reasonable and sympathetic manner in the spirit of genuine
academic enquiry. We address the subject as commercial
lawyers and laymen and not as individuals claiming special
religious knowledge. We intend no disrespect of any nature
whatsoever.

The Islamic Finance market is large and growing ever
more rapidly, in particular, western financial institutions and
governments are keen to explore product offerings and offer
support in an effort to capitalise on this growth. A common
viewpoint, however, particularly among non-Muslims, is
that Islamic Finance emphasises form over substance
and employs legal and conceptual structures, often in a
complicated manner, that mimic Western banking practices
without employing Western concepts of banking interest.’
In this fashion, the “letter” of Islamic Finance is followed, but
questions remain as to its “spirit.”? The recent declarations
from Mohammed Taqi Usmani, a leading Islamic Finance
scholar, that some aspects of Islamic Bonds (Sukuk) are
un-Islamic and non-compliant with the Sharia, at least as
regards the central principle of profit and loss sharing, show
this potential conflict between “letter” and “spirit.”

Contemporary Islamic Finance, at the risk of being overly
simplistic, is largely founded on the principle that the Quran
forbids interest. The practical implementation of this principle
has resulted in a variety of Islamic Finance instruments and
products based on the concept of sharing profits and losses
and which are thereby Sharia-compliant. The word in the
Quran is “Riba” and this has been translated in a variety of
differing ways including “interest,” “excess” and “usury.”

The first question which arises is whether these instruments
and products, while undoubtedly complying with the “letter,”
are compliant with Islamic principles as regards the “spirit”
of the Quran. This is examined below.

The second question, also examined, is whether or not there
is a significant difference in meaning between “interest” and
“‘usury” and how this may affect modem Islamic Finance
practices.

The Islamic Quality of the Main Islamic

Finance Instruments

Is what is offered as compliant commercial and banking
products under the banner of Islamic Finance, truly Sharia-
compliant in both letter and spirit?

For the purposes of the present discussion and in view of
the limited space, we restrict ourselves to the main and most
popular financing structures used in Islamic Finance;

* Mudaraba is effectively a simple form of venture
capital finance. One or more investors place
funds with an entrepreneur who uses those funds
together with his skills, effort and time to engage
in a business. If successful, the capital is returned
to the investors with a pre-agreed share of profit

and the balance is retained by the entrepreneur. If
losses occur, the investors lose money.

Musharaka is another form of venture capital
finance and which bears many similarities to
Mudaraba. The difference is that the entrepreneur
provides some of the investment funds as well as
contributing skills, effort and time. Again, profits
and losses are shared in pre-agreed proportions.

Clearly, the foregoing structures are similar to
practices followed in Western venture capital
transactions and, further, both are genuinely
Sharia-compliant on any interpretation.

Murabaha is often referred to as trade finance
or “cost plus" finance. A bank, at the request of a
customer, will purchase goods from a third party
and then sell those goods to its customer at its
purchase price plus a pre-agreed profit. The
bank provides the full purchase cost up front
and the customer pays the “cost plus” amount
over a period of time. In theory, the bank is
participating in the risk of loss because it takes
legal possession of the goods for a period of
time before selling them on. In effect, the bank is
engaging in trade.

In practice, the period of ownership by the bank is
often measured in seconds because the majority
of transactions are handled simultaneously. The
bank often does not take on normal trading nor
operational risk and receives a pre-agreed profit
that is (arguably) often indistinguishable from the
interest that would accrue had Western banking
practices been applied. On its face, this does
appear to be a contrived form of “trading” on the
bank’s part.

Other potential issues with Murabaha are that
the concept of trading and risk are negated
by the fact that banks typically lend only 80 to
90 percent of the value of the goods and, further,
that the calculation of the pre-agreed profit may
well include considerations taken from Western
practices, such as LIBOR and so on. Often,
the net result for the customer is the same as if
Western interest-bearing banking practices had
been followed.

ljara is described as Islamic lease financing and
is virtually indistinguishable from Western lease
finance. A bank purchases an asset and rents it
to a customer for a definite period of time at an
agreed rental. The arrangement may provide for
the rental to be revised periodically and ownership
of the asset may pass to the customer at the end
of the term.
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