = AM #0

In this strange exchange of a single commodity for itself clearly manifests the
existence of excess or not, in simply comparison of the two parts of the same object.
Suppose, a given number of dirhams are to be exchanged for a similar amount of the same
dirhams or certain amount of dates are traded for another certain amount of the same dates
or a given amount of wheat is exchanged for another amount of the same wheat that is
exchange of wheat for wheat with excess. This excess is very visible and it clearly shows
whether there is excess or not, for very simple comparison of the two parts of the good.
Whether there are some logical reasons of exchanging two scales of the same good which will
generally contain excess over the other would be the subject matter of the coming
investigation, but it is to depict the arguments in the shape of the following table.
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Table 5.1  Natural Relations of exchange objects and legal status of outcomes

e

B\A Xa Ya B\A (Xa Ya
Xb Xa#Xb [Ya#Xb Xb Riba Profit
Yb Xa#Yb |Ya# YD Yb Profit Riba
l_
(a (b)
Figure 5.1

Exchange of X for Y, is trade irrespective of whether they are same in value or different and any discrepancy ariscs.
from a fair transaction of two different goods is very legitimate profit. On the other hand if there is exchange of
identical goods which are the same in quality takes place. i.c., Xbfor Xb or Ya for Yb they must be equal, in value
and number otherwise is riba involved. However, if they are different in quality, but the same in kind no direct
exchange is justified, as the degree of quality difference might be captured only through their market prices.

5.2.3 Conceptual Implicationé of the Counter Value

To illustrate the division of conceptual factors of incremental value into riba and profit it owes
to simple fact that is an excess or increase in one commodity without existence of
corresponding equivalent value. It is an exchange of one item for itself, where the selling and
purchasing take place directly on the same and similar specie of a thing. This will be
particularly an interesting point in this research. And we would like to find out the rationale
of Figh interpretations related to this important point of discussion.

The classical Islamic jurists were aware of this conceptual predicament, but without
elaborating its economic and rational implications they held a general belief about the issue.
They defined clearly the term riba in Islam to be "Every increase that has no counter value"".
In this context the concept of riba is precisely interpreted as an increase or excess value (fadl)
which in an exchange or sale of a commodity, accrues to the owner (lender) without giving
in return any equivalent counter value or iwad. Perhaps this is the fundamental principle that
differentiates riba from sale (profit). Because sale is virtually an exchange of value against
another value, the Figh scholars held general view and all of them are addressing one common

Al-Sarakhsi, al-Mabsut, vol.12, p.109.
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thing, according to them riba arises from an exchange which has no counter value. Hanafi
schoot clearly expressed that "riba in Shariah is the stipulated excess without counter value
in bay'"."* The Shafi'i school teaches almost the same opinion, but with more elaboration that
“riba is a contract of exchange of a thing for a specific thing with unknown equivalence
according to a legally standard unit of measurement at the time of the contract or delaying both
or one of the counter values”."® According to Maliki jurists "Every increase which is without
an 'iwad’ or an equal counter value is riba"."" Elaborating this point, he stated that." And
riba literally means an increase and in the Qur'anic verse, riba is meant every kind of increase
'‘zivada', in an exchange which is without an equivalent counter value or return iwad”."
This means that if in a sale transaction in one commodity is without an equivalent
return (badal) it will be contrary to the requirements of valid bay' . Badr Al-Din al-Ayni
referred the term riba in the terminology of Shariah as an increase on the principal sum
without any equivalent payment in the contract. ibn Haytham says that both bay' and riba
share common attributes and individual operations of each are the same each comprises a
'mu’awadah’ (Mutwal exchange) of goods for goods but one exchange is just permissible and
perfect and other unlawful perverse and noxious and falls in the category of gravest sins.™
According to San'ani riba literally means any fad! or excess which by stipulation does not
bring any iwad or any equivalent return to the other party in a contract of mu'awada barter
or exchange of commodities and services.?’ The exchange to have equivalence or not,
embraces the theory of value and falls under the market mechanism. There is a common
opinion when goods are different the concept of excess is irrelevant as two different goods can
take different quality with different market values. Because, it would be very difficuit to
specify or demonstrate whether they have equivalent values or not. For instance, gold and
wheat or silver and cotton exchanges are completely mute in showing any clue of excess in one
side or another as long as their market values are concerned. The jurists thus, clearly hold on

this position that while riba transaction has no counter value, bay’ activity entails a
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corresponding value accordingly, this is the basic principle which separates between riba and
permissible sale (profit). Thus, according to the general view of juristic and Qur'anic
commentators, .such an inequitable exchange or sale is obviously unlawful from the
legal/moral point of view.

Despite the above general conclusions, neither the classical Figh scholars nor the
contemporary Islamic scholars have substantially elaborated the rationale of the notion of
equivalence. Without paying efforts to illustrate the central message of the above juristic
conclusions, the contemporary studies in general have raised confusing opinions and left
unanswered the following questions; why there is no equivalence in case of riba while, always
there should be a corresponding counter value in case of sale? Does that hold even when
either party sells his goods at loss in sale operation?,or does counter value mean equal .value?
‘Then, what is the rationale of the existence of profit? Or does, high rate of profit necessarily,
mean inequitable or unjust? .

Number of contemporary economic writers have equated the notion of counter value
to equitable and justice price. And accordingly, they have argued that the exchange must
necessarily take place in-equal values, so any transaction that deviates from this condition
involves riba. The argument is built on the notion of just price in trading articles where
neither party gains nor losses, and any departure from it imply gain to someone at the expense |
of the other for the price represents the intrinsic value of articles traded. On the line of these
arguments we confront with the jurists’ interpretations and realize a gross misunderstanding
of their central arguments. There may be reasons to believe this notion of counter value by the
contemporary economists. Because, the modern Muslim economists are largely influenced by
either Aristotelian philosophy of Chrematistic or moneymaking, which gives equal treatment
to loans on interest and simple sale operations, or exploitative theory which equally rejects
profit and interest under the utopia of socioeconomic justice. Sometimes even the Islamic
thinking on this problem get lost in the middle of conventional theoretical ambiguities between
interest and profit, as we have presented in chap.3. For instance Ziaul Haque (1985) in his
book 'The economics of riba interest and profit’, it is very difficult to find any difference
between riba and profit. And nearly similar arguments are expressed by Naqvi (1983),
Choudhary (1992), Aqdas (1997-8) and others. Large number of the Islamic economic writers
feel uncomfortable with a high rate of profit for they see as a sign of exploitation and excess
without counter value. While, the Figh injunctions endorse any rate of profit as long as the

transaction is concluded under complete gharar a free situation and with mutual consent.
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I. Counter value in exchange for a single commodity

The only areas, as we have seen in the preceding sector where detectible discrepancy arises
or equivalence of counter values is clearly recognizable falls under the exchange in identical
goods. Because as long as the two items are identical in every respect one thing is very easy
to be pointed out their quantity/number should be equal and the same. Any difference or
discrepancy how small or large it might be is termed as an excess which has no counter value.
As the principles of exchange shows at a given price level in the market a physical increase
of a commodity should accompany with an equal proportional increase of its exchange, then
identically homogeneous goods should be equal in exchange provided that their qualities are
the same. Any discrepancy or difference arises from a transaction of two identical goods with
same qualities is considered as an excess without counter value. This kind of excess usually
emerges from either credit transaction or loan contract. Both of which involve time concept.
The question arises from here is that whether time difference matters as one of the items in
the contract delayed or only quantity difference/excess in the amount of exchange goods is
sufficient? Mainly the term counter value occurs on not time delayed but the discrepancy in
quantity on one scale over the other. In this connection we would like to focus on the rationale
and economic implications of exchange in single commodity analogy to the conventional
assumption of a homogeneous commodity used for consumption, saving, investment and
production, i.e., Recardo's corn, Fishers' sheep, Crusoe's fish or Samuelson's rice (1981,
22). We want to examine what will happen when these same commodities are used in
exchange for themselves. 1f we use it for exchange in place of input and output for production
may not create a problem. But does it keeps so in case of using a single object in exchange for
itself. '
Examining the matter in price context, it is very clear that the concept of price implies
exchange of naturally various things where the objects exhibit their exchange values against
others. Basically objects express their exchange values reciprocally. However, as far as the
price of a particular object against itself is concerned the situation is totally different. Any
object however valuable it might be being completely mute in respect to itself. But, the
exchanges of two similar things remain the same. In other words the price of an article in
respect to itself is equivalent to itself only nothing else. In case the counterparts have different

characteristics, presumably due to the exisience of visible qualitative disparity, neither
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consideration will directly indicate the exact price of the other. Although the concept of
exchange as we have mentioned above is still applicable to the transaction that involves in
homogeneous goods, the objects are silent to express their own exchange values, hence the
notion of price whether 'absolute’ or 'relative’ terms, is irrelevant to these counterparts n

exchange of reciprocal identity.
i, Counter value in case of two goods

Perhaps the most familiar kind of excess that has no counter value arises from the deferred
transaction. This emerges from two stage exchange contracts of the same considerations. This
contract starts in the first stage as an ordinary exchange of two different articles except that
one of the considerations mostly the price in monetary economy is delayed, while the intended
object is delivered on the spot. There may not be harm and the exchange goes smoothly if the
future obligation of paying the agreed price of the commodity is fulfilled according to the
contract. But problem starts when the buyer could not fulfil his obligation and seeks extension
from the creditor who accepts only with the increase of initial the debt at certain amount for
a given period. This practice as prevailing in the pre-Islamic era, the people used to exchange
sales and practice it, i.e., a man used to sell to another with delayed payment for a term, and
the maturity of the debt the creditor used to ask the debtor to pay or to increase with some
proportions. This ex-post increase after the terms of the contract is mutually concluded and
ownership is reciprocally transferred represents for excess without counter value. This increase
seems to be a sale of liability to more of itself. In this context of exchange economy in a
single commodity the excess value without counter value arises from two ways such as a
direct exchange of the same good where the two parties are conducting a contract of
exchanging two amounts of a similar good. This kind of exchange is what is known as usually
loan contract, but irrespective of its time consideration it is a matter of nomenclature whether

it is named a loan or sale as it will not change the nature of the contract for the actions are
indeed considered on the basis of their intentions in Islamic Shariah.

Simple graphical illustrations

To depict the concept of counter value in simple graphical analysis, let us examine the first

situation figure 5.1,(a) where there is a single commodity endowment for two individual
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consumers A and B which is Y, where A possesses endowment of y, and B has the endowment
of y, whatever their distributional sum A and B together possess the total available stock of
Y, thatis y, +y, = Y. Where Y may stand for any specific commodity, which have
uniform and similar elements with absolutely the same features and characteristics. The two
consumers may have equal proportions of 'Y reaching at C point of distribution or different
proportions according to their initial endowments along the line of MN which stands for the
opportunity space or the maximum available endowment of Y, within which each consumer
will realize his share of the endowment relative to that of the other consumer. If A gets ON
of Y ( B gets OM of it} B (A) will get nothing, since in both sides of the diagram is depicted
by the same commodity Y, OM and ON must necessarily be equal. Between these two poler
points there are different proportions for each. When each one is on the point of C where A
is getting OY®, while B is getting OY®, they are in equal proportions. Given this distribution
1o one can raise his endowment without reducing the part of the other individual. An increase
to someone is possible only at the cost of the other. This is the situation of exchanging a good
for itself at a higher rate. Any additional value that accrues to either pérty in this kind of
transaction amounts to excess without counter value or prohibited riba in Islam. Now, we
would like to emphasize on that the exchange of identical goods has no any €COonomic use on
spot transaction, but it shows a zero sum game activity where the gain of one party is directly
the loss of the other one. If the exchange of this kind of trade takes place on the spot there
may not be any economic benefit to be drawn from it, while there is a possibility of an
increase of the welfare of both parties in the context of a time horizon intended to fulfill
different dated wants (the details of this point will be discussed in chapter six). The question
is how does a normal permissible trade turns into a prohibited riba transaction or excess value
without counter value. This will be discussed in the context of credit transaction.

We take another hypothetical example, figure 5.1(b). Suppose A and B are two
individuals. A has endowment of good Q,° and certain amount of a money M,*. A requires to
have more money and sell some of his plenty of good. While B would like to purchase some
of good Q from A in exchange for money, the exchange normally takes place at a given
market price. According to the above diagram there is one to one relation of the conberned
good and its market price the two individuals may exchange the items on spot price but on
credit transaction where individual A will give Q, Q,° of the good on defer payment to B at
price of My M, to be paid on a fixed term up to how the transaction goes on normally and

if individual B pays the debt on time the contract is complete. According to this any excess
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that accrues to either party is an increase of the monetary amount which is the liability of the
debtor. This increase or excess has no economic justification. It is excess without counter
value, for this new contract of sale is unilateral without reciprocal payment. It is very simple
to depict or illustrate this idea in a diagram. The first contract is normally concluded with
complete terms, at the equilibrium point of E. As a result of this mutual trade each
individual's welfare has increased and reached higher level of utility. As far as the second
contract or the condition is concerned. A demands for an increase without offering any thing
save extending the period of the payment for the debtor. Since the debt to be paid by B is
converted in money terms in the first contract, B is liable to pay a fixed amount of money not

good. Then any increase takes place on this amount means increase in the same good, selling
that same thing for more of itself.
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Figure 5.1 Economic Relations of Exchange Objects:

In case of exchange 10 single commodity Y as panel (a) shows where both axis measures the same
object. The two counter values ol Y should be equal, that is OM and ON are equivalents, This is
because the price of an object in an exchange for itself s that object itself. Therefore, OC 15245
line indicating the both sides of the axis are equal to cach other provided that the quality of the two
parts of Y 1o be held by A and 13 are equal. But. in case of two different objects as panel (b) shows,
while the frst transaction is normal credit sale, the second one 15 unjustified for it cannot draw another
price. For the same amount of the object as mav be indicating by the point T
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Thus. consequently the equilibrium has shifted from E to 1 showing that at the same
amount of Q, A increases his stock of money from ME, to M, thatis A M, = 0, M, - OM,.
This additional amount money i.¢ dirhams, that accrues 10 A is absolutely the reduction or loss
to individual B, where the stock of individual B decreases from MF, to M that is A M, =
O,ME, - O, M',. Therefore, A M,=A M, in absolute terms, so in exchange rationale, this is
one side flow which has no any corresponding value in repayment. Thus, this magnitude
amounts to riba, for the sale has no counter value. {n this context riba arises from multiple
sale of the same transaction. That is perhaps the meaning of the ahadith of the Prophet (saw).
Itis reported that the Prophet(saw) " forbade two transactions in one", similarly as reported
by Abu Dawood reported that Abu Hurayra narrated that Prophet (saw) has said ' v\h()ever
makes two sales in one transaction will end up either the lesser of the two or with riba" " It
is important to mention here that Islamic jurists took the literal meaning of these ahadith. They
interpreted them in the context of a price increase on credit sale. Despite the fact that MAjority
of Figh scholars are of the view that increase in credit price is permissible. The details of this
issue we may postpone till the next chapter.

We have argued in detail that riba is an excess that has no counter value as the final
conclusion which we have arrived but still certain questions may be raised in case of profit,
how riba has no equivalence in exchange while profit might have? . And the situation may get
more confusion when we incorporate with the pro-socialists Islamic economists’ views,
according to them any market distortions or monopolist activities or even any gain above its
cost is regarded as the causes of excess without counter value so they all fall under the armpit
of riba. They argue that if there is fair transaction there may not arise any profit only from
unjust economic activity, For instance, in the above diagram there may not be excess when

the exchange is readjusted from e to E point. Therefore, for no difference between the excess
or surplus that arises in the first contract at E or the second at I. |

5.3  UTILITY AS THE SUBJECT MATTER OF EXCHANGE ACTIVITY

[t is a natural fact that goods are demanded for their utilities, the satisfaction or the
pleasure a consumer derives out of consumption or the usage of a commodity is termed utility

by economists. In Islamic teachings it is used usufruct (manfa'a) long ago the word utility had

Nail Al Awtar, vol.5, p.162
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appeared in the western economic literature. But its meaning has shifted continually, Initially
it has the same meaning as its common synonym, i.e.. Usefulness or satisfaction. However,
the classical conventional studies defined it as "the capacity of a thing to procure us facility
Bentham(1962, p.ff). For Bentham utility mean property of any object whereby it tends o
produce benefit, advantage, pleasure, good or happiness to the party whose interest is
considered. However, the reduction of sufferings or relief from a pain is also considered a
kind of utility. According to Gavin ( 1835-1882) utility is no longer to an intrinsic quality of
a thing but means “the sum of pleasure and the pain prevented”[Georgescu, (1968, p.237-64|.
Economists have debated over centuries the relationship between the usefulness of the
commodity and its market price. The relationship makes intuitive sense that purchaser who
uses two commodities will distribute their expenditures, so that the last dollar spent on each
commodity yields the same extra utility. Even the Greek philosophers recognized that two
distinguishing elements are involved in the problem of value: an intrinsic quality of the object
and the subjective evaluation by the user. In modern understanding utility is simply catch all
term for whatever it is that makes us want to consume goods or services. It indicates pleasure,
satisfaction, physical comfort, welfare or well-being and so on, McKenna (1992). In this
sense, the utility is the subject matter and underlying motive of all exchange activities. And
in this context we examine the concept of incremental value on the light of the generally
accepted principles of utility theory. We discuss how the real income or profit is to be
generated through simple exchange activity of consumable goods. Looking into the
consumption behavior of individuals, we find the natural constraint and infinity dimensions
of utility, with references to the conventional utility principles and profound comment of Imam
Razi on some relevant Quranic teachings. We comparatively examine cases of single economic
good and double goods in the context of exchange economy under the Pareto Optimality
condition. Finally, we present briefly a monetary assessment of the incremental value from

exchange in terms of consumer or producer surplus analogous to the preceding physical
assessments.

5.3.1 Surplus Utility: As the Source of Profit

Constructing microeconomic view of exchange theory demonstrates an important economic
implication of the subject and illustrates the significant relations between the consumption and
exchange. Zarqa (1991,pp.94-5) has illustrated how it will be advantageously for both parties
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based on the psychological tendency which economists call the law of diminishing utility of
consumption. Economists assert that individuals need to exchange because they have been
diminishing marginal utility and different marginal substitution for the consumption of goods,
pecause of the disproportionate of their endowments, and the multi dimensional unlimited
wants of human nature as the individual wants, not a bulk of the same good but certain amount
different goods at the same time with different utility and satisfaction levels.

Due to these reasons the individuals want to give up part of the extra amount of a good
which he has low marginal utility in exchange for some of other commodity belongs to another
individual who also is facing a low level marginal utility for instance. A has plenty of apple
and very small number of oranges but few of apple, assuming both goods are normal goods
A's marginal utility of an apple is very low while it is very high in case of the oranges. A
prefers if he would increase the number of oranges in exchange for apples. Similarly, B’s Mu
of oranges is very low or zero and that of the apple is very high. Therefore, B desires
increasing the number of apples he has in exchange for oranges. In this way his utility would
increase. If A & B exchange these two commodities both of them reap the benefit of the
exchange in raising their welfare and exchange goes on until the equilibrium point is reached
at the highest possible level, hence the marginal rate of substitution is equalized. Then it is
very clear that exchange has a potential of benefitting each party even though in some
circumstances it enables one party to reap most of the advantages. But the general principle
is that when normal exchange takes place among individuals some extra real income is
generated and shared by both parties which is called "profit".

Zarqa concluded that this process has raised advantage from trade as real income
asserting that "real income is nothing but generation of utilities. It is not, the goods which
accumulate in stocks in the yards of companies are basicaily required, as the production of
goods in large scale has no use unless it is aimed for exchange and generating more income
in terms of utilities/welfare derived from the consumption of final users". The idea that the
exchanging parties are trying to increase their income or their welfare in general may be

examined in two dimensions. The vertical (single good) and horizontal (basket of goods)
dimensions in the pursue of raising welfare or utility.

A. Vertical Constraint

The assertion that goods are characterized by diminishing marginal utility as consumption rises
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is an empirical one. This principle is widely believed despite the absence of generally
accepting measuring device for utilities. It corresponds to our common notion that first orange
or apple gives more satisfaction than the second or third one. The law diminishing marginal
utility is valid even if utility were to be measurable on an ordinal scale. The law conveys that
with every increase in the stock of a commodity its marginal utility diminishes with every
increase in stock that we already have. In other words the Law states that "As the consumer
increases his or her rate of consumption of a certain good, the consumer's total (psychological)
utility increases but after a certain point the extra (or marginal) obtained from additional units
tends to diminish". This law plays a crucial role in the theory of consumer behavior. In fact
it is considered the underlying theory of law of demand or the downward-sloping demand
curve, as such, it holds true as long as the negative phenomenon of the demand curve holds
Chacholiades(1986, p.88).

In case of ordinal utility theory, perhaps, this law is implicitly the underpinning
concept in diminishing marginal rate of substitution between the two goods, and hence the
convexity of the level curve. On the basis of this natural law of demand theory, the objective
of a rational consumer is to maximize his total psychological utility that he can obtain
according to his resources. If the consumer is access to single commodity, he may increase
his total utility by consuming it more of it. However, after certain level of consumption he
must reach where he cannot increase his utility by consuming it anymore. The main defects
or the short coming in this law is that it only explains the behavior of the consumer regarding
a particular commodity at each time that is a vertical increase of consumption where, the
consumer concentrates only on using a single good, and spending whole of his income on the
same commodity. It does not explain the consumer's behavior as whole. But this principle in
general visualizes that as the same enjoyment continues over time, the magnitude (intensity)
of pleasure continues decreasing and ultimately tends to negative welfare or disutility.

B. Horizontal Infinity

The principle equi-marginal utility illustrates this aspect. This is used for maximizing total
utility, where the household will allocate his income among various commodities so that the
utility of the last penny spent on each good is equal. This law does not mean that a prudent
consumer substitutes one item for another in order to satisfy the same want, i.e., tea, coffee

etc. It means that the consumer demands different items within his purchasing power and
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derives maximum utility from them. Marshall says there are an endless variety of wants but
there is a limit to each separate wants. Thus, the total utility of a thing in anyone increases
with every increase in his stock of it but not as fast as his stock increases. The law of equi-
marginal utility allows the consumer 10 distribute his means among the gratifications of
different wants. That is to consume different commodities at the present the same period of
time the more consumer satisfies different needs or wants the greater well-being he may attain
this we may call horizontal increase of utility, as mostly econormists pointed out that the human
want is unlimited and multidimensional there is a greater scope of increasing the welfare or
utility of the consumer by spreading and spending his resources over purchasing different
kinds of needed goods rather than holding or concentrating in consumption of a single
commodity. This is what equi-marginal principle is going o address, that the consumer can
maximize his utility or satisfaction by allocating his resources among various goods in such
a way that the marginal utility of the last unit of his resources spent on one commodity i
exactly equal to the marginal utility of the same unit spent on any other commaodity. -

The modern version of equip.-marginal utility principle presented this concept as
follows " the objective function of the consumer is to maximize his utility subject to the budget
constraint of his fixed endowment or income. Together these two fundamental principles of
consumer theory establish a very significant foundations for our search for developing a theory
of additional value in microeconomic foundations. We can learn from these elementary
concepts that the vertical consumption or concentration on utilizing a single good implies
ultimately decrease in total utility, while allocation of resources over large normal
commodities in general is a rational way of increasing total welfare. And this is, perhaps, the
driving force of exchange activities between individuals and nations all over the world.

It is noteworthy to refer this principle to the context of the story of Bani Israel when
they tired of eating the heavenly food manna and salwa and they said that they could not keep
satisfied with one type of food only. They requested that they would prefer the food cfops of
the earth. One may wonder and ask whether they were so foolish and irrational to exchange
such excellent food as manna and salwa for such an ordinary things as garlic lentils etc., more
over they were getting gratis but were asking for that thing for which they would have to till
the land with toil”’. The Qur‘an exposed this event as historical evidence and reality of the
human nature, Allah (swr) stated in the holy Qur'an speaking to Bani Israel:

Maududi, The Meaning of 'the Qur’an,vol.l 5th ed. 1980.
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“Remember when we caused the cloud to over shadow you and provided you with
manna and salwa for your food saying eat of the clean and pure things we have
bestowed upon you. Remember, you grappled, O! Moses! we cannot endure one and
the same sort of food, pray your lord to bring for us the products of the earth: green
herbs, vegetables, corn, garlic, onions, pulses, and the like" (Moses replied) what !
would you exchange that which is meaner for that which is nobler?. Well go and live
in a town and you will get there what you demand" (2:60-1)
They were told to eat this fine and delicious food and be satisfied - but do not hoard for the
future and do not barter it for any other food. But they did not obey this, in contrary they
began to store them out of greed. And they demanded for a low things cultivable from the
earth / soil.* They said we cannot endure one type of food only, because the food was the
same in all days without any change. Al-Imam Razi elaborated the interpretations of the above
Qur'anic verses and perhaps examined the subject in its economic perspective saying that
"there is no harm in their request for more kinds of food". He mentioned that the question for
variety may have one of several purposes: Among them he mentioned; When they used to eat
one kind of food for 40 years they tired of it and they desired for its change or to get others
(in addition to it).
Then, Imam Razi came up with a profound conclusion stating that "in general regularity or
repetition of a single kind of food is the main cause of losing the appetite as it weakens the
digestion and reduces the desire or taste. On the other hand the diversifying of the food
determines the stimulation of the appetite and increases the pleasure or utility. So, the
substitution of one kind of something for another is the objective of sound minded/rational
people”.® On the basis of this scholarly thoughts and penetrating understanding he argued that
as long as the demand of Bani Israel is falling in this context they did not commit sin and no
blame on them for their request for variation of the meal in particular. And the response given
to them is clearly supporting this view?. The given answer affirms this implications, it has
been put in this form, it does not mean that you are not satisfied with manna and salwa which
you get freely from the heaven but you are asking for low quality and costly things! Then
they were told that, if they wanted/desired those trivial things, they should dwell a city/town

A. Sheikh Osman, The Noble Qur'an
Imam Razi, Tafsir al-Kabir, vol.3, p.91-95,
Al-Imam Razi, Ibid.
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where they would find their desired things, and so it happened.”

With close examination in this revealed fact one may draw from it an extremely
significant lessons. Despite the fact of incomparability between the heavenly given meals and
what they wanted of earth crops in terms of quality and cost, yet they insistently opted for the
latter for the sake of variation. Thus, this shows on one hand the welfare or the satisfaction
of the people depends on the variety of consumption goods not on a single commodity
howsoever its quality may be and it manifests the wisdom of Allah (swr) in the variety of his
bounties and human taste, and it crystallizes that the nature of human taste is stronger than
the cost considerations on the other. The cost and taste differences are underlaying motivating
forces of trade and business operations and both of them are naturally given factors. Where
cost difference arises mostly from the difference of natural endowments and similarly taste is
inherited character of human nature. In this context to elaborate the essence of the concept
we use simple microeconomic tools of exchange economy and considering different
alternative assumptions we clearly understand the economic implications of riba.

Graphical illustrations

A more convenient ways of illustrating this exchange possibilities is to assume that the two
consumers’ have different two goods, figure 5.2 (a) and (b). Suppose A has X endowment and
nothing of commeodity Y while B has only Y. In this situation there is every possibility of
exchange to take place raising the well-being of both individuals. Suppose for simplicity that
A has an endowment consisting only good X shown in figure. 5.2 (a). Suppose in the initial
situation he cannot engage in exchange he will have to consume his endowment which gives
his utility level v’y Similarly, B has a single commodity endowment which gives him a utility
level u°,. Both of them in this situation are facing a low level of utility due to diminishing
marginal utility in consuming each good alone and both of them desire if they can improve
their well-being through trading.

If A can trade and faces a relative price of good X in terms of good y as given by the
absolute value of the slope of the budget line passing through x,, he will choose to sell X, - XY
units of good x in exchange for 0°x*, .units of good y and achieve utility level u?, . By facing

A with different relative prices of good x we can trace out his offer curve, labeled OC*. This

Imam Razi, Tafsir al-Kabir, Ibid. 94
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offer curve tells us the amount of good x that A is willing to exchange for a given amount of
good y at any relative price. The absolute value of a budget line from point x, to a point of
offer curve is the relative price of x for y or the terms of trade. The highest indifference curve
available to A at each relative is tangent to the budget line at its intersecting point with the
offer curve. More generally A’s endowment may consist of part of both goods that is any point
on figure 5.2. Given the relative price his budget line must pass through the endowment point
the offer is obtained by rotating the budget line through the endowment point and drawing the
locus of equilibrium points chosen. We can depict a similar diagram for B, and suppose that
he receives an endowment consisting only good Y. His diagram may not be different from that
of A except the original point of the two diagrams as we see in Fig.5.2. In the coming
illustrations we assume two consumers with endowment of two different goods suppose A have
the endowments of X only and B possesses the endowment of Y only. In the light of these
assumptions we would like to examine the possibilities and opportunities for exchange, in
other words which situation is probably to generate benefit to either one or both individuals

or economically is subject to advantageous exchange to someone without inflicting loss to the
other one.



Figure 5.2 Benefits fro ure Exchange Economy.

Suppose A has X endowment and nothing of commodity Y while B has only Y. In the initial situation no one
can engage in exchange so each one by consuming his endowment will obtain low level of utility u', and v°,
as shown by Fig.5.3 (a) and (b) due to diminishing marginal wility. If they agree on trading according to
their expected budget lines. For instance A will choose to sell X~ x*, units of good x in exchange for 0*x*,
units of good y and achieve utility level u',. By facing A with different relative prices of good x we can trace
out his offer curve, labeled OC* and ultimately he reaches the point IC that is tangent to his budget line at
its intersecting point with the offer curve. The similar will be the case of B, Then imposing the two
diagrams as shows by ¢ pannel we can find the efficiency of exchange process by raising the welfare of both
individuals. Before the exchange A and B would end up at M and N respectively but through exchange they
may agree any point between these two points . But the most eqeity one is at E and they arise their welfare
equally. Depicting the this distribution of exchange gain we have show n it in pannel (d) Where along the
contract line one can gain only at the ¢ost of the other.

154



%

155

5.3.2 The Economic Efficiency in Exchange.

At the turn of the century Vilfredo Pareto( a great Italian economist, was the first to define
concepts of ordinal utility theory by recognizing that the laws of consumer demand do not
require declining marginal utility of income and the implied cardinality measurement. The
criterion is simply focusing the comparison of two stages of utilities obtained by an individual
or a group of households whether the latter situation is better off or worse off than the former
Accordingly, if two situations are given Tand G, a pefson is said to be better off in situation
T than in situation G once he or she moves to higher position such as T. In other words if
state T allows a higher level of utility than state G the state T is called Pareto superior to state
G and state G is Pareto inferior to state T. If all households enjoy the same level of utility in
both state’s T and G, then T and G are Pareto indifferent. If state A is neither Pareto superior
nor inferior nor in indifferent to G, then these two states are Pareto non comparable™.
Although the concept of Pareto optimality is considered a weak, it does establish some.useful
guidelines necessary for the maximization of welfare in households. Pareto optimality is an
efficiency condition. A Pareto superior change simply shows a move to a more efficient
allocation of goods and services. If the action is Pareto superior, we can unambiguously say
that the household on that state is better off. Thus an infinite number of resource allocations
can be said Pareto optimal in the sense that no one can be made better off without making
someone else worse off. Applying this principle of Pareto optimality in the pure exchange
economic analysis, suppose, two individuals A and B, and two goods x and y provided that
the consumers' preferences and general price levels are constant so that the main ideas can be
given a geometric interpretations. We can illustrate how benefits or advantages arise through
exchange allocations to show which situation violates this Pareto condition.

By combining the two figures 5.2a and 5.2b and constructing Edge worth box diagram
5.3¢ we can examine how both individuals approach to Pareto optimum through trading in this
simple model of two- person two-commodity exchange”. The dimensions of the Edge worth
box are equal to the endowments of good x (horizontal) and good y (vertical ) The origins for
a consumer A and B are O* and O respectively. Assuming that A has claims on the entire

2Robin W .Boadway & Neil Bruce,, "Welfare Economics’, Basil Blackwell Inc. USA. 1984, p.62-67, 196-
i3 '

Robin W .Boadway. Ibid, p.66.
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endowment of good x and B has claims on the entire endowment of good y. We can identify
the initial endowment point at the lower right-hand corner. Moreover, the endowment point
can be any point in the Edge worth box. The contract curve O,EQ,. It is the locus of all
allocations of the two goods such that the indifference curves of A are tangents to those of B.
Thus, at each point on the contract locus the marginal rate of substitution between x and y for
A is equal to that for B. At any point that is not on the contract curve including our initial
endowment point the marginal rates of substitutions (mrs) of B and A will are different. As
generally market exist in an economy because individuals have different marginal rates of
substitution between goods, this opens the possibility of mutually beneficial trade. For
instance, the indifference curves reached by A and B when they consume their endowments
{ u*, and u",.) form a lenses shaped area within which lie points that are Pareto superior to the
initial endowment and which can be reached by A and B if they trade their claims on the
commodities. At any point that is within this lens-shaped area but which is not on the contract
curve segment MN, there exists a possibility of still further Pareto improving trade options.
Once A and B are on the contract curve no further Pareto improvements are possible so one
house hold can gain a utility at the expense of the other.

Thus, any point on the contract curve is a Pareto optimal allocation of the endowment.
In an exchange economy a competitive general equilibrium can be established by assuming that
an auctioneer calls out the relative price of goods x and y. In response, A (B) supplies good
X (y) and demand goods for y (x). These offers are given by the offer curves OC? and OC” for
A and B respectively. If the goods’ supply and demand are not equal, the auctioneer calls out
another relative price. The competitive general equilibrium is established at the point of
intersection of the offer curves labeled E. Where A offers X?- x*a in exchange for y°, and
B exactly reciprocate. Trade takes place and A and B enjoys at higher levels of utility ub, and
ua, respectively. Which constitute an increase in their real income. If each one of them
remains at the original level of utility, they can transform this increase of utility in to real
income which amounts to O,E - O,M in case of individual A and O,E-OyN for individual B
that is the difference between each individuals budget line from their common budget line after
trade. At every point on the offer curve the marginal rate of substitution between the goods
1s equal to the relative price called out the auctioneer, so it follows that E must lie on the
contract curve. From the shapes of the indifference curves at the endowment point it should
be clear from geometric reasoning that a price line must exist so that A and B trade to a point

such as E on the contract curve within the segment MN. Thus, a gain from trade must exist
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even under competitive market and the resulting allocation of goods is Pareto optimal. The
Pareto optimal is one in which any change that makes some one (people) better off makes
another (others) worse off. Thus, every point on the contract is Pareto optimal and the
contract curve is a locus of Pareto optimal points. To summarize the economic behind these
graphical analysis, it simply says that people will trade only if the trade makes the participants
better off. If each person’s mrs, is the same it is impossible to make both parties better of
through trade, Boadway ( 1984, 67).

As stated above each point on the contract curve O,EOQ, stands for a Pareto optimal
allocations of the endowment X and Y. Converting these endowments in to a single concept
analogous to the single endowments which we have discussed in the preceding analysis. The
combinations of the two endowments stand for a certain level of utility, that is, each point on
the contract curve there is a corresponding point of utility level for A and B. An alternative
representation of these points along the contract curve is depicted in specific diagram known
as the utility possibilities curve labeled UPC. Where, the utility of A is measured on the
vertical axis and that of B on the horizontal axis. This curve is representation of the contract
curve in this space. It bounds a set which contains all of the utility distribution levels of A and
B that can be attained given the fixed endowment of goods. Without making the cardinality
assumption about utility it is not possible to assign the property of convexity to this set.
However, the utility possibilities curve must have a negative slope clearly showing that on the
contract curve any increase to the utility of either party implies absolute decrease to the other
party. The competitive equilibrium allocation of point E in figure 5.2 (a) corresponds to a
point e on the utility possibilities curve in figure 5.2 (c). It is apparent that e is just one among
an infinite number of Pareto optimal distributions on the utility possibilities curve. However,
it is also apparent that e is superior to the sub optimal utility distribution levels at MN in figure
5.2 (d) which directly corresponds to "M" and "N" in figure 5.2 (c). That would be the
situation had the two parties not been able to engage in exchange at all. Therefore,'as the
second theorem of welfare economics states that any Pareto optimal distribution can be
attained by competitive market system for some distribution of claims on the commodities,
which presently, in this exchange economy grows out of the ownership of commodity
endowments. It is asserted that any point on the contract or the utility possibilities curve which
is in fact a kind of Pareto optimal point can be reached by engaging in exchange in a
competitive market from some endowment point outside the contract curve. At any point on

the contract curve there is a single relative price. The absolute slope of this price line is equal
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to the common marginal rate of substitution, where the exchange process of the distribution
claims of endowments stops. And any further readjustment would be possible only at the cost
of either party.

5.3.3 Monetary Assessment of Surplus Utility

From the law of demand based on the above principles the concept of consumer surplus
could be derived which is perhaps the best conveyed by Marshall’s common sense definition
for being the excess of what a person is willing to pay for a thing over the amount that he
actually pays, Joshi (1994, p.64). This notion is depicted in figure 5.3. It purports to measure
the change in individual’s or social welfare under certain conditions. It is the money measure
of quantitative magnitude of utility (benefit) that consumers derive from consuming a good.
Consider a Marshallian demand function for a good i.e.

X= D(p). (5.1)

But, this follows in any consumption level x,. Now if the consumer is paying the p( x,) for
all that x,units he consumes it, it follows that he is consuming or enjoying a surplus of total
benefit over expenditure given by him

S(x,) = B (x,) - p ( X)X, (5.2)

In this analysis it will be of great convenience to measure the consumer’s surplus some times
in terms of a good, i.e., Y. in particular in the two dimensions we employ, y can be
regarded either as a single good in a two -good economy without money which stands all
goods at fixed prices other than the good X. We may assume that there is no matter whether
the consumer’s surplus is expressed in terms of good y or in terms of money as generally

understood makes no difference to the particular conclusion to be drawn, McKenna (1992,
p.76).

In retrospect the derivation of these concepts of consumer surplus following the Allen
Hicks(1934) analysis, seems almost unavoidable. Let us recall one variant of the following

diagrammatic features of the well-known familiar analysis of the fall in the price of a good x,
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after opening of trade. This exposition is useful to know and illustrate the idea that if the
prevailing market price measures the value of the marginal unit the consumer buys. There,
may in general be a surplus of total benefit over expenditure accruing to the consumer. In this
connection we would like to put this discussion in a sounder and more rigorous footing.
Suppose the consumer has endowment of two goods x and y with a given proportions of x :
y = 1 :2 . where y is a basket of goods at given relative price of x that is Px/Py=x/y .
Suppose the house hold's welfare depends on a given form of utility function.

U{) - uu( xul, yo1 ) (53)

Individual B has the endowment of x and y but with different ratio i.e. x:y =2. which stands
for the relative prices of the two commodities where individual A has a large endowment of
y and B has relatively less endowments in x, therefore, B wants to have more of x in exchange
for y which he has relatively low endowments.

Now if the two individuals exchange their endowments where each individual is giving
the cheaper good and acquires a relatively his expensive good. Through mutual exchange of
the two individuals the welfare of both households will increase. For instance after the
exchange of endowments the relative price of goods has decreased significantly, so the price
line has shifted to right upward from HL to HK line. As a result consumer A 1S now
consuming at point E; of the budget line which is tangent to the indifference curve at u, level
of utility consuming yx composition of the two goods. To illustrate the additional welfare or
benefit obtained from his exchange is usually measured by the difference between the two
budget or price lines. Such as MN and HK or HL and BN. Depending on the initial direction
of change. Hicks demonstrated that a fall in the relative price of commodity affects the
demand for that commodity in two ways; first it makes the consumer better off for if raises
his real income and its effects along this channel are similar to that of an increase in income.,
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Secondly it changes the relative price of the goods and hence, apart from the change in real
income there would be a tendency to substitute the commodity whose price has fallen. The

(a)

(b)

Figure 5.3 Monetary Assessment of Exchange Benefits:

Through exchange the consumers realize surplus utility mostly known as consumer surplus which nothing except a kind
of gain from trade or profit pannel (a ) indicates the concept of CS and panel (b) depicts it in more explicit manner. In
this case we assume that the two individuals have endowment of x and y but with different proportions where A may
have the ratio i.e x;y= /2 but B xty =2 These ratios stand for the relative prices of the two cominodities,
therefore, B wants to have more of x in exchange for y which he has relatively low endowments. Now if the two
individuals exchange their endowments the welfare of both households will increase. For instance after the exchange
of endowments the relative price of goods has decreased significantly, so the price tine has shifted to right upward -

from HL to HK line. As a result consumer A is now consuming at point E, of the budget line which is tangent o
the indifference curve at u, level of utility consuming yx composition of the two goods.
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whole idea is to measure the difference between the utility levels of U, and U, It is obvious
that there are number of ways to do that. But our main task is to illustrate only that there is
an increase in real income when the two individuals mutually exchange the two commodities.
Without exploring various existing methods of measuring this real income generated by trade
of the goods we may demonstrate the basic message of the above postulation.

An arbitrary methods of measuring the distance between the two situations of utility
levels are evaluated in applied welfare economics™. The two conventional techniques which
are widely used in modern economic text books are compensation variation (CV) and the
equivalent variation (EV). To illustrate how the real income that accrues to the households or
endowment owners are measured, when the relative price of their goods change due to solely
mutual exchange of their endowments, we use these two methods. The CV as a move from
the original situation to the new situation is defined to be the income that could be taken away
from a household in the new situation in order to leave him as well off as in the initial
situation. That is the difference between the budget or price lines of HK and MN with slight
difference between Slutsky and Hicks assumptions. In other words the CV is the amount of
real income that the household may acquire if he would like to consume at the same original
level of goods x and y that will be equal to the vertical distance between OH and OM. A point
of our interest in this study is that the households can obtain a real income through mere
mutual exchange of their endowments when their relative prices are different which is
approximately equal to a certain real income that can make them reach a utility level of U,
when the relative prices are constant that is the horizontal distance between BK and HL.

In our iﬁvestigation to illustrate simply what is the amount of income that generated
by the lower price level, the appropriate method of measuring seems to be relevant to both
methods of compensation variation and equivalent variation while keeping the consumer at
the original welfare level with the new relative price can be achieved only through the former
in absolute term. And in this respect the last method gives as a positive amount of income.
The EV is analogous to that obtained for CV and CS. The integrating conditions are satisfied
at the symmetric condition compensated demand functions. Therefore, EV is unambiguously
defined with a simple geometric interpretation can be given to each term under the integral
equation . In the lower diagram, the compensated demand curve along u, is drawn as y(p. uy)
and Marshallian demand curve is x(p, m). The EV is given by the line integration of this

30

Robin W .Boadway , Ibid, p.211.
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change or the area under the compensated demand curve, From this anaiysis we realize one
important observation that EV>CS> CV. In the conventional studies CV and EV is the most
widely used techniques for measuring of well-being change, for they are well defined, path
independent easily interpreted through expenditure function, simply they differ only in their
reference prices using the initial situation or the final prices as the reference point

This concept of consumer surplus has great similar characteristics of producer surplius,
the nature of producer surplus is almost similar in nature to this important concept, Mishan
(1981, pp.145-180). From purely theoretical view, however, the notion of rent as a surplus
or the excess of the return to the factor-owner above that necessary to induce him to provide
the factor( the services of land, capital and labor) is with the notion of consumer surplus, or
‘consumer rent', for this can be described as the excess of the sum of the consumer is willing
to pay above the amount he has to pay to acquire the good. Once this is recognized and
precisely restated then the producer’s surplus is almost analogous to that of consumer surplus.
The symmetry between rent and consumer surpluses complete once we focus on the welfare
effect arising from a change in prices. For just as the consumer’s surplus is regarded as a

measure of welfare change arising from alteration in one more factor prices, all other prices
remaining constant,

5.4  TRADE: AS THE PRIME VEHICLE OF PROFIT

On the light of the forgoing discussions, there are sufficient evidences to believe that the trade
of goods and services among people in group nations or individuals to serve the principal
vehicle for generating incremental or additional value that is known as profit. However, to
substantiate, this believes, we will highlight, in the coming discussions, the natural forces

that are inducing the realization of profit. The efficiency of exchange in production economy
as well trading the services.

5.4.1 Natural Motives of Generating Profit

And from the preceding analysis we find that people conduct exchange activity for two
significant reasons either one of them would be sufficient for trade to take place. The first
major reason can be explained as that the people trade because they have different
endowments and abilities of producing goods and services. And the second reason is because
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they have different taste. Precisely, the difference in resources and in preferences of the people
constitute the fundamenta! vehicle of exchange. It is expressed that to benefit from trade it
pays to be different from the others. In trading any difference is an opportunity to gain. This
idea can be illustrated by practical example we may take the case of trade in similar goods.
1t is asked that why does it make sense for countries like USA, UK, Germany and other
industrialized countries each one to produce cars for export and at the same time to import
large quantities of them from other countries? Of course these countries have access to the
best technology. available for producing cars, and car workers of one country are surely
productive and efficient as their fellow workers in Germany, USA or others. Capital
equipment, production lines used in the production of cars are also available to any one of
them. This line of reasoning leaves puzzles concerning the sources of international exchange
of similar goods produced by similar people using similar technology. Why does it happen?
Why do the countries like UK has comparative advantage in some types of cars and for
instance Japan and other European countries in others? The first part of the answer to the
puzzle is that people have a tremendous diversity of taste In this case some people may be
prefer sport cars. Some of them like urban jeep, hatchback etc. There are money ways in
which the cars may vary, i.e., some have low fuel consumption, some have high performance,
large boot, front wheel drive, manual or automatic gears durable, flashy etc. The tremendous
diversity in tastes for cars means that people would be dissatisfied if they were fofced to
consume from a limited range of standardized goods as the above story of Bani Israel has
shown. People really value variety and are willing to pay for it in the market place, even if
they are sacrificing for the sake of variety is more valuable than what they receive in the eyes
of others.

The second part of the answer is related to the factor of cost. That is the difference in
the cost of production, someone may argue that according to the above similarity there may
not be any considerable cost difference. If we incorporate the concept of economic scale of
production the answer may be easy and self explaining reason, Usually the larger the scale
of production the lower the average cost of production. The diversity of taste and willingness
of to pay for variety does not a highly diversified range of different types of goods. For
instance car producers would not be able to reap economic scale if they try to produce every
kind of car, where such level of current variety would be made available. If they try to do so
the price of cars would be prohibitive and no one would be able to pay. But with the existence

of trade and exchange system each firm can produce a specific type of a good in huge number
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on the face the whole market. This situation of market for cars is also typically applicable in
many other industries, technological instruments; spare parts, computers etc. Thus it is the
combination of diversity of taste and the costs of production that produces comparative
advantages and generates such a large quantity of goods in international trade in even similar
goods which is highly profitable activities [Parkin, et al (1997)].

This observation has a far reaching implication for ordinary economic implications of
inter household exchanges as well as for international trade. Almost all countries get advantage
from trade but those benefit the most are those whose citizens are most different from the rest
of the world, by and large these are the small countries rather than big countries. Islam has
recognized the endowment and human taste differences to be the basic driving forces of
international trade throughout the history of mankind. Allah (swt) repeatedly reminded the
people the importance of ships sailing over seas and oceans for the benefit of humanity and
that is the way of seeking the bounties of Allah(swr), i.e., to obtain different goods or gain
profit through trade, Allah (swt) has said

"And the ships which sail through the sea with that which is of use to mankind ...are

indeed ayat (proofs, evidence, signs etc.) for people of understanding” (2:164).
Traveling with these ships is the way of their beneficial trading as elaborated by Imam Razi
the fundamental concept of trading expressing that Allah (swr) has endowed every part of the
world certain kinds of specific resources and made the people of each part demand for the
resources of the other part which serves as the basic motive that makes the people undertake
all risks of oceans and lengthy voyages. If the endowments differences were not, then they
would not undertake it. In this operation the transporter reaps the benefit of profits and the
purchaser benefits from the goods he received.”

The great economists of 18th and 19th centuries Adam Smith and David Recardo
respectively were the first in the West to recognize that the trade can benefit all parties and
they illustrated the importance of comparative advantage. Smith started his discussion with
a simple truth that for two nations to trade with each other voluntarily, both nations must gain
if one nation is gained nothing or incurred loss it should simply refuse to trade. The message
of this fundamental law is very simple. All countries of the world can benefit from
international specialization and free trade. This important law is singled out as one of the

greatest achievements of the classical school of economic thought and it remained

3 Al-Imam Razi, Tafsir al-Kabir, vol.2, part 4, Darul Maktaba al-limiva Beirut Ist ed. 1990, p.178.
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unchallenged for almost two centuries. This idea finds many practical application outside the
domain of international economics. It simply states that when each country specializes in the
production of that commodity in which the nation has a comparative advantage the total world
output of every commodity necessarily increases (potentially) with the result that all countries
become better off (save the limited case of a large country), Chacoliades, (1981 p.13).

The modern economy and the very world as we know it today, obviously depend
fundamentally on specialization and the division of labor between individuals, firms and
nations. Though, the logic applies equally in interpersonal, inters firm, and interregional
economic transactions, Because, the basic message of the comparative law in its true.nature
and applicability as well as its rationale is more obvious at individual level than nation ievel.
Hence, the demand and supply at individual level are analogous to the aggregate supply and
aggregate demand at country level. The concept of absolute or comparative advantage would
get clearer the more the size of the market is reduced. Conversely the more the size of the
market increases the less would be these concepts relevant to the practical life. Naturally,
individuals are different in their economic activities due to their abilities or tastes, where, one
individual is more efficient in the production of certain goods or doing some kinds of services
than another but less efficient in certain respects. Then both individuals can gain if each one
specializes in the service or productive activity which he has advantage and exchange part of
its output with the other individual for the commodity or service of his absolute disadvantage.
By this process the resource available to the two individuals may be utilized in the most
efficient way and the output of both products or services will rise. This increase in the output
of both commodities measures the gain from specialization in producing by each what he can
efficiently produce and trading the surplus to the other.

In case of countries there are large areas of similarities and it may happen that some
countries may not see necessarily to trade with others but for preference or increasing their
well-being, while, in case of individuals, trading is a matter of survival, where no one is
expected to survive without getting the basic necessary goods or services which he cannot
produce all of them by himself alone. Thus, without changing its essential message we can
assert that the comparative advantage theory has tremendous implications on the economic
activity at individual level. The unlimited, multidimensional human want requires different
kinds of goods and services to satisfy wants while at the same time no one can produce all
what he wants. Due to the limited capacity of the individual he can efficiently produce only

single good or a service at a time, so specialization is inevitable. As the specialization
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increases the concerned commodity or service displaces the other goods on the part of its
producer and creates a situation that necessitates for him to seek exchange. Hence, there is a
strong relationship between specialization and trade. Specialization on one hand improves the
quality of production which increases the degree of satisfaction to consumers. On the other
hand specialization increases the quantity of output in those goods or services. Moreover
specialization increases the variety of the output in general as different sectors of the society
specialize in different kinds of goods and services the general welfare of that society will
increase and through exchange they raise their living standard.

5.4.2 The Exchange in Production Economy

Now, we consider an economy where individuals are not only recipients, but they engage in
production activity. Haberler who rescues the classical trade theory emphasized that the sole
purpose of the labor theory is the opportunity cost of one commodity in terms of another in
each of the two countries, Chacoliades (1991, pp.14-16). The crucial point to remember is that
once comparative advantage is defined in terms of opportunity cost which reflects forgone
production of other commodities. It makes no difference whether commodities are actuaily
produced by labor alone or by any number of factors production. The case constant
opportunity cost, need not reflect the existence of a single factor, such as labor it may reflect
the fact the factors of production such as labor and capital may be used in exactly the same
proportion in the food and clothing industries. Where, in the contract curve in the case of a
box diagram coincides with the diagonal, and production possibility curve becomes linear,
reflecting constant opportunity costs, in this simplified model in which there is only single
factor of production with fixed technical coefficients. To illustrate how the gain from trade or

exchange is generated in the context of opportunity cost concept, we may take here two
hypothetical examples, firstly,

one in the case of exchanging services of two skilled
individuals. Secondly,

in the case of two firms or producers who will exchange their
production goods.

I. Trading of Production Goods

In this section we assume that A and B produce something rather than having endowments.
Now A and B represent producers, no matter whether the producers are firms or countries in
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isolation. The nature of the of analysis may not change. We assume also the production of two
goods such as food and cloth with different costs. Suppose A specializes completely in the
production of food and B clothing, where the total production of food and clothes are O,R and
O,R respectively. Before, the trade A can consume only that it can produce. The same is the
case in B so both of them consume according to their respective productibn possibilities
curves, Chacoliades (1985, pp.50-53)

Thus, we see that A's consumption combination of food and clothing with respect to
its frontier, somewhere in between RF',, similarly B can consume with respect to origin Ob
may consume before the trade along the curve RC", curve. Therefore, according to the
comparative advantage principle the trade and specialization enhance the consumption
possibility curve of the two firms/countries by the shaded triangular area RF',NC",. This
shaded area is in fact the source of the gains from trade. The large the divergence between the
slops of the two production possibilities curves the larger the shaded area. This absolutely
amounts to the gain from trade. In case the two lines have an absolutely equal slopes the
shaded area shrinks to zero and gains from trade disappear. This confirms the fact that in the
case of equal advantage there is no basis for trade, Peter and Kindleberger, (1982, pp.36-52).
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Int panel (a) illustrating in simple diagrams the comparative costs of the two individuals’ services with different skills,
Let the X axis denote the amount of cloth and Y the amount of food and L the amount of labour services per hour.
With a given level of labour it s possible to obtain a certain levels of cloth and food at the ratio of y= (a,/b}x here
(a,/b, ) is the comparative cost which depicts the exchange ratio of the two commodities. The terms of trade is
y=Tsx which is an straight line through the origin. at the domestic price ratio, individual I would have obtained
OE=AB of y for OA of x, whilst it can obtain OF =AC by way of exchange. In case of exchange of goods directly
in panel (b)we see that A's consumption combination of food and clothing with respect to its frontier, somewhere

in between RF"

» similarly B can consume with respect to origin O, may consume before the trade along the curve

RC, curve. Therefore, according to the comparative advantage principle the trade and specialization enhance the
consumnption possibility curve of the two finms/countries by the shaded wriangular area RFT NC",. This shaded arca

is in fact the source of the gains from trade.
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11. Trade in Services

Imagine in the first case, two skilled individuals: electrician and carpenter, each of whom
wants his house rewired and his den paneled. Each one is relatively efficient in his major skill.
Thus, their relative cost in each task in terms of service hours spent on each works are given

in the following tables.

Table 5.2 Benefit from Trading Services

Electrician Carpenter
Rewiring 10 hours Rewiring 20 hours
Paneling - 15 hours Paneling 8 hours

(a)

In terms of Opportunity Cost

Rewiring 2/3 paneling 5/2 paneling

Paneling 3/2 rewiring 2/5 paneling
(b)

As shown in the above table the electrician requires 10 hours to rewire his house and 15 hours
to panel his den. The carpenter knows relatively little how to do his own rewiring. But,
because he is less skilled at it than the electrician. It takes him 20 hours instead of 10 hours.

The electrician can panel his den in 15 hours comparatively less efficient in paneling than the
carpenter 8 hours.

Without Trade With Trade
Electrician 25 hours 20 hours
Carpenter 28 hours 26 hours

(C)

The electrician can produce a rewiring job more cheaply than the carpenter can,
because he rewires a house at a cost of 2/3 of a paneling job. Where as the carpenter rewires
at a cost of 5/2 paneling jobs. We express this that the electrician has an absolute

comparative advantage at rewiring. This simply means that he can do the job at a lower cost



170

than the carpenter can. Another way to say the same thing is that the electrician is more
efficient at rewiring than the carpenter is. The concept of comparative advantage here implies,
the ability to perform a given task at a lower cost. We have chosen to define efficiency in such
a way that the most efficient producer of a good is the one who produces it at the lowest cost.
This follows from the definition of cost as the forgone opportunity, Landsburg (1990, p.17).

We ca now show in simple diagrams to represent the theory of comparative costs. Let
x denote the amount of cloth and Y the amount of food and L the amount of labor services per
hour, Gandalfo, (1986, p.57). With a given level of labor L1. It is possible to obtain an
amount of cloth. X = (1/a1)L1. Where a is the unit cost of the product food. Like wise with
the same amount of labor it is to obtain

Y =(1/bn)Lt of cloth if we divide Y and X we get.
y = (ali/bl)x. (5.4)

In this manner we could have arrived at the same result where the ratio (a/b, ) is the
comparative cost which depicts the exchange ratio of the two commodities. Similarly we find
in an analogous way that for another individual or a country.

y = (a,/b,) x. (5.5)

For simple graphical representation of the above equations as two straight lines starting from
the origin. The elementary straight lines tell us that, comparative costs are given by the slopes
of the straight lines. The slope difference of the two line is obviously showing the their
difference in comparative costs. That is, (a,/b,) # (a,/b,) If the two slopes were equal the two
lines would coincide. Therefore, the necessary condition for the trade to take place is

represented the non coincidence of the two lines. The terms of trade can be represented as the
slope of straight line, which may be denoted by Ts.

Then, y/x =Ts,
Where y = Tsx (5.6)

Which is an straight line through the origin with the slope Ts. This, perhaps presents a

sufficient condition for trade by assuming that line falls strictly between lines (5.1) and (5.2).
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This implies that having assumed al/bl <a2/b2, the following inequality
a,/b, <Ts>a,/b, (5.7)

Similarly, if a,/b,>a,/b, then the condition would be the reverse, which may have obvious
graphic representation. Assuming this condition to hold a profitable trade will take place and
it would be advantageous for individual 1 to specialize in the production of X and of individual
2 to specialize in the production of Y. In terms of the above diagram, this proposition in fact
amounts to saying as follows; (a) that individual whose line representing its comparative cost
line lies between the line representing the terms of trade and the horizontal axis will find 1t
profitable to specialize in the production of the goods measured on this axis and (b) that the
individual whose comparative cost line lies between the terms of trade line and the vertical axis
will find it profitable to specialize in the production of the good measured on this axis.

To further illustrate this point, let us suppose that a given the terms of the trade Ts, a
quantity O, of X is exchanged for OF of y. It is very obvious that the amount of OA is given
by individual 1 (and so received by individual 2), while, the amount OF is given by individual
2. In proof of this proposition, we shall measure the gains from this trade accruing to each
individual. In this example, let us consider that at the domestic price ratio, individual 1 would
have obtained OE=AB of y for OA of x, whilst it can obtain OF =AC by way of exchange.
It is therefore, profitable for individual 1 to engage trade operation in the above described a
pattern. And the gains from trade accrued to individual one may be measured for instance in
terms of y, they are given by the segment BC. In the same pattern the analysis of individual
2 may be illustrated, that is the domestic price ratio, would be OG=AD of y to obtain OA of
x whilst it has to give up OF=0C by way of exchange. It is therefc;re, profitable for
individual 2 to engage a trade in the way we just described above. And the trade benefit
accrued to this individual 2 measured in terms of y is given by the segment DC. An alternative
diagram of this trading model the theory of comparative costs is based on the concept of
transformation curve or (production possibility curve) used in microeconomic text books. In

this simplified model, in which there is only one factor of production and the technical
coefficients are fixed, the transformation curve is linear.
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5.5 THE QUALIFYING ASSESSMENT IN THE PURSUE OF PROFIT

Islamic injunctions do not only clarify what is prohibited and what is permitted in business
dealings but beside laying down the fundamental principles for all financial activities. The
Qur'anic verses clearly encourage the people to use the day for profit-making activities. Most
of the verses which are reported to have been revealed in Makkah demonstrate that the
commercial activity of shipping and transporting the goods through the sea as the bounty
bestowed by Allah (swf) on mankind. We find in this connection numerous verses of the
Qur'an that clearly indicate the importance of the trade across the seas and oceans and Allah
(swt) linked the travel on ships through the seas to that of seeking His bounties in trade, which
is actualily the profit and benefits gained from transporting goods from corner of the world to
another.* Further more, the Qur'an stated that Allah (swr) made the earth manageable for men
to traverse through its tracts and enjoy the sustenance which he furnishes.* Moreover, Islam
placed the spiritual and material requirements at the same footings Muslims are ordered to
observe the prayers specifically Friday's one for its particular importance and stop commercial
activity when the call for the prayer is announced, but to resume engaging trading after that.*
However Islamic commercial principles establish a comprehensive framework and fundamental
building blocks for smooth functioning of the business activities. In this section we concentrate

two of them namely; the role of mutual willingness of contracting parties and evaluation
assessment or proper measuring of exchange objects.

5.5.1 The Principle of Mutual Consent

In Islam the additional value of trade is linked with exchange in mutual willingness. The
Qur'an and Sunnah have shown that the essential basis and the fundamental functions for the
fransaction contracts are the mutual willingness of the involving parties. The ayat in this
context express two things, firstly the prohibition of devouring the people's properties or
money (bil baril) wrongly, secondly the exception from this prohibition tijara an taradin- that

devouring them through trading with mutual willingness is permissible. Ibn Taymiyya noted

n
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that the willingness should come from both parties, but, in case of charities the willingness of
either party is sufficient. As far as the literal message of the term fllaa is concerned, the
[siamic scholars mentioned two interpretations; in the meaning of exclusion "but”- which
implies that "but the tijara in mutual consent is permissible”, Al-Darini (1984, pp.58-9). Or
in the sense of continuous exception that is "even though it is in the form of t{jara in mutual
willingness”. The last interpretation covers the prohibition of various unlawful business
behaviors for they are subject to riba, gharar etc. This means that the said transactions are
prohibited even though you may conduct them in mutual willingness. However, the mutual
willingness is a necessary condition for all financial transactions without which contracts are
considered as invalid.

In any case what is clear from the principle of mutual willingness is that while, eating
up each other's property in vanities and faulty way is strictly forbidden by Islam, the eating
up each other's property through fijara- trade is allowed in the Qur'an, provided that such
tijara must be concluded "by mutual willingness or with good will". The contract of bay'
takes effect with the offer and acceptance of the two concerned parties. And there is a
unanimous view of the essence and requisite of "mutual willingness" in any form of tijara or
contract of exchange whether cash or deferred - is fulfilled when the contract is dully
concluded by the offer (ijab) on the part of contractor and the acceptance (gabui) on the part
of the contractee, Ismail (1992, 310). This is the essence of the above phrase in the verse.
The ahadith of the Prophet(saw) also confirms this view "Indeed exchange is based on mutual
agreement”,” and "someone's property will not be lawfully acquired by another unless it was
given to him willingly".** Abi Saeed al-Khudriyi reported from the Prophet (saw)that [bn
Hajjar also mentioned in this context that the Ayar confines the permissible trade in mutual
willingness.”” Hence mutual consent among parties to exchange is considered as the central
principle to the juristic view of exchange and foundations of their opinions on the issue.
Therefore, any attempt of forcing them to exchange or to prevent them from exchanging may
raise the question of injustice. Ibn Taimiyah observed that "to force people to sell their objects
which are not obligatory to sell, or restrict them from selling a permissible object are injustice
and therefore unlawful", Islahi (1995, p.10). In Figh context the bay' or sale is an exchange

Fathu al-Bari vol .4, p.230
Fathu al-Bari Ibid.
Fathu al-Bari Tbid, p.230
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of commodiues for other commodities, it is a pre agreed contract of exchange with the mutual
consent of the parties involved. Every contract of exchange is tijara no matter in what form
of market the commeodities or services exchanges are. Hence tijara encompasses both in spot
and various types of deferred transactions. The wisdom of Shariah in imposing the rule of
mutual consent is demonstrated by jurists to be based on consideration of fair play in the
market. Assuming that the pérties are sufficiently rational in their preferences and decisions,
we rule out where there is no benefit to either party or exchange benefits of one party to the
detriment of or even harm to the other party, or an exchange where neither of the parties
benefits. For any mutual trading between rational parties must have certain beneficial
objectives of either accruing more benefit to one or both parties or reducing kind of pain or
difficult of either party without reducing the benefit or increasing the difficult of the other.

Perhaps the wisdom of this permission is taken into consideration that trades activity
may not always generate profit, it may probably get into losses where either party in the
contract realizes decrease of his original capital, an amount which could be translated -
regardless of the real cause of the loss -as a profit reaped by the other party. Hence, Islam
teaches that not to assume the loss of either party in trade contract to be the gain that might
be realized by the other. So that this kind of gain might not be thought to fall under the above
prohibition. Usually one commodity passes over many traders and each one obtains certain
amount of profit. For instance, the last trader incurs loss, this loss should not be considered
due to the gains obtained by the preceding traders. In another aspect, when the two parties are
conducting the business, it is very difficult or probably impossible to figure out the exact
amount of profit/benefit that goes to either party. Only through bargaining they conclude the
deal without concerning who take greater profit. And perhaps the satisfaction of each is the
best mdication of their equity in the distribution of trade benefits. This idea, in fact, has great
implications in international trade policy, and it has been intensively debated in international
trade conferences how to share the benefits and gains of trade.

In this connection three rules are pointed out Bashar (1994, p.17-27) such as mutual
consent, contract fulfillment and fairness in exchange. Therefore, in Shariah injunctions
mutual consent constitutes a centerpiece of exchange and financial transactions, while,
exchange that confirms with the rule of mutual consent is considered by the jurists as valid.
They recognize some invalid cases such as that contracted under coercion or misrepresentation,
violating the rule of knowingly mutual consent. So, taking into account all these aspects, Islam
establishes a very important and transparent principle of permitting the benefit that may go to
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either party or both from a trade concluded in mutual willingness and complete consent of the
concerning parties. This is the essence of what Islam has declared its permission provided that
the trade must be completely clean from the undesired elements such as; riba, and gharar.
While riba could be avoided when the transaction involves the exchange of different goods
and the transaction is not characterized in features of two transactions in one sale, the
abstinence of gharar requires a complete information about the characteristics of exchange
items. The following Qur'anic verses reveal certain important implications on the above
understanding, Allah (swr) has said:
"And eat up not one another's property unjustly (in any illegal way, i.e., stealing,
robbing and deceiving, through riba or gharar) not give bribery to the rulers (judges
before presenting your cases) that you may knowingly eat up a part of the property of
others sinfully.” (2:188).
These verses emphasize on the prohibition of devouring one another’ property unjustly and
sinfully with full consciousness and knowledge, for this will consequently lead people to
aggression and killing each other. However, Allah (swr) is merciful for those who avoid the
great sins such as; riba, stealing, robbery, killing each other, etc. and forgives the small ones.

These Qur'anic verses contain a profound comprehension of the subject of uncertainty
bearing which should have to be viewed as the source of both profits and losses, Ismail (1992,
298). While Islam shows a liberal treatment toward the fluctuations of price system, it also
laid down certain moral measures and general market regulations. For the relative needs of
the two individuals for the sale object is the major factor that determines the price level, Islam
restrained the increase of price which may harm either party under difficult circumstance. The
Prophet(saw) has forbidden to deal with an individual in selling or purchasing under pressing
sitvation. It is related to Ali (ra) that the Apostle of Allah(swr) forbade buying and selling with
person who was in dire need or difficulties and he forbade the selling of an article the
availability of which was not certain and fruit before it was ready for harvesting"* ( Abu
Dawud}).

5.5.2 Principle of Valuation and Proper Measuring

Another important aspect relevant to business transactions associates with evaluations and
proper measuring of the intended objects. As we have stated earlier the additional or excess
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value should be visible measurable and avoidable. If riba is excess or increase, it can be
evaluated in quantitative and qualitative assessment. Islam has extremely emphasized the
importance of measuring and has made obligatory that a perfect measuring must be observed
in transaction or exchange dealings. A numerous verses of the Qur'an are clearly
demonstrating the great importance attached to this principle. Allah(swr) says that;

" Verily a clear proof (sign) from your Lord has come unto you: so, give full

measure and full weight and wrong not men in their things, and do not do

mischief on the earth after it has been set in order, that will be better for you,

if you are believers."* ,

The basic purpose of this principle is to observe a fair transactions in business activities
and there should not be any unjustified increase accrued to either party. Usually the difference
in quantity of the exchange items can be discovered by using a standard unit of measurement,
welghing, or counting according to the physical nature of the two goods. For exchange
necessitates the fulfillment of the agreed standard thing according to the contractual obligation
made by the two parties. That is on the basis of Qur'anic verse "O ye who believe fulfill (all)
obligations” (5:1), The gravest form of lack of fulfilling the obligation is that which arises
from giving less or taking more than what one deserves in a way that the other party will not
detect the shortfall or excess®. Bashar observed that this kind of activity is very much and
highly sophisticated in our modern time. For instance, metering devices in electricity, petrol
pumps, milk bobbies, telephone calls, etc. Islamic injunctions have laid down a universal
standard of fulfilling measurement in an exchange contract. A large number of the Qur'anic
verses are focusing and emphasizing on this important aspect. It is required provision of
adequate and sufficient criteria, such as, smooth and natural operation of the market and
standard unit of weighing and measurement.

But, qualitative difference or excess that arises from quality distinction of the two
goods can be detected through market prices of the two items, provided that they are the same
in all other respects. For instance, if the two goods are homogeneous, but they have
observable quality difference, the only way to assess this difference is through their market
prices. The prevailing price in the market in its normal condition can be the measuring rod of

the qualitative discrepancy between any two commodities of similar kind. However, the
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market to exhibit the actual values of exchange items, the natural forces of supply and demand
should fairly interplay and independently determine the prices of goods and services. This
calls for another important rule of smooth and independent functioning of the market in such
a manner where there is no deliberate attempt of cheating, coercion, hoarding, gharar, or
misinformation, misrepresentation etc.

The above two rules of mutual consent and fulfilling standard measurement are
considered as necessary conditions for establishing fairness in the market. Aithough in the
Figh injunctions that relate to exchange do not illustrate a clear separation between fair and
just price, the adherence to the above rules of exchange may lead to the emergence of fair or
just price in the market. Islamic jurists called such exchange value the 'price of equivalence’.
However, it is observed that neither the Islamic jurists elaborated the concept of "price
equivalence” sufficiently nor contemporary Islamic economists properly addressed it in an
analytical manner. Since, there is no attempt to measure the 'equivalent price’, we rely
entirely on the Figh treatments of the subject. According to jurists prices are considered as
exchange values expressed in terms of money. The exchange value may be expressed in many
different ratios as the commodities for exchange where each commodity has a certain
proportions of exchange value with the rest of the existing economic goods. However, it is
pointed out that the Islamic jurists understood that often the harmony of fairness and justice
in exchange is not obtained because of the divergence between price and exchange value,
resulting in nonequivalence of prices. Zarqa also recorded this observation. The Figh scholars
envisaged that the price at which two parties exchange is often disproportionate to the
exchange value of the commodity. They called the difference ghubn. Obviously, the
divergence of prlce from exchange value is the measure of nonequivalence that gives rise to
the problem of identity among valid, fair and just price. Bashar has tried to distinguish
between fair and just prices. According to him fair price might be described as that price
which follows Shariah rules of exchange. A just price on the other hand is that which satisfies
all possible legal requirements without violating any extralegal principle of Shariah. From this
view it is evident 'that price of equivalent is likely to have loopholes with regard to fairness
and justice.

It is the objective of Shariah 10 preserve fairness in the distribution of the benefits
among parties of exchange that is to restrain the parties of exchange from taking more than
their due share in the gain from the trade which may lead to gharar and ghubn. Nevertheless,

ghubn is considered as a common element in trading and hardly avoidable element. So, it is
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treated permissible Al-Ghazali named it as a part of /hsan, as long as there are no deception
and misinformation then taking high level of profit is not injustice itself. Islamic Scholars
have shown a considerable tolerance on lofty profits that may accrue to either party through
ghubn unless it become excessive. Ibn Rushd showed more liberal over this point and stated
"let the people be in their unawareness and Allah (swr) provide rizq (sustenance) from one

another*!

However, if the ghubn becomes immoderate that is to exceed, i.e., 1/3 or 33% of
the prevailing price level they expressed it necessitates option in the trade contract.” Sheikh
Yusuf Addajor of Maliki school is in the opinion that al-ghubn if it exceeds 1/3 of the goods'
price, the trade contract is to be commented. He mentioned that it is a permissible ghubn even
if the price varies from the general prevailing levels, in more or less, and even if the
purchaser is aware of this difference, unless the selling party commits deception and
falsehood®. Islamic business principles have shown a considerable flexibility in the distribution
of gains from fijara. For this area falls under gharar and human ignorance or ghubh, it is
amiable and tolerable problem to the large extends. However, gharar may be minimized
through exposing a detail information about the characteristics of exchange items and the
stipulation conditions of the contract. The required information must include, the nature and
the standard quantitative and qualitative aspect of the items, the time of delivery as well as
the transparency of their original costs.

As far as the price determination is concerned in the context of sale and purchase
process three forms are relevant firstly, al-Musawama- through bargaining this process the
sale is concluded on the basis of negotiation irrespective of the original cost/principal to the
seller. Secondly, al-Musayada (auctioning) where the people make bidding against one another
over goods put up for sale and goods are received by whom pays the highest price. Finally,
bay'al-amana (sale on trust)- a sale in which the seller fixes the price of goods with reference
to its original price. This sale on trust may have one of three forms known as Murabaha
(selling at cost with mark up), Tawliyah (selling at break even) and Wadi'ah (selling at
discount). According to al-Kassani this contract is regarded a sale of trustworthiness or
reliability, because the purchaser has entrusted the seller to fix the original price without any
evidence. Keeping the mutual confidence of the parties it is incumbent on the seller to be just

# Islamic Economics, Magzine. Dubai Islamic Bank Nov. 1997
Hamid Al-Ghazali, A! thya'u Ulumuddin, Quoted in af Igtisad af Istami, DIB. Nov. 1997
Iqtisad al Islami. DIB. Nov. 1997
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and true to his word and to abstain from misinformation. These are all generally accepted
transactions. However, the successors ruled that it is not permissible to purchase any good at
discount from the original cost, Alwi (1994, pp.43-6). While, the other two kinds are confined
to specific business circumstances as necessary options, Murabaha is the usual and
predominant one. Comparing to the other sale processes Murabaha is relatively more just and
mutually advantageous. It serves the purpose of protecting the common unskilled consumers
from the wiles and stratagems of shrewd businessmen.*

Thus, the Murabaha-based mode of finance in which the intermediator must disclose
the original cost of the goods and profit margin that he is going to obtain to his clients is the
appropriate instrument for this transparency purpose. The original cost that the intermediary
agency incurred in the process of bringing or producing certain commercial items is very
important for the client. Disclosing this information enables the client a bargaining position
for it is the sole means of knowing whether unreasonable profit is accruing to the agent or not
according to the given price, hence this method of determining the sales' price with the
reference to its original cost of the goods to the seller provides the purchaser a modicum of
protection against unjust exploitation by unscrupulous merchants. This also gives other
competing agents incentive to inter the market whenever high rate of profit is noticed. In this
way Murabaha may serve as an effective tool and distributive principle of trade benefits
among participating parties, and reduce the element of ghubn or ignorance to the large extend.

Number of Islamic economists have expressed certain reservations over the operation
of Murabaha transaction and the impersonal market mechanism of capitalist system and argued
that market in Islam is necessarily regulated one. Mannan (1992) argued that there is a need
for controlling the market prices which in Islamic context tend to be personal and human in
character where as in the market economy they tend to be impersonal in nature this according
to him is the essential difference between the two. However we see in the context of this
framework the market is an autonomous & self managed institution provided that it' works
naturally and there are no ill-will tendencies of human intervention. Nevertheless, certain
measures may be needed to the extend of undesired human behavior influences the natural
operations of the market and its autonomous mechanisms. Perhaps that is why the Prophet
(saw) refused to fix prices even when they rose very high, his refusal was based on the
principle of fair dealings in business which does not condone forcing the suppliers to sell their

43

Ali Ibn Abi al-Mirghinani, al-Hidaya, vol.3 (Cairo. nd}, p.56



45

0

180

goods at lower than market prices as long as the price changes are induced by the real factors
of supply and demand. After the Prophet (saw) and through out the many centuries of [slamic
history, Muslim Society has preserved this cherished principle of freedom of choice, Kahf
(1992, p.149). Imam Abu Yusuf related the price fluctuation to divine will and command of
Allah (swr). He states that "There is no definite limit of cheapness and dearness that could be
ascertained . . . cheapness is not due to plentifulness of food not dearness is due to scarcity.
They are subject to the command of Allah (swr). Some times food is very much but still very
dear and sometimes very small or too little but cheap”{Imam AbiYususuf( d.182H.)* But,
Ibn Khaldum described it in the context of supply and demand forces and illustrated the effect
of increased or decreased supply on prices. He says that "When goods are few and rare their
prices go up. On the other hand when they country is near and roads are safe for traveling
there will be many transport of goods. Due to these there will be found in large quantities and
their prices will go down®.

5.6. CONCLUSION

In this chapter we have established that both and riba and profit are additional values which
entirely fall in the context of pure exchange economy. They are outcomes of transactions by
substituting one thing for another in the broad sense of term exchange. The classical Figh
scholars in their explanations of riba and profit have built their views squarely in the frame
work of exchange theory, whereas the problem with riba is identified to be its deficiency of
counter value. However, despite this fundamental theoretical comprehension of the earlier
Figh experts, the question of counter value on the light modern economic theory has not been
properly addressed. We have realized that the problem requires to reconsider the nature of
exchange itself and economic advantage as the deriving force of individuals. To do so we have
come up with the fact that dividing the transactions on the basis of economic relations of
exchange items reveal an extremely significant dimension of the problem. So, exploring this
economic relations of exchange items, it is very important to divide economic goods into
homogeneous and heterogeneous kinds. On the basis of the fundamental principles of price

theory, we concluded that objects express their exchange values reciprocally against each

Cited by Abdul Azim Islahi, Ibid., p.12.
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other. However, in the case of a particular object against itself, the situation is totally

different. Although the concept of exchange as we mentioned above are still applicable to the

transaction in homogeneous goods, the objects are silent to express their own exchange values.

For the price of an article in respect to itself would be equivalent to itself only, no more no

less. For instance in case the counterparts are the same kind with different characteristics no

either consideration will directly indicate the exact price of the other. Therefore, the theory
of value necessitates that another item must be introduced in assessing the exchange price of
the object and accurately measuring the economic relations of the considerations.
Concentrating on riba versus profit, we tried to illustrate the underpinning logical
principles of the prohibition of riba and the permission of the profit. The exchange which
implies total transformation of goods through production process or intermediation generates
profit and this is known as trade in Islam, exchange of similar items which has no
transformation is not subject to generate except riba. Thus, this division of exchange on the
basis of economic relations of objects is crucial matter for distinguishing between these two
fundamental concepts. In this connection we tried to formulate a solid microeconomic
foundations for a logical separation of the concepts of riba and profits. Employing the relevant
standard principles of modern economic theories, we demonstrated that the profit-oriented
activity leads to an increase in welfare for the participating parties and economic efﬁéicncy,
but, riba-induced behavior leads to scarcity, want or reduction in welfare. The Qur'an has
precisely demonstrated the position of the two in Islam "And Allah has permitted sale and
prohibited riba"(2:275).The rationale of this revealed fact may be concluded as follows;

I Trade is an exchange of two different utilities which increases the welfare of the both
parties, while riba, in contrast, is a zero sum game phenomenon, the gain of either is
loss to the other. 1t arises from the exchange of two identical utilities contained by the
same kind of goods, then there is no way to increase the utility of one party without
reducing that of the other.

ii. Trade is a transaction contract which takes place, once for all, where, a constant
amount of a good is exchanged for a fixed level of its market price, irrespective of
whether, it is in credit or cash transaction. , While riba in its peculiarity is implicitly
a form of multiple selling of the same commodity, that is, an incremental amount
acquired over and above its principal more than one time. This is the common practice
of present credit system of interest based financial institutions.

i. The trade when its contract is concluded in mutual agreement, the ownership of sale



182

commodities is reversed and reciprocally transferred to respective parties. But, the
contract of riba transaction does not change the state of the ownership.
However, the permitted trade calls for certain general qualifying principles of just
measurement, accurate description and mutual willingness, which means the transaction must
take place with completely free consent of the two parties. The trade to be gharar-free the
above measures must be observed and disclosure of costs and prices of exchange goods are

required for the sake transparency. Comparing different kinds of trade modes Murabaha seems
the most appropriate mode of transaction. '



CHAPTER 6

THE NATURE AND ROLE OF TIME ELEMENT
ON ECONOMIC TRANSACTIONS

The concepts of profit and interest are considered the basic ingredients of the financial
economics. Together they make up the central point of what is known as "capitgl theory” in
modern textbooks such as Hirshleifer(1970). Capital theory represents an extension of
economic analysts into the domain of time and uncertainty in contrary to certain and spot
economic transactions . Generally, capital is considered one of the most difficult branches of
economics from the theorist point of view. At the same time, it is regarded as a branch of
intense immediate concern from the practical man's point of view. There is no doubt that all
fundamental economic concepts of resources, commodities, preference, and productive process
indispensably involve time.

According to the literature on the subject, to invest generally means to sacrifice or
exchange goods of a current date for some goods of a later date and in conventional economy
the interest is considered to be an element of a price ratio (an exchange rate) between present
and future goods. However, the economists realized the conceptual difficulties someone may
face to explain the nature of time and its economic role. Understanding the nature of time and
its implications in economic transactions have very great importance in Islamic points of view.
Undoubtedly the time element is strongly related to the fundamental issues of Islamic financial
system. Whether an abstract time entitles to economic value or not or increase in sale price
on deferment imply acceptance of a time value make the traditional deadlock issues in the F igh
interpretations and contemporary Islamic economic literature. The nucleus of the issue lies
with the understanding of the fundamental Qur'anic principle that "Allah has allowed sale and
forbidden riba" (2:275). Where, the permitted sale encompasses all kinds of credit/deferred
transactions and although Islamic jurists are in a consensus that the price of a sale contract may
be increased in case of deferred payment, they completely reject any increase on the borrowed
principal. The rationale of this apparent duality requires to be properly addressed. The
problem arises from the inconsistency between the rejection of time difference in exchange
of ribawi articles and the time lags that is essential for the nature of a loan. Where in case
of lending the period of the loan has no time value as any economic value attached with this
period will amount to clear riba al-nasiah, so, it is unacceptable. Moreover, the permission
of a price increase on credit sale is categorically considered by the majority of Figh scholars
as a permission to time value Ismail (1993), Saadallah (1994). Given these apparently
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conflicting considerations of Figh scholars about riba in the domain of time, we look into the
following questions; What is the nature of time, time value or consumer time preference?
What is the concept of time in Islam? Is there a pure time value of money in Islam or does,
the future value of the same good must necessarily be greater than the present one? In
searching answerers for these questions the arguments in this chapter are organized as follows.

Section 6.1 identifies the the nature of time element and time value. Section 6.2
presents debates on consumer time preference in which the conventional theories underlying
this assumption, the views of contemporary Islamic economic writers are discussed. In section
6.3, the critiques and alternative considerations of consumer time preference in both
conventional literature and contemporary Islamic economic teachings are presented. In this
connection the production preference, saving behavior, liquidity preference theory as the main
evidence of the weaknesses of consumer time preference is examined. Section 6.4 critically
analysis the deferred sale and time factor in Islamic perspectives. Reviewing the existing
conflicting thoughts about the subject, it tries to synthesize the current conflicts on the issue.
Section. 6.5 looks into the nature of a loan in Islamic points of view and it examines the role

of loan transaction for generating exogenous advantage through inter-temporal exchange and
what is thenature prohibited riba in this context.

6.1 NATURE OF TIME ELEMENT

The great economic thinkers of this century expressed this phenomenon in the following
statement "The element of time is the center of the chief difficulty of almost every ccénomic
problem."{Marshall (1961, p.vii)]. The Walras’s general equilibrium is built on static analysis
of economic theory which shows extremely difficulty to extend it and to take into account, the
time dimension with all it's implications, while maintaining as a powerful tool for explaining
actual economic activities. Nevertheless, the modern inter-temporal equilibrium is considered
as an advanced formulation of an integral economic theory that takes the factor of time into
the account which partially meets requirements of the problem. In conventional enter-temporal
theories of time value of money is based on the assumption that all goods and services even
of the same quality and quantity are treated differently, on the point of time difference. Bohm-
Bawerk (1888) emphasized on that present goods are higher in value than future goods of the
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same kind and number.' He discussed in detail this issue arguing that present goods are as a
general rule worth more than the future goods of equal quality and quantity.” And this is
considered the nub and kernel of the theory of interest.’ Following this view, Bliss (1980,
p.13) also tries to justify the value of time in economic goods and points out the existence of
an analogy between space and difference in geographical locations and time span which
similarly distinguishes economic activities. More over time is looked upon as the essence of
capital good, hence, capital is equated to time, while those who raised objections to this view
simply argued that, if capital is time, more capital is not more time.

Perhaps one of the greatest thoughts about the nature of time is reflecting from the
Newtonian conception of time spatialized that is its passage is represented or symbolized by
movements along a line portrayed as a succession of line segments(discrete) or
points(continuous). In either case time is fully analogized to geographical space and what is
true of the later is true of the former.* Neoclassical economists held this view in theory. It is
also noted that time is universally a standard unit of measurement or account for the duration
of events and existing thing. Like any other unit such as weight volume and metering, time
measures the length of events and activities or period of an existing thing. Secondly time
appears like numerical concept it is an abstract word which gives reference to the events or
things. Islamic teachings indicate the abstract nature of the time and its similarity and close
association with arithmetic theory. The conceptual relation between a time and numerical
notion might be grasped from the following verses of the Holy Qur’an;

"It is He who made the sun a shining thing and the moon as a light and measured out

for its stages that you might know the number of yéars and reckoning. Allah did not

create this but in truth and He explains the ayat (proofs, evidences, verses, lessons,

signs, revelations etc.), in detail for people who have knowledge" (5:10).

"And We have appointed the night and the day as two Ayar (signs etc.). Then we have

obliterated the sign of the night with (darkness) while we have made the sign of the

day illuminating that you may seek bounty from your Lord and that you may know the

number of the years and the reckoning. And we have explained every thing (in detail)
with full explanation” (17; 12).

Bohm-Bawerk, Von, Capital and Interest'. History and Critique of Interest, vol.I, ([1888, 1914] 1958) p.54
Bohm-Bawerk, Ibid. o

Maclachlan. Fiona C. Keynes Theory of Interest: Reconsideration, 1993 p.52

Gerald B. O'driscoll. JR. and Mario J. Rizzo. The Economics of Time and Ignorance, 1985, p.3
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The measurement of time involves established system of standard intervals and references for
specifying any event that may occur. In our contemporary world the fundamental unit of a
time interval is the second, but reference time scale could be based on any phenomenon that
involves change with time. Imam Razi has pointed out the similarity in features of time and
arithmetic numerical concept expressing that: "It is to know that numerical series or counting
of time is based on four scales hours, days, months, and years. When someone wants to
mention a number more than or less than a year there will be only repetitions of the above
four scales. The same like the numerical order in arithmetic units of mathematics which has
also four main scales such as: Ones, tens, hundreds, and thousands and there is no after this
except repetition”.” Interestingly there are similar peculiar features in three fundamental things
time, space and arithmetic numbers the similarity among these three factors may give us food
for thought to understand more about the nature of time and its peculiar characteristics. We

may mention here in four significant aspects;

I.

1il.

The continuity of divisibility: Just as a line can be divided and subdivided without end.
The intervals of time and numbers can be made arbitrarily small, No matter how finely
we divide and close the resultant points or instants are to each other, there is always some
space between them. Hence, there is always, as far as the time is concerned, a place for
increasing the speed of events. Each instant of time is separate from the others similar as
the points on a line can never touch each other. Gunnar Myrdal(1993) saw this
significance of mathematical continuity.

Homogeneity: Time intervals or equal moments like arithmetic numbers or geometry
lines each instant or point of time is identical to all others except for its position, this is
really representing all that constitutes a point analogously spatialized time is merely
temporal position. It is an empty point or container that can be filled with changes and
events. Just as the matter occupies empty space changes or events also give reference to
the numbers, points, and instants of time. Since a point is by construction empty, time
must in principle be independent from the events or changes. If nothing happens, the time
may elapse blank according to Newtonian concept of time. So probably time passes
without agents learned and did not make any improvement.

Neutrality: That the mere elapse of time does not produce or cause any thing is obviously

just another way of looking at homogeneity of the time elements. The independence of

Al-Imam Razi, Al-Tafsir Al Kabir, Part. 10, vol.20, p.131
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time from its contents implies that time adds literally nothing, the same like number it
remains abstract idea, if there is no any thing to refer to it, both of them seem to be
vacuum space, neutral from events, matters or whatever that may occupy them. The
passage of time does not by itself produce changes in the method of processing,
£x0genous messages or agents' economic activities are independent of the date they take
place.

v Coexistence: Just as the points on a line coexists or is simultaneously given, so (00 must
be the time present and future instants there is no definite separation between them,
hence the events can be either is spread over a long period of time or concentrated on
certain moment. Thus, it is observed that there is no analytical difference between various
cross sections, i.e., in horizontal and vertical dimensions which spread out over
successive instants and those same cross sections being spread out over different regions
at one instant of time. Shackle (1969, pp.16-17)

6.1.1 The Concept of Time Value

As these theoretical similarities between time space and numerical concepts show, there may be
a strong evidence for time being a scale of measuring events and period of existence there is no
logic to yield a separate value. Further more, as there is no separate price for unit of weight in
normal transactions although this unit is owned by a person and time no body owns it save that
it belongs to Allah (swr) the creator of the whole universe. Time and activities which take place
over time are two different things, the price and marketability associate with the events and goods
existing within a time. But time alone has no exchange value things and events that take place
over time have their own value according to the human judgement and availability of a market

for them. This neutrality of a time element is recognized by many of conventional economic

theorists. For instance Samuel] Bailey (1925} stated that "time, as a mere abstract word, could

not add to value (to the things) we generally prefer a present pleasure or enjoyment to a distant

one and therefore, prefer present goods to waiting for goods to arrive in the future.”® Hence, as

we mentioned above that time although, the values of things or price of goods & services are so
connected to time, but compensating them accordingly may not have any convincing rational

foundation, as a pure abstract word does not add any value to a thing. Nevertheless, there is a

Pervez, New Horizon, July, 1997, p. 8
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human tendency of preferring the present benefits for the future ones. This is natural fact and
what is beneficial in the future may not be always beneficial to the same extent at the present.
In this connection the concept of time value is entirely associated with the assumption of
consumer time preference, in the subsequent sections we may examine the nature and rationale
of this assumption.

6.2. CONSUMER TIME PREFERENCE

Following Bohn-Bawerk's(1888) explanation and Fisher's (1930) contribution, the modern theory
of interest was set squarely on the time preference plane. Under this dominant view of
conventional economic theory, it is generally assumed that people prefer the money or goods
available for current use to those becoming available at some date in future, and that the social
rate of time preference as the result of the inter actions of individuals'. Time preference schedules
will determine and be equal to the pure rate of interest in society. As the modern application of
this theory, the market for loans is viewed as a time market for present against future not only
for lenders or borrowers but, also as some certain or natural rates in all process of production.
On the basis of the consumers preferences for consumption now and consumption in the future
the individual decides according to his income in both periods and makes the choice of how
much to borrow or lend. It is not surprise that many of the Islamic economic writers also argue
that this Fisherian theory must be accepted or used as a tool of evaluation. Elaborating the
essence of this popular theory of consumer preference we present the conventional views of the
assumption in the next sections. The general thoughts of contemporary Islamic economic writers

in connection with their justification as a method of discounting project enterprises constitute the
bone of contention among them.

6.2.1 Conventional Theory of Consumer Preference

Time preference, as a concept and as a foundation for the explanation of interest, has been an
outstanding feature of the Austrian school of economics. Bohm-Bawerk who is considered as the
pioneer of this theory offered his theory of interest which came to be recognized as a theory of
positive time preference, Bohn-Bawerk (1958). As the economic implications of this theory the
Interest was  justified on the grounds that the value of present goods was higher than the value
of future goods. Thus, the future goods should be "increased" sufficiently to make-up the
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difference in the present and future ones. Frank Fetter has completely discarded productivity as
an explanation of interest and constructed an integrated theory of value and distribution in which
interest is determined solely by time preference while marginal productivity determines the rental
prices of the factors of production, Maclachlan (1993, p.46). On the other hand leading Mises
made it allocate that positive time preference rate is an essential atiribute of human nature,
whereas Falter viewed that people would have entered positively or a negative rate of time
preference, Mises demonstrated that a positive rate is deducible from human action, by it’s very
nature as a goal or an end target, it is something peopie wish to achieve as soon as possible,
Pervez (1997, p.7).

It is generally believed that people prefer the money or goods available for current use
to money and goods becoming available at some date in future, and that the social rate of time
preference as the result of the interactions of individuals and time preference schedules, will
determine and be equal to the pure rate of interest in a society. Economists generally believe that
the long-run profit rates and rate of return on capital are considered as forms of an interest rate.
The economy will tend toward a general equilibrium in which all interest rates and rates of return
will be equal and hence there will be no pure entrepreneurial profits or losses. According Miller
and Pulsinelli (1985) interest is the amount of money that lenders receive when they extend
credit. At the heart of the interest-rate phenomenon lies the trade off between presents purchasing
power and future purchasing power. According to them the interest rate is the price that must be
paid for credit and like other prices it performs an allocating function. Also, like other prices it
provides information. At a national level the rate of interest reflects the community's rate of time
preferences. Other things being constant, a relative high interest rate indicates a community that
is impatient and wants to consume more in the present time of which they called it a present
oriented society and other things remain the same a relatively low rate of interest reflects a patient
future-oriented society that is willing to forgo present consumption. Future oriented socnety tends
to grow more rapidly than present oriented societies. In future oriented society national saving
and investment ratios are relatively, high and an economic growth rate will reflect this capital
expansion. The market rate of interest indicates the rate at which a household can trade present
for future purchasing power.” As we have note in the preceding chapter in this context, the
controversy over the rate of interest replicated a range of rudimentary questions about the
ultimate cause of. interest, was it due solely to time preference? (Fetter,1977) or to the

See more explanation for this , Roge Laroy Miller R, W. Palsinelli ) Modern Money and Banking, 1985, p.467
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productivity of capital? (Brown, 1913) or to both (Fisher, 1930). Eventually the last view was
to dominate in the text books presentations.

Those who.insisted that the interest rate is the result of the existence of enter-temporal
exchange economy argue that the present goods are in general rule worth more than future goods
of equal quality and quantity, in other words present goods have in general greater subjective
value than future and intermediate goods of similar ones. Since the results derived from the
ascribing of the subjective value determine the objective exchange value, present goods have in
general greater exchange value and higher price than future( and intermediate good) of the same
kind and number. Bohn-Bawerk has elaborated the logic behind this economic phenomenon, As
he noted, from this view a number of factors determine or exert their influence in the same
direction.

1. Lack of coincidence between demand and supply: The difference between the relation of
supply to demand as it exists at one point of time and that relation as it exists at another
point of time. Lack of coincidence of demand at present and supply which may be in the
future. Where, the individual may have urgent demand which cannot be postponed and
hope to get supply in future. But if the supply and demand are matching each other in any
given period of time. Then no preference of putting more value to the present, hence no
reason in this respect of paying or receiving a positive rate of interest other things remain
the same.

Systematic under value of future needs: We systematically undervalue our future wants
and also the means of which serve to satisfy them. This is considered to be due to the
fragmentary nature of the imaginary picture that we constrict of the future state of our
wants, in other words it’s the failure of will power. Suppose, a person is facing with a
choice between a present and a future satisfaction or dissatisfaction and that he decides
in favor of lesser present pleasure or in case of dissatisfaction, he decides in favor of
lesser present dissatisfaction. Even though he knows perfectly. According to Bohn-
Bawerk there are three contributory or partial causes for the lesser valuation of future

utility. (1) Erroneous valuation by reason of fragmentary imaginary of future wants (2)
lack of will of power (3) and consideration of uncertainty of life.

ini. Roundabout: As a general rule present goods are for technological reasons preferable
means to the satisfaction of wants and for that reason, the

' y are warranties of higher
marginal utility than future goods.

By experience, elementary facts time consuming of
roundabout methods of production are more productive. Given equal quantities of means
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of production the more time a method of production consumes, the greater will be the
output it produces. The natural difference in value between present and future goods the
existence and causes of above mentioned constitute the fountainhead from which all
interest takes its origin, Bohm-Bowerk (1958, 57).
However, it has subordinated in the explanation of the role of interest. Hence, modern interest
theory fails to integrate interest on consumer loans and producers return into coherent explanation
Pervez (1997},

6.2.2 Contemporary Thoughts of Muslim Economists

Despite the unrealistic nature of this assumption, the concept of time value of money has been
adopted by a number of Islamic economists under various assumptions. Some of them accepted
that the value of present goods is higher than the value of future goods, they keep using this
assumption in justifying the discount rate Zarga (1983, p.204-231),* Naqvi (1983) has taken
the existence of positive Time Preference for granted and strongly argued that the interest rate
must be sufficiently higher ahead to offset the rate of the secular decline in the marginal utility
of saving. He also asserted that "for an individual level we have to accept a positive time
preference.” The Islamic injunctions are against 7iba does not necessarily negate the Fisherian
explanation for "existence" of a positive rate of interest for it might protect the rate of the
“roundabout” method of production and a positive preference for the present consumption over
future consumption. Similarly Shabir F .Ulgere has first written about this tendency; "the crux
of the problem for underdeveloped countries is to differentiate between interest as a surplus and

interest as a factor in computing the overall efficiency of their economics” [Shabir F.Ulgere
(1967, p.11)}.

Saadallah (1994) perceived that price increase when payment is deferred is specifically

compensating time value. Saadallah tried to solve this conflicting reasoning, but it seems that he

restated with more forceful the existence of economic value of time. He began his reasoning
that any increase over principal amount of the loan is unjust. Clearly mentioned in the Holy

Qur'an, then asked "from where these injustice arises?” Applying the concept of time value on

See Zarq.a, An Islamic Perspective on the Economics of Discounting in Project Evaluation, in Ziauddin A etal
(eds.), Fiscal Policy and Resource Allocation in Islam, ICRIE.1983, p. 230
Discussions on the Paper of Zarqa, Ibid.,
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loans, he argued that;

"The principle, the immediate are better than the deferred, is true in loans. In deed if the
loaned money was equal in vaiue to the repaid equivalent there would be no sense in
calling a loan a benevolent contract what the creditor gives as a charity, in fact, 1
nothing but the difference of the economic values attached to the immediately delivered
loan and the deferred repayment after a period of time. Further more he stated that. It is
not true therefore, to say that interest on loans has no counter value, but we hasten to add
that it is usury without any doubt, for the reason that it is wrong and unjust. Injustice or
wrong consists in fact in the unbalanced equation.” [Saadallah (1994, p.82-102)].

According to him time determines the price of the commodity which associates with the
commodity and contributes to the price determination. The equation in such a sale consists of a
commodity tied to a time frame and an increase in price is included as an element to compensate
for time. Such an equation cannot be perceived as an unjust if the sale is concluded by mutual
consent. Saadatlah has come up with conclusion that the provisions of sales and loans in Islamic
jurisprudence fall within a single concept of time where time is recognized as having on
economic value. However, time may be treated differently in sales and loans for reasons
mentioned above. The negation of the economic value of time in the case of a loan means that

time is treated differently in loans and sales. However, the rationale of the prohibition of riba
in this view will turn out very weak and vague.

6.2.3 Time Value in Discounting Perspectives

Fahim Khan(1983) inquired about the actual position of Islam on the issue of time value he
expressed that if Islam does not recognize the time value of money then there would be no need
for discounting or compounding for the time value money in profit evaluation and feasibility
studies. If on the other hand Islam does recognize the time value of money, we need to know
the principles under which such a value is to be determined and the rationale of discoﬁhting and
the discount rate to be used in project evaluation. The correct position of Islam on this issue is
of primary importance in the context of project evaluations where cost of capital is to be defined
clearly with awareness of its time value. perhaps the first rigorous attempt was carried out by
Zarqa (1983). He presented two justifications for this assumption: time preference and net profit
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rate of investment. If positive time preference stems out of purely a systematic human tendency,
it means that people naturally discount future consumption and should have sufficient justification
for future benefits and costs of investment, Thus, he concluded that positive time preference is
neither a principle of rationality nor an empirically established predicament tendency among
consumers. It is simply one of three patterns of individual choice.

The arguments of those in favor of price increase for deferments are founded on the basis
of the idea of opportunity cost arguing the difference between the increase in price and the ume
value of that commodity. Being the most proponent of this issue Zarqa argued and eloquently
presented that discounting is the direct requirement for efficiency in investment at both the
private and social levels. The logical and consistent basis for discounting rests on the empirical
fact that investment very often is productive over a period of time (has possible expected net
value). Hence resources received earlier have the opportunity to be more productive through real
investment than resources received later”). Zarqa technically accepts the concept of time value
of capital as it reaches the same distinction thought by an unnecessarily roundabout road.
However, ideologically he rejects it for it keeps the interest rate as a reference point. Zarqa is
in the opinion that a great deal of confusion may be avoided and clarity of thoughts might be
achieved by keeping a clear distinction among: discounting rate- the rate of return, the rate of
time preference and the rate of interest. He identified each as follows (1) the interest (I} arises
out of borrowing-lending relationships among economic agents it is a contract in nature(2) the
rate of time preference (p) is a psychological concept expressed by individual's relative valuation
of consumption that occurs at different points of time (3) the rate of return (r) arises out
investment phenomenon and is entirely independent of the institutional arrangement of economy,
According to Zarqa the last two rates can co-exist normally whether economy permits or forbid
interest. However, he emphasized that discounting can be squarely based on the (r) or very
shakily based on the rate of time preference. While the rate of return has genuine reasons and
practical implication, a pure time preference is merely matter of desire and passion any thing is
based on this has no solid foundations. Discounting which is acceptably in Islam is based on
expected real rate of return (r°), this is not only permissible but even desirable, to the extend that
it promotes investment efficiency in both private and public projects. From these arguments
Zarqa came up with the conclusion that discounting and time values g0 together.

Al-Misri (1987) also discussed the question of time value of money concluding it that
Islam does allow time value of money. Referring to Zarqa's work he concluded that discounting

is permissible in Islam and that the rate of return in project of comparable riskiness already in
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operation should be used as the rate of discounting. R. Azhar (1992) discussed the consumer’s
time preference and productivity of investment and concluded that the rate of profit not the rate
of interest is to be the appropriate rate of discounting in an Islamic economics. But .Fahim Khan
objected his conventional assumption of perfect for sight and lack of uncertainty what according
to him does not qualify the concept of profit in Islam. Fahim Khan objected also the assertion
made by Azhar that money has no time value or is not entitled to a rate of return if it is in
malleable form where it is entitled for profit only if it is molded into a productive asset. Here
Khan accepted the time value of money but argued that the time value of money on Islamic point
of view cannot be predetermined. Average rate of return on capital in the economy can be used
as a proxy for the expected time value of money which may represent Zarqas' rate of return in
alternative uses of comparable risk. Therefore, if it is so we will have to think of the rate of time
preference as function of time as well. F. Khan justified his view on the basis of the existence
of the increase in deferred payment of bay ul muajjal which may have the following possible
reasons (I) time preference. One is not necessarily indifferent about the same value of two
different point of view, i.e., $100 now may not be equal or the same as $100 after a year because
of the time clement involved (ii) supply demand conditions. One may not assume that present
supply demand conditions and hence price will hold constant at some point in the future.
According to F. Khan both factors may be considered in this contract. The rate of time
preference can be determined as the consumers choice between present and future consumption
and locating the point of indifference. Suppose if the consumer is indifferent between $100 now
and $110 a year from now then his rate of time preference is 10 percent. In conventional
economy this rate is assumed to be fixed over time. But with the reflection of uncertainty over
time it may not be fixed but it varies with different periods of time.

In the above arguments what is important is not the fixity/certainty or uncertainty of the
rate of return as such but, it is the concept of time value of money which is of essence. As long
as the time value is dependent on the individuals preferences which usually determined or decided
before the activity was carried out then time value is fixed as each period according to its length
and it has a price preference like interest. Reflecting on the above discussions the following
objections may be raised (I) whether the prices fixed or variable as long as it is linked with time,
It seems similar to interest regardless of its patiern and practical fluctuations (ii) the pure time
preference of the individual if it is positively exists it is also applicable to loans (iii) by merely
desires and wishes of an individual no feasible return takes place (iv) therefore, human being
economic agents are ordered to do some thing and to choose its course of action rationaily not
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to wait and count the time elements.
6.3. CRITIQUES AND ALTERNATIVE CONSIDERATIONS

The rationale of the consumer time preference is subject to a lot of criticisms from both Western
prominent economic theorists and Islamic economic writers. A number of Islamic economists also
have critically shown the fallacy of consumer time preference under various considerations. In
this section we outline certain dimensions of the critiques. We summarize the objections of both
made by the theorists of main stream economics on the ground of its irrationality and existence
of production, then the observations of Islamic economist on the basis of empirical evidences,
i.¢., saving behavior and natural human tendency. We examine the critiques on the basis of the
dominant perspective of production preference, showing that in this latter context the theory of
capital productivity has almost replaced the consumer time preference. Finally we examine the

matter in the domain of liquidity preference theory as an explanation for the human preference.

6.3.1 Conventional Critiques

The assumption of consumer time preference has been rejected by many of leading conventional
economists on the ground of its irrational implications for discounting later enjoyments in
comparison with earlier ones arises merely from the individual's weakness of imagination, and
that generally everybody prefers present pleasures or satisfactions to that in future is bound to
logical contradictions. Ramsey (1928) has clearly pointed out that discounting later eﬁjoymems
in comparison with earlier ones is a practice which is athelia indefensible and arises merely from
the weakness of imagination Pagan (1920) also argued that generally speaking everybody prefers
present pleasures or satisfaction of equal magnitudes...implies only that our telescopic faculty is
defective. In this context Harrod.(1948) also asserted that pure time preference is a polite-
expression for rapacity and the conquest of reason by passion. Lord Keynes also viewed that,

"individuals do not save in order to guarantee for themselves an income from investment of their

savings but rather for the purpose of having capital which they can command. For this purpose

trading with ones property with a view to earning profit will flourish irrespective of the fail or

rise in the rate of interest and people will go on saving and building up their capital even though
the rate of interest should fall to zero". Mahmoud Abu Saud (1992 p.75). Fiona (1993) writes

"our quarrel with Bohn-Bawerk rule of originary interest is not that he is wrong to identify the
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technical superiority of present goods as a reason for the existence of what he calls originary
interest but rather that he fails to demonstrate that his originary interest is the reason for the
existence of loan interest. Perhaps the unnatural implication of this assumptions was illustrated
by Arthur Birnie (1952) expressing asking the rationale of extra charge: Is this exira charge just?
Perhaps the creditor makes some sacrificed in lending the money? This is generally assumed in
theories in defense of interest. Birnie argued that this is not true. Explaining why it is not true
he elaborated the matter as follows;
"If 4 man has wealth and wishes to consume it, he consumes it; if he wishes to use it in
the production of more wealth he does so. He only lends when he has a superfluous
wealth, which he wishes neither to consume or use it. There is a tendency always to
regard the typical creditor as a man who gives away his dinner to another man. He goes
hungry today and though he will get his dinner back tomorrow, it seems just to'get some
compensation for fasting today. But actually the typical creditor is a man with two
dinners. He cannot eat both. The one he keeps will be cold and stale the following day.
But suppose he finds another man who will consume his superfluous dinner today, and
supply him with a fresh one tomorrow. This would seem an excellent bargain for him and
it would strike us as exceedingly odd if he insisted that the other man should give him
back a dinner and a half. But this is what happens with a loan. The creditor gives away
superfluous wealth; the debtor looks after it till he (the creditor) wants it again; and
instead of being paid for this service he has to pay."[Birnie(1952, p.5)]
The main reason for this behavior as Birnie put it:"The creditor can wait but the debtor cannot”
Birnie(19520, p.6). And accordingly the creditor can drive an advantageous bargain depending
on the intensity and urgency of the need of the borrower for that loan. This view suggests that
people’s main driving force is to safeguard their capital while they are shifting it to the future.
The concept of discounting for project appraisal is also strongly rejected, for it may keep the
"ghost" of interest alive and would continue providing a justification for interest. The evaluation
of projects on the basis of discounted flows (whatever rate) is not a sure guide to sound decision
making. The argument that interest may be used as a discount factor for appraising projects will
preserve the existence of interest intact in the economy. However, it may be argued that the
concept of discounting rate and the interest rate are two distinctly different things. Discounting
may be based entirely on rates of return in an Islamic economy which abolishes the interest. But
its distinction from the rate interest is in fact a challenging issue subject to a great ambiguity and
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obscurity which may lead to admitting riba through the back door. 101t is always argued that the
proper discount rate is (r). This is true in the real world of uncertainty as well as under the -
assumption of perfect for sight in which (r) and (I) are identical. However the identity of these
two terms is questionable and unconvincing statement on the light of Islamic injunction as we
cannot conclude that predetermined rate of return is equal to riba or under perfect for sight both
riba and profit converge to each other” As we have mentioned elsewhere, this misconception of
convergence of the two terms under perfect foresight made some economists to prefer to reach

the rate of return by adding a risk premium to a pure interest rate.
6.3.2 Critiques of Time Preference in Rational Perspectives

The assumption of consumer time preference is criticized on the basis of the law of diminishing
marginal utility. Assuming this law is valid in all the time for any certain period of ume,
consuming an apple today yields exactly the same utility to the consumer if he consumes it
tomorrow other things being equal, hence the consumer does not necessarily prefer an apple of
today to that of tomorrow, Kahf (1991). Akram Khan (1992) has launched a critical examination
on the assumption of consumer time preference assumption on the perspective of its contradiction
to the prohibition of riba. He writes that it would be very difficult to argue against riba once we
accept positive time preference as a rational concept. According to him the acceptance would
allow riba to stay in tact in the economy of money. To argue that interest-free finance is prone
to be utilized with negligence is to deny the fact that the greatest motive force for any economic
activity is profit motive and not the anxiety to pay interest. On the other hand preferring the
present consumption to the future one of the same magnitude and kind in general is a sign of
mere irrationality of that consumer as it is very contradictory to the normal consumer behavior,
provided that there may not be pressing need for this particular consumption. Rationality (rushdi)
according to Islam is referred to integrity suitableness or sound mindedness which is very crugcial
in any economic activities or financial dealings. Islam made this concept as a necessary condition
and prerequisite for any responsibility, in its connection to particularly economic aspects is
strongly emphasized. This may be understood from the following Qur'anic verses, Allah (swr)
says that; "And give not unto the foolish (feeble minded irrational etc.) your property (wealth)

which Allah has made a means of support for you but feed and cloth them there with and speak

See Akram Khan,"Time Value of Money”, 1992,in 8.G.S. Abod et al An Introduction to Islamic Finance, p.133
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to them words of kindness and justice " (4:5). Allah (swr) has clearly stated in the Qur'an
regarding about economic dealings of orphans;

"And examine orphans (as regards their intelligence) until they reach the age of
marriage if then you find sound judgement in them release their property to them but
consume it not wastefully and hastily fearing that they should grow and whoever (amongst
guardians) is rich he should abstain but if he is poor let him have for himself what is just
and reasonable (according to his labor). And when you release their property to them take
witness in their presence and Allah is all sufficient in taking account” (4.6).

The consumer to be rational is necessary that he must choose among available patterns of
consumption in such a way to maximize his welfare not that very moment but in the whole
expected life spectra, of course without harming or reducing that of the others. Therefore, any
economic agent to act rationally has to make ranking and ordering of the choices open to him in
order to select the best alternative option. In respect to individuals' maximization of their
economic welfare (falah) or utility and according to the degree of their telescopic view and of
rationality they may be divided into the following categories; (1) those who maximize only their
present welfare/utility, irrespective of their future welfare and consumption pattern.(2) those who
smooth their consumption in such a manner to maximize their welfare over their life time
span.(3) those who maximize their welfare in here and hereafter and as far as their wealth is
concerned uses in such a manner to raise their falah as highest as possibie by smoothing their
consumption throughout their life and spend also part of their wealth in the way of Allah (swr)
to increase their falah in hereafter whatever their income or wealth may be "Fear from the hell
even with the split of date". This category is perhaps of those mentioned in the Qur'an, Allah
(saw) says: "And in their property there is a right for the sa’il (the beggar who asked) and the
mahrum (the poor who does not ask the others) (51:19). The first category who follows the
assumption of time preference perhaps suffer at the present the outcome of their excessive
consumption and perhaps they would face short of resources in the future as a result of their short
sightedness and irrational behavior by consuming all their goods at the moment of the present
time. In this way they may turn into the poor and beggars in the next moments, however rich
they might be before. The rapacity of their passion conquered their reason. Both the last two
categories who are the majority of the people normally save and capitalize their income for future
consumption so they have some degree of preference of the future goods to the present one they

would like to transform their present commodities in to future and more goods. Therefore, they
do not save only but, they invest also.
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These undesirable behavior increase with the existence of the credit market particularly
in regard to consumer credit where with easy availability of loans creates excessive consumption
and passion for enjoyment particularly the young generation which may give arise to irrational
behavior. This does not mean denial of the importance of consumer credit market and its
profound implications on economy. In promoting of the sale of goods in sufficient quality in the
trade network and solving a number of social and economic problems as consumers with non
regular incomes can purchase their necessary goods. On the other hand this scheme reduces much
of the possible costs on the part of the supplier. But its excessive use and unregulated mechanism
of this scheme may produce or generate other problems. On the other hand in conventional
economics the sophisticated method of advertisement through the inescapable mass media make
consumers mostly to purchase more than what is needed and spend beyond their budget
constraint. With the same methods and similar techniques are used to attract consumers to buy
on credit using banking facilities of highly speedy credit and payment system. Thus to check
human rapacity behavior Islam calls for the midway in consumption and expenses that is
balancing the consumption pattern in order to optimize the general welfare level. To assure that
the following two important principles are to be observed;

I The Principle of Moderation:

With the same degree as Islam disallows miserliness also discourages extravagances both to be
considered as two extreme behaviors, Islam calls for the middle way in economic dealings in this
regard Allah (swr) says that "Those who when they spend are no extravagant and not niggardly
but hold a just (balance) between those (extremes)"” (25:67). In another place Allah (swr) says:
"Make not thy hand tied (like niggards) to thy neck nor stretch it forth it its utmost reach so that
though become blameworthy and destitute” (17:29). Moderation is recommended in every thing
and strongly urged in consumption by Islam even free goods. Therefore, on the personal level
excess borrowing is assumed to be bad because it indicates one to live beyond his means and on

the aggregate level it is also undesirable because as the consumer debt grows the country may
become a nation of debtors.

ii. The Principle of Living According to Ones' Means;

Living within the reach is the basic feature of Muslim consumer rather than leading by wishes
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and desires of physiological passion. Within this constraint the individual plans to balance his
consumption behavior rather than concentrating it on one particular period of time at the cost of
the other. Given certain level of endowments Or resources using this principle of balancing
consumption through enter-temporal adjustment the consumer may reach at the optimum level
of benefits or welfare according to the condition of Parieto efficiency where any further
readjustment will never bring to him more welfare without reducing the welfare of another
individual. With view on this principle there s a great difference between who wants and
deserves a loan and who really needs charity. This is an important constraint that any person to
plan to live according to his means not beyond his resources. So that any loan be borrowed must
be paid. The importance of this principle can hardly be over

In fact theses two principles serve as the main check points for human irrational desires.
If the speed of credit mechanism goes without checking and unwisely used. Particularly our age
of mass industrial products where enormous and various goods are entering infinitely to the
market of our global village. This may most likely make the amount of credit to exceed the
means of repayments and the consumer fall into debt trap and excessively becomes indebted.
Then, as a result of being indebted permanently, that same debt might be passed from one
generation to another. For instance, the interest based system through various advertising
methods may lead the consumer to overspent his income some times on unnecessary or genuinely

unneeded goods. The problem of equity between generations becomes therefore, a dilemma their
future income.

6.3.3 The Natural Saving Behavior

It is also empirically observed that the issue of the time preference itself is not supporting the
above implications because there is always positive for the goods not consumed (i.e., saved)
which enter into commercial transactions and further production process or transferred to the
money market. It is argued that the existence of the saving as a basic nature of human economic
activities is clearly demonstrating the fallacy of the assumption of consumer time preference. The
basic premises of the time value of money is that present goods are of a higher value than the

future goods. But the empirical evidence from everyday behavior of consumers does not confirm

- . 11 v
this assertion.” The fact that people want to save something from the current incomes is

Akram Khan, Ibid,.
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sufficient proof that they attach higher value to future over the present otherwise they would
prefer to consume all their income in the present. The saving motives are inherent nature of
human behavior and fact of real life such education of children, marriage of dependents,
Security against old age sickness and accident or mere mean and miserliness. Earning interest is
not the main determinant factor for saving. There is a lot of evidence that people continued to
save even when the interest is reduced to zero. People with extremely low income also save or
desire to save part of their subsistence income. Thus, each act of saving bears an irrefutable
testimony to the fact that the positive time preference is a myth so far as savings are concerned.
Perhaps there is a confusion between the individual motivation to possess and own the
resources in the present and the motivation to spend them all in the present. There is a difference
between a desire to acquire as much as possible of resources at any moment or, i.e., present time
and a desire to.use and spend all at that same moment. The desire to have command over
resources has no limitation, but to utilize them has a strong rational constraint for it is beyond
the human capacity as wells against its nature. The Islam teaches that this to be the inherent
character of man except those of believers, as Allah (swr) pointed them out in this verse:
"Say (to disbelievers) if you possess the treasure of the mercy of my Lord (wealth in any
provision) then you would surely hold back (from spending) for fear of being exhausted
and ever miserly"” (17:100).
From these discussions we can conclude that as long as the individual decides not to consume his
resources at a present moment of time he is leaving those resource for the future and it is true if
someone says that an individual has no command or choice except his future course of action for
the future time starts from the very moment of your present time and pasts are irreversibly gone
period, the individual's whole decisions then seem to be a future oriented activity. Moreover, the
prestige name and economic status of the individual do not depend on what he is consuming or
spending that moment, but what he is possessing for his future perspective.

6.3.4 Production Preference

The role of time factor is also justified on the ground of real productivity and investment decision
making. Conventional literature has vastly detailed the interconnection between the physical
productivity of capital and time element. However, the pattern of the output distribution entitled
to the capital in lieu to its time value rather than contribution is the primary concern in this
discussion. That is how the productivity is uniformly related to time an element has been the
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main issue for investigation. The concept of the productivity of physical capital is assumed to
be based on a single commodity where the input and output of the production process are the
same good, in which more of the output can be produced simply by waiting longer.
Fishers' (1930, p.194) theory of inter-temporal choice maintains the rate of transformation
between present and future goods as a fixed rate, assuming that PPF to be straight line, on the
basis of which he argued that the rate of interest would be determined by the physical
productivity to justify the reason for the rate of exchange between present and future goods.
Fisher argued that the rate of exchange between present and future goods to be such that more
future goods must be given up for a given number of present goods. As Brown (1913, p.630-50)
argued the productivity of capital is the originating cause of interest, this interpretation says that
interest exists because of the value of productivity of capital or because by investing a given
number of dollars in capitalist process of production one is able to get a greater number of dollars
in the future.

To identify the future output added to the stock and its value generated by the present
investments. Some kinds of technique are needed for its evaluation. The available techniques use
the concept of time value of money based on the perception of present goods have higher value
as compared to future goods. Thus, the costs and benefits are forecast over the life time of the
given enterprise. The concept of discounting was introduced (though not named) by Sraffa in
his review of von Hayek’s (1932) concept of own rate of interest on a commodity which later
on was taken up and labeled after Keynes (1936) in his analysis of the role of money in the
theory of employment. Sraffa illustrated this notion by means of an example of a cotton spinner
who borrows money to purchase a quantity of raw cotton today (at the spot price) which he
simultaneously sells it forward. The spinner actually borrows cotton for the period of the
transaction, i.e., one year. Then the own rate of interest on cotton is equal to the spot price of
a bale of cotton divided by the future price of a bale discounted at the going money rate of
interest less one. So for instance, the price of 100 bales of cotton for delivery today is $20 and
the price to be paid for delivery of 100 bales in one year time is $21.40 while, a money rate of
interest is 5% then the own rate of interest on cotion would be 2%.

In general economic theory the interpretation of the own-rate of interest in modern time
might be different from that advanced by Sraffa (1960, p.4) The sets of equilibrium prices refer
to commodities located at different points in time, the prices are discounted which would be paid
today for commodities to be traded at a future date, while the rate of interest used for discounting

is not specified. In one production period say t to t+1, the own rate of interest on a commodity
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over the time period t, is determined by the quantity of other commodities, and preferences of
individuals.

The problem of showing how an economic order stems from individual's free choice and
voluntary exchange, how prices are determined by the efforts of utility maximization is
constrained by their original endowments of resources and technological possibilities. The serious
difficult in this analysis may arise from explanation of profit in this context. B. Calark (1902:
p.123, 190, 236) pointed out that capital goods are factors of production while like all other
factors of production earns rents and interest which are the return to capital and it is equal to the
marginal product of capital and depends on the quantity of capital available to relative to the
demand for it and available factors of production. Reflecting on this view, Hausman (1981,
p.58) observed that neoclassical theories face their sternest test when they confront the problem
of incorporating interest in to price theory and try to explain how interest is determined. But
identification and determination of interest depends on the theory of capital itself.

Interest and wages are equated to respective marginal products. To speak of explaining
interest in terms of the marginal productivity of capital is some what confused. The capital
theorists want in Bohm Bawerk words to show that "The exchange” . . . in which interest has its
origin is only a special case of the exchange of goods in general. But such perception has been
taken to be dubious and misleading. According to Austrian theories such a claim of neoclassical
economists that capital earns interest because it is scarce and has a positive marginal products
seemed naive and unhelpful and regarding capital as an input leaves the social questions
unanswered. Instead, Austrian theorists argued the round about ness of capital and interest to be
the marginal product of time or waiting. Austrian theory is regarded as an ingenious attempt to
provide a unified explicit theory of capital and interest without introduction into the analysis what
is called capital good. The role of time in production apparently provides a unified and
unspecified treatment of capital and interest. Bohm Bawerk puts it as follows; "if | now prefer
present consumption to future consumption then invest paid a premium to save or invest.”Bohm-
Bowerk (1958, 253). But from the above fragmentary aspect of theory of capital related to the
domain of time Hausman raised the following philosophical questions:-

How is apparent capital accumulation related to the time intensity of production? How can

one measure the time intensity of production? Or how can one find out whether the values

of capital and the length of the average period of production do generally increase
together? How can one test the claim that with the increase of round about ness there
would be higher return? How do the market forces relate the rate of interest to the period
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of production rather than the nature of production itself”? [Hausman (1981, p.3)}
However, this theory has implicitly emphasized upon that income increases only with investment
while merely abstention from consumption does not entail any yield in future then. Time
Preference in real life is an investrnent phenomenon rather than consumption. In fact, the
existence of productivity show somehow a contrary reality to the above consumer time
preference. It is generally believed as an established fact that the production process may be
relevant only to any moment the existing future goods are larger than the consumption goods of
that moment, for that moment the individual would prefer the future production for the present
ones manifesting that in undertaking the risk process of transferring his present resources into
future ones which of course he does not know as surely as the present ones. Thus, the future
becomes more valuable than the present. Otherwise, those goods which are built for future use
would have been consumed in the present. Each decision of saving has not been dictated by the
existence of interest, but it is testimony to the above fact. No development would be possible
if people preferred the present to the future. Thus to the extent of goods saved the future value
is higher than the present. It may be also, argued that the confusion may arise from the fact that
people may generally prefer to possess all the goods in the present than to possess them in the
future. But to possess in the present does not mecessarily indicate their preference for
consumption will be present. To the extent of the resources which are not consumed in the
present are, they saved for the future consumption the resources will be available for
investment,

Those who usually observe strictly the consumer time preference, they perhaps forgot
one important thing that is the point of reference or marginal position of the concerned
individual(s). In any given moment the people might be divided into two groups: a group which
Is enjoying surplus resources or a group which is facing a deficit. The first group has something
more than its present needs or at least according to their individua priority criteria they feel that
the future needs would be more important than the present ones, while the second group
whatever resources they might still feel a deficit as their urgent needs have not yet been fulfilled.
Still those who are in a deficit are not al} require loan for consumption purposes perhaps most
of them need for production loans and hence they have future time preference, so their preference
is different from those who require consumption loans to meet their urgent needs. Then relatively
those who have no surplus fund for their basic urgent consumption would manifest consumer
time preference in terms of seeking loan fund for their urgent need, not in terms of lending with

interest. The existence of production activity negates the concept of time preferences. The second
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argument that the productivity of capital is the originating cause of interest this interpretation says
that interest exists because of the value of productivity of capital or because by investiﬁg a given
number of dollars in capitalist process of production, one is able to get a greater number of
dollars at the end. There is a natural fact that any produced goods are subject to natural law of
depreciation. Whether it is working or not, then the only way to keep it preserved and maintained
its utility is to reproduce it again by investing it. The consumption goods in the present are not
received like Manna from the Heaven their production requires investment so that the present
level of consumption be maintained also in the future. Then replacement of the consumed goods
requires saving and investment dictated by the consumer’s need for future goods.

The differential price of the present good over the future goods is also based on the theory
of liquidity preference which implies that interest rate is a percentage premium that a borrower
pays a lender in exchanging a future claim denominated in the unit of account for a present claim
denominated in the same unit of account.”” In this context the natural rate of interest is
understood to be the rate of interest appearing in the real economy that lies beneath the veil of
money. Thus money in this theory is argued to explain the rate of inter-temporal exchange not
just between a unit of account denominated claims, but between non money goods as well.
Liquidity preference theory implies more liquid assets provide one a greater range of options than
the less liquid one and accordingly it determines or causes the interest rate. But it is not
necessarily to be linked with future, it can take place in the spot as it can work also in future
transaction with different rates of exchange. Eventually, it turns out whether one prefers the
present consumption to the future depends on how well endowed one is in a different times, that
is to say; it depends on the margin from which one is making the choice. The existence of
liquidity preference implies that wealth holders require some payment to persuade them to glvc
up cash in exchange for debt. Two criticisms on liquidity preference theory are; (I) the theory
relies on a particular speculative motive to explain interest which refers to speculation about the
future rate of interest (ii) liquidity preference theory makes sense only in an economy with
advance bond and similar security markets and which speculative trading takes place. Thus, the

question is what determines the interest rate in undeveloped economy remains till unanswered.

Maclachlan, Ihid. p.53



6.4 TIME FACTOR AND CREDIT SALE IN ISLAMIC PERSPECTIVES

In dealing with the question of time as we have seen in conventional economiés; it does not
separate a loan from a sale, since it considers an instailment sale as a dual operation of sale cum-
loan. Economic units decide their current and future borrowing and lending comparing the
subject of an interest rate. This uniform treatment of time in conventional economics seems
contrary 1o the dual perception of time coming into a sale transaction governed by Islamic law.
As we have mentioned earlier. The prohibition interest on loan transactions can be considered
as a sort of denial of the time value of money in Islamic Economics. On the other hand the
permissions of deferred sale contracts in which the price of a commodity can be different from
its spot price, may be considered a sort of recognition of the time value. This apparent double
treatment of time value has attracted the attention of Muslim scholars, a vast literature of Islamic
economics has focused on the economic rationale and the consistency of Figh injunctions on the
subject. Saadullah (1994) based his inquiry about the concept of time value and examined the
difference between an increase in sale price of deferred payment which is permissible and
rejection of any increase on a loan contract which apparently seems a conflicting duality of the
concept of time by allowing the time value on one hand and completely prohibiting on the other.
Whether time value is justified in Islam when time elements is involved is the unresolved issue
in Islamic economy some Islamic economists have given in affirmative answers arguing that
credit sale, i.e., bay' Salam and bay' Muajjal are permissible modes of trade in Islam which
their deferred prices can be different from spot ones which is a sufficient proof that Islam allows
and recognize the difference in value due to a time element and as a result accepis the concept
of time preference. Although the jurists have allowed the difference of these two prices cash and
credit prices of same commodities Fahim Khan (1995) argued that, however, this does not
necessarily mean that they have recognized a predetermined time value for money they might
have allowed this difference because they recognized that supply and demand forces are different
at different points of time which accordingly the price of a commodity can be either higher or
lower than or equal to the present price. They have never say the deferred price of credit
transactions must always be higher than the present one. Whether there is accepted time value
in sale transaction by deferring either of the two exchange systems or some thing else, we will
examine the Figh literature relevant to this perception, on two prospective the legal position of
the deferment itself and of the increase of price in return for deferment. Then we reconsider the
points of contention in order to synthesize the basic message of the relevant injunctions and views



207

of Shariah scholars.
6.4.1 Increase of Price in Deferred Sale

Whether increase of price in deferred by payment, is allowed or not and whether if it's allowed
is due to the consideration of compensating of setting the delayed time is the unresolved debate
among Muslim scholars in contemporary time. According to Saadallah there is a consensus
among Jurist views of an increase of deferred price to offset delayed payment, although he has
not given a sufficient reasoning on this point, the arguments in favor of an increase of deferred
price mostly relate to the reason of two time values. According to this view an increase is often
unspecified, specially as a composition for time for evidence it is quoted the analogy which may
be made between price increase and price decrease in the case of deferment and early payment
respectively, as the Prophet (saw) ordered the expulsion of al-Nadir (Jewish Clan ) some of them
told the Prophet(saw). That there were debts due to them, and time of their payment is still
away: the Prophet ( saw ) told them " reduce the debts and claim them before their due time"
With the above reasoning of jurists Saadallah has founded his argument on the basis of
more vague ideas stating that the justification of or increasing price when payment is deferred
is that the intervening time between the time of passing the commodity and the time of receiving
its price involves possibilities of opportunity benefits which are waved in the interest of the
buyer. On the other hand the legitimacy of a price increase establishes that Sharigh admits that
time has a value and recognizes the innate human preference of what is in hand to what is lent
and of the immediate to the deferred. Even though the time parse may not be the subjéct matter
of the contract it is permissible to pay a premium of time on credit sale. Accepting the time
premium on credit sale forced, those who are of this view to admit that loan is an act of charity
or vice versa. However, the existence of the benevolence of a loan j Is paradoxically supporting
the view of time value. Acceptmg that grace period of a loan transaction is charity and kind of
generosity from the part of the lender without rationalizing its benevolence seems to be-
misleading to shallow understanding of Islamic injunctions. The prominent early jurists such
as Malik and Shafi'i did not make an objection to higher price for deferred payment and a lower

price for cash payment.

According to the Hanbali scholar Ibn Qayyim when someone sells something for one
hundred on deferred payment basis or for fifty on cash payment basis there is no riba"Baghawi.
Majority of the jurists are of the view that charging a higher price for a credit sale is the
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customary practice of merchants and on this basis, the jurists have permitted the higher price. In
the context of Islamic injunctions several reasons have been put forward in favor of higher price
in credit sale such as; (I) the Shariah texts do not prohibit it (ii} there is a difference between
cash available now and cash available in the future. (iii) that this increase is not against time
allowed for payment and hence, it does not resemble pre Islamic riba prohibited in the Qur'an
(iv) that the increase is charged at the time of the sale, not the time the sale occurred (v) that the
increase is due to factors influencing the market such as demand and supply and the rise or fall
in the purchasing power of money as a result of inflation and deflation (vi) that the seller is
engaged in a productive and recognized commercial activity (vii) that the seller is allowed to
charge whatever price his commodity(ies) may fetch in the market. The contemporary financial
Institutions as a matter of standard practices have accepted the lawfulness of this increase.
However, some of the classical jurists seem to have refused to recognize this increase. They
equated an increase in sale price to increase in a principal loan. Similarly they equated a
reduction in lieu of time in a loan/debt with riba. '

But, Abu Hanifa reportedly refused the validity of a contract in which a persdn says 10
his tailor: 'If you tailor it today you would get one dirham and if you tailor it tomorrow you
would get half of the dirham'. Jassas went on the view that the second condition is null and void,
according to him the tailor must get the same rate in both cases because they are one and same
in both times. Shaybani, the prominent Hanafi jurist, did not approve selling things at a lower
price on cash and selling at higher price on credit. Razi in his commentary on riba verses rejected
the notion of that time allowed for payment can be a counter value for an increase, because time
is not goods or a thing which could be (physically) pointed out, to make it a counter value'. In
this connection we notice that many of the early authorities considered that a value cannot be
assigned to time, and as a result an increase cannot be demanded from the debtor on the basis of
an extension given for payment. Ali al-Khafif maintained that the increase against time would
be riba.

A number of the Islamic economic writers equated the increase of price in deferred sale
with conventional interest on loans. Al-Misri (1977) noted that the increase represents interest
on the loan and expressed " in deferred payment sale it is not possible to equate the seller with
the usurer even though the deferred payment sale in reality consists of a cash sale and a loan with
interest, 1t combines these two aspects in single activity, that sale or commercial transaction.

According to al Misri the deferred payment sale consists of two elements, a cash sale plus a loan
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at interest which represents the difference between cash price and deferred payment price.”.
Abdatlah (1996, p.82-3.) has shown critically to the view of Kuwait Finance House (KFH) which
supports that 'increase in Murabaha is not against time, but against the goods themselves'.
According to Abdallah the increase in deferred payment sales against the goods themselves is
untenable. If it is so, the existence of two prices, a cash price and a higher credit price would
be meaningless. He further argued that goods are one in both cases and therefore, any price
should be one as well. According to this view the credit price reflects the cost plu§ a profit
margin plus an allowance against credit period. In this line of thinking several scholars are of the
view that the increase in deferred payment is against time given for payment, Siddigi also
expressed the linkage of deferred price with time value noting “The mark up would tend to be
higher the longer the period of time involved"[Siddiqi(1985, p.134)].

Although the majority of Islamic scholars try to avoid this link between the increase in
Murabaha and the time allowed for payment, but some of the religious supervisory boards, i.e.,
Tadamond Islamic Bank, recognize this as a permissible increase against time consideration, on
the basis of the interpretations of the hadith of the Prophet (saw) which prohibits ' two sales in
one sale'. Abdallah Said in his study concluded: "This appears to be the view of all Islamic
Banks whose Murabaha contracts are being studied. Thus a sort of confusion is introduced and
the two positions become inconsistent. The main argument against time value of money is that
this concept is valid only for the goods being consumed in the present (at this very-moment)
dictated by urgent need or not for those goods which are not being consumed or future goods.
Therefore, as long as there is building process of future goods and as a very urgent need it may
be justified. Saadallah has tried to reconcile these long discussions and jurists’ views and he
expressed that "what may not be allowed separately and in itself may be acceptable as an
implication and a consequence of some thing else.”[ Abdallah Saeed(1996, p.83)]S. For instance,
the sale of an unborn animal he argued is valid on the basis that the time is not separate from
the sold article and the compensation for time is included in the price in one contract. Moreover
it may not be easy to separate the exact quantity of an increase that offsets time from the amount
of the price of the article sold. In fact such reparation is possible only when two prices are set
one for cash and other for on credit sale and the deal is concluded for deferred payment. So the
differences between the two prices in this case constitute the value attributed to time value which

can be calculated only by estimation, i.e., through comparison with the price of similar articles

Al-Misri, Masraf al-Tanmivat al-Islami, p.10-2
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sold on cash basis, Saadallah (1994. p.86).
6.4.2 Reconsideration of the Issue

The increase in price in return of deferment constitutes riba, for time is neither susceptible to
valuation nor appropriation and it is not therefore considered as an exchange of counter value.
To conclude that increasing the price when payment is deferred is the same thing as increasing
the amount of a loan to offset deferment would lead us into the very early fallacy that trading and
riba is the same as claimed by Arab-nonbelievers. The logical conclusion is that if deferment
justifies increasing the price it should also validate increasing the level of the loan. To their
understanding there was no difference between; (a) setting a garment at 10 dinars cash for 11
dinars in deferment and (b) giving 10 dinars as loan to be repaid as 11 dinars after some time,
i.e.. a month. A critical analysis of the above apprehension requires the problem to be divided
in two stages which have to be separately discussed (A) the increase in deferred price before the
contract is concluded that is ex ant increase of the price (B) the increase of price after the
contract is concluded that is ex post increase. While the former is simply as the part of a normal

bargain of parties, the latter seem to be another contract or reopening clauses.
A. Increase of deferred price in the initial session.

Here as the exchange of two different goods is to take place the rate of exchange or the price
level may not be much important as far as there is a mutual trading of the two individuals,
according to their free consent, particularly if there is no fixed price level prevailing in the
market. So during this first negotiation each party has its own free will to decide to inter this
contract on given terms including the deferment and level of the relative price of the concerned
commodities. And as we have elaborated in detail they decide only when each one of them is
feeling that he is getting benefit from the contract. Assuming that the two parties behave
rationally in their exchange contract the relative price ratio of the two goods will vary according
to the market forces of demand and supply and on the basis of this variation the deferred price
may increase or decrease according to the direction of the price change. Moreover, the increase
of deferred price can be explained in analogous to the price discrimination of whole selier and
retailer. Normally, in trading goods there are two or even more price levels on single good
depend on the quantity of the goods that the client is going to buy. For instance the industries put
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the final or retail price of their products say Rs. 100 per item, but they may charge Rs.60 per item
as a whole sale price where the whole seller is to sell at Rs.75 to the retailer still retailer may
give to the final consumers with some concession and charge Rs.95 per item. Since there is 4
large price gap between the final retail price and the initial factory price there is no harm any
price is charged. Furthermore, each stage has also flexibility of price setting such as 15 and 25
respectively. The whole seller, may give more concession to his usual customers or those who
buy larger amount at one time than the others. He may charge full price on those retailers who
delay the payments. The same is the case in the retailers' dealings with different customers. The
reason is that since the main goal of business is seeking profit, the level profit other things remain
the same depend on the volume of the transaction and its velocity or the number of the
transaction at a given period of time. Therefore, selling large quantity at a time is better and less
costly than seliing in retail in long period, and similarly selling on cash is better and more speedy
than selling on credit. Thus, whole sale with cash payment is the most preferable and retail sale
with deferred payment is the least preferable activity. Hence, the retailer may charge full price,
i.e., Rs.100 for an item, while others may fall between these two extremes. On the basis of
these normal business practices of setting different price levels for different situations, the
deferred price would likely be higher than its corresponding cash price of similar business
circumstance. On the basis of this analogy we argue that if the price differences of various
commercial stages are permissible then increase of deferred price, being a part of these
commercial stages and probably the least preferable one, it is permissible. The main thrust of
Jurists opinion shows its permissibility on the basis of that (I) it is mutual consent of trading (ii)
it is beneficial for both parties (iii) it is allowed on the ground of general acceptance of trade by
Shariah.

It is very simple to illustrate this idea in a diagram. Suppose according to fig 6.1 A and
B are two individuals. A has endowment of good Q,° and certain amount of money M » He
requires to have more money and sell some of his very much good. While B would like to
purchase some of goods Q from A with money the exchange normally may take place according
to the given market price. In this example for instance there is one to one relation of the
concerned goods and its market price the two individuals may exchange the items on spot price

but on credit transaction where individual A wills give 0,Q,° - 0,Q,F of the good Q on defer

. . E . . v -
payment to B at price of O,MF, - O,M°, 10 be paid on a fixed term in this normal transaction

may be concluded at point E if individual B pays the debt on time the contract is complete and

nothing is wrong with this transaction or any harm to either party. The contract is perfectly
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concluded with complete terms, at the equilibrium point of E. As a result of this mutual trade
each individual's welfare has increased and reached higher level of utility/welfare. However the
parties have complete freedom to agree, for instance, at E with complete equity each one
receiving and paying equal amounts of good X or at I,, or even at I, where individual A is
receiving a large share than individual B in this exchange activity. Nevertheless, the people
mostly charge full price on deferred price according to the market rates while they may give
concession on spot and immediate exchanges. It is also very feasible that the seller may give a
large concession to the extent he charges a price lower than the market rate due to different
purposes mentioned above. For instance it may charge at I, and the price may vary justifiably
from P, to P, or P, as long as there is a beneficial trade for both parties. The area between the
two indifference curves IC,* and IC," in this diagram stands for this range of variation.
However, the exchange will take place only once and for all, it follows when the contract is

finally concluded by both parties in mutual agreement no further increase or decrease of prices
is feasible.
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Figure 6.1 Increase in deferred price.

According to fig 6.1 (a) A and B are two individuals having different proportions of monev and commodities
where A has a large endowment of good Q,* and small amount of money Mg, He requires 10 have more monev
and sell some of s good and opposite 1s the case of B.In this example for instance there s one 1o one relation
ship between the commiodity and its market price the two individuals may exchange on credit at spot price. A will
phe 0,Q € -OAQl’a—oflhe good  on defer payiment to 13 at price of OgM* - OBM]",, to be paid on a fixed term.
With Mutual agreement they may conclude the transaction at E. However the parties have complete freedom o
agree, any point between I, and [, at initial contract and price may vary jfrom P, to P, or P, as long as there 1s a
beneticial trade for both parties. The area between the two mdifference curves 1C,* and IC,® in (a) stands for this
range of variation. However , as the panel (b) shows increasing the price afier the terms of trade is muwallv
agreed and executed 1t has no countervalue and 1t is notl permissible as that would imply actual riba.
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B. The increase of price for rescheduling

That is an increase after the terms and conditions of the contract are concluded and the most
important term of the contract is the change of the price, increase or decrease after long ago the
transaction had taken place and all its details had finally decided in mutual consent of the two
parties. We know that as a matter of principle in Isiam the option of settling price level remains
open only during the negotiation where when it is agreed and the contract is concluded at a
given price level this option will be closed and no further change will take place, for any change
of price decrease or increase associated with this contract of exchange or include as a condition
of its execution. Islam considered this kind of increase to contain riba. Any increase of the price
after the conclusion of the contract, for instance, a monetary amount which is the liability of the
debtor constitutes an excess that has no economic justification. It is excess without counter value,
for this new cdntract of sale is a unilateral offer on the part of the borrower without reciprocal
payment.

To show this in a diagram it follows that once the first contract is normally concluded
with complete terms, at the equilibrium point at E in fig.6.2, as a result of this mutual trade each
individual's welfare has increased and reached higher level of welfare. Suppose in the meantime
or when the liability on B matured he could not pay the due debt. If individual A insists that B
must pay the debt on time otherwise the debt on B will be increased with additional payment over
the principal that is the terms of contract will change from the previous equilibrium point E to
a new level . In this situation the amount of the debt which was fixed quantity of a good or
monetary price and has no other price except what was already paid is augmented merely on the
ground of extending its maturity, for the transaction contract is the same there is no way the
quantity of either to be enhanced without corresponding price. Moreover, as far as the second

contract or the condition is concerned, A demands for increase without offering any thing except
extending the period of the payment for the debtor. Since the debt to be paid by B is converted
in money terms in the first contract, B is liable to pay a fixed amount of money not good.
Then any increase takes place on this amount means increase in the same good, selling
that same thing for more of itself. This implies an increase to someone is possible only at the cost
of the other or conducting two transactions on the same sale. The Prophet (saw) has Prohibited

two sale in one transaction. It is narrated from Amrin bin Shu'aib, that "the Prophet (saw) has
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prohibited a sale in two transactions”™®  Abi Hurayra narrated that "the Prophet(saw) has
prohibited two sales in one transaction.””® He reported also that the Prophet (saw) has Said:
"Whoever makes two sales in one transaction should receive the principal only, otherwise, he
commits riba'®.” In a similar manner the Prophet (saw) prohibited safgatani fil safgat (two
bargaining in one deal). Ibn Masud (ra) has Said: "Two bargains in one deal result riba.” It is
narrated from Abdillahi bin Masud that the Prophet (saw) has prohibited two bargains in one
deal'.” And the view of the majority of Figh schools maintained that conducting two sales in one
transaction is riba. Ibn Arsalan has explained the message of the hadith saying that "it is to sell
a bushel of an oat for a dinar on credit and when its time matures and the seller asks for the oat
the purchaser says sell your bushel to me for two bushels on credit for a month."'®. So it becomes
selling the same thing two times'. Obviously this kind of transaction retains all features of riba,
for it is an increase on credit, that is when the debtor could not meet his promise. So, it is simply
increasing the debt for the extension of its maturity. This problem of double bargaining in the
same deal may take the following forms:

a. Two Conditions in a Sale or Sale and Condition

It is reported from Abdullahi bin Omar (ra) that the Prophet (saw) said: "It is not lawful, sale
and credit, not two conditions in one sale, not profit without liability, and not sale of what is not
possessed"". Al-Imam Shafi'i interpreted this hadith and mentioned "It is to say that I sell to you
this good for, i.e., one thousand rupees, in condition to sell to me your house, or I sell 1o you
my house for such an amount of money provided you sell your slave boy to me for such price
that when you deliver your boy you will obtain it (my house).”* Hanbali explained this point in

this manner; "it is to say that I sell my house to you in such a price provided that you purchase

my second house for such price or to sell your house to me in such price or rent it to me for such
amounts of money or to wed your daughter to me or to wed my daughter to you®'.”

Shawkani, Nail al-Awear,, vol.5, p.190.

San'ani, Subul al-Satam of vol.3, p.16.0r Nail al-Awtar, vol.5, p.161

Nail al-Awtar, Vol.5, p. 162,

Al-Jahid fil Talkhis. { Ahmad)

Yasin A Tbrahim,Nathariyai al-Gharar fil Sharioh al-Islamiva: Darasai al-Mugarana', vol,1, 1973, p. 95.

( Agreed by all five except Ibn Majiah .See Nail al-Awtar, vol.5 p.190,
Shatt’i, 4l-Umnm, vol.3, p.77.

Tbn Qudama, al-Mughni, vol.4, p.176.
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b. Salaf (Credit or loan ) and Sale

The meaning of salaf as Baghawi has pointed out implies loan, he mentioned that "the meaning
of salaf here is a loan™.” Ahmad explained it "that it is to give a loan to some one provided that
he has to purchase certain goods with it from the seller at higher price on credit”.” Ahmad bin
Qasim also mentioned it is that a man to purchase the good from the seller at a higher price in
deferment™*.” Imam Malik also elaborated this and pointed out; " A man says to another I will
purchase your good in such price but you give me a loan of such an amount of money."” There
is no doubt that both salaf and sale are lawful transactions in Sharigh but separately.
Nevertheless, when they are combined in one contract they are prohibited and equated to riba.
Moreover, even if a pure sale contract is simply doubled in one contract or in the above-
mentioned manners it turns out unlawful in Shariah.* These principals are extremely important
and very relevant in our age of market economy, Perhaps the underlying reason is the strict
Shariah requirement that the economic transactions should be free from any manipulations and
superfluous influences, the buyers and sellers should directly concentrate only on the goods in
transaction, so that the relative price of the exchange items is determined by their corresponding
scarcity and relative demands, in order the natural forces of supply and demand plays smoothly
as the iwo blades of the natural scissors in determining the real relative prices of the goods. The
Prophet (saw) also said that: "Indeed exchange is based on mutual agreement.”’ And in another
hadith the Prophet (saw) has said;

"The traders have an option before they depart from each other if both parties spoke the

truth and described the defects and qualities then they will be blessed in their transaction

and if they told lies or concealed any thing then blessing on their transaction wil] be

blotted out.”*

This consideration is applicable to both the decrease and increase of debt or the deferred
price. In fact, the reduction of a debt in return for early repayment is a matter of contention
among jurists the general view of classical Figh scholars shows opposing the reduction of

Yasin A, Ibrahim, Ibid., p.96.

Yasin Ahmad Ibrahim, Ibid, p.97,

Yasin Ahmad Ihrahim, Ibid, p.97,

Tanweer al-Hawlik, Sharhi Muwatia' of Imam Malik, vol.2,p.157.
Yasin Ahmad Ibrahim, Ibid, p.97,

Fathi al-Bari vol.4, p.230

M. Fuad Abdul Baqi, Ai-Lu'lu’ wal marjan, vol.2, hadith 980.
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deferred debt and principal loans conditional on early repayment. However a large number of
Figh scholars allowed the reduction of the price and loan reduction and they analogously inferred
the permission of the increase in the price of the deferred sale. Some companions (of the
Prophet) and even some of the great scholars of Hanbali Jurists like Ibn Taymiya and Ibn Qayyim
have permitted it. The contemporary Shariah experts also endorsed this view, where the Makkah
Figh Academy of OIC adopted that "reduction of a deferred debt in order to accelerate its
repayment at the request of either party is permissible under Shariah, and it does not constitute
riba provided not agreed upon in advance as long as the creditor-debt relationship remains
bilateral relationship. If however a third party is involved, it becomes forbidden since it becomes
similar to the discount of bills.”* They further argued that reduction is the opposite of riba both
in language and in practice. It is forgiving part of the debt in return for corresponding
acceleration of pdyment before a due date.

Despite this general acceptance of the reduction of deferred price by the renowned Figh
academies still the general views of earlier jurists which is opposing the matter and have solid
reasons. They argue as Taqi Osmani has summarized that the reduction of deferred price is not
permitted. Taqi Osmani has termed the hadith authentically weak where he quoted another
opposing hadith with similar degree of authenticity. It is reported by Abu-Dawoud that Magdad
bin Al Ahmad is quoted saying;

"I'lent a man a hundred dinars in the mean time my name was drawn and | had to go
out in expedition with the Messenger (saw) of Allah I told the man to give me 90 dinars
and give a discount 10 dinar and he agreed, I mentioned this to the Messenger (saw) and
he Said "Magqdad you ate riba and you fed it to others."*

So the hadith is apparently opposite to the above one as well as the position of Figh
Academies. However, there is a room of reconciliation between them. Examining the text of the
earlier hadith in the context of the prevailing jewish practices and on the basis of another relevant

reports from the Prophet (saw) we find that the above interpretation of the hadith is in fact

misleading. There is a strong reason to believe that the amount which the Prophet (saw) ordered

to decrease by Bani Nadir represented only the accumulated amount of riba. It is well-known
fact that Jewish people used to give loans to Arab tribes with an increase (riba). Thus, given this

historical evidence what they had to reduce according to the recommendation of that Prophet

Resolution No.66/2/7 on Installment Sale, Seventh Session of the I

. slamic Figh Academy 1412H (1992;.
Al-Bayhaqi, Al-Sunan Al-Kubra, vol 6, p.28
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(saw) seems to be the excess due which they had made over the principal loans. This inference
is supported by Hagiqi who owed to Ossayd bin Hadeer 120 dinars payable after one year. "He '
then reached an agreement with Ossayd to repay the principal which was 80 dinars and to
discount the riba.""

Otherwise, the creditor of a deferred debt has no right to demand accelerated repayment.
Similarly the debtor has no right to reduce the principal for immediate payment. A creditor who
resorts to such measure is in fact buying the time term for the amount of the discount which is
similar to selling the time-term for the amount of an increase of the original debt and this is
precisely the pre-Islamic riba. Therefore, the discounting in return for early repayment cannot
stand as strong justification for the price increase in return of deferred payment. And this general
recognition of these variations as we illustrated above does not seem sound for the above reasons.
Further more when the reciprocal transference of the ownership of two items takes place and
value of each item is determined in fixed proportions of the other, a fixed leve! of rights of each
individual is finally established irrespective of being delivered presently in the place of the
contract or absent on the liability of the debtor, then there is no way these rights to be amended
in the context of this sale contract. This conforms with the general objectives of Shariah and the
principles which the Prophet (saw) has laid down stating that: "someone's property will not be
lawfully acquired by another unless it was given to him willingly."> Precisely, we assert that the
reduction of the deferred price implies the reduction of already accumulated interest. It does not
mcean that one party should reduce and leave part of his very principal right for early repayment.
As the decrease of ones' wealth at the cost of the increasing other individual's wealth if it is
stipulated in the contract by paying early time amounts to injustice to one party, since that is a
fattening of the share of one party associate with the decrease of the wealth of the other and this
situation is against very fundamental purposes of Shariah. The creditor may give his right for
charity but that is something bilaterally to be decided outside the loan or sale transaction on his
own wish and free will as far as the contract is related to matter of sale and transaction no outside

a factor would force him to reduce part of his right if the creditors insist claiming his full amount
no force can make him leave it.

Al-Waqidi, Al-Maghazi, vol.1, p.374.
Fathie al-Bari Ihid.



6.5 LOAN TRANSACTION

We have seen above that the exchange of two different goods or distinctive items, 1.e., money
and commodity either on cash or over a period of time, serve to balance the consumers spending
and their average income. And in this way the individuals optimize their current and expected
welfare levels. Similarly the activity of lending and borrowing is induced by a very fundamental
economic phenomena associated with the lack of coincidence of the human wants and available
economic resources. The conversion of future goods into present goods takes place in various
forms. In this section we analyze the major principal one of them that is to examine the nature
of a loan, which is basically the exchange of similar assets and goods either through
geographical space like Bill of exchange or Saftaja in Figh terminology or through inter-
temporal transaction, We will discuss also the main objective and advantages of this transaction

for the contracting individuals and economics at large.
6.5.1 Lending as a Pure Exchange Transaction

In this context, it is assumed that this market to be similar to a goods market which its price is
interest rates the premium paid on the amount borrowed or lent over specified period. In
conventional literature as we have seen above the market for loan is deemed as a pure time
market for present assets against future not only for lenders/creditors or borrowers but also as
natural rates in all process of production. According to Maclachlan (1993) interest is the
premium that the seller of the future claim pays the seller of the present claim. It is presumed
that the present claim is more liquid than the future claim to the same amount due to two
reasons; (1) the present claims value in terms of the unit of account is fixed, with the result that
one can feel more certain about its purchasing power than one can about a future claim (2) the
transaction cost of transforming a future claim onto immediate purchasing power is higher than
for a present claim. Bohn-Bawerk made critical deliberation to explain the apparent similarity
between the exchange of goods and exchange loans. He presented a robust argument for
extending the concept of exchange to lend transactions. Answering the question whether a loan
can or cannot be called a genuine exchange he came with the following conclusion;

"The limitation of the concept of exchange of goods of different kinds is inherent neither

in the nature of exchange nor in consonance with the hitherto firmly established use of

the concept. What is inherent in the nature of exchange is that two goods are given one
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for another and nothing more. And as for established linguistic usage it can readily be
shown that transactions in which same kind of goods are given one for the other are
looked upon by everyone as a genuine exchange and are so designated” [Bohn-Bawerk
(1888, p.56)

Bohn-Bawerk has further elaborated and clearly furnished the nature of conventional loan
contract and pure loan contract according to him is a part of sale and purchase or in its broad
sense it is a part of exchange activity elaborating this notion he asserted that; ‘
"The loan is nothing more nor less than a true and genuine exchange of present goods for
future goods. Indeed, it represents the purest conceivable form of that phenomenon and
constitutes in some respects its ideal type, i.e., creditor A gives debtor B a quantity of
present goods - present dollars, in return debtor B gives creditor A quantity of goods
which are of the same kind, but are future - next year’s dollars. So what takes place is a
reciprocal conveyance of property in two quantities of goods one of which is given as the
equivalent of the other and both of which are absolutely identical except in one respect:
The sole difference lies in the fact that one belongs to the present the other to the
future...I really know of nothing which is a purer and clearer embodiment of the concept
of exchange in general and exchange of present for future good in particular."[Bohm-
Bawerk( 1958, p.255)]

Bohn-Bawerk's penetrated work revealed the peculiarity of this kind of transaction which goes

under the name of loan and its pseudo price under the cover of usury/interest.

6.5.2 Exogenous Advantage of Loan (Qard ul- Hassan)

Usually the main purpose of conducting transaction of goods is to acquire more gain or (o attain
more advantage. And as we discussed in the earlier chapter the normal exchange must provide
additional benefit to the transacting parties for the exchange is an economic activity induced by
a perceived benefit. The advantage that is gained from trade is very clear and it is considered as
an indigenous part of the contract and the subject matter of the exchange. However, the benefit
that arises from the exchange of homogenous goods is exogenous to the process of the exchange
as it is not the subject matter of the transaction. While the benefit in the first case is inherently
the result of exchange of heterogenous goods which essentially to generate additional economic

gain known as gain from trade, consumer surplus or producer surplus etc. The second kind of
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benefit is apparently referred to external economies of loan transaction which we present in the
coming discussions. The determination of this requires a great care and cautious handling for it
is always susceptible to be mixed with the prohibited benefits of a loan in Islam. These external
economies may be considered as a kind of mutual benefit that goes to both the borrower and the
lender at the same time. Because objects have their own economic benefits based on their
usefulness or value in use to satisfy the demand of the consumers' wants, these are the natural
benefits of the objects. But when the objects associate with other external factors such as time and
space they give the users additional gain which may accrue to the participating parties or the
economy as whole. Let us now examine two significant kinds of benefits arise from exchanging
similar goods namely (A) the benefits that stem from the consideration geographical space that
is what is known as Safigja in Islamic jurisprudence. (B) the benefits that arise by inter-temporal
exchange or loan transaction over time period this is the contract largely called gard hassan.

A. Saftaja (Bill of exchange) space consideration

In general the loan contract is conciuded in a place and its payment is to be made at the same
place. However, if the lender agrees with the borrower to pay the loan in another place for the
convenience of the borrower, it is a kind of additional benefit that goes to the borrower. But, in
if this kind of contract is providing benefit to the lender also, where there is a benefit derived
from the loan by the lender, is the matter of contention among Figh scholars. The Figh scholars
hold different views of this issue, some of them expressed strong objections while others allowed
it completely. Those who disallowed it they did so because they deny any benefit that goes to
the lender. The majority of Figh scholars are supporting the objection because the utility that
associated with the loan is clearly against the sadith of the Prophet (saw) "Any loan that entails
benefit is riba". Saftaja in Figh studies is simply the borrower to pay the debt in place other than
where he received it. In the modern terms it is known as "Bill of Exchange". That is when the
place of the loan contract is different from the place of payment. According to the Islamic jurists
Saftaja arises from debt such as the deferred sale renting or loan. Al-Misri (1987 p.54) who
extensively studied the subject argued that since the increase or additional benefit that arises from
sale is permissible, then Safiaja in case of credit sale is also permissible without difference among
jurists, even if the payment of the sale price in another place is stipulated in the contract.
However, al-Misri tried to draw analogical conclusion between the allowance of deferred
price in consideration of place and its increase in consideration of time. He argued that since the
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increase in deferred price is permissible for consideration of time and place then the allowance
of an increase in the consideration of place permits the increase in time consideration. There is
no doubt in the first to serve as an analogy for the permission of the second. Nevertheless, there
is no disagreement on the permissibility of Safiaja loans if the payment in another place is not
stipulated in the contract, and if on the basis of customary any transport expense is paid by the
borrower to the lender it would not be making any problem for it is considered as goodwill
repayment. But if the payment of the loan in another place is a part of the contract stipulated by
the lender without paying any transportation or transference cost, the Islamic jurists have
different opinions about legal position of this case. Some of them rejected it like al-Hanafi, al-
Shafi'i, and al-Zahiri schools of thought, while al-Imamiya and Hanbali schools are of the view
of its acceptance. '

The benefits which the lender may obtain from Safiaja may be summarized in the
following two forms:(a) transport cost or the rent of its loading, some of the Islamic jurist object
this contract for there is no transport cost. they ask where is the rent of transportation? .(b)
guarantee against any risk that may arise during the transference. Saftaja seems to be technique
of risk aversion in favor of the lender, where despite the length of distance or any possible risk
during the transportation the lender gets the same amount of his asset or property. Then keeping
the account on these potential economic benefits in general there may be three considerations in
conducting this kind of loan transactions according to the motivating derive of parties.

I Like any kind of gard hassan, Safiaja may be purely humanitarian motivated contract
for temporary assistance of the borrower and relieving a difficult from him, in this case

Saftaja gives an additional benefit to the borrower. It is also possible that the lender

himself may recollect his principal from the borrower's place. So that the whole possible

benefit from the transaction accrues to the borrower.
il. It is possible that the purpose of the loan on the part of the lender to be motivated by
security factor, where the lender wants only someone to guarantee his financial asset
against a potential risk expected to arise in the mean time. So by lending his property one
can make it pass a given place or threat in that particular time. In this case the benefit
from a guarantee of the loan by the borrower goes to the lender only. This benefit
according to al-Misri constituted the benefit prohibited by the Prophet(saw) and termed
it to be riba. On the basis of the hadith of the Prophet (saw): "

Any loan that draws
benefit( stipulated benefit to the lender) is riba".
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1i, It is also very likely that Saftaja may become advantageous for both parties, over and
above the common benefits of any loan. That is perhaps, the borrower feels better to pay
the loan in his place or in a place other than where the original loan contract was
concluded. On the other hand the lender appreciates if the borrower pays it in the other
place without bearing any cost of transportation and with complete security. The two
interests coincided and each one got his own benefit
This last kind of benefit that accrues to the lender when the borrower also gets his own benefit
is the point of dispute among Figh scholars. In its permissibility Atta' Saeed that "lbn Zubair was
used to take dirhams from the people in Makka then writing for them to Mus'ab in Iraq and they
were used 1o take from him" Ibn Abbas was asked about this and he did not see any problem with
it. Reportedly, it is also asked Ali bin Abi Talib, and did not see any problem with it. Similarly
number of Suhaba (ra) and great classical Figh scholars could not see any problem in this Kind
of activities. Al-Misri in his lengthy discussion about Saftaja in Islamic Jurisprudence concluded
that. The repayment of the loan in another country or place other than where the contract was
mnitially concluded may contain benefit for either party. According to him if the benefit accrues
to the borrower only it is desired, but if it goes to the lender it is not, however if the benefit of
the contract will be shared by both parties it is permissible provided that there is no transport cost
on either party, neither on the lender nor on the borrower. Since, a security factor associates with
any loan because the loan principal must be repaid under any circumstance nothing to worry
about the benefit of safety that accrues to the lender. What is not permissible may be when the
transference of a loan stipulated in the contract which provides benefits to either party. For

insisting on that one bear cost without compensation is impermissible.
B. Qard Hassan or Inter-temporal Consideration

To put this discussion in the context of inter-temporal and give further analytical fashion we
assume two individuals A and B, single identical good X, each individual have an endowment
sufficient for the consumption of two periods, i.e., present and future periods irrespective of
these two times being two days, weeks, months or years. We assume also that the two individuals
get their endowments alternatively, so that at the beginning A has its two peribd endowments

while B has to wait till the next period he receives his endowment, except that he has very little

of that good for his survival only. Suppose individual A has in the

: present ime O, X * of wheat
and 0.X,*

of wheat in the future Individual A might consumes all his endowment at the present
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period. Then he will over consume the wheat of two period and complete it in one period where
as he consumes more and more of his marginal utility may turn to be zero after that stage any
amount he uses further reduce his welfare as he reached in a saturation point at half of the
endowment whatever he consumes after that means wasting of the resources. So, has a large
amount of wheat in the present while he is in a deficit in the future. If he consumes all of his
present endowments now and save nothing for the future, certainly he will face the deficit in the
future period and as a result he may realize two undesired situations;

a. By consuming all of his stock of wheat at the present time he may not increase his utility.
But that may waste only his endowment or cause €ven disutility and increase only his
dissatisfaction after he reaches certain level of a saturation point. This may be so.
according to the law of diminishing marginal utility.

b. As result of over consumption of his endowment and finishing them completely at the
present period he will suffer also a shortage of resources in the future and realize lower
level of consumption.

Thus, in this situation he will reach a lower indifference curve for instance U’ for both cases
which is actually undesirable state in both periods; Then individual A must save his present
surplus for the future consumption if he wants to raise his utility level that is he has to seek a way
to transfer part of his endowments in the present to the future use. To do so, he has to select one
of several options which can give him certain benefits, before he decides any one of them he
would rank the options open for him and rationally will select the best alternatives. We would
summarize here the options that the consumer will face and briefly compare among them on the
basis of their benefits and opportunity costs.

Costs of withholding/hearding behavior; Suppose the individual opts to save his
exira/surplus wheat and keep them with him, without lending to anybody. The implications of
this behavior may be as follows; (I) he will incur some costs of storing and keeping it until the
next consumption period which will reduce its actual quantity as he pays the expenses of storage
from the wheat (ii) the quality of the wheat may get deteriorated, which as a result may reduce
the utility derived from it by the individual in its future use. He may preserve it in paying for it
at high price or costly method (iii) individual B who is seeking loans at the present time with
guaranteeing its return in future. He will suffer from under consumption by getting less utility
(iv) the social deadweight loss may be the combination of the welfare loss of both individuals,
i.e., Aand B as well as the costs incurred by individual B.(v) the difficult created by this lack

of cooperation may not stop here. It will have a perpetual consequence where aliernatively each
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time one individual will suffer from resource deficiency and loss of welfare (vi) their cooperation
may suffer and they may instead of brotherly helping each other without any cost and living
together in solidarity and social coherence they might develop enmity and rivalry to compete
with each other over resources (vii) the problem will be further aggravated if we incorporate with
the supply side where as one group is consuming less than their optimum level, inventory of
output will be created, as result, fluctuation in a business cycle may be generated (viii) as this
kind of self attitude shows also hoarding behavior Islam has severely abolishes and forbidden any
hoarding activity and promised for those who practice this for terrible reward.



vV V(J
TN (2) (b) 226
X1 o
Xii“ \
U, X
Yo X X,
0 .
A Xcl Xh} VI xi
T T b
| 1
T
L1 Q%
1 1
| [}
1 ]
Lo
] [}
1 ]
E s .:[‘ Q"
‘o
1
[} 1
AN
1 3
At
1 1
] c
|
M
Figure 6.2 External Benefits of Loan Transaction and Riba

Ilustrating the role of enter-temporal exchange of single commodity ,we assume two individuais A and B have an
endowment sufficient for the consumption of two periods, i.e., present and future periods. A depicted in fig. 6.2 {(a)
and (b) A holds at present O, X,* of wheat and QX * of wheat in the future. While B will get his resources of times in
the next period. It is better for both of them to lend their surpluses to each other. Then both A and B will consume at
E which shows the highest level of preference for both individuals. Now combining both figures in an edge-worth box.
fig.6.2(c) and we see that E shows the individual endowments. 1f each one fairly exchange with the other, both will
end up at E and by consuming equal proportions of present and future consumption both individuals wilt realize higher
level of utility. However, A may not be prepared to give loan to B without Interest/riba that is A want 1o sell the
external benefit that accrues to B and charges at 1, instead of E level which implies that B has to pay the principal loan
plus certain amount of his future endowments that is the distance between E and 1, without any feasible counter value.

This process may continue to 1, 1, and so on. And each time the principal loan will be increased even if that will exhaust
the whole future endowment of individual B as the point I, shows.
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Therefore, it is better for both of them to lend their surpluses to each other. If A lends his wheat
surplus to B as a gardi hassana to return it in period, 2, in the same qﬁantity is their reduction
of welfare for A? Are there time preferences, so that A prefers present consumption to the future
one? Or both improve their welfare level by lending each other or at least one of them improves
its utility without affecting the benefit of the other? If A consumes half of his wheat in present
period and lend the other half to B who will go repay it out at the beginning of period 2 in future.
Then both A and B will consume at E which shows the highest level of preference for both
individuals. Any point other than E will be inefficient where either of them or both will get less
utility. But most of the time both of them is losing. If A consumes more of Q or save it as we
have seen above both will realize inefficiency arising from that action.

The second alternative may be the opposite of the above one and individual A decides to
lend his surplus to individual B for a certain period of time as the above diagram shows.
Supposes A gives a loan amounts to O.X, - 0aX F =AX, to individual B who will return this
same amount or its value equal to O, X.F - 0,X, ‘=AX, in fixed date in the future period.
Individual B has very small amount of endowment (wheat) not sufficient for his survival even but
he is expecting that he will be prosperous in the future period and will get O X* of wheat for
consumption in two periods present and the future. His endowment is O,V of wheat in the future
and of O, X wheat at the present facing deficit of wheat for the present period. If he exchange
in some of his future endowment for the present consumption he can increase his welfare. That
is if he gets loan from A who has an extra or surplus consumption at the present. If A gives
certain amount of wheat in gard hassana to B, both A and B can improve their welfare without
reducing the welfare of anyone else. A has improved its utility by lending part of his present
consumption and consuming the other part in the present. That is postponing part of his
consumption in the future. Of course, this option has a different implication than the above
option. We may briefly mention certain benefits that the consumer may derive from it. While,
as we have seen above the spot exchange of single, homogeneous good has no any economic
benefit at all and no rational individual will get interest to carry such a fruitiess exercise, there
are various kinds of external economies that may accrue to the concerned parties. The justifiably

permissible benefits that may be derived from loan transaction may be divided into three kinds
of benefits such as;

1. Benefits of a loan that accrues to the lender: The people mostly and



228

overemphasis on the benefit that goes to the borrower and almost ignore the benefit or
multidimensional utilities that is received by the lender without harming anybody. (1) Increase
of the utility or the welfare of the lender, that is instead of consuming his resources at once he
spreads his resource over certain period of time and accordingly maximize his welfare (i1)
Through gard hassan he may avoid the above costs, i.e., storage expenses, quality preservation
and securing his credit opportunity in the future. All these may turn as significantly beneficial
for him and raise his welfare level economicaily and socially (iii) assuring the security of his
assets and hedging its value against any risk which may deplete or erode its value, this requires
for preserving the quality or the value of his good in the period. (iv) obtaining reward from
Allah(swr) which may be more than that of the charity or at least equal to one half of the charity
(v) enhancing the social coherence and promoting the feeling of brotherhood, where the lender
through this gard hassana the lender may win to make a friend of him who will also help him
during the period of difficult and hardship (vi) in case of Saftaja or bill exchange the asset or the
loan may be delivered at his desired place without any transport cost of these benefits are
carefully separated from those prohibited, i.e., riba.

2. Benefits that go to the borrower: No doubt that a significant advantage of this
transaction goes to the borrower and SayyidTahir observed that the loan instrument bridges the
gap between a borrower and his immediate need, which he cannot fulfil on his own, SayyidTahir
(1995). Thus, when a person is seeking a loan he wants to exchange his future income for present
income of equal amounts. In other words it is an exchange of same kind of goods of different
dates. It provides the following economic benefits to the borrower: (I) his immediate and urgent
want is met, so that his pattern of consumption may be smoothed and some potential threats of
income fluctuations or living conditions are normalized. (ii) he got access to use his future assets
at the present which was otherwise, impossible for him to obtain it.

3. General Economic Benefits: As we have seen that both A and B individual's
utilities increase through this process , we can safely say that the welfare of involving parties in
this loan transaction will increase and the general well-being of the society will be enhanced.
Since each individual's consumption is smoothed and any disturbance which may emerge or
urgent need or consumption gaps are covered through loan transaction among societies, this will
induce a smooth functioning of the economy and prevent in large extent against an economic
fluctuations and business cycle. For there may not be any inventory stock in the goods market
or squeezing the general production and investment level. Hence, the production will steadily

grow without ups and downs. Hence, the problem transaction may arise from attempting (o
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internalize these external economies.

All these advantages are the economic benefits of loan transaction which serves as the
underlying reasons of its permissibility in Islam. However these advantages are not part of the
loan itself or its magnitude. It is apparently an external economy of the loan contact. However,
internalizing this advantage by selling it for part of the loan itself is unlawful and that is the
benefit prohibited by the Prophet (saw) in his statement "Any loan that brings about

advantage/benefit is riba>.”

6.5.3 Riba-based Loan Transactions

Now we turn to the situation that individual want market his economic position of having surplus
at the present and sell the external benefit that loan transaction is going to generate. We analyze
this irrational behavior by referring again to the above figure. In this case individual see as an
economic opportunity of generating more income by providing a loan to B for his present surplus
but with certain amount premium/interest to be paid by A to B for this offer or consumption.
Suppose A gives a loan to B But with interest which means that A will receive a higher or
additional amount over its principal. A will put the interest rate according to the degree of
demanded for funds by the borrower and accordingly try to maximize the rate of interest. It is
a natural fact the individual’s endowments or earnings are not constant. Similarly the production
or output is not smooth some times people face deficit and some times realize surplus. From here
the concepts of lending and borrowing arises as a way of smoothing the consumption patierns
over individuals a life span or to cope with any urgent need which might unexpectedly arise.
We can combine the two groups of maximizing utility in ordinal approach. We have seen
previous in fig. 6.2 (a) and fig.6.2 (b) the behavior of each individual in maximizing their
utilities. Now combining both figures in an edge-worth box, we can illustrate our next
discussions on fig.6.2° and we see that E shows the individual endowments. If each one fairly
exchange with the other, both will end up at C and consume an equal proportion of present and
future consumption. Both individuals will realize higher level of utility at C. But If A cannot give
loan to B without increase of some additional amount above the principal. B has no option except

to accept this offer with interest cost as long as that rate makes him better or same level of

San’ani, Subul al-Salam vol.3, p.53
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weltare. Now suppose B has OX, of X commodity in the current period while he isto get OX*
of X in the future there is big distortion in his consumption pattern. If he would not get a loan
he will consume at e and remain in distress in both periods but if he finds someone to give a loan
he will smooth his consumption and reach higher welfare in both periods at ¢ individual B 1s
suffering a consumption shortage at the current without getting a loan he alone will face the
problem. Knowing that individual A has a surplus of X at the present he may ask for a loan and
A may give a loan to B in return of same amount in the future or may lend him with some
charges it is up to A which one he prefers, and even he may refuse the offer with such cost.

If A gives X, OX, to Bboth, A & B will in enjoy their highest consumption according
to their budget constraints, i.¢., at e point where individual A will consume at O.X,° of X at the
present petiod and O.X," of it in the future by merely changing the composition of his
consumption pattern and smoothing his expenses he can reach the highest possible indifference
curve without harming anybody else. In this situation B also is in the position with highest utility
level where he is consuming OzX¢, of X in the current period and 0 X", in the future. In this
case up to now everybody is happy both enjoying the Parieto efficient point. But B has reached
in this position by the help of A and without any sacrifice by lending A certain amount of his
present endowments X, to the individual B in exchange B’s X, in the future. Simply like A is
saving the present surplus for his future consumption with more safe and secure way that is to
lend the current excess to B in return of excess to B in return of B's excess future consumption.
It is mutual interchange of their surpluses one in the present while the other has a surpius in the
future period. Suppose now A is not prepared to give loan to B without Interest/riba. Because,
B individual is in difficult, any slight relieve he may find even with more or additional payment
to A, he will accept, as any point above his welfare level is preferable to the present situation.
Suppose B accepts at [, in the first period of time instead of C level which implies that B has to
pay the principal loan plus certain amount of his future endowments that is the distance between
C and !, without any feasible counter value. If individual B could not pay this in the first period
again he has to pay more and B will claim at I, and so on. This process may continue till I, and
each time the principal loan will be increased even if that will exhaust the whole future
endowment of individual B as the point I, shows.

In this connection, it is clear that riba is the increase of either consideration in exchange
of homogeneous items. Thus, since the excess that goes to either party can be achieved only at
the cost of the other party’s endowment increase and decrease of either consideration amounts

to riba. For a loan is actually a single commodity we assume that it is the same in both periods
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in quality as well as quantity, in other words its value in period one is perfectly equivalent to its
value in period two. Secondly it is an exchange of equal amounts or equal levels of consumption
in two different periods, where the surplus stock of A above its present consumption means the
decrease of its future consumption and the future stock of B is partially its present consumption
or utilization. Hence, each individual wants to allocate his stock at its appropriate time only. The
exchange will take place if their two demands coincide. Therefore, it is not charity even thought
it has certain features of charity, in its initial form it is an exchange of fixed rights which as a
matter of principle according to Islamic teachings must be accurately documented, mutually
agreed upon in front at least two sound minded witnesses at its conclusion. It demands perfectly
equal amounts of its same quality and quantity or similar value should be returned. Thus, with
these very strict and clear conditions of the loan contract there is no any reason to believe that
the right of either party to be decreased. The increase of the principal of either party is the
decrease of the right of the other. This must not be confused with the saying of the Prophet (
saw) in the context of Jewish of Bani Nadir " reduce the debts and claim them before their due
time". It implies to reduce their unlawful claims which were accumulated rate of interest over
their original principal. For as we have explained above and history tells us the Jewish of Buni
Nadir were used to lend the people on interest.

These are the essential features of what Islam knows as riba in its simplest form
throughout the history and this as we see conforms with the modern notion of interest rates in
conventional economics. In this sense riba clearly coincides with the modern conventional
interpretation of interest in the context of inter-temporal exchange and renting transactions of
similar capital funds. For instance Samuelson ((1967) expressed that interest is the price or rental
of the use of money considering its services exactly as the service of a medical doctor or of a
tractor.” He argued that "when money is sold someone should pay a price and if it is borrowed
one should pay a rent.” A similar view is envisaged by Maddalla and Miller in their recent text
book Economics. They expressed the concept of interest equivalent to the concept of rental price
of capital and according to them. It is nothing but the rental price of money, i.e., if you have
$.10,000/- and you lend it to another at a 10 percent rate of interest for one year, you are in
essence, renting your money for $1000 and you get back the rent and the principal at the end of
the year” [Maddalla and Miller (1993, p. 482)]

A number of important logical questions may arise from this analysis such as: Has money its
own usefulness and intrinsic value? Has it a utility of its own self which the consumer can derive

from it while he is consuming? Or can it offer any separate services?. Bohm Bawerk expressed
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the following profound observation expressing that;

"The debtor will ordinarily purchase the present dollars he receives with a greater number

of the future dollars he parts with. The transaction goes under the name of a "loan" and

interest under the Latin name of "Usura" which is money for the use of money. People
never say 1 will sell you! or exchange with you! but they say I will lend them to you!"

Bohm-Bawerk (1958, p.256)

In pragmatic sense the warrant or money is merely a receipt for yet not chosen goods and
services which implicitly have the utility of an unspecified basket of commodities. It is indeed
a promise of acquiring beneficial commodities not yet possessed or decided to use them. Even
the Cambridge critics, as Hausman observed, demonstrated clearly the above absurd
consequences of interest "the only feasible way is taking a loan temporarily on interest for it may
be seen to have less cost than others, but later on the debtors will realize that interest charges
render the payment of debt almost impossible for them and they have to borrow one loan after
the other to get out of this mess. Even after paying interest equal to money times the originai
principal the principal still remains as it was before."Hausman (1981, p.260).The practical reality
and common sense dictates that the use of money by purchasing with it a piece of a good take
once and finishes at all. Then some common sense questions might be asked; Is there a way to
use the money and has it? How can the warrant or the promise be materialized and utilized, while
keeping it in its original nature? If this is possible then only the use and principal can be
separated which requires to discover a scientific basis for this conception as far as the money is
concerned! Moreover, to justify the concept of interest in the domain of time it is to secure a
number of particular inventions and peculiar situations, i.e., it is to invent a way in which to
convey more than all there is of a thing! It is necessary to discover in the name of the loaned
thing the right to any and every possible use to derive from it - including the use that destroy it
completely and then in addition to that the original principal is still safe and secure which
necessarily must be paid to the lender!. Naturally, perishable goods vanish the moment they are
utilized but according to this perception when they are given as a loan to some one, it is assumed
to acquire permanent surrogate existence in their original form, at the same time furnish a
continuing use which emanates from them without intermitting even after they actually have long
ceased to exist. Perhaps, this absurd phenomena and illogical implications of interest rate is

clearly observed by Bohn-Bawerk as he noted the following example;

"For instance you could burn a 100kg of coal to ashes on the first of January 1956 and
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then you could continue to use it throughout the year or even possibly for so many years

after, and the best part of it was that you could sell this continuing use at a special price

even though you had previously sold the coal itself to some one else and the right to
complete use of it for another with entirely different considerations. Earlier legal
professionals were completely aware of its fictive nature but through strange imprison.

It subsequently came to be looked upon as a completely and scientifically an established

truth"Bohm-Bawerk (1958, p.257)

Further more, the very existence of the concept of interest is questioned on the ground
its speculative nature Robertson (1940, p.40). We have depicted this absurd situation of
interest based system in the above diagram and it is clear this repetitive exchange contract or
continuous use of nonexisting property, starting from E point of the first equilibrium point of
the initial contract the stock of B will continuously increase and earn more value till it reaches
at 1,, even though the principal is utilized long ago and finished. This continuously exploitative
acquisition of resources of the people might result that the most or whole of income/wealth of
the debtor is taken away by the lender and the poor debtor finds himself unable make the both
ends meet. This miserliness condition without knowing way out, kills the mental, moral and
personality or social stand of the individual which spoils his health and physical strength and puts
him into vicious circle in his life. This theoretical analysis is actually the practical fact of
contemporary economic dealings.

6.5.4 The Proposed Time-Multiple Counter Loans

Late Sheikh Mahmud Ahmad propounded the concept of time-multiple counter loans (TMCL).
In fact it has been seen worthy of much consideration. This idea is considered to have a great
potential for application in interest-free finance, specially in areas where it is not possible to
determine profit or loss (like very short periods or consumption loans or government loans) or
where the banks feel that cost of supervision of credit will be very high®*. The gist of the
concept in brief may be explained as follows: If a person needs a fund from the bank he should
provide a counter joan to the bank equal to a fraction of the amount he requires. But, the product
of the amount and the time of the loan needed by the individual should be equal to the product
of time and amount of the loan provided by him. For example, if a person requires a loan of Rs

Akram Khan, Islamic Banking in Pakistan: The Future Path, 1992, p.33
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12000 for one month he should deposit a sum of Rs 1000 for one year with the bank. After one -
month, the individual will return his loan of Rs 12000 without any increase and after one year,
the bank will return the individual his deposit of Rs. 1000. During this period both the parties will
he free to invest and make use of the funds provided by each other.

However, some of the scholars objected this concept and expressed their dissatisfaction
with its proposal and they argued that (@) It is another form of disguised interest it makes loan
conditional which is unacceptable in Islamic teachings (ii) 1t creates a situation where a creditor
gets benefit from debtor which also is objectionable to Shariah®. Although the concept as itis
pointed out it still requires more critical examination in different aspects in this short visit to s
content we add certain observations to the above ones examining in its economic viability and
legal position; (a) If the loan is for consumption the time connection may not have any
meaningful implications (b} if it is for investment we should not name it loan in Islam, and since
the investment is expected to generate profit, this loan transaction which evaluated on the basis
of purely time element is conceptually and practically different from the nature of investment in
Islam where profit is not measured by mere time lag. If large resources are drawn from the banks
in this form which do not provide return to the owners of the fund it seems kind of hoarding on
the name loan and keeping large scale of public funds primarily idle in the form of loans is
unacceptable to capital owners and harmful to economic development. © the concept treats money
as a rentable asset which supplies continuously kind of services. Where practically money ceases
in existence the moment it is spent (d) Another important objection arise from the Figh
interpretation of holding double bargaining in one deal or two transactions in one contract. As
MTLC seems to be exchange of loans, combining two way loan in one contract. All these are
sales strongly prohibited by the Prophet (saw). (e) it is also mentioned that there is a possibility
that since the borrower he is in dire to get loan he may not have any fund to lend to the bank.
(f) this concept creates debt based economy where Islam is not encouraging depending on loans,
unless there is genuine reasons and ability to pay it back. While we see that Islam did not
encourage loan transactions it considers something needed in particular situations where the
borrower is temporarily facing a short of financing. So, loan transaction in Islam is a temporary

phenomenon, it is not income generating instrument , hence, it cannot be used for investment
purpose.

Akram Khan, thid 1992, p.34
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Owing to this fact profit sharing principle cannot be applied to short term consumption
purposes or temporary financing credit loans. Muslim scholars generally believe that all types of
loans in Islam should be in the nature of grants in aid and not be commercial transactions.
Therefor taking loan or becoming in debt three principles must be kept in mind.(1) ability repay
the loan on time on its maturity (2) firm intention to meet its repayment (3) it should be taken
for genuine and justified reason of lawful thing Mannan (1975, p.85) A numerous ahadth of the
Prophet (saw) shows the above view Salawat reported that the Prophet (saw) offered funeral
prayer over a bier brought to him only after its debts were paid. In this case the Prophet (saw)
wanted to discourage the habit of contracting debts which one had no means to repay it.

Demand might increase in the first stage of this arrangement but, its consequences may
be very different and contrary to its beginning where ownership for the assets will be transferred
to the hand of rich who hold most of the capital in the economy. [slam sets a number of
regulatory principles at personal and institutional level on the modes of financing as well as the
individual's moral norms.

6.6 CONCLUSION

In the forgoing discussions we have clearly elaborated that time in its abstract sense does not hold
no any economic value by itself. Its nature is equated with pure conceptual ideas and unit of
measurement i.e. geographical space and arithmetic numbers. Both conventional treatments and
above Islamic interpretations of the subject have indicated this comprehension. Similarly the
hypothesis of consumer time preference has failed to justify the existence of interest. Perhaps
there is apparently causality problem, the reverse of the direction of the effect is probably
appropriate. Once the existence of interest is admitted in the society, it is easy to develop the
theory of time preference and hence arrive at certain rate of discount not the other way round.
The current situation of the concept of pure time preference in consumption where any present
asset is preferable for future involves a severe irrational implications for this behavior indicates
the consumers rapacity and wasting of resources which is not desirable in any system. The
existence of saving as natural human behavior, the investment and production process for future
goods manifests the social desire and preference of future goods to the present ones. '
The increase of deferred price above the spot price level of the same good has nothing to
do with time value or riba as long as it is settled at the exchange contract analogous to the

retation of retail and whole sale price. However, once the deal is concluded any decrease or
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increase of the credit amount on the basis of time extended would amount to riba. Loan as an
inter-temporal exchange of funds may provide external economies to the concerned parties in
particular and whole economy at large. But this external advantage is not marketable in the
common sense of exchange transaction, otherwise it is the real riba prohibited by Islam.
Rejecting the avidity attitude imposed by the hypothesis of consumer time preference Islam
recommends for the midway and consumption balancing approach which necessitates that the
principles of (I) the principle of moderation and (ii) living according to one's means. Islam sets
a number of regulatory principles at personal and institutional level on the modes of financing
as well as the individual's moral norms. Given certain level of endowments or resources using
this principle of balancing consumption through enter-temporal adjustment the consumer may
reach at the optimum level of benefits or welfare according to the Parieto efficiency condition,
where any further readjustment will never bring to him more welfare without reducing the
welfare of another individual according to his means not beyond his resources. So that any loan
be borrowed must be paid. The credit given to the consumer can either be greater than the
consumers means of payment or less or equal. If the speed of credit mechanism goes out
checking, it accelerated and unwisely used. Because, by and large the modes of financing
constitute the main determinant in shaping the form of the demand function of the consumers,
The consumer credit for this type of needy consumers is viewed to be in the provision of gard
hassan from government sources of revenues including Zakar. But for they have no any source

of income 1o repay the loan their financial assistance should be considered which may not be in
the form of gard hassan, it should be in the form of charity.



CHAPTER 7

RECONSIDERATION OF PROFIT VERSUS RIBA
IN THE CONTEXT OF UNCERTAINTY AND RISK-BEARING

One of the dominant explanations of the profit theory put forth by contemporary Muslim
economists falls in the context of uncertainty and risk-bearing. An overwhelming majority of
the modern Islamic economists believe that there is an intimate association of the legitimacy
of the rate of return with the existence of risk,[M.N. Siddiqi (1985, 1983); Zarqa (1983);
Khurshid (1980) and Chapra (1985)]. They founded their argument on the probabilistic nature
of the future outcomes from economic activities. For instance, the uncertain situation related
to the yield or income from Mudaraba and Musharaka operations which may frequently turn
out into profit and loss [Chaudhary (1983)]. On the basis of this perception the uncertainty
and risk-bearing provide the most important justification for profit - either the existence of
profit or the determination of its legal state, [Fahim Khan (1995); Misri (1989); Hassan
(1992) and El-Ghazali (1995)). In fact, as far as the existence or origin of profit is concerned
the conventional economists also believe profit to be the reward of entrepreneurial activity and
a disequilibrium phenomenon brought by the elements of uncertainty and market
imperfection, where in a situation of perfect certainty the very existence of profit is considered
questionable. Thus, we would like to probe into the theoretical foundations of this view. This
chapter focuses on examining the above inference and whether fixity or variability matters as
far as the legitimacy and origin of the rate of return is concerned.

Section 7.1 critically investigates the nature of risk and uncertainty in Islam. Section
7.2 addresses the role of risk-bearing on the origin and legitimacy of the rate of return, the
relationship between risk and return, the conventional notion of interest and risk, and
acknowledging that uncertainty as a part of human ignorance it comes to the conclusion that
the monopolistic nature of risk determines the magnitude of the return. Section 7.3 explores
the risk and the legitimacy of the return, makes comparative assessment between the dominant
view which asserts that without risk there is no profit, and dissenting opinion which holds that
profit is earned by ownership. In this context it reviews the textua! meaning and Figh
interpretations of Shariah axioms of al-Kharaj bil-al-daman or al-ghurm bil-ghunm, Section
7.4 exposes the general Islamic point of view about risk and uncertainty or gharar, it
furnishes the scope of gharar in Figh injunctions, the nature of effective gharar and its
implications and concludes with the fact that gharar in Shariah relates to profit not to riba.

Lastly, section 7.5 focuses on risk management and implications of the predetermination on
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the following dimensions such as risk shifting or risk transferring, risk averting on the basis
of contract, risk distribution or risk sharing mechanism, risk reduction or risk minimizing
Islamic perspectives, and finally the major problems of risk dealings facing by Islamic banks

are noted.
7.1 NATURE OF RISK AND UNCERTAINTY

Risk is considered a very difficult concept to grasp it, and it is surrounded by a great deal of
controversy in attempts to define and measure it. Risk in its literal meaning includes the
phrases such as, the possibility of suffering harm or loss, hazard, a peril or exposure to loss
or injury, Eugene (1988, p.54). In Webster Dictionary, risk refers to the chance that some
unfavorable event will occur. However, the concept of risk in general means the resuit of
uncertainty about the future, in other words the inability to predict the occurrence or size of
a loss, Crane (1984, p.4). Risk is precisely, an uncertainty concerning loss, [Mehri, et al
(1976, p.20}]. Thus, uncertainty is a pervasive phenomenon, which may be present, to some
extend in various degrees and virtually all economic or choice decisions. Risk is also defined
as the variation in the outcomes that could occur over a specified period in a given situation,
if only one outcome is possible the risk is zero. If many outcomes are possible, the risk is not
zero. The greater the variation of the outcome, the greater the risk. However, the uncertainty
is the doubt a person has, concerning his or her ability to predict which of the many possible
outcomes will occur. So uncertainty is a person's conscious awareness of the risk in a given
situation. It may depend upon one's estimated risk - what that person believes to be the state
of the world - and the confidence he or she has in that expectation. A person may be
extremely uncertain about the future in a situation where in reality the risk is small. On the
other hand this person may have great confidence in his or her ability to predict the future
when in fact the future is highly uncertain, Williams et al (1985, p.10). In the context of these
possibilities, situations that involve risk may be classified as pure and speculative. A pure risk
exists when there is a chance of loss, but no chance of gain. A speculative risk exists when
there is a chance of gain as well as a chance of loss. In this case pure risk is always distasteful,
but the speculative risks possess some manageable features. The uncertainty makes the people
worse off, for they are not sure about the future outcome of their present decisions. This is
why analysts always try to assess the importance of changes in the level of risk and cost of

uncertainty associated with any proposed policies. The sources of uncertainty are varied and
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many of them depend on the nature of human interaction due to lack of information about the
actual situation, changing environmental situations or complexity of the concept of risk or
uncertainty itself. Its presence is generally considered costly. Naturally, people dislike
uncertainty and the risk that may associate with their economic activities. So, they are willing
to pay and bear expenses in order to avoid or reduce it. This attitude of the people in general
toward risk is manifested in the existence of the insurance organizations, how individual
response to uncertainty and what is the economic cost of uncertainty.

In connection with investment or financial context, risk may be explained as a measure
of the possibility that an actual return will turn out to be lower by a given amount than an
expected return over a given period of time. Hereby, we see that risk to be negative to the
productivity. The situations we concern are primarily those in which the individual cannot alter
the degree of uncertainty but may be able to reduce his exposure to it. The uncertainty faced
by, for instance the farmer planting now and concerned about the crop price at harvest time,
the farmer cannot change the price of uncertainty, but he can reduce the risk it by selling his
crops in a future contract. There are many ways and methods of social mechanisms intended
to reduce the cost of risk, Friedman (1984, p.200).

Keeping in mind with these facts, a question may be asked, should an individual éxpose
himself to risk taking? Perhaps the risk taking individual may have some notion of benefit or
gain. Monetary rewards associated with entrepreneurial activities in business may give some
satisfaction of professional recognition and social improvement for the innovative scientists.
Risk taking of this kind may be constructive, creative and healthy which may have the
following features; (I) the individual takes conscious deliberation a calculated risk, he
carefully weights benefits against costs and decides knowingly (ii)the individual makes
adequate preparation, he is not impulsive or haphazard, instead, he does carefuily plan and
train himself for such activities (iii) it has positively rather than negative aims. As this kind
of risk taking arises out of a desire to grow, to achieve, to test oneself to master and control
the risk generating factors. It does not come from ingrained wish for self destruction instead
self discipline, confidence, security and high self esteem may be necessary for healthy
constructively risk-taking and (iv) personal responsibility for outcomes: In constructive risk
taking the individual takes chance in which he can, to considerable extent, have the
responsibility for the outcome. In this context we try to examine the essence of the arguments
on the role of risk and uncertainty in economic activities in two fundamental perspectives.
Firstly risk as an originating factor of profit. Secondly risk as a determining element of the
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legal position of profit. As far as the first perspective is concerned, it is open question for any
attempt of scientific inquiry about its reality in both Islamic and conventional economic
perspectives. The main focus of our discussion here is on the nature of risk and uncertainty
and its relation to the origin of profit. Whereas, the second aspect is exclusively related to the
position of Figh injunctions and general Sharigah principles in the correlation of risk and
return or profit. In this connection we will concentrate on whether there is a positive
correlation between profit and risk and if it exists, the nature of their relationship. In other

words whether correlation between risk-bearing and the permissibility of the rate of return
goes together in Islamic injunctions.

7.2 THE ROLE OF RISK IN ORIGINATING PROFIT

In connection with the source and origin of profits, we want positively to investigate the
relationship between risk and profit. Profit in concept and practice, as we have studied and
have been arguing in all along through our discussions in the previous chapters we mean an
additional value/return or incremental growth of the principal. How these incremental values
will be determined by the risk and uncertainty elements, where we can claim if there is no
risk there is no profit at all? Is zero profit necessarily meant zero profit? On the other hand
the more risk someone may incur even irrationally the more gain and profit he reaps? . Let
us look, once again, into the nature of the term risk. It is defined as we have noted above to
mean harm, loss, or exposition to injury, in financial terminology it is the difference between
the expected and the realized return. All these interpretations and existing definitions of the
term risk clearly demonstrate that risk implies negative incidents and undesired factors which
may serve against the business objectives or production operations. If the target of profit-
oriented firm is to increase and maximize the net profit that finally accrues to it, then, is it
rational to minimize the risk or to increase it. Of course the above definitions do support the
first option for risk is a kind of cost so, an increase of risk would mean increasing the cost
of the firm. In order to avoid this cost or loss people generally pay certain premium. Then
there is no reason to believe that the factors that increase the cost of production will increase
the rate of profit as well. It is common sense that loss and gain cannot work for the same
direction at a given circumstance. In this section we explore whether risk is the generating
factor of the element of profit in the context of conventional postulations. We further look into

the conceptual relations between interest and uncertainty as well as the risk and rate of return
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in general perspectives. We examine also risk and uncertainty in subjective perspective depend
relatively on human ignorance.

7.2.1 The Nature of Risk and Profit in Conventional Thoughts

No doubt the importance of profit in economics, It is regarded as the main sources of finance
for investment. In fact, the amount of investment that it intends to undertake is determined by
the amount of profits that a company plans to earn. In conventional literature it has been
argued for centuries that profit is necessary incentive for the entrepreneurs solely to undertake
production but no substantial answer has been given to the question of its origin, Obrinsky
(1980, p.13). In fact it was Knight (1971, p.71-88) who created an eclectic theory of profit
under which all the previous theories of profit could be subsumed. He treated profit as a
residual return earned by the entrepreneur as a result of his correct decisions taken in the
present to bear its fruits some time in the uncertain future. Knight criticized treating profit as
a residual left over after the other costs of production has been paid saying that this treatment
of profit and rent as a residual leaves us with no rigorous determination of the difference
between one residual and the other. It is necessary to distinguish profit from any other income
shares. His main argument focus on that profit is not surplus but accrues to the entrepreneurs,
and this is a matter of distribution or entitlement. Entrepreneurs' function is assumed mainly
to be a stake with the future outcomes of their work. The hope of earning profit is the inducing
factor to undertake a tiresome production operation. Even those who end up with losses were
levied in their mistakes by dream of profit. But the question and the problem to be solved is
how is the hope of profit would turn into an actual realization of profit. Perhaps, Wantroubs
(1958) put the matter on its right tract in considering the factors that originally generate profits
from those influences on their distributions. He argued that activities that generate profit may
be separated from the sharing of profits. This perception contains deep insight for it implies
that the theory of profit is to be treated separately from the distribution theory in general. In
this understanding, since, the focus here is on the problem of the origin of profit rather than
distribution, one can easily point out that risk and uncertainty are distributive factors rather
than originating ones. For, the profits as a residual income are not attributable to any well
defined a transferable productive factor.

These conventional thoughts of the subject showed conflicting views and theoretical
considerations. It is argued that the profit residual arises from unknown but in knowable
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quality something that brings forth a common sense perception, if its source is unknown little
can be said about it. And as we have seen in the review of its literature many theorists and
Western authors see that profit may not have any place in the economic activities. According
to them there is no additional value to the price of capital and of course there is no below what
they considered just price. Alkane & Demsetz argued that those who confused it with interest
viewed the profit as addition to the price of commodities for this (price) is the reflection of its
real value and whatever higher is the manufacturers’ profit which is the loss of someone else.
Relative profit is what implies a loss to someone else, if ones' profit increases another gets
less. Profit can be seen in this respect something near to surplus value of exploitative theory
in the radical school of economic thought, however in this connection profit is regarded to
arise from real process rather than imagination ones. Obrinsky also argued that the suggestion
profit to be considered as the entrepreneur's reward for the function of bearing risk is
unhelpful. As risk is taken in probabilistic sense, the gain to one is a loss to another.
Furthermore, the wide spread usage of insurance policies transfers risk away from the firm
at the cost of premium payers. However, the least uncertainty is not measurable, again not all
those who face uncertainty are rewarded positively. This uncertainty bearing should not
necessarily be viewed as the sources of profit and losses to occur.

It is argued that the degree of monopoly could not serve as a measure of profit. This
proposition however is considered unacceptable on the basis of what have already been said,
accordingly, it would appear that the monopolistic conditions reduce the degree of uncertainty
and relatively less profit is sufficient to attract investment under this situation than dynamic
competition. It is strongly argued by Wantroubs (1958) that risk is not the determinant factor
of profit. It is however, one of the explanations of difference in normal rates of profit in
different business activities. The profit in real life has continuous existence because generic
changes are constantly occurring so that adjustment is continuous process. Profit is not due to

risk, risk is there, but, it is also argued that risk incomes accrue to the capitalist rather than
to the entrepreneurs who are empty handed.

7.2.2 Uncertainty and Risk in Subjective Perspectives

Naturally, the human life can never be free from risk and uncertainty. Most of the human
activities take place amid circumstances of full of hazards and uncertainty. Herishleifer pointed

out that the states of the world are given as they are particular-configuration of the individual’s
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choice environment war, peace, sickness or health. The individual has to choose, not the states
of uncertainties which are beyond his capacity, but to adopt an appropriate action, while, he
is still uncertain which state he will obtain. Thus, the state of the world is not generally
humans’ choice but, the individual can choose the appropriate decision in the face of the given
circumstances of the nature. Nature is neither benevolent nor malevolent by itself depending
on the course of individuals’ objectives. Secondly nature does not reshuffle the cards in
response to the individual's selection of a particular action. Hence as there are definite
probabilities attached to the occurrence of each possible state. But these probabilities are given
and outside the control of the individual. However, one may usually expect the higher the
probability distribution of expected future returns, the smaller the total risk of a given
investment. The most commonly used statistical yardstick measures to the extent to which the
possible outcomes different from the outcome that would be expected to occur on the average
in the long run. The degree of risk is inversely related to the ability of an individual to predict
which outcome will actually occur. In this sense risk is the variation in the possible consequent
that exists in a given situation. As it is true for probability, a distinction can be made between
objective risk - the variation that exists in the nature and same for all persons and subjective
risk - each person's estimate of the objective risk. In order, to measure the variation that
exists in nature, one would have to know the underlying probability distribution and how to
assess the variations inherent in that distribution. However, although the knowledge of that
is different from one individual to another according to his prediction ability and information
available to him, in most situations, one does not know the objective risk inherent in the
situation or giveﬁ activity. Even if one knows the underlying probability distribution, one may
not know how to calculate the variation in the potential outcomes, and thus forms a subjective
estimate of the risk. In the sphere of economic activity, almost all human activities take place
in the present time with the expectation of getting the fruits in the future. The present
motivated desire matures some time in the future which probably unknown to us. Hence it is
subject to risk and uncertainty. The Qur'an spotlights this human uncertainty about future
consequences of present actions. "Had I knowledge of the unseen I should have abundance of
wealth and adversity would not touch me" (7:188). "No soul knoweth what it will earn
tomorrow" (31:34).

Business decisions may exhibit by a range of possible outcomes, than will others, we
say that these are more risky decision alternatives. The business risk depends on a number of

factors namely; (1) Demand variability: the more stable the demand for a firm’s products other
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things held constant the lower its business risk. (2) Sales price variability firms which its input
costs are highly uncertain are exposed to a high degree of business risk. (3) Ability to adjust
output prices for change in input costs. The greater the ability to adjust output prices to reflect
cost conditions, the lower the degree of business risk other things held constant. (4) Exposure,
to product liability suits, if a company's products could cause harm to users then its business
risk will increase. (5) Extent to which costs are fixed operating leverage if a high percent of
firm's costs are fixed and hence do not decline when demand falls off, then it is exposed to
high degree of risk.

Nevertheless, in our decisions are guided by the long past experience by our
understanding of the present and by our knowledge of the parametric changes of the natural
laws. For the natural events are shaped by essentially the natural rules. Therefore, the
probabilistic changes of future circumstances might be anticipated. On the basis of these
anticipations and past experience, we usually calculate the results fairly and rationally with
relative confidence. But some times our decisions and actions are associated with unknown
factors where the decision maker will rely only on his own discretion, judgement and
foresight. There may be still some kinds of risk which are not possible to be measured by any
method such as; the psychological feelings of the individual like the fear of loss and hope of
gain or the pessimistic attitude of the person who by and large presumably are to invoive of
loss without any chance of gain. In this connection we submit that not only profit is subject
to this risk but, all human decisions are inherently associates with various kinds of risk of

imperfection and inaccuracy. The uncertainty usually represents the limitations of human
knowledge and its ignorance about the future conditions. '

7.2.3 Risk and Interest Rates in Conventional Perspectives

The risk phenomenon itself is one of the main justifying reasons of the interest rate heavily
relied by the capitalist theory of interest. Where in the traditional practices interest may be
fixed or variable. The interest once agreed may not change throughout the loan period.
Variable interest rate changes at particular intervals agreed upon between the bank and client
in order to adjust the interest rate to the market interest rates prevailing at the time of the

review'. Hence, the interest itself is mostly based on the notion of risk bearing, which may

See also Ghassan, Qal'awi, Tagwiim ada®, al-Nashad al-Masraji al-fstami, 1991 p.55
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associate with whole or part of the original principal if the borrower could not pay back the
borrowed amount of money. It is almost an established fact that the predetermined interest rate
in conventional economy is subject to certain risk elements. In general the nominal interest
rates on a debt security consist of a pure rate of interest, and several other premiums such as;
an inflation premium, default risk, liquidity or marketability risk premiums and maturity risk
premiums. Thus, usually the interest rate varies with the change of these factors. One of the
most determinants factors of the rate of interest that is charged on borrowers are the riskiness
of the loan. For instance, if the borrower's financial position is not strong enough to ensure
the repayment of the loan, he will be charged a higher interest rate than otherwise. Thus, smail
financial risky firms have to pay relatively higher interest rates than large blue-chips which
themselves would pay higher rates compared to the rates charged on the loans of the
government. The minimum rate of interest which is charged on the government securities is
known as pure or natural interest, Mansfield (1989, p.645). Hence, theoretically the interest
rate would consist of three parts: basic interest, risk premium, and administrative expenses.
Basic interest which is known as also pure or natural interest would be risk-free interest, or
interest on lending in which no risk is involved. The pure rate of interest is defined as the
interest rate of risk-free security if no inflation is expected. This kind of interest which is
generally considered to be constant is referred to the interest on treasury bills and other
government security papers in which there is no much price variations or in an inflation-free
world. This interest is called a risk-free rate of return because of its short maturity and
guaranteed soundness of the borrowing agency or institution. However, as there is no
generally an inflation free world, even the real interest rate is subject to general price
fluctuations and perhaps political risks. Therefore the pure rate has no fixed status as we might - |
think it. It changes over time, depending on the economic conditions, particularly monetary
policy. For instance, federal reserve controls and business cycles also affect the interest rates
where an interest rates increase during the economic boom and decreases in recession periods.

From these evidences we realize that both the pure rate and other various premiums change
overtime and normally shake the certainty of the interest rate in general

Uzair, Some Impiications of Non-interest Based System, Journal of Istamic Banking and Finance, Vol.15 No.2, 1998,
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7.2.4 The Relations of Risk and Return

As we have said in the above discussions as any human activity is subject to certain elements
of uncertainty and human ignorance, it is normal to say that risk and return may go together
in investments and business finance. In this subsection we want to highlight the risk and
return relationship. It is argued that the objective return cannot be defined without determining
whether or not the level of risk associated with this return is acceptable, it is assumed that the
risk-taking depend mainly on the psychological set up of the investor and his ability to take
risks. Furthermore, Islam does not force individuals into taking risks. There may be perfect
valid reasons to look for a 'safe’ asset to store one's savings for a rainy day or some planned
future expenditure. A lot of empirical evidences are available showing the trade off between
risk and return and that the higher risk projects are generally more profitable than others.
Owing to uncertainty, the heart of security analysis is the valuation of financial assets,
the value in turn is the function of return and risk, it is also called the return-risk trade off,
as the final investment decision making, return is the motivating force in the investment
process. Two of the most important factors to be considered, when undertaking business or
investment activities are the risk level and the return that are expected over the period of that
enterprise. Naturally return is not guaranteed, it is expected which may not be realized, hence
there is usually realized and expected return, where the realized return is ex post return and
the expected return is that return which investors anticipate. It is the predicted return subject
to uncertainty, hence it may or may not occur according to the expectations. Thus, the realized
rerun may not mostly coincide with the expected return. Generally investors are risk-adverse,
they try to minimize risk in their investments, however because of the existence of a
fundamental tradeoff between risk and return, most of the investors do not seek zero-risk
investments, the risk associated with an investment on the average, runs parallel to the
expected return. The investor is to decide the level of risk he can tolerate in order to achieve
an acceptable return from his investment. On the other hand uncertainty is the state in which
the investor has no knowledge about the future outcomes or their probabilities of occurrence,
while risk is uncertainty with known probability. Therefore, the able entrepreneur faces the
risk with given probability of return, at least a satisfactory level of profit must be foreseen,
otherwise he may not undertake any risk. But, it can be rightly argued that risk and uncertainty

are not essential for the existence of return or there is nothing to believe that return is always
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subject to risk, in other words any risky activity does not correspond with higher return, for
two reasons;
I. It is very simple to observe that any risk activity is not holding a return, as there are
highly risky and adventurous tasks which may not yield return, simply as any activity or
decision is not promising for good reward but every activity may be subject to risk, we can
conclude that any risk may not be associated with return as there is a possibility that the
activity may be serving contrary to the desired objectives.
ii. Not only profit is subject to risk but even unilateral transference of assets also may
involve a dangerous situation, for instance, the charity may be considered risk-less in nature,
but nowadays the beggars in the middle of cross roads may face a very dangerous situation.
It is important to note that the existence of relatively higher return in high risk operations than
lower risk activity does not show that the risk determines the rate of return.

As we have said earlier, risk is undesirable thing, cost and loss that should be avoided.
Risk is undesired an exogenous factor to the profit generating activities, which reduces the rate
of return or even prevents certain economic activities. Hence, without any risk profit may be
acquired. Secoﬁdly, the economic costs of risk and uncertainty have been widely recognized
even in conventional economic literature. A.H. Willet, in the discussions of insurance, refers
to the costs of uncertainty arising out of (I) the unexpected losses that do occur and (ii) the
uncertainty itself even if there are no losses. In fact, risk entails general economic costs, apart
from the cost of replacing destroyed or damaged property. Risk discourages investors and
affects the allocations of resources. Many resources are used in industries where risk is slight,
whereas, fewer quantities are used in the industries exposed to a high degree of risk. The
effect of risk on the economy is the same as that of socially undesirable monopolies. Both,
equally affect the production and prices by discouraging production, restricting supply and
thus, leading to high prices, Mehri (1976, p.26). Thus, if the return is the target, the element
of risk may serve contrary to desired results as it may lead the enterprise to costly operation
or into loses. On the light of this evidence there is a strong reason to believe that risk and
uncertainty provide an essential monopolistic power over other economic agents.

7.2.5 Monopolistic Nature of Risk-Bearing

The contemporary Islamic economists have argued that profit associates with the level of risk

through invention and innovation, they perceived that the task of entrepreneurial activity is to
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be innovation or the profit is the result of only risky activities such as producing new products.

Al-Misri has forcefully argued that 'if the rental is the return of land and wages or ujra is
the return of work, then, profit is the return from risk bearing, innovation and monopoly. If
we consider the profit that may arise from monopoly is not permissible in Istam and it will
evaporate with regulated prices. Then profits remain to be generated only from risk and
innovation. He further elaborated that innovation means invention of new ways and methods
of production or disclosing of a new market or discovering of new industrial technology.
Hence, it is observable that these kinds of profits are only temporary phenomena. However,
the innovation itself is a kind of risk bearing. Therefore, the profit might be precisely defined
as the return of risk bearing and uncertainty whatever the reason of this risk might be.
Nevertheless, whether, the risk bearing has a role on earning and distribution, although Al-
Misri accepted that risk may not be an independent element from the factors of production,
he considered it as a related element sometimes to the capital and in other cases to work. And
it has a role of increasing the right of the capital or service in profit in terms of earnings, al-
Misri (1989, p.215-22).

But, scrutinizing this view we may come to the opinion that there is nothing to believe
rather it is absurd to assume that high risk activities always yield high return. Every decision
that carried out by human being or any choice to be made by man is subject to risk of missing
the objective for which it was designed to achieve. This itself is different from one person to
another. Unplanned decision and haphazard action which might hastily be carried out by
untrained individual is subject to higher risk and more frequent mistakes than decisions made
by well skilled person who may carefully plan for it and intelligently execute it. A business
activity carried out by illiterate layman would involve higher risks than those run by
experienced entrepreneurs. In every field of human life the risk increases with the increase
of ignorance and lack of skill or experience, on the other hand risk decreases with the increase
of the knowledge and experience, where the more the individual has know how skill and
proficiency the more he can reduce the possible risk, and obtains considerable profits from
what seems in the eyes of others an adventurous exertion.

In general, those who are expert and have ability to work safely in precarious fields or
can conduct successfully with advantage dangerous economic activities are not much in
number. One may predict a negative correlation between the risky projects and able
professionals, the more risky the task associates with, the less will be the number of the

proficient expertises in that given task. Thus, by reducing the cost of the risk the corripetent ‘
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entrepreneurs can reap a higher margin of profits. Similarly, innovations or discoveries are
rare property of very small extraordinary people with superior qualities or fortune, which in
its initial period enjoy a large demand for relatively small magnitude of products, or since this
kind of firm is the sole producer in the market it may have an absolute power to put the price
according to its choice in which it can maximize the profit. This is, actually a practical fact
that the lower risk activities are highly competitive and hence yield less return, while, the
highly risky economic activities are less competitive. Thus, in this sense the entrepreneurs
enjoy certain kind of monopolistic power.

Perhaps, this is the sitation that Ibn Khaldun has observed while explaining the factors
that raise the level or profit from commercial trading activities “it i more advantageous and
more profitable for the merchants’ enterprise and a better guarantee market fluctuation if he
brings good from a country that is far away and where there is a danger on the road, in such
a case the goods transported will be very few and rare, because the place where they come
from is far away or because the road over which they come is beset with perils so that there
are few who could bring goods and they are very rare. When goods are few and rare their
prices go up. On the other hand when the country is near and the road is safe for traveling,
and there will be many to transport the goods. Thus they would be found in large quantities
and the prices will go down . . . Thus Merchandise becomes more valuable when merchants
transport it from one country to another. (Merchants who do so) quickly get rich and
wealthy.'On the other hand those who travel back and forth between the cities and towns of
a particular region earn little and make small profit, because their goods are available in large
quantities and there are a great number of merchants who travel with them”[Ibn Khaldun (
1958, pp.336-38)].

Thus, naturally, the relationship between risk and return seems to be positive only
through the monopolistic power that the successful entrepreneurs would enjoy in marketing
the product of their achievement, or delivering scarce and highly demanded goods and
services. Moreover, as we have seen in the previous chapters, profit arises from transference
or transformation activity of goods, including any property or asset from one state to another
that is production process, such as, manufacturing, growing, or simply intermediation of
commercial activities. This transformation is the essential factor that generates the increase
or the additional value. Hence, the profit is essentially dependent on this transformation
process which necessarily requires effort and careful work, riba is simply an increase of the

original amount without this transformation, i.e., sale and purchase, transferring goods over
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geographical or time space by transporting them or preserving it and then selling it at higher

profit. Through these processes additional value and considerable economic advantage may
be created.

7.3 THE LEGAL POSITION OF PROFIT IN RISK AND UNCERTAINTY

In the context of Islamic financial system, it is argued that risk taking may not be questionable
in the case of an entrepreneur, but a small saver may not be willing to jeopardies his hard
earned savings in a risk taking exercise. Islamic banking would argue according the maxim
of Islamic Figh 'al- ghunm bil al-ghurm' which is interpreted as - gain is the result of risk
taking that saver is not entitied to a return on his savings unless he puts them at risk. [slam
relates the existence and legitimacy of the profit to the element of risk is the point of the
contention in the contemporary Islamic economic studies. Both pros and cons of this matter
have a vast range of economic ramifications and financial implications. According to the
findings of this research, the legal correlation of risk and return seems to be untenable
proposition and logically refutable inference not consistent with the authentic Shariah
objectives. Several important objections are raised against this risk argument for the
justification of return. To examine the pros and cons of the subject we review first the
arguments of the dominant view that see the necessary linkage between the legitimacy of the
return and the existence of risk or uncertainty. Then present the views of against this
postulation. And lastly we look into the basic message of Islamic maxims related to the issue.

7.3.1 Risk-Bearing as Determining factor of Lawful Return

Istamic scholars have general believe that financial capital is entitled to claim a return only
through commercially productive activity which involves the possibility of loss, and in no
other case the financial capital is allowed to claim return. However, there.is complete
flexibility to adopt any mode of financing as long as the basic principle no risk no return is
not violated. Fahim Khan (1995, p.120) has strongly contested this point and asserted that
profit by definition to be the reward for risk -bearing which cannot be predetermined and any
reward that is predetermined cannot be profit by definition. According to him any reward that
is predetermined can be rent (including wages) or interest, the determinant principle of profit

is by risk bearing only. For the assumption of risk negates the predetermination, he further
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emphasized that banks are free to design or device instruments to earn profit in any of these
ways but any instrument that ensures profit without carrying risk of loss will not be an Islamic
instrument irrespective of whether it is a trading leasing instrument or profit loss sharing one.
The learned scholar added that modes of financing that are reducing risk elements is desirable,
but one that eliminates it, is not. It seems very difficult for one to comprehend what is the
magnitude of the loss that is sufficient to determine the legitimacy of the rate of profit. On the
basis of this postulation most of the contemporary Islamic economics could feel uncomfortable
to accept the fixed return modes of financing, such as leasing, mark up in trading activities
etc. Majority of modern Figh scholars are of the view that no risk no return of Shariah
principle is to be strictly observed. Hassan (1992, p.105) asserted that there is no gain without
risk. In this context, if we want to build new theory we have to keep in mind the two terms
such as riba and gharar. Once we are aware of these two concepts then, we are safeguarded.
The mainstream views of contemporary Islamic economic writers hold that the one who bears
the risk is the one who is to get the return, in other words the one who faces the risk is the
one who is entitled to the profits. Choudhry (1983, p.250) has come up with the view that the
[slamic entrepreneurs are risk-averse, only up to certain limited point. That is to the level the
total returns from an investment are expected to be below the degree of risk involved or at
least in proportion to the degree of risk involved. And hence, a risk-aversion based on pure
economic return is unacceptable in Islam. Which implies that the entrepreneur should always
observe the balance between the profit and return which is the subject matter of the business
activity and risk level which determines the legitimacy of the return. Therefore, the Islamic
entrepreneur to maintain this probably desired balance, he seeks risk as long as his total
return is above the degree of the existing risk, and vice versa in the opposite situation. Risk

can only be averted on (reasons) other than economic grounds (probably once, this equilibrium
of risk and return is reached).

Following this general opinion of Islamic scholars about the concept of risk and
uncertainty Shamim A. Siddigi (1996, p.13) also asserted that certain risk-free return may be
considered as riba. These arguments constitute the generally believed view that risk-bearing
serves as a condition for the legitimacy of the rate of return. This perception of assuming the
existence of the risk element stands for the sole difference between profit and riba has led
some of the Muslim economists to an apparently very paradoxical situation. Interestingly they
hold the apprehension that profit to be equivalent to a pure interest rate plus a risk premium
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or they adopted that risk-free rate of return as the bench mark of the acceptable rate of return.
Nagqvi (1987, p. 85) has based his analysis on the assumption that profit rate to be simply the
pure interest rate plus a risk premium when uncertainty prevails, presuming that the sole
difference between profit and interest to be the risk element Then, on the basis of this equation
he deals with the uncertain situation as if it was certain. According to him, the profit rate
could be decomposed into the interest rate in such a condition. He expressed his concern about
a mere substitution of profit for interest, this is at best a trivial solution of the probiem for
whatever it is said against interest rates will apply against profit rates as well. This approach
led Nagyvi to cohclude that the proposed substitution of profit for interest being simply a pure
rate of return. It is neither a necessary nor a sufficient condition for the establishment of an
Islamic economy. According to this formula, zero interest would mean zero rates of return
resulting from the relationship between interest rate and savings. ‘
Zarqa who contested against implications of the above arguments asserted that the
assumption of certainty is not only unrealistic but, it is un-Islamic as well, for at least two
reasons; Firstly, the Holy Qur’an emphasizes human uncertainty about future consequences
of present actions (7:188) and (31:34). Secondly, many rules in the Shariah make sense only
when uncertainty is admitted as a basic fact of life to give one example Mudaraba agreement
is legitimate halal when the financing partner Sehibul Mal stipulates his share as a given
percentage of prospective profits. But it is illegitimate to stipulate it as a given percentage of
the money advanced to the working partner. Zarqa ( 1983) has strongly argued that in this
sense of an uncertain warld where profits are unknown in advance Islam considers zulm (
transgression) to assure the financing partner of a fixed sum, while, the profits out of which
it should come are uncertain. He argued also in a world of perfect foresight the Shariah rule
would be superfluous. However, Zarqas' arguments in the purpose of amending the view of
Naqvi seem they have missed the target and probably they imply to support in a way or
another, than to be critical to Naqvi's view. Furthermore, it is not clear whether, Zargas' view
of rejecting the assumption of certainty in total on the basis of Islamic principles would mean
that its opposite (uncertainty) is considered acceptable, so that business enterprises should

seek it, rather than avoid it minimize it. For, there may not be a known concept between the
two.
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7.3.2 Profit Associates with the Ownership

Any economic reader who sees the above arguments would confront unrealistic justifications

and may keep himself to ask how desirable risk taking should be in Islamic points of view?.
Does Islam glorify risk to such an extent that any legitimate gain is determined by it? If the
institutional arrangement is such that the depositors can earn return without taking a risk,
should he necessarily seek for risk? . The risk is not a good or service offering by the risk
bearer to another, so that someone may ask for its price, as a reward of its value. But, it is
simply considered as the individual's psychological feeling which may have certain influences
in his economic behavior and characteristics, it may not have any economic impact. Ghassan
(1991, p.56.) Thus, the profit ratio that goes to the capital owner has its own rationale in the
combination of capital and labor and accordingly distributing the outcome which emerges from
the actual economic activities, 1.¢., transforming the goods from one state to another in order
to add incremental growth of value to the existing stock or in commercial transference from
one place to another in order to provide a gain for the participating parties. We are inclined
to the view, the notion of risk to determine the legitimacy of profit is very far from the spirit
and the central purpose of Islamic Shariah. More over the hadith of the Prophet (saw) al
kharaju bi daman does not necessarily mean the counter implication or opposite meaning, so
that the return on the capital is not guaranteed. Moreover, there are number of established
principles in Islamic injunctions which clearly show Islam stands against risk and it does not
recognize any positive role for rationalizing the return or profit, such as al-gharar, gambling,
and "shirkar al-abdan”,

Risk bearing on its own merit is not a factor of production because risk does riot add
or increase a value, Kahf (1991, p.54) pointed out that profit is earned by virtue of ownership
and not of risk bearing. Mustim scholars have repeatedly made a statement in Figh books
profit is earned by ownership and work. But earning of profit cannot be justified by risk
bearing as risk bearing is not the factor of production while capital is. Perhaps those who are
of these above views forget in their analysis one important factor, they forget the role of
ownership and hence, they mix the desirability with the existence, that is the existence of risk
which as a physical science teaches us is a natural phenomenon. The certainty assumption -
is confused with the desirability of the risk. Except in few cases the ordinary nature of human
behavior has never shown that risk is desirable for itself, but on the other hand in any human

activity some elements of risk would inevitably associate with. With any return more or less
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there are some kind of risk associate with it, the people try to minimize or even eliminate the
element of risk and uncertainty but, in practice we can only reduce the risk, for it will not be
feasible or possible to eliminate it. Therefore, the existence of the risk element does not imply
that risk is desirable economically, or it determines the existence of the rate of return. it is also
argued that. If the entrepreneurs were to decide this choice on purely lucky the risk would be
50% which is pure gamble (in probabilistic terms) clearly such enterprise is forbidden in
Islam. So, acceptable risk must be less than this level however, the chance of risk occurrence
cannot be eliminated completely at least in theory. On the other hand it is obvious that risk
minimizing is what is required in Islam no way is argued that risk investment was encouraged

in Islam or comparatively save trade or investment operation is discouraged”.
7.3.3 Textual Analysis of Figh Maxims

As we have seen in the above discussions, the Islamic scholars justify the correlations between
profit and risk on the basis of the well-known Figh principle and the hadith of the Prophet
(saw) "al-kharaju bi daman" the benefit associates with the liability for loss. The widely
known Islamic maxim "al-ghunm bi al-ghurm "appears to be coined from the above hadith.
This Figh maxim in general is noted to mean 'entitlement to the gain is linked to the
responsibility for loss'. The hadith in its literal meaning points out who is entitled to the return
is the one that bears the risk of the thing, and that is its entitlernent goes with the responsibility
tor possible risk or loss. In other words, who is responsible for its loss has a right of its yield.
In Islam the ownership may be transferred from one individual to another, it may be original
or temporary through exchange and lending respectively, depending on the nature of the
contract or transaction. While there is no doubt in case of permanent or original ownership
that the liability and entitlement go together. But, in case of temporary ownership certain

questions may be raised to whom the yield of the property accrues? . To the answer of these

questions as this Figh maxim is applied, in general it is interpreted that the entitlement to

return or benefit goes with the responsibility for the risk. And the right on the yield associates
with the responsibility. So, to the extent of having command or authority over something is
inherently linked to the extent of risk taking. However, both cases of selling and lending
transfers the ownership from one hand to another in the sense that even in case of lending the

See Asghar, Comments on Chaudhary's Paper on ‘Capital Valuation in Islam’. in Ziauddin et al Thid., 1983, .
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borrower has a full authority to utilize that good and he is not bound to return the same good,
but what is important is the return of its similarity. Secondly if that good gets lost or
destroyed, still he is responsible for repaying it. Therefore, the responsibility for the risk is
the manifestation of the ownership which determines the entitlement to profit. And entitlement
to profit does not mean the existence and legitimacy of the profit. These are three different
concepts in {inguistic as well as legal implications.

Nevertheless, the mainstream contemporary Islamic scholars have mixed these
meanings in the context of risk and return relationship, as we have seen in the above
discussions they interpreted the above Figh maxim to mean either in origin, legitimacy, or in
both. In some respect they linked the existence of the profit, entitlement or its legal state t0
the degree exposition to risk, as an explanation for their arguments ‘there is no profit without
risk’. Hassan argued that "you never get any reward, return or profit unless you carry risk,
the one who faces the risk is the one who is entitled to the profits" Hassan concluded his
discussion on this point that: "If there is no risk then there is no return, no profit, no share at
all from the investment. The one who bears the risk (daman) is the one who is entitled to the
return”, Hassan (1992, p.106). He added that there is no separation between Kharaj and
daman, these are together. From this point of view he inferred that "no riba means there is
no separation between Kharaj (gain) and daman (risk)." This could imply that if there is no
risk there is riba, in other words under complete certainty there is no lawful return or risk-free
return means riba. Referring the principle to its original context, it is reported from Aisha that
the Prophet (saw) judged on "al-Kharaju bi daman.” It is interpreted that if a person
purchases, i.e., slave and employs it in services then finds defects he can return it to its
original owner and the purchaser retains its earnings during this period. Because if the slave
would die this period, he was to die as the lost to the purchaser. The text of the hadith shows
that "a man purchased a boy and after certain period the purchaser (saw) defect in the boy.
The man complained to the seller but the seller rejected his complain, then the man told to
the Prophet(saw) that the purchaser made use of my boy. Therefore, the Prophet (saw) said
al-kharaju bidaman" ( Abi Daud, 3046).

It is very clear that this principle confines the benefit/profit to the existence of legal
ownership, where as long as the ownership of the property aitributes to the individual he is
entitled to gain its benefits and has a right to claim the return of given property. In this case
the daman associates with the ownership. On the basis of this view the Hanafi Jurists hold that
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ghassib(usurper) has no right to retain any kind of outcome or fruit of the property and
similarly the seller cannot sell property before possessing it.*

The same course of interpretation can be applied to the Figh maxim" al-ghurm bil-
ghunm. " Literally Al-ghurm means a liability, debt or an obligation upon an individual and a!-
ghunm benefit, gains or what someone to receive in return, this implies that whoever bears its
cost gets its benefit. So, the purpose of this message is that the recipient of the benefits bears
the costs of the property, complying with the socio-justice principle of balancing between
benefits and burdens. In this case it may not be necessary that daman to be linked to the
ownership of the property, for instance the object may be public good, or common utility
where the government collects a certain amount of tax from the public and accordingly the
people get benefits from them, like common water, residence, commeon parks or play grounds
etc. On the basis of this principle Figh scholars have stated that (I) upon the purchaser costs
of writing the sale documents for transferring its ownership (ii) upon the partners of the same
property the expenses of renovations or cost of repairing their property in proportion to their
shares. As the implications of this maxim the public treasury is to bear the compensation of
a killed person if the murderer is unknown or the required expenses of orphans and street
children for their education in exchange that the government would acquire their assets as
inheritance if they die without offspring. Similarly upon the wife is to obey her husband in
correspondence to his responsibility to bear her financial spending. On the basis of this axiom
it is the duty or responsibility of the users to bear the costs of maintaining. So, this axiom has
a very significant implication on all common interest and public utilities. Since, no one cares
privately about the public utilities it is for the government to put a rule that those who pay the
price of given public utilities will benefit from it. So, al-ghunm - the booty/benefit bi al-
ghurm - is for the due payment. From these discussions we can understand that the above
maxim or the Prophet's (saw) hadith does apply to two important things of our investigations
namely: the legitimacy and the origin of profit.

This axiom mostly suits to be explained in the light exchange, so, it would mean
whoever 10 gain the benefits of something have to pay its due costs, in other words who
receive the utility of a thing should be prepared to bear its due expenses or risk if any. It is
similar to say no gain without pain. But this does not mean the pain is necessary condition for

the gain, or any pain must produce a gain. Similarly, the above maxim does not show as

Zuhaili, Wahba ‘Natharivar al-Thamman', p.215
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sometimes might be understood in the contemporary writings, if there is no risk or cost there
is no gain/profit. Which implies that the risk determines the benefit. Or in other words the
existence of risk or cost is prerequisite for the existence of the benefit. If this means when
there are costs there is a gain, or to get benefit you have to pay its price. This is simply the
basic principle of exchange. If someone is to get certain goods or services, one must pay 1ts
price according to the demand of the selier. Thus, risk or cost is equivalent to the price or the
value that is to be sacrificed, and hence, we may say if there is no price there is no profit. |
Perhaps, this indicates the appropriate explanation of profit, whereas, this transaction
manifests the profit, that is to compare the price or the cost with what is obtained. However,
this does not mean that if there is no price there is no benefit, for someone can obtain benefit
without any price, such as charities, Zakat, assistance, booties, social securities public health
care, education etc. Although, according to this interpretation the above view of Islamic
scholars is very right and addresses the fundamental principle of price theory, but, in
exchange context both reciprocal items should be precisely defined. The nature of goods or
services should be assured in both quantity and quality as a prerequisite for normal exchange.
Each party should certainly know what it is receiving and what it is parting out, because if
the price is uncertain no profit or loss is possibie to be identified. Hence, mere risk cannot
stand as one side of the equation, for it is not something to be purchased but something to be
paid for its evasion

We may further argue that if the risk actually takes place definitely it is certain kind
of loss and some costs will be borne for repairing the damage that might arise. So, actual risk
amounts to loss or cost. If this is the case, it is very difficult one to believe that the existence
of costs or even loss show the existence of profit. It is against common sense to say that loss
indicates profit. Loss and profit are inversely related phenomena. Since, costs and loss go to
the same direction, the increase of actual risk increases the costs and hence it increases the
magnitude of the loss to be incurred. Thus, there is no way of justifying the existence of profit
on the basis of actually realized risk. But, in case the situation is matter of expectation which
may happen or might not, the situation is more meaningless, there is no reason to link the
origin of the profit to the expected risk, as it seems an economically irrational and logically
absurd to say that there will be no profit if no risk is expected. For instance, it seems
meaningless to say that farmer will not get a yield from his crop production efforts if there is
no expectation of risk, 1.e., drought, pests, and so on. Perhaps the most definite expected risk

upon the living thing is its death, and it is a universal law that "every man is mortal,” or in
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Qur'anic words "Every soul shall have a taste of death. Only on the Day of judgement shall
you be paid your full recompense” (3:185). But, a question may be asked what is the effect
of this natural risk on the existence of profit and loss. It is very clear that practically business
transactions are conducted outside the sphere of these expectations. The ruling injunctions are
pragmatic in the sense that they incorporate only what is taking place on the ground rather
than conceived situations. In the context of these two states of risk the legal position of profit

is very difficult to be explained in useful way.
7.4  FIQH STUDY OF GHARAR (RISK AND UNCERTAINTY)

We have studied in the above deliberations the nature of the risk that addressed in the context
of Figh maxims and the Prophet's (saw) sayings about the risk and return relationship. We
have come to the conclusion that the existence of risk has nothing to do with the origin of
profit, except that it may increase the cost and hence, it will serve against profit. Now in this
section we would turn to the position of Figh injunctions about the concept of risk and
uncertainty, in order to know whether risk and uncertainty are desirable or permissible
according to Islamic injunctions. The Islamic terminology of risk and uncertainty is gharar -
the Arabic word gharar means risk, hazard, danger or deception etc®. In the language of law
it means to undertake anything blindly without sufficient knowledge or to risk oneself into a
venture not knowing exactly what the outcome will be. But, technical interpretations of the
Istamic jurists may be summarized in brief; gharar is uncertainty related to something or
activity whether it may happen or not, or it is doubt in the existence of a sale object’. It is also
said that "gharar in sale is what the buyer does not know what he bought or the seller what
he sold.” Gharar in trade context comprises both what is unknown in its existence and what
Is uncertain in obtaining it, or gharar is what its end is uncertain’, It is reported from large
number of Prophet's companions (ra), that "the Prophet (saw) has prohibited "gharar in sale."
This hadith as al-Imam al-Nawawi described it, it is one of the great basic principles in the
field of Islamic commerce. It contains an unlimited number of issues, and it is the major

principle for the injunctions of the transaction contracts. Examples of transactions that may

involve gharar are considered as: sale of fish in water, bird in the air, a foetus in the womb,

Abdul Qadir Al-Razi, "Mukhtar al-Sihah", Mt assasah Ulum ul-
Ibn Abidin, Ibid. vol.4, p.i47 :

Sarakhsi, "Al-Mabsut", Darul Marifah, Beirui, 1398 H, vol.13, pp 194

Qur'an, Beruit, p.47].
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catch by a game-catcher, and fruits of trees at the beginning of the season when their quality
is yet to be established. All such transactions are forbidden in Islam, for they involve risk on
the part of the buyer.

7.4.1 The Scope of Gharar in Figh Injunctions

However, what we mainly concern with, is when the element of gharar or uncertainty
associates with profit and profit sharing which may take in different features such as, in
existence, acquisition, quantum, and characteristics. All these basic attributes of the return
may not be known in advance, hence when the actual outcome is realized the distribution will
take place. The uncertainty of profit is mostly equated with the uncertainty of agricultural -
products. And on the basis of certain teachings that seemingly show the un acceptance of a
fixed amount of the products is analogously used to prohibit the fixed rate of return from
investment. This is old confusion where during the successors (later followers of the Prophet
) some people thought that it is wrong to let ones' land on a lease, whether in cash or kind in
fixed or proportion of the products. In this context the leading theologist of the Umma like,
Ibn Abbas explained the case that the Prophet (saw) had not declared it unlawful but simply
expressed the view that normally it is preferable to let out land to a brother for cultivation
without rent, with an eye in recompense of the Hereafter than to charge something from him
in whatever form it might be. Ibn Abbas told to some successors who asked him for
clarification of the subject “the Prophet(saw) had not prohibited letting out of land on rent or
division of the crop. The Prophet (saw), nevertheless, had said that "it was betier to give land
for cultivation to a brother (in Islam) free of rent than to charge any thing for its use®.” The
Prophet (saw) recommended also that crops of groves should not be given a contract for a
number of years due to its uncertainty. It is related by Jabir that "the Apostle(saw) of Alah
(swr) forbade the sale of the crop of a grove for some years and he told that some allowance
should be made for loss suffered through a sudden calamity "’

As we all know the concept of gharar (risk and uncertainty) is a relative term it may
range from zero to infinity and between these two extremes gharar may have various degrees
according to its intensity and effect on the contract. The Figh scholars have been aware of this
relative nature of gharar and its flexible situations. Accordingly they divided it into large or

Bukhari and Muslim. ai-Ma ‘arif al-Hadith, (546), Vol .1V, p-375.
(Muslim; Ma 'arif al-hadith 521) English Translation, p.357
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dominant, medium and small gharar. Moreover, the Figh scholars tried to put limits in
differentiating between small and large gharar. But still the definitions they proposed seemed
to be difficult to control. Ibn Rushd examines the matter from its separability perspective,
hence, the uncertainty or the risk that cannot be removed from the contract is considered to
be small one and hence ineffective. In this connection he stated that: "ai-gharar which cannot
be separated from the contract is small gharar™.” Shafi'i scholars also tolerate gharar "when
gharar cannot beé removed except with great difficulty'’. Al-Dasuqi { observed the matter on
subjective perspective, depending on how the people evaluate it, and he defined the small
gharar as, "What the people normally tolerates to one another'.” According to Yasin Ibrahim
(1973, p.85-100.) in case of the limits of gharar no one of the Figh scholars has successfully
come up with well-defined criteria. Although Dasuqi's one is showing deep insights but the
human nature of preference and tastes are different from individual to another, which would
make the criteria uncontrollable. Yasin sees that the control of small gharar to be left to decide
by the time, environment, social circumstances, and the development of the human
civilizations. Then there is no principle to differentiate between large gharar and small one.
Moreover, it is highly improbable to identify a medium gharar. Therefore, it is pertinent that
the measuring criteria to be subject on the convenience and customs of each time and place.
In this way the gharar is considered, one of the main flexible features in the principles of
Islamic Shariah. And in this context we see that gharar stands for the human ignorance of
either party of the transaction contract about the terms of the contract or the basic
characteristics of the object_ as well as the future condition of the concerned deal. This
uncertainty and ignorance that may associate with business transactions are relative terms
which would range from zero to infinite, it would be different from state to another or from
individual to another, it would be different in its re movability and resistance. On the basis

of these various characteristics gharar would affect the transactions in various ways.

7.4.2 Effective Gharar and its Implications

We have seen in the above discussions of Figh scholars about the concept of risk and
uncertainty or gharar in Figh terminology that they divide it mainly into large and slight or

Ibn Rushd (Grant father), Mugaddimar al-Mumahidas, vol.2, p.222.
Nawawi af Majmu’ Sharhi at Muhadhab, vol.9, p.258.
Dusugi, ai-Sharhi al Kabir, vol.3, p. 60
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small gharar. The first may be called effective gharar which causes the invalidity of the
contract while the second type is negligible and tolerable for it does not affect the validity of
the contract. According to Saddiq M. Al-Amin Al-Dhareer (1997, p.44) the effective gharar
is defined as "The effective gharar is the dominant and excessive gharar that associates with
the exchange contracts, provided that the object of the contract is the principal item, without
pressing need for the contract itself.” It is clear from this rule that effective gharar should

fulfil the following four conditions;

I. The gharar should be excessive and dominant

il. It should be related to contracts of financial exchange.

iii. The gharar should be the objective matter of the contract.
iv. There should not be a need for this particular contract.

The Figh scholars are in a consensus that the effective gharar is formidably excessive gharar
and that slight or small gharar is not effective at all. And the dispute between the Figh
scholars on this point is not related to the nature of this principle, but to their practical
applications. The dispute is on the medium case whereas, gharar oscillates between being
excessive and slight, and where sometimes the Figh scholars relate it to the large and prohibits
it. for it makes the contract invalid, while others may relate it, to the small gharar and
accordingly permit it, and hence the contract remains valid. Some of the examples which
jurists mention in small gharar are; (i) use of a public bath or drinking water for consideration
even though the peoples' consumption of water or staying in the bath room is different from

one person to another (i) ijar or renting of residence house for one month even though the
month can be thirty or twenty nine days. |

Some of the economic activities in which gharar is dominant for the dispute of people
on them were highly frequent during the Prophet (saw). Some of these may be referred to the
following example: Al-Muzara'a, with the condition of one of them to have the ocutput of
certain place, or the fruits of certain trees, or fixed rates of crop products, or sale of ai-
Hassat, al-Mulabasa, al-Munabada, the unborn anima! without its mother, selling fruits
before its emergence, selling an uncertain thing in existence etc. Some of the Figh scholars
include this list all things the Prophet {saw) has prohibited for they contain gharar. Similarly
there are number of sale contracts the Figh scholars consider to be medium gharar, such as
the followings: Sale of what 13 under the soil, sale at market price, al- Muzara'a etc. It is very

clear that establishing a criterion for definite separation between large and slight is not an easy
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thing. Al-Dhareer is of the view that this separation is extremely difficult to devise a rule for
determining the classification among gharar categories in all the cases. If we try so, we always
find that we have determined the two extremes and left the middle area open, a matter that
inevitably gives rise dispute. Thus, he opined that we should formulate a general rule for large
gharar alone by saying that this is the effective gharar and any thing else is small gharar and
hence, ineffective. Perhaps the best rule is that mentioned by al-Baji, for this rule greatly
reduces the disputes on the large effective gharar and the slight ineffective gharar. It is also
a flexible criterion because the characterization of a contract as a gharar contract is inevitably
influenced by the differences in business customs, social norms and time or the nature of the
transactions and environmental conditions. It is the society that confers such characteristics
on the contract. According to al-Baji, "the gharar sale that Isiam has forbidden is one that
gives the impression that gharar dominates to such an extent, it becomes its hallmark.”"” The
second condition states that gharar effects only on a sale contract. It is so, because, the subject
matter and substance of the gharar that has been forbidden in sales, may not be obtained in
other contracts as it is not applicable to the meaning of sale contracts. Therefore, it should
have no effect on non exchange contracts, because, there is no evidence, such as a text
(tradition), to forbid gharar in these other contracts.

The third condition is that gharar must affect the principal object of the contract.- There
is no disagreement among jurists on the rule that gharar that affects the validity of a contract
is that which captures things originally or the primary thing in the contract, where the contract
is made for the sake of its association with the gharar. But if the gharar simply entails the
object of the contract, it does not affect the contract. In accordance with a legal maxim of
Islamic law “things may be lacking in derivatives that are not lacking in others' " the gharar
does not affect the subsidiary or derivative to the thing intended in the contract. The example
of this point is mentioned as follows, sale of unripe fruits with its trees, the unborn animal
with its mother - the pregnant animal, etc.

The fourth condition: There should not be any need which must be fulfilled through
the contract. It is the condition of effective gharar in a contract that people should not be in
need of the outcome of that contract, for if there is any need for it, gharar will not affect it,

even if it is excessive and exorbitant gharar and even if the subject is a contract of trade and

financial exchange. Some of the Fugaha qualified this result; Maliki scholars permitted gharar

Sadig M. al-Ameen al-Dhareer, Ibid, p.46.
Al-Majjaliat al-Adliya Maddar (artical) (56)
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in case of necessity'> while Shafi'i scholars tolerate gharar in case of "hajja" ( need)'’.
Perhaps, Ibn Taymiyya is the one who profoundly elaborated the matter, comparing the
concept of gharar to riba, he expressed that the evil of gharar is relatively less than that of
riba. Accordingly he permitted some certain things if the need compels that, for its
prohibition in this case draws more difficulties than its evil of being gharar. For instance,
selling housing property in complete even if the buyer does not know what is inside of the
buildings and furniture, or selling pregnant animals even without knowing how long it was
pregnant. According to Ibn Taymiyya there is a permission in simple and small gharar, if it
is associated with need for that thing. He is of the view that although the evil and corruption
of gharar in sale, would itself may generate enmity, angry, and eating people's property
unjustly, it is well known that if this problem confronts significant interest or benefit the last
has a priority to the first. So the intensity of the need will overtake the smaller gharar, for the
whole Shariah principles are based on this, where, if the problem that calls for prohibition
confronis genuine need and requirement of the people, the former is permitted for the sake of
the later. Then, he concluded that if this is so, then, how if there is no any problem of gharar
at all? . No, doubt that all contracts in this nature have been ordained, because people need
them and one of the unanimously agreed upon principle of the Shariah is the principle of
"removal of hardship”on the strength of Qur'anic verse "He made no hardship for you in
religion'”.” For blocking these kinds of contracts on the basis of their asSociation with gharar
puts the people in into hardship, hence it is the Lawgiver's Justice and mercy to permit
contracts that people need even if they contain gharar. And according to Islamic law the need
is different from the necessity where need is that want which if you do not satisfy it you face
certain difficulties and hard ship. Hence, need for a certain contract implies that otherwise the
person suffers hardship and inconvenience because he loses a benefit recognized by the
Shariah.'® However, the necessity concern with the matter of survival, as

if you do not meet
It, 1t may cause the life of the person endanger or terminate.

Iba Rushd, Bidavar al-Mujtahid Vol 2, p.156
Al-Nawawi, al-Majmu' Sharhi al Muhadhab Vo).9 p.258,
Al- Hajj verse 78, al Bada'i, vol.5, p.157.
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7.4.3 Relationship Between Gharar and Profit

From the above discussions we may conclude that risk and uncertainty that associate with
business transactions or in Figh terminology gharar 1s prohibited in Islam. Therefore, no way
of these concepts is considered Islamic concepts or used as a justification of profit
permissibility their presence in the contracts. Islam considers the presence of these elements
in transaction contracts something undesired and obligates their removal and elimination from
business dealings to the possible extent. The higher the uncertainty and risk the greater would
be undesirability for that contract. Therefore, as far as the legitimacy of the rate of return is
concerned, there is a negative correlation between gharar and the lawfulness of the rate of
return depend on the above conditions. The more toward uncertainty the more the profit would
subject to suspicion. On the other hand the business contracts that take place on certain and
gharar a free situation is pure and produces legitimate profit. However, the existence of
natural risk and uncertainty does not turn the lawful thing by nature into unlawful and vice
versa. The halal things remain halal, under any circumstances of risk and uncertainty and the
prohibited things remain so, in any degree of uncertainty or certainty. For instahce, riba is
unlawful naturally it is an illegitimate increase irrespective to whom it may accrue or under
what state of certéinty be generated as long as it retains its natural features. On the other hand,
although, theft and robbery may involve the highest degree of risk and uncertainty, they
remain illegal and prohibited even if they are conducted under a complete certainty. Thus,
assumption of certainty and uncertainty are given natural states which have nothing to do with
the legal position of the excess values (riba, profit). It is the human attitude in the face of
these realities which is the context of permissibility and the prohibition. The principles
address man's actions and deeds who would bear their responsibilities. However, since risk
and uncertainty are relative terms Islamic injunctions show a great flexibility in dealing with
these problems. It is permitted for the sake of need, in convenience, impossibility of its
separation from the object.

Furthermore, we have clearly elaborated that riba and profits are fundamentally
different from each other in the context of exchange economy. We have asserted that riba is

based on the transaction of two identically homogeneous goods, which may be expressed as

an exchange of an object for itself with excess. But, profits depend on the exchange of

different goods or in Islamic terminology trade activity either through commercial activity or
through transformation through value added processes, where goods go from one state to
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another and by this way generate more value. S0 this transformation to take place, it is
required planned effort and rational exercise incorporating with the existing conditions n
order, that effort to generate a lawful profit. In these kinds of activities the risk element and
uncertainty are neither necessary nor sufficient condition to determine the permissibility of
profit and prohibition of riba. According to these criteria riba will remain unlawful and profit
rates genuinely lawful return under any risk degree and certainty. Nothing will change with
the change of these factors, except that some level of gharar may associate with the profit in
certain specified conditions. Thus, the uncertainty of incurring risk can be significantly
minimized or completely avoided. This is the role of the entrepreneurship and managerial
work to guarantee the maximum possible level of safety for the enterprise through minimizing
shifting or distributing the degree of risk that may result from a calculated uncertainty.

7.5 RISK MANAGEMENT

In fact, risk is universal, present in all things all lives, inherent in being. The concept of a
person free from all risk is as theoretical as the concept of perfection. On the basis of this
fundamental natural reality, any investment or business activity has to undergo a certain kind
of risk and uncertainty. Dealing with risk concept, the financial and business behavior toward
risk may be classified into the followings; (Irisk shifting/transferring schemes. (1) risk
sharing/distributing schemes. (iii) risk minimizing or reducing schemes.

7.5.1 Risk Shifting Scheme

Another technique of dealing with risk, is the method of shifting risk to someone else. The
usual way of doing this is to transfer the risk to an insurance company, Crane (1984, p.8).
This method is also considered as a way of risk distribution or spreading its cost over large
number of people, for when the insurance companies identify the concerning risk it spreads
its resulting expenses over its client. From the resulting implications of the former scheme
financiers are attributed to risk transferring agents while the enterprises are risk absorbing
class. This is a natural phenomenon of fixed and a predetermined rate of return attached to the
principal of capital irrespective of whether the return stems from profit generating approach
or not. Predetermined rates of return are considered kind of risk shifting schemes which

transfer risk and uncertainty to other parties, so that any unfortunate might not happen to the
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capital owner, in other words it is risk covering method by shifting the uncertainty about the
future yield of capital from the lender to the borrower. This creates an imbalance stand for the
parties that face of future uncertainty while, all human activities, particularly the decisions
related to business operations are inevitably subject to risk and uncertainty. Fortunes and
misfortunes are the facts and natural reality of the life, in which all human individuals are
exposed to it. The theories of choice under uncertainty suggest that risk-aversion is a universal
behavioral model. A risk averse individual always prefers a non risky alternatives to paying
actuarial fair. Risk shifting naturally implies the shifting of risk to market, to other agents or
often to groups in society or society taken as whole. When the individual bears his risk
privately, society often indirectly shares in his risks. Society has long recognized that an
individual's capacity for running a business well need not be accompanied by his desire or
ability to bear the concomitant risks. In the absence of institutions such as the stock market
and insurance, socially profitable undertakings such as the development of innovative

technology and natural resources explorations may not have taken place.
7.5.2 Debt Financing as a Risk Shifting Mechanism

Financial risk is an additional risk placed on the common stock holders as the result of the
decision to use debt or preferred stock financing. Conceptually the firm has certain amount
of risk inherent in its operation of future EBIT. To illustrate the business risk, we consider a
new firm which expects an EBIT., i.e., $4 millions require assets of $20 millions and have
a zero tax rate. To begin the analysis of this, divide the $4 million expected IBIT by the $20
million of assets to obtain the expected return on assets which in this case is ROA =$4/%$20
= 20%. If the company used no debt then the following conditions will exist: Its asset would
be equal to its equity. Its return on equity (ROE) would be equal to return on assets (ROA).
lts equity would be exactly as risky as its assets. Now suppose the firm decides to change its
capital structure by issuing $10 million of debt at Ky =15%. Substituting these funds for $10
million of equity, its expected return on equity would rise from 20 to 25 percent. Expected

EBIT $4,000,000, interest (15%on $10 debt) $1,500,000. Income available to common

=$2,500,000. Expected ROE = $2,500,000 =25%. Financial leverages increases the risk

as well as the expected return to the equity investment, depending on the relative level of
interest and expected EBIT. Suppose the EBIT actually turned out to be $2 million rather than
the expected $4 million. The ROA turned out to be 10% rather than 20%. If the firm uses no
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debt then ROE would decline from 20% to 10% however with debt financing ROE would fall
from 25% to 5%.The above analysis can be concluded that as the use of debt generally
increases the expected ROE this situation occurs whenever the expected return on assets
exceeds the cost of debt Eugene (1988. p.68).

7.5.3 Risk Aversion on the Basis of Contract

Every transaction involves a contract. Given the state of personal wealth distribution and the
portfolio assets held as private property by resource owners some Owners will seek contractual
arrangements with others in a combining resource for production. There are variety of
arrangement open for them. The Islamic banks, however, use different techniques to avoid or
reduce these kinds of risk, such as, insurance and contract terms. In this connection there are
variety of arrangement open for them. At Jeast two reasons may be given for the existence
of different types of contractual arrangements. First is the existence of natural risk. Defined
here as the contribution by the state of the world to the variance of the production value.
Given a non-zero yield, various contractual arrangements allow different distribution of
income variances among the contributing parties. Under the postulate of risk aversion, an
individual will seek to avoid risk if the cost of doing so is less than the gain from the risk
averted. He may avert risk either by searching information about the future by choosing fewer
risky options when investing, or by choosing among arrangements with which his burden of
risk can be dispersed to other individuals such as insurance and various contractual
arrangements. Another reason for the existence of different contractual arrangements lies in
the different transaction cost that are associated.

Under a fixed-rent contract, the tenant bears most, if not all, of the risk; under a wage
contract, the landowner bears the most, if not all of the risk and in loan transaction the
borrowers bear all risk. Profit sharing in analogous to share tenancy may then be regarded as
a device for risk sharing ( or dispersion ) that is the variance of the output yield is distributed
among contracting parties. Maintaining this analogous we will compare the different contract
arrangements open for the tenancy under risk assumptions. Given the postulate of risk aversion
a share contract would be mutually preferred by the land owner and the tenant. However, in
varying degrees, risk exits in any tenancy. Some studies on this subject suggest that the

choice of a contract should be considered into account both the difference in transaction costs
and the postulate of risk aversion.
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Given the state of risk associated with a particular output a higher transaction cost will
lead to lower returns to the productive assets. On the other hand, given the transaction cost,
the risk aversion implies that asset values and the variances of income are negatively related.
While in itself the dispersion of risk under a share contract will lead to higher values for the
contracted resources, the higher associated transaction cost will lead to lower asset values.

Observed stipulations of share contracts this has been done so in order to verify the
hypothesis that contractual arrangements are chosen to disperse risk bearing and minimize
rransaction cost, but also to illustrate that the contractual stipulation in sharecropping are
consistent with the efficient use of resources. The characteristics of a fixed-rent contract have
very special interest in one particular respect that their frequent inclusion of the provision for
rental reduction according to local customs in a famine year, a provision which is absent under
‘iron-sheet’ rent which may be called escape-clause for the tenant, the inclusion of which in
a fixed rent contract imposes a risk burden on the land owner. The local customs may be
interpreted as a set of market prices for unfavorable environmental situations, i.e., “famine”
adjustments even though the exact magnitude of the possible reduction may not be stated
beforehand when the contract is signed. The escape-clause comes into play only in the year
so “bad” that market considers it to be a famine. Given a sufficiently large number of fixed-
rent contracts which include the escape clause, competition among land owners to keep their
tenants will yield certain market rates of rental reduction which each land owner will follow.
Other things being equal, the increased risk burden on the land owners associated with the
inclusion of the escape clause implies that a premium will be added to the ‘fixed* rent over the
‘iron-sheet’. Although shifting the risk burden by including the escape clause in a fixed-rent
contract is not quite the same as the risk dispersion in a share contract, we may still imagine
the formation of share contracts via the escape clause. Suppose the famine is defined as
occurring when the actual harvest is reduced to a certain percent of the expected mean or past
yields when the contract was concluded due to natural causes.

In further argument, there could exist in the market not just one escape-clause as
observed. But wide range of similar clauses each associated with it a different level risk and
unfavorable situations as such, risk burdens could be dispersed between the contracting parties
in an infinite number of ways each with slightly different arrangements this hypothetical
world perhaps would exist if the cost of negotiating and marketing all of different escape
clauses - in particular the cost of defining different levels of famine in the marker and cost of

negotiating the rental reduction for each - the incremental gains of having them may be so
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small that no further custom is developed by the market. In fact the escape clause fixed rents
and minimum guarantees associated with share rents are considered market practices that serve
as intermediate arrangements between pure fixed rents and pure share rents. Each one of them
has different risk distributions and transaction costs, thus, widening the range of contractual
choice. In this context we may remember one of the basic principles of Shariah that 'naturally
things are lawful'. 'As a matter of principle a contract is determined by the mutual consent of
the two parties and accordingly they bear its obligations

7.5.4 Risk Distribution or Risk Sharing Scheme

Profit sharing is considered the other side of risk sharing and Islamic economic studies how
justly the uncertainty or risks are distributed among the involving parties. While risk shifting
schemes probably only one party bears the most burdens of the uncertainty in terms of
insurance while he is still obligatory to pay the capital rent or predetermined rate of rewurn.
The profit sharing in contrary to the above, guarantees a fair model of an economic venture,
where both financiers and entrepreneurs are facing the uncertainties of life with conscious, and
equitably sharing its consequential outcomes.

Nevertheless, the predetermined rate of return which is guaranteed yields in economic
or business activities would cause undesired income distributions. However, on the basis of
our previous conclusions (in chap.4) with the acknowledgment of the injustice and mal
distribution affect which may arise from the fixity of the rate of return and this practice, there
are many reasons (o believe that the predetermination is undesirable due to the grounds other
than being riba context. It is also pointed out that the average rate of return adjusted with the
risk involved can be used as the discount rate in An Islamic capital market. The price of risk
will depend on (I) the minimum acceptable rate of return, (ii) the actual rate of return and (iii)
the expected rate of return from covariance between the share's rate of return and market
average. It is further, highlighted that the partners in Mudaraba case would like to achieve a
risk return sharing formula that will allocate the risk among them in mutually desired way.

Zarqa proposed a model of determining optimal risk allocation or its pricing among the
Mudaraba partners'.

?;té 7('.‘nmmf:ms of Anas Zarqa on Naqvi's argumenis in Arniff, ed. Monetary and Fiscal Economics of Islam. Jeddah.
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In fact, after all, an alternative to interest-based financial system was sought only
because of the prohibition of riba in Islam. The Islamic economists have taken an extreme
position on this point where as the alternative is exclusively based on sharing and the economic
rationale for this alternative is built around that concept itself. In supporting this view Siddigi
strongly argued, it is an uncertain world in which the value of a product of enterprise cannot
be predetermined so to claim a predetermined positive return on money capital when capital
and enterprise jointly engage in production runs counter to this reality. It amounts to zulm
specially exploitation of the entrepreneur by the capitalist. As the entrepreneur is left alone to
bear the uncertainty which in reality applies to both. It is an unjust arrangement. And Islam
abhors injustice and exploitation and seeks to forge human relationships on the basis of justice
and cooperation. A replacement of the unjust and exploitative institution of interest by the just
and cooperative arrangement of profit sharing is therefore, socioeconomic as well as a moral
and spiritual imperative. Ariff also has pointed out that what makes profit sharing permissible
in Islam while interest is not the profit-sharing ratio and not the rate of return which is
predetermined and predetermination is the problem. According to Zubair "one is definitely
better off by sharing profit rather than getting a fixed and predetermined amount of money."
The arguments can be summarized as follows (1) a fixed charge on capital is unjust since the
productive enterprise in which capital is invested is uncertain. It would be just if capital shares
the actual profits of the enterprise. (2) interest results in a less efficient allocation of resources
than profit sharing. Profit-sharing makes the investable funds go to the projects with the
highest profitability, whereas, in the interest-based system, the fund goes to the most credit
worthy borrowers whose projects may not necessarﬂy be the most profitable (3) as a system
based on profit sharing will be more stable than a system on a fixed charge for capital as the
cost of capital in a sharing system automatically adjusts itself to variations in productivity
under changing business conditions. (4) switch-over from interest to profit-sharing is more
conducive to economic growth, as this would increase the supply of risk capital for investment
and as the cost of capital in a sharing system is always below the productivity of capital -
which the interest-based system fails to insure.

A conceptual question would arise from the relationship between the variability of the
return to be shared and its permissibility. If the rate of return is riba originally, it will remain
unlawful at any rate. On the other hand irrespective of the fixity and variability of the resulting
profit, the distribution of the profit can take place among participants of the investments.
Therefore, there would be a possibility that we may conduct in a business which is free of
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interest but not based on sharing, or not with a variable rate of return, for instance a proprietor
who is running his own business on the basis of leasing may earn naturally lawfully and a
constant rate of return. This same proprietor’s business may commit riba with certain
conditions. However, Siddiqi is of the view that the above logic and rationale would no
longer apply. If sharing of the outcome of the investment is neither necessary nor sufficient
condition for interest-free system, then, we cannot claim for interest-free to be based on
sharing. Siddiqi argues that;

"What is worse, if the alternative, in practice is built around predetermined rates of
return to investable funds, it would be exposed to the same criticism which was directed
at interest as a fixed charge on capital. It is so, happens that the returns to the finance
provided in the modes of finance based on Murabaha, bay' Salam, leasing, and lending
with service charge are all predetermined as in the case of interest. Some of these
modes are said to contain some element of risk (which could probably justify them).

But all these risks are insurable and are actually insured against. The uncertainty or risk

to which the business being so financed is exposed is fully passed over to the other

party. The financial system built solely around these modes of financing could hardly
claim superiority over an interest-based system on grounds of equity, efficiency,

stability, and growth" Siddiqi (1991,p.48).

Murabaha operation as the most important financing techniques of Islamic banking in
practice is justified under the Careens allowance of trade that is buying and selling at profit.
And Murabaha is buying and selling at profit. The banks are free to charge any rate of profit
as they wish or practically feasible. In this context riba is interpreted to relate only to financial
operations, that is, a contractual obligation to pay as increase by the borrower in a loan. It
has been argued that the mark up profit margin techniques in trade and rent are nothing other
than interest by a different name®. If the presence of these conflicting criteria and
interpretations, a number of authors see the difference between Islamic banks and conventional
ones to be exclusively in legal and ideological senses, According to them this does not
necessarily constitute in itself an economic difference, Neinhaus (1983,p.234). For instance,
they argue that financing of the purchase of a machine or of raw material through an interest

loan is economically identical with the financing through leasing or mark up while legally they

See Abdallah Saeed, Islamic Bankin

g and Interest, p.93. see also M.N. Siddigi's Issues in Islamic Banking, 1985,
and IIC report.
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are different. ldeological difference can arise: if Islamic banking is understood as the program
of economic and social reform.

Unfortunately, the reality does not coincide with these ideal assertions in two respects.
The profit and loss sharing (PLS) financing of most existing Islamic banks is very negligible.
Secondly the bulk of financing business of Islamic banks is of the mark up and leasing type
which gives the bank a predetermined income. Perhaps, the low percentage of PLS financing
can be due to weak demand of entrepreneurs. Entrepreneurs with good profit expectations may
prefer a financing of their projects on the basis of fixed cost of funds ( Murabaha, leasing
rates etc.), -so that they should not have to share the expected profit with someone else.
Entrepreneurs with weaker projects may shy away from PLS financing because they have to
concede the bank, some rights of interference into the management if their business does not
perform well enough. PLS techniques have higher transaction costs comparing with
predetermined returns for the bank, specially in medium or long term project financing. For
the bank has to study and evaluate entrepreneurial appraisals or proposals. This requires highly
qualified expertise and costly personnel. Further more the bank must find adequate protective
measures against manipulations of the partner's profit. Very interestingly what makes PLS
partnership so attractive for Islamic economists - namely the sharing of risks - makes PLS
partnership so unattractive for the Islamic banks. When Islamic banks’ operations became
widely known, among Islamic economists the banks were criticized even by the proponents
of Islamic banking. The Problem lies with the basic theoretical assumption of the subject,
which is the rationale of prohibition of riba on the basis of the predetermination hypothesis

which under this assumption may assure a fixed rate of return to the financier while the
borrower is left to bear the entire business risk, Akhtar (1996.p.7).

7.5.5 Risk Reduction or Risk Minimizing

Risk management mainly aims at risk control. Risk control means to reduce the total amount
of loss caused by risk. The total amount of loss is a function of risk frequency and risk
severity the amount depends on how many times the risk occurs and how big they are? There
are number of risk control techniques, for instance risk prevention and risk reduction. The risk
prevention activities or the loss that it may generate is aimed at reducing the chance of risk
or its frequency. Risk reduction measures are designed to limit the severity of the losses that

results from the risk, for instance lightning rods, traffic signals, are risk prevention devices.
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Similarly fire alarms and sprinkler systems are risk reduction devices, they do nothing to do
about prevention instead they limit the severity of the fires after they begin.

L. Moral measures of risk precautions

No doubt, one of the main purposes of Islamic Shariah is to relieve any unnecessary burden
or difficult and any possible uncertainty and anxiety from the people. Qur'anic verses are
strongly supporting in leading the person from the uncertainty to the greatest level certainties
of life. No one will deny the fact that risk is a kind of cost or loss, or in other words, the risk
and uncertainty cause a cost or at least create a moral pressure so that the individual tries to
avoid it. If it is so, no way Islamic injunctions encourage incurring this kind of costs or risk
generated burdens. Moreover, the fundamental principles of Islam clearly show this fact, they
aim at eliminating any possible harm, or difficult which might happen to the person. There
are numerous verses of the Qur’an which clearly indicate reducing any probable burden from
the people is one of the main objectives of Shariah principles. Allah (swt) says: "Allah intends
for you ease and He does not want to make things difficult for you."(2:185). And the Prophet
(saw) has said: "La dharar wala dhirara" (no harm to someone and no reciprocal harm)*'.Due
to this reason Islam permitted insurance and human integrity.

In the case of risk, where it is only future worry and psychological pressure of an
individual or pessimistic view that undesired event may happen in the future period. Islam
makes certain fundamental precautionary measures in this regard. Islam aims to help the
person (o lead a life relatively free from anxiety. Even the whole concept of gadda wa qaddar
(divine will and decree) rawakal (reliance on God) and sabr (perseverance), all these
conceptual measures help toward realizing the persons' peace of mind and inner tranquility.
Moreover there are number Shariah principles that recommend the reduction or elimination

of the risk as the basic objectives of Islamic law. "The difficulties are to be removed to the
possible extent” Zarqa(1989, p.184)

The Islamic Figh scholars derived this hadith a general maxim, “ the harm is removed"
See Mustata Zarqa, al-Qawaid al-Fighiva 1989, p.183
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ii. Economic measures; Risk diversification

Risk analysis is very important and well sophisticated in conventional banking operations, and
the central banks impose certain measures to ensure that the banks do not exceed a normal
allowable risk level. Though both Islamic and conventional banks share similar risks that need
to be managed, such as, risks of credit and international exchange. They differ in the level of
such risks. Islamic banks are expected to be active in equity and project financing and should
expect to monitor investment risk carefully. At the present systematic risk analysis and
measurement is not well developed and modernized in Islamic banks, which may lead to more
risk portfolios or, risk avoidance which partly shows why the banks are shy of entering into
long term PLS transactions and mostly concentrate on short term financing, Abdul Haque
(1996, p.115-7). Therefore, while there are participatory modes of financing in which
conceptually, the capital owner is bearing risks in a full amount and during the entire period
of investment such as Mudaraba and Musharaka there are other modes of mark up trade-
based financing and leasing (Murabaha, ijara-based financing) which reduces risk to
practically zero, Tariqullah Khan(1997, p.38). Islamic banks aiso used to avoid any risky
modes of financing in their traditional forms and concentrate in their financial activity on the
later financial techniques. It is argued that mere allowing of bay'(sale) does not mean in it self
extolling risk, for bay' can be conducted without any risk or with negligible level of risk.
Some clear practical examples of these are Murabaha and ijara which serve as the cornerstone
of Islamic banking in practice and generate fixed profits, fees, rents, etc. In all these areas
together with certain retail and whole sale transactions are considered with negligible risks or
avoidable uncertainty. Theoretically the Islamic banks bear the risk of loss or damage to the
goods from the time of purchase till the time of goods delivery to the client. And according
to Islamic law, the client has a right to reject goods which are damaged, deficient in quantity
or do not meet his specification. And the level of the risk may decrease or increase with the
distance of transportation the time involved as well as the political environment.

Financing on the basis of risk sharing with which the theoretical model of banking is
essentially identified does not seem to be practically realized. In contemporary operations the
Islamic bank agrees with its Mudaraba client on the profit-ratio which is specified in the
contract. The ratio may depend on the bargaining power of the client, the profit forecast of
the Mudaraba, the personal aptitude of the client, marketability and the duratiori of the
contract. If the Mudaraba does not yield any profit or gets loss, the Mudarib does not receive
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any remuneration for his labor. And incase of loss, the bank bears the loss provided not
proved any misuse or mismanagement on the part of the Mudarib. But, the bank almost
eliminates the uncertainty involved in a pure Mudaraba venture. The actuarial risk in the
venture as utilized in Islamic banking is quantifiable and insurable. In this way the cost of
capital is almost constant. The discussion on Mudaraba as practiced in Islamic banking
indicates it is mostly used for short term commercial purposes where the outcome is almost
certain. The bank in minutes detail prescribes how to sell the goods. The mark up is justified
on the basis of a generally accepted axiom with an increase in deferred price in a sale
transaction®.

Islamic banks mostly rely on framing the contracts in such a manner that protects them
against any risk. Therefore, contract terms are phrased in such a way that helps the Islamic
bank avoid any risk related to goods. Confirming the risk-avoiding behavior of Islamic banks,
the contract of Murabaha for instance (Dubai Islamic Bank, 1996} states that the client
"Affirms that he has presently examined, and inspected the goods in such a manner that
negates the existence of any uncertainty (jahala) according to Islamic law, and that he accepts
in its present conditions and he has received the obliged delivery, and he bears the
responsibility of any risk after the date of its receiving."? The conditions of Jordan Islamic
Bank (JIB) include also the following strict conditions "the client does not have any right to
have recourse to the seller(the bank) for any reason whatsoever.”** According to the contract,
it 1s the client alone, who should be aware of the contract terms and would bear the
responsibility for fines or punishments. Mostly, any risk relating to the goods which the bank
theoretically has to bear is effectively avoided.

The risk exposure level needs also to be reduced through geographical and product
diversifications and pursuit of more activities off the balance sheet. However, as the recent
studies on this matter demonstrated, the present infancy of Islamic banks implies that their risk
analysis and risk measurement are not yet developed to the necessary extent. Perhaps that is
the main reason of their excessive dependence on precautionary risk aversion on the basis of
a contract. A number of restrains acquiring a satisfactory level of risk minimizing
management and measuring may be attributed to the following reasons (a) liberal attitude
toward risk, (b) lack of qualified professionals (¢) weak diversification of products and

Dubai Islamic Bank, Al Agd bay’ al-Murabaha, 1996,
Jourdan Islamic Bank A! dqd bav' al-Murabaha, n.d,
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financial operations. As far as the first case in concerned, it is suggested that the nature of
[slamic transactions requires a more liberal attitude toward risk for profit-sharing principle is
generally interpreted as a risk-sharing principle on the basis of no profit sharing without risk-
sharing (al-ghunm bi'l-ghurm), that is earning profit is legitimized by engaging in an economic
venture and thereby contributing to the economy. In lieu of a lender-borrower relation ship,
Islamic finance relies on equitably risk-sharing between the person who provides the capital
and the entrepreneur. The present literature has taken for granted that this practice derives
from the central tenet of Islamic banking based on the prohibition of riba. So instead of paying
efforts for risk minimizing, it is advocated as we have seen in above that risk avert to be
undesired practice. In case of the second constraint of lack of qualified professionals, Islamic
financial systems suffer from a shortage of qualified managers in different areas of their
operations. It is argued that the level of success the Islamic banks achieve will depend at the
micro level on the quality of management and the level of staff trained on the modern
techniques of risk analysis and hence its management and measurement and equipped with
Shariah knowledge. It is pointed out, due to this shortage of qualified and committed Islamic
bankers many staff do not have the commitment required to implement Shariah guidelines for
instance, differentiating gharar and riba where most of the peoples' financial contracts are
subject to gharar but, riba confines into very specified circumstances. |

In the third problem it is noted that many Islamic banks do not have the diversity of products
essential to satisfy the growing demand of their customers for structured instruments and
techniques for financing trade, leasing, and money market instruments. The importance of
investment diversifications and upgrading the quality of the services or inventing new methods
and financial instruments under the framework of Islamic principles cannot be
overemphasized, so it is not surprising to see that most of the Islamic banks are dependent on
conventional banks in this regard. One of the main conclusions made by Fuad Omar and
Abdel-Haque (1996) is that the survival and vitality of Islamic banks depend on the quality of
their services and the satisfaction level of their clients, it was observed that the quality of their
services improves if there is competition from Islamic banks in the country, It is also
recommended Islamic banks can make use of the Knowledge and experience of the

conventional wisdom, for in quality services and successful marketing is highly developed.
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7.6 CONCLUSION

Departing from the dominant view of contemporary studies "without risk there is no profit,”
and we have come up with the conclusion that the fixity and variability of the rate of return,
or the association of the natural phenomenon of uncertainty and risk bearing to economic
activities have nothing to do with the determination and eligibility of both riba and profit
terms. On the basis of this fundamental discourse we assert that the factors which relate to
profit sharing or entitlement to business outcomes must be separated from those originate the
profit or determine its permission. Thus, the underlying technique of profit sharing (Mudaraba
and Musharaka) according to this study is related with distributional aspect, depending on the
level and nature of the participation.

This work submits its strong reservation on the validity of the current conceptualization
in the justification of the permission of profit and prohibition of riba on the basis of the
assumption of uncertainty and risk-bearing. Risk and uncertainty are a natural reality and part
of the human ignorance which can be reduced with acquiring scientific understanding of the
things. It is not risk itself to determine the magnitude of the return, but the monopolistic
nature of risk bearer and competent entrepreneurship under uncertainty. By minimizing the
degree of risk/cost of uncertainty, he may acquire high yields. Therefore, profit is earned
through efforis and ownership. In this context critically reviewing the interpretations of
underlying Figh axioms, i.e., al-Kharaj bil-daman or al-ghurm bil-ghunm we find that the
central messages of these axioms are not suggesting that risk is an essential factor for
determination of profit. But, risk and uncertainty is known as gharar in the Figh context where
if there is no risk and uncertainty there is no gharar. Risk/gharar is an undesirable element
which must be removed. Islam prescribes risk management by elimination or minimizing its
effects through risk reduction, risk distribution /spreading or risk sharing mechanisms, i.e.,
However, certain reservations are made over the schemes that result risk shifting or risk
transferring and risk averting on the basis of a contract at the cost of the others.

In this connection gharar may arise when the risk and returns are not fairly shared and
the appropriation of the outcome is not considered with the level of risk and uncertainty
involved. Therefore, the task of management is to work out the most efficient way of sharing
the risk and return. However, we have to keep in mind that this exercise falls entirely outside
the domain of riba and the return achieved with the absence of gharar or risk cannot be

equated to riba. As we have established, earlier riba is an absolute term which falls outside
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the scope of gharar and profit. Thus, the notion of fixity or predetermination assumption of
the rate return is unable to convert what economically and legally is recognized as a justified
profit into prohibited riba. As a result, the predetermination of the rate of profit, even though
it may accompany certain degree of gharar (risk and uncertainty which are tolerable to some
extent in Islamic jurisprudence), there is no evidence to justify its equivalence with riba.



PART III

IMPLICATIONS



CHAPTER 8

RIBA VERSUS PROFITS:
FINDINGS AND SELECTED IMPLICATIONS

This chapter presents the economic implications of the concept of riba in its integrated form
and our considerations of profit that are ingredients of the theory of excess value presented in
preceding chapters. How are these interpretations of riba and profit applied in economic
policies? What kinds of applications can be derived for efficiency and resource allocation and
what conclusions might be drawn for profit sharing system? These are the main issues
discussed in this concluding chapter of the study. The presentation is organized as follows.
Section 8.1 summarizes important conclusions of the study. It consolidates the major
theoretical deliberations of arguments of the first two parts. Section 8.2 looks into the
implications of the findings on the market economic mechanism in terms of efficiency and
resource allocation, It highlights the consequence of riba-based economy in the light of the
tradition of the Prophet (saw) and microeconomic principles. Section 8.3 examines the role
nature and scope of profit-sharing system in the context of the theoretical derivations. It
focuses on the current unresolved points of the profit-sharing issues and assesses the possibility
of fresh arrangement of Mudaraba modes according to the implication of findings of this
study. Section 8.4 outlines some of relevant areas which require for further research on the
light the implications of this study, i.e., Equity and income distribution, economic stability,
an inflation problem in the light of an integrated concept of riba.

8.1 GENERAL FINDINGS

Reviewing the existing Figh literature and investigating the nature and source of riba with
reference to the common interpretations of classical figh scholars and contemporary writers,
we find the following conceptual problems'such as. Firstly, definitional problems where we
find that the focal point of the definition is frequently shifting from purely linguistic context to
technical interpretations, from sale-based explanations to completely a loan-based one and from
purely Qur ‘anic terminology having its own distinctive features to its absolute equivalence with
usury and conventional interest. Secondly, a classification problem. It is noted that the juristic
divisions of riba into various kinds fragmented individual elements without logical coherence can
hardly establish a meaningful contribution to our economic understanding rather than causing

another dimension of the problem under question. Thirdly, a rationale and analogy problem how
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1o extend the prohibition beyond common six items and on what basis, has been the point of
contention even among classical Figh scholars. All the approaches worked out by the Figh
scholars for this extension have been subject to critical, and serious reservations, since the
early period of Islam. And lastly, an assessment and evaluation problem with existence of
juristic opinion that completely disregards the concept of quality difference in the context of
exchange of identical items. Another dimension of the problem arises from the predominant
approach of seeking solution from equating riba to a conventional term of interest in order to
figure out the nature of profit. This approach confronts a strong conceptual challenge for the
interest is extremely intricate matter and subject to historical controversy Uzair(1998). The
ambiguity related with the identification of profit and interest is deep rooted in conventional
economic theories (Chapter 3). The conventional literature constantly identifies interest as a
profit and uses both terms as a synonyms and interchangeable, Schumpeter (1954). This
obscurity in the usage of economic concepts is not limited to profit and interest relationship
alone, but, the same situation in their relations with the rent. In this jungle of conflicting views
about the basic terms of interest and profit has trickled down to the contemporary writings of
Islamic economists [Chapra (1985), Naqvi (1985), Chaudhary (1992)] which could damage
the hallmark of Islamic financial system. '

It is basically for this reason that this study opted the Qur'anic methodology by
assessing profit versus riba rather than its equivalence with interest. With serious attempts of
analyzing the basic ingredients of the issue, it is concluded that the integral picture of riba can
be built around its literal meaning in Qur‘an. It arises from a transaction of one commodity
in exchange for itself. So it is a growth of something from a single commodity or economic
good's own self through sale or exchange. Thus, the similarity in kind or homogeneity of the
exchange items for exchange seems to be the necessary condition for riba, while excess in
either scale may stand for a sufficient condition. The central theme of the study demonstrates
the fundamental principles of an integrated theory of riba namely (i) principle of quantitative
equivalence, (ii) principle of qualitative equivalence. However, while the first principle can
be assured by standard unit of measurement, the second principle calls for more general
principle which could take care of this qualitative equality, that is the (iii) principle of
inspection and standard specification. In this way, the picture of the theory of riba according
to this study becomes complete which have the following distinctive features; the
convergence of riba divisions (riba al-fadl and riba al-nasiah) into a comprehensive concept

of riba, (1) in this sense riba is a generic term, applicable to all economic goods and even
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services, (2) since, riba is part of devouring people’s properties in vain there is no particular
ribawi goods paraHel to the action of theft and robbery which cannot be attributed to particular
properties or assets. (3) Examining the concept in the context of time or inter-temporal
exchange we assert that, since, pure time is merely an abstract, it can add nothing to things,
the time difference of the conclusion of a contract and the delivery of the object matter does
not generate eXcess value and hence, has effect on the concept of riba. (4) The decrease or
increase of the loan as a part of the contract is considered riba, for riba is discrepancy of
either party at the cost of the other in a given particular kind of transaction. We have
demonstrated that similar rules are applicable to both transactions of sale in identical goods
and loans, (Chapter.6). This common condition integrates these two transactions into the
exchange theory. In this sense, the Joan contract represents the credit saie of this particular
exchange, while the immediate transaction of identical goods may represent its spot form.
What peculiar in this type of exchange is its requirement for conducting it on absolutely equal
balance in both quantitative and qualitative equivalence as a necessary condition for being free
from riba elements, (5) the quality difference that may associate with this kind of exchange
should not be ignored, it must be taken into the consideration in both cases of loan and sale
transactions otherwise, the contract would not be free from riba elements.

Establishing this integrated view of the theory of riba in Islam the study tries to
investigate the main sources of riba and study the issue in three broad areas namely; pure
exchange economy, time value and risk and uncertainty. Examining the concept of riba, in all
these areas, we come up with the conclusion that riba as it is used in Shariah and Figh
interpretations would mean "a quantitative increase or excess value in the context of an
exchange in identical goods on the account of unbalanced quality or time discrepaﬂcy." In this
connection, It is i_mmaterial whether transaction takes place in the name of loan or sale.

It must be clear that the reinterpretation of riba is not necessary only for understanding
the nature of riba but, it is prerequisite for the explanation of the gist of the concept of profit
as well. In this way we have proved our basic hypothesis that both terms of riba and profit in
Islam are increase, and excess values which are basically exchange phenomena. However,
these two terms have exclusively separate roots and natural origins. In contrast to riba profit
arises from trade in two different goods/utilities where the economic nature of riba is quite
opposite to that of trade, confirming the inherent distinctions given by Qur’an "And Allah has
permitted sale and prohibited riba”(2:275). Departing from the main dominant, this work

streamlines riba versus profit and elaborates the underpinning logical principles of the
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prohibition of riba and the permission of the profit and their logical separations. We have
elaborated this wisdom in simple postulation stating that the human behavior of selling
something for itself in order to acquire more of it, is the basic vehicle for a riba element. In
this study, we have emphasized that profit and riba are two entirely different concepts in the
context of exchange economy. Profit is based on exchange of two different goods necessitates
by the human desire for variation in other words the natural diversity of human taste and
difference in costs of production or resource endowments. Profit may represent, in terms of
utility, consumer surplus or retained expenses and in the context of international trade, it
would represent the well-known concept of 'gain from trade’. In both cases, it is very clear
that profit indicates the increase of welfare for both parties that may involve (Chapter.3)

It is concluded that riba is the worse kind of devouring people’s property in vanities
and faulty way. So it is strictly forbidden in absolute terms in Islam. But, in contrary,
devouring each other's property through al-tijara (trade) is permitted, provided that such
trade to take place "by mutual willingness” of the two parties. This permission indicates the
tolerable situation of sharing the gain from trade. The reason is that, because it is very
difficult to assess or to figure out the exact amount of profit/benefit that goes to either party
from the transaction, hence, the mutual willingness is considered as the best indications of
their equity in the distribution of trade benefits. Given this clear permission, if either party
gains more than the other or one party incurs loss while other gains, it can be assessed on the
ground of gharar rather than riba. Although Islam recommends the elimination of both gharar
and riba but, it has shown a great tolerance with gharar. riba can be avoided when the
transaction involves the exchange of different goods and the transaction is not characterized
in features of two transactions in one sale. But, since the gharar is an information problem,
it may be avoided through complete information about the exchange items and the stipulation
conditions of a contract. The required information must include the nature and the standard
quantitative and qualitative aspects of the items, as well as, their original cost. The study
strongly argued that as these two transactions are different from each other owing to the
natural difference of objects of exchange, riba and gharar are inherently two separate issues
in the following respects, (I) in terms of originating sources (ii) in terms of clarity and
assessment (iil) in terms of being the object matter of the contract and (iv) in terms
permissibitity and legal considerations. The study also asserts that the legal state of riba will
remain the same under any degree of uncertainty (Chapter 7).
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Islam considers the presence of gharar in transaction contracts undesirable and
obligates its removal from business contracts to the possible extent. Since, risk and uncertainty
are relative terms Islamic principles show flexibility in dealing with this problem. gharar s
permitted for the sake of need, inconvenience and impossibility of its separation from the
object of the contract. However, it is to note that the higher the uncertainty and risk the
greater would be undesirability of that contract and vice versa. Moreover, any human efforts
towards transformation processes of generating profit are subject to risk and uncertainty. But
the uncertainty and risk element is neither necessary nor sufficient condition to determine the
existence or permissibility of profit. Nothing will change with the change of these factors,
except that some level of gharar may be associated with the profit depend on the behavior of

involving economic agents.
8.2 EFFICIENCY AND RESOURCE ALLOCATION

The allocation efficiency of an interest free-economy has been an area of major concern for
the Muslim economists. While reviewing the contributions made in this field, one has to bear
in mind that full fledged Islamic economy does not exist in the present literature, Many of the
proposed advanced in the available contributions are yet in the nature of a hypothesis rather
than definitive conclusions derived from observed behavior of an Islamic economy. The
existing literature focused on that the demand for investment at a given expected rate of
profit will always be higher in an Islamic economy compared to conventional system. It is
observed since, the investment is one of the most important determinants of the rate of
growth, it flows that an Islamic economy would have pronounced growth orientation, Ahmed
(1983,p.7). However apprehension is some times expressed that savings which are essential
for capital formation and economic growth would be discouraged in an Islamic economy
because, of the prohibition of an interest rate. Some of the Islamic economic writers have gone
further to the extent of perception that all savings will cease at a zero rate of interest. It is
argued the people have positive time preference and unless the interest rate is positive, the
positive time preference cannot be transformed into negative, Nagvi (1982)

No doubts profit to be the main criterion which controls the allocation of financial
resources. It is the decisive factor in determining the sources of a new project serving as the
rate of evaluation thus the rate of profit represents a mechanism of allocation of resources

which is the sole drive for effectiveness and efficiency in any economic enterprise. The
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decision of participating in new projects is controlled by the profit rate alone, as this rate rises
then the chance that the project, regardless of its size will receive financing or participation
in financing increases. El-Ghazale (1994) asserted also that the rate of profit is not only
relatively more efficient in the allocation of resources, but it also more effectively limits the
development of monopolistic tendencies. It strongly emphasized on the equity perspectives
of the matter that Islamic system can practically achieve justice for both the saver and the
investor in profit sharing system as neither of them gets before hand by guaranteed fixed
return they both share the risks and results. However, some of the objections raised against
interest-free economy is that it will not be able to bring about an optimum allocation of
resources, the reason given is that the interest is price and like any other price it performs the
function of allocating scarce loanable funds among the infinite users such funds in an objective
manner on the basis of ability to pay the price.

8.2.1 The Natural Existence of Profit

Thus, Islamic economists have a common view that profits to be the main factor which
controls the allocation of financial resources, it is considered the decisive criterion in
determining the success of a new project serving as the rate of evaluation, thus, the rate of
profit represents an effective mechanism and efficient allocation of economic resources. As
far as the notions of efficiency and resource allocations. equity and income distributions are
concerned it is pertinent to keep in mind certain natural considerations of economic
phenomenons which perhaps establishes the basic foundations of price theory in Islamic
economy, such as: (I} difference in proportions of endowment resources, (ii) difference in
skill, capability, intelligence and knowiedge of people, (iii) difference in the cost of production
of goods and services, (iv) difference of preference and taste of consumers (v) inter-temporal
discrepancies of wants and economic resources. In chapter five we have concluded that both
riha and profit or according this research what we call excess value is basically an exchange
phenomenon. Both riba and profit could be clearly assessed exclusively in the context of
exchange in its broad sense. Where, in this context of resource allocation someone may refer
to the entire of what we have established in chapter five, we would like to reaffirm our
previous argument on the difference of riba and profit not only in a legal point but purely an

economic point of view. Given the above economic situation with deep concentration of the
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role of riba and profit, one can easily understand the role and economic function that each
would perform.

8.2.2. Profit as the Vehicle of Efficient Resource Allocation

According to the above exchange-based analyzes of riba and profit we find that profit by
nature associates with trade and why people trade? It is due to the difference in their
endowments, skill, costs of production and difference in their human taste. It is estal_)lished
fact that people benefit from the variety and difference. It is also natural truth that no one
would have every kind of resource or can do all kinds of works efficiently but he would have
desire for every beneficial good or service, it is given that some different parts of land hold
different resources, and human capacity has its own natural limitations, someone to perform
certain task efficiently requires that one to become specialists in that particular work or
production. This is perhaps, essential for efficiency in production. We all know that ibn
Khaldun elaborated and Adam Smith (1776) advocated the specialization and labor division
lead the economy towards efficiency. Observing this in three levels, i.e., production,
consumption and exchange, we find that if each economic agency specializes in the field which
he can do the best and factors of production are employed in such a manner, they can produce
their optimum level of production. As generally each individual or economic agency can
specialize only a single economic activity, i.e., in production of goods or services, it is
reasonable to expect that each one produces only a single commodity or services that he can
do his best, in terms of quality, quantity or cost reduction. If all economic agencies are
working in this manner then economy is efficiently functioning. Assuming that each
commodity or service produced is normal and permissible in Islam which satisfies a specific
kind of want or need. Then the more its quality is improved the more it would satisfy its
corresponding demand and that is what efficiency in production implies. Any successful act
of productive enterprise takes the society forward into a greater welfare level, as its resources

are transformed into objects of greater value.

As increment in value produced (profits) accrues to the entrepreneur in the first
instance, entrepreneurial activities are directed to where it is expected from maximum reward.
And we know that profit would decrease with the increase of competition among firms.
Therefore, the entrepreneurs can increase their reward (profit) through improving their
efficiency of production, either in cost minimizing or quality improvement or expanding their



287

variety of their production. If an economy is growing in all these directions simultaneously,
this is a significant indication for economic development and better resource allocation as far
as the production efficiency is concerned. The basic driving motive of all these activities is
secking for more profit, where each firm is not producing the goods or services to consume
it, but to exchange or trade them to those who need it. Thus, through the exchange of goods
and services among societies where each one is producing or supplying something in order to
acquire a variety of things, is the way of generating higher welfare and economic well-being.
Simply if each specializes what he can do relatively in efficient way would imply that each has
something to sell in order to purchase many things produced by different individuals or
economic agents. So, a real economic development is to make the people possess a valuable
thing, i.e., goods or services in order to acquire what they do not have through exchange.
It is a basic principle to assume that each good or service satisfies a particular demand
or need, while the wants are unlimited, so each individual desire numerous kinds of goods and
services, in which the more goods and services he has, the more his welfare would be or
welfare will increase, where specialization demonstrates that each individual has specific
production or service to supply. The consumer's desire will increase as the quality of that good
increases, but if each consumer uses only his own good or service his very existence may get
in danger rather than to think about welfare. Therefore, each one can improve his welfare by
consuming more different goods instead of one single good or service. Thus the consumer who
has access to more different kinds of goods or services are relatively better than the one who
has access to only small number of items. Then each consumer to maximize his utility .should
get access to most available goods and services but with proportionately less quantity than if
he were to have only few. As specialization is the essence of efficiency in production and
resource allocation and utilizing variety of commodities and services, these are essential to
welfare optimizing. The exchange of goods and services is an indispensable intermediator of
production and consumption, which channels the goods and services to their use. Production
itself is considered, as we have mentioned earlier, indirect exchange for producing certain
goods undergoes different kinds of transformation process, and channeling them to their best
use through trade. The second stage of exchange, since producing a bulk of goods without
directing to their utilization implies wasting of resources, exchange is very indispensable for
production. Thus we may conclude that profit is the basic motive of the whole exchange

activity and it serves as the essential economic spirit that determines the efficience in resource

allocation. Profit is feasible as long as the natural differences exist in endowments,
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opportunity cost, skill and capability and human preferences or taste. So profit based economy

is basically market economy.
8.2.3. Efficiency of Financial Intermediation

In this exchange context not only the trading finishing goods are important for generating
profits or allocating resources, but exchange in intermediate goods or financial assets serves
for the same purpose in larger scale. Financial intermediaries increase the efficiency of the
financial market. Islam strongly recommends efficiency in every aspect of human activity.
Suppose the bank which operates on the basis of Mudaraba and Musharaka modes of finance
in its investment may have limited application on the liability side. However, the bank has an
ability to minimize the total risk by spreading their investments to a large number of clients
on the asset side. The large the portfolio and investment spreading the lower the risk would
be other things remain the same. There may be higher risk of concentrating the Mudaraba
fund to a single Mudarib. This may be due to diminishing marginal capacity of
entrepreneurship, analogous to diminishing marginal productivity of labor. One can infer from
here that the productivity of the enterprises increases at declining rates as more and more
capital is invested at a single entrepreneur. Thus, it is obvious that a rational Mudarib will
demand capital to the extent his total profit is maximized or at least he retains a profit rate that
matches the prevailing market wage rate. It is observed that with the increase of efficiency,
skill and experience of the Mudarib, the production may increase and risk may be reduced and
as a result profit would increase. However, the productivity and managerial capacity of the
entrepreneur have its own natural limitations. Moreover, the production variation is considered
as we mentioned above as the way profit maximizing on the part of the firms and the means
of economic well being on the part of the whole society. Therefore, the portfolio of resource

allocation and investment diversification seem economically the best option that leads to
efficience in financial diversifications and risk minimizing.

8.2.4 Riba as the Root of Scarcity and Inefficiency
The adopted interpretation of riba in this research as we have elaborated in chapter four is

simply selling something in exchange for itself at a higher price. And as it may appear from

its very definition, it negates the principle of price theory, where pricing something in relation
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{0 itself it is essential that the value should be the same for it is simply two equal parts of the
same thing. Where in each commodity may have different relative price with any other good,
it can have only single price in respect to itself in given period of time, provided that its value
content or quality remains the same in that period. In this context, the concept of riba implies
that any thing that is produced should be either consumed by the producer or sold in terms
of itself at a higher rate. For instance, if a wheat producer sells on riba he is expecting more
wheat to be returned to him, a gold producer sells for more gold, etc. Each one is producing
to sell his production or resources in order receive more of the same things. It will have
unimaginable economic implication. Someone may think this to be an unrealistic situation
which has no any existence in the practical life. But he may wonder when he realizes that this
is the fact and dominant features of modern economic system. Before, we try to think what
strange economic implications this situation might have. It is very important to note here the
truth that mentioned by the Prophet (saw) before fourteen centuries. It is related to Abdallah
bin Mas’ud that the messenger of Allah said:

"However, plentiful (flourished) the riba ( economy based on riba ) may be, its end

is want and scarcity.” (Musnad Ahmad, Ibn Majja and Baihaqi) [No'mani
(1983,p.349)].

Someone, may ask how does riba-based economy to generate scarcity and wants? The
commentator made the observation that if the word Aagibathu which is occurring in the
original text is taken to mean ultimate end of the Hereafter, it is the general believe of the
Muslims that everyone will see with his own eyes that the people who had made immense
gains through riba will rise as paupers on the Last Day. And the wealth they had so acquired
will prove a curse on them. However the hadith is supposed to signify more than that which
may imply it. However much, an individual may add to his wealth through riba, it will
ultimately avail him nothing and he will end up in actual poverty. The superficial observers
may find it hard to believe this truth, but those who are capable of taking deeper view of
things will understand the fact. It is common experience that the people who live on riba
seldom they enjoy a real peace and happiness which are the chief advantage one may expect
it from the wealth.

The basic question is how does economically the concept of riba in practice generate

want and scarcity How can be explained this in the advancement of modern conventional
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economic theories? To answer these questions is to elaborate the truth of the above divine
theory in simple microeconomic terms. We may mention here few of them. In the context of
the above naturally given circumstances, if each individual or producer or endowment owner
sells what he has for more of itself and do not accept any other good for its substation, it
means that ultimately each commodity will accumulate to those who discover or acquire the
resources before the others. And it will continue to accumulate until they possess the whole
available resources of that particular kind of resource. Suppose in case of gold mining, if
those who acquire the fields in the beginning want to own it forever not only their own
resources but to have the command over the gold resources of others. They will start to sell
gold in exchange for gold at a higher rate. They will ever receive more gold. And the more
gold they acquire the more they will give on riba and on the other hand less gold will remain
for the borrowers, hence their repayment power will be weakened which will make the lenders
to increase the price of a loan or the rate of riba. And as the result they acquire more and
more of gold. This process if it will continue indefinitely, ultimately it will exhaust the whole
existing gold assuming the total available gold endowment is limited. If each economic agent
behaves in this manner and hold the ownership of his initial resources, it is very reasonable
to expect that resources particularly most dear and durable ones sooner or later will
accumulate into the hands of small opportunist individuals of riba users. These absurd
economic activities would perhaps generate certain kinds of abnormal situations. To think of
few of them, while on one side there would be a bulk of resources which are accumulating in
few hands, on the other side, there would be scarcity resources where large number people
their resources are significantly reduced or totally deprived by riba users. On one hand, as
the law of diminishing marginal utility teaches us those who concentrate the resources will
suffer with disutility as they are directly consuming that accumulated resources. The law
conveys that with every increase in the stock of a commodity its marginal utility diminishes,
and with every increase in stock that someone already has the less welfare he may drive from
it. Therefore, with the increase of accumulation of the same commodity, the welfare that
individual may gain from it would be declining. While riba users would suffer with their lust
for collection of wealth, which holds in single good and lack of variety, the other part of the
society would suffer from scarcity of their precious resources. The ultimata result of this
absurd economic activity is clearly predicable. As it is leading to a situation where one party
is suffering from want for variation as it accumulated a single good while the other party is

suffering from scarcity of resources, deficiency and poverty. These phenomena inject the roots
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of scarcity, wants and inefficiency in allocations of resources into the economy as whole.
Comparatively, the economic implication of riba is directly contrary to the implications
of profit. In case of profit, the resources flow from where they are in plenty to where they are
scarce, from where they are relatively idle or less produétive to where they are productive and
usefully utilized, while, in case of riba resources actually flow in the reverse case, from where
they are in scarce and dear, to where they are already concentrated. in this way the economic
resources although they seem to be very much when they are concentrated in few hands
without utilizing properly. As the result the scarcity in general and want for variation in both

haves and have nots would be the inevitable consequences.
8.3  PROFIT SHARING SYSTEM

This discourse of reinterpretation riba has some very important implications on the Islamic
financial system and reshaping the PLS system in the light of these findings. There is a large
possibility of improving the theoretical basis of profit-sharing system and enhancing its
operational conditions than its predominantly envisaged state. As we have noted in the
introductory chapter of this research, profit-sharing system is generally referred to a method
of participatory engagement in business activities and sharing the resulting outcomes according
to pre agreed proportions. There is a general consensus in the legitimacy of sharing profits,
where the capital and expertise are added together to participate in the transformation process
of capital formation and production function of an enterprise, where, should both capital and
expertise come from one party (e.g., sole proprietor) all profit belongs to it or should these

two come from separate parties with agreed proportions, (e.g., Mudaraba, Musharaka) they
share the outcome in mutual agreement.

8.3.1 Traditional Conduct and Contemporary Paradox

The Mudaraba contract in its classical form should assign a profit for each party. The rate
should be predetermined in proportion or as a ratio of the outcome rather than a fixed amount
or percentage of the principal capital. The freedom of the worker is limited to the selection
of the client and the profit ratio is supposed to be decided on the basis of i Integrity, ability,

’honesty and mutual relations of the two parties. Islamic economic theorists emphasize the
investment activities of the Islamic financial institutions would be based on the two legal
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concepts of Mudaraba and Musharaka alternatively known as profit and loss sharing system
(PLS). They contended that an Istamic bank, unlike the interest-based financing in which the
borrower assumes all risks, would provide its extensive financial resources to the borrowers
only on a risk sharing basis. But, it is generally agreed that the contemporary financial Istamic
institutions are following neither Mudaraba model nor Musharaka faithfully Ausaf Ahmad
(1997, p.30). For instance, in case of Pakistan, despite the remarkable incentive provided by
government in the initial stage of the introduction of Mudaraba business in 1981 the Mudaraba
financing companies practically did not follow the profit-sharing financing as it is envisaged,
Siddigi (1996, p.12). They favored financing short term trade-based and leasing business.

Theoretically, the Islamic bank may agree with its Mudaraba clients on the profit-ratio
which is specified in the contract. The ratio may depend on the bargaining power of the client,
the profit forecast of the Mudaraba, the personal aptitude of the client, marketability and the
duration of the contract. If the Mudaraba does not yield any profit or gets loss, the Mudarib
does not receive any remuneration for his labor. And in case of loss, the bank bears i,
provided not proved any misuse or mismanagement on the part of the Mudarib. But, in
practice the financial institution almost eliminates the uncertainty involved in a pure Mudaraba
venture. The actuarial risk in the venture as utilized in Islamic banking system is quantifiable
and insurable. The discussion on Mudaraba as practiced in Islamic banking indicates it is
mostly used for a short term commercial purpose where the outcome is almost certain, Saced
(1996). As the recent studies indicate Murabaha together with leasing finance make about 90%
of overall volume of Islamic financial institutions’s investment activities by the virtue of their
predetermined return and relatively risk-free nature, Siddiqi (1996, p.13).

With these contemporary apparent conflicts between the theoretical concepts of profit-
sharing system and its practical application by Islamic financial institutions, certain basic
questions may be asked, i.e., What is the role and scope of the profit-sharing in Islam? is there
a role of organizational set up on determining the Islamicity of the business operations? Does
the profit-sharing system in Islam, imply a particular mode of financing parallel to Murabaha
and ijara?. In response to these issues and to diagnose the sources of the problem, the
contemporary Islamic economists presented various observations identifying the problem to
exist due to the low levels of honest and trustworthiness in the market, the poor auditing and
fack of constant means of monitoring the business Siddigi (1995). Or it is owing to an acute
agency problem that Mudaraba may contain, Bacha (1995). Or the costs of informational
asymmetry that PLS techniques might involve, Wagar (1985), or it is due to the financial and
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fiscal structure of the concerned economy and the existence of bad products beside the good
products as Fahim Khan (1995) explained it. This paradoxical situation between theory is not
matter of distribution or merely concern with deciding a fair ratio of profit sharing. According
to our deliberations the problém seems to be more complex and complicated than might be
assumed. The real issue can be sought in the context of profit versus riba in the framework
of business organizations in Islam rather than simple distributions of expected or realized
profits.

In the previous chapters we have elaborated the economic and legal differences of riba
and profit in Islam. Both aspects of their difference may not be meaningfully assessed in the
context fixity and variability of return or in the domain of a given organizational structure.
Hence the problem has two important dimensions, on one hand there are some conceptual
misgivings about the nature of profit-sharing system itself as a function and scope, and there
is a practical misuse of certain financial modes. The identification of the problem requires a
proper addressing of these issues. Without going into their details, we briefly mention some
aspects as the part of the economic implications of this research’s findings.

8.3.2 Conceptual Misgivings

Muslim economists mostly believe that the present dominant modes of financing are different
from what had theoretically been visualized. Shahid (1997) M.N.Siddiqi (1987), Abdallah
Saced (1996). According to this view even some traditional trade-based modes are not
acceptable, for they do not comply with the conceived ideal model of profit sharing system.
To them any fixed return on financing is (considered) illogical, irrational, and unjust, ( Uzair
1954), M.N. Siddigi 1983, Chapra (1985, and Fahim Khan (1995). It is strongly argued that
these modes are stained with interest rather than replacing it Shahid A.Siddiqi,(1996, pp.7-9)
Identifying some of the apparent similarities between interest and Murabaha M.N.Siddigi
expresses his strong objection to the deferred payment based commercial activities in general
and recommends its exclusion of bay-ul-mit’'ajjal from Islamic banking altogether,
M.N.Siddiqi (1985, p.139).

Despite, this general explicit reservation about the Islamicity and economic importance
of Murabaha on the basis of the advance fixity of its yield, the objection of the fixed return
has not spelled out the difference between contractual return on lending and contractual return

on sale-based financing, Kahf (1994). We have seen that Murabaha and leasing are integral
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part of the system. The particular importance of Murabaha as an appropriate trade mode for
its cost transparency is emphasized in chapter 5. Moreover, regardiess of the fixity or
variability of the generated profit, there is nio doubt in its permission of sale including
Murabaha and jjara (leasing) which are considered as the basic substitutes of riba in Shariah
points of view. ‘

Another important point of conceptual misgivings is the predominant view of assuming
Mudaraba or Musharaka as the necessary condition for riba-free system. However, the present
literature has not clearly elaborate whether the Islamicity depends on the type of the
organization or there is a particular investment activity feasible only under the terms
Mudaraba and Musharaka. As far as the organizational structure of profit-sharing system is
concerned, this study has not come across any argument suggesting that Mudaraba and
Musharaka with their particular form of business organization determine the Islamicity of the
system. There is no prescribed kind of business set up. In Islam, the combination of capital
and entrepreneurial skill may take a vast number of lawful forms and various types of
structural shapes, as long as the rights and responsibility of each party is defined and the
distributions of the outcomes are mutually agreed by the concerning parties, according to the
prevailing actual returns. _

Similarly, it is very difficult to suggest that profit sharing system in Islam is specific
type business activity parallel to any other mode of financing. Although this point has not been
explicitly argued, but, as we have seen above, there is a general believe that excludes
Murabaha and leasing from profit sharing context. However it commonly known that there
is no particular economic sector specified for the profit-sharing system. Most of the classical
Figh scholars have emphasized that Mudaraba activities are based on commercial trade, and
it is also applicable to agriculture, industries, services and even financial sectors. in our modern
time. Therefore, according to this view all economic sectors can be brought under Mudaraba
or Musharaka mode of financing. It is also clear that the nature of the business activity
determines the appropriate modes of financing that could be adopted in a given sector or a
given investment activity. If it is so, then there must not be confusion in organizational

structure and technical operations of the business. Hence, profit-sharing (Mudaraba and

Musharaka) 1s applicable to all economic sectors, 1.e., trades, agriculture manufacture and

services. It applies to all kinds of profit-oriented business activities. Therefore, it is not
independent mode of financing parallel, as may be presumed, with ijara, Murabaha, stisna’
and other financial techniques. Where the organization could be Mudaraba and Musharaka the
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operational technical modes could be based on Murabaha, leasing, Istisna’ etc. Hence Profit-
sharing system encompasses also all financial instruments ranging from those that are
characterized by fixed rate of return, i.e., leasing, and Murabaha to those associated with risk

and uncertainty.

8.3.3 Practical Misuse of Murabaha Financing

While, the present rejection of dominant modes of financing in the contemporary business
operations is not convincing and defies the authentic Shariah principles, however, there are
undeniable wide misuse of profit-sharing system concepts, particularly Murabaha modes of
financing. This perhaps is the root of contention and the basic reason for the above negative
impression made by the Islamic economic writers and Islamic institutions {IIC. Report (1982)}
over the basic concept of Murabaha or bay' al-muajjal. As long as Murabaha is related to
exchange of different goods and its operations is linked with actual economic activity, it must
not have any harm for it is profit-oriented business rather than riba-based transaction. But
when the bank avoids any participation of transaction of actual goods, there is no other way
to generate income except to indulge riba-based activities, however, the banks fortify the
claim that they are performing bay' mu'ajjal or Murabaha, while in practice a fictitious
transaction which existing only on paper are made use of, to back up credit transactions on
mark-up basis. The contract is made on the name of the buy back purchase technique, the
supplier and the client are the same person, i.¢., the client sells his property to the bank, i.e.,
his car, and simultaneously buys it back at a mark up price payable at a future date either in
a lump sum or installments. The most common mode of Murabaha financing is being used
under this kind of heela. Practically the goods have not been sold and the client has received
only loans with certain rate of interest instead of the price of his goods, Kamali ( 1997 .p.158).

This may not be new heela the people were using similar business since, long centuries. For

instance the person who gives loan, i.e., 10,000 dirhams were 10 sell to the borrower goods

of 4000 dirhams at the price of 5000 dirhams as a part of this loan Fazlul Ilahi (1988
p.129). ’
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8.3.4 Common Joint Mudaraba

The contemporary Muslim scholars have founded their reasoning on operational features of
(raditional Mudaraba , i.e., bilateral nature relying on personal relations of the two parties:
dominant role of rabul mal, functional conditions, a simple commercial activity known to both
parties and subject t0 frequent encashment for profit distribution which could be easily
identifiedHomoud 91985, p.137). However, Mudaraba and Musharaka as the basic
components of profit-sharing system are very flexible and modifiable to cope with the
business complexity of our modern age. Both of them have inherent tendencies of integration
to form common joint stock enterprise or corporation without losing their essential features.
Despite the above strict conditions of traditional Mudaraba, almost all Islamic jurists are n
a consensus on that in Mudaraba case, the entrepreneur has the right to bring his own capital
into the business, however large, it may be, and he has a right to get a capital from a third
party for Mudaraba or 1o enter into partnership with third party. On the other hand, in case
of Musharaka all the partners or the principal owners cannot participate in the management
of the business, it is acknowledged that for the benefit of the business some of them shouid
serve as the managers of the enterprise on the approval of other partners, while, the others
would remain sleeping partners. This is also a further step taken by the Musharaka form of
organization towards Mudaraba. Keeping this flexibility of profit-sharing system in mind, it
is very feasible that Mudaraba and Musharaka modes of financing have a strong tendency of
merging together. The convergence seems to be necessary for solving the inherent problems
of traditional Mudaraba and its shortcomings in applying to the modern financial institutions.
Through this convergence, it is feasible that the bank may minimize the risks and moral
hazard may be reduced for the entrepreneur, in this way, should be making his own

investment as well. Similarly the problem of informational asymmetry would be reduced. The
contemporary Islamic economists proposed, explicitly or implicitly, the common joint
Mudaraba as the best solution for the problems of traditional Mudaraba, Homoud(1985
p-136), Kahf (1995), Al-Khaddab (1997), Kamali (1997). According to the proposed
convergence the rights and responsibilities of the two parties - the common active partner and
investors - are expected to change significantly to cope with the requirements of this new
situation. The most important features that distinguish a common active partner from a private

active partner as elaborated by a number of contemporary scholars, i.¢., Homoud (1982), Al-
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Khaddab (1997)and others, concentrate on the stipulations (conditions) liability and the
distribution of the profit, features which are interesting to our findings.

i. The Role and Freedom of Entrepreneur

No doubt that the individual interferences in the management of Mudaraba will drastically
affect the efficient performance of the whole enterprise. Even in the case of bilateral
Mudaraba such interventions are considered undesirable for that may prevent the Mudarib
from performing his normal duties. The entrepreneur is expected to be competent and have
authority on the business enterprise which gives a full freedom to invest and use the capital
providing different options to the financier including the nature of business to be engaged, the
duration of the venture and places where the Mudarib could conduct the business and
whatever steps or decisions that he intending realize the maximum gain as he sees
economically feasible and Islamically permissible. Hence, conditions restricting such liberty
of action vitiate the validity of the act. Therefore, it seems to be inevitable that a common
active partner should be empowered to determine the conditions which conform to the nature
of the general Mudaraba or common joint enterprise. This means that common active partner
enjoys full independence as much as regards the stipulations which the investor, in his capacity
of being an owner of the money were able to impose on him. The capital owners in this
context will merely express his choice and preference on the face of available options set by

the entrepreneurs or capital managers. He is unable to impose his view. This is perhaps the
most peculiar feature of common joint Mudaraba.

it, Responsibility of Common Active Partner/ Entrepreneur

The general view of the classical Figh scholars show that the Mudarib should not be made
responsible to the depletion of the capital or its loss as long as there is no negligence,
mismanagement or deliberate action from the side of the Mudarib. But, the common active
partner, corresponding to this, enjoys a complete independence of decision making in the
management of the fund, he bears the responsibility of safeguarding it from loss and
guaranteeing the principal amount plus agreed percentage profit within the terms of the
contract. The liability of the active partner for the capital delivered to him for the purpose of
investment is deemed to be an important matter in practice As far as the liability of the
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common active partner is concerned, it is argued that the common partner’s situation is
parallel with that of the common worker who is serving at the same time for different people
on a fixed wage known as in Figh terminology ajir al-Mushtrak - common worker.

The Figh scholars have maintained and rationalized that the ajir al-Musharak to be liable ( for
the loss of property in his custody) unless the things go beyond his control, i.e., a natural
calamity or unforeseen disasters which have direct consequence to the profitability of the
enterprise Kassani ( Ibid, p.210). This view is generally accepted on the basis of Maslaha-
common interest of the people as reasoned by Ali (ra@) when he said "nothing safe guards the
interest of people except that."Shattibi (Al i’tizam, p.119).

The common joint Mudaraba necessitates that Mudarib to accept funds from the
public-various partners and provide a number entrepreneurs participating in the enterprise with
their expertise. This new situation makes the Mudarib to be liable for any loss analogy to a
common worker. The way the modern Islamic banking operates also confirms this view, for
usually the bank guarantees the capital that it invests, Al-Khaddab(1997). The bank gives the
realized profit to the capital owners without fixing what it received in proportion to total
profit and the bank takes the fund to trade on ujra and gives the remaining to the others.
The liability of the Mudarib for loss can be endorsed on the basis of the well-known Figh
principle of individual responsibility. The person is answerable for his deeds, decisions and
choices. Every person is liable for his own deeds and legally he is the one who must bear the
burden or costs and get the benefits of his choices. It is reported that the Prophet(saw) said
“the hand is responsible for what it has taken until it returns.” San’ani (Subul Assalam, p.67).
In the light of this hadith the Figh scholars also recognized the liability of guardians, parents,
teachers or bosses upon the actions of their children, students or subordinates respectively. In

this connection the common worker- ajir al-Mushtrak is responsible also for the works of his
‘trainee’ Zuhaili (Nathariyat al-Thamman. p.257)

iii Profit Sharing and Predetermination

Given these modifications of the freedom and responsibility of the entrepreneur and -in line
with the earlier conclusions, it is important to ask the question, who is entitled to profit and
on what ground, in other words what determines the right to claim profit? There is a general

view that entitlement to profit is primarily due to at least one of the following three elements

namely, ownership, work, liability to loss or guarantee against risk. Kasani of Hanafi school
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provides a rational argument for the underlying reasons of entitlement to profit and states that
“the rule in our view is that entitlement to profit is either due to the wealth (mal) or due to the
work (al-amal) or by bearing the liability for loss (daman).” As for entitlement due to wealth
it is obvious, because profit is a growth in wealth and belongs to its owner and likewise the
partner(sharik)is for his participation. If the Muadarib were made to bear the liability for loss
he would be entitled to the entire profit (of Mudaraba) this due to his daman and it is the al-
kharaj (out come) of daman as the Prophet (saw) stated that 'al-kharaj is in consideration of
liability’. Thus, if the liability for bearing the loss falls on him the khargj belongs to him
100."Al-Kasani( Badai' al-Sanai, p.3545). A similar view of daman is expressed by Ibn
Qudama stating that "In our view, daman is the basis for entitlement to profit in Shirkar al-
abdan (work partnership). The acceptance of work involves daman . . . and provides
entitlement to profit. It is therefore, similar to the acceptance of wealth in Mudaraba. In this
forgoing juristic deductions, we find that there are at least three reasons for entitlement to
profit, i.e., capital/wealth, work, and the liability for bearing loss. However, we see that the
combination of daman with either wealth or work increases the level entitlement to profit in
which as Kasani observed the assigning the work as well as daman to the Mudarib may entitle
him to the total profit, while Ibn Qudama acknowledged also the work and daman may g0
together in Shirkat abdan similarly in Mudaraba. We find that daman usually goes with the
ownership. However in partnership contract and business dealings these two factors may be
separated where daman may sometimes go with the work like AJir al-mushtrak (a common
worker) and sometimes it is independently established borne by third party outside the
enterprise, for instance, insurance agents.

Examining the business forms on the basis of these considerations, it becomes very

obvious that in case of proprietorship, ownership, work, and liability may concentrate on one

individual provided that he may not enter an insurance contract, but if he makes insurance

he would gain profit due to the first two grounds, while the liability for the loss resuiting

from the considered risk wills rest on the insurance company. However, in case of the

partnership the entrepreneur could be entitled to profit for his work alone, or acquire more
profit if he also takes the responsibility of the guaranteeing the principal against a defined risk.
So, guaranteeing both profit and capital would entitle him a higher rate of profit. Similarly

if the responsibility of the guaranteeing against capital loss falls on the capital owner, it is very

reasonable that he should be entitled to higher profit rates. But practically, on the basis of the

above measures, it would be more appropriate that the working party to take the responsibility
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of guarantecing the capital than the rabbul mal. Given the active partner is a competent
entrepreneur who works in common joint enterprise or corporation for numerous capital
owners with the existence of insurance against any threat beyond his control, then there is no
reason to believe that fixity of profit in advance creates a problem.

Moreover, the reality of our modern time necessitates that the rate to be fixed on the
ground of a moral hazard or agency problem, due to the moral weaknesses of Muslims,
Khallaf (1957). The contemporary Figh advisory boards of Islamic banks also confirm this
view, where it is permissible that Islamic banks and financiers or active partners (o stipulate
in their contracts a fixed amount entitled to the investor or the entrepreneur.

We have elaborated in the preceding chapters that the necessary condition of profit is
the conversion or transformation of goods or asset from one state to another through
production process, such as, manufacturing, growing, or through simple commercial
rransactions. In fact, this criterion serves as the basic indicator of the difference between profit
and riba. In this sense fixity of profit is subject to gharar to the extent the actual return
deviates from expected level. However, the fluctuations of the profit rate taking into account
where the risk of uncertainty and gain from the business are fairly distributed, would reduce
even the gharar to negligible level. But, the association of great degree of gharar with the
Mudaraba business may cause Mudaraba to be invalid. It is easy in the traditional case,
Mudaraba to become in valid, simply if the Mudarib transfers the capital to another Mudarib
without prior permission or the profit rate that goes to either party is fixed. However, there
is a great difference between Mudaraba to be invalid and the prohibition of riba. The
invalidity of Mudaraba when the profit is fixed in advance does not mean necessarily the
contract to turn out into riba. This fixity of the rate of profit does not convert the originally
halal Mu'amala into ribawi transaction. Within this context the people are free 10 make
conditions in their financial transaction and they have to comply with their stipulated measures
once they decide with mutual consent. For instance, If the common active worker offers
condition or the financier to provide a fixed amount of the profit annually with the guarantee
of the principal, it must be fulfilled, for “The Muslims are bound by their agreements unless
they hold a permissible thing as prohibited or prohibited things as permissible.” Figh scholars
urge that the agreed conditions must be observed to the maximum possible.

The modern corporate financing has developed a various possible options and priorities
which may be arranged for the distribution of profit among share holders with respect to their
responsibilities and capital share, Muhsin (1992). The profit distribution is internal matter
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which is agreed upon between the parties. Because, it 1s the active participants, who decide
the feasible return that goes to the sleeping parties, on the basis of given business
circumstances. The diversity in business needs may be considered with the diverse
circumstances of supplier of capital, in order to give various options having diverse risk and
returns. Some may seek permanent partnership and are willing to and capable of assuming
risk, others may desire to part from liquidity only for a short period. Thus, it is observed that
the issue of a variety of shares to cater to every sort of taste ultimately helps the business in
attracting funds for its own needs. Therefore, the financial institutions based on Islamic
principles must offer diversified forms of profitable options with different business returns,
maturity, rights and responsibilities, for instance, some contract may be permanent, others
may be temporary, some may carry voting rights others may not.

Nevertheless, the fixity of the rate of return in {slam should be determined by the real
indicators of the actual economic outcomes. It is not volatile so that it may vary with the
slightest changes in the market performance, for Muslim financiers are expected not to be so
parsimonious to capture a minute change of profit levels. At the same time it is not
permanently a given rate of return under whatever the economic situation on the ground may
be, for this may harm the investors during the economic recession. The teachings of the
Prophet (saw) are very relevant in this context. it is reportedly expressed that the messenger
of Allah (swr) forbade the sale of the crop of a grove for some years and he told that some
allowance should be made for loss suffered through a sudden calamity.”(Ma’arif al al-hadith,

p.521). Perhaps this teaching of the Prophet indicates a balancing measuring between the
above extremes.

8.4 AREAS FOR FURTHER RESEARCH

The basic distinctions between doctrine of riba and profit establish a number of significant
economic implications. Reducing the matter squarely in the context of an exchange economy,
the economic relation of objects of exchange is not only the core of Islamic theory of value
but also fundamental criteria of appraising the entire economic activities. This study has a
significant implication on an important economic issue, but three correlated areas of vital
importance can be mentioned here namely (1) monetary management in the light of the

prohibition of riba in other words the inflation problem and the prohibition of riba, (2)
economic stability and (3) equity and income distribution
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1. Inflation Problem and the Prohibition of riba

One of the most important implications of this discourse arises from its strong relevance with
the requirements of modern monetary managements and dealing with the inflation problem.
Examining the above interpretation of riba in the context of an inflationary situation, it is
feasible that one can derive from it, is a very important contribution to the monetary
management. The integrated concept of riba (chapter 4) is suggesting that the elimination of
riba from the economy takes care of inflation, for, a simple reason that according to Islamic
principle the loan once concluded it must be protected against any risk. Integrating the quality
aspects of the objects of exchange implies that the loan should be fully guaranteed in its mithl
or value. Thus, a debt and long term financial contracts, must specify that the monetary
amount signed on a particular date to considered returning its similarity. The concept of
similarity as this study elaborated implies the equivalence of payment to its original in terms
of its value or purchasing power. This view makes the monetary management to be very tight
and value oriented rather than volume.

In this reasoning the contemporary dominant view on indexation may be suggested to
be reconsidered, as seems to be necessary for the equivalence loan contracts to be assured,
the humanity to work for inventing a universal unit of measurement for currency values or a
constant price index used as a point of reference for the purchasing power of local currencies.
This proposition calls for a careful substantiation in both Shariah ground and economic
feasibility. How far it satisfies the requisite of a smooth economic function and reliability of
financial performance. It is premature to suggest that introducing a scheme of constant values
units, would take care of the economic stability and makes the government decide wisely and
manage the monetary policy rationally under the pressure of maintaining the real value of all
fixed income groups of the society including labor, and long term loan contracts. However,
the above findings may suggest that the constancy of value is applicable only to the loan
contracts which are denominated in monetary terms: wages, credits, Meher muajjal, qard
hassana, etc. This means that it may not be applicable to investment contracts and working
capital or assets in operating business for the transformation process itself may take care of
the problem similarly the real goods or physical assets for these have their own real values.
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2. Economic Stability

Theoretical explanation given by the modern conventional theorists about the major causes
instability in market economy show that all of them are very relevant to the central conclusions
of this study, hence they deem for further separate investigation in the light of the findings of
this research. For instance, the generally observed factors include (I) dichotomy between debt
commitment and actual productivity (ii) continual revisions of contracts and debt refinancing
(iif) financial speculation and (iv) unreasonable money creation through a credit mechanism.
The discussions on these points can be referred to the works of Minsky( 1978) and Allais
(1995). Minsky has observed that the relation between cash receipts and payment commitments
determines the course of investment and thus, employment, output and profits. The spread
between cash flow and payment commitments to be the main source of instability in
investment is widely acknowledged.

In Islamic economy, all payment commitments in the context of investment are
inherently associated with the existence of profit. Thus, the nature of profit-based economy
1s to monitor any significant divergence between the commitment payments and actual income
flow, so Islamic financing arrangements make the payment commitments as a function of
income flows from real economic activities which provides the system a built-in stabilizer 1o
the capital asset market. The financing terms are to be adjusted according to the changing
conditions such that the ratio of cash flows to cash commitments remains relatively stable. But
since, debt requires regular predetermined interest payment regardless of the actual economic
situation. Then, business difficulties are inevitable which may create a pervasive situation on
the cash flow of firms, forcing reopening the contract in such a manner that puts the debtor
In a dilemma to either forgo what would otherwise be some further profitable venture or sell
some of its existing assets to meet liquidity requirements, or borrow further and may be at a
higher interest cost. Perhaps the financial speculation is the worse factor that generates the
financial instability particularly in an advanced capitalist economy with a sophisticated
financial market. In these economies the volatility of investment is largely because of
speculation rather than productive changes.

In order to produce goods business must acquire physical assets, but it is observed that
through means of the credit mechanism, new means of payment are constantly being invented
in interest-based economy which amounts to the creation of new purchasing power with no

effective counter part other than promises to pay in the future. The great economists like
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Keynes have observed this that systematic instability and financial crises are an inherent
feature of modern capitalist economy, which results securing the means of production through
merely debt creation, Maurice(1993). In this context, the Islamic financial system by
elimination of riba and gharar according to the above interpretations of riba and profit
concepts will make an important contribution to understanding the crux of the problem and
to design some viable precautionary measures.

3. Equity and Income Distribution

It is noted that the effect of the prohibition of riba on the distribution of income and wealth
deserves much attention and more detailed study that have been made so far. With the
elimination of riba Islam encourages the flow of financial capital which as we have seen leads
to concentration of wealth in few hands which results general scarcity and want. In this sense
the interpretation of equity in Isiam must be very meaningful.

We have seen above, the misallocations and inefficiency that associate with riba. The
relationship between equity of income distribution and the prohibition of riba requires more
deliberations and focus, It is observable from the above conclusions that a market mechanism
can be improved by removing riba and gharar from the economy so that the market
autonomously take care of this problem. The findings of this study highlights the drastical
implications of riba on resource allocation, it also indicated the great mischiefs of riba in this
respect of income distribution are also apparently self evident. Through riba-based on
economtic process the wealth or economic resources will concentrate in few hands and with the
increase of this wealth concentration would be mostly at the expense of large majority of
society. Consequently, the scarcity of capital resources would increase its cost, the rate of riba
- which would further aggravate the situation. But, a rigorous study and empirical analyze is
required for substantiating that riba-based process constrains the economy rather than
expanding it which in turn decreases the level of employment, at the same time squeezes size
of the entrepreneurship in the economy and leads the economy to scarcity and depression.
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