A CRITICAL ANALYSIS OF THE COMPLIANCE OF ISLAMIC FINANCE
PRODUCTS WITH SHARIAH LAW

ABSTRACT

Islamic Finance (IF) has enjoyed a meteoric rise in recent times outgrowing conventional in
most of the world’s predominantly Islamic countries of the world with an estimated worth of
$920 billion and a projected growth in worth to approximately $ 1.6 trillion by 2020 according
to Ernst & Young.! In the United kingdom, the FSA has put the growth of Islamic Finance
Islamic in recent years at 10% — 15% per annum Finance in the United Kingdom with an
estimated worth of £250 Billion.?

The rise in popularity of Islamic Banking has led many scholars and clerics to question the
compatibility of the products offered by IF banks with Shariah Law. One major argument put
forward put the critics of Islamic Finance is that the product engineering process only seeks to
circumvent the prohibitions of shariah law and nothing more. The opposing view of other
clerics is that it is the engineering process that makes IF products sharia compliant, just like
the mode of slaughtering makes meat halal or haram.

This paper primarily seeks to analyse IF products critique them, examine their compliance with
sharia law and whether they are merely engineered to circumvent the prohibitions of Riba
(Usury) and Gharar (excessive risk) under Sharia Law. Most of the paper will be dedicated to
examining the Murabaha which is the most popular of the Islamic Products used by Islamic
Finance Institutions and not surprisingly, the most controversial IF product and exposing its
similarity with conventional banking products both in form and substance.

1.0 INTRODUCTION

Islamic Finance (IF) is finance based on Islamic principles as enshrined in glorious Qur’an and
Prophetic actions (Sunnah).20One major feature of Islamic finance which distinguishes it from
conventional finance is its compliance with sharia law,* the law which defines the lifestyle of
every Muslim.

According to Sharia law, a valid IF transaction must not contain elements such as riba, gharar,
gimar (gambling), and maysur (games of chance involving deception).®> The major guiding
principles of IF are the prohibition of Riba (usury) and Gharar (excessive risk).® It can be said
that the very essence of Islamic Finance is to provide financial services which do not violate
the injunctions of Islam as determined or interpreted by scholars from whom a religious ruling
or fatwa has been sought.” These factors make El Gamal describe IF as ‘a prohibition-driven
industry’ 8
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Islamic finance has been widely upheld as an alternative to conventional finance over the
years.? Islamic banking and finance has witnessed immense growth due to the failures of
conventional banking and the need to satisfy devout Muslims.’® However, its present-day
practice has been controversial. ‘The controversy seems to border on two issues: (i) The
compliance of products with Sharia and (ii) whether it’s of any economic value’.** This paper
examines the prohibitions, the products and whether the contemporary Murabaha product is
sharia-compliant or not.

2.0 THE MAJOR PROHIBITIONS IN ISLAMIC FINANCE

The major IF prohibitions are Riba (usury) and Gharar (excessive risk) whose prohibition flows
from the Qur’an and the practices of the Prophet Mohammad!?. The reason behind these
prohibitions is the promotion of social welfare and not just for the structuring of Islamic
Finance.'®

2.1 Riba is one of the major pillars of Islamic Finance. ‘It literally means an increase, growth or
accretion’.}* ‘In Islam, generating an unjustified profit from lending money is prohibited”.*® In
other words, it is a prohibition on the charging of interest in IF transactions.*® The literature
available suggests that there are two types of Riba.l” One prohibited by both the Qur’an and
the prophet’s tradition and involves a time delay before the money is returned and the other
prohibited by the traditions of the Prophet only and does not involve any such delay’.*® Riba is
often the bone of contention between Islamic scholars on whether a product is sharia complaint
or not. ‘Some scholars have opined that the use of interest is unjustifiable in Islam while others
are of the opinion that it is a reward for savings- productivity of capital — and constitutes the
difference between the value of goods today and their value tomorrow’.!® ‘In their defence of
interest, they argue that it could be justifiable if it resulted in reinvestment and the resultant
growth in capital and not just a reward for forgoing consumption’.?? Harasani opines that there
are two types of Riba, ribd 1-'ugid (usury in Contracts) and riba 1-quria (usury in loans) and
that the rationale behind the latter is solely to create Islamic compliant financial Schemes.? It
must be made clear that Riba does not prohibit the lending of money, rather, it prohibits the
unjustifiable profits made from lending such money as these profits are against Islamic tenets.

% Sheharyar Sikander Hamid, ‘Re-Reading of the Fundamentals of Isalamic Finance: Principles of Contract Law,
Riba and Gharrar in light of the Masaqasid al Sharia and Maslaha Principle’ (2015) 11: 2 J Islamic St Prac Int’l L
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Gharar, means ‘uncertainty’ or ‘excessive and avoidable uncertainty’, the underlying principle
behind the prohibition of Gharar is that trading in risk is unacceptable in sharia law.?? As such
any contract, which has elements of excessive risk or speculation is void ab initio under shariah
law, for example, if Mr A. contracts to sell MR.B a house he will likely inherit when his father
passes away, such a contract is void under sharia and such a transaction cannot be a subject of
Islamic Finance?. This prohibition is only applicable to transactions which involve an
exchange or goods or assets but do not apply to gifts or donations.?* Furthermore, for gharar to
disqualify a contract it must be ‘(i) excessive (ii) It must be a commutative financial contract
(iii) the uncertainty must affect the principal components of the contract (iv) no need is met by
the contract containing gharah that cannot be met otherwise’.?> Therefore, a contract where
parties are oblivious of the subject matter (or its existence), the time of performance and their
respective obligations under the contract is void under sharia.?®

3.0 Overview of Islamic Finance Products and Instruments

Like conventional Finance, Islamic Finance also offers an array of products which are Shariah-
compliant but we shall briefly consider two in this paper. They are;

3.1 Murabaha

This is the most commonly used methods of financing used by Islamic Banks.? It is ‘a cost-
plus-sale contract where an Islamic Bank purchases a product for a client and re-sells it to him
at an agreed mark-up price that is paid in instalments’.?® This is as an alternative to lending
money for credit used by Islamic Banks, instead, the bank (or Financier) buys a good and sells
it unto the lender (Customer) with a disclosed profit.?® This makes the transaction between
Banker and Customer Shariah compliant. Masood posits that to qualify as a valid sale under
shariah law, it is a requirement that a Murabahah contract must be the result of an original sale
and not a means of financing an existing inventory.°

3.2 Mudaraba

This is one of the main instruments of participatory Finance in Islam Banking.3! Mudaraba is
a shariah compliant equity financing instrument.3? Its applicability to contemporary banking
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was first pointed out by Hjh Siti Faridah Abd Jabbar who argued that ‘where depositors deposit
money with a bank and the bank then advances the money to a client, the principles
of mudaraba may be employed with the depositors sharing in the bank’s profits and the bank
sharing in the profits of the client's venture’.3* ‘Mudaaraba is simply an arrangement where an
Islamic Bank or Institution (rab al maal) invests directly in an existing business and shares in
the profits with the owner (mudarib)’.3* Thus, instead of lending money in return for interest
the bank elects to partner with the borrower in his business venture and assumes some of the
business risks and by so doing complies with the prohibitions against riba and gharar, for this
reason, mudaraba is regarded as a purely Islamic Finance product.®® This trust-based financing
may be short, medium or long term.3®

3.3 Is Murabaha A Sharia-Compliant Product?

The growth of Islamic Finance in recent years has put it on the spotlight and it has been
critiqued for being sharia-compliant only in form and not in substance. The Murabaha has been
the subject of immense debate mainly because scholars find the arrangement artificial since
banks act as pure financial intermediaries and not traders.®” Furthermore, most scholars view
the Murabaha as a contract designed primarily to circumvent the prohibitions of riba and
gharar, an act known as sharia arbitrage’.%®

Presently, over 70% of Islamic finance is based on Murabaha and this has led to its legitimacy
as a sharia -compliant product being disputed.3® Most of the points raised against its legitimacy
can be summarised as: ‘(i) double-contracting (ii) similarity between mark-up rate in
Murabaha contracts and interest rate in conventional loans (iii) binding effect of Murabaha
contract and risk bearing, (iv) time to transfer ownership, and (v) penalty for delay in
payment’.* The third point is particularly controversial because it is in breach of the
prohibition on riba and the fact that Islamic finance is strongly touted as being interest-free.*!

Murabaha has evolved into a complex transaction of three stages, albeit the first two stages are
not related to the Murabaha.*? First, the customer promises to repurchase the proposed property
form the bank if purchased. Thereafter, the bank purchases the property and re-sells it to the
promising customer.*® The deferred nature of this sale makes it identical to a conventional loan
which is against Islamic tenets.** In his critique of Murabaha, Usmani opines that the
compliance of Islamic finance products with shar’iah products goes beyond mere nomenclature
if a product is similar to a conventional loan or contains the elements of riba and gharar, it is
not shar’iah compliant notwithstanding the name given to it. He suggests, therefore, that its use
should be restricted only to those cases where mudarabah or musharakah are not practicable’.*
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This writer opines that arguments against Murabaha by its critics’ borders on the fact that
Murabaha, as practiced by banks, is a sort of reverse transaction which is only compliant in
Form and not in substance.

In conventional banking the borrower uses the bank loan to finance the purchase of a certain
good or product and then repays the loan whereas in Islamic Finance the property is owned by
the bank but bought by the customer (as agent) then- principal + mark-up is paid before the
property is transferred to the borrower this to me seems like a direct circumvention of the rules
against Riba.*® Also, contemporary Murabaha transactions are identical to conventional
banking contracts as the mark-ups charged are either pegged using conventional interest rates
or are similar to those used by conventional banks, for this reason, many classical Islamic
scholars criticise this product and do not approve of it given the presence of riba.*’

Another, criticism of this product is that contrary to the prohibitions under shari’ah, Islamic
Banks are now transferring the risk to customers by trying to avoid all risks that are related to
ownership and possession before the final sale to the Client.*® This they do by appointing the
buyer agent and in so doing, avoids the transactional risk involved in procuring the goods,*this
clearly is clearly against the principle of risk sharing in Islamic Finance. Generally, EI-Gamal
opines that the use of Sharia arbitrage in Islamic Finance has undermined its very essence as it
fails to patronage of most middle-class Muslims, increases transactional costs, subject to
manipuolation by money launderers, potentially self-destructive and dilutes the Islamic brand
name.®

In defence of contemporary Murabaha, its proponents argue that there is a world of difference
between Murabaha and a conventional loan. They argue that unlike conventional loans,
Murabaha is an exchange of different goods (commodities for money), the mark-up amount
even though pre-determined, is influenced by the market price of the commodity exchanged
for cash and any profits gained are as a direct result of the market forces of demand and supply,
not the monetary market.>! Their argument according to Shinuke, is based primarily on a fatwa
‘issued at the Al-Barka seminar held under the auspices of Dallah Albaraka Group’.%? In
response to this criticism, other advocates use analogies such as the fact that halal (licit) and
haram (illicit) meat are the same in their substance; the main difference being the process of
slaughter therefore, inferring that the product engineering is what makes Islamic finance
products shariah compliant.>®

In my view, the response of the defenders of the contemporary Murabaha is not tenable because
the main factor which distinguishes Islamic Finance from other forms of Financing is the
prohibitions. The use of means used by conventional banks (LIBOR) to calculate the interest
rates in determining the mark-up or profit so in the Murabaha arrangement by Islamic bank
strikes me as superficial. Consequently, I am of the view that the Murabaha is simply Islamised

46 Muhammad Ayub, Understanding Islamic Finance (Wiley 2007) 222; See Also Nagoka Shinuke (2007) 75.
47 Kelly Holden, ‘Islamic Finance: Legal Hypocrisy Moot Point, Problematic Future Bigger Concern, (2007) 25
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Hire-Purchase. The re-introduction of interest in the form of profits or mark-up only complies
with the letters of Islamic Finance and violates its spirit.>*

Generally speaking, the continuous modification of conventional banking products to comply
and with the rules is a clear indication that products are developed to circumvent the
prohibitions under sharia law, this is what EL-Gamal describes as sharia arbitrage.>® The
continuous use of sharia arbitrage in my view will only diminish the ethical reputation often
associated with Islamic Banking as devout Muslims and prospective customers will see beyond
the smoke screen of its products.

4.0 CONCLUSION

Finally, as earlier discussed®the essence of the prohibitions goes beyond structuring of finance
and are meant to protect individual members of society. The current practice of Murabaha
where banks pass the risk associated with the purchase and possession of a property to the
customer undermines the essence of the prohibitions. Therefore, the substitution of interest for
mark-up is merely a way of circumventing the prohibitions under shariah law.

54 Nagoka Shinuke (n 40).
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