Islamic Finance: the following are the notes taken during the San Francisco Imam Training Workshops organized by ISNA and taught by ETHICA Financial Institute, May 2-May 4.

Background provided for talks given by Islamic Finance Industry people and Islamic Scholars

Shaykh Hamza Yusuf

Islamic scholar, teacher, author, internationally renowned speaker, and co-founder of Zaytuna College in Berkeley, California, United States:

-He outlined a critique of modern approaches to economics, starting with Marx. The novel “The Mirror of Production” is a critique of Marxism as the author argues that the solutions of Marx do not address the underlying fundamental problems of modern society.

-The only mention of war by God and his Prophet in the Quran is on usury (Riba) 

O believers, fear God, and give up the riba that remains outstanding if you are believers. (2”278) 
If you do not do so, then be sure of being at war with God and His Messenger. But, if you repent, you can have your principal. Neither should you commit injustice nor should you be subjected to it. (2:279)”  

-according to the interpretation (tafsir) of Ibn Kathir, selling and buying is permitted, but these are distinct from usury.
-Riba is understood in two ways: Riba al-Nasi'ah (essentially the fixing in advance of a positive return on a loan as a reward for waiting) and Riba al-Fadl (exchanging products that are not equal in value)

-theology of money in contemporary times: the notion that the best model is the current Western model centered around interest and described as being “free market” despite heavy regulation by the state

-Jewish Exodus/Leviticus forbids usury among Jewish people (Ezekiel 18:5). Talmud speaks of usurers as being compared to the shedders of blood. Saint Ambrose understood usury as constituting economic warfare

-Islam is the last remaining religion that is standing against usury. 

-the founders of the United States of America wanted the national economy to be a bi-metal economy based on gold and silver. They worried that the future generations would move away from gold/silver standard and gravitate toward fiat money.  

-real wealth of the Muslim World (in the form of oil and other resources) is being bought by devaluing dollar and is thus being stolen by falsifiers and counterfeiters (representing the purchase of real, tangible assets with a marginally backed monetary unit.

-the law of supply and demand works to do the following: as the supply of money rises, and finite goods remain the same, prices will inevitably rise (inflation).

-Ibn Khaldun: Scholar of the 15th century who stated that the best solution to the economic ills of society would be a return to the gold and silver standard and a relegation of copper coinage to the role that God and custom had ordained for it, viz. restricting it to petty transaction

-Maqrizi was a scholar of the 14th century who studied 20 civilizations and noticed 3 characteristics in common with the fall of each civilization: corruption (rishwa), debasement of money (by printing coins or some other devaluation of currency), and inflated real-estate prices

-there is a hadith of the Propheet (PBUH) that there will come a time where everyone will either consume usury or be covered in its dust.

-it is critical that the Muslims and the Muslim World return to the roots of Islamic Economics which shuns fiat money, false/non-existent money (money that is not entirely backed by real assets and gold/silver reserves). This means that we need to work towards moving away from all interest-related transactions, support Islamic financial institutions, and eventually move toward a Gold Standard.

Safa Zarzour

ISNA Secretary General

-there are five pillars of a society: family structure, religious, educational, economical, and civic institutions

-the strength of a particular community in America is dependent on how much it has cultivated these five institutions

-Catholics have many hospitals, school systems, majority of justices on the Supreme Court (6 out of 9) and thus constitute a powerful and stable community   

-Catholics went from persecution 200 hundred years ago to one of the more influential segments of society today in America

-to serve the Muslim community and enable it, we have to develop these 5 institutions 

-economic focus: the biggest thing that a Muslim can do to develop one’s identity in a locality is to own one’s own home. This will enable one to engage in civics, in addition to being economically self-sufficient. 

Dr. Mohamad Hammour

Managing Director of Capital Guidance, Chairman both of Guidance Financial Group and Shaza Hotels. An accomplished economist, Dr. Hammour has served as a member of the Economics faculty at Columbia University and of the visiting faculty at the Massachusetts Institute of Technology. Dr. Hammour holds a B.A in Philosophy and an M.S in Industrial Engineering from Stanford University as well as a Ph.D. in Economics from the Massachusetts Institute Technology.

-1/3 of the Fiqh books are concerned with economics: trade, finance, etc. It is important to remember that the Prophet was a merchant by trade

-there is a hadith that the honest merchant will be among the company of prophets and saints. This is because the honest merchant has to repeatedly resist the temptation to cheat, cut corners, and other temptations

Shaykh Muhammad Taqi Usmani

-he wrote “An Introduction to Islamic Finance”, a standard reference book for basic Islamic Finance principle

-urges all Muslims to learn more about Islamic Finance and to support 

Comparison between Conventional and Islamic Banking:

Conventional Banking

-Borrowing and lending something fleeting and artificially created

-sells money when no money necessarily exists: interest creates artificial money supply not backed by real assets (contrary to what a Gold standard is). This results in inflation (price increases), heightened volatility of markets, and greater economic disparity between social classes

- may sells assets before they exist

-allow debts to grow unchecked

Contemporary Finance categories: Debt (providing interest-based loan), leasing, equity, trading

Islamic Banking

-1. Cannot involve interest (paying it or receiving it), 2. must be risk-sharing, 3. asset and service backed (must include contractual certainty) and be 4. ethical

1. “The ethical principles on which Islamic finance is based may bring banks closer to their clients and to the true spirit which should mark every financial service” (Vatican, 2009) http://www.bloomberg.com/apps/news?pid=newsarchive&sid=aOsOLE8uiNOg
Riba-Free Transactions: The Arabic word “riba” refers to “increase” or “addition”, and in the commercial context refers to any incremental increase, however great or small, above the original lent or exchanged amount. While riba is of many types, the most common kind is ordinary commercial interest, where the borrower compensates the lender with an interest payment for the right to use a sum of capital over a period of time.

2. There is no return without risk, risk-sharing common to all equity-based transactions.  Islamic Bank takes direct equity position, buys asset (taking ownership), and charges premium. 

3. Contractual certainty occurs when basic prerequisites of a contract are present (subject matter, execution date, and price). There is thus a ban on conventional insurance, interest, futures, and options.

Avoiding any ambiguity, “Gharar”

(ambiguity or uncertainty leading to dispute)

4. Ethical: No buying, selling, or trading in items declared impressible by Shariah: alcohol, pork, etc

Islamic Finance Categories: Equity (Mudarabah, Musharakah, Sukuk), Trade (Murabah, Salam, Istisna), Leasing (Ijarah), but erases Debt

Asset and services cannot compound, only one buyer and one seller

Instrument types

1. Musharaka/Sharikah/Shirkah (literally means partnership, company/joint venture, and again, partnership):

-Involves the partnership of two or more parties regarding trade, business, etc.

- partnership is created by investment of capital or expertise. Profit and loss is divided by proportion of capital investment of partners. Profit may further be divided by degree of participation by partners as agreed between them.

2 categories of partnerships

a. Shirkah tul Aqd (may comprise of Shirkah tul Milk, but converse is not necessarily true): Partnership to establish joint venture of business and trade where two or more parties enter into contract of defined business activity with the intent to gain profit. 

For example: Two partners invest 50% capital in a property and have undivided ownership of the building (joint ownership, not where one owns the first half, and other owns second half). This does not mean one can’t manage one part or the other, but ownership is not divided. 

- direct contact related to income generation

-both co-owners may rent out shares

-capital contribution specified at outset

Sub-categories

i. Shirkah tul Wujooh:

-goods bought by partners on credit from supplier (trust)

-goods are then sold in the market at valuation

-supplier’s debt is then repaid from proceeds of this market sale

-remaining profit is distributed amongst the partners

-individual liability to bear loss is based on proportion of responsibility determined mutually at time of execution of the partnership

ii. Shirkah tul Aamaal:

-pooled provision of services in exchange for fees from clients

-requires no physical capital investment

-service provision-ability is intangible capital

- services such as those done by lawyer, doctor, accountant

iii. Shirkah tul Amwaal: 

-most common form of Musharikah and of Shirkah tul Aqd

-partnership between two or more parties to earn profit in joint business venture, also known as Shirkah tul Inaan 

-capital investment by all partners (cash or assets)

-once partnership is in place, partners lose individual ownership of assets and become joint owners

-profit or loss distributed on capital distributin

-un-invested capital contributions follow rules of trusteeship (amaana) in event of loss

b. Shirkah tul Milk: client and intuition make joint purchase of property. Client resides in property and, over time, acquires sole ownership through rental payments and property share purchases.

Islamic Home finance product is an example.

-indirect contract not related to income generation

-may be voluntary or involuntary (purchase of house, or obtain ownership through inheritance)

-primarily a partnership or joint ownership, rather than commercial venture

-it may serve as source of income for one party but not both

-institution may rent out property share to client

-undivided ownership

Duration of Musharakahs

-Ongoing or temporary

Ongoing:

-partnerships with no explicit intention of termination (such as equity participation)

-but all partners may exit at any point

Temporary:

-created with explicit intention of termination

-examples are those used to meet working capital needs of businesses

-private equity investments

-another example is diminishing musharakah where one partner periodically acquires shares from the other partner until musharakah ceases to exist

Practical Considerations of Musharakahs and Function

1. Capital consideration:

-shariah-compliant items of material value may be used as capital in the musharakah

-may consist of cash, assets (must be valued at time of contract)

-valuation should be performed by qualified third party, or by mutual agreement between partners

-standard currency should be used between partners (such of that of the country of where the partnership is taking place

-critical to determine ratio capital investment ratio of partners and must be confirmed at time of inception of musharakah

-creditor may not enter into musharakah with debtor

-debt can only become part of business with merger where the assets and liabilities of two businesses combine

Management of Musharakah

· partners may participate in running business and have this right

· restrictions on partners’ participation should not be done on a unilateral basis, but should be agreed upon

· silent partners choose not to participate in management

· sleeping partners are not to be allocated a profit share greater than their capital contribution ratio

· working partner is responsible for running the Musharakah, they do not receive a separate wage but may be rewarded a greater share of profit based on his management role, thus his share of profit may be greater than capital ratio input

· manager can be incorporated from outside the partnership who may be paid a fixed wage but may not share in the profit/loss share of business (however if negligence is proven, manager may be liable for compensation)

· there are avenues where the manager can become a business partner with the signing of a new contract that makes him an investor, then his role changes

· Rabb al Maal is capital contributing partner sharing in profit and loss whereas Mudarib/Wakeel is agent engaged by principal in a Wakalah (agency) contract to fulfill a role (further explained in Mudaribah, a subset of Musharikah)

Profit and Loss in Musharakah

-profit not guaranteed for any Musharakah partner

-contract may not stipulate this contract, etc

-profit cannot be percentage of capital, rather of outcome

all partners receive profit ratio

-profit ratio of silent partner should not exceed capital contribution proportion

-one partner may surrender profit to another partner as long as it is not pre-determined at time of contract

-contract may only anticipate returns

-loss shared on pro-rata basis, and occurs when capital contribution aggregate is not exceeded in the final value at time of profit/loss determination as a result of valuation

Practical Application of Musharakah in a Bank Layout

-an Islamic Bank will typically be a Musharakah based on profit and loss sharing investment or savings accounts. Bank is the sole working partner, and all account holders all silent partners (accounts have indicative profit rates, but not guaranteed)

-profit calculation is permitted based on tiers of investment, duration of investment, minimum balance, and average balance)

-it is permissible for a bank to transfer some of its “house” profit to the investors’ profit to bring it up to the “indicated rate” should the actual profits be lower than expected

-types of applications: normal business ventures, project finance (long-term financing), private equity investment projects, investment and savings accounts, investment funds

-businesses need running finance, want to avoid interest: an Islamic Bank can step in and initiate a temporary Musharakah (where bank owns equity stake in business)

a. Finance limit is set

b, Bank opens current account

c. Client contributes business, bank contributes funds

d. Both share profit based on pre-determined ratio

e. Bank sells share to client, exits Musharakah
