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FOREWORD 
  

 

 It is a distressing fact that most of the Muslims lack 

proper understanding about the universal relevance of the 

Qur'anic Message, which was revealed to Prophet 

Muhammad (SAWS) for the guidance of all mankind. There 

is considerable misapprehension too about Islam and the 

Message of the Qur'an in the minds of Non-Muslims. The 

Indian School of Excellence Trust (INDSET) is making 

an humble endeavour through a series of monographs on 

Islam and Qur'an to project the image of Islam in its proper 

perspective and to explain the significance of the Qur'anic 

Message in a scientific and systematic way. 

 

This Monograph consists of a collection of essays 

on Riba (interest) and Islamic banking including also a 

summary of a landmark judgment, delivered in the Federal 

Court of Pakistan in December 1999. The Monograph 

attempts to explain the socio-cultural background in Arabia 

in which the Qur’anic verses on Riba were revealed. Two 

distinct schools of thought have emerged as regards the 

interpretation of Qur’anic verses on Riba. The classical 

school of thought asserts that Riba or interest per se is 

prohibited in accordance with Qur’anic injunctions, 

irrespective of the socio-cultural setting of the Jahiliyyah 

period in Arabia when the verses were revealed. The 

concept of interest itself is inherently evil and retards socio-

economic development. Some leading western economists 

such as Sylvio Gesell support their argument. 
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The other school of thought consists of modern 

Muslim scholars of Islamic jurisprudence. They argue, 

equally forcefully, that the Arab Jahiliyyah background, 

which provided the rationale for the revelation of the 

Qur’anic verses, cannot be ignored. They point out that 

during that period borrowing and lending transactions 

involved individuals and the rates of interest charged were 

exorbitant (usurious). Modern banking has radically 

transformed the situation. Firstly, the transactions are 

between individuals and banks; secondly, the bank charges 

moderate not exorbitant interest. Further, many of the 

products of conventional banking are progressive and 

welfare oriented. Thus all the products of conventional 

banking are not regressive and cannot be summarily 

dismissed as usurious. They further point out that the basic 

purpose of prohibiting Riba, in the Qur’an, is to prevent the 

enrichment of the rich and exploitation of the poor. 

Conventional banking can be instrumental in achieving this 

objective. They do admit that Islamic banking is 

progressing satisfactorily; nonetheless it operates in a 

restricted field and cannot fully meet the diverse 

developmental needs of the society and credit needs of 

individuals. It has to go a long way before it can compete 

with conventional banking. 

 

It is finally suggested in this Monograph that a 

group of experts on Islamic jurisprudence, including both 

classical and modern, should examine critically the 

products and services of conventional banking. They should 

use the dynamic Islamic instrument of Ijtihad to arrive at a 

consensus as to the products and services of conventional 
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banking, which contribute to the welfare of the society and 

also do not violate the fundamental principles of Islamic 

Shari’ah. This innovative and powerful instrument of 

Ijtihad or Istinbat should enable these experts to evolve a 

dynamic system of Islamic finance and banking, which is at 

once Islamic and contemporary, progressive not regressive, 

comprehensive not restrictive. Such a radically transformed 

Islamic finance and banking system, if adopted uniformly 

by all the Muslim countries, will make it competitive with 

conventional banking. Its impact on international economy 

will be far reaching. Will the Organization of Islamic 

Conference (OIC) and Islamic Development Bank (IDB) 

step in to accept the challenge so that Islamic finance and 

banking attains it full potential?  

 

 We conclude with a prayer to Allah (SWT) to 

graciously bless our efforts with success (Ameen). 

 

 

 

 

 

Shah Manzoor Alam                               
Chairman-INDSET   

               & 

      Former Vice-Chancellor,  

                            University of Kashmir, 

                                             Srinagar 
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INTRODUCTION 
 

Dr. Muhammad Zahir, Mr. Abu Nazim 

& Dr. Shah Manzoor Alam 

 

The concept of Riba has generated intense 

controversy among Muslim scholars and Islamic Jurists. 

The concept basically calls for interest free economy. The 

classical Islamic jurists forcefully argue that the concept 

calls for interest free economy since Riba (interest) has been 

definitely prohibited according to the injunctions of the 

Qur’an. Some modern Muslim scholars suggest that Riba 

should be equated with Usury, which implies exorbitant 

interest. Further it was prohibited in a particular socio-

cultural context on transactions between two individuals 

and implied the exploitation of the poor by the rich. Hence 

modern conventional banking cannot be treated on par 

with monetary transactions between two individuals. 

Further the rates of interest are moderate and cannot be 

treated as exorbitant. The Qur’anic verses, therefore, 

cannot be applied to the current social, cultural and 

economic environment, which is diametrically different 

from the socio-cultural situation, which prevailed during 

the Jahiliyyah period of pre-Islamic Arabia.  In view of this 

conflicting viewpoint the concept of Riba needs to be 

urgently clarified without any ambiguity. The situation is 

all the more confusing because none of the Muslim 

countries have officially introduced interest free banking 

nor have they taken any position on this important issue. 

Pakistan is the only Muslim country where its Federal 

Court has taken a definite position that interest charged or 

paid in conventional banks is prohibited according to 
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Qur’anic injunctions and Traditions of the Prophet (SAWS)
1. 

The government of Pakistan has not yet implemented this 

decision because of practical difficulties. It is time that the 

Organization of Islamic Countries and the Arab League 

should take initiative and remove the confusion, currently 

prevailing, about the concept of Riba, and its application in 

the contemporary socio-economic environment.  

 

An attempt has been made in this Monograph to examine 

the whole issue objectively and in a balanced way. The 

subject is introduced with an article by Dr. Shafa’at 

Ahmed, titled 'Riba in Pre-Islamic Arabia'.  It provides the 

historical background in which the verses in the Qur’an 

on Riba were revealed. He quotes various authorities 

who explain the meaning of Riba as understood in the 

days of Jahiliyyah - authorities like Imam Malik, Ibni Jarir, 

Imam Baghavi, Imam al-Suyuti, Imam Shafi’i and 

highlights their interpretation on the meaning of the 

term Riba. This group of scholars is in agreement as 

to its meaning in the pre-Islamic time: In their view Riba 

was attracted only when the time of payment was 

extended. The author also discusses the interpretation of 

al-Jassas (4th C.AH) whose view on the meaning of the 

term Riba differs from the previous group of scholars. 

According to al-Jassas Riba was a loan for a certain term 

on which they had mutually  agreed. The loan 

amount will  be consider-ably raised if  not repaid 

within the specified period of time.  The author 

explains the difference between the definition given by 

al-Jassas and those given by the other school of thought. 

 

                                                 
1. ‘SAWS’ stands for ‘Sallallahu ‘Alaihi wo Sallam’, meaning ‘Blessing of 

Allah and Peace be upon him.’ 
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The Shari’ah Bench of the Federal Court of Pakistan 

had to deal twice to give its verdict on the meaning and 

interpretation of the Qur’anic injunctions on Riba. A large 

section of the Western educated Muslim intelligentsia has 

cogently and logically argued that Qur’anic prohibitions 

on Riba are not applicable to conventional banking and 

should therefore be permitted under ‘Doctrine of 

Necessity’ as applicable to ‘pork eating’. A Division Bench 

of the Federal Court rejected the argument in 1991. The 

issue was reconsidered when an appeal was filed in 1999 

and was heard by a full bench of five Judges of the Federal 

Court.  

 

The Learned Shari’ah Court of Pakistan analysed 

rationally and comprehensively the representation of the 

appellants in the light of the Qur’anic verses (Al-Baqarah; 

2:27581; Al-e Imraan; 3:130; An-Nisa; 4:161; and Ar-Rum; 

30:39) the numerous Ahaadith (Traditions of the Prophet) 

on the subject of Riba, the differing views among the leading 

Sahabah and their Ijma’ (consensus), and the commentaries on 

the Holy Qur’an by the leading exegetes. Besides these 

sources, the Court invited many Muslim bankers who have 

long experience of banking in different parts of the 

world to seek their views on the practicability of the 

changeover to Islamic principles of banking and the 

Islamic modes of financing. The Court also invited some 

outstanding economists who supported the views of the 

classical Islamic jurists on economic grounds, that interest 

paid/charged by conventional banks was Riba and hence 

prohibited. 

 

The Court studied the reports of the Council of 

Islamic Ideology and the Commission for Islamisation of 
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Economy, Pakistan. The Court also took the opportunity of 

studying the recent works of a number of Western 

economists on the ongoing interest-based international 

lending by financial institutions, who say that interest-

based lending leads to a debt slavery regime and have 

pointed out its other ill-effects. They have favoured a 

changeover to equity based financial dealings, which 

according to their view, would be in line with Christian 

and Islamic teachings and usher in a more caring and 

compassionate society. There is a trend towards equity-

based banking, as against interest-based banking and 

according to one economist ‘The Western World has been 

gravitating towards Islamic principles of finance without 

knowing it over the last three decades’. 

 

After examining a vast array of opinion of bankers 

and economists, the Court came to the judgement that 

transformation of the existing financial system according 

to the Islamic principles ‘is feasible’. The Court also 

observed that ‘all the prevailing forms of interest do fall 

within the Qur’anic definition of Riba’.  Hence the 

appeal was dismissed. The Judgement of the Federal 

Court of Pakistan is an exquisite exposition of the 

views of the traditional Islamic jurists.  

 

 Nyazee, in his article on 'The Rules and Definition 

of Riba’, seeks to lay down four rules of Riba and defines it 

with illustrations, after pointing out the adverse effects of 

an ambiguous definition.  He (1) lists a few simple rules 

of Riba, derived by Muslim jurists, for pinpointing Riba 

bearing transactions; (2) proposes a very strict definition, 

that conforms to the views of the earlier jurists; and (3) 

gives some illustrations that should enable a clear 
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understanding of the definition provided, and the 

proper meaning of Riba, as expounded by the earlier 

jurists. Nyazee lays down four rules of Riba, emanating 

from the study of the work of the earlier jurists: 
 

(1) A usurious transaction involves the exchange of two 

counter values; 

(2) Riba is found where ownership in the item 

exchanged is passed on to the other party;  

(3) Riba is found where the items exchanged are the 

same    or are species of the same genus; and 

excess must be found and passed on to the other 

party either in one of the exchanged items or in 

both. 

(4) The two types of Riba, manifest and concealed, are 

explained with eleven illustrations. 

 

Nyazee thus strongly supports the stand of 

traditional Islamic jurists that interest in any form is 

prohibited. 

 

The damaging effects of interest on economy are 

also stressed in a new theory of  interest, radically 

different from the classical economic theories of Adam Smith 

and others. Sylvio Gesell, a German merchant and importer, 

constructed it in 1906, which visualized the possibility of an 

interest-free economic system. Sylvio Gesell, in his little 

known work ‘The Natural Economic Order’, postulated 

that only from a theory of money, a theory of interest 

could follow. This postulation was a pre-requisite to 

arrive at an interest free economic system. The new theory 

of interest deserves a serious study by the Islamic 

countries to usher in a regime of an interest-free economy. 
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Sylvio Gesell highlights the defects of the traditional 

monetary system, which were obstacles to the elimination of 

interest, the darkest plague spot, in our present economic 

system. He stated, “We, till this day, have failed to understand 

the recognised evils of money. He identified those 

evils, which necessitated a new form of money. The 

recognition of the evil nature of money and the resulting 

defects in the monetary system naturally call for barring 

or blocking the money to play its evil role. The status and 

power of money has to be cut to size. Money, in the 

present form, is a curse to the mankind because it is not 

performing its functions of exchange efficiently”. Gesell 

gives a description of 'Money as it should be', that is, Free 

Money as a stabilised paper money, currency with index 

number of prices, aiming to stabilise the general index of 

prices.” His innovative concept of 'Free Money' 

involves a reform of the monetary system, based on a 

reconstructed theory of money, which he considers a 

subject of vast importance to human development. After 

examining the concept of Free Money, or 'Money as it 

should be', Gesell constructed a theory of interest, its 

purpose being to break the unfair privilege enjoyed by 

money. 

 

Syed Hashim Ali, in his article on ‘Riba and the Credit 

Needs of Muslims’ (published in the Nation and The 

World, New Delhi, Mar 16 and April 1, 2002) offers a 

radically different interpretation of the Qur’anic verses on 

Riba. In his view the deprivation of Muslims, particularly 

in India, is mostly because they are not able to make use 

of the credit facilities offered by the welfare oriented 

based schemes. He says that Divine Law was 
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promulgated at a time of history, which was totally 

different from the present situation. The 

interpretation of the classical jurists is too rigid and 

completely ingresses the spirit behind the Qur’anic 

revelations on Riba. He points to the confusion caused 

by variations in the translation of the original Arabic text, 

e.g., the word Riba and feels that the word has been 

wrongly translated.  He points out that there is no 

equivalent of word ‘usury’ in Urdu.  Hence it has been 

translated as ‘sood’.  In his view this improper translation 

has created all the confusion: “this improper translation or 

definition has resulted in economic backwardness of 

Muslims”.  If interest is prohibited there is no incentive to 

save, and hence there will be dearth of working capital to 

start even a small business.   

 

In the second part of his article on the 

Qur ’anic definition of Riba ,  Hashim Ali interprets 

Riba in the light of the Qur’anic verses. He differentiates 

between Riba and the bank rate. Pakistan's experiment 

with Islamic banking is examined and suggests 

alternative concepts and operational changes in their 

working. 

 

In the third part of Hashim Ali’s article, 'The Role 

of Ijtihaad: Anti-Riba Measures' have been extensively 

discussed. The need and role of Ijtihaad and Qiyaas in the 

contemporary situation have been stressed in order 

to resolve the tricky Shari’ah problems, which may 

arise while including some of the conventional 

banking products into Islamic banking. He analyses 

critically the opinions of modern Muslim scholars and 

their comments on the traditional Muslim jurists and the 
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jurisprudential developments and legislations deviating 

from tradition in some Muslim countries.  He laments that 

problem solving was not the responsibility of the religious 

orthodoxy.  These points to the need of I j t ihaad  in the 

context of the complexities in the evolution of modern 

developing societies. 

 

Islamic banking is growing rapidly and gaining in 

importance. Even the conventional banks have 

commenced opening Islamic banking windows. The 

following three articles deal with the origin, progress and 

products of Islamic banking. These articles provide insight 

into the theoretical and applied aspects of Islamic 

banking. 

  

Dr. Dilshad Ara provides historical background to 

the development of Islamic banking. She links their 

emergence and development with the creation of Bait-ul-

Maal from the time of the Prophet (SAWS) and the Khalifahs 

(Caliphs). In her view the Qur’an and Sunnah [Traditions 

of the Prophet (SAWS)] provide elementary guidelines and 

legal prescriptions for a rudimentary banking system. 

She further stresses that Islamic banking is an 

inseparable part of Islamic economy and Islamic value 

system. 

   

While tracing the history of Modern Islamic 

Banking Dilshad Ara states that the first attempt was 

made in Pakistan during the 1950s but the real impetus 

towards Islamic banking commenced in 1974 with the 

establishment of Islamic Development Bank (IDB), which 

defines Islamic bank as ‘a financial institute whose 

statues, rules and procedures expressly state its 
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commitment to the principles of Islamic Shari’ah and to 

the banning of receipt and payment of interest on any of 

its operations’.  This accelerated the Islamic banking 

movement. The author describes the fast growth of 

Islamic banks and financial institutions in a number of 

Muslim countries.  She also points out the ‘even Western 

banks such as ANZ Grindlays Bank, Citibank and HSBC 

have Islamic banking branches in order to serve clients in 

Muslim countries’. 

  

Farrukh Kidwai, through a series of questions and 

answers explains how the credit needs of the clients are 

fulfilled by the Sharjah Islamic Bank (SIB).  He explains 

that all the Islamic banking products are investments and 

Islamic Banks are public joint stock companies. The 

various Islamic banking transactions conducted by the 

Sharjah Islamic Bank (SIB) have been briefly explained.  

In his view Islamic banks are competitive with the 

conventional banks and ‘have taken a massive portion of 

the retail and corporate market, the opening of Islamic 

windows in the conventional banks is evidential for this 

fact.’ 

 
The primary focus of the article ‘Islamic Banking 

and Finance in Theory and Practice: The Experience of 

Malaysia and Bahrain’ by Abdus Samad, Gardner and 

Cook (The American Journal of Islamic Social Sciences Vol. 

22. No. 2, 2005), is to clarify the operations of Islamic banks 

and explain their characteristic features. The authors point 

out that in view of growing interest in Islamic banking it 

has spread over to 53 countries with a total number of 275 

branches. This article deals specifically with the 

functioning of Islamic banks in Malaysia and Bahrain, 
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the former representing the best examples of Islamic 

banks in operation. The two countries are vying for 

recognition as the capital of Islamic banking 

worldwide. The article tries to determine the extent to 

which the Islamic banks currently utilize the seven 

available financial instruments - Murahabah, Mudarabah, 

Ijarah, e tc .  I t  a lso  undertakes a review of the 

literature on modern Islamic banking, and offers an 

overview of the principles of Islamic banking. The article 

claims that Islamic banking is much more than just 

interest-free banking. It provides interest free loans, does 

not deal in Haraam (prohibited) goods, which cannot be 

produced (or consumed), discourages speculative 

activities, which must be avoided, and insists on the 

Zakaat. The paper discusses Islamic investment ethics, 

Islamic financial instruments and the relative 

performance of these instruments.  It also examines the 

balance sheets of the two Islamic banks in Malaysia and 

Bahrain to assess as to how far they follow Shari’ah’s 

injunctions. Most of the dealings of Islamic banks in 

Bahrain and Malaysia relate to Murahabah (Trade 

Financing) and Ijarah (Lease Financing). 

   

The last article in this Monograph is by Ibrahim 

Shihata of the World Bank and is titled “Some 

Observations on The Question of Riba and The Challenges 

facing ‘Islamic Banking.” It is a highly provocative article, 

challenging both the classical Muslim jurists and the 

advocates of Islamic banking. Ibrahim Shihata forcefully 

argues that we cannot ignore the circumstances, the 

environment and the historical background in which the 

Qur’anic verses on Riba were revealed and the radical 

transformation of the socio-economic environment in 
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which the Muslim societies are currently placed. He, 

therefore, points out that the classical Islamic scholars 

“are likely to rely on the safe walls of the Taqleed (blind 

following) despite the radical changes in the 

circumstances and the environment in which those 

injunctions were issued and rules were framed.” He 

further states that every attempt should be made to 

understand the views of classical scholars for general 

guidance but they should never be treated “as the 

binding law to be necessarily followed under present 

circumstances which bear little resemblance to the 

conditions that contributed to the formulation of these 

early views. If such views were to be applied as Islamic 

Law under contemporary circumstances, they could also 

contribute to the further stagnation of economies of 

Islamic countries.” Ibrahim Shihata emphatically asserts, 

“Interest or Riba could not by itself have meant bank 

loans. Such phenomenon did not exist at the time of the 

Qur’an and the Sunnah and the Arabic word developed 

for it in later times is ‘fa’edah’ or ‘aïd’ i.e. ‘benefit’ or 

‘return’.” He further points out that Riba is commonly 

translated as ‘usury’, which ‘implies exorbitant interest 

on loans in exploitation of those who need them.’ This 

type of unjust enrichment at the cost of the poor and the 

needy is considered invalid in the capitalist society as 

well. 

 
Ibrahim Shihata recognises that Islamic banks are 

playing a significant role in mobilising deposits and 

attracting funds from sources, which, for religious 

reasons, were refraining in involving in conventional 

banks. Despite this success, the Islamic banks face a 

daunting challenge from the conventional banks that are 
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fast adding Islamic windows to their other normal 

operations. Thus the Islamic banks constrained from the 

outmoded Shari’ah law function in restricted areas, and 

hence lack the ability to compete with the conventional 

banks, which do not suffer from any such constraints. 

Islamic banks should expand their area of operation, 

ought to shed self-imposed restrictions, not justified by 

Islam, and compete with the conventional banks. 

 

Shihata thus concludes, “The general Qur’anic 

proposition is to facilitate not complicate transaction. 

Prohibited Riba may thus cover obvious cases of 

enrichment without legitimate cause, both in trade and 

lending operations, in order to ensure fairness in these 

transactions and to defend weaker parties from undue 

exploitation and excessive uncertainty. This however 

does not suggest that every financial transaction that has 

a fixed return is tainted by Riba. It is this prohibitive 

policy, which is termed as the essence of Islamic Banking.  

Islamic banks should move out of this obsession and 

adopt a more rational policy on banking, which is more 

rational, is in harmony with the spirit of Islam, and 

supports the welfare of the poor and the exploited. 

 

Ibrahim Shihata further states: “It is hoped that 

the Islamic law will be able to meet the challenges of the 

modern and future times only through a change in the 

Taqleed-based methodology and a broad movement of 

Ijtihad led by broad minded interdisciplinary scholarly 

institutes. It is also my conviction that Islamic countries 

cannot and should not insulate their respective economies 

from the world economy. On the other hand they should 

devise policies to exploit the unprecedented expansion in 
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world trade and investment. Finally, risks to depositors, 

bond holders and other creditors cannot be left 

uncompensated under misconceptions assuming the 

absence of such risks. Nor should savings be left to pile 

up in unproductive accounts in the name of religion.” 

 

While discussing Riba it ought to be recognized that 

Islam, as a religion, is compassionate, forward looking, 

progressive and supports the establishment of a welfare 

state. It encouraged the freedom of slaves, raised the status 

of women, protected them from the tyrannical practices 

and customs of pre-Islamic tribal Arabia and granted them 

right in property where none existed. Thus Islam always 

favoured the welfare of the people and progressive 

improvement in their quality of life with the passage of 

time. In view of this it will be safe to assume, in the words 

of Ibrahim Shihata, that ‘the application of divine 

prescriptions to new situations would be based on national 

criteria which fully take into account the evolving nature 

of human development and the constant changes in time 

and environment,’ in order to ensure human welfare. 

 

The Taqleed-based interpretation of the Qur’anic 

verses on Riba by the classical Islamic scholars, past and 

present, have frozen the time dimension in which Riba was 

proclaimed as if the human society has remained static and 

stagnant since the time of the Qur’anic revelations on Riba. 

It runs against the dynamics of society and of Islam. Fazl-

ur Rahman, a distinguished Muslim scholar from Pakistan, 

stresses this. He states that ‘Sunnah is not fixed, but 

dynamic, not static but evolving.’ The spirit behind the 

prohibition on Riba clearly does extend back to the Qur’an 

and the Prophet (SAWS). But the particular definition given 
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to Riba formalized by early generations of Muslims and 

enshrined in the Hadith (Tradition) that ‘it represented any 

amount of interest on certain categories of loans’, need not 

be applied. “So long as they abide   by the spirit behind 

prohibiting Riba, the Muslims are free to work out the 

detail of its application for themselves.” (Jeffery Lang-- 

Losing My Religion—A Call for Help, Page 262).  

 

Abdullah Yusuf Ali in his commentary on verse 275 

in Surah Al-Baqarah excluded conventional banking from 

the rigid and strict application of the concept of Riba, as 

defined by the classical Islamic Scholars. He writes, “Usury 

is condemned and prohibited in the strongest possible 

terms. There can be no question about its prohibition. 

When we come to the definition of Usury there is room for 

difference of opinion.  Khalifah ‘Umar (RA2), according to 

Ibn Kathir, felt some difficulty in the matter, as the Apostle 

left the world before the details of the question were 

settled. Our 'Ulema, ancient and modern, have worked out 

a great body of literature on Usury, based mainly on 

economic conditions as they existed at the rise of Islam. I 

agree with them on the main principles, but respectfully 

differ from them on the definition of Usury. As this subject 

is highly controversial I shall discuss it, not in this 

commentary, but on a suitable occasion elsewhere. The 

definition I would accept would be: undue profit made, 

not in the way of legitimate trade, out of a loan of gold and 

silver, and necessary articles of food such as wheat, barley, 

dates, and salt (according to the list made by the Holy 

Apostle himself). My definition would include profiteering 

                                                 
2
 RA stands for ‘Raziallahu ‘Anhu/’Anha/’Anhuma/’Anhum’ meaning ‘May      

Allah be pleased upon him/her/twain/them’. 
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of all kinds, but exclude economic credit, the creature of 

modern banking and finance.” (Note 324 on Surah Al-

Baqarah; 2:275: The Holy Qur’an. Text, Translation and 

Commentary, Amana Corporation, USA, 1983 Edition) 

 

There is a practical difficulty in implementing 

interest-free banking because international banking 

operations are dominated by conventional banking, which 

is interest-based. It will be difficult for Muslim countries to 

adopt dualistic banking operations, one interest based and 

the other interest-free Islamic banking. There will be 

tremendous accounting problem. Moreover, Muslim 

countries cannot isolate themselves from the rest of the 

world in international trade and commerce. Such isolation 

will lead to economic stagnation. 

 

In the light of the aforesaid facts it is crucially 

important that the classical Islamic scholars critically 

examine the conventional banking activities and identify 

those services, which contribute to the welfare of the society. 

Such activities will conform to the spirit of Islam which aims 

essentially to enhance the convenience, comfort and welfare 

of the people. Islamic banking should be flexible to 

incorporate them within its system in order to maximize the 

benefit to the poor and deprived section of the society and 

prevent their exploitation by the rich and the powerful. The 

basic principle of Riba, as defined in the Qur’an, is to 

prevent the enrichment of the rich and exploitation of the 

poor. We should also appreciate and understand that laws 

of the Shari’ah tend to direct human activities in the right 

direction. They facilitate and promote human and economic 

development in a steady and harmonious matter. This ought 

to be the role of Islamic banking. It should be welfare 
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oriented, should be competitive with conventional banking 

by providing a wide range of services, meeting fully the 

credit needs of the customers and the developmental needs 

of the society as a whole. The classical scholars ought not to 

be inflexible and dogmatic about their interpretation of the 

relevant Qur’anic verses on Riba. They should appreciate the 

fact that the Shan-e Nuzool (Rationale for Revelation) was in 

the context of a specific socio-economic situation prevalent 

in Arabia from Pre-Islamic times i.e. enrichment of the rich 

and exploitation and impoverishment of the poor by the 

rich. It was to eliminate this backbreaking tyrannical 

practice that the verses were revealed. While the principle 

remains valid and will continue to be valid in the 

foreseeable future, its applicability needs Ijtihaad because 

new instruments are available to achieve the objectives 

outlined in the Qur’an. We cannot summarily reject all the 

products of conventional banking as Riba. Some of them are 

welfare oriented and progressive. These new progressive 

instruments should be internalised and fully utilized in 

Islamic banking in order to enhance the welfare of the poor 

and needy and ensure their socio-economic stability and 

security. This pragmatic approach will reflect fully the 

dynamic and progressive spirit of Islam and will be in full 

compliance and conformity of the principles of the Shari’ah 

as enjoined in the Qur’an and Sunnah (Tradition) of the 

Prophet (SAWS). It will not violate any of the basic principles 

prohibiting   Riba as enshrined in the Qur’an. A strong 

element of Ijtihaad or Istinbat is essential to maintain the 

progressive image of Islam and accelerate the economic 

development in Muslim countries. It will tend to make 

Islamic banking more competitive with conventional 

banking. 
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It seems appropriate to conclude this Introductory 

Chapter with a quote from Justice Muhammad Taqi 

‘Usmani, a Judge of Federal Court of Pakistan, and one of 

the leading luminaries of the classical school of Muslim 

Jurists. He lays, however, great emphasis on Ijtihaad in the 

application of rules of Riba in Islamic Banking. He 

categorically states: “In order to reach a definite answer 

about a new situation the scholars of Shari’ah have to play a 

very important role. They have to analyse every new 

question in the light of the principles laid down by the Holy 

Qur’an and Sunnah as well as in the standards set by earlier 

jurists, enumerated in the books of Islamic jurisprudence. 

This exercise is called Ijtihaad or Istinbat. It is this exercise, 

which has enriched the Islamic jurisprudence with a wealth 

of knowledge and wisdom for which no parallel is found in 

any other religion. In any society where Shari’ah is 

implemented in its full sway, the ongoing process of Istinbat 

keeps injecting new ideas, concepts and rulings in the 

heritage of Islamic jurisprudence which makes it easier to 

find out specific answer to almost every situation in the 

books of Islamic jurisprudence.” [‘Usmani, Muhammad Taqi 

(2002). An Introduction to Islamic Finance, Maktaba 

Ma’ariful Qur’an, Karachi, Pakistan, Page: 237].  It is, 

therefore, clear that the Muslim world needs new innovative 

solutions, within the framework of the principles as defined 

in the Qur’an and the Sunnah of the Prophet (SAWS) to meet 

the challenges facing contemporary Islamic finance and 

banking. The solutions should terminate the exploitation of 

the poor by the rich and ensure steady social and economic 

progress of all sections of Muslim societies all over the 

world. 
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It may be stated in conclusion that if Islamic finance 

and banking has to play a significant role in international 

banking, trade and commerce and has to emerge as a viable 

alternative to conventional banking, then the concept of Riba 

has to be sharply and unambiguously defined, in harmony 

with the contemporary situation, without violating its basic 

principles. In order to accomplish this, a group of 

distinguished modern liberal and classical Islamic jurists 

should sit together to reach a consensus. They should utilize 

the powerful and innovative instrument of Ijtihad or Istinbat 

to evolve a dynamic system of Islamic finance and banking, 

which is at once contemporary, progressive not regressive, 

comprehensive not restrictive, and also conforms to the 

principles of the Shari’ah. Such a radically transformed 

Islamic finance and banking system, if adopted uniformly 

by all the Muslim countries, will make it competitive with 

conventional banking. Its impact on international economy 

will be far reaching. Will the Organization of Islamic 

Conference (OIC) step in to accept the challenge to achieve 

the abovementioned objective so that Islamic finance and 

banking attains its full potential and plays an effective role 

in shaping international economy? 
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CHAPTER 1 
 

RIBA IN PRE-ISLAMIC ARABIA 

 

Dr. Ahmad Shafa’at 

 
As noted earlier when the Qur’an and the Hadith 

talk about something without defining it, this is most 

probably because it’s meaning was well understood in 

the pre-Islamic time and the Qur’an and the Hadith use it 

in primarily the same sense. We also showed that the 

Qur’an and the Ahaadith, especially the authentic ones, 

do not define Riba. Hence they, in all probability, use 

the term in the same sense in which it was generally 

understood in the pre-Islamic time. It is now important 

for us to determine what the sense was in which the term 

Riba was understood in that time. 

 

The earliest documented statement about Riba in 

pre-Islamic time is found in the Muwatta of Imam Malik. 

“Malik narrated that Zayd ibn Aslam said, ‘Riba in the 

Jahiliyyah was that a man would have a debt (haqq) on a 

man for a set term.  When the term was due, he would say, 

‘Will you pay it off or increase me (ataqdi aw turbi)’. If the 

man paid, he took it.  If not, he increased him in his debt 

(zadahu fi haqqhi) and lengthened the term for him.” 

(Muwatta, 1180) 

 

This does not look at all like the usual definition of 

Riba as an increase in the amount of loan specified as a 

condition at the time of lending. Here the word Riba (in 

the form turbi) is used not in connection with the original 
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agreement under which the loan was given but in 

connection with the increase imposed if the loan is not paid 

when due. 

 

Imam Malik (d. 179 AH) wrote his Muwatta around 

the middle of the second century.  Later documents in the 

second to fourth century also mention similar 

understanding of Riba in the time of Jahiliyyah. Indeed, 

Imam Shafi’i (d. 204 AH) defined the Islamic concept of 

Riba exactly as Imam Malik defined Riba in the pre-Islamic 

times.  Thus Shafi’i says: “And al-Riba - (this is) that a 

man has debt (al-dayn) on another and on the due date he 

says (to the debtor): ‘Would you pay or increase the debt?’ 

So he would postpone the payment and increase his 

debt.” Later, Imam Ahmad ibn Hanbal (d. 241 AH) 

defines Riba in a similar way. Still, later in the Tafsir of Ibn 

Jarrir al-Tabari (d. 310 AH) it is related on the authority of 

Mujahid: “In the days of Jahiliyyah one man would owe a 

debt to another. Then he would say to his creditor, ‘[I offer 

to] you such and such and you give me more time to pay.’” 

 

Ibn Jarir also quotes another early authority, 

Qatadah, to explain the Riba in pre-Islamic Arabia: “From 

Qatadah: The Riba of Jahiliyyah was a transaction whereby a 

person would sell something for a payment to be made at 

a specified future time. Then when the time of payment 

came and the buyer did not have the necessary amount, 

the seller would increase [the amount due] and give him 

more time.” 

 

Baghavi (d. 510 AH) in his Tafsir on Qur’an 2:277 

quotes a tradition from 'Ata (d. 117 AH) and Ikrimah (d. 
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107 AH) which actually gives a case of Riba in exactly the 

sense implied in the above definitions. 

 

Regarding the word of Allah (SWT)3: “O believers 

fear Allah and forego what remains of al-Riba”. ‘Ata and 

lkrimah said that it was revealed concerning al-Abbas 

ibn Abd al-Muttalib and Uthman bin Affan who bought 

some dates (not yet harvested).  When the time came for 

harvesting, the owner of the dates said to them: “If the 

two of you took what is owed to you, I would not have 

enough for my children. So would you take half and 

delay the delivery of the remaining half and I double it for 

you?” So they acted accordingly and when the agreed 

time came they asked for the increased amount. This 

reached the Messenger of Allah (SAWS), so he prohibited 

them. Then Allah Most High sent down this Ayah.  So they 

heard and obeyed and took only the capital amount. 

 

Much later, al-Suyuti (d. 911 AH) is still defining 

the Riba of Jahiliyyah in similar terms. Thus he says on 

the authority of Farabi: “They used to purchase something 

with the payment deferred to a future time. Then on the 

due date [the sellers] used to increase the due amount 

and extend the time of payment.” 

 

As in the definition in the Muwatta, so also in all 

these other definitions it is a question of extending the 

time for payment and not the conditions under which 

the original loan was given.  Several of these other 

definitions speak of a debt that arose when a person bought 

something on deferred payment. 

                                                 
1. Stand for Subhanuhu Wa Ta’ala; meaning The Pure and Exalted. 
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At the time the loan becomes due, there can arise 

two types of situations: 
 

1)   The borrower can return the loan but prefers not to, 

because he sees some advantage in keeping the loan 

for a longer period. In this case, his keeping the loan 

would be equivalent to returning the loan (along 

with any increase) and then borrowing it again on 

similar terms on which he borrowed the first 

time. Thus in this case the increase required for 

the extension may not be considered Riba. 

2) The borrower finds it impossible or very difficult to 

pay the loan. In this case, any increase imposed 

would be Riba, because it is not a part of the original 

terms of the loan and the loan cannot be returned to 

start, in theory, the transaction all over again. Also, 

the lender could impose very severe conditions, even 

doubling or tripling the loan. Of course, such 

excessive increase repeated a few times would today 

create the risk of the loan being never paid back, but 

in earlier times this risk was minimal because the 

debtor and his family could be reduced to working 

for the lender for years and even become his slaves. 

 

The definitions of Riba given above assume the 

second situation. In fact, some of them explicitly state that 

the debtor was not able to pay the loan on the due date.  

Hence the oldest definitions of Riba in the time of Jahiliyyah 

have the following sense: Riba is increase on the amount of 

loan imposed in exchange for an extension in its term 

when the loan is impossible or very hard to pay at the 

due date.  In view of the fact that many definitions of 
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Riba talk of sales with deferred payments, it appears 

that most of those who would find it hard to pay the 

loan and therefore had to pay Riba would be relatively 

poor people who had borrowed a loan to buy some 

necessities of life or get out of some other type of financial 

difficulty. 

 

Our conclusion above is based on sources that quote 

relatively early authorities: Malik quotes Zayd bin Aslam 

who died in 136 AH.  Al-Tabari quotes Mujahid (d. 104 or 

105 AH) and Qatadah who (d. 117 AH).  Shafi’i does not 

quote a source but he himself is relatively early (d. 204 

AH).  Al-Suyuti quotes Farabi (d. 212AH). 

 

But some later Muslim scholars give us a 

completely different definition of Riba in pre Islamic 

Arabia. Thus Imam Abu Bakr al-Jassas (d.380 AH) in his 

Ahkaam-ul-Qur’an states: “And the Riba that the Arabs 

knew and practised was a loan of Dirhams or Dinars for a 

certain term with an increase on the amount of loan on 

which they mutually agreed.” 

  

This definition by al-Jassas in the fourth century 

(AH) is fundamentally different from those reported 

from earlier authorities. In the definitions reported by 

Malik, al-Tabari, and al-Suyuti from much earlier sources 

the focus is on the increase in the outstanding loan when 

it could not be paid, on due date, there is no mention of 

the terms of the original loan. In contrast, in the 

definition given by al-Jassas the focus shifts to the terms 

of the original loan; no mention is made of what happens 

at the time the payment is due. Moreover, in the earlier 

reports the loans mentioned arose out of sales with 
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deferred payment, whereas in the definition given by al-

Jassas the loans are said to be cash advances. 

 

The best explanation of the difference between the 

definition given by al-Jassas and those reported from 

earlier sources seem to be that the understanding of Riba 

changed at some point in the history of Islam and this 

changed understanding was in due course was also 

transferred to the Riba of Jahiliyyah. 

 

About two centuries after al-Jassas, Imam Fakhr 

al-Din al-Razi (d. 606 AH) tried to combine the two 

definitions: “As for the Riba al-Nasi’ah, it was a transaction 

well-known and recognized in the days of Jahiliyyah, i.e., 

they would advance money on the basis that they will 

take a specified amount every month and the principal 

will remain due. Then on the date the debt became due, 

they demanded the debtor to pay the principal. If payment 

became impossible (or hard), they would increase the 

term and the payable amount. So this was the Riba people 

practised in the time of Jahiliyyah.” (A similar statement is 

given by Adil al-Dimashqi in his Tafsir-al Hubab.) 

 

This definition has two parts: One is about the 

premium added to the loan as a condition specified in 

the beginning. This is called Riba al-Rasi'ah. The other is 

familiar to us from several other sources and deals with 

increase imposed if the loan could not be paid on the due 

date. The definition ends with the words: “So this was 

the Riba people practised in the time of Jahiliyyah”. These 

words are somewhat vague. They could be applied to the 

second part of the definition, the one dealing with what 

happened when the loan became due. Or, they could be 
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applied to both parts, including the part dealing with 

Riba al-Nasi’ah. Comparing with the reports from earlier 

authorities, we see that even if Razi himself included in Riba 

of Jahiliyyah the increase stipulated when the loan was first 

advanced, this is a secondary development. Originally, the 

understanding of Riba in pre-Islamic Arabia and Riba al-

Nasi’ah, which is a term derived by fuqaha from some 

Ahaadith were different. 

 

We may here note 'Usmani's explanation of the 

difference between the two definitions of Riba of 

Jahiliyyah mentioned above. According to him, they are 

telling us two different practices of Riba in the days of 

Jahiliyyah. However, this suggestion should be rejected 

for the following reasons: 

 

First: ‘Usmani himself recognizes that at least in 

case of deferred sales Riba was increase imposed when the 

loan could not be paid at due date. Thus regarding the 

statement of the non-believers that ‘trade is like Riba’ 

(Al-Baqarah; 2:275), ‘Usmani makes the following 

comments:  

 

“Their objection was that when we increase the price 

of commodity in the original transaction of sale 

because of its being based on deferred payment, it is 

treated as a valid sale. But when we want to 

increase the due amount after the maturity date, 

when the debtor is not able to pay, it is termed, as 

Riba while the increase in both cases seems to be 

similar. This objection of the non-believers of Makkah 

has been specifically mentioned by the famous 

commentator Ibn Abi Hatim (d. 327 AH) on the 
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authority of Said ibn Jubair: ‘They used to say that it 

is all equal whether we increase the price in the 

beginning of the sale, or we increase it at the time 

of maturity. Both are equal. It is this objection 

which has been referred to in the verse by saying 

‘They say that the sale is very similar to Riba.’”  

 

The same explanation is given in al-Bahr al-Muhit 

by Abu Hayyan and several other original commentators 

of the Holy Qur’an (Adh-Dhaariyaat; 51-52).” 

 

Notice ‘Usmani’s own highlighted words 

explaining the non-believers’ statement.  In these words 

Usmani is clearly recognizing that at least in case of a 

sale with deferred payment the term Riba was applied not 

to increase stipulated at the time the loan was advanced, 

but the increase imposed when the loan could not be paid 

on due date. ‘Usmani’s claim is that in pre-Islamic times 

this applied only in case of sales but not in case of cash 

loans. This he bases on the statements of al-Jassas and al-

Razi. But, apart from the fact that the statement by one of 

them is somewhat vague, we cannot give to their 

statements, made in the fourth and sixth centuries, the 

same weight as the statements by Imam Malik, Ibn Jarir etc 

who quote four different early authorities, from Mujahid 

around the end of the first century to Farabi around the 

end of the second century. Some of these much earlier 

authorities define Riba as the increase imposed when a 

loan cannot be paid at maturity without specifying 

whether the loan was in the form of deferred sale or a cash 

advance. 
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Second:  In the usage of every word there is often 

some variation, but there is also a primary usage that 

comes to mind when the word is spoken without further 

indications of any special sense different from the primary 

usage. For example, recall the following Hadith from 

Chapter 1: “To cheat the easy-going customer (mustarsil) is 

Riba.”  Here the term Riba is used in the sense of ‘any 

unjustified gain.’ But this is clearly not the primary 

meaning that would come to mind when the word Riba is 

heard.  Similarly, it is possible that sometimes the word 

Riba might have been used in pre-Islamic times to refer to 

interest originally charged on a loan, as suggested by the 

statements of al-Jassas and al-Razi.  But in view of the 

other, earlier, definitions this should not be considered the 

primary meaning of the word in pre-Islamic Arabia. In 

view of those definitions, when an Arab in pre-Islamic 

times heard the word Riba, the first thing that would come 

to his mind would be an increase imposed when the loan 

could not be paid on due date. 
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CHAPTER 2 
 

JUDGMENT OF THE SUPREME COURT OF 

PAKISTAN ON RIBA (INTEREST) 

(December 23, 1999) Note by the Editors 

 

It was a landmark judgment delivered by a five 

Judge Appellate Bench of the Supreme Court of Pakistan 

to determine if the banking transactions in Pakistan were 

in violation or not of the Islamic Shari’ah rules relating to 

Riba (Interest). The appeal arose out of an earlier 

judgement of the Shari’ah Bench of the Supreme Court of 

Pakistan declaring conventional banking transactions in 

Pakistan repugnant to Islamic Shari’ah (November 14, 

1991).  Pakistan is presumably the only Muslim country 

where the highest judicial authority has given a clear and 

an unambiguous verdict on this crucially important issue 

of the Islamic Shari’ah. 

 

The five judge Appellate Bench delivered a 

unanimous verdict that the banking and financial 

transactions in Pakistan do not conform to the prescribed 

Shari’ah rules according to Qur’an and Sunnah. They, 

however, differed regarding the implementation of the 

verdict. While a majority of three judges, including Chief 

Justice Khalil-ur Rahman felt that a transition period of 

two to four years was necessary for a smooth switch over 

from conventional banking to interest free Islamic 

banking. Justice Taqi Usmani and Justice Wajehuddin 

disagreed.  The majority view prevailed. 

 



Riba, Modern and Islamic Banking: A Critique 

 

 

31 

The entire judgment offers a most authentic and 

authoritative ruling on the nature and character of the 

Islamic Shari’ah law on Riba.  It serves as an excellent 

guide on the subject. However for the economy of space 

we are reproducing a longish summary of the Judgment 

delivered by Justice Muhammad Taqi Usmani. It provides 

an accurate, cogent, lucid and comprehensive exposition 

of the Shari’ah rules on Riba according to Qur’an and 

Sunnah. Further, it is equally representative of the views, on 

the subject, of the other four learned judges on the Appellate 

Bench of the Supreme Court of Pakistan. 

 

Summary of the Judgment delivered by Justice 

Muhammad Taqi Usmani 
 

Background 

 

The appellants argued before the Appellant Bench to 

declare null and void the November 14, 1991 Judgment of 

the Shari’ah Bench of the Supreme Court of Pakistan, 

whereby the Court had decreed the conventional banking 

transactions of the country charging interest, repugnant to 

the injunctions of the Qur’an and Sunnah. The appellants 

put forth the following arguments in support of their plea: 

 

1. The history of modem banking does not go 

beyond one hundred years therefore modern 

banking transactions are not covered by the term 

Riba. 
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2.  The Qur’anic verses on Riba were revealed during the 

last days of the life of the Prophet (SAWS)4. There is 

ambiguity in their meaning.  They are thus among 

the Mutashabihat (ambiguous) verses of the 

Qur’an. Therefore, they cannot be applied on 

banking transactions. 

 

3.  The term Riba applies to exorbitant usurious loans 

only.  It is inapplicable to modern banking where 

rates of interest are moderate. 

 

4.  Riba rules should be applied to consumption loans 

only where loan is obtained to meet the daily needs 

of the consumer.  It should not be applicable to 

commercial and productive loans, which are sought 

by the wealthy to promote trade and commerce.  As 

such, the creditors are not ‘zalim’ and the concept of 

‘zulm ‘(injustice) cannot be applied to them. 

 

5.   The Riba of Jahiliyyah did not stipulate any increase in 

payment of the loan amount if paid on time.  Increase 

was stipulated only if the payment of the principal 

was deferred. This is called Riba al-Qur’an. Whereas 

in modern banking increased payment on the loan 

amount is stipulated right from the beginning, 

hence it cannot be categorized as Riba al-Qur’an. 

 

6. While conceding that interest charged by banks may 

be termed as Riba, commercial banking transactions, 

being the backbone of the economy, may be 

exempted under ‘principle of necessity’. 

                                                 
4
. SAWS stands for ‘Sallallahu ‘Alaihi wo Sallam’, meaning ‘May blessings of 

Allah and Peace be upon him.’ 
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In the light of the aforesaid principal arguments, the 

Court decided to examine closely: 

 

a. Whether or not, commercial interest of 

modern financial system falls within the 

definition of Riba, prohibited by the Qur’an. In case it 

does, whether they can be allowed exemption under 

‘principle of necessity’. 

 
b. The Court also examined if the modern financial 

system can be designed interest-free and whether or 

not the proposed alternatives are feasible, keeping in 

view the modern structure of commerce and finance. 

 

The Court sought the assistance of eminent 

specialists in the field, juri-consultants and of the Islamic 

Development Bank. 

 

Before analyzing the pros and cons of the aforesaid 

arguments it is essential that we have a clear idea of the 

basic concept of Riba as enshrined in the Qur’an. 

 

An objective study of the Qur’anic verses dealing with 

Riba 
 

An understanding of the term ‘Riba’ in Islam 

requires an objective interpretation of the four sets of 

verses of the ‘Qur’an revealed at different occasions. There 

are three strands of analysis, The Qur’an, the Ahaadith 

(traditions) of the Prophet (SAWS) on the subject as 

narrated by his Sahabah (Companions) and a study of Riba 

by famous commentators on Qur’an. These three strands of 



Riba, Modern and Islamic Banking: A Critique 

 

 

34 

analysis certainly, contribute to an understanding of ‘Riba’. 

The following are the four different sets of verses, which 

were revealed on different occasions in Qur’an. 

 

 First, in Surah Ar-Rum (30:39), a Makkan Surah, 

wherein the term Riba finds mention in the 

following words: “And whatever Riba you give so 

that it may increase in the wealth of the people, it 

does not increase with Allah...” (Ar-Rum; 30:39) 

 

 The second verse is of Surah An-Nisa (4:161) where 

the term Riba is used in the context of sinful acts of 

the Jews in the following words: “And because of 

their charging Riba while they were prohibited 

from it...” (An-Nisa; 4:161) 

 

 In the third verse of Surah Al-e-Imran (3:130) the 

prohibition of Riba is laid down in the following 

words: “O those who believe do not eat up Riba 

doubled and redoubled...” (Al-e Imraan; 3:130) 

 

 The fourth set of verses is found in the Surah Al-

Baqarah (2:275~281) in the following words: “Those 

who take Riba (usury or interest) will not stand but as 

stands the one whom the demon has driven crazy by his 

touch.  That is because they have said: “Trading is but 

like Riba”. And Allah has permitted trading, and 

prohibited Riba.  So, whoever receives an advice from 

his Lord and stops, he is allowed what has passed, and 

his matter is up to Allah. And the ones who revert back, 

those are the people of Fire. There they remain forever.  

Allah destroys Riba and nourishes charities.  And 

Allah does not like any sinful disbeliever.  Surely 
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those who believe and do good deeds, establish 

Salah and pay Zakah, have their reward with their 

Lord, and there is no fear for them, nor shall they 

grieve.  O those who believe, fear Allah and give up 

what still remains of the ‘Riba’ if you are believers.  

But if you do not, then listen to the declaration of 

war from Allah and His Messenger.  And if you 

repent, yours is your principal.  Neither you wrong, 

nor be wronged.  And if there be one in misery, then 

deferment till ease.  And that you leave it as alms 

is far better for you, if you really know.  And be 

fearful of a day when you shall be returned to 

Allah, then everybody shall be paid, in full, what 

he has earned.  And they shall not be wronged”. 

(Al-Baqarah; 2; 275-281) 
 

Historical Analysis of the Verses of Riba 

 

Before proceeding further it will be appropriate to 

understand these verses in their chronological order. 
 

Surah Ar-Rum 

 

First of these verses is a part of Surah Ar-Rum 

which was undisputedly revealed in Makkah. This verse is 

not of prohibitive nature.  It simply says that the Riba does 

not increase with Allah i.e., it carries no reward in the 

Hereafter. Many commentators of the Qur’an are of the 

opinion that the word Riba in this verse does not refer to 

usury or interest.  Ibn Jari Al-Tabari (d.310 AH), the most 

famous exegete of the Qur’an, reports from Ibn Abbas (RA)5 

                                                 
5. ‘RA’ stands for Razi Allahu Tala Anhu/Anha/Anhum/Anhuma, meaning “may 

Allah be pleased with him/her/them.” 
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and several Tabi’in (followers) like Sa’eed Ibn Jubair, 

Mujahid, Tawoos, Qatadah, Zahhak and Ibrahim Al-

Nakha’i that the word Riba in this verse means a gift 

offered by someone to a person with the intention that the 

latter will give him a greater gift to the former.6  However, 

some commentators of the Qur’an have taken this word to 

mean usury.  This view is attributed to Hassan Al-Basri as 

reported by Ibn Al-Jawzi.7  If the word Riba used in this 

verse is taken to mean usury according to this view, which 

seems more probable, because the word ‘Riba’ used in 

other places carries the same meaning there is no specific 

prohibition against it in the verse.  The most it has 

emphasized is that Riba does not carry a reward from 

Allah in the Hereafter. Therefore, this verse does not 

contain a prohibition against Riba.  However, it may be 

taken as a subtle indication to the fact that the practice is 

not favoured by Allah. 

 

Surah An-Nisa 

 

The second verse is of Surah An-Nisa where, while 

listing the evil deeds of Jews, it is mentioned that they used 

to take Riba, which was prohibited for them. The exact time 

of this verse is very difficult to ascertain.  The 

commentators are mostly silent on this point, but the 

context in which the verse was revealed suggests that it 

would have been revealed before 4th year of Hijrah.  Verse 

153 of the Surah An-Nisa is as follows: “The People of the 

Book ask you to bring down upon them a Book from the 

heaven.” 

                                                 
6.  Ibn Jarir: Tafsir Jami'-al-Bayan, Dar-ul Fikr, Beirut, 1, Vol.6. 
7.  Ibn Al-Jauzi, Zad-ul-Masir, Al-Maktab-al-Islami, Beirut, 1964, Vol.6, p.304. 
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This verse implies that all the forthcoming verses 

were revealed in answer to the argumentation of the Jews 

who came to the Prophet (SAWS8) and asked him to bring 

down a Book from the heavens like the one given to the 

Prophet Musa (AS)9. It means that this series of verses was 

revealed at a time when Jews were abundantly present in 

Madinah and were in a position to argue with the Prophet 

(SAWS). Since most of the Jews had left Madinah after 4th 

year from Hijrah, this verse seems to have been revealed 

before that. Here the word Riba undoubtedly refers to 

usury because it was really prohibited for the Jews.  This 

prohibition is still contained in the old testament of Bible. 

But it cannot be taken as a direct and explicit prohibition of 

Riba for the Muslims. It simply mentions that Riba was 

prohibited for the Jews but they did not comply with the 

prohibition in their practical lives. The inference, though, 

would be that it was a sinful act for the Muslims also, 

otherwise they had no occasion to blame them for the 

practice. 

 

Surah Al-e Imran  

 

The third verse is of Surah Al-e-Imran, which is 

estimated to have been revealed sometime in the 2nd year 

after Hijrah, because the context of the preceding and 

succeeding verses refer to the Battle of Uhad, which took 

place in the 2nd year after Hijrah.  This verse contains a 

clear prohibition for the Muslims and it can safely be said 

that it is the first verse of the Qur’an through which the 

                                                 
8
 SAWS stands for ‘Sallallahu ‘Alaihi wo Sallam’, meaning ‘May Blessings of 

Allah and Peace be upon him.’ 
9. ‘AS’ stands for Alaihis Salaam; meaning ‘May peace be upon him’. 
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practice of Riba was forbidden for the Muslims in express 

terms.  That is why Hafidh Ibn Hajar Al-Asqalani, the most 

famous Commentator of Sahih Al-Bukhari, has opined that 

the prohibition of Riba was declared sometime around the 

Battle of Uhad.10  Some commentators have also pointed 

out the reason why this verse was revealed in the context 

of the Battle of Uhad. They say that the invaders of 

Makkah had financed their army by taking usurious loans 

and had in this way arranged a lot of arms against 

Muslims.  It was apprehended that it may induce the 

Muslims to arrange for arms on the same pattern by taking 

usurious loans from the people.  In order to prevent them 

from this approach the verse was revealed containing a 

clear-cut prohibition of Riba.11  

  

That the prohibition of Riba had been imposed 

sometime around the Battle of Uhad finds further support 

from an event reported by Abu Dawood in his Al-Sunan 

from the noble companion, Abu Hurairah (RA).  The report 

says that Amr ibn Aqyash was a person who had 

advanced some loans on the basis of interest. He was 

inclined to embrace Islam but was reluctant to do so on the 

apprehension that after embracing Islam he would lose the 

amount of interest, and therefore, he delayed accepting 

Islam. In the meantime the Battle of Uhad broke up 

whereby he decided not to delay embracing Islam and 

came to the battlefield, started fighting on behalf of 

Muslims and achieved the rank of a Shaheed (martyr) in the 

same battle.12 

                                                 
10.  Ibn Hajar, Fath-ul-Bari, Makkah, 1981, Vol.8, p.205 
11.  Al-Razi, Al-Tafsir Al-Kabir, IIIrd Edn. Iran, Vol.9, p.2 

12.  Abu Dawood: Al-Sunan, Hadith No.2537, Vol.3, p.20. 
 



Riba, Modern and Islamic Banking: A Critique 

 

 

39 

  

This tradition clearly shows that Riba was 

prohibited before the Battle of Uhad and it was the basic 

cause for the reluctance of Amr ibn Aqyash to embrace 

Islam. 

 

Surah Al-Baqarah 
  

The fourth set of verses is contained in Surah Al-

Baqarah where the severity of the prohibition of Riba has 

been elaborated in detail.  The background of the 

revelation of these verses is that after the conquest of 

Makkah the Prophet (SAWS) had declared as void all the 

amounts of Riba that were due at that time.  The 

declaration embodied that nobody could claim any interest 

on any loan advanced by him. Then the Prophet (SAWS) 

proceeded to Taif, which could not be conquered, but later 

on the inhabitants of Taif who belonged mostly to the tribe 

of Thaqif came to him and after embracing Islam 

surrendered to the Prophet (SAWS)  and entered into a 

treaty with him.  One of the proposed clauses of treaty was 

that Banu Thaqif will not forego the amounts of interest 

due on their debtors but their creditors will forego the 

amount of interest. The Prophet (SAWS) instead of signing 

that treaty simply wrote a sentence on the proposed draft 

that Banu Thaqif will have the same rights as the Muslims 

have.13  Banu Thaqif having the impression that their 

proposed treaty was accepted by the Prophet (SAWS) 

claimed the amount of interest from Banu Amr Ibn-al-

Mughirah, but they declined to pay interest on the ground 

that Riba was prohibited after Islam.  The matter was 

placed before Attaab ibn Aseed (RA), the Governor of 

                                                 
13.    Ibn Atiyyah, Al-muharrar-al-wajiz, Doha, Vol., p. 
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Makkah. Banu Thaqif argued that according to the treaty 

they are not bound to forego the amounts of interest.  

Attaab ibn Aseed (RA) placed the matter before the Prophet 

(SAWS) on which the following verses of Surah Al-Baqarah 

were revealed: “O those who believe, fear Allah and give 

up what still remains of the Riba if you are believers.  But 

if you do not, then listen to the declaration of war from 

Allah and His Messenger.  And if you repent, yours is your 

principal.  Neither you wrong, nor be wronged.” (Al-Baqarah; 

2:278,279) 

 

 At that point of time Banu Thaqif surrendered and said 

we have no power to wage war against Allah and His 

Messenger.14 

 

The Time of Prohibition of Riba 

 

 This study of the verses of the Qur’an in the 

light of their historical background clearly proves that Riba was 

prohibited at least in the 2nd year of Hijrah.  It is rather doubtful 

whether or not it was prohibited before that.  If the word Riba in 

the verses of Surah Al-Rum is taken to mean usury as interpreted 

by a number of authorities, it would mean that the practice of 

Riba was discarded by the Qur’an in Makkan period. That is why 

a number of scholars are of the view that Riba was never allowed 

in Islam. It was prohibited from the very beginning but the 

severity of prohibition was not emphasized during that period 

because Muslims were being persecuted by the infidels of 

Makkah and their major focus was on establishing and 

defending the basic articles of faith and they had no occasion to 

indulge in the practice of Riba.  Be that as it may, the fact that 

                                                 
14. Ibn Jarir, Jami-al-Bayan, Óp. cit, Vol.3, p.107, Al-Wahidi, Alwasit, Vol.1, 

p.397, Ibn Atiyyah, Op.cit Vol.2, p.489, and Al-Wahidi, Asbab-al-Nuzool, 

Riyadh, 1984, p..87.       
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cannot be denied is that the express prohibition of Riba was 

undoubtedly imposed in the 2nd year of Hijrah. 

 

The view that Riba was prohibited in the last days of the 

Prophet (SAWS) is sought to be supported by a tradition of Imam 

Bukhari where he has reported from Abdullah Ibn Abbas (RA), 

that he said: “The last verse of the Qur’an which was revealed on 

the Prophet (SAWS) was the verse of Riba15”.   

 

But the first place Abdullah ibn Abbas (RA) is not saying 

that the last injunction of Shari’ah was the prohibition of Riba.  

All he is saying is that the last verse revealed on the Prophet 

(SAWS) was the verse of Riba, which in this sentence 

undoubtedly means the verse of Surah Al-Baqarah already 

quoted above. The words “verse of Riba” is used as a title to it. 

Therefore, even if the above statement of Abdullah ibn Abbas 

(RA), is taken at its face value, it is an admission on his own part 

that the verses of Surah Al-e-Imran, Surah Al-Nisa and Surah Al-

Rum were revealed before this verse of Surah Al-Baqarah, which 

clearly indicates that the prohibition of Riba was already 

imposed before the revelation of these verses.  It is, therefore, 

evident that this statement of Abdullah ibn Abbas (RA) cannot 

be taken to mean that prohibition of Riba was imposed in the last 

days of the life of the Prophet (SAWS). 

 

Moreover, the same statement of Abdullah ibn Abbas 

(RA) is reported by a number of other scholars, like Ibn Jarir Al-

Tabari, who have explained that this statement of Abdullah ibn 

Abbas (RA), refers only to the following verse: “And be fearful of 

a day when you shall be returned to Allah, then everybody shall 

be paid, in full, what he has earned and they shall not be 

wronged.” (Al-Baqarah; 2:281) 

                                                 
15. Sahih Al-Bukhari Kitab-al-Tafsir Chap.53, Hadith 

No.4544.```````````````````````````````````````````````` 
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Since this verse is placed in the present order 

immediately after the verses of Riba, which are verses 275~280, 

Abdullah ibn Abbas (RA) has termed it as a verse of Riba.  In the 

light of this explanation, it is more probable that according to 

Abdullah ibn Abbas (RA), the verses mentioning the severity of 

the prohibition of Riba (verses 275~280 of Surah Al-Baqarah) 

were already revealed and it was only verse 281 which was 

revealed in the last days of the Prophet (SAWS).  This view finds 

further support from the fact that verse 278 was certainly 

revealed soon after the Conquest of Makkah when the tribe of 

Thaqif had claimed the amount of Riba outstanding towards 

Banu Mughirah as already mentioned in detail.  The Conquest of 

Makkah was in 8th year of Hijrah while the Prophet (SAWS) 

passed away in 11th year of Hijrah.  How can it be imagined that 

no other verse of Qur’an was revealed during this long period of 

more than three years. This presumption, which is false on the 

face of it, is very difficult to be attributed to a person like 

Abdullah ibn Abbas (RA). It is, therefore almost certain that by 

the verse of Riba he did not mean any other verse than verse 281 

which according to him was revealed separately in the last days 

of the Prophet (SAWS) and this too is the personal opinion of 

Abdullah ibn Abbas (RA). Some other Sahabah have identified 

some other verses of the Qur’an as being the last revealed verses.  

The issue has been discussed in detail by Al-Sayuti in his Al-

Itqan and many other books of Tafsir and Hadith. 

 

This explanation is more than sufficient to prove that the 

prohibition of Riba was imposed long before the last days of the 

Prophet (SAWS). 

 

The upshot of the above discussion is that although 

some indications of displeasure against Riba were given in the 

Makkan period also, but the express prohibition of Riba was 
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revealed in the Qur’an sometime around the battle of Uhad in 

the second year of Hijrah. 

 

The third tradition relied upon the claim that the 

prohibition of Riba came in the last days of the Prophet (SAWS) 

is a statement of Umar (RA). 

 

The Statement of Khalifah ‘Umar (RA) about the 

ambiguity in the concept of Riba 

 

It was argued that the term Riba as used in the Qur’an is 

an ambiguous term, correct meaning of which was not 

understood even by some companions of the Prophet (SAWS). 

They referred to the statement of Umar (RA) that the verses of 

Riba were among the last verses of the Qur’an and the Prophet 

(SAWS) passed away before he could explain them to us, 

therefore, avoid Riba and “everything which is doubtful” so 

much so that some have termed the verses of Riba as 

Mutashabihat (the verses having ambiguity or confusion in their 

meaning). They argued that the Qur’an has asked us to follow 

only those verses which are clear in meaning (Muhkamaat) and 

not to follow Mutashabihat. 

 

This argument is fallacious on the face of it, because in 

the verse of Surah Al-Baqarah Allah Almighty declared war 

against those who do not avoid the practice of Riba. How could 

one imagine that Allah Almighty, the All-Wise, the All-Merciful, 

can wage war against a practice, the correct nature of which is 

not known to anybody?  A plain reading of the verses of Surah 

Al-Baqarah reveals that Riba has been declared a very grave sin 

and its gravity is emphasized in an unparalleled manner when it 

was said that if the Muslims did not leave this practice, they 

should face a declaration of war from Allah and His Messenger. 
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A description of Riba al-Fadl 

 

So far as the statement of Khalifah ‘Umar (RA) is 

concerned, it will be necessary, before analyzing it, to note that 

the Qur’an had prohibited the Riba of Jahiliyyah with all their 

forms already mentioned above.  All these forms related to the 

transactions of a loan or a debt created by sale etc.  But after the 

revelations of this verse, the Prophet (SAWS) prohibited some 

other transactions as well which were not known previously as 

Riba. The Prophet (SAWS) felt that, given the commercial 

atmosphere at that time, certain barter transactions might lead 

the people to indulge in Riba.  The Arabs used certain 

commodities like wheat, barley, dates etc., as a medium of 

exchange to purchase other things.  The Prophet (SAWS) treating 

these commodities as a medium of exchange like money issued 

the following injunction:  

 

“Gold for gold, silver for silver, wheat for wheat, barley 

for barley, date for date, salt for salt, must be equal on both sides 

and hand to hand.  Whoever pays more or demands more (on 

either side) indulges in Riba”16. 

 

It means that if wheat is exchanged for wheat, the 

quantity on both sides must be equal to each other and if the 

quantity of any one side is more or less than the other, this 

transaction is also a Riba transaction, because in the tribal system 

of Arabs these commodities were used as money, and the 

exchange of one kilogram of wheat for one and a half (1½) 

kilogram of another wheat would stand for the exchange of one 

Dirham for one and a half (1½) Dirhams.  However, this 

transaction was termed as Riba by the Prophet (SAWS), and it 

was not meant by the term ‘Riba al-Jahiliyyah’.  Therefore, it 

was known as ‘Riba al-Fadl’ or ‘Riba-al-Sunnah’. 

                                                 
16.  Sahih Muslim, Karachi, Vol.2, p.25. 
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It is to be noted that, while prohibiting the Riba al-Fadl, 

the Prophet (SAWS) has identified only six commodities and it 

was not clearly mentioned in the above Hadith whether this rule 

is limited to these six commodities or it is applicable to some 

other commodities as well, and in the latter case what are those 

commodities? This question raised controversy among the 

Muslim jurists.  Some earlier jurists, like Qatadah and Tawoos, 

restricted this rule to these six commodities only, while the other 

jurists were of the opinion that the rule will be extended to other 

commodities of the same nature.  Then there was a difference of 

opinion about the nature of these commodities that might be 

taken as a common feature found in all the six commodities and 

a criterion for identifying the commodities, which are subject to 

the same rule.  Imam Abu Hanifah and Imam Ahmad are of the 

opinion that the common feature of these six commodities is that 

they can either be weighed or measured, therefore, any 

commodity which is sold by weighing or measuring falls within 

this category and is subject to the same rule, if it is bartered with 

a similar commodity. Imam Al-Shafi’i is of the view that the 

common feature of these six commodities is that they are either 

eatables or they are used as a universal legal tender.  Wheat, 

barley, date, salt represent eatables while gold and silver 

represent universal legal tenders.  Therefore, according to Imam 

Al-Shafi’i all eatables and universal legal tenders are subject to 

the rule mentioned in the Hadith. Imam Malik is of the opinion 

that the common feature among these six commodities is that 

they are either food items or they can be stored, therefore, he 

holds that everything which falls under the food items or can be 

stored is included in the case category, hence, subject to the same 

rule.17  

 

                                                 
17. All the books of Islamic Fiqh have mentioned this difference of opinion.  

See for example: Ibn Qudamah, Al-Mughni, Dar-ul-Kutub-al-Ilmiyyah, 

Beirut, Vol.4, pp. 124~127. 
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This difference of opinion among the Muslim jurists 

was based on the fact that after specifying the six 

commodities the Prophet (SAWS) did not expressly mention 

whether or not other commodities will assume the same 

status. 

 

The correct meaning of Khalifah ‘Umar Umar’s (RA) 

Statement 

 

It is in this background that Umar (RA) has stated 

that the Prophet (SAWS) passed away before giving any 

specific direction with regard to this difference of opinion.  

A deeper study of the statement of Umar (RA) reveals that 

he was doubtful only about the Riba al-Fadl mentioned in 

the Hadith cited above, and not about the original Riba 

which was prohibited by the Qur’an and was practiced by 

the Arabs of Jahiliyyah in their transactions of loan and 

non-barter sales. This is evident from the most authentic 

version of the statement of Umar (RA), reported in the 

Sahih Al-Bukhari and Muslim. The words reported by 

Bukhari are as follows: 

 

 “There are three things about which I wished that the 

Prophet (SAWS) did not leave us before explaining them 

to us in detail: the inheritance of grandfather and the 

inheritance of Kalalah (a person who has left neither a 

father nor a son) and some issues relating to Riba18. 

 

Moreover, at another occasion Umar (RA) has 

clarified his position in the following words: “You think 

that we do not know about any issue from the issues of 

                                                 
18.  Sahih Al Bukhari, Hadith No.5266. 
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Riba – and no doubt I would love to know all these issues 

more than I would like to own a country like Egypt with 

all its habitations – but there are many issues (about Riba) 

which cannot be unknown to any one e.g. purchasing gold 

for silver on deferred payment basis and purchasing the 

fruits on the tree while they are yellow and did not reap (in 

exchange of similar fruits without weighing them)19. 

 

These narrations of the statement of Umar (RA) 

clearly reveal two points: firstly, that all his concern in the 

issues of Riba related to Riba al-Fadl and not to Riba al-

Nasi'ah which was prohibited by the  Qur’an; and 

secondly, that even in the issue of Riba al-Fadl he did not 

feel difficulty in many transactions which were clearly 

prohibited, however, he was doubtful only with regard to 

some transactions which were not expressly mentioned in 

the relevant Hadith or in any other saying of the  Prophet 

(SAWS). 

 

Ahaadith on Riba  

 

Riba has been dealt with in the Hadith literature 

very extensively and the Prophet (SAWS) has thrown light 

on every significant aspect of it. He declared it to be one of 

the most heinous crimes and sins. He condemned and 

cursed those who eat Riba, who pay it, who prepare its 

document and who attest it as a witness.  

 

Apart from the Riba al-Nasi’ah which was in vogue 

in pre-Islamic Arabia and clearly and expressly prohibited 

by the Qur’an, the Prophet (SAWS) took several preventive 

                                                 
19.  Abdur Razzaq: Almusnnaf, Beirut, Vol.8, p.26. 
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measures to close all the possible avenues which may in 

any eventually lead to the commission of the Riba par 

excellence.  This preventive Riba is called by different 

names. It is called Riba al-Hadith because it has been 

mentioned in the Hadith as against Riba al-Nasi’ah, which is 

called Riba al-Qur’an.  It is also called Riba al-Buyu because 

it is mostly applicable in contracts of sale or exchange of 

property, as against Riba al-Duyun, i.e. Riba payable on 

debts.  It is also called Riba Khafi or tacit or hidden Riba as 

against express Riba.  These different nomenclatures are 

only to understand the nature and scope of these two 

kinds. This second category (Riba al-Fadl, Riba al-Hadith, 

Riba al-Buyu or Riba Khafi) is based on the traditions of the 

Prophet (SAWS) reported in different versions by all the 

compilers of the Ahaadith on the authority of a large 

number of companions.  A few versions of these Ahaadith 

may be quoted here: 

 

i) It is reported from Jabir.  He said that Allah's 

Messenger (SAWS) cursed the persons who ate Riba, 

gave Riba, documented a Ribawi deal or stood 

witness to it.  According to Jabir, the Prophet 

(SAWS) further said that all of the said persons were 

equal (in violating the Ahkaam of Riba and, hence, 

being subject to curse). (Muslim 2995). 

 

ii) The Hadith is narrated by Abu Hurairah (RA).  

According to him, the Prophet (SAWS) said as 

follows:  “On the Night of Ascendance to the 

Heavens, I passed by a group of people who had 

tummies as big as houses, filled with snakes that 

could be seen from outside. I asked the Arch-Angel 

Jibriel as to who they were.  Jibriel said that they 
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were the people who ate Riba.” (Musnad Ahmad, 

2264). 

 

iii) According to Ubaidullah b. Abi Yazid (RA), he 

heard Ibn Abbas as saying that Usamah b. Zaid (RA) 

informed him (Ibn Abbas) as follows:  “The Prophet 

(SAWS) said that verily Riba was in lending.” 

(Muslim, 2991). 

 

iv) This Hadith is from Yahya.  He said that he heard it 

from Ubadah b. Abdul Ghafir who, in turn, heard it 

from Abu Sa’eed Khudri (RA). Abu Sa’eed Khudri 

said: “Once Bilal (RA) brought to the Prophet (SAWS) 

some burney (good quality) dates.  The Prophet 

(SAWS) inquired as to where he got those dates 

from.  Bilal replied:  ‘We had some raddi (inferior) 

dates.  I sold two saa' of them for one saa' of burney 

dates in order to give them to the Prophet (SAWS) to 

eat.’  Upon hearing this, the Prophet (SAWS) 

exclaimed:  ‘Oh no!  Oh no!  That is Riba.  That is 

exactly Riba!  Don't do that again.  If you want to 

buy (good) dates for (inferior) dates next time, first 

sell your dates, and then buy the new ones with the 

sale proceeds.” (Bukhari, 2145). 

 

v) It is on the authority of Uthman b. Affan (RA) that 

the Prophet (SAWS) said: “Don't trade one Dinar 

(gold coin) for two Dinars and one Dirham (silver 

coin) for two Dirhams.” (Muslim, 2968). 

 

vi) It is on the authority of Abu Sa’eed Khudri (RA) that 

the Prophet (SAWS) said: “Don't trade gold for gold 

or silver for silver except on the basis of waznan-bi-
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waznin (weight), mithlan-bi-mithlin (like for like) and 

sawa’an-bi-sawain’ (equal for equal).” (Muslim, 

2966). 

 

vii) It is on the authority of Abu Sa’eed Khudri (RA) 

who reported that the Prophet (SAWS) said: “While 

exchanging gold for gold, silver for silver, wheat for 

wheat, barley for barley, dates for dates and salt for 

salt, do so on mithlan-bi-mithlin (like for like) and 

yadan-bi-yadin (hand to hand or on spot) basis.  

Thus, whosoever gave more or demanded more, 

verily he dealt in Riba.  Both the taker and the giver 

are equal i.e., equally guilty-in this regard.” 

(Muslim, 2971). 

 

viii) This narration is from Abu Qilabah.  He told that he 

was sitting in Syria in a circle that also included 

Muslim bin Yasar.  There came Abul Ash’ath.  

According to Abu Qilabah, everybody exclaimed: 

“Abul Ash'ath!” Abul Ash’ath join the circle.  Abu 

Qilabah asked him to narrate the Hadith of Ubadah 

b. Samett (RA) for a brother there.  Abul Ash’ath 

agreed.  His narration is as follows: “We (i.e., Abul 

Ash’ath and his colleagues) were on a military 

mission under the command of Mo’awiyah (RA).  

We gained a lot of spoils of war.  Among them, 

there was a silver utensil.  Mo’awiyah (RA) directed 

a person to auction it against the salary due in 

favour of the soldiers.  People showed great interest 

in the auction.  When the news reached Ubadah bin 

Samett (RA), he stood up and said: “I heard the 

Prophet (SAWS) forbidding the sale of gold for gold, 

silver for silver, wheat for wheat, barley for barley, 
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dates for dates and salt for salt except on sawa’an-bi-

sawain’ (equal) and ainamm-be-ain (like for like) 

basis.  The Prophet (SAWS) further said that if 

someone gave more or took more, he entered into 

Riba.” As soon as the people heard this, they 

withdrew from the auction. When the news reached 

Mo’awiyah (RA), he got up and addressed the 

people as follows:  “What is the matter with the 

people that they attribute to the Prophet (SAWS) the 

Ahaadith that we did not listen even though we also 

saw the Prophet (SAWS) and kept his company?” 

Ubadah (RA) stood up and repeated the whole 

thing.  He then angrily said:  “We will narrate what 

we heard from the Prophet (SAWS) even though it 

might be unpleasant for Mo’awiyah (RA) (or, he 

said:  even if it is against the will of Mo’awiyah 

(RA))." Ubadah (RA) further said: “I don't care even 

if it (i.e., contradicting Mo’awiyah (RA)) costs me 

my stay with Mo’awiyah (RA) army on this very 

dark night.” (Muslim, 2969). 

 

ix) This narration is from Fadalah b. Ubayd (RA). He 

said that he and other companions of the Prophet 

(SAWS) were with Allah’s Messenger (SAWS) on the 

eve of the conquest of Khyber.  They were trading 

one wuqiyyah (=7 mithqal) of gold for two or three 

Dinars with the Jews. When this came to the notice 

of the Prophet (SAWS), he ordered: “Don’t trade 

gold for gold except on the basis of waznan-bi-

waznin (equality in terms of weight).” 

 

x) This narration is from Fadalah b. Ubayd al-Ansari 

(RA) who reports as follows:  “When the Prophet 
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(SAWS) was in Khyber, a gold necklace studded 

with precious stones was brought to him.  This 

necklace, a part of the war booty, was up for sale.  

The Prophet (SAWS) ordered that gold content of the 

necklace be separated from the rest.  Thereafter, the 

Prophet (SAWS) directed that the gold (of the 

necklace) be sold for gold on the basis of waznan-bi-

waznin (equality in weight).  (Muslim, 2978). 

 

xi) This Hadith is narrated by Ma’mer b. Abdullah (RA).  

He said that he used to hear the Prophet (SAWS) as 

saying: “Exchange meal for meal mithlan-bi-mithlin 

(like for like).” (Muslim, 2982). 

 

xii) This Hadith is narrated by Abdullah b. Amr (RA).  

Allah’s Messenger (SAWS) directed him to make 

provisions for the army.  When Abdullah (RA) ran 

out of camels, the Prophet (SAWS) asked him to 

acquire camels against those of Zakah. Accordingly, 

Abdullah (RA) acquired one camel for two camels to 

be paid from the future Zakah proceeds. (Abu 

Dawood, 2913). 

 

xiii) This Hadith is from Abdullah Ibn Umar (RA). He 

reported that he used to sell camels in the market of 

Baqi’ for Dinars (gold coins) but received payment 

in Dirhams (silver coins). He went to see the 

Prophet (SAWS) in the house of Hafsah (RA), wife of 

the Prophet (SAWS), in order to inquire about the 

validity of his practice.  He said: “O Prophet of 

Allah!  With all due respect, I want to know the 

Shari’ah position of my trading of camels in Baqi’ 

whereby I sell camels for Dinars but accept 
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Dirhams towards payment.” The Prophet (SAWS) 

said: “There is no problem if you accept the 

payment in the form of Dirhams provided that it is 

according to the exchange rate (agreed) at that time 

and that the transaction is fully settled – i.e., 

payment also cleared – before both you and your 

client part company.”(Nasaie, 4506). 

 

xiv) This Hadith is reported by Abu Qatadah (RA).  He 

said that a person inquired from the Prophet (SAWS) 

as follows:  “If that person was killed in the path of 

Allah while he remained steadfast, self-critical and 

moved forward in the way of Allah without ever 

turning his back, would Allah forgive his sins?” 

Allah’s Messenger (SAWS) answered in the 

affirmative. However, when that person was 

leaving, the Prophet (SAWS) called him back, and 

said as follows:  “Yes, all sins would be forgiven 

except outstanding debt.  This is what Jibriel has 

told me.” (Muslim, 3497). 

 

xv) This Hadith is narrated by Amr b. Shareed on the 

authority of his father who, in turn, reported it from 

the Messenger of Allah.  The Prophet (SAWS) said 

that delay in the repayment of debt by a person, 

who can afford to repay, legitimizes dishonouring 

him and punishing him.”(Abu Dawood, 3144). 

 

xvi) This Hadith is reported by Abu Hurairah (RA). The 

Prophet (SAWS) said as follows: “If a person is in a 

position to meet his debt obligations but delays 

repaying the debt (as per schedule), he is zalim 

(unfair).  If someone is referred by the creditor to a 
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malie’              (a debtor who is willing to pay back 

the debt but cannot afford to do so at the moment), 

that person should accede to the request.” (Bukhari, 

2125). 

 

The nutshell of these Ahaadith is that the exchange 

of gold with gold, silver with silver, dates with dates, 

wheat with wheat, barley with barley, salt with salt should 

take place only when both the commodities are fully 

similar and exactly equal to each other in terms of weight 

and measure and are delivered and received then and 

there hand by hand. Any increase or decrease on either 

side or any deferred payment or delivery will render the 

transaction as Riba-based and will be disallowed.  There 

has been a consensus among the Muslim jurists about the 

prohibition of Riba al-Fadl right from the days of the 

companions.  In order of the traditions reported on the 

authority of Usamah (RA) by Bukhari and Muslim that the 

Riba is in deferred payments (Nasi’ah) only.  The well 

known authority on Hadith and the leading commentator 

of Bukhari, Allamah Ibn Hajar Asqalani says that there is no 

doubt about the soundness and validity of the Hadith of  

Usamah (RA); yet there is a difference among the 

'Ulema as to how it is to be reconciled with the Hadith of 

Abu Sa’eed (RA).  Some say that the Hadith of Usamah (RA) 

(being of an earlier period) is abrogated. But Allamah Ibn 

Hajar dismisses this view by saying that abrogation cannot 

be proved by mere possibility.  Some scholars are of the 

view that the wording. “There is no Riba except in Nasi’ah” 

simply means that the worst, the most heinous and the 

most strongly prohibited Riba is the Riba on deferred 

payments. It may be pointed out that the narrators of the 

Ahaadith on the prohibition of Riba al-Fadl include more 
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than two dozen companions leading among them being 

Abu Bakr, Umar, Uthman, Anas and of course Abu Said 

Khudri (RA). 

 

In the popular version of the Ahaadith on Riba al-

Fadl, six commodities have been mentioned as quoted 

above. Yet, in another version, a companion Mamar ibn 

Abdullah (RA) reports that he used to hear the Prophet 

(SAWS)) as saying: “Food for food (should be purchased) 

equal for equal.” He further reports that in those days their 

popular food was barley.  In yet another version, Ubadah 

and Anas (RA), the two leading companions, report that the 

Prophet (SAWS) has said: “What is weighed is to be equal 

for equal as long as it is one and the same kind of 

commodity.  Likewise is the case of what is measured.  But 

if the two kinds are different then there is no harm (if it is 

sold differently.)” 

 

These last two versions quoted by Imam Ahmed, 

Muslim and Darqutni respectively clearly establish that the 

common ground in all the above commodities is weight 

and measure, i.e. their fungibility. Thus, all fungible or 

mithli commodities shall be subject to the prohibition of 

Riba. We shall, however, revert to the subject of fungible 

and non-fungible kinds of property at a later stage.  The 

general principle is that the exchange of a fungible 

commodity with the same commodity is allowed only if 

both the commodities are of the same quantity and are 

delivered then and there. But if the commodities are 

different, these may be sold with a difference in quantity as 

long as delivery is immediate.  On the other hand, Imam 

Shafi’i has a slightly different view.  He agrees with Imam 

Abu Hanifah in respect of silver, gold and cash but limits 
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the application of the prohibition of Riba to only those 

commodities, which are either edible or are common in 

their genus.  The rest of the fungible items even if they are 

weighable cannot be included in the same category of 

prohibition with gold and silver.  In support of his ruling 

to consider edibility as a deciding factor, he relies on the 

Hadith dealing with food for food quoted above.  Imam 

Malik also has the same view as far as gold and silver are 

concerned. In respect of other items he considers 

fungibility and edibility as the Illah or ratio decidendi.  

However, the last-mentioned Hadith clearly supports the 

point of view of Imam Abu Hanifah that the prohibition 

applies to all fungible items.  However, the discussion on 

this kind of Riba in so far as it relates to fungible 

commodities other than silver, gold, cash and currency is 

outside the purview of bank interest.  For our purpose in 

the present discussion, it is relevant only to the extent of 

gold and silver, i.e. cash and currency, as far as it relates to 

banking and other monetary transactions. 

 

The Shari’ah has emphasized the principle of 

similarity and exactitude of the two commodities in sale 

and purchase to the maximum possible extent and any 

increase on one side only invalidates the contract. The 

parties should clearly know that both the commodities are 

exactly equal to each other in term of their quantities. On 

the other hand the sale of non-fungible things is allowed 

both with increase as well as with deferred payment.  

There are Ahaadith reported by Bukhari, Muslim, Abu 

Dawood, Tirmidhi, Nasaie, Ibn Majah, Imam Ahmad, Imam 

Malik, Darqutni, Baihaqi, and others on the authority of 

Jabir, Anas, Abdullah ibn Amr, Ali ibn Abi Talib, Samurah 

(RA) and several other companions to the effect that non-
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fungible thing may be sold with increase and deferred 

payment.  In these Ahaadith, instances have been reported 

where the sale of one camel of high breed for two, three, 

four or even twenty camels of a lower breed both on cash 

as well as deferred delivery may be allowed.  Explaining 

this permission, Abdullah ibn Abbas (RA) says that one 

camel (of high breed) may be costlier than two.  It has been 

reported by Imam Bukhari and Imam Abdul Razzaq that 

Rafi’ ibn Khadij (RA), a companion, once bought one camel 

for two camels and delivered one camel on the spot and 

promised to give the delivery on the other next day.  On 

the basis of these authorities Sa’eed ibn al-Musayyib, the 

most prominent follower, has laid down the maxim, as 

quoted by Imam Bukhari, Imam Malik and Imam ibn Abi 

Shaybhas, that there is no Riba in (sale and purchase of) 

animals.  Similar views have been expressed by Ibn Sirin, 

another leading follower.  This has been the opinion of the 

overwhelming majority of the jurists. But this applies only 

to such animals which are considered qimi or non-fungible 

in the market.  As regards such animals as are treated 

fungible in the market, the prohibition will apply. 

 

An important question relevant to the problem of 

Riba is that of the contract of ‘Inah’ which has been 

prohibited by the Prophet of Islam (SAWS).  It has been 

reported by Tabarani, Imam Ahmad and Abu Dawood on 

the authority of Abdullah ibn Umar (RA) that the Prophet 

(SAWS) has said; “When people become miserly and 

niggard about Dinars and Dirhams and enter into 

transactions on the basis of Inah, stick to their cattle and 

agriculture and abandon the Jihad in way of Allah, Allah 

imposes on them a colossal trial and disgrace and He will 

not lift it until the people revert back to their Din.” In this 
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Hadith the term ‘Ina’ is very significant.  Literally it means 

purchase on credits, sale on deferred payment or sale on 

the basis of loan.  If the literal meaning of the word Inah is 

taken then the Hadith would mean that the economic 

activity based on credit and loan brings ordeal and 

disgrace to people.  However, the scholars of Hadith have 

mentioned a particular kind of sale, which was known, 

with the name of Inah.  According to Firuzabadi, the well 

known classical Arabic lexicographer, the Inah sale was 

that a person would sell his commodity for a price to be 

paid later and then would re-purchase it back from him for 

a lesser price.  The same explanation has been given by 

Imam Rafi’.  His explanation of the Inah sale is more 

elaborate.  He says that in an Inah sale, the seller would sell 

his commodity for a price to be paid later and would make 

the delivery of the commodity to the buyer and then 

would purchase it back before receiving from him the 

delivery of the price for a cash price lesser than the 

previous price.  This explanation shows that it was similar 

to the buy-back agreement prevalent today. As a further 

support to the prohibition of this kind of sale, Ibn Qayyim 

refers to the Hadith reported by Imam Awzai that the 

Prophet (SAWS) has said: “A time shall come to mankind 

when they will legalise Riba under the garb of trade.”  

Commenting on this practice Ibn Qayyim says that in 

effect “it is an open and clear Riba based transaction, on 

which both the parties are agreed before entering into the 

actual contract.  Only its name has been converted and an 

outer term of trade has been used without being actually 

intended. It is nothing but a trick, fraud and deception 

perpetrated against Allah the Almighty.” Ibn Qayyim 

further says that such tricks cannot affect the prohibition of 

Riba and cannot eliminate the evils because of which Riba 
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has been prohibited.  Rather, such tricks add further force 

and emphasis to those evils. 

 

It has been pointed out elsewhere that the tendency 

of Islam is to discourage barter system and to encourage 

monetary economy as far as may be practical.  The Prophet 

(SAWS) issued certain instructions and laid down several 

principles which discourage barter trade. The prohibition 

of the exchange of fungible goods with the same fungible 

goods if they are of the same kind is a clear indication of 

that tendency. This is also supported by a Hadith reported 

by Imam Ahmad, Abu Dawood, Ibn Majah and Hakim on 

the authority of Abdullah ibn Amr al Mazini who says that 

the Messenger of Allah (SAWS) has forbidden from melting 

the coins prevalent and current among the Muslims 

without any excuse and to convert the Dirhams into silver 

and the Dinars into gold.  Imam Shawkani extends the 

prohibition to the melting of other metallic coins or the 

Fulus as well, particularly when these are current and 

popular among the Muslims.  The wisdom of this 

prohibition, according to him, is the harm caused to the 

people by the reduction in the supply of available Dirhams 

and other coins as a result of their melting and the 

resultant stoppage of their circulation. It shows that 

Muslim jurists were aware of the impact of the increase 

and decrease in the circulation of money on the inflation 

and deflation respectively. Ibn Ruslan has however 

exempted from this prohibition to melting of those coins, 

which have been demonetized and substituted by new 

ones. According to him in such a situation the melting of 

the demonetized Dirhams is allowed with the purpose of 

extracting the gold or the silver from them. 
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In order to pre-empt the possible avenues and to 

foreclose the doors of tricks that may possibly be employed 

to enter usurious transactions through backdoors, the 

Prophet of Islam (SAWS) discouraged practices and modes 

of trade which could possibly be resorted to for this 

purpose. One such example is found in the case of Fadalah 

ibn Ubayd the details of which have been recorded by 

Muslim, Nasaie', Abu Dawood and Tirmidhi.   Fadalah 

reports: “On the day of Khyber I bought a necklace for 12 

Dinars (a Dinar of Madinah was a golden coin of almost 

4.5 grams of gold). The necklace contained some gold and 

some precious stones. When I separated the two I found 

that it contained more than 12 Dinars of gold.  I mentioned 

it to the Prophet (SAWS). The Prophet (SAWS) said that it 

cannot be sold unless it is separated. The companion said:  

‘I only wanted to purchase the stones’. The Prophet (SAWS) 

said: ‘No; you cannot purchase it unless you separate the 

two.’” The reporting companion says that the Prophet 

(SAWS) ordered him to revoke the deal until such time 

when the two were separated. It may be mentioned that he 

had purchased the necklace for seven or nine Dinars.  The 

principle derived from this Hadith is that any deal in which 

a quantity of gold is sold for a smaller or larger quantity of 

gold is invalid whether it is the exclusive sale of gold or it 

includes other commodities. The principle will also apply 

to all such commodities in the exchange of which the law 

of Riba al-Fadl applies. This principle is also supported by 

the Hadith, which prohibits the sale of an unknown 

quantity of wheat for a known quantity of wheat as 

already pointed out. It is also supported by the Hadith in 

which the sale of one kind of dates for another kind of 

dates without weighing the two has been prohibited 

because of the absence of definite knowledge and 



Riba, Modern and Islamic Banking: A Critique 

 

 

61 

verification of the quantity of the two commodities with 

exactitude.  Likewise, is the case of necklace it was difficult 

to determine the weight of gold included in the necklace 

without it being separated from the stones.  Moreover, 

mere separation is not sufficient for sale but it is to be 

ensured that the quantity of gold taken from the necklace 

was exactly equal to the quantity of gold represented by 

the Dinars. A large number of jurists including Umar (RA), 

Imam Shafi’i, Imam Ahmad and Imam Ishaq are of the view 

that the sale of a commodity which includes gold or silver 

as a part in any ratio is prohibited.  However, Imam Abu 

Hanifah and some other scholars hold a different view.  On 

the basis of the details reported about the case of necklace, 

Imam Abu Hanifah is of the view that if the gold included 

in the necklace etc. is lesser than the price offered the deal 

is allowed.  He considers the excess amount to be the price 

of the stone.  While the price of the gold will be presumed 

to be exactly the equal amount out of the Dinars paid.  

Imam Malik also holds a similar view but with a slight 

variation.  He says if the gold does not constitute major 

component of the goods and the gold component in the 

commodity is less than one-third its sale is allowed 

without separating the two. 

 

Another example of preventive measures taken by 

the Prophet (SAWS) to close backdoors of Riba is the 

prohibition of ‘Muzabanah’ sale which was prevalent in 

Madinah.  It was the forward sale of dates while they were 

still on the trees for a certain quantity of ripe dates 

delivered at the time of the deal.  This prohibition has been 

reported among others by Imam Bukhari and Imam Muslim 

on the authority of Abdullah Ibn Umar.  Muslim adds in 

one of his versions and the Messenger of Allah (SAWS) also 
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prohibited the sale of any fruit without weighing it.  In a 

Hadith reported by all the five major compilers of the 

Hadith Sa’d Ibn Abi Waqqas says that he heard the Prophet 

(SAWS) being asked about the sale of dry dates for fresh 

dates.  The Prophet (SAWS) asked those around him:  “Do 

fresh dates get reduced in weight when they are dried 

up?” They answered in the affirmative. The Prophet 

(SAWS) then forbade it. 

 

On the basis of these Ahaadith the overwhelming 

majority of Muslim jurists hold that the sale of unknown 

quantity of any commodity is invalid if the commodity is 

mithli or fungible.  These examples show how the Shari’ah 

is sensitive about Riba and its contributives and how it 

closes all possible avenues to foreclose the door of Riba. 

Another example is the prohibition of buy-back agreement, 

if it is misused for covering up any Riba-based dealing as is 

evident from the following Hadith reported by Dar Qutni:   

 

“A lady called on Ayesha (RA), Mother of the Faithful, 

and told her that she had sold something to Zaid ibn 

Arqam for 800 Dirhams to be paid later and she had 

immediately purchased it back from him on cash 

payment of 600 Dirhams. Ayesha (RA) said to her:  

“Woe to what you have purchased and woe to what 

you have sold! The Jihad undertaken by him with the 

Messenger of Allah (SAWS) has been thereby put to a 

naught unless he repents.” 

 

Another important question in the context of the 

discussion of Riba and its meaning in the Qur’an and the 

Hadith has been technical status of the Hadith which lays 

down the principle that every loan which entails benefit 
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and usufruct is Riba. ( ). This has been                                        
accepted principle right from the beginning and the 

technical discussion about its status in terms of the 

categories of Ahaadith has never been taken to be a basis of 

justification to dispute the authenticity of this principle. 

Some scholars raise the issue of the status of this dictum as 

a Hadith and conclude that the principle laid down on its 

basis is not acceptable because technically it has not been 

declared to be a Hadith of the highest category of sound 

Hadith.  A number of scholars have discussed the technical 

status of the Hadith including late Maulana Zafar Ahmad 

Usmani who had dealt with this question in a scholarly 

treatise entitled Kashf al-Duja an Wajh Ma'na al-Riba. The 

late Maulana Zafar Ahmad Usmani dealt with different 

aspects of the question of the authenticity of this Hadith 

and has concluded that the principle laid down in the 

Hadith is an acceptable principle supported by a number of 

reports and principles. Relying on the sayings of leading 

authorities of the science of Hadith, Maulana Zafar Ahmad 

Usmani says that the general acceptance of Hadith by the 

jurists is a clear indication that it is a valid Hadith and has 

to be accepted as a basis of laying down the principle. He 

has quoted the names of various companions and other 

early authorities who have relied on these reports and 

accepted the Hadith as a fundamental principle. Moreover 

this Hadith and several other Ahaadith and sayings of the 

Companions highlight different forms of Riba as prevalent 

among the Arabs, some of which have been accepted 

without any scrutiny by writers like Dr. Fazl-ur Rahman, 

Sheikh Tantawi and Justice Qadeeruddin Ahmed.  As far 

as this principle is concerned objection has been raised to 

doubt the authenticity and blur the acceptability of this 

Hadith on weak grounds. Maulana Zafar Ahmad Usmani 
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has quoted several statements of the Companions recorded 

by different compilers of the Hadith to support the 

principle that usufruct or benefit accruing from a loan is 

Riba.  These statements put together reach the status of 

consensus of the Companions and their followers. It can 

undoubtedly be considered to be a tacit consensus because 

in the absence of any counter-opinion, the views expressed 

by several Companions about the usufruct or benefit 

accruing from loan being Riba, such views should be 

accepted as Ijma'. It means that the remaining body of the 

Companions agreed to the views of these Companions.  

Therefore, even if there is any doubt at all in the fact that 

this statement is a Hadith, it makes no difference in view of 

the unanimity of the Companions.  It may be pointed out 

here that a unanimous ruling of the Companions 

constitutes an integral part of the Sunnah and has the 

authority of not only Prophet of Islam (SAWS) but also 

enjoys the support of the Qur’an.   

 

Understanding ‘Riba’ (Usury) 

 

The charging and paying interest, which according 

to the findings of the learned Federal Shari’ah Court of 

Pakistan dated 2000, falls within the definition of Riba, is 

clearly prohibited by the Qur’an. 

 

A large section of the people hold the view that 

interest based commercial transactions have been invented 

by the modern business and their history does not refer 

back to more than 400 years; therefore, they are not 

covered by the term Riba used by the Qur’an and the 

prohibition of Riba does not include the prohibition of 

interest as in vogue in modern transactions. 
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The above view is supported by the following five 

different arguments. 

 

1. The first approach to interpret the term Riba, as 

adopted by the supporters of interest based 

economy was that the verses of the Qur’an which 

prohibit Riba were revealed in the last days of the 

life of the Prophet (SAWS) and he could not have an 

opportunity to interpret them properly, and 

therefore, no hard and fast definition of the term 

Riba can be found in the Qur’an or in the Sunnah of 

the Prophet (SAWS).  Since the term remained 

ambiguous in nature, it falls within the area of 

Mutashabihat and its correct meaning is unknown.  

According to this approach the prohibition of Riba 

should be restricted to the limited transactions 

expressly mentioned in the Hadith literature and the 

principle cannot be extended to the modern 

banking system which was not even imaginable at 

the time of revelation of the verses. 

 

2. The second line of argument runs on the basis that 

the word ‘Riba’ refers only to the usurious loans on 

which an excessive rate of interest used to be 

charged by the creditors, which would entail 

exploitation. As for the modern banking interest; it 

cannot be termed as ‘Riba’ if the rate of interest is 

not excessive or exploitative. 

 

3. The third argument differentiates between 

consumption loans and commercial loans. 

According to this approach the word ‘Riba’ used in 
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the Qur’an is restricted to the increased amount 

charged on the consumption loans used to be taken 

by the poor people for their day–to-day needs. 

These poor people deserved sympathetic attitude 

on humanitarian grounds, but the rich people 

exploited their miserable condition to charge heavy 

amounts from them in the form of usury. The 

Qur’an has taken this practice as a severe offence 

against humanity and declared war against those 

involved in such abominated transactions.  So far as 

the modern commercial loans are concerned, they 

were neither in vogue in the days of the Prophet 

(SAWS) nor has the Qur’an addressed them while 

prohibiting Riba. Even the basic philosophy 

underlying the prohibition of Riba cannot be 

applied to these commercial and productive loans 

where the debtors are not poor people. In most 

cases they are wealthy or at least economically well-

off and the loans taken by them are generally used 

for generating profits.  Therefore, any increase 

charged from them by the creditors cannot be 

termed as Zulm (injustice), which was the basic 

cause of the prohibition of Riba. 

 

4. The fourth theory advanced during the arguments 

was that the Qur’an has prohibited Riba-al-Jahiliyyah 

only which, according to a number of traditions, 

was a particular transaction of loan where no 

additional amount over and above the principal 

was stipulated in the agreement of loan.  However, 

if the debtor could not pay off the loan on its due 

date, the creditor would give him more time against 

charging an additional amount.  According to this 
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theory, if an increased amount is stipulated in the 

initial agreement of loan, it does not constitute Riba 

al-Qur’an.  However, it does fall in the definition of 

Riba-al-Fadl, prohibited by the Sunnah.  Its 

prohibition is of a lesser degree, which can be 

termed as Makrooh and not Haraam.  Therefore, this 

prohibition may be relaxed in cases of genuine need 

and it does not apply to the non-Muslims. Being a 

special law applicable to the Muslims only, it falls 

within the category of ‘Muslim Personal Law’ 

which falls outside the jurisdiction of the Federal 

Shari’ah Court, as contemplated in Article 203-B of 

the Constitution of Pakistan. 

 

5. The fifth line of argument was that although the 

modern interest based transactions are covered by 

the prohibition of Riba, yet the commercial interest 

being the back-bone of the modern economic 

activities throughout the world, no country can live 

without being involved in interest based 

transactions and it will be a suicidal act to abolish 

interest from domestic and foreign transactions.  

Islam, being a practical religion, recognizes the 

principle of necessity and it has allowed even to eat 

pork in extreme situation where one cannot live 

without eating it.  The same principle of necessity 

should be applied to the interest-based transactions 

also, and on the basis of this necessity the laws 

permitting the charge of interest should not be 

declared repugnant to the Injunctions of Islam. 

 

 All these different sets of arguments led the Shari’ah 

Court to resolve the main issue i.e. whether or not 
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commercial interest of modern financial system falls with 

the definition of Riba prohibited by the Qur’an, and if it 

does, whether they can be allowed on the basis of 

necessity.  This also led the Court to examine whether the 

modern financial transactions can be designed without 

interest and whether or not the proposed alternatives are 

feasible keeping in view the modern structure of commerce 

and finance.  In order to resolve these issues the Court 

invited a number of experts like juris-consults consisting of 

Shari’ah Scholars, economists, bankers, accountants and 

representatives of modern business and trade.  They 

provided assistance to the Court in their respective areas of 

specialization. 

 

What is meant by Riba? 
 

Now we come to the question what is meant by 

Riba?  The Qur’an did not give any definition of the term 

for the simple reason that it was well known to his 

addressees.  It is like the prohibition of pork, liquor, 

gambling, adultery etc., which were imposed without 

giving any hard and fast definition because all these terms 

were well known and there was no ambiguity in their 

meaning.  Similar was the case of Riba.  It was not a term 

foreign to the Arabs.  They all used the term in their 

mutual transactions.  Not only Arabs but all the previous 

societies used to practice it in their financial dealings and 

nobody had any confusion about its exact sense.  We have 

already quoted the verse of Surah An-Nisa where the 

Qur’an has reproached the Jews for their taking Riba while 

it was prohibited for them.  Here this practice is termed as 

Riba in the same manner as it is termed in Surah Al-e-Imran 

or Surah Al-Baqarah.  It means that the practice of Riba 
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prohibited for Muslims was the same as was prohibited for 

the Jews.  

 

Riba in the Bible 

 

This prohibition is still available in the Old 

Testament of the Bible. The following excerpts may be 

quoted with advantage: 

 “Thou shalt not lend upon usury to thy brother; 

usury of money, usury of victuals, usury of 

anything that is lent upon usury.” (Deuteronomy 

23:19) 

 

 “Lord, who shall abide in thy tabernacle?  Who 

shall dwell in thy hill?  He that walketh uprightly, 

and worketh righteousness and speaketh the truth 

in his heart.  He that putteth not out of his money 

to usury, nor taketh reward against the innocent.” 

(Psalms 15:1,2,5)  

 

 “He that by usury and unjust gain increaseth his 

substance, he shall gather it for him that will pity 

the poor.” (Proverbs 28:8) 

 

 “Then I consulted with myself, and I rebuked the 

nobles and rules and said unto them, Ye exact 

usury, every one of his brother. And I set a great 

assembly against them.”(Nehemiah 5:7) 

 

 “He that hath not given forth upon usury neither 

hath taken any increase, that hath withdrawn his 

hand from inequity, hath executed true judgment 

between man and man Hath walked in my statues, 
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and hath kept my judgments, to deal truly; he is 

just.” 

 

 “He shall surely live, said the Lord God.” (Ezekiel 

18:8,9) 

 

 “In thee have they taken gifts to shed blood; thou 

hast taken usury and increase, and though hast 

greedily gained of thy neighbours by extortion, and 

hast forgotten me, said the Lord God.” (Ezekiel 

22:12). 

 

In these excerpts of the Bible the word ‘usury’ is 

used in the sense of any amount claimed by the creditor 

over and above the principal advanced by him to the 

debtor.  The word ‘Riba’ used in the Qur’an carries the 

same meaning because the verse of Surah Al-Nisa explicitly 

mentions that Riba was prohibited for the Jews also.  

 

The definition of Riba as given by the Exegetes of the 

Qur’an 
 

Moreover, the literature of Hadith while explaining 

the word Riba has mentioned in detail the transactions of 

Riba which were used to be effected by the Arabs of 

Jahiliyyah on the basis of which the earliest commentators 

of the Qur’an have defined Riba in clear terms. 

 

Imam Abubakr Al-Jassas (d. 380 AH) in his famous 

work Ahkaam al-Qur’an has explained Riba in the following 

words: “And the Riba which was known to, and practiced 

by, the Arabs was that they used to advance loan in the 

form of Dirham (silver coin) or Dinar (gold coin) for a 
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certain term with an agreed increase on the amount of the 

principal advanced.20 

 

On the basis of this practice, the same author has 

defined the term in the following words: “The Riba of 

Jahiliyyah is a loan given for stipulated period with a 

stipulated increase on the principal payable by the 

loaned.
21

 

 

The well-known Imam Fakhruddin Al-Raazi has 

mentioned practice of Riba in the days of Jahiliyyah as 

follows: “As for the Riba al-Nasi’ah, it was a transaction 

well known and recognized in the days of Jahiliyyah i.e. 

they used to give money with a condition that they will 

charge a particular amount monthly and the principal will 

remain due as it is.  Then, on the maturity date, they 

demanded the debtor to pay the principal.  If he could not 

pay, they would increase the term and the payable 

amount.  So, it was the Riba practised by the people of 

Jahiliyyah.”22 

 

The contention about the claim of an increased 

amount over the principal can be resolved by a careful 

study of the relevant material in the original resources of 

Tafsir.  Tafsir clearly shows that the claim of an increased 

amount over the principal had different forms in the days 

of Jahiliyyah. 

 

Firstly, while advancing a loan the creditor used to 

claim an increased amount over the principal and would 

                                                 
20.  Ahkaam ul- Qur’an by Al-Jassas, p-465, Vol.1, Lahore, 1980 
21.  Op Cit, p.469, Vol.1 
22.  Al-Tafsir Al-Kabeer by Al-Raazi, p.91 Vol.7, Published in Tehran. 
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advance loan on this clearly stipulated condition as is 

mentioned by Imam Al-Jassas in his Ahkaam al-Qur’an.  

Secondly, the creditor used to charge a monthly return 

from the debtor while the principal amount would remain 

intact up to the day of maturity as mentioned by Imam Al-

Raazi and Ibn Aadil.   

 

The third form is mentioned by Mujahid, but the 

full explanation of this transaction is given by Ibn Jarir 

himself on the authority of Qatadah in the following 

words: “The Riba of Jahiliyyah was a transaction whereby a 

person used to sell a commodity for a price payable at a 

future specific date; thereafter when the date of payment 

came and the buyer was not able to pay, the seller used to 

increase the amount due and give him more time.”23 

 

The same explanation has been given by Al-Suyuti 

on the authority of Faryabi in the following words: “They 

used to purchase a commodity on the basis of deferred 

payment, then on the date of maturity the sellers used to 

increase the due amount and increase the time of 

payment.”24 

 

It is clear from these quotations that the transaction 

in which the creditor used to charge an additional amount 

on the date of maturity was not a transaction of loan.  

Initially, it used to be a transaction of sale of a commodity 

on deferred payment basis in which the seller used to fix a 

higher price because of deferred payment but when the 

buyer would not pay at the date of maturity, the seller 

                                                 
23.  Ibn Jarir: Tafsir, óp. cit. Vol.3, p.101 
24.  Al-Suyuti, Lubab-al-Nuqool, p.20 
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used to keep on increasing the amount in exchange of 

additional time given to the buyer.  This particular 

transaction is meant by Mujahid also, that is why, he did 

not use the word qardh (loan); he has rather used the word 

Dain (debt) which is normally created by a transaction of 

sale.  

 
This form of Riba has been frequently mentioned by 

the commentators of the Qur’an because they wanted to 

explain a particular sentence of the verses of Riba which is 

as follows:  

 

“The non-believers say that sale is very similar to 

Riba.” 

 
This saying of the non-believers clearly refers to the 

particular transaction of sale mentioned above.  Their 

objection was that when we increase the price of 

commodity in the original transaction of sale because of its 

being based on deferred payment, it is treated as a valid 

sale.  But when we want to increase the due amount after 

the maturity date, when the debtor is not able to pay, it is 

termed as Riba while the increase in both cases seems to be 

similar.  This objection of the non-believers of Makkah has 

been specifically mentioned by the famous commentator 

Ibn Abi Hatim on the authority of Said ibn Jubair: “They 

used to say that it is all equal whether we increase the price 

in the beginning of the sale, or we increase it at the time of 

maturity.  Both are equal.  It is this objection which has 

been referred to in the verse by saying; “They say that the 

sale is very similar to Riba.”25  The same explanation is 

                                                 
25.  Tafsir Ibn Abi Hatim, Vol.2, p.454, Makkah, 1997 
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given in Al-Bahr Al-Muheet by Abu Hayyan26 and several 

other original commentators of the Qur’an. 

 

It clearly shows that the practice of increase at the 

time of maturity relates to two situations:  firstly, a 

situation where the original transaction was that of sale of 

a commodity, as mentioned by Qatadah, Faryabi, Sa’eed 

Ibn Jubair, etc.  and the second situation was where the 

original transaction was that of a loan whereby monthly 

interest used to be charged by the creditor and the 

principal amount used to remain intact until the date of 

maturity, and if the debtor would not pay the principal at 

that point of time, the creditor used to increase the due 

amount on the principal in exchange of further time given 

to debtor as mentioned by Imam Raazi and Ibn Aadil etc.  

 

It is, thus, established that the Riba prohibited by 

the Qur’an in the above contention was not confined to the 

transaction of loan, which claimed an amount for giving an 

additional time to the debtor.  It had different forms which 

all were practised by the Arabs of Jahiliyyah.  The common 

feature of all these transactions is that an increased amount 

was charged on the principal amount of a debt.  At times, 

this debt was created through a transaction of sale and 

sometime it was created through a loan.  Similarly, the 

increased amount was at times charged on monthly basis, 

while the principal was to be paid at a stipulated date, and 

sometime it was charged along with the principal. All 

these forms used to be called Riba because the lexical 

meaning of the term is 'increase'.  That is why, the 

commentators of the Qur’an like Imam Abubakr Al-Jassas 

                                                 
26.  Abu Hayyan, Albahr-al-Muheet, Vol.2, p.335 
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have defined the term in the following words: “The Riba of 

Jahiliyyah is a loan given for a stipulated period against/ 

increase on the principal payable by the loanee.”27 

 

Production or Consumption Loans  

 

Another argument advanced by some appellants 

was that the Qur’an had prohibited claiming any increase 

over and above the principal in the case of consumption 

loans only, where the borrowers used to be poor persons 

borrowing money to meet their day-to-day needs of food 

and clothes, etc.  Since no production loans were in vogue 

in the days of Prophet (SAWS) it was not contemplated by 

the verse of Riba to prohibit a charge on the commercial 

and production loans.  Otherwise also, they argued, it is 

injustice to claim any additional amount on the principal 

from a poor person, but it is not so in the case of a rich man 

who borrows money to develop his own commercial 

enterprise and earn huge profits through it.  Therefore, it is 

only the loans of the first kind i.e. consumption loans on 

which any excess is termed as Riba and not an increased 

amount charged on the commercial loans. 

 

We have paid due consideration to this argument 

but it could not stand the academic scrutiny for three 

different reasons: 

 

(i) Validity of a transaction is not based on the financial 

status of a party:  Firstly, the validity of a financial or 

commercial transaction does never depend on the 

financial position of the parties.  It rather depends on 

                                                 
27. Ahkamul Qur’an by Al Jassas Vol.1 p.469. 
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the intrinsic nature of a transaction itself.  If a 

transaction is valid by its nature, it is valid irrespective 

of whether the parties are rich or poor.  Sale, for 

example, is a valid transaction whereby a lawful profit 

is generated. It is allowed regardless of whether the 

purchaser is rich or poor.  Lease is a lawful transaction 

and it is permissible even though the lessee is a poor 

person.  The most one can say is that a poor purchaser 

or a poor lessee deserves concession on humanitarian 

grounds, but one cannot say that charging any amount 

of profit from him is totally Haraam or prohibited.  If a 

poor person wants to purchase bread from a baker, 

one can say that the baker should not charge a high 

profit from him, but no one can say that the baker is 

obligated to sell the bread to him at his cost and any 

profit charged by him above the cost is totally 

unlawful for which he deserves hell.  If a poor person 

hires a taxi, one can advise the owner of the taxi to 

give some concession to him on the basis of his 

poverty, but no one can reasonably assert that the 

owner of the taxi must not charge any fare from him or 

must not charge a fare higher than his actual expense, 

otherwise his income will be held as Haraam and 

analogous to waging war against Allah and His 

Messenger (SAWS).  The baker has opened his shop to 

earn a lawful profit through the transaction of sale, 

which is intrinsically a valid transaction, and he 

deserves a reasonable profit for his investment and 

labour, even though the purchaser is poor.  If he is 

obligated to sell his breads to all the poor person at his 

cost price, he can neither run his shop nor can earn 

livelihood for his children.  Similarly, the one who 

runs a taxi for rendering transport services to the 
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passengers is allowed to charge a reasonable fare from 

those benefiting from his services. If he is required to 

render this service to all poor persons free of charge, 

he cannot run the taxi.  Nobody has, therefore, ever 

claimed that charging any profit or a fee or a fare from 

a poor person is totally Haraam.  The reason is that 

profit, fee and fare, being lawful charges, deserved by 

valid transactions, may be charged from the persons 

benefiting from the commodities sold or services 

rendered, even though the benefiting persons are poor. 

 

On the other hand, the prohibited transactions are 

invalidated on the basis of their intrinsic nature and 

not on the basis of the financial position of the parties. 

Gambling is prohibited for both rich and poor 

persons. Bribery is unlawful regardless of whether 

the bribe is charged from the rich or from the poor.  It 

is, therefore, evident that it is not the richness or 

poverty of the parties that renders a transaction valid 

or invalid.  It is the intrinsic nature of the transaction 

that really determines its validity or otherwise. 

 

The case of charging interest from a debtor is in no 

way different. If it is a valid charge according to its 

intrinsic nature, it should be allowed, even though the 

debtor is poor, but if it is an invalid charge by itself, it 

should be unlawful irrespective of the financial 

position of the parties.  There is no justification for 

distinguishing the case of interest from that of a sale in 

this respect by restricting the former's validity to the 

rich borrowers only, while charging of profit in a sale 

is allowed from both rich and poor persons.  In fact, 

the notion that interest is prohibited only where the 
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borrower is poor is totally against the well established 

principles of business and trade where the validity of 

transactions is judged on the basis of their own 

strength and not on the identity of the parties 

involved. 

 

Moreover, ‘poverty’ is a relative term, which has 

different degrees.  Once it is accepted that interest 

cannot be charged from the poor, while it is quite 

lawful to be charged from the rich, who will have the 

authority to determine the exact degree of poverty 

required for exempting a person from the charge of 

interest? If the distinction between lawful and 

unlawful interest is drawn on the basis of the purpose 

of the loan, and the loans, taken for consumption are 

exempted from the charge of interest, the 

consumption itself may be of different kinds, which 

range from food items to luxurious objects. Even if 

the 'consumption' is restricted to the requirements of 

one's life, they too vary from person to person. One 

may argue that private transport has become one of 

the necessities of life, and therefore, he is entitled to 

take an interest-free loan for purchasing a car. House 

is one of the fundamental necessities of one's life and 

no interest can be charged on millions of rupees 

borrowed for the purpose of constructing or 

purchasing a house, because all these borrowings fall 

within the category of ‘consumption loans’.  On the 

other hand, if an unemployed person borrows a few 

hundred rupees to start hawking on the streets, it will 

be quite lawful to charge interest from him, because 

his loan does not fall within the definition of a 

‘consumption loan’. 
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It is thus, clear that the permissibility of interest can 

neither be based on the financial position of the debtor, 

nor on the purpose for which money is borrowed, and 

therefore, the distinction between consumption loans 

and productive loans in this respect is contrary to the 

well-established principles. 

 

(ii) The Nature of Qur’anic Prohibitions:  Secondly, the 

verses which prohibit Riba do not at all differentiate 

between a consumption or a commercial loan, nor does 

this difference find any mention whatsoever in the vast 

literature of the Sunnah dealing with Riba. Even if it is 

presumed for the sake of argument that commercial 

loans were not in vogue in the days of the Prophet 

(SAWS), it does not justify the insertion of a new 

condition in the concept of Riba which, was quite clear 

in the minds of the addressees of the Qur’an. The 

Qur’an has prohibited Riba in general terms, which 

includes all the forms of Riba whether or not prevalent 

at time of its revelation.  When the Qur’an prohibits a 

transaction, it is not a particular form of the transaction 

that is meant by the prohibition.  It is the basic concept 

of the transaction, which is hit by the injunction.  

When liquor was prohibited, it was not only the 

particular forms of liquor available in those days, 

which were forbidden, it was the substance of liquor, 

which was banned, and nobody can reasonably claim 

that the new forms of liquor which were not available 

in the days of the Prophet (SAWS) are not hit by the 

prohibition.  When Qimaar (gambling) was declared as 

Haraam the purpose was not to restrict the prohibition 

only to those forms of gambling which were in vogue 
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at that time.  The prohibition, in fact, encompassed all 

its present and future forms, and no one can sensibly 

argue that the modern forms of gambling are not 

covered by the prohibition.  We have already 

discussed the meaning of the term Riba as understood 

by the Arabs and as interpreted by the Prophet (SAWS) 

and his noble companions, and that it covered any 

stipulated additional amount over the principal in a 

transaction of loan or debt.  This concept had many 

forms in the days of the Prophet (SAWS), may have 

taken other forms in the later ages and still may take 

some other forms in future, but as long as the said 

basic feature of the transaction remains intact, it will 

certainly invoke the prohibition. 

 

(iii) Banking and Production Loans in the Age of 

Antiquity:  Thirdly, it is not correct to say that 

commercial or productive loans were not in vogue 

when Riba was prohibited.  More than enough material 

has now come on the record to prove that commercial 

and productive loans were not foreign to the Arabs, 

and that loans were advanced for productive purposes 

both before and after the advent of Islam. 

 

In fact, the academic and historical research has 

discovered the fallacy of the impression that 

mercantile loans and banking transactions are the 

invention of the 17th Century A.D.28
 Modern 

discoveries have shown that the history of banking 

                                                 
28.  Prof. M.M. Postan (Cambridge 1944) in his treatise "Credit in Medieval 

Trade" has refuted this assumption on the basis of historical evidence and 

has established that all sorts of mercantile credit were practiced in the 

Medieval Ages. (Essays in Economic History, edited by E.M. Carus 

Wilson Edward Arnold, London, 1966, Vol.1 pp.61-87. 
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transactions refers back to a period not less than two 

thousand years before Christ. The Encyclopaedia 

Britannica, while discussing the history of banks, has 

detailed the early traces of the banking transactions.  

The relevant article begins with the following remark:  
 

“Pastoral nations such as Hebrews, while they 

maintained money-lenders, had no system of banks 

that would be considered adequate from the 

modern point of view.  But as early as 2000 B.C., the 

Babylonians had developed such a system. It was 

not the result of Private initiate, as that time, but an 

incidental service performed by the organized and 

wealthy institution of the cult. The temples of 

Babylon, like those of Egypt, were also the banks. 

‘The shekels of silver’ runs a Babylonian document, 

‘have been borrowed by Mas Schamach, the son of 

Adadrimeni, from the Sun-Priestees Amat-

Schamach, daughter of warad-Enlil.  He will pay 

the Sun-God’s interest.  At the time of the harvest 

he will pay back the sum and the interest upon it.”  

It is evident enough that the priestess Amat-

Schamach was merely the accredited agent of the 

institution.  No doubt the clay tablet with the 

inscription corresponds to what we call negotiable 

commercial paper.  Another document of the same 

period was certainly such.  It runs:  “Warad-Ilisch, 

the son of Taribum, has received from the Sun-

Priestess Iltanic, daughter of Ibbatum, one shekel 

silver by the sun-God's balance.  This sum is to be 

used to buy sesame.  At the time of the sesame 
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harvest, he will repay in sesame, at the current 

price, to the bearer of this document.”29
  

 

The article has then detailed how the banking 

operations developed from religious institutions to 

private business institutions, until in 575 B.C. there was 

a banking institution in Babylon, the Igibi Bank of 

Babylon.  The records of this bank show that it acted as 

buying agent for clients; loaned on crops, attaching 

them in advance to ensure reimbursement; loaned on 

signatures and on objects deposited, and received 

deposits on interest. The article has further detailed 

that similar banking institutions existed also in Greece, 

Rome, Egypt, etc. centuries before Christ and they 

deposited money, lent it on interest and extensively 

used letters of credit, financial papers and traded in 

them. 

 

Will Durant, the famous historian of the recent past, 

has given a detailed account of the banking 

transactions prevalent in Greece in the fifth century 

before Christ.  He has mentioned that despite interest 

being denounced even by the philosophers, there were 

banks in Greece:  
 

“Some deposit their money in temple treasuries.  

The temples serve as banks, and lend to individuals 

and States at a moderate interest; the temple of 

Apollo at Delphi is in some measure an 

international bank for all Greece.  There are no 

private loans to Governments, but occasionally one 

                                                 
29

.  Encyclopaedia Britannica, 1950 Edn, “Banks, History of", Vol.3, 

p.67. 
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State lends to another.  Meanwhile the money 

changer at his table (trapeze) begins in the fifth 

century to receive money on deposit, and to lend it 

to merchants at interest rates that vary from 12 to 30 

per cent according to the risk; in this way he 

becomes a banker, though to the end of ancient 

Greece he keeps his early name of trapezite, the 

man at the table.  He takes his methods from the 

near East, improves them, and passes them on to 

Rome, which hands them down to modern Europe. 

Soon after the Persian War, Themistocles deposits 

seventy talents ($420,000) with the Corinthian 

banker Philostephanus, very much as political 

adventurers feather foreign nests for themselves 

today; this is the earliest known allusion to secular-

non-temple-banking. Towards the end of the 

century Antisthenes and Archestrtus establish what 

will become, under Pasion, the most famous of all 

private Greek banks. Through such trapezitai 

money circulates more freely and rapidly, and so 

does more work, than before, and the facilities that 

they offer stimulate creatively the expansion of 

Athenian trade.”30 

 

Even in the days closer to the advent of Islam in 

Arabia, all kinds of commercial, industrial and agricultural 

loans advanced on the basis of interest were prevalent in 

the Byzantine Empire ruling in Syria, to the extent that 

Justinian, the Byzantine Emperor (527-565 A.D.) had to 

promulgate a law determining the rates of interest which 

could be charged from different types of borrowers.  

                                                 
30.  Will Durant:  The story of Civilization, Simon and Schuster, New York, 

1966, Vol.2, p/274, Chapter-XII 
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Gibbon has detailed the contents of the Code of Justinian 

and that it allowed the rate of 4% charged as interest from 

illustrious people, 6% charged from general people as 

ordinary rate of interest, 8% from the manufacturers and 

merchants and 12% from nautical insurers.  The exact 

words of Gibbon are as follows:  

 

“Persons of illustrious rank were confined to the 

moderate profit of four per cent: six was pronounced to 

be the ordinary and legal standard of interest:  eight 

was allowed for the convenience of manufacturers and 

merchants: twelve was granted to nautical insurers.”31 

 

The above passage shows that the practice of 

commercial loans was so widespread in the Roman Empire 

that a separate law was enforced to fix their rate of interest.  

This law of Justinian was promulgated in Byzantine 

Empire shortly before the birth of the Prophet (SAWS) in 

Arabia (Justinian died in 565 A.D. while the Prophet 

(SAWS) was born in 570 A.D.)  and obviously the law 

remained in force for quite a long time after its 

promulgation.  On the other hand, the Arabs, especially of 

Makkah, had constant business relations with Syria, one of 

the most civilized provinces of the Byzantine Empire.  As 

we shall see later in detail, the Arabs trade caravans used 

to export goods to and import other goods from Syria.  

Their economic and financial relations with the Byzantine 

Empire were so prominent that the currency used 

throughout the Arabian Peninsula was the Dirhams (of 

silver) and Dinars (of gold) coined by the Byzantine 

                                                 
31.  Gibbon:  The Decline and Fall of the Roman Empire, Chapter 44, the 

Institutes IV, Vol.2, p.90. 
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Empire32, so much so that the poets have referred to the 

Dinars as Ceaszarians.   

 

Ibn-al-Anbari quotes another pet saying33 

 

Rather, some contemporary writers have claimed 

that the nomenclature of the Arabic coins (Dirham, Dinar 

and Fulus) is originally derived from the Greek or Latin 

words, which are very similar to these names.34  These 

Byzantine coins remained in use throughout the Muslim 

world till the year 76 AH., when Abdulmalik ibn Marwaan 

started coining his own Dinars.35 

 

Keeping in view such close financial relations of the 

Arabs with the Roman Empire, how can it be imagined 

that the Arabs were totally unaware of the credit 

transactions flourishing in the Roman Empire?  The 

business relations of the Arabs were not restricted to Syria.  

They extended to Iraq, Egypt and Ethiopia as well.  They 

were fully aware of the business style of these countries, 

and their awareness about the interest-based transactions 

of these countries is reflected in an advice given by 

Abdullah bin Salaam (RA) (a native of Madinah) to Abu 

                                                 
32. Al-Balazuri, Futoch-al-Buldan, pp.453, Beirut, 1983, and Al-Masoodi, 

Murooj-al-Zahab, Vol.2, p.333 
33. "The Dinars polished in the land of Caesar". 
34.  Luwais Shikhu, Christianity and its Culture among the Jahili Arabs, Vol.2, 

p.387. 
35. The reason was that Abdulmalik wrote a letter to the Roman Emperor with a 

logo of the Qur'anic Surah Al-Ikhlaas and a mention of the Prophet (SAWS).  

This annoyed the Roman Emperor who wrote to Abdulmalik that if he 

would continue using this logo, he will insert in the Dinars some bad words 

about the Prophet (SAWS). At this point Abdulmalik decided to coin his own 

Dinars (Alnajoom Alzahirah 1:176) 
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Burdah (who had settled in Iraq and came to visit 

Madinah).  Abdullah bin Salaam warned him that he was 

living in a country where Riba had wide currency, and 

therefore, he should be very careful while dealing with 

other people lest he should indulge in Riba 

unconsciously.36 The same advice was given by Ubaiy Ibn 

Ka’b (RA) to his pupil Zirar bin Hubaish.37 

 

Commercial Interest in Arabia 

 

Coming to the case of Arabian Peninsula itself, no 

one can deny the fact that trade was the most outstanding 

economic activity of the Arabs. Makkah, in particular, 

consisted of barren lands and hills with very little amount 

of water, and therefore, was totally unfit for cultivation. 

That is why commerce and trade were the basic 

characteristic of the economic life of the Arabs of Makkah.  

One of the most outstanding features of the Arabian trade 

was that their commercial activities were not restricted to 

their own land.  Their main business was to export their 

own goods to all the surrounding countries and import 

their goods to their own cities. For this purpose their 

commercial caravans used to travel to Syria, Iraq, Egypt, 

Ethiopia, etc.  The history of these trade-caravans refers 

back to a period as early as that of the Prophet Ya’qoob 

(AS) (Jacob or Israel).  It is mentioned by the Qur’an that 

the brothers of Yousuf (Joseph) (AS) had thrown him in a 

pit from where a passing caravan picked him up and sold 

him in Egypt.38
 According to historical evidence, this 

                                                 
36. Sahih al-Bukhari, Kitab al-Manaqib, (Book 63, Chap. 19, Hadith No. 3814 
37. Al-Baihaqi, Al-Sunam al-Kubra, Vol.5, p.349 
38. Al-Qur'an, Surah Yousuf, 12:19:20 
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caravan was an Arab Caravan consisting of the children of 

Isma’il (AS) who had embarked on a business tour to 

export goods to Egypt.  This fact finds mention in the Old 

Testament of the Bible itself which says: “And they sat 

down to eat bread: and they lifted up their eyes and 

looked, and, behold, a company of Ishmaelite came from 

Gilad with their camels bearing spicery and balm and 

myrrh, going to carry it down to Egypt.”39 

 

This Arab caravan was going to export spices, 

balms and perfumes in such an early period to such a 

distant country, the Egypt that was thousands of miles 

away from the centre of Arabia. It may show the extent to 

which the Arabs had deployed their courageous 

entrepreneurship right from the beginning of their history. 

 

Naturally, the commercial activities of the Arabs 

kept on increasing in the later days, so much so that they 

were identified as a trading nation.  How far their 

international trade had flourished before the advent of 

Islam has been detailed by the historians, and it is neither 

possible nor necessary to give all these details here40, but 

the fact that the Arabs were trade-oriented people can 

hardly be questioned by a person who has studied their 

history. The importance of their trade caravans can be 

assessed by the fact that the Qur’an has revealed a full 

Surah (Al-Quresh) to denote that their business towards 

Yemen in winter and towards Syria in summer were a 

                                                 
39. The Bible: genesis, 37:25 
40. Dr. Jawad Ali, in the seventh volume of his excellent work Almufassal fi 

Tarikh al-Arab qabal al-Islam has devoted more than two hundred pages 

(227 to 444) for discussing the commercial life of the Arabs before the 

advent of Islam.  
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blessing from Allah on account of their services to Ka’bah.  

The Qur’an has specifically mentioned the term ilaaf which 

refers to the commercial treaties the Arabs of Quresh had 

with different nations and tribes.41  The size of these 

caravans may be imagined from the fact that the caravan 

led by Abu Sufyan at the time of the Battle of Badr 

consisted of one thousand camels and had returned with 

100% profit (one Dinar for every Dinar).42 

 

Obviously, the caravan of this huge size could not 

be owned by any one individual.  It was a collective 

enterprise of the whole tribe and was funded by the 

contributions of all the members of the tribe like a joint 

stock company.  The historians have noted that: “There 

remained no male or female in the tribe of Quresh who 

had one Mithqal of gold and had not contributed to the 

caravan.”43 

 

It was not only the caravan of Abu Sufyan that was 

funded in this manner.  Almost all the big caravans used to 

be organized on the same pattern. 

 

Keeping this commercial atmosphere in view, one 

can hardly imagine that the Arabs were not familiar with 

commercial loans, or that their loans were restricted to 

consumption purposes.  But apart from hypothesis, there 

are concrete evidences that they used to borrow money for 

their commercial and productive needs.  Some of these 

evidences are summarized below: 

                                                 
41.  See Alzubaidi, Taj-al-Arus 6:44 
42.  Nihayah-al-Arab 17:81, Imta'al-Asma', Vol.1 p.75, Cairo, 1981 
43.  Imta-al-Asma', óp. cit and Al-Zurqani, Sharh-al-Mawahib, Vol.1, p.366 
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a) Dr. Jawad Ali, whose extensive research about the 

Arabs of Jahiliyyah is appreciated throughout the 

academic world, has analyzed the funding sources 

of these caravans and has remarked as under: 

“What the historians have narrated about the 

caravans of Makkah reveals that the capital of a 

caravan never used to be the capital of one 

individual or a particular family; it rather belonged 

to the traders of different families and to those 

individuals who themselves had money or had 

borrowed it from others and had contributed it to 

the capital of the caravan, with a hope to earn huge 

profit.”44 (Underlining is ours)  
 

The underlined sentence shows that these caravans 

used to be funded inter alia, by the commercial loans. 

 

b) All the books of Tafsir have mentioned the 

background of the verses of Surah Al-Baqarah 

dealing with Riba.  Almost all of them have 

reported that different tribes of Arabia used to take 

interest-based loans from each other.  For example, 

Ibn Jarir al-Tabari says: “The tribe of Banu Amr 

used; to charge interest from the tribe of Banu al-

Mughirah and Banu al-Mughirah used to pay them 

interest.”45 

 

These loans were not taken by one individual from 

another. Instead, the tribe as a collective entity used to 

borrow money from another tribe.  It has been already 

                                                 
44.  Al-Mufassal fi Tarikh-al-Arab, Vol.7, p.290 
45.  Al-Tabari, Jami-al-Bayan, Vol.3, p.107 
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shown that the tribes of Arabia used to work as a joint 

stock company for the purpose of funding their trade-

caravans and in order to undertake their joint enterprise.  

Therefore, the loans taken by one tribe from the other were 

not for the purpose of consumption only; they were 

certainly commercial loans meant to finance their 

commercial ventures. 

 

c) While explaining the verse of Surah Al-Rum (30:39), 

already quoted in this judgment, Ibn Jarir al-Tabari 

has reported the view of some earlier commentators 

of the  Qur’an that this verse refers to the practice of 

some people in Jahiliyyah who would finance some 

others to increase the wealth of the recipients. Ibn 

Jarir has supported this view by the following 

statement of Ibn Abbas (RA): “Have you not seen a 

person saying to another, I shall certainly finance 

you; then he gives him? So, this does not increase 

with Allah, because he gives him not to please 

Allah, but to increase his wealth.”46 

 

He has also quoted the following statement of 

Ibrahim al-Nakha’i in the same context: “It was in the days 

of Jahiliyyah that one used to give money to one of his 

relatives to increase his wealth.”47 

 

Obviously, financing for the purpose of increasing 

wealth of the recipient means that the recipient would 

invest his money to earn profit and thereby increase his 

wealth. These statements of Ibn Abbas (RA) and Ibrahim al-

                                                 
46.  Al-Tabari, Jami-al-Bayan, Vo2l., p.47 
47.  Op. cit 
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Nakha’i clearly show that the practice of financing for 

productive purposes was so prevalent in the Arab Society 

that, according to these commentators, the verse of Surah 

Al-Rum was revealed in that context. 

 

d) The concept of commercial loan finds mention in a 

Hadith of the Prophet (SAWS) himself, which is 

reported by Imam Ahmad, Al-Bazzar and Al-

Tabarani from Abdurrahman ibn Abi Bakr (RA).  

According to him, the Prophet (SAWS) has said: 

“Allah Almighty will call a debtor on the Day of 

Judgment.  He will stand before Allah; and will be 

asked:  O son of Adam, why did you take this loan 

and why did you violate the rights of the people?  

He will say, My Lord, you know that I have taken 

this loan, but neither used it in a eating or drinking 

nor in wearing clothes nor in doing something, 

instead, I was afflicted either by fire or by theft or 

by a business loss.  Allah will say, My slave has told 

the truth.  I am the best One who will pay today on 

your behalf.”48 

 

The underlined words contemplate that this person 

had borrowed money for commercial purpose where after 

he suffered a business loss.  It shows that the concept of the 

loans taken for commercial purposes was quite clear even 

in the mind of the Prophet (SAWS). 

 

e) The Prophet (SAWS) has, in another authentic Hadith 

reported by Imam Bukhari, narrated the story of an 

Israelite who had borrowed one thousand Dinars 

                                                 
48.  Al-Haithami, Hajma' al-Zawaid, Vol.4 p.133 
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from another person and then embarked on a sea 

voyage.49 Some other reports have expressly 

mentioned that this borrowing was for commercial 

purpose.50 Moreover, such a huge amount cannot 

be borrowed for normal consumption needs, and 

the Hadith mentions that the borrower set out on his 

sea voyage and after the date of maturity he earned 

so much that he sent one thousand Dinars to his 

creditor, and offered to pay him the same amount 

once more under the impression that the first 

payment did not reach him, but the creditor 

admitted that he had received the amount and, 

therefore, he refused the debtor's offer to pay him 

once more. 

 

There is another example of where the Prophet 

(SAWS) himself has referred to a commercial loan. 

 

f) Apart from the practice of the trade caravans 

detailed above, there are many examples to show 

that the commercial loans used to be given and 

taken on individual level as well.  Some of the 

examples are given below: 

 

(i) Abu Lahab, the uncle of the Prophet (SAWS) 

was one of the most inimical persons 

towards him, but he did not participate 

personally in the Battle of Badr.  The reason 

was that he had advanced a loan of four 

                                                 
49.  Sahih Al- Bukhari, Book 39, Hadith No.2291 
50. See Fath-al-Bari, Vol.4, p.471. Imam Bukhari himself has narrated this 

Hadith at another place under the heading "Trade through Sea" (Book 34, 

Chap.10, Hadith No.2063) 
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thousand Dirhams on interest to one Asi bin 

Hisham and when he could not repay it, he 

hired his debtor against his loan to replace 

him in the battle.  Obviously, this amount of 

four thousand Dirhams was too big (in those 

days) to be borrowed by a starving person to 

satisfy his hunger.  It was certainly 

borrowed for the purpose of trade, which 

could not bring fruit and the debtor stood 

bankrupt.51 

 

(ii) It is reported by several books of Hadith and 

history that Zubair Ibn Awwam (RA) was 

one of the richest companions of the  

Prophet (SAWS).  On account of his 

credibility people wanted to deposit their 

money with him in trust, but he refused to 

receive any deposit from any one unless he 

gives it to him as a loan.  It was beneficial for 

the depositor, because after treating it as a 

loan, Zubair (RA), was liable to repay it in 

any case, while in the case of a simple 

deposit in trust, he would not be liable to 

repay if the amount is lost by theft, fire etc. 

Once the people deposited money with 

Zubair (RA), as a loan, he invested the 

money in trade. The manner in which 

Zubair (RA), used to receive deposits and 

invest them in trade is very similar to a 

private bank.  It is reported by Imam Bukhari 

                                                 
51. Al-Suhaili, Al-Raud-al-Unuf, Vol.2 p.62, Multan, 1977, cf Ibn Kathir: Al-

Seerah al-Nabawiyyah, Vol.2, p.383, Al-Tabari, Tarikh-ul-Umam, Vol.2, 

p.137. 
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that his liabilities toward his depositors 

were calculated, at the time of his death, to 

be two million and two hundred thousand, 

and all this amount was invested in 

commercial projects.52
  

 

(iii) Ibn Sa’d has reported that Umar (RA) 

wanted to send a trade caravan to Syria, and 

for that purpose he borrowed four thousand 

Dirhams from Abdurrahman ibn Awaf 

(RA).53 

 

(iv) Ibn Jarir has reported that Hind daughter of 

Utbah and wife of Abu Sufyan borrowed 

four thousand Dirhams from Umar (RA), for 

the purpose of her trade.  She invested this 

money in purchasing goods and selling 

them in the market of the tribe of Kalb.54 

 

(v) Al-Baihaqi has reported that Miqdad ibn 

Aswrd (RA) borrowed seven thousand 

Dirhams from Usman (RA).55 Obviously, this 

amount was not borrowed by a poor person 

for his consumption needs, because Miqdad 

(RA), the borrower was a rich Sahabi who 

was the only one riding a horse in the battle 

of Badr and whose agricultural produce was 

                                                 
52. See Sahih Al-Bukhari, Kitab-al-Jihad (Book 7, Chap.13, Hadith No.3129) 

and its commentary, Fath-al-Bari by Hafiz Ibn Hahjar al-Asqalani, Vol.6, 

p.162 
53.  Al-Tabari, Tarikh-al-Umam, Vol.3 p.87, Events of the year 23 A.H 
54.  Ibn Saad, Al-Tabqat al-Kubra, Beirut, Vol.3, p.278 
55.  Al-Baihaqi, Al-Sunan al-Kubra, Vol. 10, p.184... 



Riba, Modern and Islamic Banking: A Critique 

 

 

95 

purchased by  Mo’awiyah (RA), for 100,000 

Dirhams.56 

 

(vi) When Umar (RA) received the fatal blow 

from a Christian, he called his son and 

directed him to calculate the amounts he 

owed to his creditors.  His son calculated the 

amount and found that it was 80,000 

Dirhams.57 Some people advised Umar (RA) 

to borrow this money from Bait-ul-mal, so 

that he may relieve himself from his liability 

towards the people and that the debt of the 

Bait-ul-mal might be settled after selling his 

assets, but Umar (RA) rejected the suggestion 

and directed his sons to pay the amount 

from his own assets.58 Obviously, this 

amount of 80,000 Dirhams could not have 

been borrowed for personal consumption. 

 

g) Imam Malik has reported in his Al-Muwatta that 

Abdullah and Ubaidullah (RA), the two sons of 

Umar (RA) went to Iraq for the purpose of Jihad.  

While coming back they met Abu Musa Al-Ash’ari 

(RA) the Governor of the City of Basra.  He told 

them he wanted to send some money of the public 

exchequer to Umar (RA) in Madinah.  instead of 

giving them that money in trust, he suggested that 

he gives it to them as a loan so that it may remain in 

the risk of Abdullah as well because after taking the 

                                                 
56.  Ibn Saad, Al-Tabaqat, Vol.3 p.163 
57.  Sahih Al-Bukhari, Kitab-al-Manaqib (Book  63, Chap.19, Hadith No.3814) 
58.  Ibn Saad, Il-Tabaqaat al-Kubra, Vol.3, p.358 
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amount as loan, they could purchase some goods 

from Iraq and sell them in Madinah and after 

settling the principal amount to Umar (RA), they 

could earn some profit.  They accepted the 

suggestion and acted accordingly. When after 

reaching Madinah they paid the principal amount 

to Umar (RA), he asked them whether Abu Musa 

(RA) had given such a loan to all the members of the 

army as well.  They replied in negative.  Umar (RA) 

said; “He has given you this loan only because of 

your relationship with me, therefore, you will have 

to return not only the principal but also the profit 

earned through it.” Ubaidullah Ibn Umar (RA) 

objected that this decision was not just, because if 

the goods purchased by them were destroyed in the 

way, they would have borne the risk and were 

liable to pay the principal amount in any case, 

therefore, they deserve the profit they earned. Still 

Umar (RA) insisted to return the profit to Bait-ul-

mal. One of the persons present at that time 

suggested to Umar (RA) that instead of claiming all 

the profit from them, he might convert this 

transaction into Mudarabah through which half of 

the profit would be deserved by Abdullah and 

Ubaidullah (RA) and the remaining half would go to 

Bait-ul-mal. Umar (RA) accepted this proposal and 

acted accordingly.59 Obviously the loan advanced to 

Abdullah and Ubaidullah (RA) in this case was a 

commercial loan contemplated from the very 

beginning to be invested in trade. 

 

                                                 
59.  Imam Malik, Al-Muwatta, Bab-al-Qirad 
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The above material is more than enough to prove 

that the concept of commercial loans was not alien to the 

Prophet (SAWS) or his companions when Riba was 

prohibited.  Therefore, it is not correct to say that the 

prohibition of Riba was restricted to the consumption loans 

only and it did not refer to the commercial loans. 

 

Excessive Rates of Interest  

 

Another argument advanced in the Shari’ah Court 

was that the prohibition of Riba is applicable only to those 

interest transactions where the rate of interest is exorbitant 

or excessive.  This argument is sought to be supported by 

the verse of Surah Al-e-Imran: “O those who believe, do not 

eat Riba doubled and redoubled…” (Al-e-Imran; 3:130) 

 

It is argued that this verse of the Qur’an is the first 

verse that came with a clear prohibition of Riba, but it has 

qualified the prohibition by the words ‘doubled and 

redoubled’ to denote that the practice of Riba is forbidden 

only when the rate is so excessive that it makes the payable 

amount twice that of the principal.  The logical result of 

this expression would be that if the rate of interest is not so 

high, the prohibition is not applicable.  The interest 

charged in the present banking system, it is argued, is not 

normally so high as to make the payable amount double 

the principal, and, therefore, the banking interest is not 

covered by the prohibition.  

 

This argument overlooks the fact that the different 

verses of the Qur’an relating to the same subject must be 

studied in juxtaposition with each other.  No verse can be 

interpreted in isolation from the other relevant material 
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available in other parts of the Qur’an.  As explained at the 

very beginning, the Qur’an has dealt with the subject of 

Riba in four different chapters.  Obviously, no verse can 

contradict another verse on the same subject.  The most 

detailed treatment of the subject of Riba is found in Surah 

Al-Baqarah, the relevant verses of which have already been 

quoted.  These verses include the following command: “O 

those who believe fear Allah and give up whatever remains of 

Riba, if you are believers.”(Al-Baqarah; 2:278) 

 

The words ‘whatever remains of Riba’ in this verse 

indicate that every amount over and above the principal 

has to be given up.  This point is further clarified in express 

terms by the following sentence: “…and if you repent (from 

the practice of Riba) then you are entitled to get back your 

principal…”( Al-Baqarah; 2:279) 

 

These words do not leave any ambiguity in the fact 

that repentance from the practice of Riba is not possible 

unless any amount exceeding the principal is given up and 

that a lender is entitled only to the principal he has actually 

advanced. A combined study of the verses of Surah Al-e-

Imran and Surah Al-Baqarah leaves no doubt in the fact 

that the words ‘doubled and redoubled’ occurring in Surah 

Al-e-Imran are not of restrictive nature, and that ‘doubled 

and redoubled’ is not a necessary condition for the 

prohibition of Riba.  These words have rather been used to 

refer to the worst kind of practice of Riba rampant at that 

time. 

 

In order to fully understand the point, we must 

refer to one of the basic principles of the interpretation of 

the Qur’an.  The Book is not originally a statute book 
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meant to be used as a legal text.  It is a book of guidance, 

which, along with certain laws or commandments, 

embodies many expressions having persuasive value.  

Unlike the text of a statute book, the Qur’an contains some 

words or expressions used either for emphasis or for 

explaining the evil results of a particular act.  They are not 

meant to be taken as a restrictive qualification for the 

command or the prohibition preceding them.  A self-

evident example of this style of the Qur’an is the verse, 

which says: “…do not sell my verses for a little price...” (Al-

Baqarah; 2:41) 

 

Nobody can take this verse to mean that selling the 

verses of the Qur’an is prohibited only because the price 

claimed is very low and that if the verses are sold for a 

higher price, the practice can be held as permissible.  Every 

person of common sense can easily understand that the 

words ‘for a little price’ used in this verse are not of 

restrictive nature.  They are rather meant to indicate the 

evil practice of some people who used to commit the grave 

sin of selling the verses of the Qur’an and still did not gain 

much in financial terms.  It never means that the blame is 

directed towards the ‘little price’ they gain; rather the 

blame is directed to the selling of verses itself. 

 

Similarly, at another place the Qur’an says: ”…and do not 

force your slave girls to prostitution if they want to 

remain chaste…” (An-Nur; 24:33) 

 

Obviously it does not mean that if the girls do not 

want to remain chaste, one can force them to prostitution.  

What the verse means is that although the prostitution in 

itself is a grave sin, yet it becomes all the more evil if a girl 
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is forced to indulge in this profession while she intends to 

remain chaste. The words ‘if they want to remain chaste’ 

are not of restrictive nature meant to qualify the 

prohibition with their desire to remain chaste. These words 

have been added only to indicate the increased severity of 

the crime.  It is in the same style that the words ‘doubled or 

redoubled’ have been used with Riba in the verse of Surah 

Al-e-Imran.  They are not intended to qualify the 

prohibition of Riba with doubling or redoubling.  They are 

only meant to emphasize the added severity of the sin if 

the interest charged is so exorbitant or excessive.  This 

intention of the verse of the Qur’an is quite evident in the 

light of the verse of Surah Al-Baqarah already quoted 

above. 

 

Secondly, the interpretation of the Qur’an should 

always be based on the explanation given by or inferred 

from the Hadith of the Prophet (SAWS) and his noble 

companions who were the direct recipients of the 

revelation and were fully familiar with the context of the 

verse and the environment in which it was revealed.  From 

this aspect as well, it is certain that the prohibition of Riba 

was never meant to be restricted to a particular rate of 

interest.  The prohibition was meant to cover every amount 

charged in excess of the principal, however, small it 

maybe.  The following Ahaadith are sufficient to prove this 

point: 

 

i) We have already mentioned that the Prophet 

(SAWS) made a general declaration of the 

prohibition of Riba at the time of his last sermon on 

the occasion of his last Hajj. The words used by him 

in that sermon, as reported by Ibn Abi Hatim (RA), 
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were as follows: “Listen, every amount of interest 

that was due in Jahiliyyah is now declared void for 

you in its entirety. You are entitled only to your 

principal whereby neither you wrong nor be 

wronged. And the first liability of interest declared 

to be void is the interest of Abbas ibn Abdul 

Muttalib (RA), which is hereby declared void in its 

entirety.”60 (Underlining is ours) 

 

Here the Prophet (SAWS) declared the total amount 

exceeding the principal as nullified in its entirety.  He has 

left no ambiguity in the fact that the creditors will be 

entitled to get back only the principal and will not be able 

to charge even a penny over and above the principal 

amount.  

 

(ii) It is reported by Hammad bin Salamah in his Jame’ 

from Abu Hurairah (RA) that the Prophet (SAWS) 

has said: “If the creditor received a goat as 

mortgage from the debtor, the creditor may use its 

milk to the extent he has spent in providing fodder 

to the goat.  However, if the milk is more than the 

price of the fodder, the excess is Riba.”61 

 

(iii) Imam Malik has reported the following ruling of 

Abdullah Ibn Umar (RA): “Whoever advances a 

loan must not stipulate except that the principal 

loan shall be repayable.”62 

 

                                                 
60. Tafsir Ibn-Abi-Hatim, Vol.2, p.551, Hadith No. 2925.  See also Tafsir Ibn 

Kathir, Vol.1 p.331. 
61.  Al-Shaukani, Nail-al-Awtar, Vol.5 p.198. 
62.  Muwatta Imam Maalik, p.613, Noor Muhammad, Karachi. 
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iii) Imam Malik has also narrated in the same chapter 

that Abdullah Ibn Mas’ud (RA), used to say: 

“Whoever advances a loan cannot stipulate in the 

agreement that he will receive something better 

than he has advanced.  Even if it be a handful of 

fodder, it is Riba.”63 

 

iv) It is reported by Imam Al-Baihaqi that a person said 

to Abdullah Ibn Mas’ud (RA): “’I have taken a loan of 

500 from a person on a condition that I shall lend 

him my horse for riding.’ Abdullah Ibn Mas’ud (RA) 

answered: ‘Whatever benefit of riding your creditor 

will receive, it will be Riba.”64 

 

v) The same author has reported that Anas Ibn Malik 

(RA) was asked about a person who advances a loan 

to someone and then the debtor gives him 

something as a gift, will it be permissible for him to 

accept that gift?  Anas Ibn Malik (RA), answered 

that the Prophet (SAWS) has said: “If one of you has 

advanced a loan and the debtor offers the creditor a 

bowl (of food), he should not accept it, or if the 

debtor offers him a ride of his animal (cattle) the 

debtor must not take the ride unless this type of gift 

has been a usual practice between them before 

advancing the loan.”65 
 

The substance of the Hadith is that if the debtor and 

creditor were on friendly terms with each other and it was 

their habit that one of them used to give a gift to the other, 

                                                 
63.  Op. cit. 
64.  Al-Baihaqi, Al-Sunam al-Kubra, Vol.5, p.350 
65.  Al-Baihaqi, Al-Sunam al-Kubra, Vol.5, p.350 
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then this type of gift can be acceptable even after the 

recipient has advanced a loan to the giver.  However, if 

there were no such terms between the creditor and the 

debtor before the loan transaction, then the debtor should 

not accept it, because it will have a smell of Riba. 

 

vi) The same author Al-Baihaqi has reported from 

Abdullah Ibn Abbas (RA), who was asked about a 

person who owed 20 Dirhams to another person, 

and started offering his creditor some gifts.  

Whenever the creditor received a gift, he sold it in 

the market until the aggregate amount received by 

the creditor reached 13 Dirhams.  Abdullah Ibn 

Abbas (RA) advised the creditor not to take more 

than 7 Dirhams.66  
 

vii) It is reported by Ali (RA) that the Prophet (SAWS) 

has said: “Every loan that derives a benefit (to the 

creditor) is Riba.” This Hadith is reported by Harith 

ibn Abi Usamah in his Musnad.67  

 

The authority of this Hadith was assailed in the 

Shari’ah Court on the ground that certain scholars of Hadith 

have taken it as a weak Hadith.  He referred to Allamah 

Munawi who has held its chain of narrators as weak.68
  But 

there is no dispute among the scholars of Hadith in that the 

same principle has been enunciated by a number of 

Sahabah like Fazalah bin Ubayd (RA), whose following 

                                                 
66.  Al-Baihaqi, Al-Sunan al-Kubra, Vol.5 p.350 
67.  Al-Sayuti, Al-Jame' al-Saghir, Vol.2, p.94 
68.  Al-Munawi, Faizulqadir, Vol.5, p.28 
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statement is reported by Al-Baihaqi: “Every loan which 

derives a benefit is a kind of Riba.”69 

 

According to Imam Baihaqi, the same principle is 

also enunciated by Abdullah bin Mas’ud, Ubaiy b. Ka’b, 

Abdullah b. Salaam and Abdullah b. Abbas (RA).70 

 

Nobody has disputed the authenticity of these 

narrations. Even if it is held that the tradition of Ali (RA) 

attributing the above statement to the Prophet (SAWS) is 

not authentic, the same principle has been established 

undoubtedly by several companions of the Prophet (SAWS).  

Since the Sahabah were very careful and cautious in 

mentioning a principle of Shari’ah, and did not normally 

base any such principle on their personal opinion, it may 

be presumed that the principle enunciated by them 

unanimously was, in fact, based on a saying of the Prophet 

(SAWS) himself. Even if this presumption is ignored, these 

reports are sufficient at least to prove that the concept of 

Riba, as understood by the Sahabah, includes any increased 

amount over the principal, however, little it may be.  

Obviously, the Sahabah were direct addressees of the 

Qur’an.  They were much more aware of the context and 

the background of the verses of the Qur’an, and therefore, 

their understanding of a Qur’anic term like Riba is the most 

authentic basis for its interpretation. 

 

In the light of the above discussion, there is no force 

in the contention that the prohibition of Riba is confined to 

an excessive rate of interest.  The directions of the Qur’an 

                                                 
69.  Al-Sunan al-Kubra, Vol. 5, p.350 
70.  Al-Baihaqi, Ma'rifah-al-Sunan wa al-athar, Vol.8, p.169 
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and the Sunnah are quite explicit on the point that any 

amount, however little, stipulated in addition to the 

principal in a transaction of loan is Riba, hence prohibited. 

 

Riba-al-Fadl and Bank loans 

 

Before proceeding further, it will be pertinent to 

deal with another argument that any increased amount 

stipulated in a contract of loan right from the beginning 

does not fall within the definition of Riba al-Qur’an and 

that it falls under the definition of Riba al-Fadl.  However, if 

the debtor was not able to pay at the date of maturity for a 

valid reason, any increased amount imposed upon the 

debtor for giving him more time does fall in the definition 

of Riba al-Qur’an.  Since most of the banking transactions of 

today stipulate interest right from the beginning of the 

transaction, they are not covered, according to some by the 

prohibition of Riba al-Qur’an, they are rather governed by 

the principles of Riba al-Fadl.  It is further argued that the 

enforcement of prohibition of Riba al-Fadl is not the 

obligation of the State.  Its implementation is the 

responsibility of individual Muslims.  It was never 

enforced in the form of a statute/decree/law by the 

Prophet (SAWS) or by the Khulafa-e-Rashideen and Muslim 

rulers of the Islamic history.  It was further claimed that 

the prohibition of Riba al-Fadl is not applicable to the non-

Muslim residents of Islamic State; hence, it is governed by 

the term ‘Muslim Personal Law’ used in Article 203-B of the 

Constitution of Pakistan, and therefore, it stands excluded 

from the jurisdiction of the Federal Shari’ah Court and the 

Shari’ah Appellate Bench of the Supreme Court of Pakistan. 
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This argument is based on the unprecedented 

theory that an increase stipulated in the initial transaction 

of loan is Riba al-Fadl, rather than Riba al-Qur’an. The first 

leg of this argument which restricts the definition of Riba 

al-Qur’an only to a situation where the creditor increases 

his claim in exchange of more time given to the debtor 

after the maturity of the loan has already been fully 

discussed in this judgment where we have held that Riba 

al-Qur’an is not restricted to that situation alone;  it rather 

includes every transaction where an additional amount is 

claimed over and above the principal, whether at initial 

stage or after the maturity.  Let us now deal with the 

second leg of this argument that any increase on the 

principal stipulated in a contract of loan falls within the 

definition of Riba al-Fadl. While explaining the concept of 

Riba al-Fadl the argument went so far that even interest free 

loans are covered by the Prohibition of Riba al-Fadl, 

because according to the Hadith prohibiting Riba al-Fadl, 

the exchange of the six things inter se must be on spot 

basis.  If gold is exchanged for its equal quantity of gold 

without any addition, but the payment of one side is 

delayed, it is included in the prohibition of Riba al-Fadl.  

Therefore, it was contended, any transaction of loan 

whereby the repayment of the principal money (which 

stands for gold or silver) is delayed from one side is Riba 

al-Fadl, hence, Makrooh even though it is returned without 

any addition, because the transaction of gold for gold (or 

money for money) is permissible only when two 

conditions are fulfilled:  

 

(a)  that the quantity on both sides is equal. 

(b)  that the exchange is effected on the spot. 
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In an interest-free loan the condition (b) is lacking, 

while in an interest-based loan both conditions are 

missing, but both kinds of loan fall within the definition of 

Riba al-Fadl. 

 

This argument is not tenable at all, because it is 

based on a major confusion between the transaction of sale 

and transaction of loan. The transaction of loan has been 

equated with the transaction of sale.  The Hadith dealing 

with Riba al-Fadl refers to a sale transaction, and not to a 

loan.  The exact words of Hadith are: “Do not sell gold for 

gold, except in equal quantities… and do not sell the 

deferred (gold or silver) for the (gold or silver) delivered 

on the spot.71 

 

Here the words ‘Do not sell’ are clear to show that 

the Hadith is speaking of a transaction of sale and not of a 

loan.  There are many points of difference between the two 

transactions. One major difference is that in a sale effected 

on deferred payment basis, the seller cannot ask the buyer 

to pay the price before the stipulated date, while in a 

transaction of a simple interest-free loan, the creditor may 

ask the debtor to repay at anytime, and even if a time is 

stipulated in the transaction of loan, it has only a moral 

value, and is not binding legally72. That is why a 

transaction of interest-free loan is allowed, while the 

transaction of gold for gold on deferred payment basis is 

not permissible.  The contention that even an interest-free 

loan is covered by Riba-al-Fadl is, therefore, fallacious on 

                                                 
71. Sahih-al-Bukhari, Book No.34, Chep.78, Hadith No.2177 
72. See Al Jassas: Ahkaam-ul-Qur'an, Lahore, 1980, Vol.1 pp.482-483 for 

details. 
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the face of it because the Prophet (SAWS) himself has not 

only allowed the transactions of interest-free loan but has 

also practised them while he never allowed a sale of gold 

for gold on deferred payment basis.  It clearly indicates 

that the transaction of loan in itself is not prohibited as a 

transaction; however, the people are advised not to incur 

the liability of a loan without a genuine need.  Conversely, 

a sale of gold for gold or silver for silver on deferred 

payment basis is a prohibited transaction in itself, and this 

prohibition is applicable to both the parties, and has never 

been allowed for any one of them in any case. 

 

To sum-up, the Hadith of Riba al-Fadl are meant to 

cover the transactions of sale only, and have nothing to do 

with the transaction of loan which are covered by the rules 

of Riba al-Qur’an or Riba al-Jahiliyyah and where it is clearly 

mentioned that the creditor in a transaction of loan is 

entitled to claim only his principal amount, and if he does 

so, it has never been prohibited.  It is, therefore, not correct 

to say that a transaction of interest –bearing loan fixing an 

amount as interest right from the beginning of the 

transaction is covered by the prohibition of Riba al-Fadl 

rather than the Riba al-Qur’an and that the banking interest 

being a transaction of Riba al-Fadl is not Haraam. 

 

It was argued that Zulm is the basic cause (‘Illat) of 

the prohibition.  In case there is a Zulm, the transaction 

should be taken as Riba, hence prohibited, but if there is no 

Zulm it should not be taken as Haraam. The Shari’ah Court 

did not subscribe to this view. 

 

The argument is based on two assumptions: Firstly, 

that the basic ‘Illat of the prohibition is Zulm, and secondly, 
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that there is no Zulm in the modern interest-based 

transactions or at least there maybe some interest-based 

transactions which have no element of Zulm.  Both these 

legs of this argument, after a deeper study, have been 

found untenable.  Each one of these two assumptions was 

analyzed separately.  

 

The Difference between ‘Illat and Hikmat 

 

The first assumption which takes Zulm as the basic 

‘Illat of the prohibition of Riba is in fact based on confusing 

the ‘Illat with the Hikmat of a prohibition.  It is well-settled 

principle of Islamic Jurisprudence that there is a big 

difference between the ‘Illat and the Hikmat of a particular 

law.  The ‘Illat is the basic feature of a transaction without 

which the relevant law cannot be applied to it, whereas the 

Hikmat is the wisdom and the philosophy taken into 

account by the legislator while framing the law or the 

benefit intended to be drawn by its enforcement.  The 

principle is that the application of a law depends on the 

‘Illat and not on the Hikmat.  In other words, if the ‘Illat (the 

basic feature of the transaction) is available in a particular 

situation while the Hikmat (the wisdom) is not visualized, 

the law will still be applicable.  This principle is recognized 

in the secular laws also.   

 

Another point worth mentioning here is that the 

‘Illat of a law is always something determinable by hard 

and fast definition which leaves no room for a dispute as to 

whether the ‘Illat is or is not available.  Any relative term 

which is ambiguous in nature cannot be held to be the ‘Illat 

of a particular law because its existence being susceptible 

to doubts and disputes, it would defeat the very purpose 
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of the law.  The Zulm (injustice) is a relative and rather 

ambiguous term the exact definition of which is very difficult 

to ascertain.  Every person may have his own view about what is 

or what is not Zulm.  All the disputing political and economic 

systems of the world, in fact, claimed to abolish Zulm, but what 

was regarded as Zulm in one system has been held as justified in 

another.  The communist theory of economy is of the firm view 

that the private property in itself is a Zulm, while the capitalist 

theory asserts that abolishing private property is the Zulm.  Such 

an ambiguous term is not competent to be the ‘Illat of a 

particular law. 

 

The basic economic goals of a welfare economy are 

recognized by almost everyone thinking on economic 

subjects.  However, it is the strategy for translating these 

objectives into reality that makes a big difference.  The 

Islamic strategy to achieve these goals is neither too 

narrow to accommodate the ever-changing needs of the 

humanity or too biased to interact with the modern 

thought, nor is it too dependent on the modern theories to 

make its own way towards these goals.  Islam has no 

problem in welcoming any constructive suggestion from 

whatever quarter it may have come, but at the same time it 

has its own principles on which no compromise is possible, 

because they are based on divine guidance, the most 

distinct feature of the Islamic economy that draws the line 

of difference between the Islamic and secular economics – 

and the prohibition of Riba is one of those basic principles.  

To leave this principle at the mercy of the secular economic 

policies is, therefore, like placing the cart before the horse. 

There are many areas of human life where 'reason' is often 

confused with 'desires' and where unhealthy instincts, 

under the garb of rational arguments, misguide the 

humanity and demonstrate the unjust attitudes in the 
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disguised form of justice.  It is these areas where human 

reason needs the guidance of divine revelation, and it is 

the divine revelation which finally decides as to which 

human attitude actually falls within the limits of Zulm or 

injustice, even though it appears to be just in the eyes of 

some secular rationalists, and it is in such issues that the 

divine revelations come with a specific command that 

prevails upon the rational arguments advanced by 

differing opinions. That is exactly what happened in the 

case of Riba.  The secular rationalists were fully content 

with their belief that Riba transactions practised by them 

were quite justified, because the income they earn through 

interest is very similar to the profit they earn through sales.  

That is why they confronted the prohibition of Riba by 

their rational argument quoted by the Qur’an in the 

following words: “Sale is nothing but similar to Riba”. 

 

They intended that if a profit claimed in a 

transaction of sale is just and lawful; there is no reason 

why an interest claimed in a transaction of loan is held to 

be unjust and unlawful.  In answer to this argument of 

theirs, the Qur’an could have mentioned the difference 

between interest and profit in pure logical manner, and 

could have explained how the profit in a sale is justified 

while the interest is not.  The Qur’an could have also 

spelled out the evil consequences of Riba on the economy.  

But this line of argument was intentionally avoided, and 

the brief and simple answer given by the Qur’an was: 

“Allah has allowed the sale and has prohibited interest.” 

 

The hint given in this verse is that the question 

whether these transactions have an element of injustice is 

not left to be decided by human reason alone, because the 
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reason of different individuals may come up with different 

answers and no absolute conclusion of universal 

application may be arrived at on the basis of pure rational 

arguments.  The correct principle, therefore, is that once a 

particular transaction is held by Allah to be Haraam, there 

is no room for disputing it on the basis of pure rational 

argumentation because Allah's knowledge and wisdom 

encompasses all those points, which are not accessible to 

ordinary reason.  If the human reason was fully competent 

to reach the correct decision unanimously in each and 

every issue, no divine revelation was called for.  There is a 

wide area of human conduct in which the Creator did not 

give a specific command.  It is this area where human 

reason can well play its role, but it should not be burdened 

to play the role of a rival to the express divine injunctions. 

 

The Qur’anic verse referring to Zulm (injustice) in 

the context of Riba should be studied in this perspective. 

The exact words of the verse are: “And if you repent (from 

claiming Riba), then you are entitled to get your principal back.  

Neither you wrong nor be wronged.” 

 

Before referring to Zulm, the Qur’anic verse has laid 

down the precise principle that no one can be deemed to 

have repented from the practice of Riba unless he has 

withdrawn from claiming any additional amount over and 

above the principal, but on the other hand he is fully 

entitled to get back his principal, and his debtor is bound 

to pay him the full amount of loan.  If the debtor will not 

pay the principal, he will be committing injustice against 

the creditor, and if the creditor will claim something more 

than the principal, he will be committing injustice to the 

debtor. 
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Thus the Qur’an did not leave it to the assessment 

of the parties to decide what injustice is and what is not.  

Instead, the Book itself has precisely decided what injustice 

is for each one of the two parties in a transaction of loan.  

Therefore, the notion that the permissibility of different 

transactions of interest should be judged on the basis of 

human assessment is tantamount to defeating the very 

purpose of the revelation and is not, therefore, acceptable. 

 

Rationale of the Prohibition of Riba 

 

Now we come to the second leg of the argument, 

which contends that no element of injustice is found in the 

commercial or banking interest. 

 

Although, in the light of the above discussion, the 

Qur’an has itself decided what injustice in a transaction of 

loan is, and it is not necessary that everybody finds out all 

the elements of injustice in a Riba transaction, yet the evil 

consequences of interest were never so evident in the past 

than they are today.  Injustice in a personal consumption 

loan was restricted to a debtor only, while the injustice 

brought by the modern interest affects the economy as a 

whole.  A detailed account of the rationale of the 

prohibition of Riba would, in fact, require a separate 

volume, but for the purpose of brevity we would 

concentrate on three aspects of the issue:  

 

a) The logic of the prohibition on theoretical ground; 

b) The evil effects of interest on production; 

c) The evil effects of interest on distribution; 
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On pure theoretical ground, we would like to focus 

on two basic issues; firstly on the nature of money and 

secondly on the nature of a loan transaction. 

 

Nature of Money 

 

One of the wrong presumptions on which all 

theories of interest are based is that money has been 

treated as a commodity.  It is, therefore, argued that just as 

a merchant can sell his commodity for a higher price than 

his cost, he can also sell his money for a higher price than 

its face value, or just as he can lease his property and can 

charge a rent against it, he can also lend his money and can 

claim interest thereupon. 

 

Islamic principles, however, do not subscribe to this 

presumption. Money and commodity have different 

characteristics and, therefore, they are treated differently.  

The basic points of difference between money and 

commodity are as follows: 

 

a) Money has no intrinsic utility. It cannot be utilized 

in direct fulfilment of human needs. It can only be 

used for acquiring some goods or services. A 

commodity, on the other hand, has intrinsic utility 

and can be utilized directly without exchanging it 

for some other thing. 

b) The commodities can be of different qualities while 

money has no quality except that it is a measure of 

value or a medium of exchange. Therefore, all the 

units of money of the same denomination, are 
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hundred per cent equal to each other.  An old and 

dirty note of Rs.1,000 has the same value as a brand 

new note of Rs.1,000. 

c) In commodities, the transactions of sale and 

purchase are effected on an identified particular 

commodity.  If A has purchased a particular car by 

pinpointing it, and seller has agreed, he deserves to 

receive the same car.  The seller cannot compel him 

to take the delivery of another car, though of the 

same type or quality. 

 

Money, on the contrary, cannot be pinpointed in a 

transaction of exchange.  If A has purchased a 

commodity from B by showing him a particular 

note of Rs.1,000 he can still pay him another note of 

the same denomination.  

 

Based on these basic differences, Islamic Shari’ah 

has treated money differently from commodities, 

especially on two scores: 
 

Firstly, money (of the same denomination) is not 

held to be the subject-matter of trade, like other 

commodities.  Its use has been restricted to its basic 

purpose i.e. to act as a medium of exchange and a measure 

of value. 

 

Secondly, if for exceptional reasons, money has to 

be exchanged for money or it is borrowed, the payment on 

both sides must be equal, so that it is not used for the 

purpose it is not meant for i.e. trade in money itself. 
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Islamic view of Nature of Money 

 

Imam Al-Ghazali (d.505 A.H.1170 AD) the 

renowned jurist and philosopher of the Islamic history has 

discussed the nature of money in an early period when the 

Western theories of money were not existent, at all. He 

says: “The creation of Dirhams and Dinars (money) is one 

of the blessings of Allah. They are stones having no 

intrinsic usufruct or utility, but all human beings need 

them, because everybody needs a large number of 

commodities for his eating, wearing etc., and often he does 

not have what he needs and does have what he needs not, 

therefore, the transactions of exchange are inevitable.  But 

there must be a measure on the basis of which price can be 

determined, because the exchanged commodities are 

neither of the same type, nor of the same measure which 

can determine how much quantity of one commodity is a 

just price for another. Therefore, all these commodities 

need a mediator to judge their exact value. Allah Almighty 

has, therefore, created Dirhams and Dinars (money) as 

judges and mediators between all commodities so that all 

objects of wealth are measured through them… and their 

being the measure of the value of all commodities is based 

on the fact that they are not an objective in themselves. 

Had they been an objective in themselves, one could have 

a specific purpose for keeping them which might have 

given them more importance according to his intention 

while the one who had no such purpose would have not 

given them such importance and, thus, the whole system 

would have been disturbed. That is why Allah has created 

them, so that they may be circulated between hands and 

act as a fair judge between different commodities and 

work as a medium to acquire other things … So, the one 
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who owns them is as he owns everything, unlike the one 

who owns a cloth, because he owns only a cloth, therefore, 

if he needs food, the owner of the food may not be 

interested in exchanging his food for cloth, because he may 

need an animal for example. Therefore, there was needed a 

thing which in its appearance is nothing, but in its essence 

is everything.  The thing which has no particular form may 

have different forms in relation to other things like a 

mirror which has no colour, but it reflects every colour.  

The same is the case of money.  It is not an objective in 

itself, but it is an instrument to lead to all objectives...” 

 

So, the one who is using money in a manner 

contrary to its basic purpose is, in fact, disregarding the 

blessings of Allah.  Consequently, whoever hoards money 

is doing injustice to it and is defeating their actual purpose.  

He is like the one who detains a ruler in a prison… 

 

And whoever effects the transactions of interest on 

money is, in fact, discarding the blessing of Allah and is 

committing injustice, because money is created for some 

other things, not for itself. So, the one who has started 

trading in money itself has made it an objective contrary to 

the original wisdom behind its creation, because it is 

injustice to use money for a purpose other than it was 

created for…  If it is allowed for him to trade in money 

itself, money will become his ultimate goal and will remain 

detained with him like hoarded money.  And imprisoning 

a ruler or restricting a postman from conveying messages 

is nothing but injustice.73 

                                                 
73. This is an abridged translation of the detailed discussion of Imam Al-Ghazali 

in his landmark work Ahya-al-Uloom Vol.4 pp.88-89, Cairo.1939. He has 

further discussed that the impermissibility of trading in money is applicable 
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This brief, yet comprehensive, analysis of the 

nature of money undertaken by Imam Al-Ghazali about 

nine hundred years ago is admitted to be true by the 

economists who came centuries after him.  That money is 

only a medium of exchange and a measure of value is 

universally accepted by almost all the economists of the 

world, but unfortunately a large number of these 

economists failed to recognize the logical outcome of this 

concept, so clearly elaborated by Imam al-Ghazali:  that 

money should not be treated as a commodity meant for 

being traded in.  

 

Modern Economists View of Nature of Money a Disruptive 

Role  

 
After holding that money is a commodity, the 

modern economists have plunged into a dilemma that was 

never resolved satisfactorily. The commodities are 

classified into the commodities of first order, which are 

normally termed as ‘consumption goods’, and the 

commodities of the higher order, which are called 

‘productive goods’.  Since money, having no intrinsic 

utility, could not be included in ‘consumption goods’ most 

of the economists had no option but to put it under the 

category of ‘production goods’, but it was hardly proved 

by sound logical arguments that money is a ‘production good’. 

Ludwig Von Mises, the well-known economist of the present 

century has dealt with the subject in detail. He says: “of course, if 

we regard the two-fold division of economic goods as 

exhaustive, we shall have to rest content with putting money in 

one group or the other. This has been the position of most 

                                                                                                  
to the units of the same denomination.  However, exchange of different 

currencies is allowed.  He has also explained the difference between these 

two situations.  
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economists; and since it has seemed altogether impossible to call 

money a consumption good, there has been no alternative but to 

call it a production good.”74 

 

After citing different arguments in support of this 

view, he comments as follows: “It is true that the majority 

of economists reckon money among production goods.  

Nevertheless, arguments from authority are invalid; the 

proof of a theory is in its reasoning, not in its sponsorship; 

and with all due respect for the masters, it must be said 

that they have not justified their position very thoroughly 

in the matter.”75  He then concludes: “Regarded from this 

point of view, those goods that are employed as money are 

indeed what Adam Smith called them, ‘dead stock, which 

produces nothing’.” 

 

The author has then expressed his inclination to the 

Keynes theory that money is neither a consumption good 

nor a production good; it is a medium of exchange.76 

 

The logical result of this finding would have been 

that money should not be taken as an instrument that gives 

birth to more money on daily basis, nor should it have 

been taken as a tradable commodity, when it is exchanged 

for another money of the same denomination, because 

once it is accepted that money is neither consumption good 

nor production good, and that it is merely a medium of 

exchange, then there remains no room for making itself an 

object of profitable trade, for it will be like a mediator 

                                                 
74. Ludwig Von Mises: “The Theory of Money and Credit” Liberty Classics 

Indianapolis, 1980. p. 95. 
75.  Op cit, p.95 
76.  Op cit, p.95 
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himself has been made a party.  But, perhaps due to the 

overwhelming domination of interest-based monetary 

system, many economists did not proceed any further to 

this direction. 

 

Imam Al-Ghazali, on the other hand, has taken the 

concept of ‘medium of exchange’ to its logical end.  He has 

concluded that when money is exchanged for money of the 

same denomination, it should never be made an 

instrument generating profit by such exchange. 

 

This approach of Imam Al-Ghazali, fully backed by 

the clear directive of the Qur’an and Sunnah, has however, 

been admitted to be true by some realistic scholars, even in 

societies dominated by interest.  Many of them after facing 

the severe consequences of their financial system based on 

trade in money have admitted that their economic plight 

was caused, inter alia, by the fact that money was not 

restricted to be used for its primary function as a medium 

of exchange.  

 

During the horrible depression of 1930s, an 

‘Economic Crisis Committee’ was formed by Southampton 

Chamber of Commerce in January, 1933.  The Committee 

consisted of ten members headed by Mr. E. Dennis Mundy.  

In its report the committee had discussed the root causes of 

the calamitous depression in national and international 

trade and had suggested different measures to overcome 

the problem.  After discussing the pitfalls of the existing 

financial system, one of the committee's recommendation 

was that: “In order to ensure that money performs its true 

function of operating as a means of exchange and 
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distribution, it is desirable that it should cease to be traded 

as a commodity.”77 

 

This real nature of money which should have been 

appreciated as a fundamental principle of the financial 

system remained neglected for centuries, but it is now 

increasingly recognized by the modern economists. Prof. 

John Gray (of Oxford University), in his recent work “False 

Dawn” has remarked as follows:  

 

“Most significantly, perhaps transactions on foreign 

exchange markets have now reached the astonishing 

sum of around $ 1.2 trillion a day, over fifty times the 

level of the world trade.  Around 95 per cent of these 

transactions are speculative in nature, many using 

complex new derivative's financial instruments based 

on futures and options.  According to Michael Albert, 

the daily volume of transactions on the foreign 

exchange markets of the world holds some $900 billion 

– equal to France's annual GDP and some $200 million 

more than the total foreign currency reserves of the 

world central banks.  

 

This virtual financial economy has a terrible potential 

for disrupting the underlying real economy as seen in 

the collapse in 1995 of Barings, Britain's oldest bank.”78 

                                                 
77. ‘The Report of Economic Crisis Committee’ Southampton Chamber of 

Commerce, 1933, Part 3, (iii) Para.2 (with thanks to Mr. P.M. Pidcock, 

Director, Institute of Rational Economics, who very kindly provided us 

with a copy of the report). 
78. John Gray, False Dawn:  The Delusions of Capitalism, Grunte Books, 

London, 1998, p.62, based on Wall Street Journal, 24th October, 1995; 

Bank of International Settlements, Annual Report, 1995 and Michael 

Albert, Capitalism – original capitalism, London Whurr Publishers, 1993, 

p.188 
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The size of derivatives mentioned by John Gray 

was, by the way, of their daily transactions.  The size of 

their total worth, however, is much greater.  It is 

mentioned by Richard Thomson in his Apocalypse 

Roulette in the following words: "Financial derivatives 

have grown, more or less from standing starting in the 

early 1970s, to $ 64 trillion (i.e., $ 64,000,000,000,000) 

industry by 1996.  How do you imagine a number that big?  

You could say that if you laid all those dollar bills end to 

end, they would stretch from here to the sun sixty-six 

times, or to the moon 25,900 times.”79  

 

James Robertson observes in his latest work, 

Transforming Economic Life in the following words: 

“Today's money and finance system is unfair, ecologically 

destructive and economically inefficient.  The money-

must-grow imperative drives production (and thus 

consumption) to higher than necessary levels.  It skews 

economic effort towards money out of money, and against 

providing real services and goods. 

 

It also results in a massive world-wide diversion of 

effort away from providing useful goods and services, into 

making money out of money.  At least 95% of the billions 

of dollars transferred daily around the world are for purely 

financial transactions, unlinked to transactions in the real 

economy.”80 

 

                                                 
79. Richard Thomson: Apocalypse Roulette:  The Lethal world of Derivatives, 

Macmillan, London 1998, p.4 
80. James Robertson, Transforming Economic Life: A Millennial Challenge, 

Green Books, Devon, 1998. 
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This is exactly what Imam Al-Ghazali had pointed 

out nine hundred years ago.  The evil results of such an 

unnatural trade have been further explained by him at 

another place, in the following words:  

 

“Riba (interest) is prohibited because it prevents people 

from undertaking real economic activities.  This is 

because when a person having money is allowed to 

earn more money on the basis of interest, either in spot 

or in deferred transactions, it becomes easy for him to 

earn without bothering himself to take pains in real 

economic activities. This leads to hampering the real 

interests of the humanity, because the interests of the 

humanity cannot be safeguarded without real trade 

skills, industry and construction.”81 

 

It seems that Imam Al-Ghazali has, in that early age, 

pointed out to the phenomenon of monetary factors 

prevailing on production, creating a wide gap between the 

supply of money and the supply of real goods which has 

emerged in the later days as the major cause of inflation, 

almost the same ‘terrible potential’ of trading in money as 

explained by John Gray and James Robertson in their 

above extracts.  What is important at this point to note is 

the fact that money, being a medium of exchange and a 

measure of value, cannot be taken as a ‘Production good’ 

which yields profit on daily basis, as is presumed by the 

theories of interest.  This is a mediator and it should be left 

to play this exclusive role.  To make it an object of 

profitable trade disturbs the whole monetary system and 

                                                 
81. Al-Ghazali, Ahya-al-Uloom. 
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brings a plethora of economic and moral hazards to the 

whole society. 

 

Another major difference between the secular 

capitalist system and the Islamic principles is that under 

the former system, loans are purely commercial 

transactions meant to yield a fixed income to the lenders.  

Islam, on the other hand, does not recognize loans as 

income-generating transactions.  They are meant only for 

those lenders who do not intend to earn a worldly return 

through them.  They, instead, lend their money either on 

humanitarian grounds to achieve a reward in the 

Hereafter, or merely to save their money through a safer 

hand.  So far as investment is concerned, there are several 

other modes of investment like partnership etc., which 

may be used for that purpose.  The transactions of loan are 

not meant for earning income.  

 

Evil Effects on Production  

 

Since in an interest-based system funds are 

provided on the basis of strong collateral and the end-use 

of the funds does not constitute the main criterion for 

financing, it encourages people to live beyond their means. 

The rich people do not borrow for productive projects 

only, but also for conspicuous consumption.  

 

Similarly, governments borrow money not only for 

genuine development programmes, but also for their 

lavish expenditure and for projects motivated by their 

political ambitions rather than being based on sound 

economic assessment. Non-project-related borrowings, 

which were possible only in an interest-based system, 
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have, thus, helped in nothing but increasing the size of our 

debts to a horrible extent. 

 

Evil Effects on Distribution  

 

We have already pointed out that when business is 

financed on the basis of interest, it may bring injustice 

either to the borrower if he suffers a loss, or to the financier 

if the debtor earns huge profits. Although both situations 

are equally possible in an interest-based system, and there 

are many examples where the payment of interest has 

brought total ruin to the small traders, yet in our present 

banking system, the injustice brought to the financier is 

more pronounced and much more disturbing to the 

equitable distribution of wealth. 

 

While this phenomenon is coupled with the fact, 

already mentioned, that 64.5% of total advances went only 

to 0.4243% of total account holders, it means that the 

profits generated mostly by the money of millions of 

people went almost exclusively to 9,269 borrowers.  One 

can imagine how far the interest-based borrowings have 

contributed to the horrible inequalities found in our system 

of distribution, and how great is the injustice brought by 

the modern commercial interest to the whole society. 

 

How the present interest-based system works to 

favour the rich and kill the poor is succinctly explained by 

James Robertson in the following words: “The pervasive 

role of interest in the economic system results in the 

systematic transfer of money from those who have less to 

those who have more.  Again, this transfer of resources 

from poor to rich has been made shockingly clear by the 
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Third World debt crisis.  But it applies universally.  It is 

partly because those who have more money to lend, get 

more in interest than those who have less; it is partly 

because those who have less, often have to borrow more; 

and it is partly because the cost of interest repayments now 

forms a substantial element in the cost of all goods and 

services, and the necessary goods and services looms much 

larger in the finances of the rich.  When we look at the 

money system that way and when we begin to think about 

how it should be redesigned to carry out its functions fairly 

and efficiently as part of an enabling and conserving 

economy, the arguments for an interest-free inflation-free 

money system for the twenty-first century seems to be very 

strong.”82 

 

The same author in another book comments as follows: 

“The transfer of revenue from poor people to rich 

people, from poor places to rich places, and from poor 

countries to rich countries by the money and finance 

system is systematic… One cause of the transfer of 

wealth from poor to rich is the way interest payments 

and receipts work through the economy.”83 

 

Expansion of Artificial Money and Inflation  

 

Since interest-bearing loans have no specific 

relation with actual production, and the financier, after 

securing a strong collateral, normally has no concern how 

the funds are used by the borrower, the money supply 

                                                 
82

. James Robertson, Future Wealth: A New Economics for the 21
st
 

Century,  Cassell Publications, London, 1990, pp.130-131 
83

. James Robertson, Transformation of Economic Life: A Millennial 

Challenge, Green Books, Devon 1998, pp.51-54. 
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effected through banks and financial institutions has no 

nexus with the goods and services actually produced on 

the ground.  It creates a serious mismatch between the 

supply of money and the production of goods and 

services.  This is obviously one of the basic factors that 

create or fuel inflation. 

 

This phenomenon is aggravated to a horrible extent 

by the well-known characteristic of the modern banks 

normally termed as ‘money creation’. Even the primary 

books of economics usually explain, often with 

complacency, how the banks create money.  This 

apparently miraculous function of the banks is sometimes 

taken to be one of the factors that boost production and 

bring prosperity.  But the illusion underlying this concept, 

is seldom unveiled by the champions of modern banking.  

The history of ‘money creation’ refers back to the famous 

story of the goldsmiths of medieval England. The people 

used to deposit their gold coins with them in trust, and 

they used to issue a receipt to the depositors. After some 

time they discovered that they could print more money 

(i.e. paper gold deposit certificates) than actually deposited 

with them and that they could loan out this extra money 

on interest.  This was the birth of ‘money creation’ or 

‘fractional reserve lending’ which means to loan out more 

money than one has as a reserve for deposits.  In this way 

these goldsmiths, after becoming more confident, started 

decreasing the reserve requirement and increasing the 

percentage of their self-created credit, and used to loan out 

four, five, even ten times more gold certificates than they 

had in their safe rooms. 
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Initially, it was abuse of trust and a sheer fraud on 

the part of the goldsmiths not warranted by any norm of 

equity, justice and honesty.  It was a form of forgery and 

usurpation of the power of the sovereign authority to issue 

money.  But over time, this fraudulent practice turned into 

the fashionable standard practice of the modern banks 

under the 'fractional reserve' system.  How the money 

changers and bankers have succeeded in legalizing the 

creation of money by the private banks, in spite of the 

strong opposition from several rulers in England and USA, 

and how the Rothchilds acquired financial mastery over 

the whole of Europe and Rockfeller over the whole of 

America is a long story84 now lost in the mist of numerous 

theories developed to support the concept of money-

creation by the private banks.  But the net result is that the 

modern banks are creating money out of nothing.  They 

are allowed to advance loans in the amounts ten times 

more than their deposits.  The coins and notes issued by 

the government as genuine and debt-free money have now 

a very insignificant proportion in the total money in 

circulation, most of which is artificial money created by 

advances made by the banks.  The proportion of real 

money issued by the governments has been constantly 

declining in most of the countries, while the proportion of 

the artificial money created by the banks out of nothing is 

ever-increasing.  The spiral of loans built upon loans is 

now the major part of the money supply. 

                                                 
84. For the interesting and eye-opening details of this story, following books 

will be useful:   

(i) Michael Rowbotham: The Grip of Death, A study of Modern Money, 

Jon Carpenter,  England, 1998, Chapters 13 to 15.  

(ii) Patric S.J. Carmack and Bill Still: The Money Masters, Royalty 

Production Company, USA, 1998. 

(iii) William Guy Carr: Pawns in the Game, Fla USA, Chapter 6. 
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The position in USA is almost the same as that in 

U.K. Patrick S.J. Carmack and Bill Still observe about it as 

follows: 

 

“Why are we over our head in debt?  Because we are 

labouring under a debt-money system, in which all our 

money is created in parallel with an equivalent quantity 

of debt that is designed and controlled by private 

bankers for their benefit.  They create and loan money 

at interest, we get the debt. 

 

So, although the banks do not create currency, they do 

create cheque book money, or deposits, by making new 

loans, they even invest some of this created money.  In 

fact, over one trillion dollars of this privately-created 

money has been used to purchase U.S. bonds in the 

open market, which provides the banks with roughly 50 

billion dollars in interest, less the interest they pay some 

depositors. In this way, through fractional reserve 

lending, banks create far in excess of 90% of the money, 

and therefore, cause over 90% of our inflation.”85 

 

Moreover, the baseless money created by the banks 

and financial institutions itself has now become the subject 

of speculative trade through the derivatives in the form of 

Futures and Options in the international markets.  What it 

means is that in the beginning, claims over money have 

been treated as money.  Now, claims over claims are being 

treated as such.  According to an estimate, over 150 trillion 

                                                 
85. Patrict S.J. Carmack and Dill Still:  The Money Masters, How International 

Bankers Gained Control of America, Royalty Production Company, 1998, 

pp.78-79. 
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US dollars worth of derivatives are circulating in the 

world, whereas the combined GDP of all the 188 countries 

of the world is around 30 trillion US dollars only.  Almost 

80% of this trade is in the hands of some two dozen big 

banks and hedge funds.86  The whole economy of the 

world has thus been turned into a big balloon that is being 

inflated on daily basis by new debts and new financial 

transactions having no nexus whatsoever with the real 

economy.  This big balloon is vulnerable to the market 

shocks and can burst any time.  It really did several times 

in the recent past whereby the Asian Tigers reached the 

brink of total collapse, and the effects of these shocks were 

felt in the whole world to the extent that the media started 

crying that the market economy is breathing its last.87  

 

All this appalling situation faced by the whole 

world today is the logical outcome of giving the interest-

based financial system an unbridled power to reign the 

economy.  Can one still insist that the commercial interest 

is an innocent transaction?  In fact, the universal horrors 

brought about by the commercial interest are far greater 

than the individual usurious loans that used to affect only 

some individuals. 

 

Interest and Indexation  

 

Some people have tried to justify the interest 

charged and paid by the banks on the ground that since 

the value of money is decreasing constantly, the interest 

                                                 
86.  Prop. Khurshid Ahmad, Islamic Finance and Banking:  The challenge of the 21st 

Century, the paper-ii submitted to the Court by the author. 
87. See for example:  Time – November 3, 1997, Newsweek – January 26, 1998, and 

September 14, 1998. 
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should be taken as a compensation for the erosion of the 

value of money during the period of borrowing.  The 

financier, according to them, should have a right to claim 

at least the same amount in real terms as he had advanced 

to the borrower, but if his principal is repaid to him in the 

same numerical terms, he will not receive the same 

purchasing power as he had advanced to his debtor, 

because the inflation would have eroded a substantial part 

of the real value of money. Therefore, they argue, the 

interest is paid to compensate the loss the financier has 

suffered through inflation.  

 

This argument is without force because the rates of 

interest are though a major cause of inflation among other 

factors, they are not based on the rate of inflation.  Had it 

been a compensation for inflation, the rate of interest 

should have always matched the rate of inflation, and 

obviously this is not the case.  The rates of interest are 

determined by the demand and supply of money and not 

by the rate of inflation at the time of the contract.  If at any 

given time both rates match each other, it may be by 

chance and not as a matter of principle.  Therefore, the 

interest cannot be held as a compensation for the loss of 

purchasing power. 

 

Indexation as Alternative for Interest 

 

Some other quarters have taken the aspect of 

inflation from another angle.  They do not claim that 

interest, as in vogue, is a compensation for the loss caused 

by inflation.  However, they suggest that indexation of 

loans can be a suitable substitute for the present interest-

bearing loans. They argue that the financier should be 
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compensated for the erosion of the value of money he had 

advanced to the borrower and, therefore, he can claim an 

additional amount matching the rate of inflation.  Thus, 

according to them, indexation may be introduced into the 

banking system as an alternative for interest. 
 

But without going into the question whether 

indexation of loans are or are not in conformity with 

Shari’ah, this suggestion is not practical so far as the 

banking transactions are concerned.  The reason is obvious.  

The concept of indexation of loans is to give the real value 

of the principal to the financier based on the rate of 

inflation, and therefore, there is no difference between 

depositors and borrowers in this respect. It means that the 

bank will receive from its borrowers the same rate as it will 

have to pay to its depositors, both being based on the same 

measure i.e. the rate of inflation.  Thus, nothing will be left 

for the banks themselves, and no bank can be run without 

a profit. 
 

It is clear from this discussion that neither the 

present interest rates can be justified on the basis of 

inflation, nor can indexation be used as a substitute for 

interest in the present banking system.   
 

However, the question of erosion of the value of 

money is certainly relevant to the individual loans and 

unpaid debts.  There are many cases where the creditors 

really face hardships, especially where the value of the 

currency fell to an unimaginable extent, as happened in 

Turkey, Syria, Lebanon and in the States of the former 

Soviet Union. In Pakistan too, the value of the rupee today 

is much less than it was before 1970.  The question is 
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whether a person who has advanced a sum of Rs.1,000 

before 1970 and the debtor did not pay the principal till 

today is entitled to get the same Rs.1000, while this amount 

has remained not more than Rs.100 in real terms?  This 

question is more severe where the debtor did not pay 

despite his being able to pay. 

 

Mark-up and Interest 

 

Some have argued that although the interest is 

prohibited by the Qur’an and Sunnah, the present banks do 

not deal in interest. Instead, they charge mark-up from 

their customers. 

 

But the way the mark-up is used by the banks 

today is nothing but a change of nomenclature of the 

transaction.  Practically what is being done is to replace the 

name of interest by the name of mark-up. The concept of 

mark-up was originally presented by the Council of 

Islamic Ideology in its report on the Elimination of Riba 

submitted to the Government of Pakistan in 1980.  The 

Council has in fact suggested that the true alternative to 

the interest is profit and loss sharing (PLS) based on 

Musharakah and Mudarabah.  However, there were some 

areas in which financing on the basis of Musharakah and 

Mudarabah were not practicable.  For these areas the 

Council has suggested a technique usually known in the 

Islamic banks as Mudarabah. According to this technique, 

the financier bank, instead of advancing a loan in the form 

of money, purchases the commodity required by the 

customers from the market and then sells it to the 

customer on deferred payment basis retaining a margin of 

mark-up (profit) added to its cost. It was not a financing in 
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its strict sense.  It was rather a sale of a commodity effected 

in favour of the client. The very concept of this transaction 

implies the following points: 

 

a) This type of transaction may be undertaken only 

where the client of a bank wants to purchase a 

commodity. This type of transaction cannot be 

effected in cases where the client wants to get funds 

for some other purpose than purchasing a 

commodity, like overhead expenses, payment of 

salaries, settlement of bills or other liabilities. 

b) To make it a valid transaction it was necessary that 

the commodity is really purchased by the bank and 

it comes into the ownership and possession 

(physical or constructive) of the bank so that it may 

assume the risk of the commodity so far as it 

remains under its ownership and possession. 

c) After acquiring the ownership and possession of 

the commodity it should be sold to the customer 

through a valid sale. 

d) The Council has also suggested that this device 

should be used to the minimum extent only in cases 

where Musharakah or Mudarabah are not practicable 

for one reason or another. 

 

Qardh and Qirad 

 

Some people are of the opinion that if the financing 

transaction stipulated a fixed return to the financier 

regardless of whether the financed party has gained a 

profit or suffered a loss, it should be regarded as Riba.  But 

if the financing transaction contemplates that in the case of 
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a loss, the loss will be shared by both the parties in 

proportion to their respective investments, this much is 

enough to validate the transaction after which the parties 

can agree on a condition that if the business gains a profit, 

a certain rate of profit attributable to the original 

investment of the financier will be deserved by him.  It will 

become a transaction of qirad, which is not impermissible 

in Shari’ah. 

  

In the first place, this standpoint does not save the 

laws under consideration from the attack of the 

respondents because these laws ensure a fixed return to 

the financier in any case, therefore, his appeal, to save the 

said laws from being declared as repugnant to the 

Injunctions of Islam, is misconceived.  His standpoint can 

be considered only in the context of finding out 

alternatives to the interest in our banking system.  But his 

view is not supported by the Qur’an and Sunnah, or by any 

jurist throughout the fourteen centuries.  Qirad is a term 

used in the literature of the Islamic Fiqh as a synonym to 

Mudarabah and all the schools of Islamic Fiqh are 

unanimous on the point that in an agreement of Mudarabah 

no rate of profit attributable to the investment can be 

allocated for the financier. Any such arrangement has been 

held by the jurists as impermissible.  The standpoint of the 

appellant is contradictory in itself because he admits that 

in the case of loss, the financier does not deserve any profit 

but on the other hand if the financier has stipulated 10% of 

his investment as his share in the profit of the business, it is 

acceptable to the appellant.  But what will happen if the 

whole profit is not more than 10%. In this case the whole 

profit according to him will be secured by the financier and 

the Mudarib will get nothing, despite the business having 



Riba, Modern and Islamic Banking: A Critique 

 

 

136 

earned a profit.  This view is, therefore, fallacious on the 

face of it.  

 

Riba and Doctrine of Necessity 

 

The doctrine of necessity is one of the doctrines 

enshrined and developed by the Qur’an and Sunnah and 

expounded by the Muslim jurists.  But the doctrine of 

necessity in Islam is not an obscure concept. There are 

certain criteria expounded by the Muslim jurists in the 

light of the Qur’an and Sunnah to determine the magnitude 

of necessity and the extent to which a Qur’anic command 

can be relaxed on the basis of an emergent situation. 

Therefore, before deciding an issue on the basis of 

necessity one must make sure that the necessity is real and 

not exaggerated by imaginary apprehensions and that the 

necessity cannot be met with by any other means than 

committing an impermissible act.  When we analyze the 

case of interest in the light of the above principles we are of 

the firm view that there is a great deal of exaggeration in 

the apprehension that the elimination of interest will lead 

the economy to collapse.  For a realistic analysis we will 

have to consider the domestic transactions and the foreign 

transactions separately. 

 

The Court invited this bank to send some of its 

experts to assist the Court and to throw light on the 

working of the Islamic banks and the feasibility of the 

proposals presented so far for transforming the banking 

system to the Islamic ways of financing. The Bank was 

kind enough to send a high level delegation headed by the 

President of the Bank Dr. Ahmad Muhammad Ali himself. 

Several members of the delegation including the President 
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of the Bank, addressed the Court and have submitted their 

report in writing. Details apart, the substance of their 

submissions is summarized in their own words: 

 

“The experience accumulated by Islamic banks, in 

general, and the Islamic Development Bank in 

particular, as well as attempts made in a number of 

Muslim countries to apply an Islamic financial system, 

indicate that the application of such an Islamic system 

by any Muslim country, at the national level, is 

feasible.  According to the data compiled by the 

International Union of Islamic Banks, there are 176 

Islamic banks and institutions in the world.  In terms 

of number, 47% of these institutions are concentrated 

in South and South East Asia, 27% in GCC and Middle 

East, 20% in Africa and 6% in the Western countries. In 

terms of deposits, amounting to US$ 112.6 billion and 

total assets amounting to US$ 147.7 billion 73% of the 

activities of these institutions are concentrated in the 

GCC and the Middle East.  IDB alone, since its 

inception from 1976 to 1999, has provided financing in 

the range of US $ 21 billion. As against the growth of 

7% recorded by the global financial services industry, 

Islamic banking is growing at a rate of 10-15 % per 

annum and accounts for 50-60 % of the share of the 

market in the CGC and Middle East.”  

 

“Islamic banking is distinctive in two respects:  

Concentrating on the real sector of the economy, it 

imparts tremendous stability to the economic system 

by achieving an identity between monetary flows and 

goods and services, and by operating on a system of 

profit and loss sharing in its evolved State, it insulates 
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the society from the debt-mountain on the analogy that 

if the economies enter into reversionary or deflationary 

phases, the principles of profit and loss sharing 

protects the states and economic operators from the 

evils of accumulation of interest and minimizes 

defaults and bankruptcies.” 

 

Since the experience of Islamic banking is passing 

through its initial phase, the industry is facing numerous 

issues.  These issues have given birth to a number of 

research institutes, study circles, training programmes and 

specialized groups.  There is a large number of seminars, 

workshops and conferences, held every year in different 

parts of the world where the Muslim jurists, economists, 

bankers and practitioners sort out the practical problems 

and find out their solutions. 

 

This does never mean that the Islamic banking 

industry has achieved the ultimate goal of its maturity.  It 

certainly has its limitations.  It may be suffering from a 

number of weaknesses.  There are many issues yet to be 

resolved.  But the progress made by the Islamic banks so 

far is sufficient to refute the misconception that it is a 

utopian idea, or that any advance in this direction will 

make us step into a void.  This brief account does at least 

show that much of the ground work has been done in the 

field of Islamic banking, and while discussing the 

possibilities of the elimination of interest from the 

economy, this background cannot be ignored or 

undervalued. 

 

We are not unconscious of the fact that elimination 

of interest from the entire economy is more complex and 



Riba, Modern and Islamic Banking: A Critique 

 

 

139 

challenging in many respects than abolishing it from a 

single institution. But at the same time, there are many 

areas where establishing an interest-free system is much 

easier for the Government than it was for the private 

Islamic banks. The Islamic banks working in different parts 

of the world do not enjoy any support from their 

respective governments or the central banks for their 

interest-free transactions. They have to submit to the legal 

frame work and the regulatory requirements that are 

basically designed for interest-based financing, but are 

imposed on the Islamic banks with the same force without 

the slightest change in favour of Islamic modes of 

financing.  The Islamic banks are working with their hands 

tied by the conventional laws and regulations.  If the 

interest-free system is introduced by the Government itself 

at country level, the Government will be free to bring its 

own legal and regulatory framework and the difficulties 

faced by the private Islamic banks will create no problem 

for the Government.  Moreover, the Islamic banks have to 

compete with the conventional banks.  Any client not 

happy with the arrangement offered by the Islamic banks 

can easily go to a conventional bank, the other alternative 

being readily available. If the Islamic modes are enforced 

at country level, and no bank offers an interest-based 

arrangement, this problem can easily be overcome.  The 

correct position, therefore, is that abolishing interest at 

country level is easier in some respects and more difficult 

in some others.  To be realistic, we should realize both 

aspects while determining the time frame for conversion. 

Let us now examine the main features of the proposed 

system of Islamic banking.  
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The upshot of this discussion is that when money is 

exchanged for money, no excess is allowed, neither in cash 

transaction, nor in credit, but where a commodity is sold 

for money, the price agreed upon by the parties may be 

higher than the market price, both in cash and credit 

transactions.  Time of payment may act as an ancillary 

factor to determine the price of a commodity, but it cannot 

act as an exclusive basis for and the whole consideration of 

excess claimed in exchange of money for money. 

 

This position is accepted unanimously by all the 

four schools of Islamic law and the majority of the Muslim 

jurists.  This is the correct legal position of Murahabah 

transaction according to Shari’ah. However, two points 

must be remembered…. 

 

a) the Murahabah when used as a mode of trade 

financing is borderline transaction with very fine 

lines of distinction as compared to an interest 

bearing loan.  These fine lines of distinction can be 

observed only when all the basic requirements 

already explained are fully complied with.  To 

ignore any one of them makes it an interest-bearing 

financing, therefore, it should always be effected 

with due care and precaution. 

b) Notwithstanding the permissibility of the 

Murahabah transaction, it is susceptible to misuse 

and keeping in view the basic philosophy of an 

Islamic financial system it is not an ideal way of 

financing.  Hence, it should be used only where the 

Musharakah and Mudarabah are not applicable.  
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Apart from Musharakah and Mudarabah there are 

other modes of financing like Ijarah (leasing), Salam and 

Istisna that can be used in different types of financing.  The 

upshot of this discussion is that the Doctrine of Necessity 

cannot be applied to protect the present interest-based 

system forever or for an indefinite period.  However, this 

doctrine can be availed of for allowing a reasonable time to 

the Government necessarily required for the switchover to 

an interest-free Islamic financial system. 

 

The Loans of the Government: One major difficulty in the 

process of elimination of interest is felt to be the 

borrowings of the Government. At present the 

Governments are heavily indebted to domestic and foreign 

lenders.  So far as the domestic loans are concerned, their 

conversion to Islamic modes of financing has been 

discussed in detail.  The substance of the alternative 

suggestions is that all the borrowings of the Government 

from domestic sources should be designed on the basis of 

project-related financing.  This will, in addition to being 

compatible with Shari’ah, help curbing the corruption and 

misappropriation of borrowed funds.  After examining all 

this material we are of the view that in this sector too, the 

interest cannot be taken as a necessity to continue for an 

indefinite period.  However, this area may justify some 

more time for transformation than the private banking 

transactions will require. 

 

Foreign Loans:  This seems to be the most difficult area 

where the prohibition of interest is required to be 

implemented.  It is argued that conversion of this type of 

borrowing to an interest-free basis is almost impossible.  

 



Riba, Modern and Islamic Banking: A Critique 

 

 

142 

Before we touch upon the Islamic solution to this 

problem we would like to observe that the speed at which 

the foreign borrowings are increasing merits serious 

consideration.  In the beginning the government started 

borrowing funds from international sources for our 

development projects.  Later, the scope of foreign 

borrowing was extended even to the non-development 

expenses. Thereafter, huge amounts were borrowed for 

debt servicing and now these borrowings are meant to pay 

interest to the international lenders. 

 

It needs no expertise in economics to realize that 

this is an alarming situation which is leading us constantly 

towards the slavery of the whole nation in the hands of our 

lenders.  We are mortgaging the future of our present and 

coming generations by incurring huge debts every year.  

The notion that the foreign borrowings help the 

developing countries in their development projects and 

assist in attaining prosperity is now proved to be false in 

the case of a large number of the third world countries. 

This fact is increasingly realized by the independent 

economists. Susan George, an American economist living 

in France has written widely on development and world 

issues. She is an Associate Director of the Transnational 

Institute in Amsterdam and her books on the Third World 

debt have been widely admired, some of which have won 

the international awards.  She has summarized the eye-

opening results of the Third World debt in the following 

words: 
 

“According to the OECD, between 1982 and 1990, total 

resource flows to developing countries amounted to 

$927 billion.  This sum includes the OECD categories 
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of Official Development Finance, Export Credits and 

Private Flows – in other words, all official bilateral and 

multilateral aid, grants by private charities, trade 

credits plus direct private investment and bank loans.  

Much of this inflow was not in the form of grants but 

was rather new debt, on which dividends or interest 

will naturally come due in future.” 

 

During the same 1982-90 period, developing countries 

remitted in debt service alone 1342 billion (interest and 

principal) to the creditor countries.  For a true picture 

of resource flows, one would have to add many other 

South-to-North out-flows, such as royalties, dividends, 

repatriated profits, underpaid raw materials and the 

like.  The income-outflow difference between $1345 

and $927 billion is, thus, a much understated $418 

billion in the rich countries' favour.  For purposes of 

comparison, the US Marshall Plan transferred $14 

billion in 1948 dollars to war-ravaged Europe (about 

$70 billion in 1991 dollars).  Thus in the eight years 

from 1982-90 the poor have financed six Marshall 

Plans for the rich through debt service alone. 

 

Have these extraordinary outflows at least served to 

reduce the absolute size of the debt burden?  

Unfortunately not.  In spite of total debt service, 

including amortization, of more than 1.3 trillion dollars 

from 1982-90, the debtor countries as a group began 

the 1990s fully 61 per cent more in debt than they were 

in 1982. Sub Saharan Africa’s debt increased by 113 per 

cent.  During this period; the debt burden of the very 
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purest – the so-called ‘LLDCs’ or ‘least developed’ 

countries – was up by 110 per cent.88  

 

Many neutral writers are of the view that Third World 

debt is not just a financial matter, but a political one.  

There were always severe conditions attached to IMF 

and World Bank loans.  Although ‘program aid’ 

required borrowing nations to conform to a package of 

economic and social expenditure measures aimed to 

ensure that funds are used for development, yet when 

projects failed and debts increased, ‘program aid’ was 

followed by ‘structural adjustment’ that entailed 

supervising the development of the entire economy of 

the indebted countries. Thus, the lenders justified their 

total interference in the domestic policies of the Third 

World nations. As these policies, too, failed to bring a 

turnaround in the debt trends, ‘austerity programs’ 

were introduced whereby expenditure on social 

services, welfare and education were cut to a 

considerable extent.  Susan George and Fabrizio Sabelli 

have commented on the results of these policies as 

follows:  

 

“Between 1980 and 1989 some thirty-three African 

countries received 241 structural adjustment loans. 

During that same period, average GDP per capita in 

those countries fell 1.1% per year, while per capita 

food production also experienced steady decline. The 

real value of the minimum wage dropped by over 25%, 

Government expenditure on education fell from $11 

billion to $7 billion and primary school enrolments 

                                                 
88.  Susan George :   The Debt Boomerang, How the Third World Debt Harms Us All, 

Pluto Press, London, 1992 
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dropped from 80% in 1980 to 69% in 1990.  The 

number of poor people in these countries rose from 

184 million in 1985 to 216 million in 1990, an increase 

of seventeen per cent.”89 

 

According to the assessment of the World Bank 

itself, which is subjected to serious doubts by some 

economists, the success rate of World-Bank-funded 

projects has been less than 50%.  In addition, after a review 

in 1989, World Bank staff were unable to point out a single 

project in which the displaced people had been relocated 

and rehabilitated to a standard of living comparable to that 

which they enjoyed before displacement.90 

 

Even the successful projects did seldom bring an 

overall economic well-being of the indebted countries. 

Michael Rowbotham says: 

 

“There has been a massive outpouring of literature on 

the subject of Third World debt. The books are 

characterized by one feature. Whereas the arguments 

and policies of the IMF and World Bank have been 

based upon and apparently reasonable theory, the 

studies give case after case and country after country, 

in which the theory has not worked in practice. Either 

loans have led to development, but repayment has 

proved impossible; or the projects funded have failed 

completely leaving the country with a massive debt 

and no hope of repayment, or repeated additional 

                                                 
89. Susan George, Fabrizio Sabelli:  Faith and Credit, The World Bank’s 

Secular Empire, Penguin, 1998, p.141 
90. David Korten:  When Corporations Rule the Earth, Earthscan 1993 as 

quoted by Michael Rowbtham:  “The Grip of Death” p.135. 
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loans have become necessary simply to provide funds 

for the repayment of past loans. The debtor countries, 

as a group, began the 1990s fully 61% deeper in debt 

they were in 1980.”91 

 

Many critics have compared the Third World debt 

with peonage or wage slavery. Cheryl Payer observes: 

 

“The system can be compared point by point with 

peonage on an individual scale. In the peonage, or 

debt slavery system, the aim of the 

employer/creditor/merchant is neither to collect the 

debt once and for all, nor to starve the employee to 

death, but rather to keep the labourer permanently 

indentured through his debt to the employer. Precisely 

the same system operates on the international level. It 

is debt slavery on an international scale. If they remain 

within the system, the debtor countries are doomed to 

perpetual underdevelopment or rather, to 

development of their exports at the service of 

multinational enterprises, at the expense of 

development for the needs of their own citizens.”92 

 

In 1987, the conference of the Institute for African 

Alternatives called for the winding up of the World Bank 

and the IMF and a complete end to the dominance of the 

Bretton Woods International monetary system. The 

conference noted the results of the case studies as follows: 

 

                                                 
91.  Michael Rowbotham: "the Grip of Death", P.137. 
92. Cheryl Payer: The Debt Trap : Monthly Review Press, 1974 as quoted by 

Rowbotham, op cit, p.137 
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“In virtually all cases, the impact of these (IMF and 

World Bank) projects has been basically negative. They 

have resulted in massive unemployment, falling real 

incomes, pernicious inflation, increased imports with 

persistent trade deficits, net outflow of capital, 

mounting external debts, denial of basic needs, severe 

hardship and de-industrialization. Even the so-called 

success stories in Ghana and the Ivory Coast have 

turned out to offer no more than temporary relief 

which had collapsed by the mid 1980s. The sectors that 

have been worst hit are agriculture, manufacturing 

and the social services, while the burden of adjustment 

has fallen regressively on the poor and weak social 

groups.”93
 

These facts should be sufficient to realize the fallacy 

of the illusionary notions that the Third World countries 

cannot live without the help of foreign loans. Who has, in 

fact, benefited from this system? This question is closely 

examined by a Canadian scholar Jaques B. Gelinas in his 

book ‘Freedom From Debt’.  He says: 

 

“The foreign-aid-based development model has 

proved itself powerless to bring a single country out of 

economic and financial dependence. However, it has 

turned out to be a source of fabulous wealth for certain 

Third World elites, giving birth to a new form of 

power and a socio-political class that can rightly be 

called the ‘aidocracy’.94 

 

                                                 
93. Bade Onimode: The IMF, the World Bank and African Debt. Zed Books, 

1989, as quoted by Rowbotham  op cit, p. 136.  
94. Jaques B Gelinas, Freedom From Debt, Zed Books, London and New York, 

1998, p.59. 
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Thanks to the atmosphere created by the Islamic 

banking, these modes of financing are no longer totally 

unfamiliar to the West. Even the International financial 

institutions have undertaken studies to understand them. 

IFC, the private financing branch of the World Bank has 

already expressed its willingness to use some Islamic 

modes of financing. The assets-related loans can easily be 

converted into leasing arrangement. Project related loans 

can be reshaped on the basis of Istisna. The concern of the 

lenders is to get return on their loans, and not to insist on a 

particular form. Therefore, it should not be much difficult 

to renegotiate the existing loans on Islamic lines. For new 

finances even wider variety of modes is available that can 

be designed on the basis of Islamic principles. However, it 

will be possible only if the Government itself has a firm 

commitment to its Islamic obligations and a true will to 

implement what Islam requires. An apologetic attitude can 

never convince others to bring change in the long practised 

ideas. Embarrassing for the whole nation are the remarks 

of the President of IFC (International Finance Corporation, 

an affiliate of the World Bank) in his report to the Board of 

Directors of IFC about a proposed investment in the Hala 

Spinning Mills. He observed: 

 

“A change to Islamic modes of financing has been 

considered by IFC, but this would be contrary to the 

Government of Pakistan's intentions for foreign loans. 

 

Adoption by a foreign lender of Islamic instruments 

could be construed as undermining Government’s 
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Policy to exempt foreign lenders from this 

requirement.”95 

 

Therefore, the admitted difficulties in resolving the 

problem of foreign liabilities cannot be taken as an excuse 

for exempting them from the prohibition for good or for an 

indefinite period on the basis of necessity.  However, it 

cannot be denied that it will take more time than the 

domestic transactions. The doctrine of necessity will be 

applicable to this extent only. 

 

Conclusions 

 

The upshot of the above discussion is that: 

 

Any additional amount over the principal in a 

contract of loan or debt is Riba prohibited by the Qur’an in 

several verses. The Prophet (SAWS) has also termed the 

following transactions as Riba : 

 

(i) A transaction of money for money of the same 

denomination where the quantity on both sides is 

not equal, either in a spot transaction or in a 

transaction based on deferred payment. 

 

(ii) A barter transaction between two weighable or 

measurable commodities of the same kind, where 

the quantity on both sides is not equal, or where the 

delivery from any one side is deferred. 

 

                                                 
95. No. IFC/P-887, dated December 22, 1987, as quoted by the Report of the 

Prime Minister's Committee on self-reliance, headed by Prof. Khurshid 

Ahmad, Islamabad, 1991. 
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(iii) A barter transaction between two different 

weighable or measurable commodities where 

delivery from one side is deferred. 

 

These three categories are termed in the Islamic 

Jurisprudence as Riba-al-Sunnah because their prohibition 

is established by the Sunnah of the Prophet (SAWS). Along 

with the Riba-al-Qur’an, these are four types or transactions 

termed as 'Riba' in the literature of Islamic Fiqh based on 

the  Qur’an the Sunnah. 

 

Out of these four transactions, the last two ones, 

mentioned above as (ii) and (iii) have not much relevance 

to the context of modern business, the barter business 

being a rare phenomenon in the modern trade. However, 

the Riba al-Qur’an, and transaction of money mentioned 

above as (i) are more relevant to modern business. 

 

In the light of the detailed discussion above, there is 

no difference between different types of loan, so far as the 

prohibition of Riba is concerned. It also does not make any 

difference whether the additional amount stipulated over 

the principal loan or debt is small or large. It is, therefore, 

held that all the prevailing forms of interest, either in the 

banking transactions or in private transactions do fall 

within the definition of 'Riba'. Similarly, any interest 

stipulated in the government borrowings, acquired from 

domestic or foreign sources, is Riba and clearly prohibited 

by the Qur’an. 

 

The present financial system, based on interest, is 

against the Injunctions of Islam as laid down by the Qur’an 
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and Sunnah, and in order to bring it in conformity with 

Shari’ah, it has to be subjected to radical changes. 

 

A variety of Islamic modes of financing has been 

developed by Islamic scholars, economists and bankers 

that may serve as a better alternative to interest.  These 

modes are being practised by about 200 Islamic financial 

institutions in different parts of the world. 

 

These alternatives being available, the transactions 

of interest cannot be allowed to continue forever on the 

basis of necessity.  Many experienced bankers, to name a 

few such as Dr. Ahmad Muhammad Ali, President Islamic 

Development Bank, Jeddah, Mr. Adnan al-Bahr, Chief 

Executive International Investor, Kuwait, Mr. Iqbal Ahmad 

Khan, Chief Executive Islamic unit of the Hong Kong 

Shanghai Banking Corporation (HSBC) based in London 

from outside Pakistan and Mr. Abdul Jabbar Khan, the 

former President of the National Bank of Pakistan, Mr. 

Shahid Hasan Siddiqui and Mr. Maqbool Ahmad Khan 

from Pakistan are the bankers who have a long experience 

of banking in  different parts of the world, besides others 

appeared before us.  All of them were unanimous on the 

point that Islamic modes of financing are not only feasible, 

but are also more beneficial to bring about a balanced and 

stable economy, for which they have produced detailed 

proof based on facts and figures.  Some outstanding 

economists like Dr. Umar Chapra, the Economic Advisor, 

Saudi Monetary Agency, Dr. Arshad Zaman, the former 

Chief Economist of the Ministry of Finance, Government of 

Pakistan, Prof. Khurshid Ahmad, Dr. Nawab Hyder 

Naqwi, Dr. Waqar Masood Khan, have supported this 

view in their detailed discourses. 
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We have also gone through the detailed reports of 

the Council of Islamic Ideology submitted in 1980, the 

report of the Commissions for Islamization of Economy 

constituted in 1997 which was submitted in August, 1997.  

We have also perused the report of the Prime Minister’s 

Committee on Self-Reliance, submitted to the Government 

in April, 1991. 

 

There is, thus ample evidence to prove that quite a 

substantial ground work has been done to suggest the 

strategy for the transformation of the existing financial 

system to the Islamic one, and the present interest based 

system cannot be retained for an indefinite period on the 

basis of necessity.  However, the transformation may take 

some time which can be allowed on that basis. 

 

For the reasons given above, all these appeals are 

hereby dismissed in the terms detailed hereafter in the 

order of the Court.   

 

(Sd.) 

Justice Muhammad Taqi ‘Usmani, Member. 

 

 

 

 

 

 

 

 



Riba, Modern and Islamic Banking: A Critique 

 

 

153 

 

CHAPTER 3 
 

THE RULES AND DEFINITION OF RIBA 
 

Imran Ahsan Khan Nyazee 

June 4, 2005 
 

 

1. The Rules of Riba 
 

The race among fund managers for the billions of 

dollars that may be available in the Muslim world for 

investment in equities has intensified. The number of 

Islamic banks is increasing and many Western banks are 

ready to offer Islamic forms of investment if part of 

these funds can be diverted toward them.96 To facilitate 

transactions in Islamic commerce and banking, the Islamic 

Fiqh Academy (OIC) has issued rulings on many new 

forms of transactions.97 It is, therefore, quite natural that 

                                                 
96. Roger Taylor, Western Funds Scent Rich. Rewards in  Islam FINANCIAL 

TIMES, Feb. 13, 1996, at 17. "Western fund managers are eyeing a 
potentially huge area of business: up to $6Obn of assets which 
Islamic investors may be willing to place in equities." Ibid. Among 
the Western funds named in this article are Wellington, Kleinwort 
Benson and Flemings. It is estimated that the number of Islamic 
banks and institutions is now close to 200. 

97. Ibid. The rulings of the Academy are published in its Majjallat 
Majma' al-Fiqh al-Islami. Some of these rulings pertain to contracts 
like Istisna' (manufacturing) Salam (advance payment), earnest 
money ('vrbun) and to options. The Islamic Fiqh Academy, in 
issuing its rulings, relies on studies commissioned by the Academy.  
The resolutions are then issued in the form of a list of rules. By a 
simple reading of these resolutions, it does not become clear why 
the Academy has upheld the opinion. This deficiency remains 
even when the studies relied upon are consulted, because it is not 
indicated as to which study or opinion has been actually relied 
upon. As the Academy is not a legislative body and should not issue 
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some of the members of this Academy are being hired by 

Western financial institutions for their religious boards to 

lend authenticity to their ventures.98 In support of such 

institutions, universities in the West are considering courses 

in Islamic finance and economics as an independent dis-

cipline, and research is being undertaken on the Islamic 

forms of options and futures that are expected to replace 

the un-Islamic forms of derivative. 
 

The driving force behind this entire activity is the 

prohibition of Riba or interest. Riba, however, is not only 

the interest charged or paid at banks, it has a much wider 

application. It affects all commercial transactions, securities 

traded on the stock exchanges including the common 

                                                                                                  
rules in the form of a code, it is suggested that the rulings of the 
Academy must be linked to broad principles through explanations. 
This will enable the readers to understand these rulings better. In 
the absence of such explanations, the utility of the rulings of the 
Academy is marginal. This may be illustrated by an example. The 
Academy has upheld that paying of earnest money ('vrbun) and its 
appropriation by the seller or the party receiving it is valid in case 
the party paying the money does not perform his part of the 
agreement. This view is based upon the views of the Hanbali 
school, which in turn is based upon a literal interpretation of a 
single tradition. The other major schools of Fiqh do not permit the 
payment and taking of earnest money, because such permission 
clashes with the broad principles on which Islamic law of contract is 
based. The reason is that approving the payment of earnest money 
generates a new principle; namely, that sale of a mere option is 
permitted. This is an important decision and the new principle can 
have a great impact on the designing of new securities and financial 
instruments, but the Academy does not explain haw this new principle 
is to be reconciled with the rest of traditional Islamic law. Even the 
studies prepared for the Academy do not explain this important point. 
The important and crucial nature of the problem requires that an 
explanation he given, and not only for this opinion, but for all the 
opinions issued by the Academy. 

98. For example, the religious board of Flemings now includes three such 
members. DAWN NEWS SERVICE 
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stock of corporations, as well as the activities of the 

commodity exchanges. A broad general principle, based on 

the text of the Qur’an, can be stated thus: all trade 

transactions are permitted, except those bearing Riba.99 

Each commercial transaction and every financial 

instrument, therefore, must be free of Riba in order to be 

valid. Despite the frantic activity in Islamic banking and 

finance, and despite the general agreement about the 

prohibition of Riba, there is no agreement among the 

Muslims today about the exact meaning of Riba.100 The 

Supreme Court of Pakistan, for example, issued a 

questionnaire in 1992 in which the question on the top of 

the list was: what is the meaning of Riba.101 

 

One would have expected the Islamic Fiqh 

Academy of the OIC, or some other religious body, to 

have formulated a definition for the guidance of the Muslims 

in general and the guidance of the Muslim investors in 

particular. Though the rulings of the Academy are not 

binding on anyone and are mere suggestions, the definition 

could have been refined through debate and discussion, 

for the benefit of all, to suit modern transactions.102 A clear 

                                                 
99. This principle is based on a verse of the Qur’an and is explained below. 
100. This may sound like an exaggeration, but it is not. There are many 

scholars today who maintain that Riba is not what we call interest in modern 

terminology. The majority of modern scholars, however, maintain that 

interest is Riba and is prohibited. Even these scholars are not completely 

certain as  to what transactions are covered b y  R iba . This uncertainty has 

arisen due to the vagueness about the meaning of Riba and its rules. 
101. The Federal Shari’ah Court of Pakistan in its judgment of November 14, 1991 

held that all kinds of Riba should be eliminated from the economy. The Federal 

Government has gone up in appeal against this decision to the Supreme Court. 

The date for the hearing is yet to be fixed, however, the Supreme Court issued 

a preliminary questionnaire to gather information on the issue. 
102. The definitions given by  the  earlier jurists are not considered suitable for 

modern transactions by many scholars today. In fact, such definitions are 
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statement on the meaning of Riba, in the form of a 

definition, would be very helpful even for the banks, 

especially Western banks. Unfortunately, no such definition 

has been framed.103 

 

The first adverse effect of the lack of a definition of 

Riba is that no one is sure whether the transactions 

adopted by Islamic banks are valid, i.e., whether they 

really conform to the Shari’ah. It is also for this reason, 

though partly, that the ordinary person is somehow 

sceptical about Islamic banking.104 Some people can, 

therefore, be found saying that Islamic banking is 

nothing but the use of Arabic names for the existing 

usurious and other transactions.105 For example leasing is 

now called Ijarah, goods made to order are called 

Istisna’, advance payment is called Salam, partnership is 

called Musharakah, sale of currency with a fixed mark-up 

(interest) is now called Murabahah.106 In short, the lack 

of a definition, and hence the lack of clarity about the 

                                                                                                  
restricted by most scholars to the realm of what they understand to be Riba at-

Fadl. 
103. 'The Council of Islamic Ideology has made some broad generalizations, but 

these cannot serve as a technical and precise definition. 
104. 'Ask any person in the street today about the Islamic nature of banking in 

Pakistan, and he will express his doubts about its conformity with Islamic law. 

This is unfortunate, but the situation can easily be rejected. 
105.  This is true for most of the Islamic banking provisions in Pakistan, at least. For 

the details of the legal position, see the chapter on "The Constraints of Law 

and Islamic Banking," in Imran Nyazee, The Concept of Riba and Islamic 

Ranking (Islamabad: Niazi Publishing House, 1'.49n). 
106.  A form of Murabahah called the buy-back agreement has been declared 

unlawful by the Federal Shari’ah Court of Pakistan. PLD 1992 FSC 1, but. 

the final decision is pending before the Supreme Court. Consumption loans 

given to individuals are also based on mark-up instead of interest. For 

example, a person borrowing 20,000 for a war may have to pay back 25,000, 

where the additional 5000 represents the mark-up and has to be paid even if 

the interest rate goes down. 
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true meaning of Riba, is likely to bring a bad name to 

Islamic banking and even to the entire process of 

Islamisation of laws in Muslim countries. Further, it, 

could lead to mutual embarrassments and reversals. 

 

Perhaps, a lack of a definition or a clear 

statement about the types of Riba gives flexibility and 

discretion to those proposing new instruments or 

banking transactions. It might also provide a cover to the 

religious boards of the Islamic banks for whatever 

rulings they have given. These rulings are never 

published, so  the general public has no way of knowing 

what legal reasoning was adopted behind the scenes. 

Once the banks obtain a stamp of approval from their 

boards, they tell the investor that, the contract is 

Islamic. 

 

Since the institutions in Muslim countries are 

reluctant, for whatever reason; to provide a definition of 

Riba, it becomes the duty of individuals to do so.  In the 

following few pages, I propose to do three things: 1) to list a 

few simple rules of Riba derived by Muslim jurists for 

identifying Riba-bearing transactions; 2) to propose a 

definition that conforms with the views of the earlier 

jurists; 3) to give some illustrations that should enable any 

reader to understand, with a little mental effort, not only the 

definition provided, but also the proper meaning of Riba 

as expounded by the earlier jurists. 

 

The definition provided is based on my earlier 

research on the subject, which was intended for the 
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specialist.107  References have, therefore, been kept to a 

minimum; the emphasis here is on the meaning of Riba 

alone. Further, the resulting definition is very strict and 

appears to prohibit transactions that many would, and 

do, consider valid. The purpose in adopting a strict 

definition is not to say that we should shutdown the 

banks, but to intentionally take an extreme position as 

a starting point. This will, to my mind, help identify all 

those transactions that are valid without dispute. From 

the strict position taken, we can move on to a more 

lenient position, if this is possible according to the 

principles of the Shari’ah. It is expected that those who 

do not agree with this definition will either amend the 

definition or come up with a completely new and 

better definition. 

 

I will begin first by highlighting four basic points 

on which my understanding of the issues of Riba differs 

from that of modern scholars generally. 

 First, the purpose of the prohibition of Riba, 

according to the research of this writer, is 

distributive justice - a fair distribution of goods 

and services among the people.108 Islamic law 

                                                 
107.  See the author's The Concept of Riba and Islamic Banking (Islamabad: 

Niazi Publishing House, 1995). The definition presented here has been refined 

and developed during my research project at the Islamic Legal Studies 

Program, Harvard Law School. It was developed as a tool for judging the 

legal validity of the modern corporation and for analyzing the methods used 

for Islamic corporate finance. 
108.   There are a number of reasons that are assigned as the wisdom or Hikmah 

behind the prohibition of Riba. Some consider it a matter of ritual obedience, 

that is, it is something to be obeyed without questioning or going into the 

underlying rationale. One reason assigned is that it prevents a life of luxury and 

prohibits hoarding. This reason has been rejected by many scholars. Another 

reason given is that it prevents injustice (Zulm). This reason is difficult to 

concretize and is, therefore, not suitable although reliance for it is placed on a 
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encourages the earning of wealth through all 

lawful means. In fact, growth in wealth is an 

acknowledged purpose of the Shari’ah, and both 

the state and the individual are encouraged to 

increase their wealth. Further, Islamic law does 

not limit profits or fix prices; it promotes the 

free flow of goods for achieving such goals. All 

that Islamic law requires Muslims to do for 

establishing a just economic system is to avoid 

Riba and to prohibit it., because this will ensure 

that "it. (wealth) may not (merely) make a circuit 

between the wealthy among you.'109  Those who 

will compare distributive justice in Islam or its 

economic system with that in other systems will 

find that the distinction turns on the prohibition 

of Riba.110 

 Secondly, the Arabic word bay' is normally 

translated as sale, which is its literal meaning 

and is intended to imply the sale of goods in 

the Western sense. This is not the technical 

meaning of bay', however, as used by the jurists. 

The word bay' in its widest meaning stands for a 

                                                                                                  
verse of the Qur’an prohibiting Riba. This is the reason that is favoured by most 

economists. Perhaps, they prefer it for its vagueness, because it provides flexibility 

in expressing opinions. One extreme view is that the purpose of Riba is to 

prevent the accumulation of capital and savings. In other words, the 

emphasis should be on consumption. Reliance for this is also placed on the texts 

of the Qur’an and the Sunnah. When all the texts related to the issue are 

considered and the meaning of Riba is subjected to a proper legal analysis, the 

only reason that appears convincing is that of distributive justice, because the 

prohibition of Riba is intended to prevent the accumulation of wealth in a few 

hands. 
109.   Qur’an 59: 7 
110.   There is a dire need to understand and agree upon the system of distributive 

justice that emerges from the Shari'ah. Thin system should he understood in 

comparison with the various theories of justice prevailing in the world today. The 

merits of the system ran he shown this way alone and not by mere assertions. 
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bilateral contract, that is, an exchange of promises 

by two persons that have an effect upon the 

counter-values, like transfer of ownership.111 A 

simple word for bay' would be exchange. Thus, 

any transaction between two people that is an 

exchange of two counter-values is bay'. This 

meaning would include the sale of wheat for 

currency (ordinary sale), the exchange of wheat 

for wheat (barter), and the exchange of currency 

for currency (called sarf). The last meaning, that 

is ,  exchange of  currency for currency, will 

also include all  kinds of loan transactions, 

which are nothing more than the giving  of 

currency today and taking it back later, that is, 

an exchange of the same currency with a 

delay, and usually with an excess called 

interest. Muslim scholars generally do not 

include loans in the  meaning of the term 

bay`,112 however, the earlier jurists do and all 

loans are governed by the contract of sarf. 

The words of the Qur’an, “that is because they 

said: exchange is like Riba and Allah has permitted 

exchange and prohibited Riba”, highlight this wider 

meaning of bay’. These words also provide a general 

principle to the jurists, who may be stated as 

follows: all exchange is permitted, except that involving 

Riba. In other words, all exchange transactions in 

order to be valid must be free of Riba.113 

                                                 
111.  Some other terms used for such contracts are "commutative contracts" and 

"synallagmatic contracts." 
112.  This, perhaps, is the primary reason why some modern Muslim scholars 

have failed to grasp the meaning of Riba as elaborated in the books of 
Fiqh. 

113.   In support of this we may quote al-Sarakhsi. He says: 
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 Thirdly, and this is most important, modern 

scholars use the terms Riba al-Nasi'ah and Riba al-

Fadl to indicate two transactions that are complete 

in themselves. They use Riba al-Nasi’ah to mean a 

loan with interest, while Riba al-Fadl is used to 

mean an excess in a spot transaction in the same 

species, for example gold. The use of these terms, 

in these meanings, does not conform to the way 

the earlier jurists have used these terms 

according to my research.114 The literal meaning 

of Riba is excess and Nasi’ah means delay that is, 

delaying the delivery of a commodity in a contract. 

The term Riba al-Nasi’ah, therefore, means the 

benefit or excess that arises from the delay of a 

commodity or a counter-value. It is what in terms 

of modern finance is called the time value of money, 

when it is money that is being delayed. Riba al-Fadl is 

an excess that, is measured in terms of weight, 

measure, or counting. It is the rent or excess that is 

paid for delaying the payment of money or the 

delivery of another commodity, when fungible 

commodities are being exchanged. In other words, it 

is what we call interest. Thus, an ordinary loan 

                                                                                                  
“Trade is of two kinds: permitted (Halaal), which is called bay` in the 
law; and prohibited (Haraam), which is called Riba. Both are types of 
trade. Allah informs us, through the denial of the disbelievers, about 
the rational difference between sale (bay`) and Riba, and says: "That 
is because they said: ‘Sale is like Riba.’ He, then, distinguishes 
between prohibition and permission by saying: ‘And Allah has permitted 
sale and prohibited Riba.’ Through this we came to know that each one 
of these is trade, but only one form is permitted.” Al-Sarakhsi, al-
Mabsut, vol. 12, 108 

The word trade used by al-Sarakhsi shows that loans as well as any other 

transaction that can be called trade is included in the meaning of bay'. 
114.  It is true that some statements of the earlier commentators and even some 

jurists, read out of context, may convey such an impression, but a deeper 
study reveals otherwise. One such text is that of Ibn Rushd, excerpts 
from which are being provided with this definition after the section on 
the texts of the Qur’an and the Sunnah. 
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transaction with interest is not called Riba al-Nasi’ah, 

but involves both Riba al-Nasi’ah and Riba al-Fadl: 

Riba al-Fadl is being paid for Riba al-Nasi’ah in an 

ordinary loan transaction with interest. 

 Finally, the earlier jurists designed the contract of sarf 

for all kinds of loans and money transactions. 

Modern jurists have not given this contract, the 

attention it deserves for understanding the 

definition and rules of Riba.115 

The definition provided here, along with its rules, is 

based almost entirely on this contract. The contract 

views a currency loan as an exchange of the same 

currency with a delay. Thus, if one person gives a 

loan of $1000 to another person and then recovers it 

after one year, the contract of sarf views it as an 

exchange of the same currency (dollars) with a 

delay (Nasi’ah) of one year. 

 

1.1 The Four Rules of Riba 

An examination of the work of the earlier jurists 

reveals four basic rules or conditions for Riba.116 We can call 

them conditions, because all four must be met in a 

transaction before such a transaction can be called usurious. 

The rules are first stated below and then each rule is 

explained briefly.  

                                                 
115.  According to my research, not a single modern writer has even 

bothered to analyze the provisions of this contract in the context of loans 

and Riba. The reason could be that most people today think about foreign 

currency transactions when the contract of sarf is mentioned. The 

contract, however, applies to transactions in a single currency as well and 

these are loans. 
116.  The word Riba as used in this paper does not mean simple and compound 

interest with which the reader is familiar in the context of banks. It covers 

all kinds of transactions that involve Riba whether directly or indirectly. 
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1.1.1 A usurious transaction involves the exchange of 

two counter-values. 

1.1.2 Riba is found when ownership in the item 

exchanged is passed on to the other party.   

1.1.3 Riba is found when the items exchanged are the same 

or are species of the same genus. 

1.1.4 An excess117 must be found and passed on to the other 

party either in one of the exchanged items or in 

both. 

 

Rule 1: A usurious transaction involves the exchange 

of two counter-values. This rule reflects the meaning of 

the term bay' explained above. In a loan there is an 

exchange of two counter-values and these are currency-

values. If ‘A’ gives 100 dollars to ‘B’, which ’B’ promptly 

returns after a few days, the transaction would be affected 

by this rule as it is an exchange of two counter values. ‘A’ 

gift, on the other hand, is not covered by this rule nor is a 

bequest, because there is no counter-value (compensation) 

in these transactions. 

 

Rule 2: Riba is found when ownership in the item 

exchanged is passed on to the other party.118 If ‘A’ 

gives his horse to ‘B’ for use, and B returns the horse 

                                                 
117.   This excess is measured in two ways. The first is by weight and measure, 

and in this meaning it is called Riba al-Fadl. Under the second method the 

measure is that of time, this may be quantified as the time value of 

money. 
118.   This rule is stated on many occasions in the books of Fiqh, but one place 

where it appears most clearly is the distinction between a commodity loan 

(loan of utensils and other household things borrowed) and Qardhh, 

which is a loan of a fungible without interest and without a fixed period of 

repayment. 
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after a few days; the exchange is not affected by this rule 

(nor by the previous rule), because the ownership in the 

horse was not passed on to ‘B’. If ‘A’ deposits 100 Dinars 

with ‘B’ and ‘B’ locks them up in a safe, returning the same 

Dinars to ‘A’ on demand, the rule does not apply, because 

ownership in the Dinars belongs to ‘A’. If, however, ‘A’ 

gives 100 Dinars to ‘B’ for his use and ‘B’ uses them in his 

business or for his needs and then returns 100 Dinars to ‘A’, 

the transaction is hit by the rule, because ownership in the 

Dinars passed to B as soon as he used them.119 

 

This rule highlights the passing of ownership in 

mithli or fungibles, which are things that are similar or can 

be returned through substitutes. Thus, 100 standardized 

Dinars are the same as any other 100 standardized Dinars 

or 100 kg of wheat are the same as another 100 kg of wheat of 

the same quality. These commodities are to be paid back in 

their substitutes and the substance itself is not to be 

returned; in fact, it cannot be because it has been 

consumed by use. 

 

The rule also highlights the difference between rent 

and interest. When I rent my house, in which I invested a 

100,000 dollars, to a tenant, ownership in the house does not 

pass to the tenant; he only gets the right to use the house. If, 

on the other hand., I rent out a 100,000 dollars as an investment 

to someone and ask him to pay rent on these dollars, it 

                                                 
119.  This is visualized in the loan of a fungible commodity. If A takes a loan of 

100 kilograms of wheat from B, the ownership in the wheat passes on to A 

as soon as he consumes the wheat or sells it. He is now liable to B for 

100 kilograms of wheat of a similar quantity; he cannot return the 

original wheat as that stands consumed. The same thing happens in a 

Qardhh of money. On the other hand, if A borrows B's car he is bound 

to return the same car and not another one of the same quality or make. 
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amounts to interest or Riba as ownership in the dollars passed 

on to the other person as soon as he used them. 

 

Rule 3: Riba is found when the items exchanged are 

the same or are species of the same genus. The first part 

is easy to understand, that is, when the items are the same. 

Thus, Riba may be found in a transaction where gold is 

exchanged for gold (the same precious metal), or when 

silver is exchanged for silver, or when dollars are 

exchanged for dollars. 

 

As for the second part about the genus and specie, the 

Hanafi jurists identify all fungibles through weight or 

measure, that is, if a thing is sold by weight or 

measure it is a fungible.120 These jurists divide all fungibles 

into two types on the basis of estimation. Thus, things 

weighed are one genus and things measured another. If 

gold or Dinars (made of gold) are exchanged for wheat 

there is no Riba in the transaction; they belong to different 

genera. If wheat is exchanged for barley, Riba is found if the 

delivery of one of the items is delayed: they are species of 

the same genus. Likewise, in the exchange of gold and silver 

if the delivery of, say, silver war, delayed. The point about 

delay is explained under the next rule. The Hanafis further 

subdivide the genus of things weighed into two types on 

the basis of the types of weight used. For precious metals 

there is a different set of weights as compared to base 

metals. 

 

                                                 
120.   In the days of the Prophet (SAWS), precious metals were weighed, but grains 

and dates and other similar items were sold by measure. Wheat, 

therefore, is still considered a measured item although it was sold by 

weight in later times. 
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We, therefore, have three genera: two for things 

weighed and one for things measured.121 To clarify the rule, 

we may add that when the genera are different the delivery 

of one of the exchanged items may be delayed as in a credit 

sale or as in an advance payment for wheat. 

 

Two types of contracts developed out of this division 

of fungibles. Things weighed, like precious metals or 

fungibles having a currency-value, were to be governed by 

the contract of sarf. In the case of fungibles sold by measure 

or things having a food value, an exemption was made by 

traditions from the Prophet (SAWS). Thus, wheat could be 

used as advance payment for barley or dates and the 

delivery of barley or dates could be delayed. This developed 

into the well-known contract of Salam (advance payment). 

Fur the present purposes it would be useful to look briefly at 

the contract of sarf, which governs all transactions in 

currencies, loan transactions and precious metals, and is 

based on the genus determined through weight or 

currency-value. 

 

The law designed by the fuqaha to deal with Riba in 

currencies and loans is called the contract of sarf and is 

based upon the texts of the Qur’an and the Sunnah. This 

contract covers all transactions in currencies and in 

precious metals like gold and silver. Thus, it applies to the 

activity of the sarraf: a banker, a money-changer and a 

jeweller. The simple requirement of the contract is that all 

                                                 
121.   The other schools do not count weight and measure for determining the 

genera of fungibles. They consider the first genus to be currency-value 

and the other to be (storable) food-value. There are some differences 

among the schools about the meaning of food-value. The Hanbali include 

things that sold by count and thus widen the application of the rules of 

Riba. 
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transactions in currencies or in precious metals be spot, 

that is, the two currencies (or currency-values) in the 

transaction must be exchanged immediately and without 

delay. Another requirement of the contract is that if the 

exchange is in the same currency (for example dinars for 

dinars or dollars for dollars), no excess can be paid from 

either side. The contract covers, as already stated, all 

banking transactions including deposits, withdrawals 

and loans.122 
 

Rule 4: An excess must be found and passed on to 

the other party either in one of the exchanged items 

or in both. Riba is expressed in terms of excess. This excess 

is of two types. The first type of excess is estimated through 

weight or measure. Thus, if 100 grams of gold are 

exchanged for 110 grams of gold, the excess is 10 grams. 

The second type of excess is  estimated on the basis of delay 

in the delivery of an item.123 It is the potential benefit that 

can be derived through the delayed item during the period 

of delay. This is what is called the time value of money in 

modern finance. As indicated earlier, in Islamic law, the first 

type of excess is called Riba al-Fadl and the second type is 

called Riba al-Nasi’ah. Riba al-Nasi’ah is, therefore, the time 

value of money.124 

                                                 
122.  This appears to be an obvious reason why the banking business, as it exists 

today, was not developed by Muslim merchants and businessmen. 
123.  Al-Sarakhsi first defines Riba as an excess: "Riba in its literal meaning is 

excess ... and in the technical sense (in the Shari’ah), Riba is the 

stipulated excess without a counter-value in bay’." He then elaborates 

the meaning of this excess by saying: "The Prophet's words, 'And the 

excess (Fadl) is Riba," imply Fadl (excess) through qadr (estimation) 

and they imply Fadl (excess) through a period of delay, with one 

being paid in cash and the other by way of Nasi’ah, and each one of 

them is intended.'" Al-Sarakhs5, al-Mabsut, vol. 12, 109-12. 
124.  The readers who are acquainted with the topic of Riba will notice that 

the question whether Riba al-Nasi’ah is Riba of the Qur’an or that of the 
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These, then, are the four rules of Riba that can be 

gleaned from any book of the earlier jurists, especially the 

Hanafis. Let us now convert these rules into a workable 

definition. 

 

2  The Definition of Riba 
 

The definition proposed here represents a strict 

traditional position in conformity with the teachings of 

Islamic law, but it is not comprehensive insofar as it 

covers transactions in currencies and precious metals 

(gold and silver) alone. The definition, therefore, is 

based upon the contract of sarf and does not apply to 

everything that falls under the purview of the 

prohibition of Riba in Fiqh literature. In case a 

comprehensive definition is desired, one that applies to 

everything measured and weighed as explained in the 

rules above, the word ‘counter-value’ should be 

substituted for the word ‘currency-value’ in the text of 

the definition that follows. 

  

The definition is followed by illustrations that 

highlight certain important, yet simple, transactions. Each 

transaction mentioned in the illustrations is linked to a 

provision in the definition, which in turn can be traced 

to a Hadith. Some of the prohibitions emerging through 

the illustrations may be quite shocking for some, but the 

reader should try to visualize the whole system rather 

than a few details here and there. Thus, while examining 

the definition, it should be remembered that the purpose 

                                                                                                  
Sunnah is not important for understanding the meaning of Riba; it is 

all explained in the tradition of 'Ubadah ibn al-Samit, which is a 

commentary on the meaning of the word Riba in the Qur’an. 
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of the prohibition of Riba is to block all the means that 

lead to the accumulation of wealth in the hands of a few, 

whether they are banks or individuals. 

 

The definition assumes that paper money is not 

to be treated as an acknowledgment of a debt (which it 

actually is), but as commodity money, that is, currency 

minted from gold and silver. Questions of inflation and 

indexation are, therefore, eliminated.125 For the sake of 

precision, the definition has been framed in the form of 

provisions of a code of law. 

 

2.1 Riba Defined 
 

The definition is stated in four sections and their 

accompanying explanations. 

 

1. Riba is of two types: manifest and concealed. 
  
2. Manifest Riba is: 

 

(a) Riba al-Fadl, which is the excess stipulated in 

the exchange of two currency-values of the 

same species, whether the transaction is spot 

or delayed, and/or 
 

(b) Riba al-Nasi’ah, which is the potential benefit 

to be derived during the period of delay 

stipulated for either of the exchanged currency-

values. 

 

                                                 
125

.  This means that the solutions to the problems of inflation, aggravated due 

to the prohibition Riba, lie elsewhere and not in indexation. 
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Explanation 1: The word ‘excess’ means an excess 

revealed through weighing for gold and silver and 

by count for paper currency. The word ‘exchange’ 

means transfer of ownership in the currency-value 

exchanged. A ‘spot’ transaction is one in which both 

currency-values are exchanged in a single session 

(majlis). The word ‘delayed’ applies to the period of 

delay stipulated for the delivery of one of the 

exchanged currency-values. However, the delivery of 

both currency-values may be delayed in which 

case the word includes a future transaction. 

 

Explanation 2: Fiat money (paper money), gold 

and silver belong to three different species, but to 

the same genus called currency-value. Currencies 

of two countries belong to two different species, but 

have the same genus called currency-value. 

Wrought gold and gold dusts are single specie as are 

wrought silver and silver dust, but gold and silver 

belong to the same genus called currency-value. The 

rules of Riba al Fadl apply within the same species, 

while those of Riba al-Nasi’ah apply within the 

same genus as well. 

 

Explanation 3: Qardh-al-Hasan is an exchange of 

two currency-values with a delay in which the 

period of delay is not fixed and the potential benefit 

derived during the delayed period (time value) is 

consciously gifted to the beneficiary. It is, therefore, 

an exception to 2(b) obtained by keeping the period 

of repayment open. 
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3. Riba is concealed when the primary objective of two 

or more related transactions is the same as that of a 

single transaction of manifest Riba. 
 

4. Riba, whether manifest or concealed, is prohibited 

and all transactions involving Riba are void. 

 

Explanation: According to the Hanafi school, 

transactions involving Riba are not void, but vitiated, 

and they can become valid if the offending condition 

is removed. 

 

2.2  Illustrations 

 

The illustrations are based upon simple 

transactions. A complex transaction, especially one in 

foreign currency, should be analyzed into its simple 

components and subjected to the same riles. 

 

1. Time deposit with interest. A, an individual, 

deposits $ 10,000 with B, a banker, on the 

understanding that A will not demand the 

money from B before a period of one year and in 

lieu of which A will receive 12% interest. The 

transaction, in different words, is an exchange of 

currency for currency with an excess and a 

stipulated delay. The transaction is void, because 

it contains an excess of 12% in one currency-value 

over the other currency-value of the same specie 

(the excess is called Riba al-Fadl). It is also void 

because it contains a potential benefit to be 

derived from the use of the money for one year 

(the excess in the form of a potential benefit, the 
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time value of money, is called Riba al-Nasi’ah). 

This is the normal transaction of Riba, and in such 

a transaction the benefit of 12% interest goes to 

A, while the potential benefit to be derived from 

the use of the money during the period of delay 

goes to B. Some economists would call interest, 

charged in this transaction as rent for money. In 

such a case, Riba al-Fadl is the rent for Riba al-

Nasi’ah. A transaction for acquiring money on 

rent is exactly what is prohibited. 
 

2.  Bank deposit and withdrawal. ‘A’, an 

individual, deposits $ 10,000 with ‘B’, a bank, on 

the first day of the month. A withdraws $ 10,000 

on the last day of the month (or on any other day). 

The transaction is an exchange of currency for 

currency of the same specie with a delay and, 

therefore, amounts to Riba [under section 2(b) above] 

irrespective of whether any interest was paid to ‘A’ 

by ‘B’. The basis of prohibition is that there is a 

potential benefit to be derived by ‘B’ from $ 10,000 

during the month (this is called Riba al-Nasi’ah). 

There are two ways in which this transaction will be 

permitted: (1) If ‘A’ deposits the money on the 

understanding that he is giving a Qardh-al-Hasan to 

B, the bank. The rules of Qardh-al-Hasan will 

apply.126 (2) If ‘A’ deposits the money on the 

understanding that it is a wadi'ah (deposit). In such 

a case, ‘B’ cannot use the currency notes and will 

have to return the same currency notes to ‘A’ on 

demand. This would amount to keeping the currency 

notes in a locker for ‘A’. In other words, the currency 

                                                 
126.  Imagine a poor worker giving a charitable loan to a bank . 
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values have not been exchanged in the sense of 

transfer of ownership, and ‘A’ always retains 

ownership in the money deposited. If ‘A’ gives 

permission to ‘B’ to use the currency notes in the 

banking business, the contract of wadi’ah will be 

converted to one of agency and B will become an 

agent acting on behalf of ‘A’, thus, A will be liable for 

any loss resulting from B's handling of the funds.127  If 

profits are to be shared by the principal and agent, 

the contract will become one of Mudarabah. 
 

3.   Interest-free loan. ‘Z’ gives a loan of $ 10,000 to ‘A’ 

and asks him to repay the loan after one year. ‘Z’ 

does not demand any interest. The transaction is 

void as it contains a potential benefit to be derived 

during a period of delay that is stipulated. The benefit 

will go to A without any compensation for ‘Z’. This is 

unjustified enrichment. If ‘Z’ does not stipulate 

any period of repayment, the transaction is valid as 

Qardh-al-Hasan, which amounts to a conscious 

gifting of the benefits to A within the meaning of 

Explanation 2. In such a case, it is recommended 

that ‘Z’ demand repayment when A is enjoying 

financial case, however, ‘Z’ is at liberty to demand 

repayment whenever he/she likes. 
 

4.  Interest-free loan with a service charge. ‘B’, a 

banker, gives an interest free loan to ‘E’, an 

entrepreneur, for a period of three years. B stipulates 

the condition that ‘E’ will pay each year a service 

                                                 
127.   According to some jurists, if B uses the funds without such permission 

from A, the rules of usurpation will apply to B's act and he will be 

liable to compensate A, that is, return the money, but keep the profits 

earned. 



Riba, Modern and Islamic Banking: A Critique 

 

 

174 

charge amounting to 20% of the amount advanced. 

The transaction is void, because a period of 

repayment has been stipulated. It is also void, 

because Riba in the form of 20% excess has been 

stipulated. This excess amounts to a benefit arising 

from an interest-free loan. To make the transaction 

valid, the conditions pertaining to the fixed period 

of repayment and the service charge should be 

dropped. This will convert it into a Qardh-al-Hasan. 
 

5.  Bank advance on the basis of Murabahah. 

‘E’, an employee, requests his banker ‘B’ receiving 

his monthly salary, to advance him a loan amounting 

to three salaries. ‘B’ agrees and advances a loan of $ 

20,000 to ‘E’ recoverable in 12 monthly instalments of 

$ 2000 each. The repayment includes a mark-up of $ 

4,000. The transaction is void, because it is an 

exchange of currency for currency not only with a 

stipulated period of repayment, but also with 

stipulated excess. The transaction is void even if 

the demand for the mark-up is given up. The only 

way this transaction is valid is when B drops the 

condition of mark-up and does not stipulate a period 

of repayment, that is, keeps it open. This will convert 

it into a Qardh-al-Hasan. 
 

6.  The buy-back agreement. ‘B’ sells an item to ‘Z’ for $ 

10,000 paid in cash. After the cash is paid, ‘Z’ sells the 

same item back to ‘B’ for $ 12,000 to be paid after one 

year. The two transactions are void, because their 

combined purpose is to conceal a transaction of Riba. 

Whether this was really the intention of ‘B’ and ‘Z’ 

is a question of fact, however, if ‘Z’ is a banker, the 
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presumption would be that he/she is giving a loan to 

B on interest. 
 

7.  Buying gold or gold ornaments with currency. 

‘A’, a customer, pays $ 10,000 to J, a jeweller, for the 

delivery of a gold ring (or for gold coins). J promises 

to deliver the ring after two weeks. The transaction 

is void due to delay in delivery of the gold ring. The 

reason is that a potential benefit is being derived 

from a currency-value (that is of a different species, 

but of the same genus) for a period of two weeks. 

The exchange must take place within the same 

session of the contract, which depends upon 

commercial practice. Whether ‘A’ can pay an 

advance to J against craftsmanship is a separate 

issue.128 

 

8.  Exchange of currencies. ‘Z’ pays to ‘F’, a foreign 

currency dealer, an amount of US $10,000 on the 

condition that ‘Z’ will change it for Rs. 37,500. F takes 

the dollars and asks ‘Z’ to come back the next day 

for her money payable in rupees. The transaction 

is void. The exchange of the two currencies 

should take place in the same session of the contract. 

As to what is a session for such a contract is a 

question of fact depending upon commercial 

practice. 
 

9.  Investing in a partnership. ‘A’, an entrepreneur, 

gives $ 10,000 to ‘B’, another entrepreneur, on the 

understanding that B will use the money and share 

the profits with ‘A’. After a period of one year ‘B’ 

                                                 
128.   The OIC has issued a ruling on this issue that is quite vague. 
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returns $ 12,000 to A informing him that the amount 

includes his principal and share of profits. 

Apparently this transaction should be void, because 

two currency values have been exchanged and an 

excess has been returned with the other counter-

value after a delay of one year. The transaction, 

however, is not, void on the ground that ‘A’ always 

retained ownership in the $ 10,000 paid and ‘B’ was 

using it on his behalf as an agent or partner.129 
 

10.  Investing in the ordinary shares of a 

corporation. A, an individual, subscribes to the 

capital of ‘C’, a company registered under the 

Pakistani Companies Ordinance, 1984 having the 

liability of its members limited to the extent of their 

shares (called a corporation in the United States). 

‘A’ buys 100 shares having a face value of Rs. 10/- 

each. After one year, ‘C’ pays a dividend of twelve 

percent and agrees to redeem the shares owned by 

‘A’ at face-value (assuming for a moment that this is 

possible, because in practice it is not). The 

transaction is void, because this is an exchange 

of two currency-values with an excess after a 

period of delay. In this transaction, unlike a 

partnership, the ownership of the subscribed 

capital of $ 10,000 passed on to ‘C’, a juristic person, 

in whose assets A did not become a co-owner. The 

problem can be overcome through Ijtihaad, but 

the same cannot be said about debentures and 

bonds. 

                                                 
129. The American Uniform Partnership Act now favours the entity concept even 

for the partnership. This will have the same ruling as in the next 

illustration. 
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11. Pension fund or provident fund. ‘E’, an 

employee, authorizes his employer, M, to deduct 

a fixed amount each month from his salary as a 

contribution towards a provident fund for 

employees. ‘M’ agrees to refund the contributed 

amount along with profits earned by the fund at 

the end of ‘E's service. ‘M’ also agrees to make a 

similar contribution towards E's fund and to 

pay the amount contributed along with profits 

earned at the end of ‘E's service. The transaction 

is valid if E retains ownership of his own 

contribution and is also liable for the entire loss 

that may result from ‘M's handling of the funds. 

The reason for the validity of this transaction is 

that an exchange of currency-values has not 

taken place and ‘E’ retains ownership of his own 

contribution. ‘M’ is handling the funds as an 

agent. The contribution by M to the fund is a 

separate transaction and amounts to a gift to E at 

the end of his service. 

 

THE READER MUST HAVE REALIZED BY 

NOW that the elimination of Riba is directed against the 

two means of capital accumulation: interest and the usurious 

transactions practised through the stock exchange. It 

attempts to alter both through Islamic forms of 

partnership and finance. Many of the solutions will 

require Ijtihaad from Muslim scholars and religious 

institutions, but this effort must maintain the vital 

principles of Islamic law. 
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The primary task, in my opinion, is that all 

financial institutions, universities and religious bodies 

involved with Islamic banking and finance should focus 

on what may be called a basic issues approach. The 

definition provided above is a case in point. They 

should first analyze the existing forms of business or-

ganisation in the light, of Islamic law, especially the 

corporations.130 It should then be decided with legal 

precision what is acceptable and what is not. New or 

altered forms of paper issued by corporations should be 

proposed and implemented in the light of such analysis. 

The existing level of analysis in this area, to my mind, is 

superficial. The reason could he that some of the 

traditional scholars overlook the intricacies of modern 

law and finance. Another reason is that a comprehensive 

approach to corporate finance is lacking. 

 

A practical approach to the problem requires 

that the discipline of Islamic Corporate Finance be 

introduced in universities where the basic issues can be 

discussed and analyzed in detail. In this discipline, each 

existing transaction, security and financial instrument 

should be subjected to analysis first through Islamic law 

and thereafter through financial tools available or 

developed. Following this approach, I have proposed a 

new model of the Islamic corporation that attempts to 

facilitate the designing of new securities and financial 

instruments. This model has been proposed during my 

recent research at the Harvard Law School on 

                                                 
130.   I have recently completed two studies in pursuance of this goal. The first deals 

with the traditional Islamic taw of business enterprise and its principles. In the 

second study the principles studied in the first have been applied to modern business 

corporations. 



Riba, Modern and Islamic Banking: A Critique 

 

 

179 

‘Corporations and Islamic Law’. The next study will be 

undertaken on Islamic Corporate Finance. This is a vast 

area, however, and requires the focused attention of Muslim 

scholars all over the world. In addition to this, work needs 

to be done in the area of corporate governance and control 

under Islamic law, international tax issues relevant to 

Islamic banks and equities and questions of securities 

regulation. Advanced work on derivatives and sophisticated 

financial instruments can only be meaningful once some of 

the basic issues in these areas, including the Islamic law of 

contract, are settled. This advanced work, in turn, will lead 

to a new discipline of Islamic Financial Engineering. The 

development and growth of these two disciplines will lead to 

a smooth transition from the existing exploitative structures 

to those free of Riba. 
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CHAPTER 4 

RIBA AND THE CREDIT NEEDS OF 

THE MUSLILMS 

Syed Hashim Ali 

Introduction 

 

As a welfare and development administrator it was 

a painful experience to watch poor and pious Muslims 

struggling to decide whether they should take a loan offered 

through a government sponsored scheme for their amelioration, 

and get their problem solved, or consider it as Riba, reject it, and 

remain in misery.  These schemes consisted of long-term 

loans for land development, medium term loans for 

tractors, bullocks, and agricultural implements and short-

term loans for seeds and fertilizers. All these were given on 

low rates of interest for agricultural development.  Self-

employment schemes offered loans to unemployed engineers 

to establish industries or to become builders; to doctors to 

open clinics: to artisans, taxi and auto-rickshaw drivers to 

buy tools or own vehicles, and for other professions. 

Housing schemes gave loans for construction and repairs to 

houses. Poverty eradication schemes offered micro-loans for 

the purchase of cows or buffaloes, material for cottage 

industries, chicken for poultry farming all meant to 

augment their meagre incomes and improve their quality of 

life.  It was tragic to see a Muslim family left homeless after 

the death of the breadwinner or after a natural calamity like 

floods. While non-Muslims used all these facilities, a Muslim had 

to face a dilemma.  He had been advised to live in a rented house 

as taking a loan and paying the same amount as instalments 
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of the loan were prohibited by his religion.  It was equally painful 

to see a poor and bright young student getting deprived of 

higher education as an educational loan was prohibited. 

 

Those Muslims, who ignored the medieval interpre-

tation of the religious edict, took the loan and prospered.  They 

however, could not get rid of the lurking prick of their 

conscience for having committed a sin. 

It appears that the worldwide backwardness of Mus-

lims is the result not only of disunity, poverty, lack of 

education, technological deficiency and submissive ac-

ceptance of fate, but mostly because they are not able to make 

use of the credit facilities offered by the welfare oriented 

credit-based schemes implemented through the modern 

banking system, which is a by-product of the Industrial 

Revolution. This system enabled common people to 

reinvest their idle capital or savings and freed the 

borrowers from the usurious loan sharks whose exorbitant 

rates resulted in the loss of their property or possessions 

(amwal).  It also saved them from risky joint ventures with 

other individuals, which generally end up in loss due to 

the incompetence or dishonesty of the working partner. 

 

An administrator has to be a problem solver, an 

innovator and an improviser to achieve the objectives set 

before him. Past precedents do not guide in totally new 

situations.  The practices of the 7th century desert econ-

omy, or the law developed in the 9th century agricultural 

economy by an imperial dynastic system has no prece-

dents for the requirements of the development oriented 

economy of modern times.  Legal opinions based only on past 

precedents given by people who have no knowledge of the 

complexities of modern economic, political and 
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administrative systems, without consulting the subject 

matter experts on the problem under consideration, have failed 

to solve the problems of the modern Muslims.  The 

interpretation of the Divine law by jurist of a totally 

different period in history is treated as more important 

than the spirit and purpose behind it. 

 

The writer was a senior Muslim officer of a non-

Muslim country with a secular constitution, who spent 

20 years out of 45 years of his working life in implementing 

welfare and development schemes for the poorest sections of 

humanity, and has seen the tremendous benefits of 

credit- based schemes. 

 

This paper is being written after years of 

tormented thinking about the causes of the worldwide 

backwardness of Muslims, and is a humble effort as a layman 

to examine whether religion prohibits exploitation of the 

weak and needy by the rich and powerful, or does it 

debar the less fortunate from all progress and prosperity. 

The Qur’anic prohibition of Riba prevents exploitation. 

The Muslims have failed in the last 14 centuries to evolve 

a system for the reinvestment of the idle capital or savings 

of Muslims to deal with the amelioration of the 

deprived for the benefit of both as desired by the Qur’an:  

 Al-e Imraan; 3:92 

“But as for you O believers), never shall you attain 

piety unless you spend on others out of what you 

cherish yourselves; and whatever you spend – verily 

God has full knowledge thereof.” (Asad)  
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An-Nisa; 4:29 

“O you who have attained the faith! Do not devour 

one another’s possessions wrongfully – not even by 

way of trade based on mutual agreement – and do not 

destroy one another...” (Asad)  

       “ ...but let there be amongst you traffic and trade by 

mutual goodwill…”(Abdullah Yusuf Ali) 

        “…do business by mutual consent…” (Maududi) 

“…but put into trade for mutual benefit…” (Abdul 

Latif) 

“…but let it be a trading among you by mutual 

agreement…” (Abdul Majid Daryabadi) 

“…but put it together onto trade for mutual benefit…” 

(Abul Kalam Azad) 

“...but if by mutual agreement it is trade and if profit 

occurs, it is permissible…” (Syed    Qutub) 

 

For the sake of brevity while quoting books, articles 

and reports, a condensed version is being used and arguments 

leading to the conclusion are omitted and Qur’anic verses 

are generally shown as Surah/chapter and Ayah/verse 

numbers. 

 

Confusion Caused by Translations 

 

The translations of the original Arabic text vary 

so much that the very concept changes.  One such example is 

the translation of the word Riba.  Most English translations 

have used the word usury, though even this word does not 

convey the full import of the word Riba as defined in 

several verses of the Qur’an.  In the Urdu language it has 
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been translated as sood as there is no word for usury. All 

literature on Islamic banking and Pakistan's report on 

interest-free banking use the term interest.  If this translation 

is correct and conveys the purpose and the spirit 

behind the prohibition of Riba then there is no need to 

proceed further as this is an injunction, which has to be 

obeyed. 

 

If the word usury is closer to the concept of Riba then 

nearly every modern government in the world has defined 

usury as a rate of interest higher than the prevailing bank rate 

by a prescribed percentage and has treated it as an offence, 

punishable by law.  The word usury also does not convey the 

full import of the Qur’anic term Riba. 

 

Wrong Translations 

In the Islamic community of India and Pakistan the Urdu 

word sood is generally taken as synonymous to Riba, perhaps 

because there is no word for the term usury in Urdu.  If 

sood is really synonymous to Riba, no Muslim can 

question its proscription because the Holy Qur’an has clearly 

prohibited it. This improper translation or definition has 

resulted in the economic backwardness of Muslims for the 

following reasons: If interest is prohibited there is no 

incentive for savings and investment. 

 
When the urge to save money recedes, the principles of 

frugality do not survive in life and is the cause of the evil 

of senseless spending among Muslims. 

 

The capital needed for starting a business and 

the working capital needed for continuing and developing it is 
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not available to the Muslim and so he can neither start a business 

nor compete with others.  This is the reason why there are so 

few Muslims in business and this is the greatest cause 

of their poverty. 

 

Banking is itself a big commercial sector and while 

there are thousands of millionaires in other communities, the 

few Muslims that are in banking also believe in its 

unlawfulness, thus they either intentionally or openly 

commit a sin and indulge in an unlawful act, or they have lost 

the reverence for religious commandments in view of their 

urgent need for a loan. 

 

The rich Muslims do not believe in lending on interest, 

and the needy Muslim is forced to borrow from others, thus 

contributing to the economic progress of others at the 

expense of Muslims. Qardh al-Hasanah, or lending without 

interest, may be a virtue but generally it ends in 

ingratitude and loss to the lender. [pp 2l-24 ‘What Is Riba’ (WIR) 

by Maulana Sohail] 

 

As the Qur’an is meant for universal guidance for all 

time its definition should not be bound by the prevalent 

practices of a certain area at a certain point in history. 

 

Unfortunately, none of the Fuqaha (Jurists) has tried to 

derive its definition from the Qur’an itself. All 

Ahaadith quoted deal with barter transactions or advance 

trading of crops.  In all religious literature the lender is 

shown as avaricious, miserly, selfish, hard-hearted, 

blood-sucking evil individual and cooperatives and banks, 

which developed after the Industrial Revolution as anti-

usury measures, find no place in the legal edicts based 
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only on past precedents. Thus institutional finance has no 

place in our literature. 

 

It is therefore considered necessary, for the purposes of 

this paper, to use the original terms, Riba, Amwal, 

Sadaqah, Zakah etc., and define the modem terms, bank, 

interest, usury, capitalism etc. from standard dictionaries. 

 

In view of the strong aversion to the words interest 

or sood, the expression bank rate is being used. 
 

Riba as Known in Arabia 
 

Qur’anic injunctions deal with the prevailing evils of 

society with the objective of reforming them. It is therefore 

necessary to see as to which evil was meant to be corrected.  

The contemporary generation of Prophet Muhammad 

(SAWS) knew the evils of the prevalent Riba. The 

Prophet (SAWS) abolished all exploitative transactions 

whether in lending or in trade when he said, “Every Riba 

that was in Jahiliyyah (before Islam) is abolished and the 

first Riba that is abolished is that of Abbas bin Abdul 

Muttalib.” This was a case of advance sale.  According to 

Anas bin Malik the Messenger forbade muhaqata, muk-

hadara, mulamasa, munbadha and muzabana, all related to 

Riba or exploitative and dishonest practices in sale and 

barter transactions and therefore not relevant to 

institutional financing which is the subject of this paper. 

 

The second Caliph (Khalifa), ‘Umar ibn al Khattab 

(RA) is reliably reported to have said; “The last (of the 

Qur’an) that was revealed was the passage on Riba; 

and behold, the apostle of God passed away without 
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(before) having explained its meaning to us.” (P.30 WIR). 

This clearly shows that all the Ahaadith quoted were 

from a period prior to the propitiatory order in the Qur’an. 

 

Riba al-Nasi’ah 

 

One person gives a loan to another person on 

the condition that the borrower pays a fixed amount 

every month to the lender, the capital remaining intact.  If 

the payment was not made, an extension in time was 

given and the capital amount and the payment were also 

increased.  This increase in capital and the increase in the 

already usurious rate were called Riba.  The borrowers 

were generally poor people who took loans from the rich for 

their daily needs.  All the Qur’anic verses concerning 

Riba are about these poor people for whom the Qur’an 

repeatedly asks Muslims to be generous. 

 

The Muslim jurists have added from their 

Ijtihaad and Qiyas conditions such as sharing of profit and loss, 

or have treated even a very low rate of interest as 

prohibited, though the Qur’anic wording “doubled and 

quadrupled” clearly emphasizes the very high rate 

charged. 

 

Ignoring these words would mean committing 

the unpardonable sin of questioning God's choice of words, or 

changing the very purpose for which this last revelation was 

sent to the Prophet (SAWS).  This also goes against the 

concept of taking the zaahir or apparent and straight 

forward meaning of the Qur’anic injunctions. 
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The Qur’an says: “O you who have attained to 

faith! Do not ask about matters which; if they were to be 

made manifest to you (in terms of law) might cause you 

hardship...” (Al-Ma’edah; 5: 101)  

 

According to Asad the above statement implies 

that the believer should not try to deduce additional laws 

from the injunctions clearly laid down in the Qur’an and 

the Prophet (SAWS), since they may cause you hardship. 

“Some of the greatest Muslim scholars have concluded 

that Islamic law, in its entirety consists no more than the 

clear-cut injunction forthcoming from the self-evident 

(zaahir) wording of the Qur’anic and the Prophet’s 

(SAWS) commands and that consequently, it is not 

permissible to extend the scope of the self-evident 

ordinances by means of subjective methods of 

deduction.” ( Ibn Hazm’s ‘Muhalla’ vol. I 56ff quoted  by 

Asad in note 120 of Ayah 5:101) 

 

Rasheed Rida observes: “Many of our jurists 

(Fuqaha) have by their subjective deductions, unduly wid-

ened man's religious obligations (Takalif) thus giving 

rise to the very difficulties and complications, which the 

clear wording of the Qur’an had put an end to, and this 

has led to the abandonment by many individual Muslims as 

well as their governments, of Islamic law in its 

entirety.” (Manar vol. vii. p.138, quoted by Asad in note 123 

of Ayah 5:102) 

 

This practice perhaps also goes against a Hadith 

narrated by ‘Ayesha (RA): “Why do some people 

impose conditions, which are not present in Allah's Book? 

Whoever imposes such a condition is invalid even if he 
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imposes one hundred conditions, for Allah's conditions are 

more binding and reliable.” 

 

Riba al-Fadl is not about loans but a barter 

arrangement by taking a superior thing by giving more 

of the same goods of an inferior quality. 
 

Definitions by Classical Imams 

 

There is great variation in the definitions given 

by classical Imams. The Prophet (SAWS) had enumerated 

six commodities in one Hadith. Here is a very brief ac-

count of their views. 

 

Dawood al-Zahiri: “There is Riba only in these 

six things, i.e., barley, wheat, dates, salt, gold and silver 

and there is no Riba in other things.” 

 

Imam Shafi’i:  “Edibility is the cause of Riba in the first 

four of the mentioned articles and valuability is the reason in 

the remaining two.” Hanafi Fuqaha: “Measurability and 

weighability are the reason of Riba.” Imam Malik: “There is Riba 

in storable (non-perishable) edibles only, and there is no Riba 

in any other commodity.” The Riba prevalent in Arabia 

was in bay’e salaf (sale of crops in advance) transactions, 

and at the time of the deal there used to be no conditional 

promise for an eventual increase. When the buyer on credit 

or debtor, due to his inability failed to repay at the 

appointed time, he agreed upon the sheer pressure of the 

creditor, to an increase over the original amount. This 

excess amount was called Riba by the Arabs. Such a deal 

was generally contracted by the indigent and the poor.  

They, for the sake of their survival, used to take food 
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items such as barley, wheat or dates before the crop would 

be ready, or would borrow Dirham and Diners in order to 

buy those things and thus sold in advance their next 

crop.  At the time of repayment after the crop was ready, if 

he would give away the crop according to earlier 

promise, he would have nothing left for his sustenance.  

So he would give part of the produce and the creditor 

would give him a further period for returning the 

balance on condition that its quantity would be 

increased. (Imam Baghawi, in his Tafsir, Ma’alim al-Tanzil, 

while interpreting the Ayah on the proscription of Riba. (pp. 30, 96 

WIR) 

 

Al-Jaziri: “The Shari’ah definition of Riba is as 

follows; “Riba is one of those unsound (Fasid) 

transactions which have been severely prohibited. It 

literally means increase.” (Abd al Rahman Al Jaziri in Al Fish Al 

Madahib Al Araba’) 

 

Imams Maliki, Hanbali, Shafi’i schools and Abu 

Yusuf prohibit it in Dar al-Harb. Only Imam Abu 

Hanifah and Imam Muhammad permit it in non-Muslim 

countries. (Jamuah, vol. 13, issue 3, 1422 H) 

 

Views of Present Day Jurists 

 

The opinions of present-day jurists are based on past 

precedents of decisions taken by Muslim jurists about a 

thousand years ago when it was considered that no further 

Ijtihaad is necessary and the doors of Ijtihaad had been 

closed. No religious scholar considers it necessary to 

consult the subject matter of specialists on the problems 

under consideration - in this case economists, bankers, 
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social scientists, accountants, businessmen, government 

policy-makers and management experts. 

 

Maulana Abul Hassan Ali Nadwi, eminent 

Islamic scholar from India, has this to say: “The practice of 

lending money on interest conversely breeds egotism, 

covetousness, and mistrust.  It fosters the concentration of 

wealth in the hands of the few.  The moneylender is like a 

small tank into which all the wealth of the community 

ultimately flows. Usury sustains and promotes 

conditions that give rise to class hatred. The poor and 

underprivileged masses are always at a loss. The society 

gets divided into two distinct groups of haves and have-

nots.” (Four Pillars of Islam, p: 114.) 

 

Obviously, institutional financing by the banks 

has not been considered in this opinion. All others give similar 

reasons, keeping the unscrupulous moneylender as the 

model. 

 

Maulana Maududi also has a Shylock in his 

view when he states: “Interest is the result of selfishness, 

miserliness and small mindedness.” (Islamic Economics, p: 235.) 

 

An economist discusses Maududi concept as 

follows: “Maududi’s approach to modern economics 

is highly simplistic. His diagnosis of the defects of the 

capitalist system, to say the least is elementary.  According to 

him the basic blunder that was committed in capitalism was to 

permit interest, and no stigma was attached to it.  All the 

features of Islamic economy he has enumerated with the 

exception of perhaps the prohibition of interest can be easily 

incorporated in the capitalist economy. The traditional 
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concepts will only be valid as long as the level of development 

and technology underlying these remain the same. The 

concentration of wealth and inequalities in income can no 

longer be tackled by payment of two and half percent of Zakah on 

unspent income nor can the Muslim inheritance law only be 

effective.  Prohibition of interest was indeed a very 

important tool to free humanity from exploitation.  In 

modern society the borrowers who pay interest gain large 

profits even after the payment of interest.  To insist on 

abolition of interest is rather unrealistic. Muslim orthodoxy is 

frozen in the stubborn denial of change.  Their static attitude of 

life and fear of innovation have disastrous consequences. Islam 

prohibits Riba as an instrument of exploitation. There is a 

section of opinion that bank interest is permissible. There 

are Fatwas to this effect.  The other argument put forward is 

that Islam wants to abolish unearned income.  It is difficult 

to accept this point of view when sleeping partnership 

is considered permissible. The concept of sharing profits and 

losses also needs re-examination. Certain industries have long 

gestation period in which shareholders do not get any profit 

but debenture holders and banks continue to get interest.”  

(Naeemuddin: ICMW131) 

 

Dr. Kaukab Siddique has this to say: “At this time in 

America and most of the world, investments are hooked to 

the international banking system.  The claims of Islamic 

banking and Islamic investment within the capitalist system 

are merely forms of deception.” (Al-Balaagh) 

 

 

 

                                                 
131.  Islam and the Contemporary Muslim World: Anwar Moazzam. 



Riba, Modern and Islamic Banking: A Critique 

 

 

194 

Definitions 

 

 The definitions of terms related to the subject are as 

follows:  

 

Interest or Bank Rate: It is the price paid to lenders for 

the use of their capital.  Interest is figured as a percentage of 

the amount borrowed.  Interest plays an essential part in 

commerce, businesses and government consumers borrow 

and lend money and thus pay and receive interest.  

Businesses borrow money to buy new machinery or to 

build new factories. Governments borrow to make up for the 

money they spend and they collect in taxes.  People and 

businesses that lend money have incomes greater than their 

expenditure, so they let others use their money, instead 

of simply hoarding their funds. Lenders use money to 

earn more money through interest.  Borrowers pay 

interest so that they can make purchases that they cannot 

afford to pay immediately (for house, car, household needs, etc.) 

and repay in monthly instalments. 

 

Usury:  It is interest at a higher rate than the law 

allows.  The person or institution charging more than the 

maximum legal rate is a usurer.  In the biblical times all 

payments for the use of money were regarded as usury. 

Interest and usury were regarded as synonymous until 

the late Middle Ages because most of the borrowers were 

poor persons who needed money to obtain the 

necessities of life. After the Industrial Revolution, rich 

people needed large amounts for railroads, shipbuilding 

and factories etc. It became accepted practice to pay 

interest for the use of borrowed money.  Usury came to be 

associated with excessive charges. 
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Bank: It is a business establishment that safeguards 

people's money and uses it to make loans and invest-

ments.  Money is safer in banks.  It provides an easy 

way to pay bills, earns money for depositors who get 

interest for the use of their money. Banks are an essential 

part of business activity. Banking is as old as 

civilization.  Modern banking began to develop between 

12 and 16 centuries AD in Italy.  Money is safe as there is 

deposit insurance if bank fails. There are many types of 

banks.  Federal Reserve banks /Central Banks work for 

governments, control banking and control the nation's 

money supply by regulating bank rates others can charge 

depending on inflation or recession in the country.  They are 

the lender's last resort.  The US government started regulation 

of banks after 9,000 banks failed in USA between 1930 and 

1933.  Most countries control their banking system by 

legislation. 

 

Muslim religious writers call capitalism as 

“Soodi Nizaam” or a system based on interest and summarily 

reject it.  The actual definition of the system is as follows: 

 

Capitalism: It is an economic system marked by 

open competition in a free market, in which the means 

of production and distribution are privately or 

corporately owned and development is proportionate to 

increasing accumulation and reinvestment of profit. 

(Chambers New Riverside Dictionary) 

 

Nations whose economics are based on 

capitalism include USA, Canada, West Germany and Japan. 

Capitalism is sometimes called free enterprise, free market 
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system, entrepreneurial system or laissez faire.  The 

driving force of a capitalist economy is the profits. 

Profits are a firm's earnings after it has paid all expenses.  

The desire for profits called profit motive encourages firms to 

operate efficiently. Some government welfare programs 

aid the poor in capitalist nations. (World Book) 

 

It may be seen that in all these descriptions the 

word interest has not been used as the objective.  Countries 

practicing democracy and capitalism are the most 

powerful and prosperous countries in the world.  

Maududi’s concept of the Islamic system is similar to 

capitalism.  Socialism is closer to Ghulam Ahmed 

Parvez's concept of an Islamic economy. 

 

The Prophet (SAWS) disapproved of leaving 

productive resources idle.  “Let him who owns land 

cultivate it himself, and if he does not do so, let him have 

his brother cultivate it.” (Muslim) Caliph ‘Umar (RA)has 

said: “He who has money should develop (invest) it and 

he who has land should cultivate it.” (Husain Haykal: 

Hayat-e Muhammad.) 

 

The banking system enables every person with 

surplus funds or idle capital to invest and have an 

assured share in the profits unaffected by the inefficiency 

or corruption of the bank management.  He also shares 

the losses when the bank fails. Thus the profit/loss 

sharing (PLS) advocated by the orthodox jurists in each 

transaction is also available in the banking system but on 

the long-term basis. This is in a way implementing the use of 

idle assets mentioned above and the Qur’anic injunction: 
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“But let there be amongst you traffic and trade by 

mutual good will.”(An- Nisa; 4:29) 

 

Riba is a Qur’anic term that has been defined in 

the Qur’an in several verses and has a comprehensive meaning 

that is not covered by the usual translations usury and 

interest, though usury describes it better. 

 

In view of the conflicting definitions, we have 

to follow the direction of the Qur’an, which says: “If there is 

any dispute amongst you on any issue, refer it back to 

Allah and the Prophet.” (An-Nisa; 4:59) 

 

Qur’anic Definition of Riba 

 

(i) When the rich believer gives loan to a poor 

and needy believer (who is eligible to get charity 

(Sadaqah and Zakah), on an exorbitant, and predatory rate 

of interest [“…do not gorge yourselves on usury, doubling and 

redoubling it…” (Asad) (Al-e-Imran; 3:130)],  

(ii) with difficult terms of repayment [“If, however, 

(the debtor) is in straitened circumstances, (grant him) a delay 

until the time of ease; and it would be for your own good - if 

you only knew.” (Asad)(Al-Baqarah; 2:280)],  

(iii) and with the dishonest or malicious intention of 

devouring the borrower's Amwal/ property/ possessions 

[“And devour not one another’s possessions wrongfully,       

and neither employs legal artifices with a view to devouring 

sinfully, and knowingly anything that belongs to others.” (Asad) 

(Al-Baqarah; 2:188)]; [“O You who have attained to faith! Do not 

devour one another’s possessions wrongfully – not even byway 

of trade based on mutual agreement – and      do not destroy 

one another: for behold, God is indeed dispenser of grace unto 
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you.”  (Asad) (An-Nisa; 4:29] and [“O You who have attained to 

faith! Do not devour one another’s possessions wrongfully – 

not even byway of trade based on mutual agreement – and do 

not destroy one another: for behold, God is indeed dispenser of 

grace unto you.”  (Asad) (An-Nisa; 161)],  

it is called Riba. 

 

The Qur’an desires to abolish this exploitative 

Riba and it asks the lender to forego the balance of 

Riba. It advises granting time to the borrower till it is easy for 

him to repay, and encourages even remitting the loan as charity 

[“…remain conscious of God, and give up all outstanding 

gains from usury, if you are (truly) believers.” (Asad) (Al-

Baqarah; 2:278), “If, however, (the debtor) is in straitened 

circumstances, (grant him) a delay until the time of ease; and it 

would be for your own good - if you only knew.” (Asad) (Al-

Baqarah; 2:280); “And (remember) whatever you may give out in 

usury so that it may increase through (other) people’s 

possessions will bring (you) no increase in the sight of God - 

whereas all that you give out in charity, seeking God’s 

countenance, (will be blessed by Him)…” (Asad) (Ar-Rum; 

30:39)]. It clarifies that Riba is not trade [“Those who gorge 

themselves on usury, .. ‘say buying and selling is but a kind of 

usury’- the while God has made buying and selling lawful and 

usury unlawful…” (Asad) (Al-Baqarah; 2:275)].  It prohibits 

exploitation or devouring the Amwal of others even by way 

of trade even when based on mutual consent or agreement [ 

“O You who have attained to faith! Do not devour one 

another’s possessions wrongfully – not even byway of trade 

based on mutual agreement – and do not destroy one another: 

for behold, God is indeed dispenser of grace unto you.”  (Asad) 

(An-Nisa; 4:29)] 
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The alternatives of foregoing Riba, or even the capital 

and treating it as charity clearly indicate that the bor-

rower's poverty and his being a brother-in-faith (Al-

Baqarah; 2:188) were the main reason for these concessions.  

 

It denigrates wasteful expenditure and recommends 

investment for mutual benefit (An-Nisa; 4:29). 

 

Prescribing Zakah and abolition of Riba shows 

the concern of the Qur’an for the economically 

depressed classes of the society and calls upon every 

member of the society to share his earnings with those 

who are not economically well off.  It mentions that it 

was prohibited for the Jews also. 

 

Which Riba was forbidden to the Jews? 

 

“For the iniquity of the Jews, We made unlawful for 

them certain good things (of life) which had been lawful for 

them, because they hindered many from Allah's way and 

because they took usury though they were forbidden, and 

because they devoured other people's property 

wrongfully...” (An-Nisa; 4:160,161) 

 

The following verses from the Bible are quoted 

to find out what was forbidden to the Jews: 

 

“If you lend money to any of my people that is poor 

by thee, thou shalt not be to him a usurer, neither 

shalt thou lay upon him usury.” (Exodus, 22:25) 

 

“And if thy brother be waxen poor, and fallen in 

decay with thee, then thou shalt relieve him: though he 
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be a stranger or a sojourner that he may live with thee. 

Take thou no usury of him, or increase, but fear thy 

God; that thy brother may live with thee. Thou 

shalt not give thy money upon usury nor lend him thy 

victuals for increase.” (Leviticus, 25:35~37) 

 

“Thou shalt not lend upon usury to thy brother, 

usury of money, usury of victuals, usury of anything that 

is lent upon usury. Up to a stranger thou mayest lend 

upon usury but unto your brother thou shalt not 

lend upon usury: that the Lord thy God may thee in 

all thou settest thy hand to, in the land whither thou 

goest to possess it.”  (Deut, 23:19, 20) 

 

From the above instructions of the Bible the 

forbidden Riba is the increase, which is charged from an 

indigent person over and above the original loan, from a 

brother in faith, and in the land, which is under the rule of 

one's faith.  It allows taking interest from strangers. (pp:  117, 

118 WIR)  

 

The Qur’an confirms the Bible in these words; 

“And before it (The Qur’an) was the Book of Moses a 

guide and mercy.  And this Book confirms it in the Arabic 

tongue in order that it might admonish the wrong doers and 

give glad tidings to those who do good to others.” (Al-Ahkhaaf; 

46:12, 13) 

 

The Qur’anic verses on the prohibition of Riba [“O you 

who have attained to faith! Spend on others out   of the 

good things which you may have acquired, and out of that 

which We bring forth for you from the earth; and choose 

not for your spending the bad things which you yourselves 



Riba, Modern and Islamic Banking: A Critique 

 

 

201 

would not accept…” (Asad) (Al-Baqarah; 2:267), and “And be 

conscious of the Day on which you shall be brought back unto 

God, whereupon every human being shall be repaid in full for 

what he has earned, and none shall be wronged.” (Asad) (Al-

Baqarah; 281) have been devoted to persuasion of charity 

and benefaction to the poor and the indigent, i.e., 

generosity, has been mentioned as a means to attract Allah's 

pleasure and blessings and a way to increase wealth. (p. 121 

WIR) 

 

Riba in the Chronology of the Qur’an 
 

Ayah 30: 39 makes the earliest mention of the term 

and concept of Riba in the chronology of Qur’anic revela-

tion.  In its general linguistic sense, this term denotes an 

"addition to" or an "increase of a thing over and above 

its original size or amount: in the terminology of the 

Qur’an it signifies any unlawful addition, by way of 

Riba to a sum of money or goods lent by one person or body 

of persons to another. (Ar-Rum; 30:39) 

 

The exorbitant rate has been mentioned: “O you 

who have attained to faith! Do not gorge yourself on 

Riba doubling and re-doubling it…” (Al-e Imran; 3:130) 

 

According to Qiffal (as quoted by Razi): “Since it 

was mainly through usurious gains that the pagan 

Makkans had obtained the wealth which enabled them to 

equip their powerful army and almost defeat the poorly-

armed Muslims at Uhad the latter might have been tempted 

to emulate their enemies in this respect:  and it was to 

remove this temptation from them as well as the later 
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generations of believers- that the prohibition of usury 

was once again stressed through revelation.” 

 

Ayahs 275 to 281 of Surah Al-Baqarah were the 

last revelation received by the Prophet (SAWS)                                                                                                                                                                                                                                                                                                                                                                                                                                                                                 

condemning and prohibiting Riba in legal terms.  He 

died a few days later. 

 

According to Asad: “Roughly speaking the 

opprobrium of Riba (in the sense in which the term is used in 

the Qur’an and in many sayings of the Prophet (SAWS) 

attaches to profits obtained through interest bearing loans 

involving an exploitation of the economically weak by the 

strong and resourceful: an exploitation characterized by 

the fact that the lender, while retaining full ownership of the 

capital loaned and having no legal concern for the 

purpose for which it is to be used, or with the manner of 

its use, remain contractually assured of gain irrespective of 

any loss which the borrower may suffer in consequence of 

this transaction.”…. “As to what kind of financial 

transactions fall within the category of Riba, is, in the last 

resort, a moral one, closely connected with the socio-

economic motivation underlying the mutual relationship of 

the borrower and lender; and, stated in purely economic terms, 

it is a question of how profits and risks may be equitably 

shared by both partners to a loan transaction.”…. “Hence … 

every successive Muslim generation is faced with the 

challenge of new dimensions and a fresh economic 

meaning to the term, which, for the want of a better word, 

may be rendered as usury.” “…the prohibition 

appearing in Al-Baqarah; 2:75 is already foreshadowed 

with the reference to the immoral hope of increasing one's 
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own substance through (other) people's possessions 

(amwal), i.e. through the exploitation of others. 

 

Riba and Bank Rate (Interest) 

 

To see whether Islam has really prohibited 

exploitation or has closed all progress to Muslims the first 

step is to see whether there is anything common 

between Riba prohibited by Islam and the bank rate, 

which is paid by the banks to depositors and investors and 

charged on loans taken by the borrowers. 

 

Here is a comparative statement. 

 

Parties to the transaction 

 

Riba Bank Rate  
 

Rich believer to Individual to bank (deposit investments) 

needy believer Bank to individual (loan) 

                                                           Bank to bank 

Bank to Government  

Government to bank  

Government to Government  

International Institutions to countries 

Capital 

 

 Lender’s own Individual deposits in bank  

Government deposits in bank Loans from 

other banks  

Returned loans from barrowers  

Profits earned 



Riba, Modern and Islamic Banking: A Critique 

 

 

204 

Interest Rate 

 

Fixed by the                   Limited by Government related to the  

Individual lender           inflation or recession and competition  

Exorbitant                     among banks for deposits and borrowers’. 

(Double and      Impacted by International Institutions  

Quadruple)                         (e.g., IMF)                     

                                                                      

Instalments 

 

Heavy instalments  

with a   view to                            Vary, but limited by Government  

devour the borrower's  

property.  At the  

personal description  

of the lender 
 

Purpose 

 

Personal Agricultural, industrial, developmental, 

Housing, transport, educational and 

personal 

 

It will thus be seen that there is nothing in 

common between the exploitative Riba and the anti-Riba 

or anti-usury measures taken by the banks to lend funds at 

reasonable rates to the borrowers as decided by the respective 

governments from time to time. 

 

The Thinking in Muslim Countries 

 

In 1999 when Sheikh Zaki Yamani, a former 

minister in the Saudi Government, which claims to be governed 
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by the Shari’ah, made a suggestion that the Shari’ah needs 

some modifications, the traditional people raised a storm. 

When a person of his intellectual level and practical 

experience of administering the system at the highest level 

makes a suggestion it has to be examined with all seriousness. 

 

At about the same time Sheikh Hasan Turabi, 

the brain behind the Islamic revolution in Sudan has 

stated: "We are an Islamic state but we are still 

studying the following issues: 
 

The form of government 

The electoral system 

The constitution 

The Shura 

The improvement of economy by Islamic means 

The role of Islamic banks and insurance 

The nature of Islamic justice 

The ways in which music and art can be 

encouraged. (p.139. In the Shadow of the 

Prophet: by Milton Viorst) 

 

It is obvious from the above that practically every 

issue needed for modern administration has yet to be 

decided. 

 

Dr Mahatir Muhammad, Prime Minister of 

Malaysia, speaking in the Emirate International Forum in 

Dubai on April 27, 2001 said: “After 1400 years we have 

still no codified Islamic laws, leaving it to the judge to refer 

to instances of similar crimes in the past to pass judgments 

and sentence.  It is because we have forsaken the true 

teachings of our religion and returned to our pre-Islamic 



Riba, Modern and Islamic Banking: A Critique 

 

 

206 

ways: fending with each other, closing our minds to 

modern knowledge, ignoring reality, and deceiving 

ourselves that we are better than others, when we are not.” 

 

Pakistan's President Gen. Musharraf’s speech to 

Muslim religious leaders on June 5, 2001, has this com-

ment: “Seventy per cent of world's energy resources are in 

Muslim countries.  But GDP of the entire Muslim 

Ummah comes barely to 13 billion dollars.  On the other 

hand Japan's GDP stands at 5,500 billion and Germany's at 

2.500 billion dollars.  In other words Germany's GDP is twice 

that of the entire Muslim Ummah and Japan's is four and a 

half times though we are one fourth of the world's 

population sitting on 70 per cent of the world's energy 

resources.  Why is this so?  An analysis tells us that it is 

because of the difference in the advancement of human 

quality of environmental development. The entire 

Muslim world has some 380 universities of which only 

25 are of world ranking. In Japan 1,000 universities award 

Ph.D. degrees.  The entire Muslim Ummah can boast of a 

total of 500 Ph. Ds.  In England in each year 3,000 Ph. D. 

are awarded and in India 5,000.  Unless foreign investors 

come in, and our own people make investments, we cannot 

make any economic headway.” 

 

The above statements from persons with experience 

of administration at the highest levels in Muslim coun-

tries show that the existing interpretations of the Divine 

Law needs reinterpretation, that most of the issues dealing 

with the functioning of modern governments are yet to be 

decided.  There are only past precedents of a bye gone age, 

there are no codified laws, that we are educationally and 
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technologically backward and require either economic or 

technological assistance from the more advanced countries. 

 

No attempt has been made to correlate the actual 

situation and problems of Muslims.  There is only reaction 

to criticism than a creative response.  There is absence of 

genuine concern to the social economic and cultural 

condition among Muslims. (A Moazzam: ICMW) 

Islamic Banking 

A recent survey of “Current researches on Islamic 

Banking and Finance” has this to say: “Although it is a 

matter of debate whether there existed any Islamic 

economy or financial system at all in the Muslim world in 

the past, on the way Muslim writers, economists, hankers 

and jurists have put their arguments in favour of this 

system are quite interesting.  Just two decades hack; 

Islamic finance had not such a deeper theme and was 

considered as a passing phenomenon of religion, money 

and politics.” 

 

There is consensus that interest in all its forms is 

similar to Riba but Muslim scholars still raise the controversy 

when in recent times even some jurists legalize bank interest, 

calling it profit such differing interpretations of the Shari’ah 

when Islamic banking is presented as an alternative 

method does in fact give Islamic banking a confused 

image. Some Muslim economists suggest that commercial 

interest should be substituted as profit and loss sharing 

mechanism.  There are a number of studies, providing 

critical notes of the practical aspects of this system.  

Ideals and theories aside, here are some facts. 
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In Pakistan, Islamic banks provide profit and 

loss sharing (PLS) techniques for inter - bank, or for the 

State Bank - commercial banks transactions, but actually 

the fixed rate interest rates are being charged at every 

stage. (p 104 JOS) 

 

Researches indicate that up to 85% of advances 

made by Islamic banks everywhere are on (mark-up 

basis) or (Murabahah) financing while PLS finance is 

comparatively insignificant. 

 

A major portion of assets in Islamic banking is 

concentrated in short term assets, as such Islamic banks 

hold a large cash reserve which earns no return, 

because they cannot keep time deposits or invest in 

treasury bills which yield interest.  (p. 106. JOS) 

 

Islamic banks can flourish in countries where 

the political, moral, legal and social environment suits 

them.  The impact of PLS on aggregate saving and invest-

ment in contemporary economics is highly controversial.  

No Islamic Bank (IB) has yet taken a high profile role in 

supporting charitable or other events of national and 

international importance. No IB is funding financially 

sustainable, environmental friendly projects, or funding 

micro-industries, low cost housing renewable energy 

cooperatives, fair trade and sustainable transport or 

building restoration projects. 

 

This perhaps brought one healthy criticism that 

Islamic Banks need to discard their solely profit-

pursuing, soft, non-socially conscious image. (p:  I07.  JOS) 
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Many Islamic banks are still family owned or owned 

by a group. They need massive injection of public sub-

scription and greater transparency and disclosure. The 

auditing and accounting problems of Islamic banks are yet to 

be solved. (p. 109, 110 JOS) 

 

Ikbal Daredia, head of ABN AMRO’s Global 

Islamic Financial Services, Bahrain has this to say: “There are 

an estimated 1.2 billion Muslims worldwide, a market 

worth anywhere between $150 billion to $200 billion. Yet 

because the Qur’an, the Muslim holy book, forbids Riba 

(interest on money) these potential customers cannot 

participate in many of the banking services that benefit 

customers in the Western world. Some 150 financial 

institutions in Islamic countries have developed Riba-

free services, but only a few Western banks have 

recognised the value of this market.” Basically, Islamic 

banking system is based on trade or asset-based financing.  

You essentially step into the shoes of the customer and buy 

goods on his behalf.  Then you sell the same goods to him 

on a deferred payment basis with a mark-up (Murahabah). 

In the end you have profit, not interest. 
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The Pakistan Experiment 

 

The Council of Islamic Theology and Elimination 

of interest appointed by the Pakistan government has 

submitted a detailed report in 1980. 

 

Unfortunately, instead of using the Qur’anic term 

Riba, they have used a translation in which Riba is trans-

lated as interest though most of the standard translations 

use the word usury.  Secondly, they have made no effort to 

define Riba, based on the original text of the Qur’an.  They 

were therefore bound by these two basic deficiencies. 

They could not invent a new system against the 

prevalent system in the whole world.  They had to 

improvise, compromise and camouflage.  Some of their 

conclusions are very briefly listed below: 

 

Cases where the committee feels changes are not 

possible to allow the capitalist system to remain and to 

consider that by the abolition of interest all our problems 

would he solved is like living in the fool's paradise.  This 

committee categorically rejects this concept. 

 

Ideally the real alternatives to interest under an 

Islamic system are profit/loss sharing or Qardh al-Hasanah. 

Some recommendations lean on other methods than profit/ 

loss sharing. On account of prevailing standards of 

morality in society there is a danger of eventual misuse.  

Efforts must be stepped up to bring about a substantial 

improvement in the standards of honesty in society and to 

remove illiteracy, because both dishonesty and illiteracy 

militate against the success of the new system. 
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Indexation was discarded, as under the Shari’ah, 

currency transactions are not treated differently from 

commodity transactions.  As such no allowance can be 

made for the change in the value of money. 

 

 Baiy’-al-Mu'ajjal: permissible under Shari’ah but 

is not practical, as it would open the back door 

for dealing with interest. 

 

 Normal rate of return: may degenerate into pure 

interest. 

 

 Time multiple counter loans: not correct to use as 

a permanent alternative. 

 

Elimination of interest from transactions 

relating to international trade and aid poses the most 

difficult problems and cannot be achieved by the lone 

efforts of a single country. 

 

Substituting medium and long-term finance for 

farmers by a single substitute conforming to the Shari’ah is 

not possible. 

 

In order to avoid any adverse effect on 

depositors’ confidence and deposit mobilisation by 

banks, deposits may continue to he accepted by banks on 

the existing basis. 

 

The operation of  foreign branches of Pakistani 

hanks and foreign currency deposits and transactions with 

banks abroad would have to continue on the basis of 

interest. 
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Borrowings from international agencies may 

continue to be interest bearing. 

 

Government would not be able to issue fresh 

market loans on terms compatible to the Shari’ah. Govern-

ment borrowings from external sources will continue 

on the basis of interest. 

 

The Alternative Methods Suggested 

 

a) Changing the name:  Calling it service charge 

instead of interest.  It may meet the requirement of 

Shari’ah, but neither accord with the true spirit of Islam 

nor would be advisable from the economic point of view. 

 

Using the words ‘fine’ and ‘deterrent punishment’ 

instead of calling it penal interest. 

 

b) Changing procedures and making them more 

complicated:  Leasing can be done but the cost of 

insurance of assets will have to be borne by the lessor to 

conform to Shari’ah. 

 

c) Investment auctioning: Bank to set up an industry 

and auction it. This means that when a Henry Ford or a 

Bill Gates asks for a loan, the bank will hire other experts and 

build an industry and sell it to the geniuses who could have 

done it better without the extra cost.  The highest bidder 

could be a different person who may also need a loan to pay 

up! 
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Hire Purchase under Joint Ownership 

 

This means that instead of giving a loan to a person to 

buy a car, the bank would buy it, add the mark-up, call it a joint 

ownership, share the loss when due to the negligence of 

the borrower, the car gets damaged, 

 

In order to avoid frequent shifts of deposits from 

banks of lower profitability to banks with higher 

profitability, the rates of return on deposits in 

nationalised commercial banks should be made uniform 

by pooling their profits for distribution among 

depositors. 

 

This means going back to the system of 

predetermined rate of interest and allowing 

incompetent banks to survive at the cost of more efficient 

banks and calling the same interest as profit. 

 

Housing loans on joint ownership basis with rent 

sharing arrangements 

 

This means that the bank would buy a house, add 

the usual interest for the total period of repayment, and 

sell it next day on a joint ownership basis with a clear 

conscience that no Riba has occurred.  This would also mean 

that if the buyer pays the full amount in a shorter period, 

the price would remain the same, whereas in the present 

system he did not have to pay for the remaining period.  

In the present system a mortgage safeguards the interest of 

the lender and insurance safeguards the interests of both 

the lender and the survivors of the borrower. 
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Special Loans: Interest-Free for General Welfare 

 

This lending would be to the detriment of the 

common investors who are not rich, and avaricious 

money lenders but could be old widows or pensioners 

who are incapable of working and had invested their life's 

savings to augment their reduced incomes in old age.  The 

profits rightfully due to them would have been frittered away 

in helping weak banks and giving interest free loans, thus 

mixing business with charity.  Charity is enjoined on every 

Muslim, and should be the duty of a Muslim government, 

not of a banking institution at the cost of the investors. 

 

The final phase of elimination of interest was to take 

effect from first January 1982, but it has not yet imple-

mented in 2001. 

 

It is obvious from the above that even in a 

Muslim country which was created in the name of Islam it has 

not been possible to have a workable original system 

which is not a patch work on the much maligned 

capitalist system. 

 

Umer Chapra in his book Towards a Just Monetary 

System quotes J.K. Galbraith, “The best economic system is 

the one that supplies what most people want”, and suggests 

that the Islamic system would supply the needs and not 

the insatiable lusts.  This may perhaps give discretion to 

the Islamic Bank to give a loan for a Ford but not for a 

Mercedes. 
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His book makes a detailed examination of the 

Pakistan Report (PR). 

 

Regarding changing from the profit motive to 

profit /loss sharing system, apart from the fact that it is 

an unwarranted addition by Muslim economists and 

jurists, some economists have this to say: (all quotes are 

from Chapra's book ‘A Just Monetary System’) 

 

“The elimination of interest and introduction of 

profit/loss sharing would not change the level of 

uncertainty.” (Dr. Anis Zarqa,) 

 

“A mere replacement of Riba by profit sharing 

will not serve the purpose.  To merely substitute interest 

on loans by other forms of interest or profit fails to 

offer a real alternative.” (Dr. Abdul Hameed Abu Sulai-

man, Theory of Economics of Islam: Paper in Contemporary aspects of 

Islamic thinking in Islam.  Bloomington, Indiana. 1976) 

 

“Any proposition that asserts that a zero rate of 

interest is sufficient for the establishment of an Islamic 

system is false.” (Dr. SNH Naqvi: Ethics and Economics: An 

Islamic Synthesis, The Islamic Foundation Leicester, UK.)   

 

“Capitalism and democracy are on the march. The 

fact that Muslim countries have in general experienced 

slow growth rates has nothing to do with Islamic 

values.” (Fareed Zakariya) 

 

Economic exploitation in all its diverse forms is 

as prevalent in the Muslim world as in capitalist or 

feudal society.  It would therefore he a mistake to try to 
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achieve transition from the conventional capitalist money 

banking system to the Islamic system in one stroke over 

a short period. 

 

Status of Implementation 

 

A Pakistani newspaper has this comment on the 

actual working of the PLS system in Pakistan. “There are two 

counters side by side in our banks.  One of them deals with un-

Islamic banking and the other with Islamic banking. The bank 

manager informs us that in reality both types of accounts 

are really the same. The amounts collected at both counters 

are invested together.  The interest on one is fixed.  The 

profit on the other is not fixed.  The depositor in the first 

window knows the rate of interest beforehand.  The 

depositor in the Islamic system is informed at the end of 

the year about the profit he has earned.  The account 

holders may deem it as interest or profit as they like.” 

 

lshrat Husain, Governor of the State Bank of Pakistan 

lambasted the Mudarabah (PLS) sector and said that it failed 

to give a model Islamic system to the country.  It has gained 

just 0.2% of the total assets of the financial sector of the 

country since its inception twenty years ago. The banks 

with their huge network of asset base will be a major 

threat to Mudarabah in a level playing field. (Pakistan Link. 

July 6, 01) 

 

This statement coming from the highest authority 

in banking clearly shows that the normal Muslim does 

not want to risk his investment in the PLS system. One 

reason for this mistrust could be his experience with the 

corrupt rulers who damaged the whole banking system 
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though it did not provide for profit and loss sharing.  The PLS 

would validate the presumed losses claimed by dishonest 

borrowers. 

 

Perhaps the Divine wisdom in the use of the expression 

“doubled and quadrupled” will be understood now when 

we see the Hadith: “There will certainly come a time for 

mankind when everyone will take Riba and if he does 

not do so its dust will reach him.” (Abu Dawood; Ibn 

Majah) 

 

The present interest based economy is controlled by 

the international monetary system and the concerned 

governments do not allow rates that can be called “dou-

bled and redoubled.”  It appears, as if the rest of the world has 

implemented many of the Islamic precepts and has found 

solutions to the problems facing the world.  The Muslim 

jurists on the other hand have been busy finding problems 

with all the solutions offered.  To deal with the exorbitant 

rates charged by the individual moneylenders the world has 

taken action to find anti-Riba measures.  They have made 

usury or charging interest above the rate prescribed by 

government as illegal and punishable. 

 

In compliance with the directive in Ayah 4:29, which 

says: “…But let there be amongst you traffic and trade by mutual 

good will...” cooperative and commercial banks have 

been developed in which ordinary people can invest their 

surplus funds for the common good and for mutual 

benefit. 
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The Role of Ijtihaad – Anti-Riba Measures 
 

Cooperatives 

 

To free themselves from the clutches of the Jewish 

moneylenders a group of German farmers started a 

cooperative society nearly two hundred years ago by pooling 

their savings and lending to the needy farmers and then 

charging the expenses equitably.  This initial experiment 

started a major movement of self-help among people and 

thousands of cooperatives in every country began the 

great task of freeing small farmers and others from the 

clutches of the heartless moneylenders.  State level, district 

level and village level banks were created for the needs of 

the farmers who gave long-term, medium term and short-

term credit to cater to the different needs of the farmers at 

specially low rates, easy instalments, and concessions 

when the crops failed. 

 

Commercial Banks  

 

Before the Industrial Revolution, the words usury 

and interest meant the same thing.  After the Revolution 

when rich people had to borrow large amounts for the 

establishment of industries, the bank- rate charged by the 

banks was called interest and the exorbitant rate charged 

by the professional moneylender was called usury and 

governments made laws to regulate it.  Even in the USA 

anyone who charges more than the bank-rate permitted by the 

Government is punishable by law.  The increase permitted 

varies from state to state. 
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The Qur’an has this to say about wealth sharing: 

“You shall never attain piety till  you share with the 

others (the poor and the needy) what you cherish (par-

ticularly your wealth). And whatsoever you give 

away, God surely knows it.” (Al-e-Imran; 3:92) 

 

The Prophet (SAWS) had said. “Mankind is a 

fold every member of which is a shepherd unto the other 

and responsible for the welfare of the entire fold.” 

 

The world has responded to this noble call and world 

organisations have been formed to help the poor countries 

in many ways.   The World Bank, the IMF and rich countries 

give loans for all types of development at reasonable rates, 

and consider converting them into grants when a poor 

country is unable to pay. 

 

It is a matter of regret that practically all 

Muslim governments misused these funds and the people in 

power borrowed beyond the repaying capacity of the 

country to enrich themselves, and then blamed the lenders 

for a conspiracy to destroy them. 

 

Maulana Waheeduddin Khan, President of the 

Markaz-e Islami, New Delhi, has this to say:  

 

“The intellectual development of the present-day 

Muslims has practically stopped.  The reason is that they 

have become used to following blindly whatever scholars 

have written in the past.  The Mujtehadana or independent 

rational way of thinking has ended, as if it is an evil.  Such 

people lag behind the other nations in knowledge and 

intellect.  The main reason of the failure of Muslims is that 
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while they think about what is right and what is 

wrong, they fail to see what is possible.  All their 

unnecessary sufferings are the result of rushing for 

something that they consider right without the practical 

consideration of what is possible. They fail to follow 

the gradual process adopted by the Prophet (SAWS), of 

changing the minds before changing the system.  Ijtihad 

is not merely an intellectual process. Ijtihad is the most 

important need of the Muslims. By applying the 

principles of Islam in changed conditions, they have to 

update procedures to prove that Islam is relevant to every 

age. For this continuous thinking is necessary. Ijtihad does 

not mean freethinking. Ijtihad requires treating the 

Qur’an and Sunnah as the original sources and instead of 

following the opinion of earlier jurists who took those 

decisions in totally different conditions, try to follow the 

original sources and deduct new procedures according the 

changed times.  This is the process called Qiyas. Muslim 

jurists had done the same work in the second century 

Hijri.  A lot of new problems had arisen for which there 

was no guidance in the Qur’an and Sunnah. The jurists 

solved the problems by Ijtihad.  After the second and third 

Hijri, for some reason, a wrong concept developed that 

everything that had to he decided has already been 

decided by the jurists and that later Muslims should treat 

these as final. Thus the jurists of the Abbasi period 

were treated as Mujtahid-e Muthlaq and the later jurists 

as Mujtahid-e Muqqaied or restricted jurists who were not 

allowed to interpret the original sources.  This was the 

beginning of the intellectual tragedy of Islam. 

 

 The existing Fiqh was developed in the Abbasi 

period when the Muslims were a world power.  It 
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represented a model from a position of strength. 

There is no existing model in the present law of 

Islam for a position of modesty. The Prophet (SAWS) 

had passed through both stage of modesty and 

power and in his life we have both models of 

behaviour.  Criticism is a means of intellectual 

development. Ijt ihad is a product of discussion. Free 

discourse brings out new aspects of a problem. 

Analysis and audit may bring out a well-researched 

solution to the problem. This intellectual process is 

Ijtihad. Ijtihad is an unavoidable need for progress. 

The people who cannot tolerate criticism can never 

attain the intellectual good fortune to belong to the 

group of trailblazers. 
 

 According to Shah Waliullah, in his book Aqd-al Jeed, 

a Mujtahid needs the following: “Knowledge of 

the Book of God, of the Sunnah, views of past jurists, 

their differences, the language, and Qiyas and 

Istinbat.” 
 

 These are enough for ordinary Ijtihad but for special 

Ijtihad not only the face value but the undercurrents 

and the knowledge of the times are also necessary. 
 

 The dominance of the West is not only political supe-

riority but also a superiority of knowledge, 

science and technology. To meet this situation 

Muthlaq Ijtihad is necessary.” (quotation ends: 

emphasis added: Al-Risala. July, 2001) 

 

The above extract is a free translation from a 

long Urdu article, and is an excellent analysis of the 
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reasons of the present backwardness of Muslims all over 

the world. 

 

The credit needs of Muslims require an Ijtihad-e 

Muthlaq. The orthodoxy has not been able to solve the 

complex problems of the modern world.  This work has to 

be taken up with the help of the Muslim scholars who are 

experts in all the subjects relevant to the problem that has 

to be solved.  Our orthodoxy does not believe in 

consulting the authorities on any modern subject before 

expressing an uninformed opinion on a complex matter. 
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Modern Muslim Scholars 

 

Dr Muhammad Sayed Tantawi, Rector of the 

oldest Islamic University, the Jam’ia Azhar and the Mufti 

of Egypt in an unprecedented Fatwa has countered the 

objections of traditional Muslim jurists when he said: 

 

 There is nothing wrong with the bank's specification of 

profit rate.  The banks, which set the rate of its 

profit, are much closer to Islam. 
 

 If a bank for its reasons and out of its hands has made a 

loss, then it has to prove before the courts, that every 

depositor would bear a portion of the loss commen-

surate with the volume of his deposited capital. 
 

 The specification of interest rate as to the bank's 

deposit is not speculation. Deposition is an absolute 

mandate in which the depositor delegates the bank to 

invest his money.  Therefore we should take the matter 

with ease and flexibility, but within the limits 

specified by the Lord. 
 

 Even in regard to bank loans, if the loan was needed 

for a justifiable reason such as medical treatment or 

the embankment of an investment project, it is halal. 

 

The banks neither lend nor borrow, but rather 

play the role of a mediator between the borrower and 

the depositor and the bank as such receive the latter 

category's money in order to invest them on their behalf.  

Hence when a bank lends some money to an entrepreneur who 

intends to invest the funds in the same way, it then has the 

right to take some money out of the transaction. [The Muslim 
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World, Makkah, April 24-May 1, 1990, quoted in Fikr-e 

Islami (FI)] 

 

Maulana Sayed Ahmad Ali Sa’id, Grand Mufti 

of Dar-ul Uloom, Deoband, and (India) gave a detailed fatwa, 

which specifically deals with non-Muslim countries. His 

fatwa is based on Hanafi law and contains detailed 

arguments and quotations from earlier scholars. The 

following is a brief account of his conclusions: “Riba is a 

major sin, but for any amount to become Riba it is 

necessary that both the amounts (the original capital and 

the increase on it) are inviolable (legal/legally protected). 

If one amount is inviolable the increase on it, according 

to Hanafi Fiqh, is not considered inviolable, but a 

violable (unprotected) one, then such an increase will 

not be considered Riba.” (Al-Badai wa’l-Sana’i; vol. 5, p. 192 

Allamah Shami: Shami, vol. 4, p. 244) 

 

“There is no Riba in the transaction of two trading 

partners, if they buy using the partnership money.” 

 

“There is no Riba between a resident of Dar al-Harb 

and a Muslim living there with permission even if the 

contract is invalid or involves gambling, because the 

property of the resident of Dar al-Harb is lawful there 

and its acquisition is lawful with his consent, without 

deceiving him, therefore it is halal to him.” [Al-Durr-al-

Mukhtar (Shami. vol.4, p.260)] 

 

The condition of Riba will not apply to such transac-

tions, and to term it as Riba is incorrect. This is the view of 

Imams Muhammad Sufyan al-Thawri and Al-Awza’i.  For a 

Hanafi, the view of Imam Abu Hanifah has preference, if 
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Imam Muhammad also agrees; it is even more powerful 

and binding even if the Sheikhs have given Fatwa 

contrary to it. (Rasm al-Mufti. p. 72) 

 

The definition of Dar al-Harb is that the supreme 

power there should belong to non-Muslim and his orders are 

obeyed therein.  India is undoubtedly a Dar al-Harb.  But the 

constitution of the secular government has given 

security and religious freedom to Muslims so that they can act 

according to their religion. This is why the country is called 

Dar al-Aman (abode of peace). 

 

The amount deposited in a bank and the extra amount 

paid by the bank on the deposit is not Riba.  The second 

reason is that the amount deposited is not a loan so that 

the dictum ‘Every loan extracting a profit is Riba’ could 

not apply to it.  It is well known that the bank trades.  

So anyone depositing money in the bank will he 

considered a partner in the hank's trading in proportion to 

his deposit, making this a form of Musharakah.  In this 

way, not considering the extra amount as Riba and thereby 

rescuing Muslim economy from ruin is itself a religious need.  

Harming Muslim economy and society by branding 

this extra amount as Riba is against religion and a proof of 

one's lack of intelligence and wisdom.  But this will not 

apply where the supreme power belongs to Muslims. 

(WIR, pp. 174~19 1) 

 

Maulana Sayed Manazir Ahsan Gilani, former 

head of the department of theology, Osmania 

University, Hyderabad (India), had given an opinion 

during the British period that: “Riba does not occur 

between a Muslim and a Harbi in Dar al-Harb.” Maulana 
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Muhammad Zafiruddin, Mufti, Dar-ul Uloom, Deoband 

(India), had a discussion with him and has reported this: 

“In an article (WIR p. 193), Maulana Gilani said: ‘In this 

country we have to deal with non-Muslims day and 

night.  They believe that it is valid for them to take Riba 

from us and they take it.  In this one-way trade a lot 

of Muslim wealth has been transferred to them through 

this channel.  Muslims are left poor and bankrupt.  This 

opinion is based on the authority of Imam Abu Hanifah 

and Imam Muhammad and we abide by them and do not care 

what the other Imams say about such issues.’”  

 

According to Maulana Sohail, ‘literally Riba 

means an absolute raise or increase.’  But it is absolutely 

certain that any raise or increase, or Riba is not the Riba 

or 'Al-Riba' prohibited by the Shari’ah.  Thus all the verses of 

the Holy Qur’an regarding the prohibition of Riba 

mention it as at Riba that is with the definite article ‘al’.  

Certainly the definite article ‘al’ here is not indefinite or 

general, otherwise every form of monetary increase, such 

as business profit would have been prohibited. (P. 13 

WIR)  

 

The definition of Riba rests solely on Qiyas 

(inference) of the Fuqaha. But there is lot of difference 

among them.  They have normally mixed up Riba with 

Muratalah and Surf although these are two types of 

commercial transactions.  Muramlalr is barter, and Surf is 

exchange of one currency with another. (p. I4, WIR) 

 

Maulana Sohail, after quoting all the Qur’anic 

Ayahs and Ahaadith and the differing opinions of 

Fuqaha, all of whom just copied earlier opinions given 
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before the advent of the modern banking system has 

summarised the rules of Riba as follows: 

 

“If a person who is entitled to take sadaqah 

(charity) takes a loan to sustain himself or his family; or 

a debtor who is unable to pay his dues and in case of paying 

hack his dues, he will not be left with enough money 

to maintain his family, enters into an agreement for an 

increase over the amount due, or on actual loan, then 

this is an agreement of Riba which is unlawful.  But this 

non-permissibility is conditional on two factors: 

 

1) The place where this agreement is made is under    

Islamic rule, i.e., where the government orders 

are issued according to the intent of the Shari’ah 

even in financial matters. 
 

2) The transaction should he between Muslims.” 

  

The above-mentioned definition makes lawful 

all instances in which a rich man takes a loan to satisfy 

his luxurious needs, or a trader takes a loan to further his 

business or when a person places his savings in a hank or 

official savings organisation or a company or 

government department, and receives interest on the 

savings. 

 

Maulana Suhail considers all such dealings as 

Mudarabah, commercial investment or Ikra that is renting, 

which are lawful. (p. 17, WIR) 

 

He has also quoted the following two Ahaadith: 

‘The Prophet (SAWS) borrowed a two-year-old camel 
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and returned a similar camel, and in addition gave 

another camel, and said: “Best of you are the best in 

returning your debts.” (Muslim, Tirmidhi) Another 

narration is as follows in Abu Dawood: “The Prophet (SAWS) 

took a loan from me.  He repaid the loan to me and paid me 

an extra amount.” (p. 107, WIR) 

 

Maulana Rashid Pasha, Rector and Mufti Khaleel 

Ahmed of Jam’ia Nizamiah, Hyderabad (India), have given 

similar Fatwas according to which bank interest is not 

Riba. 

 

Muslim Countries 

 

With the exception of a few states known for 

their puritanical ideologies, the entire Arab world has in 

the recent past, been the scene of an enormous 

jurisprudential revolution.  This has culminated in reform 

and codification of civil, penal, commercial, procedural and 

Personal laws in various Arab states.  The laws of Egypt, 

Sudan, Syria, Jordon, Lebanon and Kuwait are, today, very 

much different from what they were in the beginning of the 

20th century. 

 

A more extensive deviation from tradition and 

a speedier advance to modernity is noticed in the legisla-

tion promulgated in the North African Arab countries, like 

Tunisia and Algeria.  This was followed by Libya after the 

September 1969 revolution when Libya became a republic. A 

programme of Islamisation was taken up. On June 9, 

1972, Act 74 was enforced, in part, the Islamic principles 

relating to an important commercial concept, namely, usury 

(Riba).  As is well known, the Qur’an is believed to have 
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prohibited usurious transactions of all kinds at all levels.  

The scope of this Libyan law is, however, limited. It 

prohibits usury in civil and commercial transactions 

among natural persons (individuals) al- ashkas al-tabiyin, al-

afrad. It lays down that: “It will he unlawful to provide 

for usury in all civil and commercial matters between 

natural persons: and any condition, express or implied, 

relating to usurious interest in such transactions will be 

absolutely void.” The Act does not apply to banks and 

other artificial persons ‘Ashkas I’tibari. (Tahir Mahmood: 

Reflorescence of Islamic Law in Lihva: ICMW) 

 

This major Ijtihad making a clear distinction 

between personal and institutional loans would enable 

the financial institutions and cooperatives to cater to the 

credit needs of Muslims in Muslim as well as in non--

Muslim countries. 

 

It is clear that except Libya, other Muslim countries 

have yet to develop and innovate their classical financial 

methods and yet to achieve unanimous Shari’ah 

approval for equity investment in the world's interest 

based financial market. They also need financial 

assistance from world organisations and rich countries for 

their development projects according to the system 

prevalent in the whole world. The impeccable honesty 

expected in a truly Muslim society needed for the success 

of the PLS system advocated as the Islamic alternative, 

being rather rare, Islamic banking should be considered 

as an experiment that has yet to prove itself. 

 

Muslims in non-Muslim countries, who are 

even otherwise disadvantaged by being minorities, facing 
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discrimination or even oppression in some countries, have 

to accept the Ijtihad by eminent Muslim scholars as cited 

above and get their credit needs from institutions, invest 

their surplus funds and prosper, with a clear conscience 

and without a sense of guilt. 

 

The Doctrine of Zarurah 

 

In the alternative they may follow the medieval 

interpretations, none of which deal with institutional 

financing and remain content with their poverty and 

misery.  They can however take cover under the 

doctrine of Zarurah, provided by the Shari’ah, to give us 

relief when the other alternative is harmful or fatal for 

us, as in the case of eating prohibited food to stave off 

hunger. 

 

Dr. Najatullah Siddiqi, the Faisal Award winner 

on his work on Islamic economics, had this to say in 

the annual meeting of the Islamic Society of North 

America in September 2001: “Shari’ah is not a body of 

fixed written rules but a continuing process. Zarurah is 

also part of the Shari’ah and is a continuous and dynamic 

process. Islam has a positive attitude towards wealth, a life-

supporting thing.  Banking is a contractual relationship, 

with the legitimate consent of two parties who enter the 

contract without coercion. There are many opinions 

about Riba, which is prohibited because of fraud, 

coercion and ignorance of details, taking advantage of 

the need of the party, all relevant to independent Muslim 

countries. There are no answers to the problems of the 

modern world in old literature including banking. In 

his consultation with the orthodoxy he found them 
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ignorant of economics, cooperative law and modern 

finance. Forty years back there was not a single person in 

the world of Islam with good knowledge of Arabic, good 

English and modern subjects. The answers by Ulema leave 

much to be desired. The days of Fatwas based on past books 

are gone. Now a lifelong preparation is needed for all 

relevant subjects and a lot of assistance from others is 

necessary. No money is spent in Muslim countries on 

fundamental research. We have not yet found an 

alternative to banking with the necessary transparency, 

competitiveness and the interest of the consumer. 

 

CONCLUSION 

 

The prohibition of Riba in the Qur’an was a 

confirmation of similar orders in earlier scriptures.  

The purpose was to stop the exploitation of the poor and 

needy by rich individuals lending on exorbitant rates 

of interest with a view to usurping the possessions of the 

borrowers. 

 

The modern system of institutional financing 

from the World Bank and State Banks to specialised banks for 

industrial, agricultural, housing and other needs of the 

modern world, going down to the village cooperatives, to 

cater to the credit needs of countries, institutions and 

ordinary people were unknown at that time when in 

the Shari’ah the so-called door of Ijtihad was closed. Our 

religious orthodoxy remained unaware of the present 

developments and continued to give opinions on past 

precedents.  Problem solving was not their responsibility. 
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They could not distinguish between 

commercial profit sharing on a mutually agreed basis with 

an institution and profit and loss sharing between 

individuals, in which the loser was always the financier. 

 

The translation of the term Riba which needs a com-

prehensive definition as interest or ‘sood’ resulted in a 

situation by which Muslims deprived themselves of all 

economic progress.  Poverty resulted in illiteracy, disease 

and all the evils of backwardness. 

 

Even when scholars from prestigious Muslim 

centres of learning like al-Azhar, Deoband, Osmania and 

Nizamiah, all quoted above, gave clear and well argued 

Fatwas, the majority of our orthodoxy refused to distin-

guish between personal loans between individuals on 

exploitative terms and institutional loans regulated by 

the world’s economic system. This system enables 

individuals to make use of their savings for the mutual 

benefit of all parties, and with necessary safeguards in case 

of loss. 

 

Islamic banking could not have been thought of, 

if some individuals or families had not become fabu-

lously rich by treating the oil resources of the country 

as their own personal wealth and wanted to make more 

money from the huge surpluses accumulated by them. In a 

poor Muslim country no one has such wealth and the 

creation of bank's capital by deposits and investments is 

considered Haraam by the orthodoxy.   The huge 

unutilised capital in Islamic banks also shows that the 

bank is afraid to lend.  People also do not trust a system, 

which does not guarantee an assured predetermined share 
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in the profits for the investor.  The very low percentage of 

people investing in the PLS system in Pakistan is a proof of 

their distrust in the new system.  To be frank the so-called 

Islamic banking is a patchwork on the capitalist banking 

system, which has been made more complicated and less 

trustworthy for lack of transparency and openness.  To be 

honest we do not yet have a system as stated by Dr. 

Najatullah Siddiqi. 

 

In such a situation, the only guide to a man is 

his conscience and the rectitude and sincerity of his 

intentions. If the arguments given by eminent scholars 

who know the needs of the time do not convince anyone, 

the only course open to him is to use the Shari’ah’s 

own practical concept of Zarurah and choose the lesser 

evil. The questions he has to ask himself would be: Is this 

a personal loan or an institutional loan?  If it is a 

personal loan, the following points are clear: 

 

1) Riba is Haraam according to all schools when both 

parties are believers if they are in a Muslim country 

where the Shari’ah is in force. 
 

2) Except the Hanafi school all others consider it as 

Haraam   even if one of the parties is a non-

Muslim or the transaction is in a non-Muslim 

country.  Only Imam Abu Hanifah and Imam 

Muhammad consider it permissible if one of the 

parties is not Muslim or when the transaction is 

not in a country, which follows the Shari’ah. 
 

3) If it is an institutional loan, there is no concept of it 

in the Shari’ah, and hence no past precedents. All 
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rules of Shari’ah are about person-to-person 

loans. The translation of the term Riba as interest is 

improper. Usury is a better word but this also 

does not convey the full meaning of Riba.  One has 

therefore to ask himself the following questions. 
 

 Am I cheating or exploiting anyone?  Am I 

giving a loan to the bank? Or am I investing 

it in an institution, which would use it for the 

mutual benefit of the investor, the borrower and 

the bank: and would share the profits with me 

under a well-organised international monetary 

system? 
 

 Am I demanding doubled and quadrupled 

usurious rates from the bank? Or the law of the 

land has already determined the rates over which 

both contracting parties have no arbitrary 

control? 
 

 Am I being exploited or is my property 

being usurped?  Or is the bank enabling me to 

acquire the property I need?   

 

The Bank insists on mortgage and insurance. Is not 

mortgage a safeguard for the lender? Is not insurance a 

safeguard both for the lender and the borrower?  If so what is 

the rationality in objecting to these safeguards which are 

beneficial to both parties to the transaction? 

 

 Am I going to leave my family homeless by living in 

a rented place while the facility of owning the 
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house is available in the present system by paying 

about the same amount as instalment of a loan? 

 Am I depriving my children from university 

education by refusing to take an educational loan 

available for the purpose? 

 

 Is the financing institution providing me with a 

facility, which I do not have and cannot afford 

without a loan on easy terms, or is it depriving 

me of my possessions and property? 

 

 Should I remain jobless and be a parasite on others or 

make use of the credit facilities offered for many 

of my needs including self-employment? 

 

 Can I walk several miles every day in intense heat or 

biting cold and snow?  If not shall I remain jobless 

and make the family suffer, or buy a suitable 

transport with a loan facility available? 

 

 Can a poor country like Sudan or Afghanistan 

become self-sufficient and prosperous without an 

initial boost given by the international community in 

the shape of low-cost loans for many of its 

development needs? 

 

Honest decisions on these questions would 

perhaps enable the Muslims to choose the lesser evils if 

they are still unconvinced that institutional financing is 

a genuine anti-Riba measure. 
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CHAPTER 5 

BANKING IN ISLAM GENESIS AND 

DEVELOPMENT FROM HISTORICAL 

PERSPECTIVE 
 

Dilshad Ara 

Department of Islamic History and Culture, 

Rajshahi University, Rajshahi, Bangladesh 
 

 

Introduction 
 

Islam is a religion, which provides answers to all 

questions of human life including economic issues. ‘Islam gives 

us a comprehensive guidance in economic matters such as 

prohibition of interest, compulsory levy of Zakah, freedom of 

work and enterprise, concern for the poor, distinction 

between Halaal (permissible) and Haraam (prohibited) in 

income, consumption, production and so on.’132 The 

fundamental sources of Islam are the Holy Qur’an and the 

Sunnah (teaching and traditions) of the Holy Prophet 

(SAWS), which provide guidelines and legal 

prescription for a banking system. Islamic banks are 

financial institutions that operate with the objective of 

implementing and materializing the economic and financial 

principles of Islam in the banking arena.  Islamic banking is 

an inseparable part of Islamic economy as well as Islamic 

value system.  Islamic economics is as old as Islamic 

civilization, while Islamic banking is a new phenomenon.  

Islamic banking in the modem context came into being in the 

early 1970s, when research institutes focusing on Islamic 

                                                 
132.   Hunan, Shah Abdul, "Objectives and Characteristics Features of Islamic   

Economy", Dhaka, Bangladesh Islamic Bankers Association, Reading in 

Islamic Banking, 1984, p. II-1. 
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economics and finance began to spread throughout the 

Muslim world. In 1974 the Organization of Islamic 

Conference (OIC) summit in Lahore voted for creating the 

inter-government Islamic Development Bank (IDB).  This 

became the cornerstone of a new banking system inspired by 

religious principles. 

 
OIC defines an Islamic bank as 'a financial institute 

whose statutes, rules and procedures expressly state its 
commitment to the principles of Islamic Shari’ah and to the 
banning of receipt and payment of interest on any of its 
operation'. Islamic banks mobilize funds on a profit sharing 
basis.  Investment accounts holders agree to bear the business 
risk associated with investing their funds. 

 
Islamic banks invest their funds on the basis of 

Musharakah (partnership), or Mudarabah (profit-sharing) or 
any other Shari’ah approved mode. The four well-known 
schools of Islamic jurisprudence namely Hanafi, Maliki, Shafi’i 
and Hanbali have argued in favour of Musharakah, 
Mudarabah and Qardh al-Hassan for investment and 
business. 

 
Many researchers have conducted a lot of research on 

different aspects of Islamic banking but there is hardly any 
historical study on the origin and development of Islamic 
banking.  With this view in mind this researcher has tried 
to provide a clear picture of the emergence, evolution and 
chronological development of Islamic banking purely 
from historical perspective. Necessary research material, 
information and documents through visiting different 
libraries and Islamic research centres of the country, and also 
from the Training Institute of Islamic Bank, Bangladesh has been 
collected. 
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Genesis and Historical Development 
 
In Muslim communities, limited banking activity, such as 

acceptance of deposits, goes back to the time when the Holy 
Prophet (SAWS) was still alive. At that time, people deposited 
money with the Holy Prophet (SAWS) or with Khalifah Abu Bakr 
Siddiq (RA), the First Caliph of Islam.  Since then credit 
societies and charitable trusts that lend money to deserving 
citizens on an interest free basis have existed throughout the 
Muslim world.  Usury (interest), gambling, fraud and 
coercion are prohibited, and mutual agreement of parties 
concerned in business contracts enjoined in the Qur’an 
itself.133 

Prophet Muhammad (SAWS) introduced the 
system of Bait al-maal3

134 (Public Exchequer) for collection 
and disbursement of revenues among the displaced 
Mohajirs and needy Ansaar. ‘The bait-ul-Maal’ came to 
be identified as a trust of Muslims and Caliph was its trustee.  
He was accountable for each penny spent from it.135 
Whatever, came as Zakah, Ghanimah, Jiziah and Kharaj 
were distributed then and there by the Prophet (SAWS). 
The non-Muslims were also allowed to get financial assistance 
from Bait-ul-Maal136.  The pious Caliphs also followed 

                                                 
133.  Siddiqi, Muhammad Najatullah, Partnership and Profit Sharing in Islamic 

Law, Leicester, UK, the Islamic Foundation, 1985, p. 11 

134. The Bait al-Maal means treasury especially that of the state and is applied not 

only to the actual building in which the financial business of the state is 

transacted but also in a figurative sense to the national exchequer. See 

Encyclopaedia of Islam, 1998, pp. 598-599. The distribution of the Khums 

etc. by the Prophet (SAWS) has been rightly considered to be origin of the 

concept and term. See Dr. S. Moin ul Haq, Muhammad (SAWS), His Life and 

Times, Karachi, 1997, pp. 442-446, - Ed. 
135.   Khan Muhammad Akram, Economic Teachings of Prophet Muhammad: A 

Selected Anthology of Hadith Literature on Economics, Islamabad, 

International Institute of Islamic Economics and Institute of Policy Studies, 

1989, pp. 172-173. 
136.  Imamuddin, S.M., ‘A Historical Background of Modern Islamic Banking’, in 

Md. Sharif Rushdi (Eds.), Thoughts on Islamic Banking, Dhaka, Islamic 

Economics Research Bureau, 1982, p. 175. 
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the path of the Holy Prophet (SAWS).  Khalifah Abu Bakr 
Siddiq (RA) distributed ten Dirhams to everyone in the 
first year and twenty Dirhams to everyone in the second 
year of his Khilafat (13-14 H/632-634 A.D.) 

 
Khalifah 'Umar Farooq (RA), the second Caliph of 

Islam (13-14 H/632-634 A.D.), did census of the Muslims 
and established a Diwaan to keep the records of the 
recipients of pensions and to deal with the social welfare of the 
people of the expanding Islamic state.  His proposal for 
establishment of a permanent treasury at Madinah and 
its branches in all the provinces was approved by the 
Majlis al-Shura in about 15 H/636-637 A.D.  The head of 
the provincial Bait-ul-Maal was the Amir and that of the 
centre the Caliph himself. The main sources of revenue 
were Zakah, Ghanimah, Sadaqah, Jiziah, 'Usher and Kharaj, 
taxes on mines, Khums and al-Fay (income from state 
lands).  The income from Zakah paid by the Muslims formed 
the part of revenue resources of Bait al-Maal and was 
spent on the needy and indigent Muslims, collectors of 
Zakah, the emancipation of slaves, military enterprises, 
debtors, and prisoners etc.  This ideal tax, which is levied on 
unused resources, discourages the accumulation of 
wealth and ensures its investment for productive and 
beneficial purposes.  Ghanimah is the wealth obtained 
during the wars, one-fifth of which was deposited in the 
Bait al-Maal while 4/5th was distributed among the 
combatants. The Jiziah being a tax in lieu of military 
duty (an option given to non-Muslims) was collected 
from able and earning adult members of the Dhimmis 
only when the Muslims were sure of giving protection 
to the life and property of the prospective non-Muslims.  
The Kharaj was the annual levy paid by the conquered 
countries to the Muslims and also the land revenue.  The 
income from earliest al-Fay land was spent for the 
Prophet’s (SAWS) relatives, the orphans, the indigents, the 
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beggars and for the general welfare of the Muslims 
community.137 

 
The Public treasury of Bait al-Maal also played the 

role of an agricultural credit bank and also a commercial 
bank from the early days of the Umayyad.  Hajjaaj b. Yusuf 
(d. 73 H/714 A.D.), the great economist, according to the 
Muslim geographer Ibn Khurdaadbih (d. 229-33 H/844-
884 A.D.), had lent to the peasants two million Dirhams 
from the Bait al-Maal without interests.138 

 
During the time of Abu Musa- al-Ash'ari, the 

governor of Kufah, 'Ubaidullah ibn 'Umar borrowed 
money from the Bait al-Maal of Basra, bought goods and 
sold in Hijjaz and paid to the Bait al-Maal of Hijjaz at 
Madinah what he owed to that at Basra. This type of 
loan is called Mudarabah.  In these arrangements people 
with surplus money entrust their funds to those who 
have the skills and experience for utilizing it for 
productive purposes. The amount of return on the fund 
invested in Mudarabah is not pre-determined or fixed. 
The amount of profit (or loss) depends on the 
operational result of the economic activity undertaken. 
Profits to be distributed between the provider of funds and 
the businessman in any agreed proportion.139 Any loss 
resulting from an unsuccessful business venture is 
borne exclusively by the investor(s) the borrower is in no 
way liable for a loss of this nature, loosing only his 
expended time and effort.140 

 
Money lending through Mudarabah was an 

institution in pre-Islamic period as well and Islam 

                                                 
137.  Ibid., pp. 176-177. 
138.  Ibid., p. 177. 
139.  Zaidi,, Nawazish Ali, Eliminating Interest from 'Banks in Pakistan, Karachi, Pakistan, 

Royal Bank Company, 1987, p. 178. 
140.  Udovitch, Abraham L., Partnership and Profit in Medieval Islam, New Jersey, Princeton 

University Press, 1970, p. 180. 
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confirmed it.  It was in existence in Babylon and several 
other countries in the olden times. It was also 
prevalent in Arabia long before the advent of Islam.  The 
Holy Prophet (SAWS) allowed this practice and his 
Companions followed it. The Holy Prophet (SAWS) was 
involved in Mudarabah contract with Khadijah (RA), 
Khalifah 'Umar (RA), Khalifah 'Uthman (RA) and Abu Musa 
Ash’ari (RA) were also involved in Mudarabah contracts.   
'Aisha (RA) and 'Abdullah b. 'Umar (RA) used to invest 
orphans' money and other money left in their safekeeping in 
Mudarabah.141 Imam Sarakhsi states: “On the authority of 
Qasim bin Muhammad who said, ‘we had some money 
(as deposit), in the hands of 'Aisha (RA).  She used to 
invest to on Mudarabah. Allah blessed us and gave profit 
through her effort.’”142 Now Shirkah and Mudarabah are 
the most popular techniques of financing among Islamic 
banks and about two-thirds of the financial operations of 
some Islamic banks belong to these categories.  On 
the basis of the above discussion it can safely be said that 
though Islamic banking is relatively a new phenomenon, 
but its foundation is fourteen hundred years back.  

 
The history of Islamic banking could be divided 

into two parts. First, when it was an idea; second, 
when it became a reality. 
 

Islamic Banking as an Idea 
 

Islamic banking is a very recent origin.  The 
earliest references to the reorganization of banking on the 
basis of profit sharing rather than interest are found in 
Anwar Qureshi (1946), Naiem Siddiqi (1948) and Mohamud 
Ahmed (1952) in the late forties followed by a more 
elaborate exposition by Maududi in 1950s.143 

                                                 
141. Imam al-Sarakhsi Al-Mabsut, cat al-Sa'adah, Mesir, 1324H, vol. 22, p. 18. 
142. Ibid., pp. 18-19. 
143.  Siddiqi, M.N., Muslim Economic Thinking: A Survey of our Contemporary Literature, 

U.K., Islamic Foundation, 1980. 
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Muhammad Hamidullah’s 1944, 1955, 1957 and 1962 
writings too should be included in this category. 
They have all recognized the need for commercial banks 
and the evil of interest in those enterprises, and have proposed 
a banking system totally free from interest. 

 

In the next two decades interest-free banking 
attracted more attention, partly because of the political 
interest it created in Pakistan, Saudi Arabia, Iran, Sudan 
and in other Muslim countries and partly because of the 
emergence of new generation of Muslim economists. 
Works specially devoted to this subject began to appear 
in this period. The first such work is that of Muhammad 
Uzair (1955). Another set of works emerged in the late 
sixties and early seventies. Abdullah al-Arabi (1967), 
Najatullah Siddiqi (1961, 1969), al-Najjar (1971) and Baagir al-
Sadr (1961, 1974) were the main contributors.144 

 

Early seventies saw their institutional 
involvement. Conference of the Finance Ministers of 
the Islamic Countries held in Karachi in 1970, the 
Egyptian study in 1972, First International Conference on 
Islamic Economics in Makkah in 1976, International 
Economic Conference in London in 1977, the Islamic Foreign 
Ministers' Conference in Dakar, Senegal in 1978 were 
the result of such involvement.  Again the Islamic 
Foreign Ministers' Conference was held in Islamabad, 
Pakistan in 1980.  At the Third Islamic Summit Conference held 
at Makkah and Ta'if in January 1981, the then president of 
Bangladesh made the following suggestions in his 
speech: 

 
“'The Islamic countries should develop a separate 
banking system of their own in order to facilitate 
their trade and commerce. Both in the public and 
private sector; the Islamic countries would promote joint 

                                                 
144.  Ibid. 
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ventures and financial institutions, which could 
profitably use the Islamic investments. We (the 
Islamic countries) should promote an Islamic 
Development Authority or Corporation, which could 
function primarily on a commercial basis. The 
activities of the Islamic Development Bank should be 
expanded considerably not only in terms of project 
financing but also in the field of research and 
consulting services.”145 

 
The involvement of institutions and 

governments led to the application of theory into 
practice. 

 
The subject matter of writings and conferences in 

the eighties have changed from the concepts and 
possibilities of interest-free banking to the evaluation of 
their performance and their impact on the rest of the 
economy and the world. Conference on Islamic Baking: 
Its Impact on World Financial and Commercial Practices 
held in London in September 1984, Workshop on Industrial 
Financing Activities of Islamic Banks held in Vienna in 
June 1986, International Conference on Islamic Banking 
held in Tehran in June 1986, International Conference on 
Islamic Baking and Finances Current Issues and Future 
Prospects held in Washington, D.C. in September 1986, 
Islamic Banking Conference held in Geneva in October 
1986, Conference 'Into the 1990s with Islamic Banking' 
held in London in 1988, Seminar on Islamic Banking and 
Insurance held in Dhaka in October 1989 and the 
Workshop on the Elimination of Riba from the economy 
held in Islamabad in April 1992 belong to this category. 
Several articles, books and Ph.D. theses have been written on 
Islamic Banking during the period. 

                                                 
145.  Haq, M. Aziz-ul Islamic Banking in Bangladesh, Manpower Development 

and Establishment of a Regional Training and Research Institute", in Mohammad Sharif 

Hussain et al., (Eds.), Islamic Banking and Insurance, Dhaka, Islami Bank 
Bangladesh Limited, August 1990, p. 37. 
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Islamic Banking a Reality 
 

In order to bring about a Riba-free economy, its 
banking system has to be Riba-free, its business 
enterprises have to be financed by equity capital and its 
investments have to be on a profit and loss sharing basis.  The 
first attempt to establish Riba-free banking system was 
made in Pakistan during 1950's as a pilot scheme, but 
unfortunately it did not succeed.  Most of the scholars and 
researchers are of the opinion that the first Islamic bank 
in the modern context was Mit Ghamr Savings Bank. It was 
also an experimental project offering interest free 
banking in Egypt. It was established in July 1963.  The 
bank was very popular initially and led to the opening of 
four new branches by 1967.  In the same year, eight new 
small-scale ‘interest-free’ savings banks were established.  
But they were publicly not Islamic for fear of offending 
the political authorities. These savings banks did not pay 
interest to the depositors as well as charge interest on 
their borrowers. These banks had been lending money to the 
businessmen on the basis of profit and loss sharing. All 
these banks were closed down in 1971 due to adverse 
political climate prevailing in Egypt during that period. 
Thus the first attempt to continue interest-free Islamic 
banking could not succeed due to political pressure.  While 
Nasser's Social Bank established in Egypt in 1972, has 
been in existence till date.  The bank did not disclose its 
identity as an Islamic bank for a long period.  Its objectives are 
more social than commercial. 

 
Islamic scholars are of the opinion that the concept 

of an ‘Islamic Bank’ came into being from the Islamic 
Summit in Lahore, Pakistan in 1971, which recommended 
the creation of an Islamic Development Bank. The issue 
was seriously considered at the Islamic Conference of 
Foreign Ministers of OIC countries in Jeddah in 1973. 
This was followed by another Islamic Conference in 1974, 



Riba, Modern and Islamic Banking: A Critique 

 

 

250 

the deliberations of which led to the establishment of the 
Islamic Development Bank (1DB) in 1975 with its head 
office in Jeddah.  It is an international financial institution. The 
purpose of the Bank is to foster economic development and 
social progress of its member countries and Muslim 
communities individually as well as jointly in accordance 
with the principles of Shari'ah i.e., Islamic Law.  The bank is 
providing technical assistance to member countries, extending 
training facilities for personnel, and undertaking research 
for enabling the economic, financial and banking activities in 
the Muslims countries to conform to the Shari’ah.  IDB has 
already promoted a number of Islamic banks among the 
member countries and participated in their share capital 
and management.  The present membership of the 
Bank consists of 55 countries. 

 
The establishment of IDB accelerated the Islamic 

banking movement.  In the late 1970s several Islamic 
banks were established in the Middle East such as the 
Dubai Islamic Bank in 1975, the Faisal Islamic Bank in 
Sudan and in Egypt in 1977. The Kuwait Finance House and 
Islamic Investment Co. of the Gulf were also 
established in the same year.  The Bahrain Islamic Bank, 
the Sepah Islamic Bank of Iran, the Islamic Investment 
Company Ltd., in Emirates, and the Jordan Islamic Bank for 
Fiancè and Investment, all opened in 1979.  In 1980s a 
good number of Islamic banks and financial institutions 
were set up. The International Bank for Investment and 
Development in Egypt; Bank Misr - Islamic branches in 
Egypt; Islamic Investment Co., Bahrain; Arab Banking 
Corporation (‘ABC’), Bahrain, Islamic Finance House Co., 
Jordan; banker's Equity Ltd., Pakistan; Pakistan House 
Building Fiancé Corporation, Islamized Investment 
Corporation of Pakistan, Islamized, and Islamic 
Mudarabah Companies all established in 1980.  In 1982, 
Malaysian Islamic Bank; Saudi Islamic Bank in Saudi 
Arabia, Islamic Investment House in Jordan, and 
Investment House in Kuwait were established.  In 1983 
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Faisal Islamic Bank, Bahrain; Qatar Islamic bank; Islamic 
Investment Co., Qatar; Islamic Bank for Western Sudan; 
Islamic Corporation Development Bank, Sudan; Saudi 
Tunisian Finance House; and Sudanese Islamic Bank, 
Sudan were established.  Arab-Gambian Islamic Bank Ltd. 
is a Gambian Bank, which commenced operations in 
January, 1997 to carry on banking business in accordance with 
Islamic Shari’ah. 

 
In 1984 Al-Baraka Investment and Development Co., 

Saudi Arabia; Al-Baraka Islamic Bank, Sudan; A1-Baraka 
Islamic Bank, Bahrain; Faisal Islamic Bank, Guinea; Faisal Islamic 
Bank, Niger; Islamic Investment Co., Niger; Tadamon 
Islamic Bank, Sudan; Islamic Investment Co. Sudan; and 
Faisal Islamic Bank, Senegal were established. Al-Baraka 
Islamic Bank, Mauritania; Faisal Finance Institution, 
Turkey; and AI-Baraka Turkish Finance House were 
established in 1985., Saudi-Egyptian Finance Bank, Egypt; and 
National Islamic Bank, Jordan were set up in 1988.  Turkish-
Kuwait Finance House, Qatar was set up in 1989. Arab Islamic 
Bank, Bahrain was established in 1990.  Citi Islamic Investment 
Bank E.C. (“CIIB”) was established in July 1996 in Bahrain. It 
is a sister organization of Citibank, Noriba Bank was 
also incorporated in the Kingdom of Bahrain on May 19, 
2002. The Bank is wholly owned by the Switzerland's UBS 
Group. 

 
The Malaysian government set up ‘Pilgrim's . 

Management Fund’ in 1962 to help prospective pilgrims 
to save and profit.  While in 1983 Malaysia passed Islamic 
Banking Act to facilitate the growth of Islamic banks and 
financial institutions.  This act is  a milestone in the 
Malaysian history for the growth of indigenous banks and 
financial institutions based on Islamic Shari’ah. Since 
then some 50-60 institutions have been established. 

 
In 1977, President Zia-ul-Haq announced his 

program for creating an interest-free economy in Pakistan.  On 
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September 9, 1977, the President of Pakistan assigned Council 
of Islamic Ideology with the task of preparing a 
blueprint for an interest free economic system.  In 
November 1977, the Council appointed a Panel of 
Economists and Bankers for compiling their 
recommendations on elimination of interest. 

 
The banker-members of the Panel were assigned 

with the job of drafting interest free commercial banking 
framework and this sub-committee completed its report 
on January 02, 1978. The panel presented its final report to 
the Council of Islamic Ideology in February 1980 and 
with some modifications and substitutions the council 
adopted this report on June 15, 1980. In June 1980, the 
Zakah and ‘Usher systems of Pakistan were instituted 
while article 38 of the revised Pakistan constitution said 
that the “state shall eliminate Riba (interest) as early as 
possible.” 

 
From January 01, 1981 all the branches of 

nationalized banks (about 7000) of Pakistan started 
accepting deposits on the basis of profit and loss sharing 
(PLS).   This operational phase was voluntary, as people 
were free to deposit their fund either on the new basis of 
profit and loss sharing or to continue on the old basis of 
interest.146  The response from the public was very good.  
The Pakistan Supreme Court has given a clear decision 
in Ramadan 1420 A.H./1999 A.D. to discard all laws that 
support interest based financial system. The court 
ordered the central government of Pakistan to bring all 
existing financial institutions in line with the Islamic 
Shari'ah.  It is a remarkable and worth mentioning decision 
towards Islamisation of financial system of a country.  
The public resounded whole-heartedly to the system and it 
has been working smoothly for the, last few years. Thus 

                                                 
146.  Presently PLS accounts offer profit only on deposit while current accounts do 

not offer any interest or loss subject to life banks' policy - Ed. 
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Pakistan became the first country to embark on a full 
Islamisation of its banking sector. Iran and the Sudan 
followed the path of Pakistan. In recent years most of the 
Muslim countries have adopted this interest-free banking 
system along with interest-based banking.  

 
Islamic banking system also appeared in the 

financial horizon of Bangladesh. Since independence, 
Bangladesh saw a new trend in banking both at home 
and abroad.  At home, some entrepreneurs were actively 
working for the introduction of Islamic banking. Two 
professional bodies ‘Islamic Economics Research Bureau’ (IREB) 
and ‘Bangladesh Islamic Bankers Association’ (BIBA) took 
practical steps for imparting training on Islamic economics and 
banking to a group of bankers and arranged some national and 
international seminars, symposia, and workshops in different 
parts of the country to disseminate the concept of 
Islamic banking and create public awareness. Their 
professional and rightly thought out activities were 
streamlined by a number of enthusiastic and pious 
businessmen in Bangladesh. The continuous and 
dedicated work of the above groups and individuals and 
active support from the Government, Islamic banks 
could be established in early eighties.  The Government of the 
People's Republic of Bangladesh allowed businessmen to establish 
private banks in the beginning of 1980s. Taking that 
opportunity a few dedicated Bangladeshi Muslims, 
some internationally important personalities, and a few 
institutional investors both at home and abroad then came 
forward to establish an Islamic Bank named Islamic Bank 
Bangladesh Ltd., (IBBL) for the first time in Bangladesh. 
In the year 1983, the bank started its operational activities. 

 
Now there are five Islamic banks in the private 

sector of Bangladesh viz.  (1) Islamic Bank Bangladesh 
Ltd. (1983), (2) Al-Baraka Bank Bangladesh Ltd. (1987), (3) 
Al-Arafa Islamic Bank Ltd. (1995), and (4) Social 
Investment Bank Ltd. (1995), (5) Shahjalal Bank Lid. 
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(2001).  Besides, Prime Bank Ltd. has opened two Islamic 
branches and Dhaka Bank Ltd. has started operation of 
an Islamic counter along with traditional banking since 
commencement of the Bank on July 5, 1995.  One foreign 
Islamic bank named Faisal Bank of Bahrain EC has 
opened a branch in Dhaka in 1998. Very recently Exim 
Bank Ltd., Jamuna Bank Lid., and Premier Bank Ltd., 
have opened some separate Islamic Banking counters 
along with traditional banking counters in some of their 
branches.  The City Bank Ltd., has also opened an Islamic 
banking counter.  These Islamic banks, Islamic branches 
and Islamic counters are not only serving the needs of 
the Muslims but also extending their operations to serve 
the non-Muslims of the country. All these banks have 
been extending credit and banking services to millions of the 
urban and rural people of the country. Among those 
banks, Islami Bank Bangladesh Ltd., AI-Arafa Islami Bank Ltd., 
and Social Investment Bank Ltd., have some special 
programmes for providing finance to the poor segment of the 
society in various income generating activities.  All the 
above mentioned banks have created a new era of 
Islamic Banking in Bangladesh having social, ethical and moral 
dimension in each of their activities ranging from credit 
to construction, trading to transport, and farming to 
fishing, manufacturing to mining and so on. These banks 
have also special programmes for development of various 
religious and social service oriented institutions. Within 
this programme, mosque, Maktab, Waqf, charitable 
organizations etc. are modernized and activated. 

 
Islamic banking operations are not limited to 

Arab soil, or Islamic countries, but are spreading 
throughout the world. Islamic banks have extended 
their service in the Western world also Islamic 
Banking System International Holding, for example, 
was established in Luxembourg in 1978.  It became the 
first Islamic institution on Western soil.  The Islamic 
Investment Company was set up in 1979 in Geneva, 
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followed by Dar al-Mal al-Islami, Switzerland and 
Bahamas in 1981.  Islamic Finance House in U.K., 
European Islamic Bank in Switzerland, Islamic Bank 
International of Denmark, Ankara Islamic Bank and 
Istanbul Islamic Bank in Turkey, Interest Free Monetary 
System in Australia, Faisal Islamic Bank, Cyprus, 
Philippine Amanah Bank, and Islamic Finance House, 
U.K. were established in 1982.  Islamic Bank 
International of Denmark was established in 1983.  Dar al 
Mal al Islami, Geneva; Islamic investment service Co., 
Geneva; and AI-Baraka International Bank, U.K. were set up in 
1984. Al-Baraka Islamic Bank, Mauritania; Faisal Finance 
Institution, Turkey; and Al-Baraka Turkish Finance House 
were established in 1985.  In the following year (1986) 
Al-Ameen Finance and Investment Co., India was set up. 
In 1988 Islamic Bank, South Africa was established.  All 
these banks were set up on the basis of Islamic Shari’ah. 
The 'collapse of the Soviet Union was an opening for a 
new frontier for the Islamic banks. AI-Baraka group now 
has its own bank in Kazakhstan by the name of Al-Baraka 
Kazakhstan Bank and this group is aiming for a new joint 
venture in Uzbekistan. Arab Islamic Bank is also setting up 
an investment bank in Albania147. Al-Baraka Bank 
started its activity first in Bahrain on February 21, 1984. 
Around the world, now there are about 25 banks and 
financial institutions working under the name of Al-Baraka. 

 
In this connection it is worth mentioning that 

western banks such as ANZ Grindlays Bank and HSBC have 
Islamic banking branches in some Middle East countries to 
serve their Muslim clients. Islamic Banking made its debut 
about quarter a century ago. At present about 200 Islamic Banks 

                                                 
147.  Haroon, Sudin, "Islamic Banking: A New Vehicle in Fostering Entrepreneurship" 

Journal of Islamic Banking and Finance, vol. 13, No. 3, July-Sept. 1996, 

Summer Issue, p. 29. 
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and Financial institutions are operating in 27 Muslim 
and 16 non-Muslim countries.148 
 
 

Conclusion 
 

Islam is a complete code of life. It has provided 
answers to all questions of human life including modern 
banking. The Holy Qur’an and the Sunnah (teaching and 
traditions) of the Holy Prophet (SAWS) provide guidelines 
and legal prescriptions for issues relating to banking in 
Islam.  As a matter of fact limited banking activity such 
as acceptance of deposits and lending without interest 
goes back to the time when the Holy Prophet (SAWS) was 
still alive. At that time, people deposited money with the 
Holy Prophet (SAWS) or with the First Caliph of Islam, 
Khalifah Abu Bakr Siddiq (RA). Since then credit societies and 
charitable trusts that lend money to deserving citizens on an 
interest-free basis have existed throughout the Muslim 
world. But history of modern Islamic banking is not 
more than fifty years. It could be divided into two 
parts. First, when it was an idea; second, when it became a 
reality - by private initiative in some countries and by 
government initiative in few other countries. 

 
Research institutes focusing on Islamic economics 

and finance began to spread throughout the Muslim world 
during fifties, sixties and the early seventies.  With the 
initiative of all these institutes a number of theoretical 
studies had been undertaken by different researchers in 
order to prescribe Shari'ah based guidelines for banking 
in modern context. The implementation of those guidelines into 
practice has been started from mid-seventies when 

                                                 
148.  Siddiqui Shahid Hasan, "Islamic Banking: True Modes of Financing" Journal 

of Islamic Banking and Finance, vol. 16, No. 4, Oct-Dec. '1999, Autumn Issue p. 

7. 
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Islamic Development Bank (IDB) was established with its 
head office in Jeddah. 

 
Recently steps have been taken towards Islamisation 

of banking and financial system in a number of Muslim 
countries in the Middle East, Africa and Asia Islamic 
banks have also been established in most of the non-
Muslim countries of the world to serve their Muslim 
population.  Even western banks such as ANZ Grindlays 
Bank, Citibank and HSBC have Islamic banking branches in 
order to serve clients in Muslim countries. Thus the 
Islamic banking industry has achieved so much in a very 
short span of time that a few can question about the 
promising future of it.  With the present climate of banking in 
the world especially in the Muslim world there is plenty of 
opportunity for Islamic banking to flourish.  But the real 
problem is that the Muslim governments have 
unfortunately used Islam so far only as a slogan, failing 
to realize the positive contribution it can make towards 
the betterment of their societies and economies. 
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CHAPTER – 6 
 

SHARJAH ISLAMIC BANK: OPERATION 

OF ISLAMIC BANKING 

 

Dr. Farrukh Kidwai,  

Vice-President Quality and Processing Engineering,  

Sharjah Islamic Bank 
 

 

1. When and where was the first Islamic Bank 

established? 

 

 Dubai Islamic Bank was founded in 1975 in Dubai 

Emirate. 

 

2. How does Islamic Banking differ from conventional 

banking? 

 

 Conventional banking deals with usury (interest) in 

lending and borrowing, and all its products are simply 

loan with interest, whilst Islamic banking follows the 

rules and provisions of the Islamic Shari’ah which 

prohibits usury, however, Islamic investment based on 

taking risk and all Islamic baking’s products are 

investment such as Mudarabah (two parties, one 

provides the capital and the other manages the 

business), Musharakah (partnership), Wakala  

(Agency), Murabahah Sale (buying & selling with fixed 

profit), Ijarah  (leasing) … etc. 
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3. What are the various types of transactions conducted 

by Islamic Banks to meet the credit needs of the 

customers? 

 

 Islamic banking realizes the customers need in all life 

or business requirements like Ijarah to get an 

apartment, or Murabahah to get a vehicle or furniture 

and Mudarabah to establish business in a specific field 

… etc.  

    

4. Are Islamic Banks profitable? Do they earn enough 

profit to sustain their banking activities as compared to 

the conventional banks?  

 Basically Islamic banks are public joint stock 

companies, and the main objectives of their 

shareholders is investing their fund in a permitted 

Islamic activities and earn profit against taking risk in 

the investment. However, Islamic banks achieve a 

noticeable growth in assets and profit, which 

encourages conventional banks to inaugurate Islamic 

windows to extend Islamic products.  

  

5. Are you able to apply the Shari’ah Rules in your 

banking operations? Have you made any modifications 

in the Shari’ah Rules to suit your banking operations or 

to meet the exigencies of the situation? 

 

 Shari’ah rules & provisions are fully applied in all types 

of transactions & operations in the bank, however, 

some cases are referred to Shari’ah Supervisory Board 

on case-by-case basis and Shari’ah Board finds Shari’ah 

solutions to those critical situations. 
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6. When did your bank start Islamic Banking operation? 

Have its profits and assets increased or decreased since 

then? 

 

 Sharjah Islamic Bank (SIB) has started Islamic Banking 

since 01/01/2002 and since then SIB witnessed an 

outstanding & notable increasing in profit & growth 

rate. 

 

7. Are the Islamic Banks competitive with the 

conventional banks? 

 

 Islamic banks are competitive with the conventional 

banks & have taken a massive portion of the retail & 

corporate market; thus, opening of Islamic windows in 

the conventional banks is evidential for this fact. 

 

8. Have Islamic Banks attracted non-Muslim customers as 

well? 

 

 Yes they have. 
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CHAPTER – 7 
 

ISLAMIC BANKING AND FINANCE 

IN THEORY AND PRACTICE: 
 

The Experience of Malaysia and Bahrain 

Abdus Samad, Norman D. Gardner, and Bradley J. 

Cook
149

 

 

 

Abstract 
 

This paper’s primary objective is to identify the 

relative importance of various Islamic financial products, 

in theory and in practice, by examining the financing 

records of the Bank Islam Malaysia (Berhad) and the 

Bahrain Islamic Bank. Currently, seven available Islamic 

financing products are considered viable alternatives to 

interest-based conventional contracts: Mudarabah (trust 

financing), Musharakah (equity financing), Ijarah (lease 

financing), Murabahah (trade financing), Qardh al-Hasan 

(welfare loan), bay' bi al-thaman al-aajil (deferred payment 

financing), and Istisna’ (progressive payments). Among 

these financial products, Mudarabah and Musharakah are 

the most distinct. Their unique characteristics (at least in 

theory) make Islamic banks and Islamic financing viable 

alternatives to the conventional interest-based financial 

system. 

                                                 
149.   Abdus Samad, Ph.D., is an assistant professor in the Department of Finance and 

Economics, Utah Valley State College, Orem, Utah. Norman D. Gardner, Ph.D., is a 

professor in the Department of Finance and Economics, Utah Valley State 

College, Orem Utah. Bradley J. Cook, Ph.D., is vice president of Academic 

Affairs, Utah Valley State College, Orem, Utah.   
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The question before us is to determine the extent 

of Mudarabah and Musharakah in Islamic financing in 

practice. The data are as follows: the average Mudarabah is 

5% of total financing, and the average Musharakah is less 

than 3%. The combined average of Mudarabah and 

Musharakah for the two Islamic banks is less than 4% of 

the total finance and advances. The average Qardh al 

Hasan is about 4%, while Istisna’ does not yet exist in practice. 

Murabahah is the most popular and dominates all other modes 

of Islamic financing. The average use of Murabahah is over 

54%. When the bay' bi al-thaman al-aajil is added to the 

Murabahah, the percentage of total financing is shown to be 

82.68%. This paper also explores some possible reasons why 

these two Islamic banks appear to prefer Murabahah to 

Mudarabah and Musharakah. 

 

Introduction 
 

Islamic banking and finance are emerging as 

viable alternatives to conventional interest-based 

banking and financing. According to the General 

Council for Islamic Banks and Financial Institutions, 

there are currently 275 institutions worldwide that follow 

Islamic banking and financing principles, collectively 

managing in excess of $200 billion.  These institutions 

are spread throughout 53 countries, including Europe and 

the United States.  Twenty institutions now offer a variety 

of Islamic financial services in the United States. 

 

In most of these countries, Islamic banking 

institutions must compete with conventional interest-

based banking institutions.  Their successful operations, 
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along with the increasing number of Muslims in 

Europe and North America, have attracted western 

attention toward Islamic banking and finance.  As a 

result, an increasing number of western financial institu-

tions now offer Islamic investment products to Muslim 

investors.  In 1996, for example, Citi Islamic Investment 

Bank, a wholly owned subsidiary of Citi Corp., opened 

in Bahrain; Chase Manhattan has an Islamic ‘window’ in 

Frankfurt, Germany; and several multinational 

corporations, among them IBM and General Motors, 

have raised funds through an American based Islamic 

leasing fund at the United Bank of Kuwait. 

 

Due to the growing interest in Islamic banking in the 

West, a closer look at the Islamic bank's operations and 

characteristic features is warranted. This is the primary 

focus of this study. 

 

Islamic banking in Malaysia differs in several 

ways, and for various reasons, from Islamic banking in the 

Gulf and the rest of the world.  A comparison of Islamic 

banking in Malaysia and Bahrain, therefore, is valuable 

for two reasons: First, Bahrain's Islamic banking system 

is representative of the best practices of Islamic banks in 

general, and second, Bahrain and Malaysia are currently 

vying for recognition as the capital or hub of Islamic 

banking worldwide. 

 

Islamic banking, which became established in the 

1970s, currently consists of a variety of financial 

instruments or products. These include Mudarabah (trust 

financing), Musharakah (equity financing), Ijarah (lease 

financing), Murabahah (trade financing), Qardh al-Hasan 
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(welfare loan) and Istisna’ (progressive payments).  The 

relative significance of products in the Islamic banking 

system has yet to be studied.  An additional objective 

of this paper is to determine the extent to which the 

Islamic banks currently utilize these products.  This 

information was important to all participants in the 

Islamic banking and financing systems. 

 

Review of the Literature 

 

The extent of past scholarly research on modern 

Islamic banking financing include studies by Siddiqi1, 

Khan2, Mannan3, Iqbal Mirakhor4, Ahmad5, Zineldin6, 

Saeed7, Al-Omar and Abdul-Haq8 and M. Kahf9. These 

authors discuss the institutional issues, including Arabic 

concepts and principles of finance that are subject to 

interpretation.  Ashker10, Wilson11 and Kazarian12 

provide financial comparisons that are useful in 

understanding the Islamic financial system.  Maniam, 

Bexley and James13 analyze the perception of Islamic 

financing in the United States and also discuss the 

problems of applying Islamic financing tools.  Bacha14 

attributes the low growth of Mudarabah financing by 

Islamic banks to agency problem. 

 

Although few empirical studies are available, 

Akkas15
 compares Islamic banking with conventional 

banking in Bangladesh, and Kazarian16 compares it with 

conventional banking in Egypt.  Samad17 and Samad and 

Hassan18 compare the Bank Islam Malaysia (Berhad)'s 

performance with various conventional Malaysian banks. 

De-Belder and Hassan19 as well as Hamwi Aylward20, 

address some aspects of Islamic financing and its relative 
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success.  Samad21 compares the performance of interest-

free Islamic banks to that of interest-based conventional 

banks with respect to profitability, liquidity ratio and credit 

risk. 

 

The paper finds no major differences with regard 

to liquidity risk and profitability. However, a significant 

difference was observed in credit performance. This 

study will contribute to the existing literature on 

Islamic banking by providing data on the extent to 

which the various modes of Islamic financing are 

actually being utilized. 

 

Overview of Islamic Finance and Banking 
 

Principles of Islamic Banking   

 

Islamic economics and financial institutions are 

guided by the Shari’ah, the precepts of which are founded 

upon the Qur’an, the Sunnah [the practices and sayings of 

Prophet Muhammad (SAWS)], and Fiqh (jurisprudence, the 

opinion of Muslim legal scholars). According to the Shari’ah, 

Islamic financial institutions and modes of financing are 

based strictly on the following principles: 

 

 Transactions must be free of interest (Riba). 

 Goods and services that are illegal (Haraam) from 

the Islamic point of view cannot be produced or 

consumed. 

 Activities or transactions involving speculation 

(Gharaar) must be avoided. 

 Zakaah (the compulsory Islamic tax) must be paid. 
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Following is a discussion of these four principles, 

which make the Islamic banking and financing system 

unique. 

 

Interest (Riba): 

 

Qur’an (Al-Baqarah; 2:185) explicitly prohibits Riba 

and permits trade, but does not state clearly whether it is to 

be understood as interest or as usury.  This lack of clarity 

has led to controversy among Muslim scholars in the past. 

However, there seems to be a general consensus that Riba 

includes all forms of interest, that is, any amount 

charged over and above the principal. 

 

The Islamic financial system bans interest in all 

transactions.  Thus, the payment or receipt of interest, which 

is the cornerstone of modem conventional banking, is 

explicitly prohibited in Islamic banking.  Financial instru-

ments and products that deal with interest are also 

prohibited.  In other words, the prohibition of paying or 

receiving interest is the nucleus of Islamic banking and its 

financial instruments. 

 

However, it should be stated that an Islamic financial 

system does not simply mean the avoidance of interest.  An 

Islamic financial system or institution is much more than 

that, for it ‘is supported by other principles of Islamic 

doctrine advocating risk sharing, individuals’ rights and 

duties, and the sanctity of contracts’.22  By banning interest, 

Islam seeks to establish a just and fair society (Al-Baqarah; 

2:239). 
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The return of a predetermined amount of fixed 

income by the lender, irrespective of the outcome of the 

borrower's venture, is considered unjust.  Fairness and 

justice demand that the owner (supplier) of capital 

has the right to be rewarded, but that this reward must 

be commensurate with the degree of risk associated 

with the project for which funds are supplied.  Hence, 

what is forbidden is the predetermined fixed charge in 

financing loan, an investment, or a commodity 

exchange. 

 

But there is more to the Islamic banking or 

financial system than just interest-free financing.  For 

example, one must consider such factors: Gharaar, 

Haraam, Zakaah, and Qardh al-Hassan, all of which are 

explained below. 

 

Speculation (Gharar):   

 

Islam prohibits all games of chance and gambling: 

“They will ask about intoxicants and games of chance. Say: ‘In 

both there are great evil as well as some benefit for man, 

but the evil which they cause is greater than the benefit 

which they bring.’” (Al-Baqarah; 2:219) 

 

In Qur’an (Al-Maedah; 5:90), games of chance and 

gambling are prohibited because they cause enmity and 

hatred and also involve consuming property (Bay’ al-

batil), which is a kind of oppression. 

 

The question is whether Gharar, which involves 

uncertainty or speculation, is Halaal (permitted) in business.  

According to Ibn Tymiyah, if the transaction contains Gharaar 
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and devours the property of others, it is equivalent to 

Gharaar gambling and, as such, Haraam (forbidden).  

Pointing to the phrase devours the property of others, 

Kamili23 opines that speculative risk-taking in commerce 

which involves the investment of assets, skill, and labour, is 

not similar to gambling.  In business, participants engage 

in transactions designed to maximize profit through 

trading, not through any dishonest appropriation of other 

people’s property. Similarly, according to El-Ashkar, 

speculation in business is not the result of turning over a card 

or throwing the dice, but rather is: 

 

... the practice of (a) using available information to (b) 

anticipate future price movements of securities so that (c) 

[the] action of buying and selling securities may be taken 

with a view to (d) buying and selling securities in order to 

(e) realize capital gains and/or maximize the capitalized 

value of security-holdings.24 

 

Islam allows risk-taking in business transact-

tions, but prohibits gambling.  Maniam, Bexley, and 

James comment: 

 

“The main idea is that investors should spend their effort 

searching for projects that are sound, that adhere to the 

Shari’ah, and share in the success or failure of that 

project.”25 

 

Investing/Trading in Haraam Goods: 

 

 Investing in production and consumption is 

guided by a strict Islamic ethical code.  Muslims are not 

permitted to invest in any production, distribution, and 

consumption enterprises involving alcohol, tobacco, 



Riba, Modern and Islamic Banking: A Critique 

 

 

270 

pork, pornography, gambling, illegal drugs, and other 

harmful products, even though these enterprises may be 

profitable.  In addition, Islam does not permit Muslims 

to invest in activities that are considered harmful for the 

individual or society.  Thus, the scope of investment 

opportunities by Islamic banks is somewhat restricted 

when compared with the scope of financing open to 

conventional banks. 

 

Zakaah: 

 

Zakaah is a compulsory religious tax payable to 

the poor by those who have acquired a certain amount 

of wealth (Nisaab).  Each Islamic bank must establish a 

Zakaah fund and pay this tax if the level of its earned 

profits reaches the level of Nisaab. Paying Zakaah does 

not exclude Islamic banks from paying any business-

related income taxes. Thus, Islamic banks face a dual 

constraint: the payment of a religious tax (Zakaah) as 

well as a regular business income tax. 

 

Products of Islamic Banks and Their Key Elements 

 

The prohibition of interest has led Islamic banks 

to create various Islamic financial instruments as 

alternatives to conventional financing methods.  Based 

on the nature of the contracts, these Islamic financial 

products may be classified into two broad categories: 

equity-type contracts and mark-up price (debt) type 

contracts. 

 

 

 



Riba, Modern and Islamic Banking: A Critique 

 

 

271 

Equity-type Contracts:  

 

Mudharabah (trust financing) and Musharakah 

(partnership), based on the profit-and-loss sharing (PLS) 

principle, are the only two products that fall into equity-

type contracts.26  

 

Mudharabah : Under a Mudarabah contract, the two 

parties - the supplier of capital (Rabb-ul-Maal) and the 

entrepreneur (trustee of the venture) - share the profits 

according to an agreed-upon PLS ratio. It may be 70:30 

or 80:20, depending upon the agreement. 

 

The first key element of a Mudarabah contract is 

that the lender is not guaranteed a specific return. There 

also is no fixed annual payment. This is in direct contrast to 

conventional interest-based lending/financing in which a 

loan is not contingent upon the profit or loss outcome of the 

enterprise and is normally secured by collateral. Thus, 

any losses must be borne by the debtor and not the 

lender. 

 

The second key element concerns losses that may 

arise from the business venture. According to Maniam, 

Bexley, and James: 

 

The financier or investor is not liable for losses beyond the capital 

he has contributed, and the entrepreneur or trustee does not 

share in financial losses except for the loss of his time and 

efforts.27 

 

According to the Shari’ah, the supplier of capital 

bears the financial loss, not the trustee (Mudharib) who runs 
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the business. The third key element is that a financier (i.e., 

the Islamic bank) has no control over how the entrepreneur 

or trustee manages the business venture. 

 

Partnership (Musharakah):  

 
A Musharakah undertaking is a partnership contract 

between two or more parties, each of which contributes 

investment capital.  In a conventional sense, it is a joint 

business contract. 

 

The first element of a Musharakah contract is that all 

parties contribute capital investment and that profit are 

shared by a prearranged amount that may or may not be in 

proportion to their invested capital. The second element is 

that the parties share and control and manage the investment.  

Thus, the Islamic bank has the right to examine the 

enterprise's books and supervise its management.  The 

third element is that liability is unlimited. "Therefore," write 

Maniam, Bexley, and James, "each partner is fully liable for 

the actions and commitments of the other in financial 

matters.28  

 

Given the above factors, both Mudharabah and 

Musharakah have elements of equity financing. The 

Islamic bank, as a supplier of funds, undertakes joint 

ventures with individual customers.  Such a relationship is 

prohibited in the conventional banking system. 

 

Mark-up Price (debt-type contracts):  

 

The basic principle of market contracts is that the 

bank finances the purchase of assets in exchange of 
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negotiated profit margin. Two of the five instruments in 

this category are widely used. 

 

Murabahah (Cost-plus-profit margin):   

 

Murabahah (Bay' bi al-thaman al-a’jil) is a cost-plus-

profit margin contract whereby the Islamic bank purchases 

an asset on behalf of an entrepreneur and resells it to 

him/her at pre-determined price. This latter price includes 

the cost of the asset plus negotiated profit margin.  Under 

this contract, payment is made to the bank in the future 

either in a lump sum or in instalments. 

 

The key characteristic of a Murabahah contract is that 

ownership of asset remains with the bank until all of the 

payments have been made. This is a popular substitute for 

interest-based conventional trade financing.  From an 

economic point of view, Murabahah financing and interest-

based trade financing appear quite similar, except in their 

contractual features. 

 

Ijarah (Lease financing):   

 

Ijarah involves acquiring the financing needed to 

use a particular asset.  In such a contract, the Islamic bank 

purchases an asset on behalf of the entrepreneur and 

allows him/her to use it for a fixed rental payment.  In 

Ijarah bi tamlik or Ijarah wa iqtinaa’ (lease financing toward 

eventual ownership) financing, the Islamic bank buys an 

asset and leases it to the entrepreneur, who eventually opts to 

buy it at a previously agreed-upon price.  The key 

characteristic of Ijarah is that ownership of the asset 

remains with the Islamic bank or is gradually 



Riba, Modern and Islamic Banking: A Critique 

 

 

274 

transferred to the entrepreneur as the lease payments are 

made. 

 

The Islamic bank has other financial products, such as 

Bay' bi al-thaman al-a’jil (deferred payment financing) and 

Istisna' (progressive payment). These debt-like products fall 

into the category of a ‘cost-plus’ contract.  A key 

characteristic of these contracts is that ownership of the 

asset unambiguously remains with the bank until all of the 

payments have been made. 

 

Qardh al-Hassan (Benevolence Loan):  

 

Qardh al-Hassan, a unique product of the Islamic 

bank, is a zero-return loan (a negative investment).  All 

Islamic banks are urged or required to make these 

benevolent loans to needy and poor people.  There is no 

financial return on this loan, for the borrower is obligated to 

repay only the principal. 

 

We will now discuss the relative importance of these 

instruments in practice by examining the financing records 

of two Islamic banks: one in Bahrain and the other in 

Malaysia. We examine how they use the funds as they 

provide financing to their customers. 

 

Data and Methodology 
 

We have selected two Islamic banks for study: the 

Islamic Bank of Bahrain and the Bank Islam Malaysia 

(Berhad). These two banks were selected for several 

reasons: 
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 Both Bahrain and Malaysia provide relatively open 

access to bank information. 

 Both banks operate in well-developed financial 

markets and compete with conventional financial 

centres and offshore banks.30 

 Both banks operate according to the Shari’ah and 

compete with conventional banks, some of which 

also offer Islamic financial instruments to their 

customers but are not bound by the Shari’ah. 

 While the relative importance of the various Islamic 

financial products may well differ in banks operating 

in Iran and Sudan, where all businesses and banks 

must comply with the Shari’ah, the two Islamic banks 

examined here are considered more representative of 

banks that are competing with conventional banks 

throughout the rest of the Muslim world. 

 

The data for the Islamic Bank of Bahrain and the 

Bank Islam Malays (Berhad) were obtained from their 2002 

annual reports.  We have simplified calculation of the 

relative percentages of the various modes of financing used 

by them. 

 

The Uses of Funds 

 

The asset side of the balance sheets of the Bank 

Islam Malaysia (Berhad) and the Bahrain Islamic Bank, as 

presented in table 1, demonstrates the importance of the 

various Islamic financing modes.  As we can see, total 

Islamic financing and advances by the Bank Islam Malaysia 

(Berhad) is only 50.65% of the total assets.  On the other hand, 

the total Islamic financing by the Bahrain Islamic Bank is 
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78.57%.  On average, the total Islamic financing for the 

two Islamic banks was 64.61 % of assets. 

 

Table I - Allocation of Funds under Finance and 

Advances. 

 

Bank Islam Malaysia Bhd Year 

2002 
Bahrain Islamic Bank Year 2002 

Mode of 

Financing 

Malay 

Ringit 

(1000) 

% of 

Total 

Financing 

% of 

Total 

Assets 

Bahraini 

Dinars 

%of Total 

Financing 

% of 

Total 

Assets 

 Murabahah  

1,515,033 

4.66 2.49  

138,680,513 

84.16  66.12 

Mudharabah  40,306 0.66 0.33  15,381,327 9.33 7.33 

Musharakah  216,934 0.53 0.79  3,561,599 2.16 1.70 

Ijarah  111,064 0.81 0.92  5,536,009 

 

 

 

 

 

 

 

3.36 2.64 

Qardh al-

Hassan 
 497,216 0.09 4. 10  125,000 0.08    0.06 

Ijarah bi 

Tamlik 
 176,110    0.87 1.45  1,500.000 0.91    0.72 

Bay’bi 

Thaman ’Ajil  
 3,475,374 6.56 28.65 

   

Total  

Financing 
 6,144,323   100 50.65  164,784,448 100    78.57 

Total Assets 12,130,915    209,739,629   

 

Earlier in this paper, we established that 

Mudarabah (trust financing) and Musharakah (equity 

financing) are the pillars or foundations of the Islamic 

banking system.  When the breakdown of the total 

allocation presented in Table 1 is examined, it appears that 

both of them play virtually no role in these two Islamic 

banks, as compared to other modes of financing.  For the 

Bank Islam Malaysia (Berhad), Mudharabah accounts for 

only .66% of total financing; for the Bahrain Islamic Bank, it 
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constitutes 9.33% of total financing. On average, 

Mudharabah in these two Islamic banks is only 5%. 

 

The other distinguishing Islamic financing 

instrument is the Musharakah contract.   In these two Islamic 

banks, as the data show, this financing mode is also 

insignificant.  It is 3.53% (Malaysia) and 2.16% (Bahrain), 

respectively. On average, it constitutes only 2.85% of total 

Islamic financing. Even though Musharakah appears to be 

very significant in principle, in practice it constitutes an 

insignificant proportion of Islamic financing in these two 

banks. Adding together the two bank's average 

Mudharabah and Musharakah financing, the total is only 

3.92% of total financing. Thus, the two most notable 

Islamic products are seen, in practice, to constitute less 

than 4% of their total Islamic financing instruments. 

 

With regard to Murabahah (debt-like financing 

contracts), the data in table I show that such financing in 

Malaysia and Bahrain is 24.16% and 84.16%, respectively. 

On an average, Murabahah financing is 54.41% of total 

finance and advances. It should be noted that if the figures 

for Murabahah and bay' bi al-thaman al-aajil are added 

together for the Bank Islam Malaysia (Berhad), the percent 

of total financing is 81.2%. This percentage compares 

favourably with that listed under Murabahah for the Bahrain 

Islamic Bank (84.16%).  No amount is shown under bay' 

bi al-thaman al-aajil for the Bahrain Islamic Bank. 

Aggregating the figures for these two types of financing is 

understandable, since their characteristics are quite 

similar.  The average of total financing of these two 

Islamic banks under Murabahah and bay' bi al-thaman al-

aajil is 82.68%.  From the point of view of some critics, 
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Murabahah is not a pure Islamic product. Nevertheless, 

the data show this mode of financing is dominant in the 

Islamic banks of Malaysia and Bahrain. 

 

Qardh al-Hassan (benevolence/philanthropic) 

financing is another cornerstone of Islamic finance, for 

helping the poor and needy is a fundamental Islamic 

teaching. The extent of participation in this mode of 

financing was considered and found to be 8.09% in 

Malaysia and only 0.08% in Bahrain.  This difference is 

probably due to the larger proportion of needy people in 

Malaysia and the increased availability of governmental 

assistance for the needy in Bahrain.  The average Qardh al-

Hassan financing by the Bank Islam Malaysia (Berhad) and 

the Bahrain Islamic Bank is only 4.09% of the total finance 

and advances. 

 

The data on Ijarah (general lease financing) show 

that the average Ijarah financing of the two Islamic banks 

under discussion is 2.59% of their total finance and advances. 

With regard to the new Islamic financing instrument of 

Istisna' (progressive payment), their balance sheets indicate 

no allocation. This suggests that they have not yet 

participated in this mode of financing. Given this, we can 

say that this new instrument appears to exist in theory but 

not yet in practice. 

 

Zakaah, a compulsory religious tax, is one of the five 

pillars of Islam that both individuals and businesses are 

required to observe.  Therefore, Islamic banks are obligated 

to pay it as an integral part of Islamic finance. An 

examination of these two Islamic banks' income statements 

reveals that the Bank Islam Malaysia (Berhad) and the 
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Bahrain Islamic Bank pay a Zakaah of RM 1,125,000 (6.13% 

of the total profit) and BD 1,341,555 (1.69% of the total 

profit), respectively, from their operating profits. It should be 

noted that both of these banks operate under the 

conventional business laws of their respective countries 

and thus pay this religious tax in addition to the 

conventional income tax. 

 

In theory, Mudharabah and Musharakah constitute 

the foundation of the Islamic financial system.  

Nevertheless, the data presented here seem to indicate that 

they are utilized far less than other forms of Islamic 

financing, such as Murabahah. Some possible explanations 

as to why these instruments are not utilized to a greater 

extent are discussed below. 

 

Agency Problems 

 

When a business is run by professional managers, 

as opposed to the owner or supplier of capital (debt holder 

or shareholder), a conflict of interest may arise.  A manager 

is the business owner's agent.  As the utility increases, man-

agers will seek to maximize their own utility instead of 

maximizing the wealth or utility of the shareholders or 

the business owners.  They have an incentive to 

increase their own salaries, fringe benefits, and other perks, 

all of which represent a conflict of interest that may lead 

them to place personal interest ahead of such corporate goals 

as maximizing the shareholders' profit margin.31 This conflict 

is the most common problem in all businesses or corporations 

managed by agents rather than the shareholders or debt 

holders themselves.32 Given its prevalence, it is important to 

see how it applies to Mudharabah and Musharakah 
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The Agency Problem in Musharakah Financing:  

Earlier in this paper, Musharakah was described as 

essentially a joint venture profit-sharing business of 

two or more parties in which the Islamic bank is an 

important partner or shareholder.  Under Musharakah, 

the bank relies on the other partner(s) to manage the 

business and make the day-to-day decisions. Even though 

the bank could monitor the management of the business 

by hiring external auditors and consultants, such 

measures would incur additional costs.  Therefore, the 

bank must rely on professional managers or other partners 

to manage the businesses, even though these managers 

may have an incentive to maximize their own utility at 

the business owner's expense.  

 

The Agency Problem in Mudharabah Financing:  As 

Bacha states: “Mudarabah financing is really a hybrid. It 

is neither equity nor debt, because it has important 

features of both.”33 This type of financing has elements 

of equity financing, since the Islamic bank receives no fixed 

annual return.  In fact, such a return from the business is 

similar to a dividend, which the business pays only if it 

earns a profit. 

 

On the other hand, Mudharabah has elements of 

conventional debt financing, because in the event of 

dissolution, the bank has a "fixed" claim on the venture 

equal to the initial capital provided, plus its share of any prof-

its.  Under Mudharabah, the Islamic bank does not 

participate directly in management decisions. Rather, it 

relies completely on the business venture's trustee or 

entrepreneur. This trustee is clearly an agent of the 
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Islamic bank and, therefore, is inherently subject to the 

agency conflict of interest. 

 

Thus, under both Musharakah and Mudarabah, the 

Islamic bank experiences the agency problem with its 

associated costs. Islamic banks operate primarily in 

developing countries, where there is a high degree of 

financial market imperfection and a prevailing presence 

of inefficiency and corruption.34 

 

The agency problem becomes more acute when 

banks have little access to dependable accounting 

information, due to a lack of standardized financial 

reporting requirements and procedures. The difficulties 

presented by this agency problem, together with the 

lack of verifiable financial data, complicate the profit-

sharing characteristics of these forms of Islamic 

financing and actually encourage debt financing (e.g., 

Murabahah and Ijarah) over equity financing (e.g., 

Musharakah and Mudharabah)35 

 

To some extent, the agency problem in 

Musharakah and Mudharabah can be reduced by carefully 

specifying the sharing of profit and performance 

bonuses between the entrepreneur and the bank.  Also, in the 

case of Musharakah, the bank participates in the election 

of the company's board and officers, a factor that should 

further reduce the agency problem. 

 

Ambiguity in Assets Ownership: In Mudharabah and 

Musharakah, some ambiguity exists concerning the title to 

assets in case of default or dissolution of the business.  

Under Murabahah and Ijarah, there is no such ambiguity. 
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In these debt-type contracts, title to the assets clearly 

remains with the bank until all payments have been 

made. Under a PLS contract, however, banks have no 

direct claim on the financed assets.  As a result, it is 

rational for banks to opt for Murabahah and Ijarah 

contracts instead of Mudharabah and Musharakah 

contracts. In order to partially offset the increased risk 

of Musharakah and Mudharabah contracts, the business 

asset could be registered under the joint or co-ownership 

concept provided by partnership or corporation 

arrangement. 

 

It should be noted here that a western debt 

contract contains a considerable amount of ambiguity 

over just who controls the assets in the case of default.  

In western countries, default triggers bankruptcy 

proceedings, during which the entrepreneurs and the 

managers may continue to control the asset of the business.  

In contrast, there is no such ambiguity in the case of 

Murabahah and Ijarah contracts.  The bank may seize the 

assets immediately. 

 

Contract Maturity:  Contrary to Mudharabah and 

Musharakah, Murabahah financing constitutes a shorter 

term, lower risk investment for the bank. This form of 

financing involves buying goods at a low price and selling 

them immediately at a higher price.  Such contracts 

require a specific payment schedule with known 

maturities.  In contrast, the equity nature of Mudharabah 

and Musharakah contracts results in longer term, more 

uncertain maturities for these investments. These 

differing risk characteristic may bias the Islamic bank 

against Mudharabah and Musharakah financing Primary 
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data collected by Samad and Hassan36 from the Malaysian 

Islamic Bank (Berhad) support this finding. 

 

Privacy and Confidentiality:  Entrepreneurs are, in 

general, independent free-spirited people who jealously 

guard their proprietary information. Since joint 

management and supervision are important 

characteristics of Musharakah financing, entrepreneurs may 

not view such requirements positively. Nevertheless, both 

Mudharabah and Musharakah require that the bank be given 

detailed knowledge of how the businesses they finance 

operate and be allowed to participate in all management 

decisions. This situation is likely to cause concern among 

those entrepreneurs who prefer to keep the details of their 

business operations private. Information on operating 

procedures and the degree of profitability is not usually 

shared willingly by entrepreneurs, who are concerned 

about competitors entering the marketplace.  Such concerns 

may well decrease the demand for Mudarabah and 

Musharakah financing. 

 

Biased Bank Personnel: Another possible impediment to a 

more rapid growth of Mudharabah and Musharakah may lie 

with the Islamic bank managers themselves. Islamic banks 

are currently managed by people who have been educated 

and trained in the conventional banking system. Thus, more 

time may be required for the unique characteristics of 

Islamic financial instruments to be completely accepted and 

understood by both bank personnel and customers. A 

similar observation is found in the study by Maniam, 

Bexley, and James.37 
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Investment Constraints: As noted earlier, the Shari’ah 

restricts the type of businesses for which Islamic banks can 

provide financing.  For example, they are not permitted to 

participate in certain prohibited investments or joint 

venture projects considered to be detrimental to the 

individual, society, or the environment. As a result, the 

scope of Mudharabah and Musharakah for Islamic banks is 

somewhat more limited than it is for conventional banks. 

 

A Long Record of Established Relations:  Even though 

Muslims throughout the world could be expected to prefer 

to deal with an Islamic bank for purely religious reasons, 

the fact is that prior to the 1970s, when no Islamic banks were 

available, they dealt with conventional banks. Thus, banking 

relationships have already been established and, except for 

that segment of the banking community that is so religious 

that its members could be expected to transfer all of their 

banking transactions to the first available Islamic bank, 

others who would prefer the Islamic bank (if all else were 

equal) may base such decisions more on the relative 

economic advantage to them as consumers. 

 

Therefore, it would seem incumbent upon Islamic 

banks to price their instruments in a way that the customers' 

net position is as current and competitive as it is in the 

conventional banks. When the net economic consequences 

of being a customer of an Islamic bank are substantially the 

same as those associated with conventional banks, it could 

be expected that the religious preference of the majority of 

banking customers would attract them to Islamic banks 

and their Islamic financing instruments. 
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Competition from Conventional Banks: Islamic banks 

compete with conventional banks in both the deposit and 

credit markets. Some conventional banks, such as the 

Bank Bumiputra Malaysia Berhad, have introduced 

Islamic deposit instruments, thereby increasing the 

competition for funds. As a result of this increased 

competition, Islamic banks are finding it difficult to attract 

significant funds in the form of Mudharabah deposits, a factor 

that further limits the growth of Mudharabah and Musharakah 

financing.  Available data on the Bank Islam Malaysia 

(Berhad) reveal that of the total customer deposits of RM 

11,056,355, the amount of Mudharabah deposits was only RM 

250,992 - a mere 2.27% of total deposits. 
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Conclusion 

 

The above examination of the balance sheets, finance 

and advances, and income statements of two Islamic banks in 

Malaysia and Bahrain discloses that Islamic banks follow the 

Shari’ah's injunction to pay Zakhah and finance economic 

activities through Islamic contracts. Among these financial 

contracts, Mudharabah, Musharakah, Qardh al-Hassan, and 

Istisna’ are the most distinguishing products in the theory 

of Islamic finance.  However, the data indicate that for the 

two Islamic banks studied here, Mudharabah, Musharakah, 

and Qardh al-Hassan financing are the least significant 

financial instruments. The average level of Mudharabah 

financing engaged in by these two Islamic banks is only 5%, 

and for Musharakah it is less than 3%, making the combined 

average less than 4% of total finance and advances.  The 

average financing under the Qardh al-Hassan (benevolence) 

mode is about 4%. Istisna’ (progressive) is not yet used by 

these two Islamic banks. 

 

Mark-up products, such as Murabahah and Ijarah, 

appear to be the most popular, for they dominate all other 

modes of Islamic financing.  The average Murabahah 

financing for these two Islamic banks is over 54%. When 

Bay' bi al-thaman al-aajil and Murabahah are considered 

together, the average financing of these two Islamic banks is 

82.68%.  These figures are significantly higher than the 

combined Mudharabah, Musharakah, and Qardh al-Hassan 

financing (less than 12%). Further research should be 

conducted to investigate the extent to which 

Mudharabah and Musharakah are utilized in other 

Islamic countries. 
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It is understandable that, during the initial 

development of the Islamic banking system, 

Musharakah and Mudharabah financing should be de-

emphasized due to  the increased risk associated with 

them.  Nevertheless, we can expect that these Islamic 

financial instruments will increase in importance as 

the Islamic banking system continues to mature.  
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CHAPTER – 8 
 

SOME OBSERVATIONS ON THE 

QUESTION OF RIBA AND THE 

CHALLENGES FACING  

“ISLAMIC BANKING” 

 

Ibrahim F. I. Shihata,  

Secretary General of ICSID/World Bank (Sep. 1998
150

)  

 

 

”If we interpret public interest to mean serving the purpose 

of the Legislator, there would be no reason to dispute its 

pursuit; indeed it must be followed.” 

Al-Ghazali (d. 1111) 

 

“Whoever advises people by what is inscribed in [earlier] 

books, regardless of their varied customs, times, places 

and conditions is misled and misleading.” 

Ibn Al-Qayyim (d. 1350) 

 

Introduction 

 

For a long time now, I have been exposed to 

different aspects of the Islamic law, the civil law and the 

common law systems, especially with respect to economic 

and financial matters.  This broad exposure allows me to 

compare the continuous advances in modern financial 

                                                 
150  Sep 1998 - a lecture prepared for delivery, upon request of the organizers, before the 

Colloquium on "Islamic Law and its Reception by the Courts in the West" organized 

by the Institute for Private International Law and Comparative Law of the University 

of Osnabruck in conjunction with the Hague Conference on Private International Law, 
22-24 Oct 1998, Osnabruck, Germany. 
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techniques and tools under contemporary systems with the 

virtual stagnation of Islamic jurisprudence in these and 

other fields.  The stagnation of this previously rich 

jurisprudence came no doubt as a result of the closure of 

the door of Ijtihad (original thinking or independent 

reasoning, based on detailed Islamic legal proofs) in the 

13th century and the near agreement, with some noted 

exceptions, since that early time on the adoption of Taqleed 

(mimicking the views of earlier scholars) as the way to 

develop solutions for new problems.  I firmly believe, 

however, that, if Islamic law (Shari’ah) is to be applied at 

present, due attention must be paid to the need for the 

continuous adaptation of its jurisprudence to the 

necessities of development in an ever-changing world.  

Countries applying Islamic law should not forego the 

benefits of developments in social sciences or the growing 

opportunities of an increasingly open world economy.  I 

am also convinced that this need for continuous adaptation 

cannot be addressed only by traditionalist Shari’ah 

specialists.  Despite the best intentions, those scholars are 

likely to rely on the safe walls of Taqleed, due to their 

training under established schools of jurisprudence and 

perhaps their fear of criticism from more conservative 

peers in the various Islamic academies and institutes. 

 

My intervention on a subject outside the field of my 

specialization, broad as the latter may be, could perhaps be 

excused by two factors:  The deep interest I have had in 

Islamic jurisprudence since I studied it for four years in the 

mid-fifties at Cairo University, and the insistence of the 

Colloquium's organizers that I address ’Islamic banking’ in 

this lecture. I hope that you will tolerate the views I shall 

express that may be considered too innovative or blatantly 
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wrong by those among you who are more learned than 

me. In this, as in other endeavors, I take the position of the 

early jurists of Islam who considered their respective 

opinions ‘šawabun yahtamilu al-khata’, that is, correct but 

susceptible to error and therefore subject to correction by 

those who may know better. 

 

The starting point of my analysis is that solutions 

developed by past scholars in the early centuries of Islam 

might have suited well their times or were useful for the 

period of the closure of Ijtihaad but they should no longer 

be the basis of contemporary Islamic jurisprudence.  

Instead of copying or mimicking the ways in which past 

scholars had addressed a certain question centuries ago, or 

exerting endless efforts to practically circumvent these 

ways, contemporary and future scholars should, in my 

view, feel free to develop new answers as may be needed, 

being limited in this respect only by the provisions and 

purposes of the Qur’an and the Sunnah of the Prophet 

(SAWS) [i.e., his authenticated sayings (Hadith) and deeds, 

including tacit approval of practices], reliance being 

confined in the latter source to the undisputed Sunnah 

according to the ‘science of Hadith’.  Constraints in these 

two primary sources on the principle of freedom of 

contract by mutual consent (al-Taradhi) must always be 

taken as exceptions to the general rule and, therefore, be 

subject to strict application.  The injunction in the primary 

sources to facilitate, rather than restrict transactions, and 

the jurisprudential principle of permissibility (Ibâhah) in 

the absence of explicit prohibitions should also provide 

guidance in the interpretation of those constraints.  Views 

of past scholars may always be studied for further 

guidance and the understanding of their thinking under 
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the circumstances of their times, places and environments, 

but not as the binding law to be necessarily followed under 

present circumstances which bear little resemblance to the 

conditions that contributed to the formulation of these 

early views.  Attempts to search for the strictest among 

past views, or to outbid them for the sake of perceived 

piety, which seem to be common at present, may only be 

conducive to further stagnation of Islamic jurisprudence.  

If such views were to be applied as Islamic law under 

contemporary circumstances, they could also contribute to 

the further stagnation of the economies of Islamic 

countries. 

 

Those who reject this starting point and believe that 

the prevailing or the strictest view in the jurisprudential 

school they follow constitutes Islamic law from which any 

deviation would be legally invalid and religiously sinful 

are perfectly justified in closing their minds to everything 

that follows in this lecture. 

 

Meaning of Riba as a Form of Unjust Enrichment 

 

Al-Riba, an Arabic word mentioned with increasing 

condemnation in four places in the Qur’an, is contrasted in 

what are generally believed to be the last revealed among 

these verses, (those in Surah Al-Baqarah) with both charity 

and bay’ (purchase and sale or trade).  While al-Riba is 

definitely prohibited, charity is strongly encouraged, and 

trade is broadly permitted.  Except by making this clear 

differentiation and the explicit reference in one verse to a 

specific form of Riba where the lender accepts delay in 

payment against doubling the principal once or more times 

[a form practiced in Arabia before Islam and hence called 
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the pre-Islamic Riba (Riba al-Jahiliyyah)], the Qur’an does 

not refer to the exigencies of future times.  The generally 

defined al-Riba or its forms, perhaps leaving this matter to 

be developed according undisputed sayings of the Prophet 

(SAWS), do not include a specific definition either, although 

they prohibit, in addition to al-Riba in lending, certain 

forms of exchange of certain generic goods and, like the 

Qur’an, urge for charity rather than lending to those in 

need.  Some early commentators were reported to have 

noted the doubt surrounding the subject from its inception 

and some noticed ‘the chapter of al-Riba is among the most 

complex for many of the learned’. 

 

The literal meaning of the word Riba in Arabic is 

‘increase’, coming from the verb raba, yarbu (to increase, 

grow or rise above) and is associated with such words as 

rabwah, which means an elevated place or a hill.  Its 

technical meaning in the context of Islamic law and, hence, 

its English translation in this context, varies according to 

the source.  Contrary to common assumptions, Riba could 

not by itself have meant interest on bank loans.  Such a 

phenomenon did not exist at the time of the Qur’an and 

the Sunnah and the Arabic word developed for it in later 

times is ‘faïda’ or ‘faëd’, i.e. ‘benefit’ or ‘return’.   

 

Riba is commonly translated as ‘usury’, a term that 

implies exorbitant interest on loans in exploitation of those 

who need them.  This is not, however, an agreed meaning 

in Islamic jurisprudence. Some jurists, relying mainly on a 

number of Ahâd Ahaadith, give Riba a much broader 

meaning, covering any stipulated increase in income or 

wealth resulting from lending money or the exchange of 

fungible goods.  This seems to be the prevalent view under 



Riba, Modern and Islamic Banking: A Critique 

 

 

298 

the neo-conservative trend popular among many 

contemporary Islamic law specialists.  While the four 

major schools of jurisprudence in Sunni Islam also took a 

broad view of Riba, applying it both to Riba al-Jahiliyyah or 

Riba al-Nasi’ah (the increase of an amount as a result of a 

delay in its payment), and Riba al-Fadl (the increase 

resulting from the simultaneous exchange of goods of the 

same type and measure), they provided qualifications 

which somewhat limited the application of Riba al-Fadl in 

practice.  

 

Such broad views of Riba were not commonly 

accepted, however, in earlier times and have been 

questioned by some modern scholars as well.  A number of 

respected sources in early Islam, including Companions of 

the Prophet (SAWS) and their followers, defined Riba 

narrowly in terms of the specific transactions prohibited as 

Riba at the time of the Prophet (SAWS), with some finding 

the doubling and redoubling of the loan principal (tad’eef) 

to be the precise cause (’Illah, in Arabic) for the 

prohibition.  Later on, no lesser authority than Ibn Hanbal, 

the founder of the Hanbali school of jurisprudence, found 

Riba al-Jahiliyyah the only form of Riba that is prohibited 

beyond any doubt (as it is the only one mentioned in the 

Qur’an and known at that time in lending transactions).  

Another early view restricts this narrow definition further 

by requiring that the increase in the principal be stipulated 

at the time of lending in order for it to constitute Riba.  

Many arguments have been advanced with respect to the 

narrow view of the prohibited Riba, which seem, however, 

to be ignored in most contemporary writings on the 

subject.   
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Between the very broad and very narrow 

definitions mentioned above, a view, based on the 

distinction made by Ibn Al-Qayyim (d. 1350A.H.) and 

followed by many scholars of different schools (including 

Al-Tabary, Al-Shatiby, Al-Dhahery and other renowned 

jurists), takes the position that the ‘real’ or ‘perfect’ Riba is 

Riba al-Jahiliyyah referred to in the Qur’an and in the Ahâd 

Hadith "no Riba except in the delay (Nasi’ah)."  Yet, Riba al-

Fadl is also prohibited in this view because it is covered in 

many other Hadith and is accepted by the near consensus 

of past scholars.  However, in this view the latter 

prohibition does not have the same degree of strength, as it 

is not based on a definitive proof, but on analogy with the 

‘real’ Riba and on the principle of prohibiting what could 

lead to unlawful results (Sadd al Dharâa'i‘).  At least 

according to some of the jurists upholding this view, 

including Ibn Al-Qayyim, such latter prohibition may be 

subject to exceptions based on the needs of commercial 

transactions.  Other jurists who adopted the above 

distinction described Riba al-Fadl as a condemned practice 

(Makrooh), but not necessarily as legally forbidden.   

 

A commonly used definition by scholars of Al-

Azhar University in Egypt, which was made much earlier 

by Al-San'âny (211 A.H.) and Ibn Al-Arabi, (543 A.H.), 

describes al-Riba as any gain (other than by way of charity) 

realized without a consideration or compensation ('Iwad), 

the latter having to be legitimate under Islamic law. This 

includes the forms mentioned as Riba in the Qur’an and the 

undisputed Sunnah and other forms that may be defined 

by the legislator or the judge applying Islamic law under 

current circumstances.  Under this latter definition, Riba 

represents one aspect of unjust enrichment, the prohibition 
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of which finds varied applications in many legal systems 

and is included under Islamic law's broader Qur’anic 

prohibition of the wrongful taking of other peoples' 

property (Aklu Amwali al-Nassi bil-Batel).   

 

Those currently involved in "Islamic banking" 

equate the term Riba with interest on loans or deposits and 

consider the prohibition of interest (as Riba) the basis of 

‘Islamic banking’, if not of ‘Islamic economics’.  Modern 

Islamic theorists emphasize that the ‘Islamic economic 

system’ is based on the sharing of profits and losses among 

parties to any commercial transaction and consequently 

prohibits any pre-determined return on any type of 

investment, including lending operations.  To some of 

them, this is the pillar of Islamic finance that differentiates 

it from other economic systems.  Unlike capitalism, which 

is also based on the principle of the freedom of contract, 

the Islamic economy in their view does not allow the 

exploitation of the needy, the rewarding of the lazy or the 

unfair distribution of wealth; such vices being attributed to 

the de-linking of economic gains from risk-taking.  The 

prohibition of pre-fixed interest on borrowed money is 

seen by them to ensure such a linkage.  Profit sharing 

which ‘gravitates to the active entrepreneur who assumes 

risk and adds value’ thus ‘provides the distinction between 

the Islamic and capitalist economic systems’.  It is 

interesting to note, however, that the invalidity of unjust 

enrichment is a general principle readily accepted in many 

legal systems, including those applicable in capitalist 

economies.  The matter depends on the meaning of such 

enrichment and the extent to which the cost of time and 

the risks associated with it constitute an adequate 

consideration.  As will be shown, the broad theorization, 
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based on the erroneous assumption that prefixed interest 

frees the transaction from any risk, may be based on a 

misconception that hardly has a basis in early 

jurisprudential Islamic writings.  In this context, these 

writings recognize only as a general principle of 

jurisprudence the principle that gains accompany liability 

for loss (al-ghunm bil ghurm) and its application to specific 

assets (al-Kharaj bil Daman). Such theorization 

notwithstanding, the practice of private ‘Islamic banks’ on 

the whole is known to have concentrated so far on the least 

risky operations of credit sale and leasing. There are other 

contemporary commentators who simply exclude from the 

scope of Riba all transactions in paper money, which no 

longer has a gold content (as is the case of all paper 

currencies at present). Their main argument is that 

repayment of loans (or payment of a deferred price) 

denominated in currencies made of metals other than gold 

and silver, i.e., in "fiat money" without intrinsic value of its 

own, had been based on the real value of such currencies 

(in terms of gold or silver) in the practice of Islamic 

societies through the ages.  Even payment in gold or silver 

coins was, according to them, subject to their equivalence 

in weight, and not merely their numerical equivalence.   

 

Other contemporaries argue that the prohibition of 

Riba was introduced at a time when the monetary value of 

time was not adequately recognized, when long term 

investments were an unknown phenomenon and when 

money was deemed incapable of producing more money 

through productive investment.  The subsequent creation 

of paper money with its depreciating tendencies and 

modern banking systems with their risk management 

techniques and deposit insurance mechanisms were also 
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unheard of at the time the prohibition was introduced.  In 

the view of those commentators, therefore, the prohibition 

of Riba should be drastically limited to obvious cases of 

usury, not only in recognition of these important 

developments but also as a necessity for integration in the 

world economy.   

 

The meaning of Riba and its implications may vary, 

however, according to whether we are dealing with the 

exchange of goods or lending operations. 

 

Riba in the Exchange of Goods 

 

Contrary to popular views, traditional Islamic 

jurisprudence does recognize the value of time in many 

forms of contracts.  Both the sale of specific goods against 

credit and the advance sale, with immediate receipt of 

payment, of generic goods to be delivered on a specified 

future date are recognized as legitimate forms of contract 

by all major schools of Islamic jurisprudence.  The former 

type of transaction, known as Bay'al Nasi’ah or Bay' Muajal 

(delivered specific goods against future payment) may, 

and usually does, involve the payment of a price in excess 

of the present value of the goods involved.  The latter type, 

known as Bay' al-Salam (forward purchase of generically 

described future products, with advance payment) usually 

involves a lower price than that of the same goods 

delivered at the time of payment.  At least according to one 

major school (the Hanafi), the commissioned manufacture 

of specific goods to be paid for when delivered (Istisna' 

contract) is also legitimate at the price agreed to by the 

parties, even if it exceeds (as it usually does) the price of 

already manufactured goods of identical specifications.  
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Not surprisingly, the price in this contract of Istisna' would 

be higher than in a contract where the price is prepaid and 

the buyer is obligated to take the manufactured goods if 

they meet the agreed specifications, which is a form of 

contract recognized by another major school (the Hanbali) 

as ‘Bay' al-mawšuf fil-dhemma’.   

Credit sale contracts of the Murabahah type allow an 

‘Islamic bank’ (or another investor) to buy goods, then sell 

them to a client, with a markup that includes the cost of the 

bank's service which typically covers the cost of deferred 

payment under the ‘interest free’ credit provided by the 

bank to the buyer.  The buyer in such a transaction may, 

according to some past scholars, prepay the price at a 

discount agreed with the seller (the bank), in recognition of 

the opportunity cost for the former’s early payment.  This 

‘opportunity rate of capital’ is, almost without controversy, 

legitimately, though tacitly, factored in the cost of leasing 

contracts, known as Ijarah, as an offset for the profit 

forsaken by the lessor who no longer retains the leased 

goods.  This is particularly the case in leases with deferred 

payment (Ijarah bil Idhafah). 

 

 In ‘Arbun (down payment) contracts, legitimate 

under the Hanbali school and in the practice of ‘Islamic 

banks’, the buyer makes an immediate partial payment for 

a specific asset and agrees either to pay the balance of the 

price at a specific future date or to forfeit the down 

payment.  Here again, the seller keeps this amount when 

the contract is cancelled as an offset for the opportunity 

cost of having to hold the asset in its inventory during the 

agreed period. 
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Prepayment of the deferred price of goods sold (or 

simply of an outstanding loan) against a reduction of the 

debt amount (dawata'jjal) may, according to many past 

scholars, beginning with the Companion Ibn Abbas, be a 

commendable arrangement to alleviate the burden on the 

debtor and does not constitute Riba. 

 

In other words, price differentials compensating for 

the delay in the fulfillment of a party's contractual 

obligations or for the opportunity cost of the money used 

by a contractual party in providing goods, by sale or lease, 

or in producing an asset commissioned for manufacture or 

in retaining it for future delivery or in the prepayment of 

its deferred price have been ordinarily recognized as 

legitimate under some or all traditional jurisprudence, the 

compensation for the value of time being included as an 

integral part of the price. 

 

Only a barter of the same type of certain fungible 

goods, which involves inequality of the bartered goods or 

delay in the delivery of one of them constitutes a form of 

Riba under traditional jurisprudence.  This is based on a 

‘famous’ Hadith of the Prophet (SAWS), which is limited to 

six goods of this type.  Inequality in bartered goods 

constitutes Riba al-Fadl (Riba of excess) and delay in 

delivery by one party (which presumably involves an 

assumed form of inequality) constitutes Riba al-Nasi’ah 

(Riba of delay).  Some Islamic jurists, rightly in my view, 

limited the application of Riba al-Fadl to the unequal 

exchange of goods of the same quality and not only the 

same type and measure (of volume or weight). 
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It is clear to me that the prohibition of Riba in such 

exchanges does not reflect a lack of concern for the value of 

time, this value being broadly recognized in many other 

forms of contract.  Rather, the concern is obviously for a 

fair exchange in transactions and the elimination of 

practices where unjust enrichment may occur.  This 

common sense rationale was reached by Ibn Rushd 

(Averroès), the renowned Islamic scholar of the 12th 

century, who found the precise cause ('Illah) for the 

prohibition of this Riba in the need to ensure equality of 

measure in the exchange of goods of the same type, in 

order to attain fairness of exchanges which could 

otherwise be reached through ‘the mathematical quality of 

measure’ produced by money.  He accordingly limited the 

prohibition to goods of similar uses that were measured by 

volume or weight, where money was not used as a 

medium of exchange (money being a neutral measure of 

respective values reflecting market prices).  In this way, the 

prohibition would not only combat exploitation of the 

weaker party in the barter but would otherwise allow 

markets to normally determine prices through the medium 

of money. 

 

Within this framework, the economy would be 

based on the sanctity of contracts (a principle firmly 

established in the Qur’an), subject only to the overall limits 

of the few Islamic prohibitions which constitute the 

equivalent of public policy or ordre public in modern legal 

systems.  Basic elements of this ordre public are the inter-

related prohibitions of Riba and Gharar, the latter being 

found in other contracts that create excessively uncertain 

risks concerning their object (which is prohibited by the 
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Sunnah and is likened by some scholars to gambling 

(maysir) prohibited in the Qur’an). 

 

As another early scholar, Ibn Al-Qayyim, noted in 

the 14th century, the prohibition of Riba is necessitated by 

the concern to protect the weak party in lending and trade 

transactions.  An underlying factor in the prohibition in the 

latter transactions was the protection of the poorest who 

lacked currency and transacted by barter.  The invalidity of 

delayed barter in foodstuffs and other fungible 

commodities essential to human life (where markets are 

necessarily active and speculation in their prices could lead 

to hoarding and exploitation) was therefore in his view a 

necessary precautionary measure. 

 

Both Ibn Rushd and Ibn Al-Qayyim were in fact 

probing the rationale behind the prohibition and the 

wisdom that required it.  Extending a ruling in the primary 

sources (the Qur’an and Sunnah) to new situations through 

analogy (Qiyas) has, however, been justified in traditional 

jurisprudence when the ‘'Illah’ behind the original ruling 

equally applied to the new situation.  ‘'Illah’ is defined as 

the precise, apparent cause of the ruling or the definite, 

clear attribute of the event related to it, rather than the 

rationale, the underlying wisdom (Hikmah), or the purpose 

of the ruling.  The reason given for reliance on the precise 

'Illah was that different humans can have varied views 

about the Hikmah or purpose of a certain ruling.  It may be 

time, however, to question this jurisprudential principle 

and to rebuild Qiyas (a major source of Islamic law) on the 

rationale or purpose underlying Qur’anic and Sunnah 

rulings (al-Maqaššid al-Sari’yah).  In this manner, the 'Illah 

would still be taken into account but would not 
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overshadow the purpose of the text.  In spite of its 

apparent preciseness, the 'Illah did not prevent scholars 

from disagreeing on its meaning in many instances, 

including the case of the Hadith under discussion.  In any 

event, differences of views on the rationale of a certain 

ruling where Islamic law is applied can always be settled 

by the legislator or the highest court after hearing different 

expert views in either case, or by a high council where 

Shari'ah specialists and other experts would be 

represented.  In this way, the application of divine 

prescriptions to new situations would be based on rational 

criteria, which fully take into account the evolving nature 

of human development and the constant changes in time 

and environment. It is only reasonable in my view not to 

extend the rule related to the prohibition of unequal or 

delayed barters of certain essential generic goods (which 

barters are rather rare in modern societies) to other forms 

of trade transactions where neither apparent exploitation 

of the weaker party nor excessive risks are inherent.  

Neither the Qur’an, nor the Sunnah requires such an 

extension.  On the contrary, both sources call for 

facilitation of transactions by mutual agreement and avoid 

any rigid definition of Riba applicable at all times.  

 

Riba in Lending Transactions 

 

In the context of loans, it is common among 

contemporary Islamic scholars (with some important 

exceptions) to equate Riba with interest on loans and bank 

deposits, so much so that the word Riba has been generally 

translated in other languages simply to mean ‘interest on 

loans’.  This also is the general principle on which ‘Islamic 

banking’ is based at present.  I would like now to discuss 
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whether this absolute equation is justified under the 

Qur’an and the undisputed Sunnah and whether it needs to 

be the basis of ‘Islamic banking’, that is, whether ‘Islamic 

banks’ can, without the adoption of such an absolute 

equation, otherwise expand and prosper, while 

maintaining, or even enhancing, their Islamic character. 

 

a) The Questionable Equation between Riba and Interest in 

All Lending Operations 

 

As already mentioned, the Qur’an prohibits al-Riba 

in the strongest terms but provides only a specific 

reference to one of its forms, increasing the principal of a 

loan against extending the date of its maturity or, literally, 

doubling the debt against doubling its term.  The verses of 

the Qur’an in Surah Al Baqarah, which many believe were 

the last revealed, ask believers to ‘give up what remains of 

al-Riba’, without indicating that there were other forms 

included in such remnants.  (On the contrary, the Prophet’s 

(SAWS) farewell pilgrimage sermon, also his last, referred 

only to terminating ‘Riba al-Jahiliyyah’ and ‘Riba al-Abbas’, 

the latter being deemed by historians to be the same.)  The 

Qur’an requests lenders, rather than resorting to this 

explicitly prohibited form of Riba in lending operations, to 

‘delay, until the time of ease,’ repayment by debtors in 

difficulty and urges that replacing the debt in such 

circumstances by charity ‘would be good for you [the 

lenders], if you but knew’.  At the same time, the Qur’an 

requires debtors, and contracting parties in general, to 

fulfill their contractual obligations.  Default of a solvent 

debtor is not only a breach of a contractual obligation, but 

is also deemed a violation of a compact with God and, 

therefore, a punishable sin.  
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Many Ahaadith of different degrees of authenticity 

speak also of Riba in loans.  Some sayings attributed to the 

Prophet (SAWS) encourage providing qardh (a specific type 

of loan explained below) to those in need, suggesting that 

‘God is with the debtor’; others discourage borrowing and 

condemn debtors who die before repaying their debt.  The 

most widely quoted Hadith on Riba in loans, which is also 

the most comprehensive in coverage, declares that ‘every 

qardhh that results in a benefit is Riba’.  The authenticity of 

this Hadith is in serious doubt, however.  It does not appear 

in any of the six main compilations of the Prophet’s (SAWS) 

sayings and seems to have been first reported in the fifth 

century Anno Hijrah (A.H.).  Those who quote this 

particular Hadith do so on the authority of an individual 

Companion, not the Prophet (SAWS) himself.  Some simply 

consider it ‘weak’, ‘suspended’, ‘abandoned’, or even 

‘false’.  It is taken for granted, however, by the prevailing 

view among contemporary Islamic scholars as the basis, 

not only of banning returns on qardh, but also any interest 

on any type of loan.  Even if we assume the authenticity of 

the Hadith in question, this broad prohibition may be 

readily questioned under the rules of traditional Islamic 

jurisprudence. 

 

The term qardh as used in traditional jurisprudence 

describes one of two types of gratuitous, non-binding loan 

contracts.  Qardh normally covers the loan of money and 

other fungibles, which are to be used (i.e., consumed) by 

the borrower who is expected to return to the lender goods 

of identical description, not the same goods he borrowed.  

If the same type of such goods could not be found, (e.g., if 

a certain currency, Fulus, not gold or silver, is no longer in 
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use because of its discontinuity (kasad) or suspension 

(inqita'), the contract becomes null in the view of Abu-

Hanifa but is valid in the view of his two main disciples, 

Abu-Yusuf and Mohamed Al-Shaybany as well as the 

Hanbalis and Shafi'is.  According to Abu-Yusuf and many 

other Hanafis, the borrower (or the buyer in a credit sale) 

would in such a case be obligated to return the value of the 

borrowed (or purchased) goods determined as of the time 

of lending or sale; and, according to Al-Shaybany, as of the 

time of unavailability.  If the currency in question loses 

some of its value while on loan, the two major Hanafi 

scholars opined that the debtor would be obligated to 

return its original, not nominal, value, as of the time of the 

loan or sale (Abu-Yusuf) or of the currency's last 

depreciation (Al-Shaybany).  Interestingly, none of these 

views requires repayment according to the possibly lower 

value at the time of repayment.  As noted earlier, these 

views are said to have been broadly followed in actual 

practice. 

 

In a qardh transaction, ownership of the borrowed 

money or other fungibles is transferred to the borrower on 

delivery but the lender maintains the right to demand 

repayment at any time.  Qardhs do not therefore have a 

binding fixed term (except under a Mâliki view), unlike 

other types of debt-creating instruments where the Qur’an 

requires their recording in writing when they are ‘for a 

fixed term’.  Clearly, qardh, a simple type of loan 

transaction, traditionally made in kind as a gratuitous, 

non-binding arrangement subject to reversal on demand 

by the lender, was meant to accommodate individual 

needs, not to be the basis of domestic or international 

commerce and investment.  In fact, the Qur’an often uses 
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the term qardh in the context of charity, describing the 

latter as a ‘Qardh al-Hassan’ to God that will be repaid by 

Him many times over.  A Hadith attributed to the Prophet 

(SAWS) states that ‘every qardh is a charity (sadaqah)’. The 

other type of gratuitous loans known in Islamic 

jurisprudence is 'Ariyah which covers the loan of specific 

goods, not for consumption by the borrower, but to be 

used and returned to the lender, again at the latter's 

discretion.  No transfer of ownership is involved in 'Ariyah, 

just as in the case of wadi'ah or amanah, where the owner 

entrusts another person to keep an asset until he asks for 

its return, except that in the latter case the right of usufruct 

is not granted by the owner to the holder of wadi'ah or 

amanah.  

 

Noting the characteristics of qardh and its semi-

charitable nature, some scholars have thus defined it 

exclusively to cover loans which are meant to meet the 

consumption needs of the borrower.  Others went further 

to authorize Qardhs only for ‘meeting the necessities of 

life’.  This is the view of the scholar holding the highest 

religious position in Egypt at present, the incumbent Imam 

of Al-Azhar.  Interest on such type of loan is prohibited as 

Riba in these views, as it clearly exploits the needs of the 

poor and contradicts the semi-charitable nature of the 

transaction.  The matter is different for interest on postal 

saving accounts, a national Bank's investment bonds, 

treasury bills, and deposits given to banks for investment 

purposes, where interest is not considered a prohibited 

Riba in these views, but a legitimate return on investment 

earned by mutual agreement, consistent with commercial 

custom and public interest or general welfare (Mašlahah 

Mursalah) as currently conceived.  ‘Such transactions and 
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the profit resulting there from are lawful (Halal), either as 

modern transactions required by the circumstances and 

developments of contemporary life or because they are 

based on absolute agency [i.e., a general power of attorney 

given to the Bank by the depositor or bond holder], or, 

according to some scholars, because they represent a form 

of Mudarabah.’   

 

In the latter and other forms of commercial loan 

transactions, a borrower can voluntarily pay back more 

than what he received.  This practice was blessed in many 

Hadith, which spoke of debt in the broad sense (Tadayun; 

Istislaf) and not of qardh as such.  It was followed by the 

Prophet (SAWS) himself. A pre-fixed return on what is seen 

as a form of investment is, according to one of the above 

mentioned views, not only legitimate but ‘closer to Islamic 

Shari’ah.  It provides a reliable income to the small investor 

who needs it and ‘allows each party to clearly know its 

right especially that such fixing [of the return] is subject to 

increase and decrease’ [according to objective criteria].  

Needless to say, such views are still in the minority among 

contemporary scholars in various Islamic countries (with 

the possible exception of Egypt) and have been much 

criticized by the more prevalent neo-conservative trend in 

Islamic academies and Shari’ah boards of ‘Islamic banks’. 

 

It is clear to me, in any event, that neither qardh nor 

‘Aryiah covers all forms of modern loans, certainly not the 

typical debt instruments irrevocable on the part of the 

lender which have a fixed duration and a pre-determined 

return, be it fixed or variable.  Such financial instruments, 

including commercial bank term deposits, are hardly 

comparable to the gratuitous loans of the simple qardh type 
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made at the time of the Prophet (SAWS) that were not 

binding before delivery and, once delivered, were 

repayable on demand.  The latter were not investment 

tools for savers; they were semi-charitable acts that 

represented an addition to the alms tax (Zakah) required 

from Muslims and the other charities (Sadaqat) 

recommended by their religion. To automatically 

extrapolate from this a rule applicable to all types of 

modern lending instruments certainly requires a profound 

explanation.   

 

The explanation given by most contemporary 

scholars (and by the Shari’ah boards of Islamic banks) is 

that a pre-determined interest on any type of loan 

represents a risk-free gain, contrary to the principle that 

gain accompanies liability for loss (al-Ghunm bil-Ghurm); 

any lender must therefore share in the loss as he shares in 

the profit resulting from the use of his borrowed funds.  

This argument may be based, however, on a 

misconception; agreement on the payment of a fixed 

interest on loans does not by itself shield lenders from the 

risk of default on either principal or interest.  The interest 

is simply meant to compensate the lender for the 

alternative uses or the opportunity cost of his capital, in 

realization of the monetary value of time.  An interest-free 

loan or deposit denominated in current currencies leaves 

the lender or depositor worse off in real terms.   

 

In banking operations, the bank typically acts as a 

financial intermediary between the sources of funds 

(shareholders, depositors, bondholders and other 

creditors) and investors.  If this intermediation function is 

properly managed and supervised, the risk of a loss to the 
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bank or its depositors/creditors would hardly arise under 

normal circumstances.  Such a proper management is 

required in fact in all countries by banking regulations 

issued and supervised by the central bank or other 

supervisory authorities.  If such regulations are inadequate 

or are poorly supervised, the risk of loss to the bank and its 

depositors/creditors would be real, as repeatedly 

demonstrated in the cases of failing banks.  Banks in many 

countries are required to guard against this risk through 

deposit insurance schemes which cover the money they 

collect as deposits, this insurance being sometimes limited 

to a percentage or a maximum level of individual 

deposits.  It is also not unusual for governments to 

interfere when a bank fails, at least in favor of small 

depositors.  In addition to providing this implicit 

guarantee, governments may require the restructuring of 

troubled or failed banks.  Some are doing so systemically 

as a result of chronic weaknesses in their banking sector.  

As a last resort, government authorities may close a failing 

bank altogether.  The end result of all this is that the 

intermediation function of modern banks may either be 

practically free from risk (due to the combination of strict 

risk management standards, including capital adequacy, 

provisioning, disclosure, accounting and other standards, 

deposit insurance requirements and whatever implicit 

government guarantees that may exist) or it may carry 

risks which are shared, if not primarily borne, by the 

bank's depositors/creditors.  If a bank acts as a direct 

investor, rather than an intermediary, under the expanding 

phenomenon of ‘universal banking’, the risk of loss to the 

bank's investment will inevitably reach its 

depositors/creditors to the extent their deposits and loans 

could not otherwise be serviced.  In the event, the fact that 
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a pre-fixed interest was agreed to be paid by the bank 

would not provide a shield against such loss sharing.  To 

put it differently, when there is no real risk, risk-sharing 

becomes a moot issue and when the risk is real, it will 

certainly be shared by the bank's creditors, including, in 

the first instance, its depositors.  Whether the return on 

their deposit was prefixed or not becomes immaterial in 

this case.  Through the agreed interest they receive, 

depositors share in the Bank's profits and are compensated 

for the possible depreciation of the value of their deposits 

(in terms of their real purchasing power).  They bear, 

however, a possible, though not excessive risk - that of the 

bank's failure.   

 

Interest paid by banks to their depositors/creditors, 

charged to their debtors or received on the investment of 

their short-term cash surplus represents the price of the 

credit involved.  Whether its rate is fixed by the central 

bank or left to be determined by market forces, it is bound, 

like other prices, to be heavily influenced by the law of 

supply and demand.  Other factors do play a role however 

when the government or central bank uses the interest rate 

as a tool of economic policy.  Good policy suggests that 

efforts be made to lower interest rates in order to reduce 

the cost of future investment but to keep it positive, i.e. 

above the inflation rate, to encourage savings.  High 

interest rates may also be needed for other purposes such 

as sterilizing an overly liquid economy, temporarily 

defending the local currency or curbing credit in an 

inflationary situation.  The scope of speculation or 

excessive uncertainty in this area may be much smaller 

than in the pricing of commodities and stock in the 

market.   
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In view of the above, it is not clear how properly 

regulated and supervised banking operations can 

constitute Riba or Gharar or suffer from the underlying 

factors that justified the prohibition of these two 

condemned phenomena. 

 

Analogy with insurance operations, currently 

recognized as legitimate by most Islamic scholars and 

supported in its Takaful form by the conservative OIC Fiqh 

Academy, is relevant.  The consistency of such operations 

with Islamic law is based on the fact that the law of large 

numbers, modern actuarial techniques and other insurance 

standards diminish uncertainty in them to the point of 

virtually guaranteeing the payment of insured losses as 

well as making profit for any properly managed insurer.  

(No wonder that banking and insurance are among the 

most rewarding businesses.)  Any suspicion that the 

insured parties unduly exploit insurance companies in 

need sounds as implausible as the suggestion that bank 

depositors unduly exploit their banks, either on the basis 

of need, unjust enrichment or exposing banks to excessive 

risk.  In fact, one may easily argue that it is the banks 

which decline to pay any return on time deposits that 

clearly exploit depositors (who are often in greater need 

than the banks and their shareholders) and unjustly enrich 

themselves at their expense, contrary to the principle that 

gain accompanies liability. As commercial banks make 

loans only to creditworthy borrowers often after 

scrupulously reviewing their net worth, and ordinarily 

require collateral or other securities to ensure repayment, 

the suspicion that the banks lend to poor clients, exploiting 

their basic needs is not plausible either. 
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b) Interest-Bearing Instruments for Islamic Banks? 

 

‘Islamic banks’ play an important role, and, due 

mainly to self-imposed constraints, face formidable 

challenges. 

 

Private ‘Islamic banks’ have no doubt succeeded in 

collecting deposits and attracting other funds from sources 

that did not previously deal with the banking sector for 

their own religious or other reasons.  This success is 

laudable and should be further encouraged under 

appropriate regulations and supervision.  Effective 

channels for saving and investment, especially equity 

investment, are needed in practically all Islamic countries 

(provided of course that funds are invested for productive 

purposes in these countries and not siphoned away to 

other saturated markets).  ‘It is estimated that of all Islamic 

assets only between 3 percent and 4 percent are invested in 

equity.’  The inter-governmental Islamic Development 

Bank also plays a pivotal role as an instrument of financial 

solidarity among Islamic countries and a development 

finance institution for these countries and other Islamic 

communities.  There is no question therefore concerning 

the relevance and usefulness of these institutions when 

properly managed.  The question rather centers on how to 

lift undue constraints on their operations, allow them to 

tap greater resources, reduce the need for their excessive 

liquidity position and risk averse attitudes, expand their 

investment outlets (with acceptable risks and rewards 

beyond the short term trading and leasing operations 

where the bulk of their assets are being used at present) 

and better hedge their resources – all without losing their 
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Islamic character which accounts for their attractiveness to 

their shareholders and clients. 

 

The answer to this fundamental question has so far 

been provided for the most part through questionable, 

circular techniques (Hiyal), such as the so-called synthetic 

Murabahah, or complex parallel and reverse Salam 

transactions and other cumbersome undertakings, the end 

result of which is to practically enable ‘Islamic banks’ to do 

the equivalent of what conventional banks are doing, but 

in less transparent ways.  If, however, the analysis 

provided in this lecture is not rejected outright, the 

suggestion that the raison d'être of Islamic banking lies in 

the ban on pre-determined interest on their deposits and 

loans would not be sustainable.  The door would be open 

for those banks to deal in interest-bearing instruments that 

do not constitute qardhs or wadi'ahs (as defined above) and 

do not violate other tenets of Islamic law.  This would free 

Islamic banks from so many hurdles that complicate their 

business and hinder their ability to compete.  But would 

the functions of "Islamic banks" and similar financial 

institutions be still justified in such a case?  And, if so, 

what would distinguish them from those of typical 

commercial banks? 

 

c) Challenges Facing Islamic Banks 

 

The financial justification for ‘Islamic banks’ is 

obvious; there is a large market for them.  For a variety of 

reasons, religiously aware Muslims, whose numbers are 

rising, increasingly look for means to conform their 

transactions to the requirements and moral values of their 

religion.  Commercial banks, including some Western 
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ones, are increasingly opening windows for ‘Islamic 

transactions’ and have established ‘Islamic equity funds’, 

to accommodate this rising demand.  But ‘Islamic banks’ 

face the daunting challenge of having to compete with 

conventional banks which are free from so many burdens 

that the former banks have imposed on themselves 

through Fiqh academies and Shari'ah boards.  Such burdens 

are related directly or indirectly to the restrictions on 

interest-bearing transactions. 

 

The latter restrictions have resulted in an asset 

structure for Islamic banks that is typically dominated by 

debts and cash and thus has a much shorter term than that 

of conventional banks.  They have much less flexibility 

than the latter banks in evaluating the cost of capital and a 

grossly restricted capacity to diversify their operations and 

meet the different needs of diverse clients.  They often find 

themselves unable to finance accounts receivables, housing 

mortgages and risk capital.  They are told by their Shari'ah 

boards not to issue letters of credits and other guarantees 

for a fee exceeding the administrative cost of these 

guarantees.  They are also unable to trade in derivatives 

and to enter into the sale, hypothecation or discounting of 

financial obligations.  Even those who find leeway to 

venture in these areas under different names do not always 

share the benefits available to conventional banks, 

including supporting institutions such as inter-bank 

facilities, and insurance and reinsurance facilities, mutual 

funds, consumer finance companies, etc.  These limitations 

restrict their risk management ability as well as their 

capacity to compete, not only with conventional banks but 

with trade financing companies as well.  In addition, some 
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of their operations, such as the Mudarabah, face a high 

degree of moral hazard. 

 

The short term asset structure of ‘Islamic banks’ 

and the lack of securitization of their financial products 

and of a secondary market for them have practically 

impeded their involvement in long term investments, 

leaving them with excessive liquidity or forcing them to 

invest in major capital markets outside the Islamic 

countries. 

 

Unlike conventional banks, ‘Islamic banks’ lack 

uniform accounting standards (in spite of continuous 

progress in this area) and are subject to auditing by 

Shari'ah experts who may have limited, though increasing, 

exposure to financial markets and products.  Worse still, 

they are unable to benefit from central bank discounting 

facilities and, more often than not, from central bank 

supervision, as well as whatever deposit insurance 

facilities that may be available to conventional banks. 

 

While interest paid by conventional banks to their 

depositors and creditors is treated as cost for tax purposes, 

profit shared by ‘Islamic banks’ with their depositors and 

creditors is taxed, to their disadvantage.  The ownership 

base of ‘Islamic banks’ is also much more limited than that 

of other banks due to the concentration of their share-

holding (which presents another source of instability).  

These banks face difficulties in operating in non-Islamic 

countries.  The reputation of some of them has suffered in 

their own countries due to their concentration on 

Murabahah activities which disguise interest taking and the 

lack of transparency in some of their other operations and 
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in the treatment of their different categories of depositors 

and other capital providers. Their attempt to prevail 

through the circular techniques referred to earlier subjects 

them to much criticism, both from their religiously 

oriented clients and the public at large. 

 

There are, I believe, other, even more credible ways 

to enable Islamic financial institutions to operate without 

much of the present constraints while maintaining, if not 

enhancing, and their distinct identity.  These suggested 

measures may even improve the attractiveness of Islamic 

institutions to those inclined to deal with them, and may, 

consequently, expand their market share:  

1. Each Islamic financial institution may adopt a code 

of conduct reflecting Islamic values, along with a 

practical mechanism of enforcement, strictly 

ensuring that such values are demonstrated in the 

behaviour of its management and staff and in their 

relationship with their clients and shareholders.  

They should, in particular, strike a fair balance 

between the interests of depositors and 

shareholders and not subsidize returns on deposit 

(for the sake of competition) at the expense of 

present or new shareholders, as was reportedly 

done by some such institutions in the past.  A strict 

enforcement of such moral codes would greatly 

improve the reputation of these institutions where 

high expectations inspired by their religious names 

had not always been met. 

2. Islamic financial institutions should avoid 

employing their funds in operations prohibited by 

the Qur’an and the undisputed Sunnah and focus 
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on operations, which help the development of 

Islamic countries and communities, with particular 

emphasis on empowering the poor and on 

investments, which are ethically and 

environmentally sound.  This does not mean 

avoiding all barter transactions in fungibles and all 

interest-bearing loans and deposits (of which many 

could be legitimized under the liberal 

interpretations advocated here).  It means ensuring 

in substance that the funds they employ are put to 

productive, useful purposes in Islamic societies.  

This task suggests strengthening the capacity of 

these institutions to assess and supervise the more 

rewarding but riskier long-term investments for 

which the record of private "Islamic banks" so far is 

rather poor; it would turn them into more 

profitable development finance institutions. 

3. Islamic financial institutions which wish to 

specialize exclusively in equity financing and/or in 

lending based on profit and loss sharing may do so 

under a separate set of regulations from those 

applicable to conventional banks, especially with 

regard to capital adequacy standards.  They may 

not in this case be allowed to resort to virtual 

interest-taking operations under disguised names.  

To avoid confusion to the public, such different 

institutions may not carry the name of a bank; their 

names should reflect their characteristics as 

investment companies.   

4. Islamic financial institutions should not, as a matter 

of course, resort to seizure and liquidation of assets 

of their borrowers if the latter face genuine 
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difficulties in servicing their debt.  They should first 

exhaust possibilities for restructuring the debt of 

such borrowers and helping them restructure their 

businesses so that they may be able to continue 

their operations for their own benefit and the 

benefit of their creditor banks.  This more Islamic 

attitude should not be extended, however, to 

solvent debtors who resort to deceptive ways to 

avoid payment.  

5. Islamic financial institutions may systematically 

allocate part of their income for charitable 

purposes, including grants and interest-free qardhs, 

and distribute such funds according to equitable, 

transparent criteria.  This would be best done 

through the establishment by each ‘Islamic bank’ of 

a separate charitable foundation, both to 

institutionalize the process and give the donor bank 

the benefit of good publicity.  (Interestingly, this 

practice is not uncommon among large 

corporations in some non-Islamic countries such as 

the United States where, in addition to its obvious 

benefits, it helps their strategies in expanding their 

market share.)  

 

By following these and similar measures, Islamic 

financial institutions should not be operating in a 

regulatory vacuum, as is often the case at present.  They 

must be subject to the same strict regulation and 

supervision applicable to their country's financial sector as 

a whole.  Should their characteristics require special 

regulations, these must be issued and strictly applied.  The 

sad experience of some allegedly Islamic financial 
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companies which lacked transparency regarding their legal 

status and operations and operated pyramid schemes 

resulting in huge losses to large numbers of depositors 

should not be allowed to be repeated.  Besides, regulation 

and central bank supervision would add to the credibility 

of these institutions.  It would allow them to benefit from 

the central banks' discounting facilities (once they accept to 

pay the interest involved) and from whatever deposit 

insurance mechanisms that may be available to other 

banks. 

 
Conclusion 

 

 Riba is prohibited beyond doubt by the two 

primary sources of Islamic law, the Qur’an and Sunnah.  

The scope of this prohibition is not defined, however, in 

either source.  A rational reading of these sources suggests 

that, as an exception to the general rule of freedom of 

contract, the prohibition should be strictly construed, in 

light of its underlying rationale and the general Qur’anic 

proposition to facilitate, not complicate transactions.  

Prohibited Riba may thus cover obvious cases of 

enrichment without a legitimate cause, both in trade and 

lending operations, in order to ensure fairness in the 

conduct of these transactions and to defend weaker parties 

from undue exploitation and excessive uncertainty. It also 

covers operations, which are meant to be charitable, or 

semi-charitable in nature, such as the typical qardhs known 

at the time the prohibition was introduced.  This cannot 

automatically suggest, however, that every possible barter 

trading in fungible commodities and every financial 

instrument that has a fixed return is tainted by Riba.  Yet, it 

is this broad prohibition that is commonly required at 
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present by most Islamic specialists and is taken for granted 

as the basis of ‘Islamic banking’.  Modern Islamic theorists 

have taken it as a symbol and a main building block, if not 

the principal pillar, of what they present as the ‘Islamic 

economic system’. 

 

These latter attitudes probably find their basis in 

the deeply rooted methodology followed in the learning of 

Islamic jurisprudence in the last seven centuries – a 

methodology based on conforming with the views of past 

scholars in one's own jurisprudential school, or, for the 

more liberal, on the selection from views of past scholars, 

regardless of the school to which they belonged.  

Admirable attempts to avoid the confines of Taqleed 

reflected in some of the views quoted in this paper are 

being increasingly overlooked.  Many neo-conservative 

scholars tend in fact to ignore such liberal views and 

choose to adopt the strictest among past views in what 

seems to be a heated competition for the ‘purist’ possible 

position.  The fact that earlier views represented human 

endeavors fashioned by the circumstances of their time 

and place is not sufficiently recognized.  Instead, the 

strictest among such views are often presented now with 

the sanctity of Islamic Shari'ah.  It consistently prevails 

over original thinking in the absence of explicit provisions 

in the primary sources.  Taqleed, not Ijtihâd has become the 

order of the day in many Islamic institutes (fomented in 

recent decades by the enthusiasm of political movements 

raising Islamic banners and calling for the awakening and 

revival of the Islamic nation).  In this context, minds have 

been open to accept legal concepts initiated in Western 

systems where no views were expressed by Islamic 

scholars in the past, such as the juridical personality of 



Riba, Modern and Islamic Banking: A Critique 

 

 

326 

corporations, and, more recently, insurance operations and 

trading in shares in the stock market.  No similar tolerance 

seems to be shown, however, in the traditionalist and neo-

conservative circles for the departure from past 

conservative views and the initiation of new rulings on the 

basis of the rationale (Hikmah) underlying the provisions of 

primary sources, as this rationale may be presently 

conceived in a unified manner (reached through the 

legislator or a high court or council). Nor is attention being 

paid to the fact that Riba was not precisely defined in the 

primary sources which allows for flexibility in its 

construction depending on the needs of changing times. 

 

It is my conviction that Islamic law will be able to 

meet the challenges of modern and future times only 

through a change in the Taqleed-based methodology and a 

broad movement of Ijtihad led by broad-minded, 

interdisciplinary scholarly institutes.  It is also my 

conviction that Islamic countries cannot and should not 

insulate their respective economies from the world 

economy.  On the contrary, they should take full 

advantage of the unprecedented expansion in world trade 

and investment, fully recognizing the monetary value of 

time and reflecting it in their transactions.  Their banking 

sector in particular should be strictly regulated and 

supervised.  It must be subject to adequate risk 

management techniques; regardless of the name their 

banks may carry.  Risks to depositors, bond holders and 

other creditors cannot be left uncompensated under 

misconceptions assuming the absence of such risks. Nor 

should savings be left to pile up in unproductive accounts 

in the name of religion. 
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The views expressed in this lecture may be too 

remote from the thinking prevalent at present in ‘Islamic 

banks’ to be relevant or useful to their practice.  But we do 

live in a world of constant change – a change so 

dramatically manifested in the unprecedented expansion 

of world trade and finance, where political borders are 

increasingly losing their significance and money is mostly 

transferred by electronic means.  It should not be 

excessively optimistic under the circumstances to expect a 

change in contemporary Islamic jurisprudence towards a 

more liberal attitude in this particular field.  “Innahu la 

yayassu min rahmati-llahi illa al-qawmu al-zalimun.” 
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APPENDIX 

SUMMARISED VERSION OF  
SYLVIO GESELL'S INTEREST–FREE ECONOMY 

 

 

Interest has been in vogue for the last 4000 years, 

but science has not been able to answer why and whence 

of interest.   Of course, several attempts have been made to 

explain the emergence of interest, such as ‘fructification 

theory’ ‘productivity theory’ ‘utility theory’ ‘abstinence 

theory’ ‘exploitation theory’.  These theories explained 

why interest is paid; far fewer attempts have been made to 

explain 'why interest should be paid'; to answer the 

question 'whence and why does the capitalist receive 

interest?  Its moral grounds were examined by socialists 

who directed their inquiry fundamentally against interest; 

as interest, according to some, is a ‘disturber of peace’.  It 

feeds upon the ‘Sweat and blood’ of labour.  

 

The eternal evils of interest, money & monetary 

system were not recognised by the classical economists. 

The Manchester School, which believed that from free play 

of economic forces, the rate of interest would gradually 

fall, ultimately to zero, was ignorant of the mighty 

disturbances caused by the defects of the traditional 

monetary system which were inseparable obstacles to the 

elimination of interest which was the ‘darkest plague spot 

in our present economic system’. 

 

Likewise Proudhon (1809-65), the French socialist 

tried to inquire the nature of interest, but succeeded little, 
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because he failed to see a connection between money and 

interest and could not develop a socialist theory of interest. 

 

Sylvio Gesell*, in his little known work ‘THE 

NATURAL ECONOMIC ORDER’ in his endeavour to 

formulate a theory of interest took the cue from Proudhon.  

He postulated that only from a theory of money, a theory 

of interest can follow.  To him, this postulation was a pre-

requisite to arrive at an interest-free economic system. 

 

This was possible only after a reform in the existing 

form of money and the monetary system based on this 

money.   He proposed to replace this money with his new 

‘free money’.  What is amiss with the present form of 

money, what are its evils that new form of money is to be 

invented? 

 

Money made of precious metals was banished from 

Sparta because, apart from its other evil qualities, it 

divided the people into rich and poor.  We, till this day, 

                                                 

 Gesell wrote The Natural Economic Order, not as an academic economist 

but as a long experienced merchant, Importer, Land Owner & Farmer.  Its 

German edition appeared in 1906.  The book ran seven editions; its English 

edition was first done in 1929; a revised English edition came out in 1958.  It 

has been observed about his book that it stands mountain-high above the 

average products of modern economic literature (Stillich of Berlin 

University). Mahmout Abu Saud, economic advisor, Moroccan Government; 

economic expert, Arab League, economic advisor, State Bank of Pakistan; 

observes that Sylvia's theory of interest is in harmony with the teachings of 

Koran and should be welcomed in all Islamic countries, his plan for an 

interest-free economy is a solid basis for constructive attempts to liberate 

man…. from exploitation by his fellow-men. J.M. Keynes said that; ‘the 

future will learn more from the spirit of Gesell than from that of Marx’.  He 

further observed that ‘the idea behind Gesell’s stamped money is sound’. 

Irwing Fisher said the unique ‘Stamped Dollar’ plan is a sort of tax on 

hoarding. Hugh Gaitskell, Chancellor of the British Exchequer observed that 

Gesell's theory of interest is perfectly sound.  Free Money must improve 

trade situation…. a good policy for depression. 
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have failed to understand the recognized evils of money.  

Pythagoras lauded banishing of gold and silver, the root of 

all evils, from Sparta.  The nature of money and its 

shortcomings have not been investigated properly. 

 

The recognition of the evil nature of money and the 

resulting defects in the monetary system naturally call for 

barring or blocking the money to play its evil role; 

containing the privilege of money; raising the privileges of 

goods and labour to the privilege of money, because 

goods, not money, are the real basis of economic life.  The 

status and power of money has to be cut to size.  

 

The key to a theory of interest is an understanding 

of the functions of money and its nature.  A theory of 

interest can only be deduced from a theory of money.  

Money and interest have a connection in theory.  But the 

subject has not been investigated properly.  And the lack of 

a sound theory of money is the reason why the 

phenomenon of interest has never been satisfactorily 

explained. 

 

Money, in the present form, is a curse to the 

mankind because it is not performing its functions of 

exchange efficiently.  Gesell’s criteria of a good money are: 

(1) Securing the exchange of goods (judged by the absence 

of trade depressions, crises, and unemployment). (2) 

Accelerating exchange, (judged by the lessening shortage 

of wares).  (3) Cheapening exchange (judged by the small 

difference between the price obtained by the producer and 

the price paid by the consumer). Money has fallen short in 

its function as far as these three criteria are concerned.  It 

should therefore suffer all those defects which goods 
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suffer, that is, they rot, decay, break, rust, etc.  It should be 

made worse as a commodity if we wish to make it an 

efficient medium of exchange; degraded to the level of 

goods. It should be given qualities that will counter-

balance the evil qualities of goods.  As Proudhon said, 

‘given the social body a perfect circulation, that is, an exact 

and regular exchange of products for products’. 

 

Monetary theorists forgot the goods for the 

exchange of which the currency exists. They improved 

money exclusively from the point of view of the holder.  

The test of money as an instrument for exchange of, say, 

potato, newspaper is that it should rot like a potato, go out 

of date as newspaper does. Gesell gives a description of 

‘money as it should be,’ that is, 'Free Money' as a stabilized 

paper money, currency with index number of prices, 

aiming to stabilize the general level of prices. 

 

His innovation of the concept of Free-Money 

obviously involves a reform of the monetary system, based 

on a reconstructed theory of money, which he considers a 

subject of vast importance to the human development.  His 

Free-Money is to be substituted for the traditional form of 

money. This is the form of money to be offered in exchange 

for goods. He shows how the Free-Money is put into 

circulation by the State, how it is managed; considers laws 

of circulation of Free-Money, how its circulation has made 

notable changes and benefited the various economic actors, 

namely shopkeepers, manufacturers, speculators, debtors, 

creditors etc. 

 

The Orthodox economists thought that interest is 

an inseparable concomitant of private ownership of the 
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means of production, that liberty in economic life must 

entail an economic system founded upon interest, that is, 

capitalism. It was ascribed to the economic virtues of 

order, industry and thrift.  The moral judgment of interest 

says that it is the result of forcible appropriation and an 

immoral abuse of economic power.  

 

In his construction of a theory of interest, Gesell 

laid down some dicta:  That interest has no connection 

with private ownership of means of production; that it can 

be found where no proletariat exists, that interest has 

never been determined by thrift, order, industry and 

efficiency.  It springs from the ancient form of money, 

handed down to us by the old civilizations like Babylonia, 

Hebrew, Greeks and Romans and that it is protected by the 

legally acquired advantages of that form of money. 

 

After examining the concept of Free-Money or 

‘Money as it should be’, Gesell constructed a theory of 

interest. Its purpose being to break the unfair privilege 

enjoyed by money.  His analysis found that, except for the 

traditional form of money, the road is free for loan money, 

as well as house and means of production, without 

interest. The elimination of interest is the natural result of 

the natural order of things when undisturbed by artificial 

interferences. 

 

Gesell said that money was capital because it can 

interrupt the exchange of goods. Deduction could be made 

from this.  If by the proposed change, money was deprived 

of the power of interrupting exchange, money as a pure 

medium of exchange was no longer capital, i.e., money can 

no longer exact basic interest – i.e., interest upon money. 
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As medium of exchange, in direct relation to 

commodities, i.e., in commerce, Free-Money will not be 

capital, just as commodities are not capital when 

exchanged for one and other.  With Free-Money, 

commodities will be exchanged free of interest. 

 

Everything in the nature of mean as in the nature of 

economic life urges the continued increase of so-called real 

capital and increase, which continues even after complete 

disappearance of interest.  The sole disturber of peace in 

this natural order is the traditional medium of exchange. 

 

The new theory of interest deserves a serious study 

by the Islamic countries to usher in a regime of an interest-

free economy, made possible by the two reforms; Money 

and the monetary system.  

 

 

 

 


