1 Appendices

APPENDICES

APPENDIX-A

Question No. 1 What is the definition of Riba (L) according to the Holy Quran
and Sunnah of the Holy Prophet (p.b.u.h). Does it cover the
simple and compound interest existing in the present day
financial transactions?
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“An excess, accordingly to legal standard of measurement of capacity, or
weight in one of the two homogeneous articles opposed to each other in a contract
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of exchange and in which such excess is stipulated as obligatory condition on one
of the parties, without any return”
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SiddiquiDr. Nejat Ullah
Islamic Economics Centre, Saudi Arabia

The Ouran has used the word riba in its literal meaning of ‘increase”, as in Sura
30,Verse 39 which reads :

"That which you give in usury in order that it may increase on
(other)peoples' property hath no - increase with Allah; but that which ye give
incharity, seeking Allah's countenance, hath increase manifold ".
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Scholars are agreed that the prohibited ‘increase’ refers to the increaseon the
principal in a loan transaction, i.e. what we now call interest. This meaning is
confirmed-by Ouran in Sura 2, Verses 278-279 which read :

"On ye who believe! Observe your duty to Allah and give up what remaineth (due
to you), from usury, if ye are (in truth) believers? And if ye do not, then be warned
of war (against you) from Allah and his messenger. And if ye repent then ye have

your principal (without interest). Wrong not and ye shall not be wronged? ".

The riba prohibited by Ouran does cover, therefore, the simple and compound
interest existing in thepresent-dayfinancial transactions .

The Sunnah, too, confirms this definition of rib a, i.e. any increase on
theprincipalstipulated in a loan transaction. The Prophetin his last Haj sermon,
isreported to have said: "Beware, all riba outstanding -from the' riba prevalent
during the pre -Islamic period is void. You are entitled to your principal sum- -.
.neithershallyouoppress nor shall you be oppressed against ".

(Abu Dawood, Sunan, Tradition No. 3334, Kitah al Buyu' Bab-fi-wad'alriba. Also
see Tirmidhi, Sunan, Tradition No. 3087, Kitab TafsiralQuran, Bab Sura Tawba.)
The Sunnahhas also prohibited riba involved in barter and exchange of
currencywith 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 theyonly broaden the scope of the definition of riba without diluting in any
sense thecrux of the definition given above .

Riba as defined in the Quran and Sunnah does, therefore, cover simpleand
compound interest in the present-day financial transaction .

Mr. S.M. Hasanuz Zaman
Research Department, State Bank, Karachi.

The inferred meaning (isharat al-nass) of the Quranic verse “And if ye repent
then ye have your principal (2:279) is suggestive of the Quranic definition of interest.
This implies that anything chargeable in addition to principal amount comes in
purview of prohibited riba which is the Arabic word for interest.

The Holy Prophet was more concerned with plugging the loopholes towards
charging interest and eliminating inequities appearing in barter transaction. Thus

Translation taken from M.M. Pickrhal: The Glorious Quran,
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whatever he disallowed as interest explained the scope of application of Quranic
interest rather than suggesting any new definition. The well-known narration:-

“L) sed Radia ja B S

Al-Suyuti Al-Jami al-Saghir Cairo Vol. 2, p. 94) made by Hasan Basri on the
authority of Hadrat Ali and understood by some commentators as Hadith has
generally been treated to be the standard definition of interest that provides us with a
touchstone of determining the nature of a transactions of debt or credit. The definition
as inferred from the Quranic verse and the direct definition as given in the reported
Hadith cover simple increase on loan. The Quranic ban on simple interest followed a

ban on exorbitant or compound interest in the verse:-
rielias ilaal L)) |6 Y (3:130).

This policy is inspired by the mode of prohibition in the Quran that warns:-
Msms g dll (e oy 153 38
(2:279)

The question if the ban on interest as imposed by the Quran and detailed out in the
Hadith would be equally applicable in the present-day financial transactions would be
decided on the basis of the well-known fighi rule which provides that:-

sl G gead] ¥ Sall o sand 3 juall

Thus the absolute prohibition as pointed out above would not be relaxed unless it is
done so in the Quran or by the Holy Prophet(PBUH) himself or on the ground of a
convincing argument because the rule is that:

MY ) Las il s (S5 Al L A8 e 5 s sladdi(Majalla Art. 64)

Dr. M. Ramzan Akhtar
Asstt:Prof. International Institute

of Islamic Economic, Islamabad.

The word, Riba, as understood from the Holy Qur'an and Sunnah, is any extra
payment received over and above the principal amount, regardless of fact that extra
amount is significant or insignificant. Islam, therefore, considers the Riba, Haram, in
all of its forms.
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Fugaha have given two interpretations of the word, Riba: Riba-al-Nasia (~xL:,) and
Riba al-Fadl (J=dllL )

Riba al-Nasia is defined as,
o i) e Jle il ) 5 Jal) ad la g pliall a8l s
which is translated as :

"Any lending arrangement that obligates the borrower to pay a certain extra
amounting over and above the payment of the principal amount against the
specified deferment.'?

Similarly, Imam Baihagi reports the interpretation of Riba by Hazarat Fuzalah
Ibni Ubaid (Radi Allah Anho) ((Lol ssa s (e~ s s¢d Axdia a (a8 JS) which is
translated as: "Any lending arrangement which results in some benefits to the lender is
one of the kinds of Riba”.3- It is important to note that the Ayahs of Holy Our'an
prohibiting the interest relate to Riba al-Nasia,

"O' Ye who believe, fear Allah and give up what remains of your demand for
usury, if Ye are indeed believers." (Al-Bagara, 278)

"If Ye do it not, take notice of war from Allah and his Apostle, but Ye turn
back, Ye shall have your capital sum: Deal not unjustly, and Ye shall not be
dealt with unjustly," (Al-Bagarah, 279).

At the time of revelation of the above Ayabhs, the prevalent form of Riba was
Riba al-Nasia. Therefore, the companions of the Holy Prophet (PBUH) understood the
meaning of these Ayahs in terms of Riba al-Nasia. Thus Riba al- Nasia was
categorically regarded Haram in matters of Qarz (u=_8).

Raba al-Fadl occurs in those commodity exchange contract where a contract
provides payment of any extra quantity of the commodity.

For instance, one kilogram of wheat is exchanged for more than one kilogram
of wheat, regardless of quality consideration. What matters is, that a given quantity is
to be exchanged for the same quantity. In this case the Hadith of the Prophet (PBUH).

’Razi. Imam Abu Bakar Jassas, "Ahkarn-ul-Our'an”, Vol. 1, p. 557.

3Baihaqi, Imam, "Sunan-e-Kubra", VoL 5; p. 350.
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The Hadith is translated as:

"Sell gold by gold, silver by silver, dates by dates, wheat by wheat, salt by salt,
and barley by barley, like for like and equal for equal. So he who made an
addition or who accepted an addition, committed the sin of taking interest. But
sell gold for silver as you like but hand to hand and sell barley for dates as you
like but hand to hand."

Though the above Hadith mentions the incidence of Riba in six things but the
Fugaha have extended the application of this Hadith to all commodity transactions
characterized by the same underlying reason (i.e. <:le). Whenever the same
commodity is exchanged for more (quantity), the Riba al-Fadl will be incurred.

In the light of above explanation, it is clear that the word, 'Interest’ ascommonly
understood in context of-banking/financial pertains to the Riba al-Nasia. Therefore,
any extra payment specified in Oarz (u=_#) relating contract over and above the
principal amount, falls under the definition of Riba al-Nasia, irrespective of the
rate/amount of the extra payment. Hence, both the simple and the compound interests
are prohibited as being Riba al- Nasia.

Some People, perhaps have misunderstood the meaning of the verse:-

"O Ye who believe, devour not usury doubled and multiplied but fear Allah
that ye may (really) prosper" (3:130)."

and have tried to argue the admissibility of the Simple interest. This is totally wrong
derivation.

As a matter of fact, the Holy Our'an wants to root out interest-ridden mentality
transpires from the Verse (2:279). lbn-e-Jareer has reported the interpretation of
Hazrat Oatada (Radi Allaho Anhu) in his book:

Ll ale )50l 30 Y 5 ol sal a5 15380 O ped daand (0 e ad S e

which is translated as: "That the Holy Our'an permits the lender to receive the
principal amount only and does not allow any addition (however small it may be)."
(Ibn Jareer: Jami al Bayan Vol. 3, p. 67)
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Prof Dr. Ala'uddin Kharofa: School of Laws, Malaysia.

USURY IN ARAB SOCIETY PRIOR TO ISLAM

Arab people were dealing with usury. It was customary for one to borrow from
another with usury. If the lender did not get back his loan with the usury on time, he
would increase the amount of the debt and the usury. The Arab nation, prior to Islam,
as well as after Islam, consisted of business people. They traded with the North
Arabian Peninsula and with South "Yemen", and with Ethiopia, "Africa" and with
countries around the Mediterranean Sea. One of the ports through which the Arabs
travelled was Eden, which was the centre of business with India. The Arabs had two
trips: one in Winter to Yemen, and another in Summer to Damascus. The Holy Ouran
has mentioned these two trips.

THE ATTITUDE OF ISLAM ON USURY
Naturally, when Islam was revealed from Allah(s) to direct humanity to

the best way of life among its teachings was the prohibition and cancellation of usury.
We read In the Holy book, the Koran, the following:
858 (ye il Lo g dllaic | g o 8 (il ) gl (B )90 5l ) (g0 plila 37
7.0 shmanall an SAT B Al A g (50 5

(That which ye give in usury in order that it may increase on other people's property
hath no increase with Allah; but that which ye give in charity, seeking Allah's
countenance, hath increase manifold). (Chapter Al Rum 30:39)

nie ) ggd 2B 510l andal 5 ) IS Al Ja (e pday 5 agd sl s aple Liaja | gals Godll (g alladt
” Ladl Ulie ayie (e 8IS Litie | 5 JBLIL (il U1 sl oIS 5

(Because of the wrongdoing of the Jews we forbade them good things which were
(before) made lawful unto them, and because of their much hindering from Allah's
way. And of their taking usury when they were forbidden it, and of their devouring
people's wealth by false pretences. We have prepared for those of them who
disbelieve a painful doom).

(Al-Nisa 4:160-161)

O A e U g - gl oS e g8 g oL Wiacal |5l 1S Y el sl Ll
-0 san 5 aSdal J gyl 5 ) ) pmaal
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(O Ye who believe! Devour not usury, doubling and quadrupling (the sum lent).
Observe your duty to Allah, that ye may be successful. And ward off (from
yourselves) the Fire prepared for disbelievers).

(Al-Emran 3:130-131)

o gl ) 1516 5405 03 o ol o (R0 40085 (o3 150 LS ) 058 Y 30 o sKREs o
SE g ) 83405 ol s A 386 455 pn A 3o 861 B8 Lol 305 il 1 081y o 530
eu\Jusdsg_mymjuuM\@wu)sm\dm(wo)wqhg_agJu\‘_,t_xmugju
el a3 Y5 2k e 24581 ST 55 ) 5 lallzal e 515 6 (YY)
A GE(YVA) G 258 11 G G e 15535 0150 1550 Gl 3T (YY) 0058345 4 V5
530S ONa(TYA) Cosallad W5 &y sallat &0 5aT e g2 808 R 0 5 Al gl ) hm 3y 155008 Sl
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The translation of these verses is:

“Those who devour usury cannot rise up save as he rises one whom the devil has
by his touch driven to insanity. That is because they say: Trade is just like usury;
whereas Allah permitteth trading and forbiddeth usury. He unto whom an
admonition from his Lord cometh, and (he) refraineth (in obedience thereto), he
shall keep (the profits of) that which is past, and his affair (henceforth) is with
Allah. As for him who returneth (to usury) -- Such are rightful owners of the Fire.
They will abide therein.”

Allah hath blighted usury and made alms giving fruitful. Allah loveth not the
Impious and guilty.

Lo! those who believe and do good works and establish worship and pay the poor-
due, their reward is with their Lord and there shall no fear come upon them neither shall
they grieve.

O Ye who believe! Observe your duty to Allah, and give up what remaineth (due
to you) from usury, if ye are (in truth) believers.

And if ye do not, then be warned of war (against you) from Allah and His
messenger. And if ye repent, then ye have your principal (without interest). Wrong not,
and ye shall not be wronged.

And if the debtor is in straitened circumstances, then (let there be) postponement to
(the time of); and that ye remit the debt as alms giving would be better for you if ye did but
know.
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And guard yourselves against a day in which ye will be brought back to Allah.
Then every soul will be paid in' full that which it hath earned, and they will not be
wronged. (Al-Bagarah: 275-281)

Prophet Mohammad (PBUH) was the first to implement all the teachings of
Allah(s): therefore, he has forbidden his followers to deal with others by usury. Abdullah
bin Masood narrated that, Prophet Mohammad ( PBUH) cursed the one who takes usury,
the one who pays it, the one who will be witness on it, and the one who writes its
contract. In another narration the Prophet ( PBUH) said, about those who have been
mentioned here, that they are equal in the sin.

Then, in the farewell sermon "Khutba" the Prophet (PBUH) said "And all the
usury is under my feet. The first usury cancelled, “forbiden™ is the usury of my ‘uncle,
Al-Abbas son of Abdul-Muttalib™. There are other Hadiths which are warning the
Muslims of dealing with other by usury.

So, it was established in Islam that usury is forbidden, "Haram", by the Holy
Quran and by the Holy Prophet (PBUH), and that was the opinion of all the Muslim
scholars.

And here we see the prestige of Islam and its uniqueness. When Islam forbade
usury, it did not forbid it between a Muslim and another Muslim only, but also between
Muslim and non- Muslim alike....

Abu Hanifa . (May Allah be pleased with him) said that if a Muslim enters the
place of war, "Dar Al- Harb", it is legitimate for him to deal with the people by usury.
His evidence is that the body of the enemy, "Al-Harby", is legitimate, therefore, his
money is legitimate too. But, according to Imam Malik (may Allah(s) be pleased with
him) -even in this case, the case of a Muslim entering the place of the enemy, Dar Alharb,
usury is forbidden.

In contrast we should remember here that the Jewish scholars have permitted the
Jew to take usury from the Gentile "other than a Jew"!!!

Muslim jurists (may Allah bless them) have explained as usual, the cases of usury
in detail: They said that it is: "A surplus on a debt you pay". In other words, if someone
borrowed one hundred dollars, he should not pay back more than the same he has
borrowed, i.e. one hundred dollars. If he pays one dollar more, this one dollar is
considered usury.

Some scholars have defined usury as-conditional surplus on a debt. Other scholars
have defined usury at the time of the ignorance, "Al-Jahilya”, as follows:

The usury at the time of the ignorance provided that if one sold anything to another for a
fixed time, and; if the term was over and the buyer could not pay, he could get an
extension of time with an increase in the price (surplus) (Al- Askalani: Fath Al-Bari,
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Sharh Sahih Al-Bukhari V. 4, p. 17).

According to other scholars, usury at the time of the ignorance provided that a
man had the "right" to a fixed time; that when the time came, the lender would say: "Are
you ready to pay?" or, "Do you want an extension with usury?" If the debtor paid the
debt, the transaction was over. But, if the debtor was unable to pay, the lender would
increase the amount of the debt and grant an extension of time, and postpone the debt
with surplus on the original amount.

It should be noted that not every "surplus” in transaction is forbidden in Islam. The
surplus which is a result of buying and selling is legitimate and lawful. The "surplus”
which is forbidden and prohibited is "surplus” called "usury".

The significance of prohibition of usury in Islam was protection for the
underprivileged, the poor, and the needy; and also protection for the rich from the
resentment and the jealousy of the poor, which could lead to social unrest and revolution.

The ban on usury was only one of many blessings brought to mankind by Islam.
By banning usury, Islam eradicated one of the basic causes of conflict in humanity. The
Islam aims at to build a society based on peace, harmony, cooperation and collaboration,
and not on competition and economic welfare among individuals, groups, and nations.

It is difficult to go into detais in this paper, on the subject of usury. However, |
would like to mention here that usury is equal to or synonymous with the interest. There
Is no difference between the two words, "usury" and "interest". From the Islamic point of
view whatever is being paid over and above the debt, conditionally, is "Riba" usury, or
interest.

The prohibition of usury is one of the pillars of the Islamic economy. This
prohibition cannot be isolated, nor can it be considered a blame against Islam. We, the
Muslims, should believe that everything comes from Allah(SWT). The command of the
Creator should be followed and implemented in the society. The teachings of Islam ought
to be followed.

| have been reading, writing and lecturing about usury for thirty-eight years, and |
have concluded that interest is usury. And if some scholars say the opposite, they are
wrong.

On the other hand, no one can say that the elimination of usury can be done in the
society, in the Twentieth Century easily or at once. But, we should believe that all the
teachings of Allah(s) are among the possibilities and the practicalities.
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When Islam eliminates usury, it has brought an alternative, which is interest-free
loan, (=l (= _&l) which means, as | would like to translate it as: The Blessed Loan.* We
read in Chapter 2:275 (which we brought it in beginning of this research that Allah(s) has
ordered the lender to be patient with the borrower if, the latter was unable to pay his debt.
According to the Holy Koran, the lender has no right to charge usury, but he has to wait.
Some people think that if usury would be eliminated completely, the whole society would
be paralyzed or even may freez and none would be able to do any business. This idea is
wrong. There are countless ways to earn money with in the bounds of Islam. Among
those one is Mudharabah" company, where two parties form a company. The capital(is
provided is by one partner and the work is provided by the other partner. They are jointly
responsible to share the profit and the loss of the company. The profit must be divided
between them according to a fixed share, i.e., one-fourth for one, and three-fourths for
other; or one-third for one, and two-thirds for the other; or one-half for each (assuming
here that the one who has the capital does not have the time to trade, or docs not have the
expertise, etc.). The conditions here are that both parties share in the profit and the loss. If
the capital is totally lost, the partner, who was working with his efforts and expertise, is
not responsible, since he has also lost his efforts. This kind of trade was very well known
in Arab Society during the ignorance time, "Al-Jahiliya”. Prophet Mohammad (P) did the
same for "Khadijah, daughter of Khouiyled" prior to his prophethood.

This kind of trade is the best alternative to the saving account at the bank, because
the bank is responsible for the capital in case of a complete loss. The customer receives a
certain percentage as profit, 5%, 7% or more; but he is not responsible for any loss. That
Is the crucial difference between the saving account and "Al-Mudharaba". The saving
account is illegal and forbidden in Islam-- it is "Haram", it cannot be considered as "Al-
Mudharabah" company. This is the opinion of the vast majority of the Muslim Scholars
(may Allah bless them).

Nawazish AU Zaidi
International Institute of Islamic Economic, Islamabad.

The definition of Riba according to Holy Ouran can be derived from Verses 278-
2800f Surah Al-Bagarah translation of which is reproduced below:

(278) O ye who believe! Fear Allah, and give up what remains of your demand
for Riba if ye are indeed believers.

(279) If ye do it not, take notice of war from Allah and His Messenger: But if
ye turn back, ye shall have your capital sums; Deal not unjustly and ye shall not be dealt
with unjustly.

4 Some interpreters have translated (Lwa L ) as: (beautiful loan) See: Yousif Ali, page 97.
And some others translated these two words (Lwa Lia ) as : (goodly gift) See: The translation of Mohammad Al,
page 105. Also see: The Meaning of the Glorious Ouran, By Mohammad M. Pickthal, page 38.
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(280) If the debtor is in a difficulty, grant him time till it is easy for him to repay.

But if ye remit it by way of charity, that is best for you if ye only knew.

From the text of above Ouranic Verses the following inference of very basic

nature pertaining to Riba can be drawn:--

(1) The believers have been asked to give up the remaining amount of Riba and
permitted to receive their Ras-al-Mal. i.e. capital sums (if they repent), gives the
Quranic definition of Riba, that is, any addition to the capital sum in a transaction
of loan is Riba.

(2)  Nodistinction has been made whether the addition in the capital sum of the loan is
based on simple interest or compound interest.

(3)  The prohibition of Riba is categorical and without any exception. No distinction
has been made whether the loan is contracted for purpose of consumption or
production.

(4)  Nodistinction has been made whether the loan transaction is between individuals,
corporate bodies or governments.

(5)  The message is addressed only to those who are 'believers'.

(6) Those who give up the remaining amount of Riba (and also discontinue future
dealings based on Riba) they are believers indeed.

(7)  Those who repent and turn back from dealings based on Riba are permitted to
receive back their capital sums i.e. Ras-al-Mal.

(8)  Continuing any further dealings based on Riba amounts to inviting war from Allah
and His Messenger.

(9) Itisimpossible to call one a believer if one is in a state of war with Allah and
His Messenger.

(10) The lender is being asked to reschedule the debt to the time of ease if

the borrower is in difficulty. It implies that the borrower was not in difficulty when the loan was

obtained.

(11) In case of the difficulty of the borrower it is being suggested to the lender to remit the

loan by way of charity. Had the circumstances of the borrower been bad or difficult at the time of
obtaining the loan, the lender should have given the required amount not as loan but by way of
charity in accordance with other injunctions of Quran.
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The above inferences prove that the prohibition of interest, being an addition to the
principal sum in a transaction of loan, is absolute and unconditional. However, as lender has
been permitted in Quran to receive back the 'Ras-al-Mal' (principal sum) if he/she turns back
from Riba, the principle indexation of a loan may possibly be accepted as permissible. To what
extent the use of indexation may be made is a separate issue.

Coming to the inconsequential difference between usury and interest, the 20th Century
Chambers Dictionary defines usury as "taking of (now only iniquitous or illegal) interest on loan:
interest”. It means where there is a legal limit, a rate of interest in excess of that is 'usury'. So, the
difference between 'usury'and 'interest' is of a degree and not of kind. As Our'an prescribes a zero
rate of interest on loan, any amount in excess of zero is illegal, and from the Islamic point of
view there is no difference between usury and interest. The same dictionary defines interest as
"premium paid for use of money". The glossary of terms in Samuelson's Economics defines
interest as "the return paid to those who lend money to firms and others", and interest rate has
been defined as "the price paid for borrowing money for a period of time". Therefore, there is no
difference between the Islamic concept of Riba and the capitalist concept of interest. In fact,
Islam condemns the earning of money through money-lending.

The definition of Riba (al-Nasia) according to Sunnah of the Holy Prophet (peace be upon him)
is given in Hadith Nos. 1, 3, 4, 5 under sub-title of 'Riba al-Nasia' under 'Riba in Hadith'
contained in the attached Appendix-lon Riba in the Qur'an, Hadith and figh given in Dr. M.
Umer Chapra's book "Towards a Just Monetary System'. The conclusion is the same i.e. anything
in addition to the Ras-al-Mal in a loan transaction is Riba.

Mr. Ziaul H.aq
Chief Research Officer, Pak. Insitute of Development Economist,
Quaid-e . Azam University, Islamabad.

The society in which the Qur'an was revealed was a tribal society in which barter trade
generally prevailed. In barter, just exchange is the crucial problem which means that equivalents
are exchanged for equivalents to avoid any exploitation, fraud or cheating. According to the Holy
Quran and the Sunnah of the Holy Prophet (peace be upon him) riba, literally an excess or
increase, is an unearned income which accrues to any person in an exchange or sale or capital or
commodities, or in loans of such commaodities. Riba is an unjust exchange between two parties
in which no recompense, countervalue or return (badal) is given by one to the other party.
This was the general definition of riba formulated by the Muslim jurists. This definition
will cover the interest charged by modern banks for loanable funds, illegal usury, all
speculative sales of future values, and share-cropping etc. Riba, according to the early
Muslim jurists, was a generic and broad term: it is not confined only to the interest
charged on the money advanced on loans (riba al-Nasia) it is extensive and pervasive to
some sale transactions as well, termed by the Muslim jurists as riba al-fadl, the 'increase’
or riba which occurs in sale transactions discussed by the jurists in their books (such as
Imam Malik I1bn Anas: Kitab al-Muatta). This definition will cover both the simple and
compound interest existing in the present financial system. (Please see for a detailed
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treatment of this problem of riba in this respondent's book: Islam and Feudalism. The
Economics of Riba; Interest, and Profit. Lahore, Vanguard Books, 1985).

Mr. M. Arshad Javed
Vice-President, Non-Interest Banking Department, Habib Bank, Karachi.

‘Definition of Riba' is the most fundamental question and still remains to be
coined in concrete words. The Holy Qur'an categorically prohibits 'Riba’ and permits
‘Trading'. What is 'Riba’ as such, has perhaps not been defined anywhere in the Holy
Book. In the Sunnah of the Holy Prophet (PBUH) many examples of as to what is 'Riba’
are available in many forms and kinds, mostly found are 'Riba al-Fadl' and 'Riba al-
Nasiah'. It is out of these examples that the Muslim Fugaha, Scholars and' Jurists have
tried to draw an inference as to the meaning of 'Riba’ and their majority is unanimous that
‘Riba’ in all its forms, types and kinds is ‘Haram'. So far as 'Riba’ as applicable to lending
financial transactions is concerned they say that:

'‘Any increment in money capital in respect of nothing but TIME is Riba.'

Accordingly the Interest (whether simple or compound) as existing in the present -day
financial transactions is 'Riba’.

In my humble view lot of research work is still required to be done. Many
guestions yet remain to be answered and many aspects still need to be examined and
evaluated both in the historic as well as in the present -day context.

(@)  Were there any financial transactions of present-day nature existing during the
days of the Prophet (PBUH)?

(b)  Were business loans in practice at that time? If so, what was the actual
mechanism?

(c) Do the present day business loans possess the exploitative character as was there
in those days existing in personal/consumption loans?

(d)  What was the nature 'of money at that time? Did its value increase or decrease
with relation to time?

(e) Isthere any evidence available as to the maximum period of loan in those-days?
Did, inflation erode the value of money or it’s purchasing power-in-the short-run
or long-run as it does today?

(f Is any incidence of devaluation or revaluation of currency found in those days?
etc. etc.

Mr. Imtiaz Pervez

General Manager, Faisal Islamic Bank of Bahrain.
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The prohibition and elimination of interest is the core of Islamic financial system,
God's immense disapproval of interest is evident from some of the verses from the Holy
Quran (2:278-279). According to Dr. Mahmoud Abu Saud, money, under Islamic laws, is
considered as a means of exchangev. It cannot be equated with commodity for the
reasons that (a) money has a technical (or artificial) property of yielding its owner" real
income simply by holding it, i.e. without exchanging it against other goods (b) it is liquid
and has no carrying cost, no production cost (almost so) and no-substitute, (c) demand on
money is not genuine as it is derived from demand for goods that money. ???

REPORT OF BANKING DELEGATION SUBMIITED BY
MR. MANSOOR AHMAD KHAN, SENIOR ADVOCATE,
SUPREME COURT OF PAKISTAN

Ulema, over the centuries are unanimous in their views and there is hardly any worth
noticing dissent on the subject that time-related fixed monetary returns on a loan,
howsoever, conceived or planned, fall to be considered 'riba’ attracting prohibition under
specific injunction of the Holy Quran.

Question No.2. If banking is based on interest-free transactions, what-would-be its basic
practical shape in conformity with the Injunctions of Islam?
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For banking to be interest-free it is necessary to minimize the role of debt. At

present bank deposits are treated as loans to the banks -- they are debts owed to the public
by the banks. With the possible exception of current accounts, the nature of bank deposits
will have to change from loan to investment. Similarly, the funds advanced by the banks

to its clients are presently treated as loans. This too will have to change and assume the

nature of investment.

Much of the literature on Islamic economics advocates profit-sharing in its various
forms (e.g.mudaraba, musharaka, rent sharing, etc.) as the investment mentioned above.

However, the practice of Islamic banking gravitated towards leasing and murabaha
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(resale on credit with a mark-up). Islamic Figh Academy of the Organization of Islamic
Conference (OTC) has given considered opinions on the valid forms of murabaha and
leasing. These and profit-sharing in its various forms alongwith some banking functions
which can be and actually are performed against a fee or commission (e.g. safe-keeping,
consultancy and acting as agents in administering properties trusts, etc.) provide practical
shape of banking in conformity with the injunctions of Islam.

Mr. S.M. Hassanuz Zaman

As a concept setting up of banks and financial institutions in an Islamic system is
not an objective or an end in itself required to be achieved. The object of prohibition of
interest is elimination of injustice in credit system. Thus, banks or no banks, credit should
not involve interest. No matter why is it offered and to whom and by whom. The very
concept that credit business should be interest-free discourages setting up of financial
institution by businessmen. What recommends encouraging these institutions is larger
economic interest which can be better achieved through pooling up of savings and
organising planned investment. The problem that we are now facing in this respect is that
we erroneously deem the profitability of banks as a basic objective and thus rightly find
all non-interest techniques as risky and problematic. If this misconcept is removed the
problem would ease out. A theoretical approach to solving this problem is contained in
Report on Elimination of Interest from the Economy prepared by Council of Islamic
Ideology, Pakistan. A number of banks have already been set up in different countries of
the world that guide us to different modes of financing without involving in interest.
Theory and practice may be combined and further refined to give an ideal practical shape
to the institution of interest-free financing.

Dr. Ramzan Akhtar

Practically, the interest-free banking system can be structured on tripartite
arrangement, between depositors, banks and borrowers. The nature of arrangement will
vary in different cases as summarised below:

A. BANKS AND DEPOSITORS:

Depositors can be of two kinds, Current Account and Saving Account Holders. In
the Current Account, the depositors want the bank to protect their savings for a short-
time. The bank can accept such deposit (money) on Qarz (u=_#) basis. The bank will be
bound to repay these funds when demanded by the depositors. In the Saving Account, the
people want to invest their saving through banks. The hank can accept such deposits on
the basis of Musharkah or Mudarbah. For this purpose, the bank draws up contracts
specifying the conditions regarding the mode of investment, distribution of profit/loss of
investment etc. Such contracts become enforceable when both parties agree to it.
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B. BANKS AND THE BORROWERS/INVESTORS:

Three situations can arise here:

Q) Consumption loans: Bank will extend interest-free loans for genuine consumption
purposes.

(i) Borrowing for Investment: The banks will enter into Mudarbah and Musharkah
agreements with the borrowers of the fund for investments with the borrowers of
the fund for investment purposes. The agreement will specify the proportions
according to which profits/loss will be shared between the investor and the bank.
After charging the administrative expenses, the bank will distribute the profits
among the share-holders and depositors according to the terms of agreement.

Prof Dr. Ala'eddin Kharofa
The Banks can practice Islamic transactions.
Nawazish Ali Zaidi

Banking is basically a form of ‘financial intermediation’ in which banks, on one
hand, collect or mobilise the savings of the people and on the other hand, make these
collected funds available to those, who need these funds for their business or personal
needs. Banks operations are generally regulated by a Central Banking Authority.

Under interest-based banking, banks collect the savings of the people by offering
them a certain rate of interest. Likewise, the banks also provide funds to users for their
business or personal needs on the basis of a higher rate of interest. The difference
between the two rates of interest covers the banks' expenses and provides income for the
share-holders of the banks. I call this a rigid financial intermediation’ which is based on
borrowing and lending of funds with an addition in the principal sum which makes
Interest-based banking unacceptable in a Islamic society.

An alternative model of banking therefore requires to be developed which must
fulfil the following conditions;

(@ It must not be based on interest.

(b) It must fulfil the economic role of financial intermediation.
(c) It must finance Halal business and industrial activities.

(d) It must generally promote the economic ideals of Islam.

An Islamic model of banking capable of fulfilling the above roles is possible to
develop which can continue to perform the role of financial intermediation in an Islamic
way. The banks will mobilise savings and deposits on the basis of profit-sharing and
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finance business and industry on a similar basis or any other basis which is Islamically
permissible and also has some economic merit. | call this Islamic model a 'participatory
financial intermediation’ as against the rigid financial intermediation performed by
interest-based banks.

For banks or for any other business, the most important thing is as to how their
income is earned. This is the generation side or the productive side. The second step
thereafter is as to how the income earned is distributed among various factors of
production/generation. If the income ‘is not earned through Halal sources, any manner of
the distribution of that income will-not make it Halal.

So, we have to develop very carefully the financing side or the asset side of banks
according to injunctions of Islam. The Holy Quran permits Qarde-Hasan, sale and trade.
The Sunnah permits various forms of profit-sharing like Modarabah and Musharaka. In
place of an interest-based model of banking, we need to develop a trade-based model of
banking. This will surely require a great deal of ground-work. We will have to come up
with new applications of the principles of business which arc approved by Islam.

It will be a blend of Modarabah, Musharaka, ljara, Morabaha and Qarde-Hasan for
which the central bank, commercial banks and other financial institutions must be
required to have their regular Shariah boards and -Shariah advisors. .

The position in Pakistan has been that the existing 'non-interest systern of banking
has come into being without the advice of a Shariah Board or Shariah advisors. Who was
supposed to take the necessary measures or neglected its due function/role for not
implementing the system correctly resulting in the loss of national effort or time? It must
he identified and censured.

The profit-sharing based 'share markets' are successfully functioning everywhere
in the world alongside the interest-based ‘bonds markets'. This proves that various
applications of the concept of profit-sharing can successfully work if efforts are invested
in finding solutions which are relevant to our needs.

Mr. M. Arshad Javed

If banking is based on Interest-free transactions, the Banks will have to forego
their conventional role of just being a financial intermediary. They will have to assume
some other practical shape rather more functional and operational shape. They will either
have to enter into profit and loss sharing ventures like Musharika, Modaraba, Equity
participation etc. or will have to become Trading Houses themselves and perform the
business of purchasing, selling, leasing or hire-purchase etc.

Mr. Ziaul Haq
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For interest-free transactions, money and capital resources have to be socialized.
If riba is illicit, then those who charge it in financial transactions cannot be prevented
unless money and banking resources are socialized. In a capitalist mixed economy like
that of present Pakistan, all factors of production are entitled to receive their returns or
prices for the services rendered by them.

Mr. Imtiaz Pervez

Islamic financial system allows- for the replacement of interest by a return
obtained from investment activities and operations that actually generate extra wealth.
Under this system, neither capital nor any income on such capital is guaranteed in
advance to the depositor. As such, Islamic bank has no pre-determined cost of funds and
Is not under pressure to put up an arbitrary price on the cash that it lends. The income
generated from the assets underlying the invested funds is passed to investment
depositors (Investors) after deducting the Islamic bank’'s management fee. When higher
return is obtained from investment activities, Investors, in terms of their risk sharing
relationship with Islamic banks, receive the relevant higher benefits of such investments.
In the event of loss, however, the bank loses its fees while the Investors absorb the loss
unless such loss was due to gross negligence on the part of the bank proved as such.
Islamic banks generally perform the same functions as conventional banks do. They act
as financial intermediaries, mainly in a trust function, as well as administrators of the
economy's payments and transfer system. While conventional banks exploit market
imperfections (surplus, deficits, information, transaction costs, search and acquisition,
financial claims etc.) solely to obtain maxim results for the benefit of their shareholders.
Islamic bank maintains a greater balance between the interests of Investor, shareholder,
user and society. This is because they aim to contribute to socio-economic justice within
the framework of its functions of financial intermediation. Due to the very nature of its
contractual relationship with Investors, Islamic bank is not exposed to the same
vulnerability on the following counts:

Q) For Islamic bank, Investors' deposits (Investment Funds) being on trust
basis, do not count as its own liabilities. Since Islamic bank is liable only in the
case of gross negligence in the performance of its trust functions, if proved as
such. Investment Funds may count only as its contingent liability. In this sense,
Islamic bank is not a highly leveraged institution unless current accounts
balances in its books are several times its capital base, which is not normally
the case.

(i)  Certain ratios such as Gearing Ratio and Return on Assets (ROA) have no
particular relevance to Islamic bank; Gearing Ratio for the reasons that Investment
deposits do not form as the Islamic bank’s liabilities. Lower ROA of a
conventional bank reflects weakness and vulnerability in the case of volatility of
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conditions on both sides. Even a slight negative interest-rate mismatch between
those guaranteed to depositors and obtained from assets could erode profitability.
In the case of Islamic bank, there are no guarantees to Investors and, therefore, no
fixed cost of funds. Variation in income from assets remains to be for the account
of Investors whose funds are originally employed for acquisition of such assets.
This provides for automatic and, in fact, natural adjustment of assets with
liabilities without the need for any external intervention.

(iii)  Islamic bank as trustee has full discretion on the application Investment Funds
under its mutual contractual relationship with Investors. On the other hand,
Investors as, more or less equity holders or sleeping partners, have natural
commitment in the trustee's decisions and in turn to the underlying assets.

Question No.3.

(1) Does the interest on loans floated by the Government to meet national requirements
come under Riba (L)?

(i) What-alternatives can be suggested for the banks in case they grant
loans without interest for various requirements?
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Dr. Nejat Ullak Siddiqui:
Yes, the interest on loans floated by the Government to meet national
requirements comes under riba.

The Prophet (p.b.u.h.) did borrow to meet the national requirements of Muslims
but he repaid only the principal and made it clear to the lender that there could be no
worldly 'reward' except gratitude.

"Ismail son of Ibrahim son of Abdullah, son of Abu Rabi‘ah al Makhzumi has
reported to us from his father who reported about his grandfather that when the
Prophet was to attack Hunayn he borrowed thirty or forty thousand from him. He
repaid it when he came back. Then the Prophet (p.b.u.h.) told him: May Allah
bless you with prosperity in your family and in your property. The proper
recompense for lending is repayment and gratitude."

(Ibn Maja: Sunan Tradition No. 3424, Kitabul al Sadagat, Bab Husn at Qada. See
also Nasai, Sunan, Chapter 44, Tradition No. 97 and Ahmad bin Hanbal. Musnad,
Vol. 3, p. 305, Beirut, Dar al Fikr 1978).

As a matter of fact the prohibition of riba in the Quran is absolute: the identity of
the lender or borrower. The purpose of loan, its quantity or duration, etc. docs not affect
the prohibition at all. Floating a loan is neither the only nor the best way of meeting
national requirements. There are needs which should be met by taxation, whereas some
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others can be met by the Government buying goods and services on deferred payment
basis. Mobilising private savings on a profit-sharing basis can also suit some national
requirements. The ease with which Governments can borrow and roll over debts in
interest-based system has already resulted in fiscal irresponsibility with grave
consequences for the people.

Banks as enterprises which are established to make money for their owners and
depositors are not suited for granting loans without interest for various requirements.
Lending without interest is a charitable act not a business activity. Banks established as
profitable business can practise charity only to the extent the shareholders and depositors
So desire.

If Banks are established by the State to serve certain social purposes, provision
can be made for granting interest-free loans for certain purposes like education, and
meeting medical contingencies, etc. But in that case the required resources will have to be
provided by the Government. The literature on interest-free banking does envisage some
limited scope for short term interest-free loans being granted by even ordinary banks
against the permission to use part of public's demand deposits for profitable purposes, at
their own risk. The acceptance or rejection of such suggestions does not affect the basic
position stated above. In an Islamic set-up efforts should be made to meet the financial
needs of various sectors of the economy through permissible modes of finance such as
profit-sharing, rent-sharing, product-sharing, prepaid orders (salam and istisna), leasing
and murabaha. Only needs that cannot be met on these bases should be met through
interest-free lending (or outright grants, as the case maybe).

In the case of some interest-free loans being granted by banks, it is permissible to
recover the actual cost of administering the loan from theborrower as a 'service charge'. It
Is however highly desirable for Islamic society to avoid doing so. The resources
mobilised to serve a social purpose through interest-free loans should rather be enlarged
to cover the administrative costs involved. The reason for this recommendation is to
forestall the possibility of 'service charge' growing into charging interest.

It is not necessary. to stick to the present structure and function of banking
institutions. It is possible to separate the investment making function from the function of
keeping demand deposits and performing other services against a fee.The function of
granting loans without interest for various requirements can also be assigned to a special
kind of 'bank’, established for this very purpose.

Mr. Hassanuz Zaman

In the Our'an prohibition of interest is absolute. As stated in answer to Q.1. The
rule is that sl (e sadl Y Lilll 2 9213 21l Thus change in party or purposeof loan would
not affect the prohibition. Fugaha have reported a number of instances of the application
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of prohibition even in Government transactions. For example Al-Sarakhsi has reported
that:

(@  Anas ibn Malik has reported that a finely made royal utensil was brought to
(Caliph), Umar who sent it to me for sale. | sold it for a higher quantity in terms of the
same metal (gold/silver) of which the utensil was made. When | informed the Caliph
about the deal he disagreed with excess quantity of gold/silver charged by me. (Sarakhsi
Al-Mabsut, Vol 14,p.4).

(b)  Abdullah b. Salma has reported that the Holy Prophet (pbuh) assigned to Sad and
another companion with the same name to sell out (some items of ghanima for gold.
They sold 4 mithgal of gold ore for 3 mithgal of gold coins. The Holy Prophet (pbuh) (on
knowing this) observed: "You have taken riba (interest); return it", (Ibid, pp. 6-7).

(c)  Ibn Masood, incharge of Bayt-al Mal at Kufa, has reported that he used to sell out
the balances of Bayt-al-Mal on the spot charging an addition (in exchange). When he
called on Caliph Umar the latter enquired about it and (knowing the detail) observed: that
is riba. (Sarakhsi : Al-Mabsut, VVol. 14, p. 8).

The above instances suggest that the Government is also not exempted from the
application of prohibition.

The question perhaps aims at finding out the alternatives to interest-bearing
Government borrowings. If so the question cannot be confined to borrowing from banks;
it shall have to be discussed in a broader canvass. Presently Government borrows from
central bank, commercial banks, public and foreign sources. As regards government
requirements distinction should be 'made between:--

(@  requirements of productive and profit yielding nature;
(b)  requirements of raising infrastructure for socio-economic growth and of
development activity;

(c)  requirement of social welfare;
(d)  Administration,

The last two are financed through general budget and will continue to be met
through the same source further supplemented by substantial proceeds of Zakat.
Requirements of productive or commercial nature can be met by interest-free commercial
banks on the terms and conditions that it would offer to private sector.

The problem would arise in the case of financing the infrastructure for economic
growth and of development activities. The solution to the problem requires the following
prerequisites to be met:
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(1) Interest is completely prohibited.

(2)  The country is being run under more or less Islamic system by honest and
scrupulous rulers and bureaucracy striving to achieve overall socio-
economic progress and welfare.

(3)  Anoverwhelming majority of sahib nisab Muslims pay their Zakat most
of which is received in the Bayt-al-Mal,

(4)  Quite a large number of Muslims, population is conscious of its
responsibilities towards other persons and the society. Social responsibility
includes the duty of each Muslim to learn and to others to enjoint upon
maruf and prohibit from munkar, to physically and financially for noble
causes (Jihad).

(5)  People are willing to cooperate and make sacrifice for achieving social
benefits.

The above prerequisites, if met, would favourably influence the resource position
of the Government by transferring some important social services to private sector and
thus relieving the Government budget. The consciousness of social responsibility of
participating in Jihad if tapped properly would provide voluntary manpower for defence
and internal security thus reducing the defence budget. As a matter of fact the Our'anic
injunctions:

"O Prophet! Exhort the believers to fight." (8: 65) and;

"Make ready for them all then canst of (armed) forced and of horses tethered that thereby
ye may dismay the enemy of Allah and your enemy; and others besides them whom ye
know not. Allah knoweth them. Whatsoever ye spend in the name of Allah it will be
repaid to you in full and ye will not be wronged." (8:60).

are suggestive of the collective responsibility of Muslims to exert physically as well as
financially towards achieving this object. The financial contribution made by Muslims is
repaid by Allah in the hereafter, let alone a financial reward in this world. This concept
would not altogether eliminate the necessity of a standing army nor would it reduce
expenditure on military hardware; it would replace a sizable manpower by trained
volunteer force that may be available at need. The savings thus; effected may be used for
infrastructure and development. This would be in addition to the borrowings that
Government makes from banks. Presently these borrowings involve interest. In an
Islamic system these borrowings would be interest-free and thus encourage these banks to
concentrate more on productive investments in the private sector on profit -sharing basis
which is so far being neglected because of temptations provided by a risk-free fixed
return from the public sector. This diversion in bank resources leading to higher
investment of commercial and productive enterprizes would, in the long run result in



64

Appendices

increasing the sources of Government revenues rather than depending on borrowings. In
addition to the change in approach proposed in the above lines the Government may also
privatize a number of long gestation development projects on such terms and conditions
as may be attractive to the corporate sector.

The measures proposed in the above lines may go a long way in meeting a
substantial portion of requirements for infrastructure and development.

Dr. Ramzan Akhtar

Q) Yes, the Ouranic injunctions regarding the prohibition of interest are in general.
The interest is prohibited both in the public and private sectors and for all types of
purposes. Any excess payment made over and above the principal amount is Riba
and is thus Haram. For more detail see the answer to the question (1).

(i)

The Islamic Banks will finance viable investment/production projects on
the basis of Musharkah/and or Mudarabah. As for the financing of genuine
consumption needs on the basis of Oarz-e-Hasna is concerned, the
following considerations will have to be kept in view:

(@)  The amount of loan cannot exceed reasonable limits.

(b)  Income accruing from the collateral like land or house will be
deducted from the amount of loan.

(c)  If the debtor is unable to pay back the loan or he dies and
there is no known way to pay his loan, then Bait-u I-Mal will
make payment of the loan to the bank.

Dr. Ala'eddin Kharofa

(i)

(i)

If the Government promises a certain percentage (i.e % 5 or more or less)
the transaction will be under (Riba). But if the Government will borrow
from its citizens any amount and do business under Islamic rules (i.e.
Mudharabah or any kind of Islamic companies) this would be legitimate:

If the loan was, for example, for buying a house, the borrower can be a
partner with the bank, and he can live in the house alone on condition that
he has to pay the share of the estimated rent of the house to the bank. The
Capital still is in his disposal as a debt. The same rules can be applied on
borrowing to buy a car, or to do any business. The banks have to study the
requirements of the individual separately and decide accordingly.

Mr. Nawazisli Ali Zaidi
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Q) Interest on loans floated by Government also comes under Riba according
to the definition against question number one.
(i) Ananswer has been given in reply to question number two.

Mr. Al. Arsliad Javaid

Q) Interest on Government Loans, for whatever purpose these loans are floated
is nothing hut 'Riba’ according to what has been stated in '1' above.

(i) Perhaps the Banks under an Interest-free set-up will not be able to grant any
loan without interest for various business requirements. The Banks will
have to stop their lending business as such, and will have to assume some
other role as stated under ‘2" above. Instead of lending the Banks will have
to become partners in business.

Mr. Zia-ul-Haq

0] Interest on loans floated by the Government for national purposes, comes
under rbia.

(i)  No comments.
Mr. Imtiaz Pervez

MODARABA FINANCING

Modaraba is a contract between an Islamic Bank and client whereby the Islamic
Bank provides specific amount of funds to the client for an enterprise for defined
purposes in exchange for a reasonable and highly predictable profit. The client receives a
share in the profit as compensation or fee for his knowhow and management.

ACCOUNTING TREATMENT

Income from Modaraba relationship is taken in the books of Islamic Bank when
actually realised. Income may also be booked when it is recognised or there is reasonable
certainty of its realisation after it has been duly determined and quantified.

MUSHARAKA FINANCING

It is the same financing contract as Modaraba except that the client also provides a
part of capital in addition to management and knowhow. On the other hand, Islamic Bank
may also contribute in the management and knowhow in addition to its capital. In that
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case, management fees and distributable profit from the enterprise are shared by the client
and Islamic bank in accordance with ratios fixed under the Musharaka contract. This
mode of financing also the same relevant implications as listed under Modaraba
Financing.

MORABAHA FINANCING

Under this contract, Islamic Bank purchases goods, raw material, equipment,
machinery or any other items of economic significance from a third party at the request
of a client and sells such goods to the client on spot or deferred payment basis at its own
sale price. The difference between the purchase cost of the Islamic Bank and the sale
price to the client forms the profit available of the Islamic Bank form the relationship.

REPORT OF BANKING DELEGATION (SUBMITTED BY MANSOOR AHMAD, ADVOCATE)

Modaraba in this case is constituted by two parties: first party is type of owner of
funds to be invested (called Rabb-ul-Mal), and the second party is the expert in
investment the one in charge of labour, and called Modarib. Modaraba does not mean a
hazardous action taken in markets ill order to raise or reduce the price of a commodity as
it is the case in Western economy, but it means an Islamic Investment Company.
Modaraba Company is also called by certain scholars 'Qirad'. This company was set up
since Allah has created people, there being no equalitybetween them: some people have
money but no experience, other have experience but no money. Those who have money
need those, who knowhow to invest it and vice versa, there is then a complimentary
relationship between them. Modaraba has been established as per a verse from Holy
Ouran "While others travel in the land in search of Allah's bounty". So, travelling in the
land is the action to seek to acquire means of subsistence through trade operation. It is in
accordance with this principle that people who put their funds at the disposal of Islamic
Banks to be invested are Arabab-Al-Mal. The Islamic Bank which is in charge of
investing such funds through its expertise is the Modarib. That is why Shariah rules
relative to Modaraha shall be determined prior to the start of operations. The percentage
may be a half, one-quarter, one-third etc. Shariah's provisions have determined also that
financial losses shall he incurred by the party providing funds. However if it proven that
Modarib has neglected, misused or breached any provision laid down by Rabb-ul-Mal,
the Mudarib shall be liable for the financial losses. (95-96).
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Question No.4. Can, in the light of the Injunctions of Islam, any differentiation be made
between private and public banking in respect charging of interest on banking facilities or
services rendered?
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Dr. Nejat Ullah Siddiqui

Islamic law does not differentiate between private and public persons or
institutions in-matters of halal and haram. In the light of the injunctions of Islam no
differentiation canbe made between private and public "banking in respect of charging of
interest on banking facilities- or services rendered.

It is also obvious that the wrong and oppressive nature of interest demanded from
the borrower is not affected by the identity of the lender, be it private or-public.

Furthermore, the literature against interest based banking indicates many ill-effects
(mafasid) of the system with which public banking in respect of charging interest cannot,
therefore, be made even on the basis of maslaha(good effects).

Mr. HassanuzZaman

As already discussed-above the Our'anic injunction on interest is general which
can accept only those exceptions that are provided in the nass or where the cause of
exception is made out convincingly.

Mr. Ramzan Akhtar

Public and private banking institutions are treated at par in respect of the Islamic
injunction of prohibition of interest. No interest is allowed on any financial transaction in
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both public and private banks. However, the banks both in public and private sectors can
charge service charges to take care of administrative expenses.

Dr. Alauddin Kharofa

If the loan requires any expense it should be born by the borrower. (Similar to this
in the book of "Dalil Al-Talib Lenil Al-Matalib" by M.Y. Al-Karmy, p. 37).

Nawazish Ali Zaidi

In the light of Injunctions of Islam explained in reply to question number one,
there is no difference whether the banksis in private sector or in public sector. The fact is
that the Holy Qur'an prohibits and condemns interest as the basis of transactions.

Mr. M. Arshad Javed

In the light of the Injunctions of Islam, Interest is Interest and no differentiation
can be made between private and public sector. Of course, first of all 'Riba’ will have to
be defined, as already stated above and it will have to be ascertained whether Bank
Interest is 'Riba’ or something other than 'Riba’.

Mr. Zialll Haq

No difference can be made, in the light of Islamic Injunctions, between private
and public banking in respect of charging of interest on banking facilities or services
rendered.
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Question No.5.

Q) Can the capital, according to the Injunctions of Islam; he regarded as
an agent of production thus requiring remuneration for its use?

(i)  Does devaluation of the currency affect the payment of loans taken before
such devaluation?

(i)  Can inflation causing rise in the cost/value of gold and consumer goods in
term of currency have any effect on the sum borrowed?
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Dr. Nejat Ullah Siddiqui

(i)  We have to distinguish between money capital and real capital i.e. capital goods such as
machinery. Economists apply the term capital to both of them but their role in production is
different. It is capital goods that quality participates in production. As regards money it can help
the producer obtain capital goods as it can help him obtain the services of labour, the land, the
raw materials, etc. The role of capital goods in the production process is known and measurable.
Their use for a given period of time has, therefore, been regarded by Islamic law as a benefit
which can be sold and purchased while the capital goods itself remains intact and continues to be
owned by its supplier. The one who hires machinery does not owe the machinery. He buys the
right to use it over a period of time. Islamic law does not allow money capital to be hired since it
can be used only by exchanging it with goods and services. It does not remain intact so that it
could be returned to its owner supplier after rendering its services over a period of time. The only
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way the borrower can meet his obligation to repay is to convert to money whatever goods and
services are available, at the time of repayment, as a result of the originally purchased goods and
services having gone through a process of production (including trade). It is uncertain what this
amount of money will be. It may be more than, equal to, or less than the sum of money originally
used to buy the goods and services. There is no way this uncertainty can be removed as it is an
essential aspect of our environment. It is this uncertainty surrounding the only way money
capital can be used in production which makes it a category apart from capital goods. Since its
‘use’ does not and cannot result in a known a measurable benefit/service over time it is not
entitled to hire-money or rental. Its entitlement has been changed by Islamic law to a share in
profit in case there is profit, provided it bears the loss in case of loss. The change from rental or
profit-share is called for by the different roles capital goods and money capital are capable of
playing in the process of production.

(i)  Devaluation of the currency would not affect the payment of loans taken before
such devaluation, in so far as the loan was transferred in that currency specifically. When
the parties to the loan transactions are private person in the same currency area, the
rational of the above opinion is clear. Devaluation of a currency is directed at its value in
foreign currencies, though this may and often does affect its purchasing power at home,
especially with reference to imported goods. It is generally done to serve the best interest
of the people of a country by promoting exports and discouraging imports. To the extent
some people are 'harmed' by it, not only the lender but the borrower could also have been
affected (depending on when did he actually used the sum borrowed). Then, if we assume
that the lender does deserve compensation whom shall we hold responsible for
compensating him? It can only be the authority which devalued not the borrower who had
little say in devaluation. If we ask the devaluing authority, the State to pay the
compensation, it will have to collect this amount (and all such amounts) through taxation,
and the administrative cost of compensating all lenders will be great. Hence we are
obliged to say that the lenders should better take the risk of devaluation into consideration
while lending. If they want to hedge against this risk it is open to them either to refuse to
lend or lend gold or any other commodity not vulnerable to such risks.

Should a Government which has borrowed domestically (in local currency) pay back
a larger amount to compensate for devaluation? The answer is, no. | think not. The reasons
are the same as stated above. The decision to devaluate the currency, taken by a Government
based on Shura, is a decision taken on behalf of the people of the country on consideration
which have little to do with domestic debt. This decision affects the purchasing power of the
currency indirectly but it is primarily designed to improve the economic health of the country
in the long run from which everybody would benefit. Burdening this decision with an
additional obligation on part of the Government to pay back a larger/amount may partly
defeat the very purpose for which this step is taken. The decision to lend - a sum of money,
be it to the Government or to a private person in an interest-free system, basically a
charitable act. The lender is free to do so or not do so. It is up to him to consider the risk of
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partial loss of purchasing power, through devaluation or inflation, in taking such a decision,
It is not possible to recognise a claim to a larger amount than given as loan, in view of the
prohibition of riba in Islam. It may, however, be argued that indebtedness may also arise out
of a sale on credit, A may owe B a sum of money as the deferred price of a commodity he
purchased on credit. Here is a debt arising out of an act that is not charitable. Shall A be
obliged to pay B a sum higher than originally contracted for, because the purchasing power
of currency has gone down? The answer, once again is no. It is always possible for B to take
into consideration the possibility of decrease in the purchasing power of-currency due to
inflation or devaluation while setting the deferred price of the commaodity he is
selling.Shariah permits him' to charge a higher than current (spot) price in case the payment
is deferred. But once a sum of money is specified in the contract in case of sale on credit that
sum of money be increased on any account.

(iii) Inflation causing rise in cost/value of gold and consumer goods in term of currency
cannot have any effect on the sum borrowed. Inflation is the result of circumstances beyond
the: control of the borrower hence he cannot be held responsible for loss of purchasing power
to the lender who lent a particular sum in the local currency. Had he borrowed gold or
consumer goods he would be obliged to repay the amount of gold or consumer goods he
borrowed despite a rise in their costs. But in so far as the loan was contracted in currency he
is obliged to pay back the amount of currency he borrowed. This also applies to the debts
arising out of purchase on credit, for reasons explained in the answer to 5(2) above.

The extreme case in which very high rate of inflation renders a currency almost worthless is,
however, a case apart. In such cases it can be construed that now the worthless currency is a
money different from the one in which the loan was contracted. A formula establishing the
'rate of exchange' between the 'new' and 'old’ currency can be devised and all earlier loans
converted to the 'new' currency accordingly. Even in this case a number of difficult questions
arise to which no answer is available till now. This matter was discussed by the seminar
on indexation organised by the Islamic Research and Training Institute of the Islamic
Development Bank, Jeddah, held in Sha'ban 14071 April 1987. Reference may be made
to the recommendations of that seminar and the papers presented there.

Mr. Hassanuz Zaman

(1) Distinction should be made between monetary assets and physical assets.
Physical capital which is acquired with money is productive. Money as such does not
enter in the process of production. All physical assets have a price and can be hired,
bought and sold. Money is a medium of exchange. It does not have a price nor can it be
hired, bought and sold for the same money. It can either be invested as monetary asset or
can be lent out. Return on money investment will depend on the outcome of the
productive process. If the process results in increase in terms of money the investment
would be entitled to a share accordingly. If it fails to earn in terms of money, it will not
be entitled to receive any return, but if it is lost, the investment is lost.
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If, however, money capital is advanced as a loan it will neither be entitled to any
remuneration nor will it be liable to any loss. It will be redeemable in full irrespective of
the performance of the investment.

(ii) Devaluation involves' the relationship of a currency with the value of other
currency /ies. Devaluation of one currency in relation to another will affect the exchange
value of transaction whether the transaction is of purchase/sale or of loan.

(iii) Inflation and deflation both affect the purchasing power of money whether
this money is in possession of saver or borrower. During inflation purchasing power of
money declines whether this money is hoarded by the saver or advanced to the borrower.
It is not the act of lending/borrowing that affects the purchasing power of money.

Mr. Ramzan. Akhtar

Q) The word capital is used in two meanings: physical and financial.
Physical capitals like machinery, building etc. taking part in the production
process are allowed to claim their reward in the form of rental.

Financial capital like money and near-money instruments taking part in the
production process through Mudarba or Musharkah arrangements can participate
in profit or loss. However, no fixed return is admissible for the use of money
capital.

(i) The question is two dimensional. One of its dimensions relates to the effect
of devaluation on the internal loans. In such loans, the same amount of loan
will be repayable after the devaluation as was agreed upon before the
devaluation. In this case, Imam Istijabi reports the consensus of Fugaha on
the point that currency (Falus) should not be tempered. If there is any
change in the value of currency, then the same amount of currency units
will he rapaid as were loaned.®

As far the payment of external loans is concerned, the devaluation will involve
extra payment proportional to the rate of devaluation on such loans.

(ili)  The answer here is essentially related to the above answer. A given sum borrowed
before inflation will be repaid in the same amount, after the inflation. The inflation
tends to reduce the real burden of the loan. From this angle, it tends to favour the

5> lbn-e0Aabideen “rasaiol”. Vol. 2 p. 62
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borrower against the lender. To protect the lender, the indexation of loan is not
allowed because the indexation while protecting lender, hurts the borrowers.

Real answer to the problem of inflation is introduction of the Islamic Economic
System in totality. An important feature of this system in the monetary sector is
prevalence of a relatively constant value of money.

Prof. Dr. Ala'eddin Kharofa

0] The capital alone cannot produce any benefit. The production of the capital is
being born by the capital and the activities of the human being. To illustrate this, we can
see the following: If we are going to put one million dollars in a corner of any room and
close the door of the room, then we come back to it after one year we will find it: One
million dollars, no more. This indicates that the capital alone cannot bring any benefit.
But if we are going to add to this, 1,000,000 the activities of a man, we may have an
additional amount. Therefore, the capital alone cannot be regarded as an agent and
require any remuneration. Here we have to remember the saying of Allah's *(If you
repent of dealing by usury, you have only your capital, you will not oppress "People nor
you will be oppressed”.

(2: 279) Gy sallad W 5 & sallat & al e g3 %08 2555 ) 5

(More details on this in my book: Al-Riba Wa Al-Fa'edah, in Arabic, published in
Baghdad, 1962, pp.107-115).

(i)  There are two opinions on this point:

(1) The devaluation of the currency does not affect the payment of the loan i.e. the
borrower has to pay back the same money, the same amount, even though the
currency was changed by the Government, or the Sultan, and it was stagnated, and
new currency has been issued, This opinion is of Abu Hanifah (Ibn Abideen 5/H12
and: My dissertation Agd Al-Qardh which was published in Lebanon, p. 172).

(2)  The second opinion says that the borrower has to pay back the equivalent "the
likeness" of the old currency. The rate of the currency has to be determined on the
first date of the loan. This opinion is the opinion of Abu Yousif and Mohammad
Ibn Al-Hassan from Hanafi School and Mansoor Al-Bahooti, and Ibn Qudamah
from Hanbalite School. (Ibn Abedeen 5/165 and KashafAl-Oena' 3:3151 and
Matalib Oli Al-Nuha 3:241 and my dissertation: Aqd Al-Oardah, p. 171).

(it)  The same answer of (ii) can apply here.

Nawazish Ali Zaidi
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Q) Capital and enterprise are a combined factor of production which is implicit in
the mechanism of Modarabah and Musharaka. The remuneration for ‘capital’
depends on what the capital actually earns.

(i)  The loan has to be repaid in the currency in which the loan was contracted. This
takes care of the question of devaluation of a currency.

(iii)  Verse 279 of Surah Al-Bagarah permits a lender to receive back his Ras-al-Mal
(principal/capital sum) in a transaction of loan. What is 'Ras-al-Mal'’ is easy to
determine in case of gold or any other commodity. But in case of paper currency
where its purchasing power fluctuates, the Ras-al-Mal is its purchasing power. In
my opinion, the principle of ‘indexation’ of a loan may possibly he accepted as
permissible. But where and how to apply the principle of indexation, is a matter
which needs to be examined in greater depth keeping in view its economic
implications.

Mr. M. Arshad Javed

(i) According to the Injunctions of Islam, perhaps capital by itself is not regarded as
an agent of production and hence cannot be remunerated for its use. Capital is
just a catalyst that simply activates a production function. Capital put to use may
bring rewards. Thus capital cannot be rewarded but the owner or user of capital
may be rewarded and the reward is by virtue of taking the risk of putting the
capital into use and not simply by virtue of owning it.

(i) In the present set-up, loans are given and fixed by amount and not by
purchasing power. Money is lent and not the purchasing power. As such, the
borrower is required to pay back the amount of money that may be the Principal
Amount alongwith the Interest which also in the present set-up is fixed and is not
necessarily related to the purchasing power or value of money.

In my humble view, if we can invent a mechanism of giving 'Purchase Value
Loans' in place of money loans by linking the purchase value with certain representative
basic commaodities, perhaps the problem of 'Riha’ or 'Interest' can be solved. In this new
set-up, the hanks will then not lend money; they will lend say 1,000 ‘Purchase Value
Units' of 'Basic Value Item'. Suppose at the time of 'borrowing, the cost of 1000 PVU
(Purchase Value Units) comes to say Rs.1,000. The Bank will thus lend the borrower
Rs.10.000. Again suppose the borrower had borrowed 1000 PVVU for say one year. After
one year, naturally the borrower will have to pay back to the Bank 1,000 PVVU. Suppose
after one year, the cost of 1000 PVVU comes to say Rs. 12,000. Hence the borrower will
have to pay to theBank Rs.12,000. The Bank will also be ready to share the risk if the
value of 1000 PV U after one year becomes even lesser than Rs.10,000.

My PVU Model is always a brain storming exercise for me and | wish | may really



85 Appendices

give it a practical working shape.
(iii) My comments are the same as given under (ii) above.

Mr. Ziaul Haq

(1) In the modern capitalist economic theory and practice, interest is the price paid
for the use of loanable funds, as wage rate is the price of services rendered by labour, rent
for land and profit for entrepreneurship. There is no such categorization of the prices of
factors of production in the Holy Qur'an or the Sunnah of the Prophet (PBUH) as the
capitalist theory and practice are a post-Qur'anic phenomenon. The Holy Qur'an and the
Sunnah generally emphasize just exchange, just wage, just return, and just price so that
the powerful cannot exploit the weak party in any economic transaction, But if we adopt
the capitalist economic system and its free enterprise we must logically pay interest as a
price of loanable money resources as we pay rent for land. Elimination of interest
requires revolutionary changes in the economic system.

(i1) Devaluation of the currency affects the payment of loans taken before such
devaluation because the real value of money in these cases fluctuates.

(i1i) Inflation causes changes in the purchasing power of money; it affects
borrowers and lenders in different ways.

Prof. Sayyid Tahir,
International Institute of Islamic Economics, Islamabad

Indexation can be considered with reference to many types of contracts. This
enlarges the scope of analysis and discussion very much. Dr. Ariff has rightly observed
that most flows "get adjusted automatically in inflationary / deflationary situations. In
other words, any discussion on indexation would become manageable and lead to fruitful
conclusions if it is focussed on

(i) stocks, such as, gard-e-hasan or

(i) Fixed contracts involving flow variables, such as wage contracts. | shall restrict
myself to the former. This would serve the very useful purpose of helping to settle
the principle for time-spaced, money-money transactions (which are not
channelled through the profit-loss-sharing mode). In this regard, | shall limit my
observations to the following four points related to the Shariah permissibility of
indexation of gard-e-hasan contracts:
(i)  The principle of A'dl;

(i) The principle of giving full measure;
(i) The principle of La Darar wa La Dirar; and
(iv)  Fulfilment of contracts.
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The arguments in favour of gard-e-hasan on grounds of A'die do not fully come
up to the principle-of (o1ab ¢ &l i), The last two Ayahs on the prohibition of riba
read as follows:

g |00 1 AT HA(Y LAY Gt da £ 0 GO0 G B L 15535 0 5881 15l Gl iy
(Feriram) Osallad Vs & sallad V a&l) el Gt a6 258 0 5 Al ol 5 Ul (e
The addressees’ of these Ayahs are primarily lenders. They are being restricted to
oS 54l a5 and ordered" o »<13Y," Their interests are safeguarded by the assurance
of"'cs<a¥" as an equally emphatic guideline for the borrowers. The converse of A'dl in
muamalat is alb, Here an operational definition of A'dl is provided aso =3 Y and ¥
5255 his also brackets the meanings of "a s«l (55, ", A correct interpretation of this
Ayah requires us to refer to the Sunnah of the Prophet (Sallallaho alaihay wasallam).

The Prophet (Sallallaho alaihay wasallam) is on record not to have instituted price
controls. In other words, increase in product prices (leading to a relative decline in the
value of money, in whatever form) did take place in the time of the Prophet (Sallallaho
aiaihay wasallam). This implies that when the aforementioned Ayahs on Riba were
revealed and acted upon, circumstances of the time included, among other things,
inflation. In these circumstances the lenders were restricted to "5 s«) s 55, " which
referred to the principal lent and not to the adjusted value at the time of repayment. Given
that riba was such a wide spread social practice (like(> requiring repeated admonitions
in the Qur'an, it is inconceivable that " s« s 55, " was interpreted in practice as the
principal adjusted for inflation and went unreported in Hadith. Some observers may say
that this point was automatically taken care of in practice because of the nature of money
(i.e., metallic money) and did not require an explicit mention. This point shall be
answered later. For now the conclusion is manifest: Lender's suffering on account of
inflation may not be against the norm of A'dl; whereas compensation by the borrower to
the lender (besides the principal borrowed) may be against A'dl.

Next let us take the principle of "giving full measure™, Money also serves as a
measure of value. Therefore, the following Ayahs may be invoked to support the notion
of stability in the value of money as well as returning the "same (in real terms)" as that
borrowed:

(0 s Jl pasl i) gl il 5 yd S asinal) Ul |53 5 318 131 S8 15851
(9-A 10 ) Ol aal | g st Y 5 Janadlly 5 50 ) sl 5 ) aall () sdai V)

Again these and other similar Ayas can be bestinterpreted reference to the first
three Ayats of Surah ks
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or all Ayat pertaining to (2 —lawal .Focus in all these Ayat is on measures of weight and
length. Extending the meaning of these Ayat to invoke some "musts” for money is
inappropriate on the following ground.

Money is a measure of value. But the value that it purports to measure, that is, price is
a relative thing. It depends on supply and demand factors. In these circumstances, money
cannot be called upon to act like measures of weights and lengths whose focuses are absolute
notions such as kilograms and kilometres. Nor can it be treated as such. In conclusion, the
idea of returning the "same (in real terms)™ may not be directly justified on grounds of
"giving full measure".

The applicability of the principles La Darham wa La Dinar and fulfilment of
contracts to gard-e-hasan contracts is also based on shaky logic. From nowhere does it
necessarily follow that the lender is entitled to any compensation from the borrower
personally. From a third party, say, government? Again | have my doubts about it.
Government is on the one hand called upon to perform many functions which are
inflationary. And, at the same time, it is required to correct the problems not of its asking. In
modern times when money supply is endogenous also, not the entire problem can be blamed
on the Government. How to aportion the fault, would be yet another challenge.

I may conclude my observations on the Shariah position by noting that the source
of much confusion in the indexation debate lies in misunderstanding the nature of fiat
money. Somehow the impression one gets from the ongoing debate is that fiat money is not
on an equal footing witha 2 of the good old times, with metallic content. | may submit that
circumstances of earlier time warranted money to have intrinsic value (in the form of some
metallic content) to ensure its general acceptability. Today the same thing is assured by
virtue of fiat money being a legal tender with a full-fledged enforcement mechanism at its
back. It has both the supply and demand aspects like ~_2and _- of the early Islamic period.
It performs all the same functions and is affected in the same manner though general
commodity-price fluctuations as its predecessors. In conclusion, monetary transactions today
must be treated according to the fighi principles foras

SOME OBSERVATIONS ON THE FIXVALU SCHEME  04-05-17

If the FIXVALU-typc schemes arc just to index the gard-e-hasan-type transactions, it
will clash with the -2 of Ayat on the prohibition of riba, as mentioned above. If, however,
depositors actually transfer to banks FIXVALUSs or claims onFIXVALUSs, banks do the same
with their clients, and so on, these may be legitimate transactions. Their legitimacy might
stem from the permissibility of normal trade transactions. But a point needs clarification
here. FIXVVALUSs price will fluctuate not only because of what happens' to the price level in
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other markets, but also due to demand for them on account of the new function ascribed to
them. Now whereas compensation on account of general inflation may be called for via FIX
VALUSs, will a compensation associated with fluctuations in the (relative) price of FIX
VALUEs itself not be like riba? This point is raised on the assumption of a FIXVALU being a
real commodity (of a basket of goods). If a FIXVALU is not to have a commaodit-base, the
entire FIXVALU schemes become all the more dubious for being a ~La to circumvent the
problem of riba.

Question No. 6. What would be the alternatives in the context of present-day economic
conditions to carry on domestic and foreign trade efficiently without availing
of banking facilities based on interest?
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Dr. Nejat Ullah Siddiqui

It is not possible to give a general answer to this question about alternative to
banking facilities related to domestic and foreign trade based on interest. We have to discuss
specific facilities in some details. Instead of attempting to do it here | prefer to refer to the
letters of credit, letters of guarantee, and other bank facilities presently being used by some
Islamic Banks after due approval of some Shariah advisory board or the Islamic Figh
Academy of the OIC. The report of the Council of Islamic Ideology on Elimination of
Interest from the Economy (of Pakistan) also offers appropriate alternatives.
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Mr. Hassanuz Zaman

Financing of domestic and foreign trade calls for eliminating the interest element
from inland bills and foreign bills. This mode of financing on Islamic Lines was proposed by
the Council of Islamic Ideology in its Report in the following words:--

"In regard to bill of exchange, the council recommends as follows: Since the bank
accepts the responsibility of realising the amount due to the drawer from the drawee,
it is permissible under the Shariah that the bank may realise a commission for
rendering this service. This commission will be variable according to the amount of
the bill, but not according to the period of payment. The drawer will have to enter
.Into two separate agreements with the banks, one pertaining to the appointment of the
bank as his agent for the collection of the amount from the drawee on the due date
and the other for receiving a loan in the amount equal to the value of bill.

The bank's commission will be payable in advance and the loan will be free of
interest. On collection of the bill the bank will adjust the loan account of the drawer.
In case the bill is dishonoured, the drawer will be liable for payment of the loan
amount to the Bank."

It will be seen from the above proposal that the transaction involves local bank and
local/importer/exporter dealing with a bank in his own country. The Council's proposal
suggests the solution for local traders dealing with banks within Pakistan. What the bank in
importer's/exporter's country outside Pakistan would do is not our concern.

Dr. Ramzan Akhtar

The scholars of Islam have suggested a number of financial instruments to facilitate
internal and external trade. The most preferred are based on the principles of profit-loss
sharing, like Mudarba and Musharkah arrangements. The other less preferred are: Bai
Muajjal, ljara, ljara wa iqtina and Bai-Salam. They are defined as below:

Bai Muajjai (Cost plus trade financing): The bank enters into an agreement with his
client to purchase merchandise for the client and then the bank sells them to the
client on the basis cost plus agreed profit margin, repayable in instalments over a
specified period.

ljara (Lease or hire): The bank acquiresmachinery/equipment/building etc. forhis
clientand charges a certain rental for their use.

ljara walqgtina:- (Hire-purchase): The bank finances the purchase of equipment and
the client uses them under a contract. The contract provides that the client will pay the
cost of the instrument and a share in the net rental value of the equipment which is
proportional to the outstanding shares in the total investment.
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Bai Salam: The bank enters into an agreement with the client for advance purchase
of merchandise and makes the payment of the agreed amount at the time of
agreement.

It is important to note that above-mentioned techniques arc less than desired because
of their resemblance to the interest underlying. Therefore, minimum use of these techniques
will be made in Islamic banking.

Prof. Dr. Kharofa

To apply Islamic teachings in general and Islamic transactions in particular.
(Note: This Question needs a conference of Ulema and Economists (who have faith: in
Islamic Economy, for at least one, week of discussions and lectures in order to produce a
concrete plan to Muslim Governments).

Nawazish Ali Zaidi

Domestic and foreign trade will have to be dealt with through the banking system. If
the domestic banking system is Islamized then the problem of domestic trade is solved.
Incase of foreign trade, the problem at the domestic-end is also taken care of. At the foreign-
endwhere branches of Pakistani banks are operating, a solution can also be found. Where
foreign banks in other countries are involved, interest is charged by banks only where their
funds are involved; otherwise they will only demand their handling charges. There is an
alternative which can be availed. That is the foreign importer/exporter can be requested by
his Pakistani- counterpart that the interest charges, if any, will be on account of foreign
importer/exporter. This, however, will require adjustment in the price of the goods being
exported or imported.

Mr. M.Arshad Javed

As already suggested under '2' above, the Banks will have to come out of their
conventional shell of just being financial intermediaries. The Banks will have to become
Trading Houses themselves. Why can't the Banks perform the trading function of sale or
purchase for and on behalf of their customers?

Mr. ZiazllHag
No comments.

Question No.7. Is interest permissible or otherwise on the transactions between two Muslim
States or a Muslim and non-Mustim State?

S Apble Ao s K ppSsw AL s s o i Us L £ IS 2 Uiy
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Dr. Nejat Ullah Siddiqui

Interest is not permissible in transaction between two Muslim States or between a
Muslim and non-Muslim State. Only necessity (darurah) can justify recourse to
something not permissible, and interest is no exception. If a transaction must be made and
there is no way to make it without using an interest based facility, it may be used till a
permissible interest freeway to do it is found.

Mr. Hassanuz Zaman
The specious reasoning that gives rise to this and such doubts is that the

Injunctions and prohibitions of the Qur'an are addressed to individuals and physical

persons but not to legal persons and corporate bodies. In the case of Government the

additional point that is adduced is that it stands for fulfilling the interest of its citizens not
for exploitation. Thus if it borrows on interest it does so far the overall- benefit (maslaha)
of people. This reasoning is not acceptable on the following grounds:

(1) Asalready pointed out above the Quranic prohibition is absolute and does not
accept of any such exceptions.

(2)  Particularly the adverse economic consequences of interest are much more
disastrous in the case of inter-government borrowing than in the case of personal
borrowings.

(3)  The ultimate incidence of interest that is payable by a Government falls on
the entire nation individually and collectively.

Dr. Ramzan Akhtar

Interest is not permissible on economic/financial transactions occurring between
two Muslim countries. Muslim countries can eliminate interest from their economy
provided they make sincere and serious efforts. What is needed is to muster the public
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confidence. When this is achieved, the Islamic State can realize more tax revenue through
extra taxes as well as through interest-free loans and voluntary contribution. Then, there
may not be any need to raise interest-based loans.

However, in cases of extreme exigencies, a Muslim country can seek interest-
based loans for as small amount and as shorter period, as possible.

The Islamic State provides for risks of poverty, sickness or any other calamity
from the Bait-ul-Mal. Zakat-based social security and insurance administered by the State
take care of the incidences of these natures.

Insurance business can be organized in the private sector on the basis of the
principles of cooperation and mutual security. The important thing is to ensure that the
elements of Riba and gambling do not enter into the functions of the insurance business.
This can be done by forming mutual insurance companies where policy-holders
contribute to the insurance funds by way of gifts. The insurance fund may be invested on
the basis of Mudarbah and may also be available as Qarz-e-Hassan to the policy-holders.
The payment to a policy-holder at the time of any calamity may be considered as a gift
from the rest of the policy-holders. The profits earned on the insurance fund may be
distributed on the basis of the relative contribution to the fund.

The above-mentioned insurance scheme may be Islamically accepted as it is
purged of the elements of gambling and interest.

Prof. Dr. Kharofa

No, and absolutely not. Between two Muslim States the rules are very clear to me,
I.e. interest is usury and there is no difference.

Between Muslim State and non-Muslim State, the answer also to me, is no. We
cannot apply here the opinion of Abu Hanifa (R) which says that if a Muslim enters (Dar
ul Harb), usury is legitimate for him, i.e. he can deal with those people by usury; we
cannot apply it here because the contemporary non-Muslim countries are not: Darul
Harb, since they are not fighting Muslims openly. Imam Malik says: even in this case, i.e.
in the case of a Muslim who enters Darul Harb, Al-Riba is forbidden.

Nawazish Ali Zaidi

As the Our'an does not make any exception in respect of injunction on Riba, we
must follow this in letter and spirit. In case where a non-Muslim State is involved, we
may explain to them the alternative options available in a particular case.

Mr. M. Arshad Javed
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So far as my little knowledge is concerned, I think, Interest transaction is
absolutely NOT permissible between two Muslim States. Perhaps under extreme
conditions, Muslim Fugaha may allow Interest transaction between a Muslim and non-
Muslim State and that too in a way that a Muslim State can pay Interest to a non-Muslim
State but cannot receive Interest from a non-Muslim State.

Mr. Zialll Haq

No comments.

Question No.8. Is it possible to carry on insurance business otherwise than on
the basis of interest?
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Dr. Nejjat Ullah Siddiqui

It is possible to carry on insurance business otherwise than on the basis of interest.
Interest enters insurance business by way of investing the revenue from the primium
collected. Interest can be eliminated from insurance business by recourse to interest-free
modes of investment.

Mr. Hassanuz Zaman

Islamising insurance business is much easier than Islamising banking. Presently
insurance on Islamic lines is being undertaken by a company in Malaysia and another in
Sudan, Reinsurance is also being undertaken on Islamic lines.

Prof. Dr. Kharofa

It could he as follows: The supposed Islamic Insurance company can take the cost
of the policy of the insurance of every individual and do business with it basing on the
rule of "Al-Madharabah" then subtract from the total of the profits, the payment of
accidents (in case of car insurance) and then divide the residue (remnant) between the
participants (shareholders), An example for this is: The Takaful company in Kuala
Lumpur, Malaysia. This company is a successful one, and it is operating on the Islamic
basis, to my knowledge.

Mr. Nawazish Ali Zaidi

If the economic system in Pakistan is Islamized then the question of interest in the
domestic insurance transactions will not be involved.

The question whether 'Interest' is Islamic or not, is a matter which should he
handled by experts in that field under the guidance of Ulema. | understand some work in
this area is being done in relevant quarters.

Mr. M. Arshad Javed

No comments, People engaged in the insurance business may be invited to
comment.



110 Appendices

Mr. Ziaul Hag

It is not possible to carryon insurance business without interest-charges.

Question No.9. Does interest accruing on the Provident Fund comes under Riba¢b_)?
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Dr. Nejat Uiliah Siddiqui

Yes, interest accruing to the Provident Fund comes under riba. It is possible,
however, so to invest the sum deducted from employees' salaries contributed by the
employers that halal profits may accrue to the provident fund.

Mr. Hassanuz Zaman
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So long as Provident Fund is compulsorily deducted by the employer, invested and
retained by him without the employee's consent, his share in return fixed or calculated
unilaterally, and is denied the owner's right to dispose it whenever he likes, the return
paid on Provident Fund should not be treated as riba. All these situations are regulated by
law and neither, the employer nor the employee has any say in the matter. In case the
employee voluntarily offers the additional amount for deduction as P.F. the amount
accruing as interest would come under Riba. However, if the Fund is invested on PLS
basis the amount accruing in addition to investment would be termed as profit.

Interest on Savings Bank Account comes under Riba.
Dr. Ramzan Akhtar

The interest accruing on the saving bank account can be considered as Riba if the
income earned by the proceeds of this account do not qualify profit-loss sharing
conditions. For instance, if the return from the saving bank account is linked to the return
of any single Government undertaking. The reason is that the proceeds of the saving
account become a part of the Government budget. However, if the return from the saving
banking account specifically earmarked are used in a specific undertaking and the
account-holders share in the profit/loss of such undertaking, then the resulting income
become Isiamically legitimate.

In the light of Islamic injunctions, the interest earned on the Provident Fund does not fall
in the definition of Riba. The reason is that employer does not owe the amount of the
fund, during the period in which the interest has been earned.® Therefore, the excess
amount earned over the actual amount deposited cannot be considered Riba. Here, the
Fugaha make two suggestions: One is that the government department has added -the
excess amount without the written approval of the employee. In this case, accumulating
excess amount is riba-free. In the second case, the employee himself can ask the
Government to treat his fund as interest-based, then the excess amount resembles to riba.

Prof. Dr. Kharofa
Absolutely

Nawazish All Zaidi
In my opinion, this whole issue is full of confusion. The question of Riba

will come in, if there is a loan transaction. It is to be seen if the employees are
giving a loan to their employer?

The existing confusion can be removed and doubts put at rest, if small
changes in the present system are made. For instance, instead of applying interest
on employees' provident fund, the employers may change the rules. For example, it

®Shafi, Mufti Muhammad "Provident Fund Par Zakat Aur Sood Ka Mas'ala" Dar-ul-Ishaat, Karachi pp.18-20.
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can be laid down that when an employee retires or resigns, the employer will give
to the employee a sum equal to employees' contribution by way of a gift or perk.
Employer's gift can be so worked out that no one is a loser.

Mr. M. Arshad Javed

Perhaps accruing anything on Provident Fund is not Interest because the
Provident Fund is held by the employer and the employer may give any benefit to
the employees. It is indeed very unfortunate that even benefits to the employees are
allowed by way of Interest.

So far Interest on Savings Bank Account is concerned, it comes under ‘Riba’
as it is time related and the Account-holder always has an access to the amount
held in his Account.

Mr. ZiaulHaq

Interest accruing on the Provident Fund or Saving Bank Account come
under riba,

Question No. 10. Can the payment or prize money money on Prize Bond or Saving Bank
Account or other similar schemes be regarded as Riba (4_)?
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Dr. Nejat Ullah Siddiqui

Yes, the payment of prize money on prize bond or saving account or other similar
schemes should be regarded as riba. It should also be noted that public savings can be
mobilised through instruments based on sharing, in which case the above-mentioned
schemes become redundant.

Mr. Hassanuz Zaman

Riba includes both interest as well as usury. Prize money or Prize bonds as in
Pakistan or on Savings Account as in Iran or any similar schemes any where else is usury
and thus comes under riba.

Dr. Ramzan Akhtar

The payment on prize money or prize bond resembles gambling (Qimar). The
income earned through prize is generated without participating in any real economic
activity. Therefore, the payment on prize money is illegitimate from Islamic point of
view. The payment on the saving bank account is already discussed in Question No.9.

Prof Dr. Kharofa

It is, to me, illegal, "Haram", because it is based on a fixed percentage, moreover,
the customer is not sharing the loss with the bank and most Muslim scholars say so. The
only exception is Sh. Abd Alwahab Khallaf of Egypt; he said that a saving account is
legitimate -- (More detail on this on page 279 of my dissertation: Agd-Oardh) concerning
the rest of this question: if the company is operating according to the Islamic 'rules "Al-
Mudharaba" or other sort of Islamic companies, the dividends are legal "Halal",
otherwise if the BOND was a result of illegal activity, no doubt that it will be seen as
"Riba".

Nawazish Ali Zaidi

Prize bonds are a method of borrowing funds by the Government. Interest at a
certain rate is distributed among the holders through a draw. So long as money is being
borrowed, whatever the form, any addition to principal sum comes under Riba.

Some people think that whatever return is fixed or predetermined is Riba and
whatever is not fixed/predetermined is not Riba. In my view, this is not correct. Money
earned through money-lending is Riba. Fixity and predetermination is an attribute of Riba
and is not its substance.

Mr. M. Arshad Javed
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Perhaps the Prize Money may not be regarded as 'Riba’ but Riba only is not
forbidden in Islam, Qimar and Gharar are also forbidden.

Mr. Ziaul Haq

Payment of Prize Money on Prize Bond or Saving Bank Account and other similar
schemes come under Riba.

Question No. 11. Would it be lawful under Islamic Law to differentiate between business
loans on which interest may be charged and the consumption loans which
should be free of interest?
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Dr. Nejat Ullah Siddiqui

No, it will not be lawful under Islamic law to differentiate between business loans
and consumption loans. As noted earlier the Law-Giver has prohibited interest without
regard to the purpose of the loan, whether it is for business or consumption. Furthermore,
the interest-bearing loans in the period immediately before Islam were mostly business
loans and the interest due which the Prophet declared to be void in his Hajj sermon was
mostly interest due on business loans. Besides having no basis in Islamic law or history, a
differentiation between business and consumption loan has no economic rationale. Also,
once allowed in the business sector interest is bound to engulf the consumption sector
also.

Mr. Hassanuz Zaman
Please see answer to Question No.1.
Dr. Ramzan Akhtar

The business activity will be financed through legitimate means, like Mudarabah
and Musharakah and also some of the other instruments as outlined in the answer to
Question No.6. The consumption loan will be available as Qarz-e-Hasana through
Islamic banking system.

Prof. Dr. Kharofa

In Islam, there is no difference between a consumption loan and a business loan
regarding the interest.

Whatever is paid more than the loan conditionally would be considered as interest
"Riba". The first one to differentiate between the two loans was "Sharl Jeed" then Dr.
Dawaleeby. On page 353 of my dissertation (Aqd al-Oardh) there is more detail on this
point. | have said that there is no difference between business loans and consumption
loans (Sycd Qutb in his book "AL' ADALAH AL-IUTIMA'YY AH said the same on page
123).

Dr. Dawaleeby has delivered a lecture in 1950 in Paris and said that the loans in
the past were for consumption but now the loans are for the business, therefore, we
should legalise them. | had investigated this opinion and found it to be the opinion of
Sharl Jeed, the Famous Economist, and the son of the famous writer and author Andree
Jeed.
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In fact this opinion is not valid and is baseless. Some people say that the Arabs
were dealing mostly with consumption loans only, and that is why Allah (Almighty) has
forbidden the interest. | have discussed this point and proved that Arabs, prior to Islam,
were dealing in trade and business with different countries in the world, therefore, this is
a pure accusation.

Nawazish Ali Zaidi

Interest charged on any kind of loan is Riba. This has been explained in detail in
reply to question one.

Mr. M. Arshad Javed

Business Loans and Consumption Loans cannot be treated on equal footing.
Perhaps 'Riba’ relates to Consumption Loans. Was there a concept of Business loan at the
time of the Prophet (P.B.U.H.)? Perhaps the Business Loans were not in existence.
Instead such business was carried out in the form of Modaraba, Lot of-research work is
still required to makepresent-day business practices compatible with the Injunctions of
Islam.

Mr. M. Ziaul Haq

There is no difference in Islamic law whether the loans on interest are for
consumption purposes or for productive business purposes.
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Question No. 12. If interest is fully abolished, what would be inducements in an Islamic
Economic System to provide incentives for saving and for economizing the
use of capital?
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Dr. Nejat Ullah Siddiqui

People save for many reasons other than the desire to make more money through
savings. They save for their children and for their own old age. They save to meet
possible contingencies, like accidents, illness, etc. Some also save in order to be called
wealthy, or as a means to acquiring power. These reasons will continue to make people
save in an interest-free economy. In so' far as people do save in order to make more
money there will be opportunities to do so even after interest is abolished. They will be
able to invest their savings through Islamic financial institutions operating on the basis of
partnership, profit-sharing, leasing, salam, murabaha, etc. As to completely risk free
investment with predetermined guaranteed returns, they will not be available in an
interest-free society. This in itself cannot have any significant negative impact on saving.
After all, even in present-day interest based system people continue to save despite the
rate of inflation being in some periods larger than the rate of interest and despite bank
failures. Regarding economy in the use of capital, people will be motivated to do so
because capital will still carry a cost to be paid by the user, and because users of capital
are motivated by profit which can accrue only when capital is used economically (i.e.
when its expected return is more than its expected cost). The cost of capital in an interest-
free economy will be generally speaking, the expected average rate of profit. Even those
who acquire the use of capital on profit-sharing basis will have to take this cost into
account since they must catter for the expectations of the supplier of capital in order to
continue in business. The fact that this expected average rate of profit is not written into
the contract (as the rate of interest is presently written) does not affect this economic
reality. However, the absence of this mention does provide the needed relief to the
entrepreneur in case he fails to make that much profit despite his best efforts. The nature
of the world is such that justice cannot be done without providing this relief.

Mr. Hassanuz Zaman

Savings were made when banks did not exist and are being made by those who do
not earn any interest on these savings nor do they accept any return on their holdings.
This has been so for thousands of years. If interest is abolished personal savings will be
marginally affected. Corporate savings would seek least risky portfolios rather than
highest yielding opportunities.

Dr. Ramzau.Akntar
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It is very well recognized that interest is not the primary or an important factor for
the saving. The overall savings in the economy primarily depend upon the level of
income. Some of the basic motivating factors for saving are:

(@  Meeting future exigencies,
(b)  Providing for old age, and
(c)  Bequeaths

Since these factors will remain even after the elimination of interest, therefore, it
is most likely that the overall rate or level of saving will not be affected significantly
(after the abolition of Riba from the economy):

Muslim economists have suggested a wide range of saving truments which will be
available to the potential savers in an interest-free economy.’ These instruments vary in
terms of liquidity, risks and returns so as to match preferences of the savers. Apart from
existing profit-based instruments like shares of joint stock company N.I.T. Units, ICP
Mutual Funds and Investors Deposit Account and Participation Term Certificate, new
saving instruments compatible with Shariah, can be brought into being. Amoung those,
Mudarabah bonds floated by the Government as well as by the private concerns can play
important role. Similarly, a variably dividend security issued by the State Bank can serve
as an important instrument. The holders of this security will participate in its profits. This
will provide a low risk medium of investment for the private investors. Also, it can serve
as a substitute for Government Bonds and TreasuryBills for Investment of the surplus
funds of the banks and other financial institutions.

Lastly, the Government Bonds bearing no interest can be issued when the holders
may enjoy tax concessions.

As regards the role of interest as a discounting factor, it is pointed out that even in
the Western Countries; the pure rate of interest is considered to be an inadequate measure
as a discount factor. It is usually adjusted for a risk-premium.

In an Islamic Economy, the rate of return on real investment can play the role of
discount factor. Practically, it can be, approximated by the return on NIT Units.

Prof Dr. Kharofa

Islam does not want its follower to stay without Career. In the book "Subul Al-
Salam" by Al-San‘any the author has mentioned, as | remember, that there is difference
between the Muslim scholars as to which is better or has more blessings: The trade or
agriculture? Some says the first one, and some says the opposite. There are hundreds of
AVENUES that Muslims can make their living by legitimate ways and earn rhe money.

7 See for example, "Report of the workshop on Elimination of Interest from Government Transactions. IIIE,
Pakistan, pp, 11--13.
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People say: The trust has been lost and the confidence in many people almost has
no existence to the extent that one can say "Who can trust whom"?

The answer should be:' Even so, Muslims are obliged to follow the Islamic
teaching in every walk of life and to make their living by legitimate way.

"Legitimate earning" to the Muslim should be the only "Incentive"

Mr. Nawazish Ali Zaidi
It has been proved beyond doubt that saving is a function of level of income.
People save even when real rate of interest is negative.

It is also a misunderstanding that interest helps in economizing the use of capital.
Interest, in fact, has resulted in misallocation of resoureces. Pakistan’s domestic
borrowings stand at over Rs, 400billion because Government borrowed by offering
higher rates of interest. Resources were, in fact, hijacked by the Government. Otherwise,
these could have been put to productive use in private sector.

Mr. M. Arshad Javed

Even the Capitalist Economists today claim that Interest is not the sole inducement
for saving and for economising the use of capital. It is a proven phenomenon that, other
motives for savings are rnuch more attractive and powerful as compared to Interest. Even
Keynes himself advocates more for Liquidity or Transaction Motive and Precautionary
Motive as compared to his Speculative Motive. Besides safety and security, people want
a better return on their idle money. Unfortunately, they have no other alternative
available except to put their Savings in Interest avenues. The Profit and Loss Sharing
Schemes backed by the State guarantee can be a better alternative.

Mr. M. ZiaulHaqg

Interest cannot be abolished without abolishing capitalist practices in all the
sectors of capitalist economy. If interest, as the price of capital, is abolished then there
remains no inducements for savings and for efficient allocation of capital resoureces
unless capital resoureces are socialized and all saving for capital formation, is done by
the Islamic State.

APPENDIX B

SUMMARY OF CONCLUSIONS
AND RECOMMENDATIONS

Introduction

The elimination of interest occupies a key position in the establishment of the
Islamic order.Pakistan being an ideological State, the abolition of riba has from the very
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beginning formed an integral part of State Policy as enshrined in her Constitution. Yet
there has hitherto been hardly any noteworthy progress towards the elimination of interest
from the country's economy. However, in the recent past, the President of Pakistan not
only entrusted to the Council of Islamic Ideology the task of preparing a blueprint of an
interest-free economic system but has also set a time limit of three years for the
elimination of interest from the economy. Further, the Presidential declaration has been
given the form of a Constitutional provision. The Council, soon after its reconstitution,
appointed a Panel of Economists and Bankers which was assigned the responsibility,
inter alia, of examining the technical aspects of the elimination of interest and
recommending ways and means for reorganising the country's banking system in
conformity with the Sharia. The present Report of the Council is based largely on the
work accomplished by the Panel. However, in adopting the recommendations of the
Panel, the Council bas incorporated amendments, wherever necessary, so as to ensure
complete conformity with theSharia (para.l).

2. The basic work haVing been accomplished, the next step that needs to be taken by
the Government is the setting up of various working groups which should be charged
with the task of working out the details of the new system. It needs to be emphasised that
during the whole process extreme care must be exercised to ensure that the basic
stipulationsof the new system are faithfully adhered to. (para.2).

3. The elimination of interest is but a part of the overall value system of Islam and
this measure alone cannot be expected to transform the entire economic system in
accordance with the Islamic vision. The need for reformatory measures at moral building
and eradication of false values of life was emphasised by the Council earlier while
submitting its recommendations on the laws of hudood and the introduction of Zakat.
However, now as the country is poised for the introduction of an interest-free banking
system, this need has increased immeasurably in its urgency. For this purpose the mass
media need to be mobilised forthwith for launching a well thought-out persuasive
campaign designed to bring home to the people the details of the new system and
persuade them to willingly and wholeheartedly accept the challenge and to act with a
missionary zeal. (para. 3)

4. With a view to ensuring the success of the new system of banking, the
Government should carry out a thorough reappraisal of the tax system focussing in
particular on the need for greatly simplifying the system of Income Tax. (para4).

5. Ideally the real alternatives to interest under an Islamic economic system are
profit/loss sharing or.gard-i-hasan i.e., loaning without additional charge over and above
the principal amount. Although the recommendations are based largely on the principle
of profit/loss sharing, yet some of the recommendations lean on other methods in view of
the difficulties faced in the practical application of the profit/loss sharing system in its
pure form on account of the prevalent standards of morality in the society. These
alternative methods are, however, no more than a second best solution from the
viewpoint of an ideal Islamic economic system. This is because of the fact that although
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these alternative methods are free of the interest element in the form in which they arc
specifically laid down in this Report; there is a danger that this could eventually be
misused as a means for opening a back-door for interest alongwith its attendant evils.
They should, therefore, be applied to the minimum extent that maybe unavoidably
necessary, and that their use as general techniques of financing must never be allowed. In
this connection, a basic policy decision may be taken to the effect that with the passage of
time the operational field of PLS and gard-i-hasan should gradually be expanded while
that of the other alternatives reduced. At the same time, efforts must be stepped up to
bring about a substantial improvement in the standards of honesty in the society and to
remove illiteracy, because both dishonesty and illiteracy militate against the success of
the new system (para. 5).

6. For remodelling the bankingsystem on Islamic lines it is indispensable to make
necessary changes in the existing laws having a bearing on the operations of banks so as
to bring these laws in conformity with the Sharia. The task of amending and remodelling
these laws may be taken in hand simultaneously with the initiative of the process of
eliminating interest. (para. 6)

Chapter 1: Issues, Problems and Strategy

The Holy Ouran explicitly and emphatically prohibits riba and there is complete
unanimity among all schools of thought in Islam that the term riba stands for interest in
all its types and forms. (para. 1.1)

2. The prohibition of interest in respect of consumption loans rests mainly on
humane considerations while the main rationale for prohibition of interest in respect of
loans for production purposes stems from the concept of justice which is the cornerstone
of the Islamic philosophy of social life. The basis of co-operation between capital and
enterprise which Islam cherishes is equitable sharing of the risks and gains between them,
which is possible under a system of profit/loss sharing (PLS). (paras. 1.3-1.4).

3. Serious reservations are often expressed about the successful applicability of the
PLS system in our conditions on account of the fact that most of the enterprises either do
not maintain accounts or do not maintain them properly or keep different sets of accounts
for different purposes. In this context, the Council gave consideration to a number of
other possible devices also to replace the interest system, which may be in conformity
with Sharia. (paras 1.5- 1.8)

4. The alternative methods considered are as follows:

(@)  Service charge. --If interest is replaced by a service charge, banks and other
financial institutions would provide loans with full guarantee for repayment of the
principal plus a service charge sufficient to cover the administrative costs of the financial
institution. The Council came to the conclusion that although this solution may appear to
meet the requirement of the Sharia in the literal sense, it would for a number of reasons,
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neither accord with the true spirit of Islam nor would it be advisable from the economic
point of view. (para. 1.9)

(b)  Indexation of bank deposits and advances. --Under this sytem the liability of a
borrower to the banking system would be adjusted in money terms to reflect the change
in the value of money, as measured by a price index, during the period the borrowing
remained outstanding. Lending by banks on this basis would enable them to compensate
the depositors for the change in the value of money. It was felt that though indexation
may constitute a favourable factor for the growth of savings in an inflationary situation
by preserving the real value of money savings, its use on the side of bank advances would
create a number of problems and may greatly hurt productive activity. Moreover, under
the Sharia, currency transactions are not treated differently from commodity transactions
in so far as lending and borrowings are concerned. As such, no allowance can be made
for the change in the value of money. (para. 1.10).

(c)  Leasing.--Leasing isa relatively new method of long-term financing that is gaining
popularity in the industrialised countries. Under this method, the lessor retains the
ownership of the asset and the lessee has possession and use of asset on payment of
specified rentals over a period. The use of this method can enable banks and other
financial institutions to provide medium and long-term finance either directly or through
their leasing subsidiaries without having to look into the accounts of the firms. However,
as against the existing practice, the cost of insurance of the assets will have to be borne
by the lessor in order to make this method conform to the principles of Sharia. (paras
1.11-1.13).

(d) Investment auctioning:- Under this system, commercial banks may form a
consortium with long-term financing institutions and formulate industrial projects with
complete details. The consortium may then announce the project with the assurance to
make available the needed plant and machinery of specific description and call for bids
from prospective investors for the purchase of the machinery. The project may be
awarded to the highest bidder if the party is considered to be a sound one. Otherwise, the
project may be awarded to the next highest bidder considered capable of efficient
implementation and running of the project. The- most significant advantage of this
system, from the economic point of view, would be that the price paid by the investor
would adequately reflect the potential profitability of the project which is essential for
efficient allocation of resources. (paras. 1.t4-1.15).

(e)  Bai Muajjal:-- It isa sale under 'which the price of the item involved is payable on
a deferred basis either in lump sum or in instalments. This system could be of
considerable use in financing current input requirements of industry and agriculture as
well as in the financing of domestic and import trade. However, although this mode of
financing is understood to be permissible under the Sharia, it would not be advisable to
use it widely or indiscriminately in view of the danger attached to its opening a back-door
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for 'dealing on the basis of interest. Safeguards would, therefore, need to be devised so as
to restrict its use only to inescapable cases. (paras.l.16-1.17)

() Hire-purchase.--Under this system, banks may [fiance the purchase of machinery
and equipment as well as purchase of consumer durables under a joint-ownership
arrangement subject to provision of security or surety. They would receive.jn addition to
repayment of the principal, a share in the net rental value of these items in proportion to
their outstanding share in total investment. (para. 1.18).

(9) Financing on the basis of normal rate of return. --Under this system a specialized
public agency may determine the normal rate of return in each industry, business etc., and
the banks may provide funds to the entrepreneurs with the assurance that a certain
minimum rate of profit would be payable to the bank on the amount provided by it. If the
actual rate of profit exceeds the designated normal rate of return, the difference would be
paid voluntarily by the entrepreneur to the financing institution. In case, however, the rate
of profit turns out to be lower, or if there is a loss, the entrepreneur concerned would have
to prove the same to the satisfaction of the specialised public agency, in which event the
financing institution may accept the lower rate of profit or share in the loss. However, in
view of the strong possibility that a widespread use of this method may in practice
degenerate into pure interest it needs to be applied on a very limited scale and only where
unavoidably necessary. (para. 1.19)

(h)  Time multiple counter loans.--Under this method a bank may give by way of
interest-free loan a multiple of interest-free deposit by a client so that the product of the
money and time for which money is given is the same in both the cases. It would,
however, not be correct to use this method by way of a permanent alternative system to
the interest-based system. However, in order to provide personal loans to people of small
means banks may instead of the above stipulations, adopt it as a principle that they would
provide loans for personal and non-productive purposes only to those persons who
already hold accounts with them. In laying down the repayment schedule and the amount
of the loan, however, the banks may keep in view the amount of the deposit of the
applicant for the loan and the period over which he has maintained his deposit with the
bank. (para. 1.20).

Q) Special loans facilities:--Under this facility interest-free loans may be provided by
banks and other financial institutions in cases where neither PLS nor any of the other
alternative methods is feasible, provided that the purposes/projects for which finance is
given are for general welfare of the community. However, in order to minimise the
impact of such loaning on the profitability of the financial institutions, it should be
ensured that it remains restricted to a scale considered absolutely necessary. (para. 1.21)

The Council is of the view that to replace interest, use should be made of PLS
System as well as the devices under items (c) to (i). (para. 1.22).
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5. While evolving a workable mechanism for financing on profit/loss sharing basis
suited to our conditions, the Council has kept in view the Figh literature on the subject of
Shirkat and Mudarabat. The stipulations pertaining to Shirkat provide that partners are
free to agree on any profit-sharing ratios, but losses are to be shared strictly in proportion
to the respective capital contributions. The Council, however, felt that under the proposed
profit/loss sharing system, the division of profits between the financial institutions and
business and industrial concerns should be regulated by the central bank of the country.
The financial institutions may also enjoy the powers of inspection of the projects and
their books of accounts and to participate in the decision-making process. (para. 1.23).

6. To ensure smooth and unhindered return flow of funds, delay in the payment of
amounts due to the banks should attract a penalty for non-payment. However, the amount
of the fine should not accrue to the banks but deposited in the Government treasury.
Since delay and defaults without genuine reasons would not only be a breach of trust but
also jeopardise the success of the new system, deterrent punishments should be provided
to defaulters which may include confiscation of property. Delinquents should be black-
listed and debarred from any future financial assistance by banks. (para. 1.24).

7. For the success of the new system it will be imperative that banks enjoy free and
unfettered discretion in respect of acceptance or rejection of financing proposals received
by them on the basis of sound banking principles and criteria. Such public sector
enterprises as do not meet the citeria of sound banking may either be financed by a
separate public agency or the banks should be guaranteed the repayment of the capital
and provided with a subsidy by the Government equivalent to the average rate of profit of
the bank. A thorough- on going reforms of the auditing system, which presently suffers
from a number of weaknesses, will also be necessary for ensuring the success of the new
system. (paras. 1.25-1.26).

8. The remodelling of the operations of the commercial banks on the basis suggested
in this Report would represent a radical departure from the traditional British pattern of
banking on which the commercial banks in this part of the world have been largely
operating. However, in the broader international context a reorientation of bank financing
on the lines suggested cannot be regarded as entering a field that is completely untried. It
cannot be denied that elimination of interest from banking and financial system as a
whole is a bold enterprise and problems and difficulties are sure to arise in the initial
period. However, once the new arrangements are put into practice and worked in right
earnest, a process of evolution would be set in motion and practical solutions to the
emerging problems would be found. (paras 1.27-1.30).

9. The Council considered three different options with a view to suggesting an action
plan for the elimination of interest from the economy. These were:

(@ A model bank may be set up which may start operations on interest-free
basis and, on the basis of experience gained from its working, the
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operations of the commercial banks and other financial institutions may be
reorganised on interest-free basis subsequently.

(b) A comprehensive scheme may be prepared for a complete switch-over to
the interest-free economic system and then the timing of such a switch-over
may be decided.

(c) Interest may be eliminated from the economic system in a phased manner.

The third option was considered to be the most practical and reasonable. It was in
this perspective that the Council had earlier recommended elimination of interest from
the operations of N.I.T. and I.C.P. as well as from housing finance provided by H.B.F.C.
and the commercial banks in the initial phase. A beginning towards elimination of
interest in a phased manner has already been made with the switch-over of the NIT,
HBFC and ICP Mutual Funds to-interest-free operations with effect from July 1, 1979
and the decision announced in the last budget not to charge any interest on bank loans for
production purposes to farmers cultivating holdings up to 12 acres.

The Council also considered a suggestion mooted in certain quarters that initially
only interest-free counters may be opened in the existing commercial banks which may
operate simultaneously with interest-based system and that depositors may be given the
option to keep their money with banks on PLS basis or on interest basis. The Council
strongly opposes such a course of action because it is not only inappropriate but also
extremely dangerous, as it is likely to entail perpetuation of the interest-based system and
to undermine the efforts at introducing interest-free banking in the country.

The Council has recommended that during the period of about 1 year and 8
months that now remains within the 3 years time limit set by the President, the rest of the
measures for elimination of interest from the domestic transactions should be taken in
three clearly defined phases with specific time schedule. The first phase should start on
July 1, 1980 and should cover selected Government transactions with the State Bank and
commercial banks, certain inter-governmental financial transactions, Federal and
Provincial Governments' loans to local bodies and autonomous corporations in respect of
non-profit/earning but essential projects, taccavi loans, loans to Government
employees,employees provident fund balances, penalty on Government overdues,
commercial bank financing of seasonal needs of the farmers, housing finance by
commercial banks, personal loans, Small Business Finance Corporation's financing of
means of transport and loans by ICP under its investors' scheme.

The second phase to go into effect from July 1, 1981 should aim at eliminating
interest completely from the assets aside of the banks and other financial institutions in so
far as they pertain to domestic transactions. In addition, the remaining elements of
Interest in the domestic transactions of the Government should be eliminated.
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In the final phase of the elimination of interest from domestic transactions, to take
effect on Ist January, 1982, banks should cease to accept deposits from the public on the
basis of interest and switch-over to profit/loss sharing. Inter-bank transactions would also
be switched-over to profit/loss sharing system and State Bank would abandon the system
of providing finance to banks and other financial institutions' on the basis of interest and
would bring about necessary changes in its monetary policy as set out in Chapter 1V of
the Report. (paras. 1.31-1.35)

10.  Elimination of interest from transactions relating to international trade and aid,
which poses the most difficult problems, should be covered in the third phase. It is
necessary to accelerate the efforts for greater economic co-operation among Islamic
countries so as to achieve interest-free international trade and aid at least among them.
The Islamic Development Bank can also play an important role in this respect. At the
same time, by setting a practical example of the Islamic economic and technical system
we should seek to convince others about the blessings and virtues of the Islamic system.
(para. 1.36)

Chapter Il: Commercial Banking

The Chapter suggests alternative mechanisms for replacing interest in domestic
banking transactions. Complete elimination of interest from international trade
transactions cannot be achieved by the lone efforts of a single country. However,
measures should be taken to minimise the element of interest even in international trade
transactions. (para. 2.3)

2. Under the new system, banks may provide finance on PLS basis for fixed
investment in industry to parties maintaining accounts audited by Chartered Accountants.
Parties whose accounts .are not audited by Chartered Accountants may be accommodated
under "hire-purchase”, "Bai Muajjal” or "leasing" arrangements. Smaller parties who may
not be in a position to maintain proper accounts may be financed under "normal rate of

return™, "hire-purchase” or "Bai Muajjal" arrangements. (para. 2.6).

3. Banks may also' formulate new projects themselves singly or in collaboration with
non-bank financial intermediaries, and the plant and machinery required for these
projects may be financed by them on the basis of "investment auctioning"”. (para. 2.7)

4. Under the new system the financing agreements would provide for monitoring by
the banks of the actual performance of the projects financed by them so as to safeguard
their interests. (para. 2.8)

5. Finance provided for fixed industrial investment under bridge financing
arrangements based on "stand-by" technique of underwriting, currently in vogue, is not
compatible with Sharia and needs to be substituted by "firm commitment™ underwriting
technique. Since the firm commitment underwriting is not permissible under the
Companies Act, necessary changes in the Act may be made to permit the use of this
technique. (para. 2.9)
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6. Debenture financing may be replaced by the issuance of a new corporate security
to be called the Participation Term Certificate (PTC). (para. 2.10)

7. Working Capital requirements of industry are at present being met through the
grant of cash credit, overdrafts, demand loans and bill discounting arrangements. These
facilities, with the exception of bills discounting, may be provided on PLS basis in the
case of firms maintaining proper accounts and having regular dealings with the financing
bank. In other cases, finance may be provided under "normal rate of return™ arrangements
or "Bai Muajjal”. In the case of bill discounting, the Council has recommended a
procedure designed to bring this type of financing in conformity with the Sharia, (para.
2.11)

8. In providing short-term finance to farmers, the commercial banks should
distinguish between farmers cultivating holdings up to the subsistence level and those
cultivating holdings above the subsistence level. Farmers with subsistence holdings may
be provided assistance in cash or kind without any charges under the "Special Loans
Facility”. Ordinarily such loans should be provided out of funds raised by banks on
interest-free basis. However, if such funds are inadequate banks may be provided a
subsidy by the Government in respect of such loans on the basis of the average rate of
profit of commercial banks during the relevant period. (para. 2.16)

9. Short-term finance to farmers withholdings above the subsistence level may be
provided by banks under “Bai Muajjal™ or "Bai' Salam" arrangements.(para. 2.17).

10.  Medium and long-term finance is required for purchase and maintenance of
agricultural machinery and implements, sinking of wells, installation of tubewells, land
development, construction of storage, poultry and dairy farming etc. Replacement of
interest in medium and long-term financing in the agricultural sector by a single
substitute conforming to Sharia is not possible. Therefore, the various alternative
methods will have to be used for different purposes. (paras. 2.18-2.22)

11.  Under the new system, small retailers, who are not in a position to maintain
accounts, may be provided finance either under "Bai-Muajjal* arrangements or under
"Special Loans Facility" out of resources raised by them on interest-free basis. In case
these are inadequate, the Government may provide a subsidy to the banks on the amount
of such loans on the basis of average rate of profit of the commercial banks in the
relevant period. In regard to bank financing of the commerce sector under cash credit,
overdraft, demand loans, and discounting of bills, the above arrangements as those
recommended in respect of financing of working capital requirements of industry may be
applied. In the case of opening of letters of credit, the banks may charge a commission
for the service rendered by them and they may not necessarily share in the profit/loss.
(para. 2.23)

12.  For financing house construction by individuals, commercial banks may adopt the
same system as was recommended by the Council in its earlier report and has been put
into practice by the House Building Finance Corporation. Financing of construction
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companies both for fixed investment and working capital may be strictly on PLS basis.
(para. 2.24)

13.  Banks may finance purchase of trucks, buses, taxis, vans, rickshaws and private
cars under "hire-purchase" or "Bai Muajjal" arrangements. (para. 2.25)

14.  With the exception of services sector, in which case banks may use any of the
alternative methods of financing considered permissible under the Sharia, PLS seems to
be the only practical basis for financing of other sectors. In case of finance required for
purchase of capital goods and machinery, techniques of "Bai Muajjal™ or "Investment
Auctioning" may also be used. (para. 2.26)

15.  Banks may generally not provide any personal loans. Loans to finance educational
expenses of meritorious students may, however, be provided without interest. Purchase of
consumer durables under economically justifiable conditions may be financed under "Bai
Muajjal” or "hire-purchase™ arrangements on a restricted scale. Personal loans in
calamity-stricken areas may be provided by the Government from the Federal Zakat
Fund. (paras. 2.27-2.28)

16.  In order to avoid any adverse effect on depositor's confidence and deposit
mobilisation by banks, 'deposits in the short transitional period may continue to be
accepted by banks on the existing basis. (para. 2.29)

17.  Under the new system, variable return would be payable on savings and time
deposits on the basis profit/loss of banks. (para. 2.30)

18.  The nomenclature of deposits as well as the rules and procedures governing the
operation of deposit accounts should remain unchanged for the time being in order to
avoid the possibility of confusion. However, some changes in the banking terminology
could be helpful in creating a sense of the radical change in the system. The banks should
also continue to enjoy full discretion in regard to the deployment of the deposit resources.
The Government may also continue the guarantee provided to deposits of nationalised
commercial banks for a short transitional period after the switch-over of deposits to the
new system. (para. 2.33)

19.  Inorder to avoid frequent shifts of deposits from banks with lower profitability to
banks with higher profitability, the rates of return on deposits held with nationalised
commercial banks should be made uniform by pooling their profits for distribution
among depositors. (para. 2.34)

20.  Inter-bank transactions may be carried out under PLS arrangements. (para. 2.35)

21.  The State Bank's Financial assistance to commercial banks under its various
refinance schemes as well as those for meeting temporary liquidity shortages may
normally be provided under PLS arrangements. (para. 2.36)
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22.  The operations of foreign branches of Pakistani banks, foreign currency deposits
held with commercial banks in Pakistan and certain other transactions of banks with
banks abroad would have to continue on the basis of interest. In order to avoid merger of
interest and non-interest income, however, the administration of foreign branches of
Pakistani commercial banks may be entrusted to a separate corporation to which foreign
currency deposits held with commercial banks should also be transferred. This
corporation should not accept local deposits. (para. 2.37)

23.  Commercial banks loans to their employees may be on the lines suggested in the
case of the employees of the State Bank. (para. 2.38)

Chapter I11: Speelallsed Financlal Institutions

The Council has made its recommendations in respect of elimination of interest
from the operations of NIT, ICP and HBFC in an earlier Report. Its recommendations
relating to other specialised financial institutions are contained in this Chapter. (para. 3.1)

2. The assets of Pakistan Industrial Credit and Investment Corporation (PICIC)
involving interest conisit of debentures purchased foreign and local currency loans and
deposits held with banks. PICIC's liabilities inolving interests are: debentures issued, line
of credit in foreign currency and rupee borrowings. (para. 3.4)

3. Since a portion of PICIC’s share capital is also held by foreign investors it appears
necessary that the assent of foreign shareholders be obtained for the elimination of
interest from its operations. In case they are not agreeable, they may be given the option
to disinvest their shares. (para. 3.5)

4, After the cut-off date for elimination of interest, PICIC may not purchase any new
debentures but may instead purchase the proposed Participation Term Certificates
CPTCs). (para. 3.6)

5. PICIC provides loans in local and foreign currencies for acquisition of fixed assets
at rates of interest fixed by the Government. After the cut-off date it may switch over
completely to interest-free forms of financing discussed in Chapter I. (para. 3.7)

6. The deposits of PICIC with banks may be held on PLS basis after the elimination
of interest from the deposits side of commercial banks. (para. 3.8)

7. The present underwriting arrangements which give rise to bridge finance on
interest basis may be replaced by the system of "firm commitment™ underwriting which is
compatible with Sharia. (para. 3.9),

8. For raising local currency resources, PICIC may, instead of issuing debentures,
Issue Participation T erm Certificates. The debentures already issued may also be
replaced by PTCs, to the extent possible, with the consent of the holders and the rest may
be allowed to run their course. (para. 3.10)
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9. The long-term rupee loans, secured by PICIC from the Government to broaden its
equity base, may be converted into Government investment on PLS basis or replaced by
PTCs to be issued by PICIC to the Government. Future Government assistance to PICIC
may either be on PLS basis or through purchase of its PTCs. (para. 3.14)

10.  The Government of Pakistan may forego the portion of interest payable to it by
PICIC on the long-term rupee loan granted by the U.S. Aid and may instead share in
PICIC's profit/loss related to the amount of the loan. In respect of the portion of interest
payable to U.S. Aid, an effort may be made that the U.S. Aid foregoes its interest claim.
If they do not agree, then the existing arrangements may continue. (para. 3.12).

11.  PICIC's foreign currency borrowings may continue to be on interest-basis until a
viable alternative conforming to Sharia is available. (para. 3.13)

12.  PICIC’s borrowing from the State Bank may be on PES basis, with a suitably
lower profit-sharing ratio inrespect of finance provided under the Refinance Scheme for
locally-fabricated machinery. (para. 3.14)

13.  The functions and operations of Industrial Development Bank of Pakistan, (JDBP)
are similar to those of PICIC. The changes required for elimination of interest from its
operations would, therefore, be similar to those suggested in the case of PICIC. However,
it differs from PICIC in so far as it also provides finance from working capital and
accepts deposits from the public. In these respects the recommendations in regard to
commercial banks would also generally apply to IDBP. (para. 3.17)

14.  The operations of National Development Finance Corporation (NDPC) are similar
to those of PICIC and IDBP. The changes required for elimination of interest from its
operations would, therefore, be broadly the same as those suggested in the case of PICIC
and IDBP. (paras. 3.18--3.20)

15.  In the case of the Agricultural Development Bank of Pakistan (ADBP), deposits
accepted by it should be subject to similar arrangements as those suggested for
commercial banks. Loans received from the State Bank may either be on PLS basis or
free of cost. Borrowings from international agencies may continue to be interest-bearing
until alternative arrangements compatible with Shar'ia become available. Financing by
ADBP with the assistance of both foreign loans and locally-raised resources would need
to be on the same basis as outlined in respect of agricultural financing operations of
commercial banks. (para, 3.24)

16.  The Small Business Finance Corporation (SBFC) at present provides financial
assistance to persons of small means on interest basis. After the cut-off date it may
provide finance for purchase of trucks, wagons, taxis etc., on the basis of "hire-purchase™
or "Bai Muajjal' while cycle advances may be provided free of cost. Financing of small
industries, small business and of professions may be on the basis of normal rate of return.
The Corporation's deposits maintained with banks would be treated like other private



144 Appendices

sector deposits. Borrowings from the Government may either be free of cost or on PLS
basis, while those from commercial banks may be on PLS basis. (paras. 3.25--3.29)

17.  Inthe case of the Equity Participation Fund (EPF), interest is involved only in
bridge finance which may be done away with by adopting the system of "firm
commitment" underwriting as suggested in the case of commercial banks. On the
liabilities side, interest may be eliminated on lines similar to those suggested in respect of
IDBP. (para. 3.31)

18.  The Federal Bank for Co-operatives (FBe) is the apex institution in the co-
operative credit structure. The other two tiers of the cooperative credit system are
Provincial Cooperative Banks and the primary cooperative credit societies. The Council
recommends that the financing operations of the cooperatives may be reorganised on the
same lines as proposed in regard to the agricultural financing operations of commercial
hanks. The State Bank's financial assistance to the cooperative credit institutions may be
free of any charge in respect of their interest-free loans. However, in respect of their
financing carrying return, the State Bank's financial assistance may be provided on PLS
basis. (paras. 3.32--3.36)

19.  Deposits of the cooperatives banks and cooperative credit societies may be
governed by the same stipulations as suggested in the case of deposits held by
commercial banks. (para. 337)

20.  To ensure the success of the new system, it would be necessary to bring about an
improvement in the quality of management of the societies, tighten their supervision by
the Provincial Cooperative Banks and expand the system of supervised financing. (para.
3.38)

21.  The system of insurance, in its present form, involves not only the element of
interest but also that of gambling. It needs to be organised on cooperative basis, along the
lines indicated in the text, and its benefits should be confined to those people who are
prepared to offer financial sacrifice for the sake of common good. (para. 3.43--3.46)

Chapter 1V: Central Banking and Monetary Policy

The responsibilities and functions of the State Bank under the interest-free system
will remain generally the same as at present and most of the monetary policy instruments
available to the State Bank would also remain largely unaffected. However, the bank rate
weapon would become redundant after interest is completely eliminated from the system.
State Bank's financial assistance to banks and other financial institutions, which is also a
device for regulating money and credit, would also undergo a change in so far as it would
need to be provided on PLS basis instead of fixed interest rates. Abolition of interest
would also have some implications for open market operations. (paras. 4.1--4.2)
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2. The State Bank would continue to use its power to require the scheduled banks to
maintain minimum cash reserves with it against their demand and time liabilities and will
continue to use this instrument under the interest-free system. Since the State Bank does
not pay any interest on these reserves, no change in this regard will be needed. However,
the State Bank charges penal rates of inerest in cases of non-observance of this
requirement by banks. This power may be replaced by the power' to impose fines per day
related to the amount of the default. (para. 4.4)

3. It will be possible to retain liquidity ratio requirements as an instrument of
monetary policy with the only change that the interest-bearing securities held in the
portfolio of banks will have to be replaced by such financial instruments as are
permissible under Sharia. The State Bank's power to impose penal interest in case of non-
observance of the statutory requirement would also need to be replaced by the power to
impose fines. (paras. 4.5--4.7)

4. No change will be needed in regard to the instrument of prescribing overall credit
ceilings for commercial banks with a view to regulating credit expansion in the private
sector. However, the power of charging penal interest rates will have to be replaced by
the power to impose fines. (paras. 4.8-,4.9)

5. Mandatory targets are prescribed by the State Bank for commercial banks to
ensure the provision of at least the designated amounts of finance to specified sectors to
help achieve the socio-economic objectives. No change will be required in this except
that the power to charge penal interest rates will have to be replaced by the power to
impose fines. (para. 4.10)

6. Selective credit controls which are used as a device for curbing an excessive use of
credit for specific purposes or for encouraging the flow of credit towards desirable uses,
do not involve any element of interest and would, therefore, continue to be made use of
as at present. (para. 4.11)

7. The State Bank's power to issue directives to banks would continue to be
exercised; (para. 4.12-4.13)
8. Moral suasion, which signifies informal consultations between commercial banks

and the central bank on various issues and for inducing the banks to follow the policy
guidelines of the central bank, would not be affected in any way by the abolition of
interest. (para. 4.14)

9. The bank rate weapon would need to be replaced "by the power on the part of the
State Bank to fix its profit-sharing ratio or ratios in respect of its own financial assistance
to banks and other financial institutions as also the power to prescribe maximum and
minimum profit-sharing ratios for scheduled banks in respect of finance provided by
them. (paras. 4.16-4.17)
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10.  The State Bank's power to prescribe minimum interest rates payable on savings
and time deposits may he replaced by the power to prescribe weights to be given to these
deposits for the purpose of profit distribution by the banks. (para. 4.20)

11. The State Bank's role as "lender of the last resort” as well as the provision of
refinance by it to commercial banks and other financial institutions would not be affected
by the abolition of interest. However, under the new system such assistance would in
general be provided under PLS arrangements or other alternative methods permissible
under the Sharia. (paras. 4.21-4.22)

12.  Abolition of interest will not necessitate any change in respect of deposits of the
Federal and Provincial Governments held with the State Bank since even at present no
interest is paid on these deposits. (para. 4.29)

13.  The State Bank's short-term loans and advances to Federal and Provincial
Governments, currently provided on interest basis, may be- provided free of interest.
(para. 4.30)

14.  As it would not be feasible under the new system for the Government to issue
fresh market loans on terms compatible with Sharia, the medium and long-term
borrowing requirements of the Government would also need to be met by the State Bank
free of any charge. (para. 4.31)

15.  The note issued by the State Bank is backed largely by Government securities and
holdings of foreign exchange both of which contain elements of interest. While the
Government securities would be made interest-free under the new system, foreign
exchange holdings abroad may have to be continued on interest basis till a viable
alternative becomes available. (para. 4.33)

16.  State Bank's transactions with international financial institutions and foreign aid
agencies would have to be continued on the basis of interest until a viable solution is
evolved in consultation with the parties concerned. (para. 4.34)

17.  State Bank's 'advances to its employees, which are at present interest-bearing may
be made interest-free subject to suitable quantitative limitations. Employees' provident
fund balances on which interest is paid at present may be invested in NIT Units and
profits earned on them credited to the employees' provident fund accounts. Interest
involved in miscellaneous domestic transactions may be replaced by a service charge,
wherever feasible. (para. 4.35)

18.  The major goals of economic policy in an Islamic society are broad-based
economic development and social justice. To help achieve these objectives, the central
bank should strive to so manage the banking system as to generate money and credit
flows in line with the requirements of a realistic rate of growth without jeopardising
monetary and economic stability. At the same time, it should not only ensure that all
sections of the society which can make productive and efficient use of bank finance have
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access to the banking system but should also bring about a more equitable distribution of
bank finance. (para. 4.36)

19. Monetary policy alone cannot achieve the socio-economic objectives of an Islamic
society unless other Government policies also work in the same direction. The
Government of an Islamic State should so fashion its fiscal policy as to lend sufficient
strength to monetary policy. (paras. 4.37-4.38)

Chapter V: Government Transactions

After the abolition of interest, fresh market loans carrying a fixed rate of interest
would no longer be issued. It would be difficult to raise resources on PLS basis. The
borrowing requirements of the Government will, therefore, have to be met by the State
Bank on interest-free basis. (paras. 5.1--5.3)

2. Ad-hoc treasury bills, currently issued by the Federal Government to State Bank at
a nominal rate of interest to meet specific financial needs, may be issued on interest-free
basis after interest is abolished. However, treasury bills on tap and Government treasury
deposit receipts would no longer be issued. The Government could instead have recourse
to short-term borrowing from the State Bank. (paras. 5.5-5.6)

3. The ways and means advances of the State Bank to the Federal and Provincial
Governments would be provided by the State Bank free of interest after interest is
abolished. (para. 5.7)

4. No interest will be charged by the State Bank on Government debtor balances.
(para. 5.8)
5. Government borrowings from commercial banks for financing commodity

operations would be free of interest while counter-finance may be provided by the State
Bank to commercial banks in the form of interest-free -loan5. (para. 5.9)

6. There would be no scope for small savings schemes operating at present on the
basis of interest. The existing small savings certificates would, however, be allowed to
run their course while deposits in the post office savings banks accounts may continue
and their proceeds invested in profit-earning avenues and the profits arising therefrom
may be distributed among depositors. The Prize Bonds Scheme may be tapered off
gradually. (para. 5.11)

7. The Federal Government may provide financial assistance to Provincial
Governments for meeting their development and non-development expenditure without
any charge. The interest-bearing foreign loans channelled by the Federal Government to
the Provincial Governments may, however, continue on the basis of interest till a viable
alternative compatible with Sharia is found in respect of borrowings from abroad. (paras.
5.12-5.13)
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8. Government borrowings from external sources will have to be continued, for the
time being, on the basis of interest. However, efforts should be made to reduce
dependence on foreign aid and for greater economic co-operation among Muslim
countries. (para. 5.14)

9. Loans from the Federaiand Provincial Governments to local bodies, autonomous
corporations etc. may be provided free of interest for financing non-profit-earning
essential projects. For profit-earning projects finance could also be obtained from banks
and other financial institutions on a basis conforming to Sharia. Interest-bearing foreign
loans channelled by the Government to these bodies would, however, need to be
continued on the existing basis" (para. 5.15)

10.  Provident fund balances of the employees may be invested in N.1.T. Units or other
suitable investment media and the profits arising therefrom may be credited to the
employees' provident fund accounts. (para. 5.16).

11.  Taccavi loans may be provided by the Provincial Governments free of interest.
(para. 5.17)

12.  Loans by the Federal and Provincial Governments to their employees for
construction of houses, purchase of cars, motor-cycles etc. may be provided free of
charge and considered as part of the fringe benefits to the Government employees. (para.
5.18)

13.  The practice of charging penal interest on Government overdues may be replaced
by imposition of appropriate fines. (para. 5.19)
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